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The Cost Of Trickle-Down Economics For North Carolina

Tax changes since 2013 mean the state has roughly $3 billion less
for smart public investments

By CEDRIC D. JOHNSON, POLICY ANALYST and ALEXANDRA F. SIROTA,
DIRECTOR

Since 2013, state lawmakers have passed significant income tax cuts that largely
benefit the state’s highest income earners and profitable corporations. These costly tax
cuts have made the state’s tax system more upside-down by delivering the greatest
income tax cuts to the state’s highest income taxpayers, while maintaining a heavier
tax load on low- and middle-income taxpayers.

New analysis by the Institute on Taxation and Economic Policy (ITEP) finds that, since
2013, North Carolina would have $2.8 billion more in annual revenue if state lawmakers
had not changed the tax system that was in place in 2013." This figure is a conservative
estimate because it does not include the tax changes proposed by the Senate in its
recent budget, which would bring the total revenue loss to $3.2 billion. (See Appendix
for details on major tax changes).

Personal income tax cuts since 2013 have primarily benefited the
top 1 percent of taxpayers

The state’s highest income earners—the top 20 percent of taxpayers—have received
more than 80 percent of the income tax cuts that have occurred since 2013.2 This is
primarily due to the adoption of a low, flat income tax rate that replaced a graduated
personal income tax rate structure that applied a higher marginal tax rate to income
above certain thresholds.

As incomes in the state have grown during the ongoing recovery and that growth has
concentrated at the very top of the income distribution, the low, flat income tax rate is
failing to align with economic reality.® In 2015, the US Census Bureau found that the top
20 percent of households in the state, those with incomes of $97,000 or higher, held
more than half of all household income in the state.*

Under the tax changes, the top 1 percent of earners (average income is $1.5 million) get
an income tax cut of nearly $20,000 on average. By contrast, the bottom 20 percent of
income earners (average income is $12,000) get a tax cut of just $9 on average, while
middle-income earners (average income is $44,000) get a tax cut of $175 on average.®

Income tax cuts are not an economic development strategy

In North Carolina, the economic evidence during the national economic expansion
suggests that since 2013, our state has not seen the decline in poverty, growth in wages
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the state’s economy.®

Overview of Tax Changes Since 2013

Since 2013, combined tax changes
have resulted in a net annual
revenue reduction of nearly $3
billion. Below are highlights of
major changes to the state’s three
main tax revenue sources — which,
combined, are responsible for
86 percent of total General Fund
revenue.®

Personal Income Tax (PIT)

e Replaced tiered PIT rate
structure based on a taxpayer’s
ability to pay with a flat PIT rate
that doesn’t account for ability
to pay. Prior to this tax change,
the top marginal PIT rate was
7.75 percent on income over
$100,000 for married couples
filing jointly, compared to the
current flat PIT rate of 5.499
percent.

® Increased standard deduction
to $17,500 from $6,000, based
on a taxpayer’s filing status.
However, lawmakers eliminated
the personal exemption
deduction, which allowed
taxpayers to deduct $2,500 for
each individual and dependent
claimed on their income tax
return.

e Eliminated the state Earned
Income Tax Credit, which
provided a modest boost to the
wages of low- and moderate-
income workers. Prior to
lawmakers eliminating the tax

credit, working families in each
of the state’s 100 counties
benefitted from the state EITC,
which was valued at nearly
$100.8 million in 2013.°

e Allows unlimited itemized
deductions for charitable
contributions as well as a
combined deduction of up to
$20,000 for mortgage interest
and property taxes.

e Eliminated the Estate Tax,
which applied to the state’s
wealthiest individuals and
families. For 2012, only 23 tax
filers were subject to the estate
tax in North Carolina.™

Corporate Income Tax (CIT)
Since 2013, combined changes to
the CIT include the following major
changes:

® Reduced CIT tax rate to 3
percent from 6.9 percent in
2013.

e Eliminated share of CIT revenue
that was allocated to the Public
School Building Capital Fund
— one of the few state supports
for helping with school capital
funding. At the time of repeal,

a total of $81 million of CIT
revenue was estimated to be
transferred to this Fund for the
current fiscal year 2017. With the
elimination of this funding, a total
of $335 million of school capital

or distribution of job creation statewide that would support claims that tax cuts have strengthened

North Carolina policymakers have failed to effectively use tax dollars to deliver broad-based
economic prosperity. Lawmakers have failed to boost support for many smart public investments
that save tax-payers dollars in the long-run (e.g. investments in early childhood learning and
development), better connect North Carolinians to work and higher wages, and revitalize
communities and strengthen regional economies. Instead, income tax cuts for the state’s wealthiest
taxpayers are delivered year after year at the expense of these public investments.”

funding has not been available
to schools since 2013."

Sales Tax

Sales taxes particularly impact low-
income taxpayers since they pay a
larger share of their income in state
and local taxes than the wealthy.
Since 2013, combined changes to
the Sales Tax include the following
major changes:

e Expanded Sales Tax to (and
repealed existing preferential
tax rates for) entertainment
services, which include live
performances, motion picture
or films, museums, cultural
sites, and guided tours, among
others. The Sales Tax has
also been expanded to include
various repair, maintenance,
and installation services.

e Changed the way in which
businesses allocate their
income to determine the amount
of state income tax they pay —
the new formula is referred to
as Single Sales Factor." This
change benefits large, multi-
state corporations and not
small, home-grown business
with operations solely in North
Carolina.

® Placed annual cap on sales tax
refund for non-profit entities and
hospitals.

e Eliminated local privilege tax.
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Even if the state were not to return to the pre-2013 tax code, a revenue neutral and more balanced
approach to tax changes would have allowed North Carolina to boost public investments as the
economy recovered to deliver broader benefits to families, communities and strengthen the state’s
economic performance. North Carolina would be able to fully fund pre-K for all eligible 4-year olds,
for example. Research shows that investment in early learning generates a return of up to $13 for
every $1 invested. In addition, these dollars could have made post-secondary education and skills
training accessible to more low-income students and adult workers to create a more skilled and
trained workforce that can connect to careers in higher wage industries. The state’s affordable
housing crisis could have been addressed by putting dollars into the development of affordable
housing in rural and urban areas and putting construction workers to work. North Carolina’s
experiment with trickle-down economics has failed.
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