Joint L egislative Budget Committee
Staff Memorandum

1716 West Adams Telephone: (602) 926-5491
Phoenix, Arizona 85007 Facsimile: (602) 926-5416
DATE: March 23, 2011

TO: Richard Stavneak, Director

FROM: Hans Olofsson, Chief Economist

SUBJECT: HB 2636 - FLAT INCOME TAX WITH POSSIBLE SENATE FINANCE
AMENDMENT

We have a member request for afiscal note on the House Engrossed version of HB 2636, a bill that
incrementally reduces the individual income tax rates to asingle, flat tax rate of 2.08%, beginning in Tax
Year (TY) 2015. Sincethe bill is expected to be amended in Senate Finance Committee to revise the rate,
we believe it would be most useful to analyze the bill with the possible amendment.

Description

The bill phasesin asingle, flat tax rate over 3years. In TY 2013, the bill broadens the tax base by
eliminating itemized deductions, along with most additions and subtractions, and sets tax rates varying
from 2.13% to 3.95% of taxableincome. In TY 2014, HB 2636 eliminates the standard deduction and
dependent exemptions while simultaneously lowering the graduated rate system from 2.13% to 3.10%.
Beginning in TY 2015, when the bill is fully phased in, HB 2636 €liminates the personal exemption and
low income family tax credit and establishes a single, flat tax rate of 2.13%. The bill does not repeal
other tax credits.

HB 2636 also establishes a special task force charged with the responsibility of determining the final flat
tax rate to be used in the state. The task force, which consists of 2 members of the Economic Estimates
Commission and 2 additional members appointed by the President of the Senate and Speaker of the
House, is required to recommend the final rate by December 31, 2011. This meansthat the final flat tax
rate may be different than that contained in the bill.

As introduced, HB 2636 was intended to be revenue neutral with the 2.08% tax rate. Due to changesto
the tax base in the House Engrossed version, however, the 2.08% rate is no longer revenue neutral. To
address this issue, we understand that there will be a Senate Finance Committee amendment to revise the
tax rate to 2.13%.

Estimated | mpact
The bill with the expected Senate Finance Committee amendment is estimated to be essentially revenue

neutral, asit beginsto be implemented in FY 2014. In FY 2011, the new 2.13% rate with the expanded
tax base would have resulted in arevenue loss of $(3.7) million.
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Analysis

Based on the Department of Revenue' s (DOR) micro-simulation individual income tax model, the bill
with the expected Senate Finance Committee amendment is estimated to be essentially revenue neutral.
The bill’ simpact by income tax bracket for the 2.13% rate is summarized in the table below.

Impact of Flat Tax Rate By Federal Adjusted Gross Income (FAGI) Bracket
($ Millions) ($ Millions)
% of Total IncomeTax Liability Income Tax Liability
FAGI Bracket Tax Filers under Current Law ¥ under Flat Tax
$0 - $10,000 15.0% $0.6 $57.5
$10,000 - $20,000 16.4% $27.3 $123.9
$20,000 - $30,000 14.4% $69.6 $134.8
$30,000 - $40,000 11.4% $107.4 $158.3
$40,000 - $50,000 8.4% $116.5 $150.3
$50,000 - $75,000 14.0% $299.9 $359.4
$75,000 - $100,000 8.5% $289.6 $318.7
$100,000 - $200,000 9.5% $596.8 $521.8
$200,000 - $500,000 2.1% $350.6 $246.6
$500,000 - $1,000,000 0.3% $158.4 $92.4
$1,000,000 - $5,000,000 0.1% $183.9 $100.4
Over $5,000,000 0.01% $148.6 $81.4
TOTAL 100.0% $2,349.2 $2,345.5
Note:
1/ Impact isbased on DOR's estimated 2011 tax liability for residential filers. After including non-
resident filers, total tax liability is estimated to be $2.44 billion.

L ocal Government I mpact
The bill will not have alocal government impact.

HO:mt
xc:  Richard Stavneak, Director
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