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Thriving communities require the good roads, schools, and other public services necessary for a 21%-century

society. Instead of raising the revenue necessary to support these foundations, lawmakers have instead

chosen a cuts-heavy approach over the last several years, threatening our state’s already fragile recovery with

reductions to essential services for children and families. As a result, the Children’s Budget—a measure of

the state’s investments in children and families—fell to a record low 27.8 percent of total General Fund

spending.' While such cuts may offer a short-term solution, they do so at a significant cost to the state’s

long-term fiscal stability.

In confronting the stormy budget climate ahead—a $162.7 million deficit this fiscal year, followed by a

$165.2 million deficit in the next fiscal year and a $4.59 billion General Fund deficit over the Fiscal Year

2020-2021 biennium—we ask legislators instead to enact a balanced approach, one that looks to shared

sacrifice and shared opportunity to build a strong foundation for our future.” This research brief offers a

menu of revenue alternatives: options the state can adopt to raise adequate funds through a more balanced

system that supports economic growth, mobility, and inclusion. It also addresses several structural changes

necessary to respond to recent tax changes at the federal level and overbroad fiscal restrictions imposed last

fall.

Revenue Options

Policy

Estimated Annual Revenue

Strengthen
Connecticut’s

Corporate Taxes

Adopt “Throwback Rule”
Update Mandated Combined Reporting

Eliminate Ineffective Business Tax Breaks

$18.6 million to $37.2 million
$25 to $40 million

To be determined

Reform Wealth and

Income Taxes

Increase Personal Income Tax Rate for Top Tiers

Restore Capital Gains and Dividends Taxes for Top Tiers

Restore Connecticut Estate Tax Exemption to $2.6 million

$227.4 million
$113.7 million

$15.6 million in FY 2019,
eventually $62.7 million

Modernize
Connecticut’s

Outdated Sales tax

Broaden the Base of the Sales Tax
Collect a Larger Share of Taxes Due on Internet Sales

Apply Sales Tax to Digital Downloads

$730 million to $1.5 billion
$128 million to $194 million

$7 million to $11 million

Improve Public Health

Create a Sugary Drink Tax

Increase Taxes on Tobacco Products

$102 million to $131 million
$20 million to $31.4 million

Other

Improve Enforcement of Existing Tax Laws

To be determined



ADDRESS STRUCTURAL THREATS TO CRITICAL INVESTMENTS

Policymakers need the flexibility to meet rapidly changing needs today and build thriving communities
tomorrow, in part by raising the revenue needed to support these communities. However, last fall’s budget
instituted three new fiscal restrictions—a spending cap, volatility cap, and bond cap—that, combined with a

bond lock, diminish this flexibility, greatly limiting Connecticut’s ability to spend new revenue it raises.

The most urgent issue for this session is the bond lock. A section of the law implementing last fall’s budget
stipulates that whenever the state issues a bond for a two-year period beginning on May 15, 2018, it must vow
not to change the spending, revenue, and volatility caps defined in the same law for the life of the bond (typically
10 years) except in extraordinary circumstances.’ Because bonds are considered contracts, Connecticut would
be legally bound to maintain these spending and revenue restraints, despite what future Governors or legislatures
might find to be in the best interests of the state. Any effort to break the covenant—no matter how technical
the change may be—would invite litigation and cost the state scarce dollars in payments of any penalties. Even
the very existence of the bond lock may subject the state to a lower credit rating and higher interest rates.* Thus,
the bond lock makes it extremely difficult to change any part of the spending cap or volatility cap, also making

it much more difficult to use any new revenue.

Concern over the bond lock relates directly to troubling provisions in the underlying fiscal restraints it locks
into place. One fiscal restraint with implications for how Connecticut can spend its revenue is the spending
cap. Last year’s budget greatly expanded the reach of the constitutional spending cap, restricting the state’s
ability to meet vital needs and build thriving communities. Originally passed in 1991 as part of the compromise
enacting the personal income tax, the constitutional spending cap requires that “general budget expenditures”
not grow at a rate greater than the “increase in personal income” or “increase in inflation,” whichever is greater.
It leaves the definitions of those three terms to the legislature, stipulating that defining or amending them
requires a three-fifths vote of each legislative chamber. Because of last fall’s near-unanimous enactment,

Connecticut now has a spending cap that broadly applies to almost all general budget expenditures.

As a result of these changes, the Office of Fiscal Analysis estimates that the spending cap prevents policymakers
from investing more than an additional $190.1 million above last fall’s FY 2019 appropriations—not enough
to support system-level investments in Connecticut’s future or undo recent budgets’ austerity.” For example,
restoring the Children’s Budget to FY 2016 levels would cost $237.6 million—more than the room available
under the cap—and still not fully restore funding for K-12 education or health insurance for low-income
parents to their former levels. As another example, the Payment in Lieu of Taxes (PILOT) program compensates
municipalities for state laws that forbid them from taxing certain kinds of property, including state buildings,
private universities, and hospitals. However, the program remains underfunded.® According to recent estimates,
fully funding PILOT would cost $270.8 million, more than $80 million above the cap.”

In effect, then, the spending cap means that the legislature cannot spend any revenue raised above $355.3
million for fiscal year 2019—$165.2 million to cover the projected deficit, and $190.1 million to reach



the cap—without the Governor declaring an emergency and the legislature approving the budget with a
three-fifths majority.

The new volatility cap seeks to protect government from unanticipated shortfalls in one of the most volatile but
equitable sources of revenue: the estimates and finals component of the personal income tax. The state’s personal
income tax revenues are composed of two parts: “withholdings,” from paychecks, and “estimates and finals,”
typically from investment-related earnings. The volatility cap enacted by Connecticut last fall requires the state
to deposit any estimates and finals revenue in excess of $3.15 billion into the Rainy Day Fund, which it can use
only during emergencies. By basing the cap on a set number, rather than tying it to market conditions, the
legislature limited its own ability to change the rates of one of its most equitable revenue sources. Furthermore,
as the Connecticut economy grows, the new voladility cap will prevent Connecticut from immediately
reinvesting growing income tax revenues into its policy priorities; those dollars would instead also go into the

Rainy Day Fund.

After these new revenues enter the Rainy Day Fund, policymakers can access them only under special
circumstances:

e  When the amount in the Rainy Day Fund equals five percent or more of net General Fund
appropriations, the legislature can transfer the amount in excess of five percent to pay unfunded
pension liabilities.® This transfer cannot supplant already required funds.’

e  When the Comptroller determines that the previous fiscal year is in deficit, the law automatically
appropriates money from the Rainy Day Fund to fund that deficit."

e When consensus revenues project a deficit of one or more percent of General Fund appropriations

for the current or next biennium, the General Assembly can transfer money from the Rainy Day
Fund."

Last fall’s budget also imposed various restrictions on state bonding, often used to build schools and stimulate
economic development. Among other provisions, it limited state borrowing to $1.9 billion per year starting in
Fiscal Year 2019, greatly diminishing Connecticut’s ability to borrow. We would urge the legislature to study

the consequences of such restraints before locking them in under the bond cap.
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1 Includes the following general obligation bonds, as summarized in the Treasurer's annual reports: “GO Tax Supported”, “GO Bond Anticipation”, “Economic Recovery Notes,” and
“GAAP Conversion” bonds. Excludes special tax obligation bonds (for the Special Transportation Fund), Clean Water Fund bonds, UCONN 2020, and others.
Source: Treasurer's Annual Reports

Source: Yale Law School Legislative Advocacy Clinic

The Fiscal Commission advised the legislature to study these policies” consequences more closely,
recommending that “the legislature should launch an immediate review of the three new caps enacted in
2017, including public hearings, with a view to improving and assuring their effectiveness. In particular, the
May 15, 2018 effective date of the bond covenant provision of the volatility cap (the bond lock) should be
changed until the end of the 2019 session. In the interim, consideration should be given to attempting to
achieve the purposes of the bond covenant by means other than giving controlling influence to bond
holders.”"* We urge the General Assembly to repeal the bond lock or, at a minimum, to follow the

Commission’s recommendation to delay its implementation for further study.

RESPOND TO FEDERAL TAX CHANGES TO PROTECT STATE REVENUES

In December 2017, Congress passed and the President signed a bill that overhauled the federal system for
taxing businesses and individuals, greatly benefitting corporations and the wealthy while depriving the federal
government of significant revenue.'® '* > Because of interactions between the state and federal tax systems, if
Connecticut takes no action, then the federal changes will erode state revenue. Connecticut could avoid loss

of revenue by taking steps to “decouple” from federal law as follows:

e Remove references to the federal estate tax exemption from its estate tax statute. Connecticut
currently taxes estates valued at more than $2.6 million at rates between 7.2 percent and 12 percent,
depending on the size of the estate.'® Current law would increase the exemption from $2.6 million to
the federal exemption level by 2020."” The new federal tax law increased the estate tax exemption
from $5.1 million to $11 million. ** Short of complete decoupling, the General Assembly could

endorse Governor Malloy’s proposal, which would change state law to delay full adoption of this



new, higher federal exemption until 2023."

Decouple from the new federal system of depreciating business equipment under Sec. 179 of
the IRS Code. This system allows an immediate deduction of the full cost of certain equipment for
some businesses. We recommend that Connecticut retain the state’s current system, which spreads
out depreciation for business equipment over a number of years. OPM Secretary Ben Barnes
indicated in testimony before the Finance Revenue and Bonding Committee that failure to decouple

would cost the state $50 to $100 million.?°

Debate the expansion of “529 Plans.” Connecticut established the CHET (Connecticut Higher
Education Trust) 529 program to incentivize saving for college expenses, aligning with provisions in
federal law providing tax benefits for college savings. The new federal tax law expanded the definition
of “qualified expenses” for 529 exemptions, authorizing withdrawals to pay either for college or for

private K-12 education.

It is unclear whether Connecticut law automatically adopts the expanded federal definition of
“qualified expenses.” If Connecticut adopts the expanded definition, it would more greatly impact
Connecticut than the federal government, since Connecticut exempts not just the earnings from a
529 account but also deposits into that account.” While it is difficult to estimate the impact on state
revenue because it is hard to know how many families would take advantage of this new tax break,
the Office of Policy and Management estimates that if 19,000 state taxpayers deducted the full
$10,000 to pay for K-12 education, it would cost the state $39 million a year.”> We urge
policymakers to consider how state subsidies of private K-12 education will impact both the overall
public education system and state and local budgets before committing $39 million to private

education.

Consider responses to the SALT cap. The new federal tax bill forbids taxpayers from deducting
more than $10,000 in state and local taxes (“SALT”) paid from their federal return. This limit will
affect taxpayers in states like Connecticut, which have chosen to support needed local services
through a robust state and local tax system. This change at the federal level has no direct impact on
state revenues but will increase the federal taxes of those who pay more than $10,000 in state and
local taxes. While many of these taxpayers will benefit from a reduction in their overall federal tax
liability because of other changes in the federal tax law, losing the SALT deduction may increase their

sensitivity to state and local tax rates.”

Governor Malloy has proposed allowing municipalities to set up local charitable funds that taxpayers
could contribute to in lieu of paying taxes. This would offset local tax payments, deductions for
which are now capped at $10,000, with charitable contributions, deductions for which are ot
capped. This plan benefits only those who itemize to deduct state and local taxes from their federal

tax liability and who pay more than $10,000 in state and local taxes. While we appreciate the role



that SALT workarounds may play in ensuring Connecticut’s economic competitiveness, we
would urge the legislature to pair any such workaround—which will primarily benefit the
wealthy—with policies that support children and families, such as restoring the state Earned

Income Tax Credit to 30 percent of the federal credit.

STRENGTHEN CONNECTICUT’S CORPORATE TAXES

A major component of the new federal tax law is the reduction of the corporate income tax rate from 35
percent to 21 percent. This change at the federal level creates an opportunity for Connecticut to make
changes in its system of taxing corporations. States’ corporate income tax collections have not kept up with
business growth. From 1991 to 2015, national corporate profits increased by more than 400 percent, while
state corporate income taxes increased by only 107 percent.? Ernst and Young found that in 2016,
Connecticut had the lowest effective corporate tax rate in the country, while the Connecticut Business
and Industry Association reported that per-capita corporate taxes are lower in our state than in
Massachusetts, New York, or New Jersey.?> The same Ernst and Young study also found that Connecticut

businesses receive more government services in exchange for their tax dollars than 44 other states.?6

Corporations rely on the state to provide transportation, police services, infrastructure, an educated
workforce, and a good quality of life for their employees. Changing Connecticut’s corporate tax structure
could raise needed revenue, more accurately reflect the services relied on by corporations, and level the playing

field between corporations and other businesses across the state.

State Corporate Tax Collections Have Lagged Behind National Corporate Profits
Growth in Nominal Dollars Since 1991
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Center on Budget and Policy Priorities
Adopt Throwback Rule to Eliminate Nowhere Income ($18.6 to $37.2 million):
The throwback rule is designed to ensure that multistate corporations’ income is appropriately subject to state

corporate income tax. Current law apportions corporate income to different states based on business activity

in each state. In some instances, a corporation manufactures products in Connecticut but sells them to an



individual or firm in another state, which does not tax those sales.”” This results in “nowhere income”—profit

that is not taxed by any state.

Allowing large multistate corporations to have nowhere income places smaller business, which generally have
to pay tax on 100 percent of their incomes, at a competitive disadvantage.”® More than twenty other states,
including Vermont, New Hampshire, and Rhode Island, institute the throwback rule.”” Applying the
throwback rule to Connecticut could raise an additional $18.6 to $37.2 million, assuming a 2 to 4 percent

increase in corporate income tax revenue, as other states have assumed.”

Update Mandatory Combined Reporting ($25 to $40 million): In 2015, Connecticut closed a series of tax
loopholes by adopting “mandatory combined reporting,” a system for taxing multistate corporations employed
by 24 other states and the District of Columbia.’ Mandatory combined reporting prevents companies from
avoiding taxation by artificially shifting their profits to subsidiaries in low-tax states.”> However, currently,
Connecticut caps companies’ increased payments under mandatory combined reporting at $2.5 million,
essentially “reward[ing the] most aggressive tax-avoiders.”*” Governor Malloy has suggested raising $25 million
by removing the combined reporting cap for all corporations except manufacturers.** Also eliminating the cap

for manufacturers would raise an additional $15 million.*

Eliminate Ineffective Business Tax Breaks (to be determined): Last year, Connecticut made enormous
progress towards a more transparent tax system, but more work remains. Bipartisan legislation passed in 2017
requires stronger review of the hundreds of millions of dollars spent on business tax breaks through three
interconnected mechanisms:*®
1. In its annual report, the Department of Economy and Community Development (DECD) must
analyze Connecticut’s business incentive programs, including the number of jobs that the programs
create and their net impact on state revenues. DECD must also issue recommendations as to whether
to maintain each program.
2. As part of its reviews of DECD, the Auditors of Public Accounts must review the performance of the
Connecticut’s business tax incentive programs as well as the accuracy of DECD’s report.
3. The General Assembly’s Appropriations, Finance, and Commerce Committees must hold at least one

public hearing on DECD’s report and at least one public hearing on the Auditor’s report.

Pursuant to this new law, DECD recently released its annual report with analyses of Connecticut’s business
tax breaks programs.”” Of the programs it analyzed, DECD found that even after accounting for increased
business activity due to the incentive and increased spending of newly hired workers, four business tax break
programs cost the state more than $68.7 million annually in net revenue.?® In a time of scarcity, we

would urge the legislature to scrutinize these revenue-losing programs especially closely:

1. Film and Digital Media Production Tax Credit (cost $34.8 million in 2014): Connecticut gives

certain businesses spending more than $100,000 to produce film, television, video games, or other

digital media a tax credit worth up to 30 percent of in-state costs.”” DECD estimates that after



accounting for economic stimulus effects, this program cost Connecticut $393 million from
2006 to 2014, the latest year for which data is available.” However, DECD notes that their
methodology likely underestimates this tax credit’s impact on economic activity.*’ We urge the
Auditors for Public Accounts to assess whether this is the case and, if so, to determine (1) what
additional data DECD would need to collect to improve their methodology and (2) what legislative
or administrative action is necessary to authorize the collection of that data. The Auditors for Public
Accounts could also assess whether a less conservative methodology demonstrates a positive return on

investment for this tax credit. If not, policymakers should eliminate the program.

2. Film Production Infrastructure Tax Credit (cost $28.1 million in 2014): Connecticut gives tax

credits to film and digital media businesses that pay $3 million or more for “basic buildings, facilities,
or installations” related to their work.”> DECD estimates that after accounting for economic
stimulus effects, this program cost Connecticut $56.3 million from 2007 to 2014, the latest
year for which data is available.” However, as with the Film and Digital Media Production Tax
Credit, DECD says that their methodology likely underestimates this tax credit’s impact on
economic activity.* As above, we urge the legislature to require the Auditors for Public Accounts to
determine whether this is the case. If so, we urge the legislature to require the Auditors to determine
what data DECD would need to collect to improve their methodology and what legislative or

administrative action is necessary to authorize collection of that data.

3. Digital Animation Tax Credit (cost $4.7 million in 2016): DECD estimates that after accounting
for economic stimulus effects, this program cost Connecticut $79.7 million from 2008 to
2016, the latest year for which data is available.”” DECD identified no methodological flaws in their
analysis and noted that the only recipient of this credit, Blue Sky Studios, maintains more than 70
percent of their jobs out of state.® Eliminating the program could save Connecticut $4.7 million per

year.

4. Manufacturing Facility Tax Credit for Facilities Located in an Enterprise Zone (cost $1.2 million in

2014): Connecticut currently subsidizes manufacturers who locate in designated communities known
as “Enterprise Zones.”" DECD recommended that Connecticut eliminate this program, arguing
that “it does not generate sufficient employment or net new tax revenue to justify its

continuation.” Following DECD’s recommendation could save Connecticut $1.2 million per year.

These recommendations align with those of the Commission on Fiscal Stability and Economic Growth,
which found that Connecticut corporations should be asked to provide greater support to the state and which

proposed to evaluate and limit business tax breaks.*” *°

The Fiscal Commission also recommended consideration of an alternative business taxing system, which it
believes will better align with corporate structures now used in the state. The Commission recommended an

0.8 percent tax on business payrolls, with credits and rate reductions for small businesses.”! The Commission



noted in particular the considerable interest in exploring a business value or corporate activities tax and

recommended study of this approach.

The State Tax Panel had also noted the need to revamp the state’s business tax system. It recommended that
the Department of Revenue Services study “replacing the corporate net income tax with a broad based/low

general business tax to be imposed uniformly on corporate and non-corporate businesses alike.”>
REFORM WEALTH AND INCOME TAXES

The recently passed federal tax changes provide substantially greater benefits to upper-income taxpayers than
to middle and low-income taxpayers. The Institute on Taxation and Economic Policy predicts that the top 1
percent of Connecticut taxpayers will see, on average, a tax cut of $71,000 in 2019, while the poorest
residents, the bottom 20 percent, will receive an average cut of $60.* Middle income tax payers will benefit
by $840.%° By 2027, the bottom 60 percent of Americans will see their taxes increase while the wealthy

will still experience a tax cut.*

Connecticut already suffers from severe income inequality and from an upside-down tax system. A 2016
report from the Center on Budget and Policy Priorities found that Connecticut’s income distribution
was the third most unequal in the nation.’” The report attributed Connecticut’s high inequality in part to
upside-down total state and local tax systems (which impose a higher effective rate on lower-income
taxpayers) and the growth in the share of investment income (from dividends, capital gains, and interest) to
total income that goes primarily to high-income households. The federal tax changes will only make this

inequality worse.

Connecticut’s overall tax system (including income, property, and sales and excise taxes, minus federal
deductions) allows the wealthiest to pay a much lower percentage of their income in taxes. For example, in
2015, a family making less than $25,000 a year paid an estimated 10.5 percent of its income in state and local

taxes while a family making over $1,331,000—the top 1 percent—paid 5.3 percent.’® >

Personal Income Tax

Connecticut policymakers have been reticent to raise income tax rates for fear that the wealthy will leave in
response. However, recent research strongly suggests that few wealthy households migrate in response to tax
increases.®® Furthermore, our top personal income tax rates are lower than most of our peer states, suggesting
that Connecticut can increase its top personal income tax rate and remain competitive with neighboring

states.



Top Tax Rates in CT, NY, MA, and NJ

State Single Filer Married Filing Jointly Capital Gains

Rate Bracket Rate Bracket Rate
6.90% $250,000 6.90% $500,000

CT 6.99%
6.99% $500,000 6.99% $1,000,000
6.85% $215,400 6.85% $323,200

NY 8.82%
8.82% $1,077,550 8.82% $2,155,350
8.97% 500,000 6.37% 150,000

NJ ’ ’ ’ ’ 8.97%
8.97% $500,000

MA 5.10% $0 5.10% $0 5.1 and 12%*

Tax Foundation.®' MA taxes short-term capital gains and a narrow category of "collectables and pre-1996 installment sales” at 12%.
New York City collects its own income taxes in addition to those collected by the state. The city’s tax rates range from 3.1% of taxable
income to 3.88% for top earners.®> Furthermore, New York State employs “tax benefit exemptions” under which many high-income
taxpayers pay the top rate on all income, not just amounts above threshold. %

Nonetheless, we recognize that increases in the personal income tax this session are unlikely for two reasons,

one political and one structural.

Politically, concerns about millionaire migration continue to inhibit efforts to improve the progressivity of
Connecticut’s tax code. Indeed, the Commission on Fiscal Stability and Economic Growth proposed
lowering personal income tax rates for all taxpayers, offering wealthier individuals the largest dollar reductions
in taxes paid.® Under their plan, a taxpayer with $600,000 in income will see a personal income tax
reduction of $7,440 while a taxpayer with $25,000 in income will see a reduction of $530.° However, a U.S.
Treasury and Stanford University study that examined every billionaire and millionaire tax return from every

state between 1999 and 2011 found little relationship between tax policy and wealth migration.®”

Furthermore, there is little evidence that these income tax cuts will grow the economy.®" 7

Structurally, the new volatility cap limits Connecticut’s ability to spend revenue from increased personal
income tax rates on the wealthy. Before last fall, the legislature had already enacted a volatility cap set to go
into effect in 2021.”" This cap had bipartisan support and was responsive to market conditions, following
national best practices.”” However, last fall’s budget repealed this best-practice volatility cap, replacing it with

one that bluntly deposits all estimates and finals revenue in excess of $3.15 billion into the Rainy Day Fund.

Connecticut is projected to exceed the volatility cap’s $3.15 billion threshold, and most of the wealthy pay a
large share of their income taxes through the means limited by the volatility cap.” Forty percent of income
taxes paid by Connecticut filers with an Adjusted Gross Income (AGI) of $200,000 or more came from
estimates and finals payments in tax year 2016, the latest year for which data is available.” For those with an
AGI above more than $1,000,000, that figure rises to 56 percent.”” Thus, the volatility cap will make it much
more difficult to spend the full amount raised by increasing income taxes on the wealthy; doing so will require

dipping into the Rainy Day Fund to pay for a deficit. Furthermore, the volatility cap’s challenges will be



cemented into place for the next decade starting May 15 unless the legislature repeals the bond lock.

Despite the inability to use revenue to address immediate needs, taxing personal wealth will be important for
Connecticut as it works to address unfunded pension liabilities, build reserves for use in difficult economic
times, and develop an equitable tax structure. The revenue potential of increases in personal income tax rates

are described below.

Fixing the Upside-Down Tax System Could Generate Hundreds of Millions in New Revenue

Policy State Tax Change
Higher Personal Income (PIT) Tax Rate on Top 2 Income Groups: 6.9% to $227.4 million
7.4%; 6.99% to 7.49%
Higher Capital Gains and Dividends Rate on Top 3 Income Groups: 6.5% $113.7 million

to 7%; 6.9% to 7.5%; 6.99% to 8%

Source: Institute on Taxation and Economic Policy

Increase Top Tax Rate for Top Two Tax Groups ($227.4 million): A half percentage point increase on
the top two personal income tax brackets raise an estimated $227.4 million in new state revenue—93 percent

of which would fall on the top 1 percent of taxpayers.”®

Increase Capital Gains and Dividends Taxes for Top Three Tax Groups ($113.7 million):

Taxing capital gains and dividends at a higher rate than other income would represent a return to historical
treatment of unearned income in Connecticut. When policymakers enacted Connecticut’s income tax in
1991, they also cut taxes for high-income earners by eliminating a 7 percent tax on capital gains and a 14
percent tax on dividends and interest.”” Thereafter, investment incomes were subjected to the state income tax
at a much lower rate of 4.5 percent.”® While the top income tax rate has increased to 6.99 percent, it is still

below pre-1991 levels on unearned income.

The federal carried interest loophole provides an added rationale for taxing capital gains and dividends at a
higher rate. Carried interest is the share of earnings that investment managers receive from a profitable return
of their client’s investment. The federal government treats carried interest as investment income, or capital
gains, rather than as wages or commissions. This preferential treatment, known as the carried interest
loophole, results in a federal tax liability that is less than it would be for ordinary income.” By increasing the
tax on capital gains and dividends at the state level, Connecticut could redress the large preferences these two
types of income enjoy in the federal tax code and raise $113.7 million, based on the rates proposed in the

table above.

The table above compares top personal income and capital gains tax rates in Connecticut with those in New
Jersey and New York. Connecticut’s top rate of 6.99 percent on personal income and capital gains is nearly

two percentage points lower than New York’s top rate—not including New York City’s income tax rates.



Estate Tax

In addition to bringing in a projected $176.2 million for FY 2019, Connecticut’s combined estate and gift tax

is one mechanism for ensuring that unearned wealth does not exacerbate existing inequities.*

The distribution of wealth in the United States is even more skewed than the distribution of income. The top
ten percent of families in the United States control 76 percent of all family wealth (home equity, other real
estate, stocks, bonds, pensions, and cash).®' These inequities also exist along racial and ethnic lines. The net
worth of the typical white household is 13 times that of the typical Black household and 10 times that of the
typical Hispanic household.**

National Racial, Ethnic Wealth Gaps Remain Large

$160,000

$141,900

> $140,000
$120,000
$100,000
$80,000
$60,000

$40,000

$11,000 $13,700

White Black Latino

$20,000

Median Household Net Worth (2013)

$0

Source: Pew Research Center

Despite our country’s wealth inequality, the federal government and many states have been moving away
from estate taxes, increasingly allowing concentrated wealth to move from one generation to the next without

leveling the playing field.

The Commission on Fiscal Stability and Economic Growth has called for the immediate abolition of the estate
and gift taxes, based mostly on the belief that these taxes contribute to the migration of wealthy individuals out
of the state.® But neither IRS data nor social science research supports the idea that out of state moves can be
tied to state taxes. To the contrary, differences in tax levels between states has been found to have little to no
effect on the choice of where to live.* The Commission does not address how repealing the estate tax would

exacerbate the continued concentration of wealth in Connecticut.

Connecticut taxes estates valued at more than $2.6 million at rates between 7.2 percent and 12 percent,


http://www.pewresearch.org/fact-tank/2014/12/12/racial-wealth-gaps-great-recession/

depending on the size of the estate.® Last fall’s biennial budget scheduled to increase this exemption from
$2.6 million to the “federal basic exclusion amount” by 2020.% The new federal tax law increased the
“exclusion amount” from $5.1 million to $11.2 million.”” Governor Malloy has proposed changing state law

to delay full adoption of this new, higher federal exemption until 2023.%

Connecticut could redress inequities and raise revenue by maintaining its estate tax exemption of $2.6
million. State analysts estimate that estate tax changes in last fall’s biennial budget, which began to move
Connecticut toward adoption of the federal exemption level, will cost the state $15.6 million in FY 2019 and

$62.3 million when fully implemented.®> ***!
MODERNIZE CONNECTICUT’S OUTDATED SALES TAX SYSTEM

Since 1970, the share of household spending on services has increased, while the share of household spending
on goods has decreased.” Our tax system has failed to keep pace with these changes, with taxes on services
remaining the exception to the rule, resulting in a narrowing base of economic activity upon which the sales
tax depends. A related change concerns the increase in e-commerce. While taxes are legally due on online
purchases, retailers are not required to collect them. Aligning Connecticut’s sales tax with a modern economy

could raise revenue while ensuring that our tax system treats the purchase of goods and services equivalently.

Sales Tax Declining as Source of Revenue
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Personal income from Bureau of Economic Analysis Table SA1 — Personal Income Summary. Sales tax from Annual Survey of State
Government Tax Collections. Inflation-adjusted using CPI-AUCSL seasonally adjusted, annual averages 2001-2016.

The following reforms could generate up to $1.5 billion:

Broaden the Base of the Sales Tax ($730 million to $1.5 billion): Over the past 40 years, the share of
household spending on services has increased from one-third to close to half of household budgets.”
However, services, such as residential renovation and repairs, amusement and recreation services, investment

advice/portfolio management, personal legal services (e.g. estate planning), tax preparation, personal



instruction, interior design, and travel agent services, continue to remain largely untaxed. Broadening the
sales tax base to include services would raise $1.5 billion in new revenue at the current sales tax rate of
6.35 percent. Reducing the rate to 5.5 percent and including services would still generate $730 million in

new revenue.

Modernizing Sales Tax to Include Services
Would Generate up to $1.5 Billion

Rate Additional Annual Revenue
6.35% $1.5 billion
6.00% $1.18 billion
5.50% $730 million

Institute for Taxation and Economic Policy. Analysis does not include business to business

and exempts education, health, and shelter.

The Fiscal Commission also notes the need to broaden the base of the sales tax to address equity and provide
needed revenue.” However, its use of the sales tax in its revised revenue plan is radically different from what is
discussed here. The Commission proposes increasing the sales tax rate to 7.25 percent, while broadening the
base of what is taxed by eliminating unspecified exemptions. Instead, we would urge policymakers to offset
the impact of applying the sales tax to services on lower and middle-income taxpayers by coupling expanding

the sales tax base with reducing the sales tax rate.

Collect a Larger Share of Taxes Due on Internet Sales ($128 to $194 million): Connecticut is currently
barred by U.S. Supreme Court rulings from requiring out-of-state companies with no employees or facilities
in the state to charge sales tax to in-state buyers. This puts local businesses that have to charge sales tax at a
competitive disadvantage and, according to a 2017 estimate, costs the state an estimated $128 to $194

million in uncollected revenue.”

In January 2018, the U.S. Supreme Court agreed to review its position on state taxation of internet sales by
taking up the case of South Dakota vs. Wayfair. Arguments are expected in the case in April with a decision
likely in June. The resolution of this case may make it easier for states to collect taxes on internet sales and,

whatever the outcome, should clarify how states can proceed on this issue.

However, even if out-of-state sellers do not charge consumers sales tax, Connecticut law requires consumers to
pay sales tax on those purchases.” If the U.S. Supreme Court does not change its position, Connecticut could
still collect a greater share of the taxes due from buyers if it enacted a version of a Colorado law that requires
Internet, catalog, and other out-of-state sellers not charging state sales tax to provide information about the
tax due on those purchases to the buyer and to the Department of Revenue Services.”” The law would require
out-of-state retailers to remind buyers that they are legally obligated to pay the tax even if the seller does not
collect it, and provide information to the state that would enable it to seek payment of the tax from people
who purchase big-ticket items upon which significant sums of tax are due. In December 2016, the U.S.

Supreme Court effectively upheld the constitutionality of the Colorado law by declining to review a lower-



court opinion upholding it.”® In 2016 and 2017, seven states enacted internet sales tax reporting/notification

laws.”
The Fiscal Commission recommends that the state should pursue sales tax revenue from online sales.'®”

Apply the Sales Tax to Digital Downloads ($7 to $11 million): Currently, in-store purchases of computer
software, books, music, and movies are taxed at a 6.35 percent rate while their digital equivalents are assessed
a one-percent “computer services tax.” '’ Applying the sales tax to digital downloads would have generated $7

to $11 million in revenue in 2011 (latest estimates available).'®

REVENUE TO SUPPORT TRANSPORTATION INFRASTRUCTURE

Thriving communities require an infrastructure system that allows parents to get to work and businesses to
access the talent, resources, and markets they need to succeed. Such an infrastructure system requires sound

fiscal foundations.

Connecticut’s transportation system lacks these sound foundations, teetering on the brink of insolvency. A
report last December by the Office of Policy and Management projected that Connecticut’s Special
Transportation Fund, which finances the state’s transportation system, will have no resources by 2020.'” A
2016 report by Connecticut’s Transportation Finance Panel estimated that Connecticut must spend more
than $65.7 billion over the next few decades just to maintain the safety of the state’s transportation
infrastructure—not including new investments.'” The Panel cited research estimating that Connecticut’s
deficient transportation infrastructure costs Connecticut’s drivers “$5.1 billion annually: $1.6 billion in
additional vehicle operating costs, $2.3 billion in congestion-related delays, and $1.2 billion in insufficient

safety features that lead to serious traffic accidents and further delays.”'%
y

The revenue options described in this brief are not sufficient to fund Connecticut’s transportation needs. We
urge policymakers to consider other options, such as implementing tolls or increasing the gas tax, to support
these services. Recent work by Connecticut’s Transportation Finance Panel may provide a roadmap to meeting
these needs, as may the Governor’s latest budget proposal, which proposed increasing the gas tax and

instituting tolls after FY 2023 to raise $600 to $800 million per year.'*

We urge policymakers to evaluate any transportation finance policy with an eye towards equity and adequacy,
ensuring that it raises sufficient revenue to repair our crumbling infrastructure system without
disproportionately burdening children and families.

Consumption and Public Health Taxes

Two new revenue sources would reduce the budget deficit and advance public health and wellbeing.



Create a Sugary Drink Tax ($102 to $131 million): A growing body of research indicates that increasing
the price of sugar-sweetened beverages reduces consumption and the associated adverse health impacts,
especially for low-income individuals.'”” In response, four cities in California (Albany, Berkeley, Oakland and
San Francisco), Boulder, Colorado, Philadelphia, Pennsylvania, Cook County, Illinois, and the Navajo
Nation have enacted taxes on soft drinks.'” The American Heart Association supports a tax on sugary drinks
as a public health initiative.'” Estimates from the UConn Rudd Center for Food Policy and Obesity find that

a penny-per-ounce tax in Connecticut would raise between $102 million and $131 million.""

A sugary drink tax will not by itself solve the problems of obesity or other adverse health impacts of high
consumption of sugar, but it can be part of addressing the issue. Lawmakers can design the tax differently
depending on their policy goals. To raise revenue most efficiently, policymakers can tax the volume of drink
sold; to produce the most public health benefits, taxing a drink’s sugar content is probably more effective.'"!
To ease administration, an Urban Institute study recommends that states and localities levy a tax on
distributors of the drinks, “holding retailers ultimately responsible [for paying the tax] if they purchase from

noncompliant distributors, warehouse stores outside the jurisdiction, or other untaxed sources.”''*

Increase Taxes on Tobacco Products ($20 million to $31.4 million): States generally impose taxes on
tobacco products both to raise revenue and encourage healthy behavior. Connecticut currently imposes a state
tax of $4.35 per pack on cigarettes and of $.50 per cigar.'"> Governor Malloy has proposed raising these taxes
to $4.60 per pack for cigarettes and $1.50 per cigar and adding a tax on e-cigarettes.''* These taxes would

raise a total of $31.4 million, with $20 million expected from the increase in the cigarette tax.'”

As is the case for most consumption taxes, both sugary drink taxes and cigarette taxes fall more heavily on
lower income people and thus make our tax system more upside-down. These taxes are also of limited benefit
in stabilizing the state tax structure. If they succeed in their public health goal of limiting consumption, they

will be a declining revenue source.

Improve Enforcement of Existing Tax Laws (to be determined): Ensuring sufficient staff at the
Department of Revenue Services (DRS) improves tax collections without raising taxes and levels the playing
field for honest taxpayers. Without sufficient staff, some individuals and companies can avoid their taxes and

not pay what they owe.

Reports from the Program Review and Investigations Committee, the Commission on Enhancing Agency
Outcomes, and the Office of Legislative Research have all found that providing adequate staffing for auditing,

collection, and enforcement at DRS increases revenue. '

The budget adopted in October included $1.2 million in “personal services” for DRS to staff an initiative to
collect $30 million. This collection initiative and the associated hiring has begun. We urge the legislature to
continue to provide DRS with the staffing necessary to maximize tax collections while requiring auditing to

ensure that this staffing is providing the anticipated benefit.



Appendix: Estimated Revenue Raised by Applying Sales Tax to Services

The table below includes the estimated revenue that could policymakers could raise by expanding the sales tax to
different services in Connecticut. It does not represent a comprehensive list of all services. The revenue estimates below
are approximations. These estimates include business-to-business purchases.

Grand Total $1,248.0 million
Estimates from 2018 Tax Expenditure Report FY 2019 Revenue
Gain if Repealed
($ millions)
Total 372.9
Computer and data processing services 218.5
Utilities for agricultural production or manufacturing 447
Renovation and Repair for Residential Real Property 30.7
Advertising agencies, advertising time/space, and direct mail 24.2
Calibration Services and ISO Services 15.3
Amusement and recreation services/Carnival rides 13.2
Environmental consulting services 7.2
Health club dues and athletic instruction 3.9
Motion picture leasing or rental 4.1
Tax preparation services 4.1
Sale of repair or maintenance on vessels 3.6
Winter boat storage 1.1
Massage therapist and electrologist services 0.9
Campground rentals 0.8
Media Payroll Services 0.4
Shoe repair services 0.2
FY 2017 Revenue
Estimates from Institute on Taxation and Economic Policy ($ millions)
Total 875.1
Attorneys / Legal Services 192.3
Architectural and Engineering Services 176.1
Investment counseling and portfolio management 119.8
Accounting and bookkeeping 101.7
Intrastate courier service 80.8
Website creation, hosting, and maintenance 57.8
Barber shops and beauty parlors 32.1
Veterinary services (doctors and hospitals) 29.7
Travel agent services 18.1
Funeral services 14.3
Check and debt collection 13.7
Laundry and dry-cleaning services 12.8
Taxi fares 8.1
Interior design and decorating 6.5
Land surveying 2.8
Diaper service 2.5
Fur and clothing storage 2.2
Bowling alleys 2.0
Coin operated video games and pinball machines 1.1
Gift and package wrapping services 0.7
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