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e equal opportunity for low-income
persons to achieve economic security
free of discrimination.
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Litigation: Undertaking high-impact litigation to
ensure that the rights of traditionally
underrepresented populations are protected.

Research and Policy Development: Conducting
and disseminating policy research and developing
alternatives to existing policy on key issues facing
traditionally disadvantaged populations.

Public Policy Advocacy: Working with traditionally
underrepresented populations to define and
shape the public policies that will most
dramatically impact their communities.
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INTRODUCTION

he Federal Earned Income Tax Credit (EITC), the nation’s largest and most effective anti-

poverty program targeted at low- and moderate-income working families with children, has
played a significant role in enhancing their economic security for more than 30 years. The
federal EITC makes work pay and lifts millions of working families out of poverty by increasing
tax fairness and supplementing wages.

The families of one in five North Carolina tax filers benefit from the federal EITC, but many of
them still struggle to make ends meet. The costs of basic expenses have risen, wages have
stagnated for low-wage workers, and North Carolina’s tax system has become more regressive
with the lowest-paid earners paying a larger share of their income in state and local taxes than
high-paid workers. A growing number of states facing the same problems as North Carolina
have enacted state EITCs to further the effectiveness of the federal program.

A North Carolina state EITC modeled off the federal would further increase tax fairness and
provide families with additional income to help them close the gap between what they earn and
what they need to meet basic expenses. A combined federal and state EITC would make a
significant difference in improving the lives of more than 800,000 low- and moderate-income
working families in North Carolina.

REPORT SUMMARY:

e  The federal EITC helps low- and moderate-income workers support families, lifts
millions out of poverty and increases tax fairness.

e One out of five North Carolina working families benefit from the federal EITC. Sixty-
nine percent of North Carolina EITC claimants earn less than $20,000 annually. These
same families would benefit from a state EITC.

e A North Carolina state EITC would further the Federal EITC’s impact. In fiscal year
2007-2008, a North Carolina EITC set at 10 percent of the federal EITC would provide
close to $134 million to North Carolina working families, with an average benefit of
$163.

e A state EITC would improve tax fairness by reducing the disproportionate share of
income that low- and moderate-income workers pay in state and local taxes. In 2003,
the bottom 20 percent of North Carolina taxpayers paid 10.9 percent of their incomes
in state and local taxes while the top 1 percent of taxpayers paid only 6.3 percent.

e A North Carolina EITC would have very low administrative costs--less than one percent
of the total cost of the program.

e  The Internal Revenue Service has implemented several reforms to reduce fraud and
error in the federal EITC, thereby reducing the risk for fraud and error in a North
Carolina EITC.
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B WORKING HARD IS NOT ALWAYS ENOUGH
TO MAKE ENDS MEET

DESPITE WORKING HARD, many North Carolina low- and moderate-income working families
struggle to make ends meet. The new economy is leaving many people behind. Stagnant wages for
low-wage workers; rising costs of basic goods such as housing, health care and child care; and an
unfair tax share keep many families below or barely above the poverty line. Consider this:

Wages Not Keeping Up with Inflation

e Wages of low-paid North Carolina workers grew by only $.88 per hour, or 12 percent,
between 1979 and 2003, while the best-paid workers saw a gain of $8.11 per hour or 40
percent.'

Wages Extremely Low for 1 in 5 Workers

e In 2004, 22.2 percent of all jobs in North Carolina did not pay enough to lift a 4-person
family out of poverty.? This appears to be a growing trend as only one of the five fastest-
growing occupations in North Carolina (registered nurses) pays a living wage.

e Even if a family makes enough income to be “out of poverty,” that doesn’t mean it can afford
basic necessities of life. Families must earn an annual income of more than 200 percent of the
federal poverty level, a more accurate measure of economic security, to afford basic expenses
including food, health care, housing, child care, transportation, and taxes. Based on the 2007
Federal Poverty guidelines, a single-parent with one child needed to earn $13.16 per hour
and a married-couple with two children needed to earn a combined $19.86 per hour to meet
the 200-percent measure of security.

Fundamental Family Expenses Rising Faster Than Inflation

e In 2006, North Carolina’s Housing Wage (the amount workers must earn in order to pay
less than 30 percent of income on housing and utilities) rose to $12.61 from $12.15 in
2005. Fair Market Rent for a two-bedroom apartment has increased almost 20 percent in
the past five years in North Carolina. Now, 43 percent of North Carolina renters cannot
afford rent on this type of unit.?

e The number of North Carolina workers insured by their employers has decreased, while out-
of-pocket health insurance costs have risen sharply. For some families, health insurance or
child care can cost as much or more than housing.

Low- and Moderate-Income Workers Taxed at Higher Rate

e Low-income North Carolina workers pay a greater share of their income in state and local
taxes than any other group. In 2003, the bottom 20 percent of North Carolina taxpayers
paid 10.9 percent of their incomes in state and local taxes while the top 1 percent of
taxpayers paid only 6.3 percent.”

A North Carolina state Earned Income Tax Credit (EITC), based on the federal EITC, would further
address the income issues of low-wage workers while at the same time increasing the fairness of the
North Carolina state and local tax system. Extending the benefits of the federal EITC would make
families more economically self-sufficient, creating a win-win for the state and the families of low-
and moderate-income workers.
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FIGURE 1

THE FEDERAL EITC: THE WORKERS’ TAX CREDIT

Enacted in1975, the Federal Earned Income Tax Credit (EITC) was created to lessen the impact
of federal payroll taxes that fall disproportionately on low-wage workers, to supplement their
earnings, and to ensure that more workers could bring home incomes above the poverty level.
The credit was expanded several times throughout the 1980s and ‘90s during both the Regan
and Clinton administrations, making the EITC the federal government’s most effective anti-
poverty tool for working families with children. President Reagan said of the federal EITC,
“Giving a leg up to those struggling to move up is what America is all about.”

Roughly one in five North Carolina workers and their families benefit from the federal EITC each
year. Because of its success, 19 states and the District of Columbia have coupled a state EITC
to the federal credit. With the exception of Minnesota, the state EITCs are modeled off the
federal, using the same eligibility requirements, and are set as a percentage of the federal credit.
State EITCs further the goals of the federal EITC and compensate for the disproportionate share
of state and local taxes paid by low- and moderate-income working families.

HOW THE FEDERAL EITC WORKS

Administered through the personal income tax, the federal EITC provides a tax credit to low-
and moderate-income workers. The credit amount is based on a filer’s income, filing status and
number of dependents. The EITC can only be claimed by individuals who work.

The size of the EITC increases for each dollar earned up to a certain amount, maintains the
maximum credit up to an additional amount of earnings, and phases out steadily at higher
income levels (Figure 1). In 2007, the maximum federal EITC benefit will be $4,716 for families
with two or more
children and

FEDERAL EARNED INCOME TAX CREDIT PARAMETERS: 2007 $2,853 for families

with one child.

PHASE-OUT RANGE The EITC phases

Type of Credit Maximum  Phase-out  Single/Head Married out gradually as

Return Percentage Benefit rate of Household Filing Jointly income rises

Families with two 40% for every

or more children dollar earned $15,390- $17,390- a!oove $1 5 390 for

up to $11,790 $4,716 21.06% $37,783 $39,783 single filers or

Families with one child 34% for every $17,390 for

dollar earned $15,390- $17,390- married filers. The

up to $8,390 $2,853 15.98% $33,241 $35,241 benefit ends once

Families with no children 7.65% for every income  reaches
dollar earned $7,000- $9,000- 1 incl

up to $5,590 $428 7.65% $12,590 $14,590 $33,231  (single

filer with one

SOURCE: James Young, “Inflation Adjustments Affecting Individual Taxpayers in 2007,” Tax Notes magazine, October 9, 2006. child) up to

$39,783 (married
filers with two children). For example, a single parent with one child earning between $8,391 and
$15,390 would receive an EITC credit of $2,853. Low-income workers without dependents who make
less than $12,590 are also eligible for a small credit up to $428.
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THE BENEFITS OF THE FEDERAL EITC

The federal EITC is refundable, so after offsetting any federal taxes owed, the remaining credit
is received as a refund. Research shows that EITC refunds enhance working families’ economic
security and improve their chances for economic mobility as they use the benefit to pay off debt,
invest in education, pay for child care, finance transportation to work and secure decent, safe
housing.® The refundability is key in allowing the federal EITC to accomplish its goals:

B Improves Tax Fairness

The Federal EITC improves tax fairness for low-and moderate-income workers. It reduces the
amount of federal taxes low- and moderate-income workers owe by offsetting federal income
taxes and some or all of the
federal payroll tax.

IMPROVING TAX FAIRNESS:  EXAMPLES

Qo FAMILY 1: A single parent with one child, working fullime " Supplements Wages

throughout the year at a wage of $10.50 per hour, earns $21,840 per year.” The EITC can only be
This worker owes $1,136 in federal income taxes and $1,671 in payroll taxes. claimed by individuals who
In 2007, the family would qualify for a federal EITC of $1,822. The EITC allows work. For many families,
the family to get back the $1,136 it paid in federal income taxes and to receive especially for very low-

an additional refund of $686. The EITC refund helps to offset some of the wage earners, the EITC goes
beyond offsetting taxes and

increasing tax fairness.
Refunds act as wage
supplements,  effectively

increasing families’” take-
This family owes $562 in federal income taxes and $2,228 in payroll taxes. In home earnings and ability

federal payroll taxes paid throughout the year.?

( N XY FAMILY 2: A married couple with two children, working
full-time throughout the year, both making $7 per hour, earns $29,120 per year.

2007, the family would qualify for a federal EITC of $2,246. The EITC allows to pay for basic necessities.
the family to get back the $562 it paid in federal income taxes and to receive The EITC is an effective tool
and additional refund of $1,684. The EITC refund helps to offset some of the for raising workers’ wages
federal payroll taxes paid throughout the year. without unduly burdening
employers.  Additionally,
countless  studies have
shown that the EITC wage
supplement has motivated hundreds of thousands of welfare recipients, especially single
parents, to join the workforce.

The EITC continues to be a strong work incentive even for workers who earn incomes above
the amount that qualifies them for the maximum EITC credit because it gradually decreases as
income increases. For example, a single-parent with one child who earns $15,389, just under
the cut-off to receive the maximum credit, receives an EITC of $2,853. After offsetting federal
and state personal income taxes owed, the worker’s take home earnings would be $16,270. If
the single parent increased his earnings to $16,000 annually, his EITC credit would drop by $97
to $2,756; however, his take home earnings would be $16,639, $369 more than he earned at
a lower wage.
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FIGURE 2

INCOME NEEDED TO EARN 200% OF 2007 FEDERAL POVERTY GUIDELINE While the

families
illustrated in Examples 1

2007 Federal Poverty Guideline

Monthly Living Income Standard
Hourly Wage Needed

200% of poverty guideline- Annual Living Income Standard

v\Snl‘:'\:-? E;ENFE)ASE.TL wﬁﬁRéEDCﬁf;:éﬁ through 4 all earn incomes
$13,690 $20,650 above the 2007 federal
$27,380 $41,300 poverty line (FPL), all fall
$2,282 $3.442 below 200 percent of.the
$13.16 $19.86 or FPL,a  more rea"St{C
$9.93 per parent |~ Mmeasure of  economic

Source: Federal Register, Vol. 72, No. 15, January 24, 2007, pp. 3147-3148

security (Figure 2). The 200
percent measure accounts

for families’ ability to pay for basic fixed expenses including food, housing, health care, child
care, transportation, taxes, and miscellaneous expenses. Both measures do not adequately
capture cost-of-living differences between geographic areas. It should be assumed that
families living in metropolitan areas need to earn even more than the 200-percent measure

in order to meet basic
expenses. By offsetting
federal taxes owed and
supplementing wages,
the federal EITC
increases the ability for
low- and moderate-
income workers to
support their families.

B Lifts Families Out of
Poverty

The Federal EITC also
effectively targets
families living below the
federal poverty line. In
2004, it lifted more than
4.4 million people in
low-income  working
families nationwide out
of poverty.® It moves
more children out of
poverty than any other
government program.'

B Boosts Local Economies

SUPPLEMENTS WAGES EXAMPLES

Qe FAMILY 3: A single parent with one child, working fulltime
throughout the year at a wage of $7.50 per hour, earns $15,600 per year. This
worker owes $385 in federal income taxes. In 2007, the family would qualify for a
federal EITC of $2,819. The federal EITC allows the family to get back the $385 it
paid in federal taxes and receive a refund of $2,434. The family owed $1,193 in
payroll taxes, so the EITC refund offsets those taxes and provides an additional
$1,241, effectively supplementing their wages. The family’s new take-home earnings
(not including payment of North Carolina state and local taxes) is $16,841.

working fulltime throughout the year making a wage of $7 per hour and the

FAMILY 4: A married couple with two children, one parent

other working parttime making a wage of $6.15 per hour, earns $20,956 per
year. This family owes $0 in federal income taxes. In 2007, the family would
qualify for a federal EITC of $3,965. The family owed $1,603 in payroll taxes,
so the EITC refund offsets those taxes and provides an additional $2,362,
effectively supplementing their wages. The family’s new take-home earnings (not

including payment of North Carolina state and local taxes) is $23,318.

The refundability of the EITC increases the purchasing power of its recipients, thereby boosting
their local economies where the refund dollars get spent and cycled. In 2003, the EITC brought
$1.35 billion into North Carolina that was spent throughout the state’s 100 counties.



THE FEDERAL EITC IN NC

In 2003, 733,465 low- and moderate-
income North Carolina working families
received an average of $1,842 from the
federal EITC, bringing more than $1.35
billion into the state’s economy."
Appendix 1 shows county-level data
from tax year 2003, including the
number of claimants, percentage of tax
filers claiming the EITC, amount of
federal dollars and average benefit by
county. As the data illustrates, there are
a significant number of claimants and
percentage of taxpayers in every county
who benefit from the federal EITC.

Sixty-nine percent of the EITC benefits in
North Carolina go to working families
making less than $20,000, but many
families with moderate incomes also
benefit from the EITC (Figure 3). That the
federal EITC reaches families with
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LIFTS FAMILIES OUT OF POVERTY EXAMPLES

Qo FAMILY 5: A single parent with one child,
working full4ime throughout the year at the new North Carolina
minimum wage of $6.15 per hour, earns $12,792 per year, or 93
percent of the 2007 federal poverty line ($13,690). The worker
qualifies for an EITC of $2,853, which, after offsetting federal income
and payroll taxes owed, leaves the family with $14,562 (before state
and local taxes). Now, the family’s annual income is 106 percent of

the federal poverty line.

one parent working fullime throughout the year making a wage of

Family 6: A married couple with two children,

$6.15 and the other working parttime making the same wage, earns
$19,188 per year, or 93 percent of the federal poverty line
($20,650). The family qualifies for an EITC of $4,337, which, after
offsetting federal income and payroll taxes owed, leaves the family
with $22,057 (before state and local taxes). Now, the family’s annual
income is 107 percent of the federal poverty line.

moderate incomes is an important policy component, considering the rising costs of basic
necessities and growing income inequality between the wealthy and middle-income families.

FIGURE 3

WHERE DO FEDERAL EITC BENEFITS GO?

In Tax year 2003, roughly 69% of federal EITC benefits went to North Carolina
families with adjusted gross incomes between $5,000 and $20,000 a year

Over $35,000 . 1%

$30,000t0 334909 | [N 3%

$25,000 to $29,999
$20,000 to $24,000
$15,000 to $19,999
$10,000 to $14,999

Under $10,000

11%

15%

17%

19%

33%




B LOW- AND MODERATE-INCOME FAMILIES IN ALL 100
NORTH CAROLINA COUNTIES BENEFIT FROM THE
FEDERAL EITC

BASED ON AN ANALYSIS OF FAMILIES CLAIMING THE FEDERAL EITC, low- and moderate-
income working families reside in all 100 North Carolina counties. In 2003, the percentage
of tax filers claiming the EITC ranged from 10 percent in Orange County to 42 percent in
Robeson County. The statewide average was just over 20 percent. Appendix 1 lists the
percentage of EITC claimants in each county. A higher proportion of filers residing in North
Carolina’s rural counties (23.8 percent) claimed the EITC than residents of urban counties

(17.5 percent).”

A closer look at the data on the zip-code level reveals pockets of extreme working poverty
(defined as areas with 40 percent or more of its filers claiming the EITC) in North Carolina’s
urban and rural counties. On the aggregate, North Carolina’s urban areas exhibit fairly low
levels of working poverty compared to rural areas, however five urban counties (Wake,
Mecklenburg, Rowan, Guilford and Cumberland) contain at least one extreme working-
poverty neighborhood. For example, 13 percent of Mecklenburg County’s EITC claimants live

in one of its extreme working-poverty neighborhoods.

Twenty-five rural counties, the vast majority of which are in eastern North Caroling, have
pockets of extreme working poverty. Not only do these areas have a higher percentage of
EITC claimants, but the average federal EITC benefit is also higher, reflecting the lower wages
earned by the working recipients. The federal EITC is especially invaluable in compensating
for the lower wages and disproportionate share of state and local taxes faced by workers in

these areas.

Figure 4 illustrates the dispersion of low- and moderate-income working families claiming the
federal EITC across North Carolina and highlights the extreme working-poverty areas within

counties.

The dispersion of low- and moderate-income working families and areas of extreme working
poverty across the state reinforces the importance of a policy such as a state EITC that
supports working families regardless of their place of residence. A North Carolina state EITC
would effectively target and bring additional benefits and relief to low- and moderate-income

working families from Murphy to Manteo.
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A STATE EARNED INCOME TAX CREDIT
FOR NORTH CAROLINA:

EXTENDING THE BENEFITS OF THE FEDERAL EITC

hile the federal EITC is a successful and effective program, a North Carolina state Earned

Income Tax Credit would increase the impact of the federal EITC, further supplementing
wages and improving tax fairness for low- and moderate -income working families. High costs
of basics necessities, stagnant wages, and a regressive state and local tax system underscore the
need for extending the federal EITC benefits to help low- and moderate-income North Carolina
families make ends meet.

HOW A STATE EITC WORKS

Due to the Federal EITC’s overwhelming success, 19 states and the District of Columbia have
enacted state EITCs. With the exception of Minnesota, the state EITCs are modeled off the
federal, using the same eligibility requirements, and are set as a percentage of the federal credit
(Figure 5). Currently, at least 12 additional states, including North Carolina, have active state
EITC initiatives, and three states with a state EITC are looking to expand the benefit. Like the
federal EITC, only families with at least one worker benefit from the state programs.

Three factors should be considered in determining the size of a state EITC:"

B Level of needed improvement of tax fairness

Currently, low- and moderate-income working families pay a higher percentage of their income
in state and local taxes than wealthy families. The higher a state EITC is set as a percentage of
the federal EITC, the further it will go in offsetting the regressivity of North Carolina’s state and
local tax system.

H Size of the desired income boost for low- and moderate-income working families

The higher a state EITC is set as a percentage of the federal EITC, the greater the benefit will be
to low- and moderate-income working families. Figure 6 illustrates the benefit of a state EITC to
families with a range of incomes at different percentages of the federal EITC.

For example, in fiscal year 2007-2008, a North Carolina refundable state EITC set at 10-percent
of the federal credit would give close to an additional $134 million to an estimated 824,62614
low- and moderate-income working families, boosting their incomes by an average of $163
(Figure 7). The maximum benefit would be $472 for families with two or more children and
$285 for families with one child. A five-percent state EITC would benefit the average eligible
family by about $81 and would give close to an additional $67 million to low- and moderate-
income working families. The maximum benefit of a five-percent EITC would be $236 for
families with two or more children and $143 for families with one child.



FIGURE 4

Making Work Pay

Dispersion of low- and moderate-income
working families claiming the federal EITC across
North Carolina, 2003. —
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FIGURE 5

STATE EARNED INCOME TAX CREDITS BASED ON THE FEDERAL EITC

PERCENTAGE OF WORKERS
FEDERAL CREDIT WITHOUT
(Tax YEAR 2006 QUALIFYING
STATE EXCEPT AS NOTED) REFUNDABLE CHILDREN ELIGIBLE?
Delaware 20% No Yes
District of Columbia 35% Yes Yes
Indiana® 6% Yes Yes
lllinois 5% Yes Yes
lowa 6.50% No Yes
Kansas 15% Yes Yes
Maine 5% No Yes
Maryland® 20% Yes No
Massachusetts 15% Yes Yes
Michigan 10% (effective in 2008; Yes Yes
to 20% in 2009)
Minnesota® Average 33% Yes Yes
Nebraska 8% Yes Yes
New Jersey* 20% Yes No
New York®' 30% Yes Yes
Oklahoma 5% Yes Yes
Oregon 5% (to 6% in 2008) Yes Yes
Rhode Island 25% Partiallyg Yes
Vermont 32% Yes Yes
Virginia 20% No Yes
Wisconsin 4% - one child 4% - one child No
14% - two children 14% - two children
43% - three children 43% - three children

SOURCE:  Johnson, Nicholas and Ifie Okwuje. “A Rising Number of State Earned Income Credits are Helping Working Families Escape Poverty.” Center on Budget and
Policy Priorities, October 2006

NOTES:  From 1999 to 2001, Colorado offered a 10% refundable EITC financed from required rebates under the state’s “TABOR” amendment. Those rebates, and hence
the EITC, were suspended beginning in 2002 due to lack of funds and again in 2005 as a result of a voter-approved five-year suspension of TABOR. Under
current law, the EITC is projected to resume in 2010.

a Presently scheduled to expire in TY 2011.

b Maryland also offers a non-refundable EITC set at 50 percent of the federal credit. Taxpayers in effect may claim either the refundable credit or the non-
refundable credit, but not both.

c Minnesota’s credit for families with children, unlike the other credits shown in this table, is not expressly structured as a percentage of the federal credit.
Depending on income level, the credit for families with children may range from 25 percent to 45 percent of the federal credit; taxpayers without children
may receive a 25 percent credit.

d The New Jersey credit is available only to families with incomes below $20,000.

e The New York credit would be reduced automatically to the 1999 level of 20 percent should the federal government reduce New York’s share of the TANF
block grant.

f Beginning in 2006, New York also allows certain non-custodial parents who are making child support payments to claim an EITC that is the greater of 20
percent of the federal EITC that they would be eligible for with one qualifying child as a custodial parent or 250 percent of the federal EITC for taxpayers
without qualifying children.

g Rhode Island made a very small portion of its EITC refundable effective in TY 2003. In 2006, the refundable portion was increased from 10 percent to 15
percent of the nonrefundable credit (i.e. 3.75 percent of the federal EITC).
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FIGURE 6
ANNUAL FEDERAL 5% STATE 10% STATE 15% STATE
EARNINGS EITC EITC EITC EITC
Single-parent with one child
Half-time NC minimum wage earner $6,396 $2,175 $109 $218 $326
Full-time NC minimum wage earner $12,792 $2,853 $143 $285 $428
Wages equal to 2007 federal poverty guideline $13,690 $2,853 $143 $285 $428
Wages equal to 150% of poverty guideline $20,535 $2,031 $102 $203 $305
Wages equal to 200% of poverty guideline $27,380 $937 $47 $94 $141
Married Couple with 2 children
One full-time minimum wage earner $12,792 $4,716 $236 $472 $707
Two full-time minimum wage earners $25,584 $2,990 $150 $299 $449
Total Wages equal to 2007 federal poverty guideline $20,650 $4,029 $201 $403 $604
Total Wages equal to 150% of poverty guideline $30,975 $1,855 $93 $186 $278
Total Wages equal to 200% of poverty guideline $41,300 $0 $0 $0 $0
*PT min wage workers assume 20hrs per week for 52weeks
*FT min wage workers assume 40hrs per week for 52 weeks
FIGURE 7
FiscaL YEAR EsTMATED FEDERAL EITC  ESTIMATED # NCEITC AVERAGE NC StaTe AVERAGE NC State AVERAGE
10 NC oF EITC SET AT 5% StaTE EITC EITC ser StaTe EITC EITC seT AT STaTE EITC
CLAIMANTS OF FEDERAL PAYMENT AT 10% PAYMENT 15% oF PAYMENT
AT 5% OF FEDERAL AT 10% FEDERAL AT 15%
2007-2008 $1,488,960,000 824,626  $67,003,200 $81 $134,006,400 $163  $201,009,600 $244
2008-2009 $1,531,200,000 845,150  $68,904,000 $82 $137,808,000 $163  $206,712,000 $245
2009-2010 $1,545,280,000 866,185  $69,537,600 $80 $139,075,200 $161 $208,612,800 $241

Source: CBO Federal EITC Projections + IRS Master File Data 2004
State EITC estimates based on assumption that 90% of filers who claim Federal EITC will claim state EITC
Number of Federal EITC Claimaints grows by average of 2.5% per year

Appendix 1 illustrates how each county’s EITC claimants would benefit from a state EITC set at
five percent, 10 percent, or 15 percent of the federal EITC.

Cost to the state treasury

The cost of a state EITC is minimal. If North Carolina had a 10-percent state EITC in place for
2007-2008, it would cost less than one percent of the current budget. Furthermore,
piggybacking on the federal system minimizes the administrative cost of implementing a state
EITC. Costs associated with processing and administering state EITC claims and changing tax
forms to include a space for the state EITC would increase the overall cost of the credit by less
than one percent.'



14

STATE EITC BENEFITS

A state Earned Income Tax Credit would further the federal EITC’s goals--in particular,
increasing tax fairness on the state level and supplementing the wages of many low- and
moderate-income workers. A state EITC would also assist the many families with incomes above
the poverty line who still struggle to make ends meet. In order to be effective, a North Carolina
EITC should be refundable.

B Improves North Carolina Tax Fairness

Improving tax fairness is the primary benefit of a state EITC. North Carolina’s state and local tax
structure is regressive, requiring low- and moderate-income taxpayers to pay more of their
incomes in taxes than wealthier taxpayers. In 2003, the bottom 20 percent of North Carolina
taxpayers paid 10.9 percent of their incomes in state and local taxes while the top 1 percent of
taxpayers paid only 6.3 percent (Figure 8).”7 This trend has worsened over time. North
Carolina’s poorest households experienced a net tax-liability increase between 1989 and 2002,
the only income group to see an increase.

A refundable state EITC would be an effective targeted policy to increase fairness in the current state and
local tax system and ensure the state’s tax system does not push low- and moderate-income working
families closer to or deeper into poverty. Taxpayers in the bottom 20 percent of income on average pay
10.6 percent of their income in taxes. A 10-percent state EITC would drop their share of taxes paid by .5
percentage points to 10.4 percent.

B Supplements North Carolina Workers’ Wages

In addition to decreasing the disproportionate share of state and local taxes paid by low- and moderate-
income working families, a state EITC would also further supplement workers’ wages. The number of
workers receiving a refund, however, is dependent on the size of the state EITC. The higher a state EITC is
set as a percentage of the federal EITC, the more families that will benefit. For example, a 10- percent state
EITC would both offset state income taxes owed and provide a refund only to single parents with one child
earning $12,800 or less and married couples with two children earning less than $24,500. The state credit
would help families with higher incomes offset state personal income taxes owed.

Either way, a state EITC would increase families’ abilities to afford basic necessities by offsetting all or part
of North Carolina’s regressive state and local taxes and providing a wage supplement to many families at
the bottom of the earnings scale. Even as wages have stagnated over recent years, expenses such as child
care, housing and health care have risen dramatically.

B Complements the North Carolina Minimum-Wage Increase

On January 1, 2007, the North Carolina minimum wage was raised by $1 from $5.15 to $6.15. North
Carolina took a major step to improve wages with this increase; however, a state EITC would make the
increase even more significant. Because income is an important factor in determining the value of the
federal EITC and by extension the state EITC, an increase in annual earnings for many minimum-wage
earners will also boost the value of their EITCs. A state EITC is a strong complement to the minimum-wage
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FIGURE 8

NORTH CAROLINA STATE & LOCAL TAXES IN 2003

Shares of Family Income for Non-Elderly Taxpayers
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B Income Taxes
Total with Federal Offset
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Income Lowest Second Middle Fourth Top 20%
Group 20% 20% 20% 20% Next 15%  Next 4% TOP 1%
Income  Lessthan $15,000- $25,000- $39,000- $64,000- $124,000- $333,000
Range $15,000 $25,000 $39,000 $64,000 $124,000 $333,000 or more
Average Income in Group $9,100 $19,700 $31,300 $50,100 $84,800 $176,800 $813,300
Sales & Excise Taxes 6.9% 6.2% 5.1% 4.2% 3.1% 2.0% 1.2%
General Sales—Individuals 3.8% 3.5% 3.0% 2.6% 2.0% 1.3% 0.8%
Other Sales & Excise—Ind. 1.4% 1.2% 0.9% 0.7% 0.5% 0.3% 0.1%
Sales & Excise on Business 1.7% 1.5% 1.1% 0.9% 0.7% 0.4% 0.3%
Property Taxes 2.9% 1.6% 1.9% 1.8% 1.9% 1.7% 1.1%
Property Taxes on Families 2.8% 1.6% 1.9% 1.7% 1.8% 1.5% 0.7%
Other Property Taxes 0.0% 0.0% 0.1% 0.1% 0.1% 0.1% 0.4%
Income Taxes 1.3% 2.5% 3.3% 4.0% 4.8% 5.4% 6.9%
Personal Income Tax 1.2% 2.5% 3.2% 4.0% 4.7% 5.4% 6.6%
Corporate Income Tax 0.0% 0.0% 0.1% 0.1% 0.1% 0.1% 0.3%
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increase because it shares the cost of fairly compensating hard-working families between the public and
private sectors.

W Lifts More North Carolina Families Out of Poverty

In cases when the federal EITC gets families very close to the federal poverty line, but not quite over it, a
10-percent EITC would be enough to lift those families out of poverty. In 2001, the National Center for
Children in Poverty found that refundable state EITCs were effective in narrowing the poverty gap (the gap
between income and poverty line) by 1.4 percent to 9 percent for children under the age of 18 living in
families with at least one working parent.” According to US Census data released in 2006, 18.8 percent
of North Carolina’s children (residents under age 18) lived in poverty in 2005, the same as in 2001. A
North Carolina state EITC has the potential to lower the percentage of children living in poverty in this state.

EITC IS EFFECTIVE AND WELL-REGULATED

Aggquently cited Internal Revenue Service study of EITC overpayments for tax year1999 estimated that
tween 27 percent and 32 percent of the claims should not have been paid.” Today, most researchers
agree that the 1999 error rates were dramatically overstated. Additionally, the IRS has taken numerous
measures over the past several years to ensure proper compliance, thus the current error rate is believed to be
much lower than the 1999 estimate. Furthermore, fraud by our lowest-wage workers is not as problematic
nor does it result in a significant loss of revenue compared to other credits and tax-evasion practices.

IRS STUDY LIKELY OVERSTATED 1999 ERROR RATE

The error rate was overstated for many reasons. First, it was a static number and did not take into account
claims that had been denied but were reconsidered and honored after taxpayers challenged the initial
ruling. A 2004 study found that 43 percent of taxpayers who challenged denials ultimately received the
EITC at an average of 94 percent of the original claim amount.

Second, that 2004 study concluded that the number of challenges to the IRS is low given that EITC
taxpayers may be too intimidated to challenge the IRS or may not even know that they can pursue their
claims.® This suggests that a substantial portion of the EITC claims considered erroneous in 1999 were
likely valid claims. Reporting to Congress in 2003, Nina Olson, the IRS Taxpayer Advocate, said she
believes the 1999 study “overstates the overclaim rate.””" Olson has also stated that most of the error in
the EITC is due to individuals mistakenly claiming the credit.

IRS HAS INITIATED NUMEROUS INITIATIVES TO REDUCE THE EITC ERROR RATE

The IRS has initiated a five-point initiative to improve EITC administration, expand public outreach
programs, strengthen enforcement activities and enhance research efforts to reduce EITC overclaims and
erroneous filings. Beginning in FY 2004, the IRS began testing three of the main concepts contained in its
long-term vision for improving the EITC Program: certification of qualifying-child residency requirements,
verification of filing status, and verification of income. A “pre-certification” initiative asks filers to provide
documents prior to filing verifying many elements of their returns including the relationship to and
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residency status of the qualifying child claimed, marriage status and income. A 2005 report prepared by
the Deputy Inspector General of Audit found the IRS income-verification tests to be effective in reducing
erroneous EITC payments.? Earlier changes to simplifying the EITC enacted in 2001 are estimated to have
reduced overpayments by approximately $2 billion a year.”

EITC ERROR IN THE CONTEXT OF OVERALL FEDERAL INCOME TAX ADMINISTRATION

When analyzed in the context of overall federal income tax administration, EITC error rates are very low.
For example, in 1998, EITC errors amounted to one half of one percent of federal revenues and only 2.8
percent of the $232 billion total amount of uncollected federal taxes.* This figure appears consistent for
later years. Underpayment of taxes by individuals and corporations make up the overwhelming majority
of tax revenue lost to fraud or error.”

As recently as the summer of 2006, the National Taxpayer Advocate told the US Senate that the real
emphasis on improving tax compliance, particularly with the federal EITC, should be on providing better
tax services to help taxpayers navigate the tax code, rather than heavy enforcement. She calls for simpler
tax laws and procedures and increased education and outreach. She acknowledged that the vast majority
of misreporting is attributed to inadvertent error rather than intentional noncompliance.®

LOW POTENTIAL FOR FRAUD AND ERROR FOR NORTH CAROLINA STATE EITC

If North Carolina adopts a state EITC, the revenue loss due to state EITC overclaims would be negligible.
The state has automated processing equipment that can catch fraud such as multiple claims at the same
address or duplicate Social Security numbers. Also, state EITC claims will be verified against federal claims,
therefore the programs the IRS has implemented to reduce fraud and error would further reduce the
amount of state EITC overpayments.

CONCLUSION

The federal EITC is an overwhelmingly successful program that helps hundreds of thousands of low- and
moderate- income North Carolina families each year. A North Carolina state Earned Income Tax Credit
would increase the impact of the federal EITC, enhancing economic security and providing workers with
more income to pay for basic expenses. In particular, a state EITC is an effective tool to improve fairness
in North Carolina’s tax system, reducing the high proportional share of state and local taxes shouldered by
the lowest- paid workers. A combined federal and state EITC would make a significant difference in
improving the lives of more than 800,000 low- and moderate-income workers and their families in North
Carolina.

The Internal Revenue Service has implemented effective procedures to detect error, and the program is
now in line with other tax measures. Since a North Carolina EITC would simply be calculated as a
percentage of the federal credit owed to a household, the administrative costs to the state would be
negligible, while the benefit to hundreds of thousands of North Carolina working families would be
significant.
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