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Introduction

This report has two primary, related objectives: the first objective is to build the case for improving
Connecticut’s fiscal year 2024 and fiscal year 2025 biennial budget so that it provides more support
for low- and middle-income families, and the second objective is to develop policy options.
Throughout the report, the term “budget” means both the tax system and the spending system, and
“low income” (the bottom 50 percent) and “middle income” (the next 40 percent) means tax filers or
families in the bottom 90 percent of the income distribution.

The first section of the report begins to build the case for improving Connecticut’s budget so that it
provides more support for low- and middle-income families. The section proceeds in three parts:

The first part provides an overview of Connecticut’s pre-tax income inequality and racial and ethnic
income gaps. The key finding is that pre-tax income inequality and racial and ethnic income gaps
decreased in Connecticut last year, but the state still has the third highest level of pre-tax income
inequality during a period of historic income inequality in the U.S. as a whole, and the state also still
has substantial pre-tax racial and ethnic income gaps that tend to result in higher levels of income
inequality for families of color. A related, major finding is that a high level of income inequality
contributes to poverty, especially for families of color due to the addition of substantial racial and
ethnic income gaps, and poverty negatively impacts children in “virtually every dimension.”

The second part provides an overview of Connecticut’s unfair tax system. The key finding is that
Connecticut’s tax system is unfair because it disproportionately burdens low- and middle-income
families, especially families of color, and thereby increases post-tax income inequality and racial and
ethnic income gaps, offsetting in part the recent, important reduction in pre-tax income inequality and
racial and ethnic income gaps. Another major finding is that Connecticut has a low overall tax burden
compared to most states and the U.S. as a whole, further supporting the case that the primary problem
with Connecticut’s tax system is not the overall burden but rather the unfair distribution.

The third part provides an overview of Connecticut’s unfair spending system. A major finding is that
compared to most states and the U.S. as a whole, Connecticut has a high level of long-term obligations
comprised primarily of bonded debt, unfunded pensions, and unfunded other post-employment
benefits. Relatedly, the key finding is that Connecticut’s spending system is unfair because the high
level of spending required to service long-term obligations past generations insufficiently funded
limits spending on public services and investments that support the current generation of low- and
middle-income families. Moreover, although Connecticut should certainly make the required full
pension debt payments each year, additional payments increase the unfairness of Connecticut’s
budget and are not necessary to fully fund the state’s pension systems on a set schedule. The limited
spending on public services and investments to support the current generation becomes even more
concerning when considering both the high level of pre-tax income inequality and racial and ethnic
income gaps harming the current generation of Connecticut’s low- and middle-income families and
the unfair tax system exacerbating the problem.
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The second section of the report continues to build the case for improving Connecticut’s budget in
the process of developing policy options. The section proceeds in five parts:

The first part provides an overview of and policy options for reforming Connecticut’s tax revenue
restrictions. The key finding is that in addition to the estimated $490 million to $735 million in newly
available revenue annually due to past and projected additional pension debt payments, policymakers
could generate an average of $1.5 billion a year in revenue during the next budget cycle by reforming
the use of funds from two major tax revenue restrictions, the volatility cap and the revenue cap.

The second part provides an overview of and policy options for eliminating or reducing Connecticut’s
tax gap. The key finding is that policymakers could potentially generate up to $2.6 billion a year,
largely from high-income and wealthy tax filers, by providing additional funding for the Department
of Revenue Services to eliminate or reduce the state’s income tax gap. Another major finding is that
“tax incidence” and “tax gap” analyses differ and both are essential for creating a fairer tax system.

The third part provides an overview of and policy options for eliminating or reducing Connecticut’s
high cost, high growth tax expenditures. The key finding is that policymakers could generate up to
about $770 million a year by eliminating or reducing six of the state’s high cost, high growth tax
expenditure programs, one of which is for film production. Another major finding that even according
to the state’s own broader economic impact analysis, Connecticut loses an average of nearly $80
million a year from its film production tax expenditure program alone, which more than offsets the
average total gain from the other major business assistance tax credit programs.

The fourth part provides an overview of and policy options for increasing Connecticut’s taxes on the
wealthy. The key finding is that policymakers could generate several hundreds of millions of dollars
or more a year by reasonably increasing the top income tax rate, by reasonably increasing the estate
and gift tax, and/or by establishing a reasonable statewide property tax on high value homes. Another
major finding is that Connecticut recently lost low- and middle-income tax filers to net migration and
gained high-income tax filers, potentially further supporting the case for creating a fairer tax system,
which requires generating revenue to fund tax cuts for low- and middle-income families.

The fifth part provides a summary of policy options to improve Connecticut’s budget, which involves
generating revenue to fund the creation of a fairer tax system and a fairer spending system. To
generate revenue, policymakers could pass legislation that incorporates one, some, or all of the
proposed broad approaches: reforming Connecticut’s tax revenue restrictions, eliminating or reducing
Connecticut’s tax gap, eliminating or reducing Connecticut’s high cost, high growth tax expenditures,
and increasing Connecticut taxes on the wealthy. To create a fairer tax system, policymakers could
use a portion of the newly generated revenue to fund major tax reforms, such as adding a cost of
living adjustment to Connecticut’s income tax, creating the Connecticut child tax credit, increasing
and expanding the Connecticut earned income tax credit, and improving the Connecticut property tax
credit. To create a fairer spending system, policymakers could use a portion of the newly generated
revenue to fund major spending reforms, such as increasing funding for early care and education,
increasing funding for public sector jobs, and ensuring funding for CT Baby Bonds.
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The Case for Improving Connecticut’s Budget

This section begins to build the case for improving Connecticut’s budget so that it provides more
support for low- and middle-income families. The section proceeds in three parts: an overview of
Connecticut’s pre-tax income inequality and racial and ethnic income gaps; an overview of
Connecticut’s unfair tax system; and an overview of Connecticut’s unfair spending system.

An Overview of Connecticut’s Pre-Tax Income Inequality
and Racial and Ethnic Income Gaps

Pre-tax income inequality decreased in Connecticut last year, but the state still has the third highest
level during a period of historic income inequality in the U.S. as a whole. For each state and the U.S.
as a whole, the U.S. Census Bureau provides a summary measure of income inequality: the Gini
index, which “ranges from 0, indicating perfect equality (where everyone receives an equal share), to
1, perfect inequality (where only one recipient or group of recipients receives all the income).”! From
2019 to 2021, the two most recent years data are available, the Gini index measure of pre-tax income
inequality decreased in Connecticut (from 0.5024 to 0.4985), even as pre-tax income inequality
increased in the U.S. as a whole (from 0.4811 to 0.4848).2 As detailed in a report published earlier
this year, the decrease in pre-tax income inequality in Connecticut was due in large part to higher
wage growth for low- and middle-wage workers compared to high-wage workers, which in turn was
due in large part to the increase in the state’s minimum wage and the tightening of the labor market.?
However, even with the recent decrease in pre-tax income inequality, Figure 1 shows that
Connecticut still had the third highest level out of all 50 states in 2021.* Also, as past research has
demonstrated, this high level of income inequality compared to other states is occurring during a
period of historic income inequality in the U.S. as a whole.’

To appreciate more fully the extent of income inequality in Connecticut, Figure 2 shows the pre-tax
income distribution in 2020, the most recent year detailed data are available from the Connecticut
Department of Revenue Services (DRS).® The income distribution analysis here combines the tax
return data from the different filing categories—single, head of household, married filing separately,
and married filing jointly—and then divides the tax filers into four income groups: (1) the bottom 50
percent of the distribution, referred to as low-income families; (2) the next 40 percent of the
distribution, referred to as middle-income families; (3) the next 9 percent of the distribution, referred
to as high-income families; and (4) the top one percent of the distribution, referred to as the wealthy.

In Connecticut in 2020, the average wealthy family earned nearly $3.4 million compared to $84,400
for the typical (or median) middle-income family and $21,100 for the typical (or median) low-income
family. Put in terms of an income inequality ratio, the average wealthy family had a pre-tax income
40.1 times greater than that of the typical middle-income family and 160.5 times greater than that of
the typical low-income family.’
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Pre-tax racial and ethnic income gaps decreased in Connecticut last year, but the state still has
substantial gaps that tend to result in higher levels of income inequality for families of color. The
detailed income data from the DRS do not include a breakdown by race and ethnicity. However, using
the two most recent years of data from the U.S. Census Bureau—2019 and 2021—Table 1 shows
that pre-tax racial and ethnic income gaps decreased in Connecticut in 2021.3

Consider first the pre-tax racial income gap. Compared to a pre-tax income of $93,300 for the median
white household, the median Black household had a pre-tax income of $58,600. This means the
median Black household earned $0.63 for each dollar that the median white household earned,
resulting in a pre-tax racial income gap of $0.37 per dollar in 2021, down from a gap of $0.43 per
dollar in 2019.

Consider next the pre-tax ethnic income gap. Compared to a pre-tax income of $93,300 for the median
white household, the median Hispanic household had a pre-tax income of $54,800. This means the
median Hispanic household earned $0.59 for each dollar that the median white household earned,
resulting in a pre-tax ethnic income gap of $0.41 per dollar in 2021, down from a gap of $0.43 per
dollar in 2019.

Although pre-tax racial and ethnic income gaps decreased in Connecticut last year, the state still has
substantial gaps that tend result in higher levels of pre-tax income inequality for families of color. Put
in terms of an income inequality ratio, the average wealthy family in Connecticut in 2021 had a pre-
tax income 39.9 times greater than that of the median white household compared to 66.8 times greater
than that of the median Black household and 71.3 times greater than that of the median Hispanic
household. The state’s substantial pre-tax racial and ethnic income gaps are due in large part to
substantial pre-tax racial and ethnic wage gaps, which in turn are due in large part discrimination in
the labor market.” For reference, wages and salaries are the primary source of income for most
families, but income is a broader measure that includes the money families receive from government
benefits, capital gains, dividends, interest, business income, and more.

Pre-tax income inequality contributes to poverty, especially for families of color due to the addition
of substantial racial and ethnic income gaps, and poverty negatively impacts children in “virtually
every dimension” of life. A high level of pre-tax income inequality contributes to poverty because a
smaller share of the benefits of economic growth go to families at the bottom of the income
distribution, many of whom live in poverty.!° The problem tends to be even worse for families of
color because substantial racial and ethnic income gaps push a disproportionate percentage of those
families into the bottom of the income distribution and ultimately into poverty. For example, in
Connecticut in 2021, the official poverty rate was 10.1 percent overall compared to 15.8 percent for
Black residents and 20.1 percent for Hispanic residents.!! Also, poverty is a major problem because,
as a landmark report from the National Academy of Sciences concluded, “a child growing up in a
family whose income is below the poverty line experiences worse outcomes than a child from a
wealthier family in virtually every dimension, from physical and mental health, to educational
attainment and labor market success, to risky behaviors and delinquency.”!?
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Figure 1. Gini Index of Pre-Tax Income Inequality, 2021

US: 0.4848

| New York
Louisiana
(}.4985. Connecticut
California
I Massachusetts
|~ Florida
. New Mexico
West Virginia
. New Jersey
Illinois |
Alabama
Tennessee |
Mississippi I
North Carolina
Georgia |
Texas |
South Carolina |
Kentucky
Arkansas I
Nevada |
Virginia
Pennsylvania |
Missouri |
Washington |
Montana
Ohio I
Rhode Island |
Maine
Michigan |
Wyomin |
Marylan |
Arizona
Oklahoma I
Oregon |
Colorado |
Kansas
Idaho I
Nebraska I
Hawaii
Delaware I
North Dakota |
Vermont
South Dakota |
Minnesota I
Towa I
Indiana
Wisconsin I
Utah |
Alaska |
New Hampshire |

| | | | | |
4 425 45 AT5 5 525

Gini Index (0 = Perfect Equality, 1 = Perfect Inequality)

*Data from U.S. Census Bureau.

Connecticut Voices for Children



Figure 2. Connecticut’s Pre-Tax Income Distribution, 2020
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Table 1. Pre-Tax Racial and Ethnic Income Gaps, U.S. and Connecticut

. 2019 2021
Median Household Income Ratio Gap Income Ratio Gap

United States

White $69,800 $1.00 $0.00 $74,900 $1.00 $0.00

Black $43,900 $0.63 -$0.37 $46,800 $0.62 -$0.38

Hispanic or Latino/a/x $55,700 $0.80 -$0.20 $60,600 $0.81 -$0.19
Connecticut

White $85,800 $1.00 $0.00 $93,300 $1.00 $0.00

Black $48,900 $0.57 -$0.43 $58,600 $0.63 -$0.37

Hispanic or Latino/a/x $49,200 $0.57 -$0.43 $54,800 $0.59 -$0.41

*Data from the U.S. Census Burecau. Income rounded to nearest hundred.
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An Overview of Connecticut’s Unfair Tax System

Connecticut’s tax system is unfair because it disproportionately burdens low- and middle-income
families, which increases post-tax income inequality and offsets in part the recent, important
reduction in pre-tax income inequality. Using the most recent tax incidence study available from the
Connecticut Department of Revenue Services, Table 2 shows the effective state and local tax rate in
Connecticut by income decile.!® Three terms are essential to define. “Tax incidence” is an estimate
of the total tax burden on families (or tax filers)—specifically, the direct tax burden on families plus
the indirect tax burden that comes from businesses that shift their own tax liability to families through
higher prices and/or lower compensation. “Effective state and local tax rate” is a measure of the
combined state and local tax burden as a percentage of income, meaning it incorporates a family’s
ability to pay. “Income deciles” divide families into ten groups, with each group constituting ten
percent of the state’s adjusted gross income. '

In general, variation in the effective tax rate across income deciles results in one of three types of tax
systems: an unfair (or regressive) tax system requires low- and middle-income families to pay a higher
percentage of their income in taxes than high-income and wealthy families; a fairer (or proportional)
tax system requires all families to pay the same percentage of their income in taxes; and the fairest
(or a progressive) tax system requires high-income and wealthy families to pay a higher percentage
of their income in taxes than low- and middle-income families.

In the case of Connecticut, the average effective state and local tax rate decreases as a family’s income
increases, meaning the state has an unfair tax system because it disproportionately burdens low- and
middle-income families, which increases income inequality.

Building upon the earlier analysis of pre-tax income inequality, Table 3 shows the impact of
Connecticut’s unfair tax system.!*> Consider first the impact on middle-income families. In 2020, the
average wealthy family made nearly $3.4 million, putting it in the ninth income decile with an average
effective state and local tax rate of 7.08 percent. In comparison, the typical middle-income family
made $84,400, putting it in the third income decile with an average effective state and local tax rate
of 15.5 percent. After applying Connecticut’s unfair tax system, the average wealthy family’s income
was 44.1 times greater than that of the typical middle-income family, an increase of 4 points to the
already high pre-tax income inequality ratio of 40.1.

A similar, but even more troubling dynamic occurs for low-income families. In comparison to an
effective state and local tax rate of 7.08 percent for the average wealthy family and 15.5 percent for
the typical middle-income family, the typical low-income family made $21,100, putting it in the first
income decile with an average effective state and local tax rate of 25.96 percent. After applying
Connecticut’s unfair tax system, the average wealthy family’s income was 201.7 times greater than
that of the typical low-income family, an increase of 41.2 points to the already exceptionally high
pre-tax income inequality ratio of 160.5.
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As addressed in the preceding part, pre-tax income inequality decreased in Connecticut in 2021,
which was a major positive development, especially considering the state’s high level of pre-tax
inequality. However, as the analysis here shows, Connecticut’s unfair tax system increases post-tax
income inequality and thereby offsets in part the gains on the pre-tax side. Also important, as detailed
in a report published earlier this year, Connecticut’s tax system became increasingly unfair from 2011
to 2019, the only two years that tax incidence reports are available.!®

Connecticut’s unfair tax system especially increases post-tax income inequality for families of color,
which offsets in part both the recent, important reduction in pre-tax income inequality and the recent,
important reduction in pre-tax racial and ethnic income gaps. Continuing to build upon the earlier
analysis of pre-tax income inequality and the impact of Connecticut’s tax system, consider now the
impact on the typical Black household. In 2021, the typical white household made $93,300, putting
it in the third income decile with an average effective state and local tax rate of 15.5 percent. In
comparison to an effective tax rate of 7.08 percent for the average wealthy family and 15.5 percent
for the typical white household, the typical Black household made $58,600, putting it in the second
income decile with an average effective state and local tax rate of 19.55. After applying Connecticut’s
unfair tax system, the average wealthy family’s income was 39.9 times greater than that of the typical
white household, an increase of 3.6 points to the already high pre-tax income inequality ratio of 36.3.
Even worse, the average wealthy family’s post-tax income was 66.8 times greater than that of the
typical Black household, an increase of 9 points to the already exceptionally high pre-tax income
inequality ratio of 57.8.

A similar dynamic occurs for the typical Hispanic household. In comparison to an effective tax rate
of 7.08 percent for the average wealthy family and 15.5 percent for the typical white household, the
typical Hispanic household made $54,800, putting it in the second income decile with an average
effective state and local tax rate of 19.55. After applying Connecticut’s unfair tax system, the average
wealthy family’s income was 71.3 times greater than that of the typical Hispanic household, an
increase of 9.5 points to the already exceptionally high pre-tax income inequality ratio of 61.8.

By especially increasing post-tax income inequality for families of color, Table 4 shows that
Connecticut’s unfair tax system offsets in part not only the recent, important reduction in pre-tax
income inequality for low- and middle-income families but also the recent, important reduction in
pre-tax racial and ethnic income gaps.!” Consider first the impact on the racial income gap. Before
applying state and local taxes, the typical Black household earned $0.63 for each dollar that the
median white household earned, resulting in a pre-tax racial income gap of $0.37 per dollar. After
applying Connecticut’s unfair tax system, the median Black household earned only $0.60 for each
dollar that the median white household earned, resulting in a post-tax racial income gap of $0.40 per
dollar, an increase in the racial income gap of $0.03 per dollar.

A similar dynamic occurs for ethnic income gap. Before applying state and local taxes, the typical
Hispanic household earned $0.59 for each dollar that the median white household earned, resulting
in a pre-tax ethnic income gap of $0.41 per dollar. After applying Connecticut’s unfair tax system,
the typical Hispanic household earned only $0.56 for each dollar that the median white household
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earned, resulting in a post-tax racial ethnic gap of $0.44 per dollar, an increase in the ethnic income
gap of $0.03 per dollar.

Connecticut has a low overall tax burden compared to most states and the U.S. as a whole, further
supporting the case that the primary problem with Connecticut’s tax system is not the overall burden
but rather the unfair distribution that increases income inequality and racial and ethnic income gaps.
To “help assess and compare the economic well-being of state residents,” the U.S. Bureau of
Economic Analysis provides a national- and state-level measure of personal income, which includes
the income people get from wages, proprietors’ income, dividends, interest, rents, and government
benefits.!® The Connecticut government then uses the growth rate in the state’s personal income (or
inflation, if the latter is higher) to adjust the state’s spending cap each year because personal income
is a key measure of the state’s ability to pay the taxes that fund government spending.!® In 2020, per
capita personal income ranged from a low $42,716 in Mississippi to a high of $78,463 in
Connecticut.?’ The focus here is on 2020 because that is the last year data are available for a cross-
state analysis of general revenue from own sources, which is addressed below. However, the results
would be similar using personal income data for 2021, the latest year available. In 2021, per capita
personal income ranged from a low of $45,881 in Mississippi to a high of $83,653 in Massachusetts,
and Connecticut ranked second at $83,294.%!

To compare state and local government finances, the U.S. Census Bureau provides national- and state-
level measures of revenues and expenditures. Most important for the analysis here is the measure of
“general revenue from own sources,” which excludes revenue provided by the federal government
and includes state and local revenue from both taxes (e.g., the property tax, personal income tax, sales
tax) and non-tax sources (e.g., tolls, fines, services charges). When accounting for ability to pay and
defining taxation more comprehensively to include the total general revenue that a state collects from
its residents at the state and local levels, Figure 3 shows that the tax burden in Connecticut totaled
12.7 percent of the state’s personal income.?? In comparison, the state and local tax burden for the
U.S. as a whole totaled 13.7 percent of the nation’s personal income and the tax burden ranged from
a low of 10.1 percent in New Hampshire to a high of 18.6 percent in Hawaii. Connecticut therefore
has a low overall tax burden compared to most states and the U.S. as a whole, which, together with
the earlier analysis, further supports the case that the primary problem with Connecticut’s tax system
is the unfair distribution that increases the already exceptionally high level of pre-tax income
inequality and substantial pre-tax racial and ethnic income gaps.
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Table 2. Effective State and Local Tax Rate in CT by Income Decile

Income Decile Adjusted Gross Income Tax Filers Effective Tax Rate
1 $0 to $44,758 850,332 25.96%
2 $44,758 to $74,688 308,221 19.55%
3 $74,688 to $107,823 199,666 15.50%
4 $107,823 to $148,081 142,306 15.73%
5 $148,081 to $205,199 103,736 12.23%
6 $205,200 to $316,507 71,895 11.47%
7 $316,513 to $602,253 42,689 10.35%
8 $602,263 to $1,631,362 19,672 8.99%
9 $1,631,481 to $8,246,680 5,746 7.08%
10 $8,249,490 to $387,821,183 772 6.64%

*Data from the CT Department of Revenue Services.

Table 3. Impact of CT’s Tax System on Income Inequality, 2020 and 2021

Pre-Tax Effective Post-Tax Change in
Tax Filer / Household Income Inequality Connecticut Income Inequality Inequality
Ratio Tax Rate Ratio Ratio
Wealthy Tax Filers
Average Income, Top 1 Percent $3,386,000 1.0 7.08% $3,146,300 1.0 0.0
Median Income, Top 1 Percent  $1,547,800 2.2 8.99% $1,408,700 2.2 0.0
High-Income Tax Filers
Top Income, 99th Percentile $895,800 3.8 8.99% $815,300 3.9 +0.1
Median Income, 95th Percentile ~ $284,400 11.9 11.47% $251,800 12.5 +0.6
Middle-Income Tax Filers
Top Income, 90th Percentile $186,100 18.2 12.23% $163,300 19.3 +1.1
Median Income, 70th Percentile ~ $84,400 40.1 15.50% $71,300 44.1 +4.0
Low-Income Tax Filers
Top Income, 50th Percentile $46,000 73.6 19.55% $37,000 85.0 +11.4
Median Income, 25th Percentile ~ $21,100 160.5 25.96% $15,600 201.7 +41.2
Median Households
White $93,300 36.3 15.50% $78,900 39.9 +3.6
Black $58,600 57.8 19.55% $47,100 66.8 +9.0
Hispanic or Latino/a/x $54,800 61.8 19.55% $44,100 71.3 +9.5

*Data from the CT DRS, U.S. Census Bureau, and author’s calculations. Pre- and post-tax incomes rounded to nearest hundred. Income
inequality ratio is measured in relation to the average wealthy tax filer.

Table 4. Impact of CT Tax System’s on Racial and Ethnic Income Gaps, 2021

. Pre-Tax Post-Tax
Median Household Income Ratio Gap Income Ratio Gap
White $93,300 $1.00 $0.00 $78,900 $1.00 $0.00
Black $58,600 $0.63 -$0.37 $47,100 $0.60 -$0.40
Hispanic or Latino/a/x $54,800 $0.59 -$0.41 $44,100 $0.56 -$0.44

*Data from the CT DRS, U.S. Census Bureau, and author’s calculations. Pre- and post-tax incomes rounded to nearest hundred.

Connecticut Voices for Children 12



Figure 3. State and Local General Revenue from Own Sources
Measured as a Percent of State Personal Income, 2020
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An Overview of Connecticut’s Unfair Spending System

Compared to most states and the U.S. as a whole, Connecticut has a high level of long-term
obligations. Figure 4 shows the combined state and local long-term obligations for each state in 2019,
the latest year data are available for a cross-state comparison.?® The analysis includes outstanding
debt, unfunded obligations for pensions, and unfunded obligations for other post-employment
benefits. In 2019, state and local long-term obligations for the U.S. as a whole totaled 43.1 percent of
personal income and ranged from a low of 15.7 percent in Idaho to a high of 78.2 percent in Illinois.
Connecticut’s combined state and local long-term obligations totaled 54.3 percent of personal income,
the seventh highest of all 50 states.

To further understand the size and makeup of Connecticut’s long-term obligations, Table 5 shows
for 2006 through 2022—the full period data are available—Connecticut’s state-level long-term
obligations measured both in billions of dollars and as a percent of personal income.?* The state’s
long-term obligations primarily include servicing bonded debt, fully funding the State Employees
Retirement System (SERS) and the Teachers’ Retirement System (TRS), and fully funding other post-
employment benefits (OPEBs) for state employees and teachers.

Bonded Debt. Connecticut’s bonded debt totals $27 billion, or 8.7 percent of personal income, as of
November 2022. This is down from 9.1 percent in 2021 but still up from a low of 7.1 percent in 2007.
The state’s bonded debt primarily consists of two types of bonds: special tax obligation bonds that
total $7 billion and fund the construction and maintenance of the state’s highway and bridge system
and mass transportation and transit facilities; and general obligation bonds that total $17 billion and
primarily fund the construction of state-owned buildings, municipal grants, local school construction,
economic development, state parks, and open space. Importantly, however, the total for general
obligation bonds also includes more than $2 billion in pension obligation bonds to fund the Teachers’
Retirement System, which, as addressed below, was insufficiently funded by earlier generations.?

State Employees Retirement System. Connecticut’s unfunded obligation for SERS totals $22.4 billion,
or 7.2 percent of personal income, as of November 2022. This is down from 7.6 percent in 2021 but
still up from a low of 3.7 percent in 2006. The Connecticut Office of Policy and Management (OPM)
explains that unfunded obligation for SERS is “a result of many decades of insufficient contributions
to fund promises made to generations of employees.”?® Providing a more detailed historical analysis,
the nonpartisan Center on Retirement Research at Boston College explains that SERS “has provided
benefits to its members since at least 1939 but only initiated actuarial funding in 1971.” The lack of
prefunding resulted in $800 million in legacy pension debt in 1971 that then increased to $6 billion,
or 26 percent of the total unfunded obligation by 2020, the latest year data are available in this detailed
historical analysis. The remaining $16.8 billion, or 74 percent, of the unfunded obligation is due to
several factors, including, but not limited to, inadequate annual contributions and an assumed rate of
return on pension fund investments that exceeded the actual rate of return.?’
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Teachers’ Retirement System. Connecticut’s unfunded obligation for TRS totals $17.1 billion, or 5.5
percent of personal income, as of November 2022. This is down from 6 percent in 2021 but still up
from a low of 2.8 percent in 2006. Similar to SERS, OPM explains that the unfunded obligation for
TRS is “a result of many decades of insufficient contributions to fund promises made to generations
of employees.”® Providing a more detailed historical analysis, the nonpartisan Center on Retirement
Research at Boston College explains that TRS “has provided benefits to its members since at least
1939 but only initiated actuarial funding in 1979.” The lack of prefunding resulted in $2.3 billion in
legacy pension debt in 1979 that then increased to $12.6 billion, or 70 percent, of the total unfunded
liability of $18.1 billion by 2020, the latest year data are available in this detailed historical analysis.
The remaining $5.5 billion, or 30 percent, of the unfunded obligation is due to several of the same
factors affecting SERS, including, but not limited to, inadequate annual contributions and an assumed
rate of return on pension fund investments that exceeded the actual rate of return.?’

Other Post-Employment Benefits. OPEBs include non-pension related benefits for retirees such as
health care, dental coverage, and life insurance. Connecticut’s unfunded obligation for state
employees’ OPEBs totals $19.5 billion, or 6.2 percent of personal income, as of November 2022.
This is down from 7.8 percent in 2021 and down even more from the high of 11.7 percent in 2011.
Connecticut’s unfunded obligation for teachers’ OPEBs totals $1.6 billion, or 0.5 percent of personal
income, as of November 2022. This is down from 0.9 percent in 2021 and down even more from the
high 1.4 percent in 2010. Addressing the reason for the substantial unfunded obligations for state
employees’ and teachers’ OPEBs, OPM explains, “Until FY 2010, there was no pre-funding.” Instead,
“benefits were budgeted on a ‘pay as you go’ (PAYGO) basis,” which “does not capture the current

value of benefits promised during future periods.”°

In all, Connecticut’s state-level long-term obligations total $88.3 billion, or 28.3 percent of personal
income, as of November 2022. This is down from 31.8 percent in 2021 but is still up from the low of
25.9 percent in 2006.

Connecticut’s spending system is unfair because the high level of spending required to service long-
term obligations past generations insufficiently funded limits spending on public services and
investments that support the current generation of low- and middle-income families. To understand
the impact of servicing Connecticut’s high level of long-term obligation, Table 6 shows the
appropriations for Connecticut’s fiscal years 2022 and 2023 biennial budget in two forms: the total
budget, and selected long-term obligations categories of the total budget.?!

The analysis of the total budget uses the major categories provided by the Connecticut Office of Fiscal
Analysis (OFA) in its annual overview of the state budget. Focusing here on the revised
appropriations for FY 2023, the budget categories from largest to smallest are health and human
services (29.7 percent of the total gross budget), education (24 percent), debt service (14 percent),
retired state employee benefits (10.1 percent), active state employee benefits (7.1 percent), other
government services (6.3 percent), judicial and corrections (5.5 percent), and transportation (3.3
percent).
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The analysis of selected long-term obligations categories of the total budget includes appropriations
for two of the OFA’s major categories, debt service and retired state employee benefits, and
appropriations for one major line item, the Teachers’ Retirement Board.

Debt Service. In FY 2023, the appropriation for debt service—the required principal and interest
payments on bonded debt—totals $3.4 billion, or 14 percent of the state’s total gross budget. As noted
earlier, Connecticut’s bonded debt primarily consists of special tax bonds and general obligation
bonds that fund the construction and maintenance of the state’s infrastructure. However, more than
$2 billion in bonded debt, which translates into more than $300 million a year in debt service, is used
to fund TRS. This means that a substantial portion of the debt service cost is not for public investments
that benefit the current generation of low- and middle-income families. Moreover, although a
comprehensive review of the state’s bonded debt is beyond the scope of this report, it is possible that
other debt service costs are making up for insufficient funding by past generations rather than
providing public investments that benefit the current generation of low- and middle-income families.

Retired State Employee Benefits. In FY 2023, the appropriation required to fund retired state
employee benefits—pensions and OPEBs—totals nearly $2.5 billion, or 10.1 percent of the state’s
total gross budget. This is substantially greater than the appropriation of $1.7 billion, or 7.1 percent
of the state’s total gross budget, to fund the benefits of active state employee that are providing
ongoing public services and overseeing public investments that benefit the current generation of low-
and middle-income families.

Teachers’ Retirement Board. Unlike the separate appropriations for retired and active state
employment benefits, the OFA’s analysis of the budget does not provide separate appropriations for
retired and active teachers’ employment benefits. Instead, it simply includes the appropriation for the
Teachers’ Retirement Board—which oversees both pensions and OPEBs—as a line item comprising
the funding for the broad category of education. In FY 2023, the appropriation for TRB totals $1.6
billion, or 6.6 percent of the state’s total gross budget, and recall that the legacy debt for TRS accounts
for roughly 70 percent of the unfunded obligation, meaning the majority of funding for TRB likely
funds retired teachers rather than active teachers that provide an essential public service benefitting
the current generation of low- and middle-income families.

In all, the selected long-term obligations categories of the FY 2023 budget total $7.5 billion, or 30.7
percent of the state’s total gross budget, and the appropriation for one category (retired state employee
benefits) provides no public service that benefits the current generation of low- and middle-income
families and the appropriations for the other two categories (debt service and TRB) only partially
provide public services and investments that benefit the current generation of low- and middle-income
families. Although a more precise estimate is provided, it is likely that the appropriations servicing
long-term obligations that provide no public services or investments that benefit the current
generation of low- and middle-income families is the third largest budget category, behind only
appropriations for health and human services and education.
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Connecticut should certainly make the required full pension debt payments each year, but additional
payments increase the unfairness of Connecticut’s budget and are not necessary to fully fund the
state’s two major pension systems on a set schedule. As reviewed in greater detail in the next section
of the report, Connecticut has made more than $5 billion in additional pension debt payments over
the last year three years due to a combination of budget surpluses and revenue restrictions. However,
additional pension debt payments are not necessary to fully fund the state’s two major pensions
systems on a set schedule. For example, in 2019, before any additional pension debt payments, OPM
explained in its annual fiscal accountability report that “due to ... recent changes, SERS is now
projected to be fully funded in 2048 and TRS in 2050.” The recent changes included, but were not
limited to, a re-amortization of the unfunded accrued obligation over a new 30-year period, a
reduction in the assumed investment rate of return, and a layering of future gains and losses amortized
over new 25-year periods.*? Then, in 2022, following additional debt payments, OPM explained that
“both pension plans are projected to be fully funded by 2049,” one year later than the earlier projection
for SERS and only one year sooner than the earlier projection for TRS.*?

Although additional pension debt payments are not necessary to fully fund the state’s two major
pensions systems on set schedule, the payments have generated benefits, such as contributing to an
improved credit rating** and decreasing the amount of the required annual pension debt payments
moving forward, which is projected to help create a positive structural balance between growth in
revenue and fixed-cost spending.’® However, the additional pension debt payments also have the
substantial cost of increasing the unfairness of the budget. Recall, on the tax side, low- and middle-
income families pay a disproportionate share of their income to fund the budget. And on the spending
side of the budget, the high level of spending required to service long-term obligations that past
generations insufficiently funded limits spending on public services and investments that support the
current generation. The state could address both unfair aspects of the budget by paying down the long-
term obligations on the schedule already set in law and then use excess revenue in a given year to
create a fairer tax system and/or fund more public services and investments that support that the
current generation of low- and middle-income families. However, when the state instead uses excess
revenue to make additional pension debt payments, the tax system remains unfair, the portion of total
spending that provides no public services or investments that support the current generation increases,
and the benefit of the reduced required annual pension debt payments is spread over two and a half
decades, meaning a substantial portion of the benefit accrues to future generations at the increased
expense of the current generation. Further developing this argument of “intergenerational equity,” the
nonpartisan Center for Retirement Research at Boston College explains,

The majority of members [state employees and teachers] hired prior to pre-funding [of
SERS and TRS] are now retirees. The unfunded liabilities associated with them were
accumulated over multiple generations and the services these members provide are no
longer being enjoyed by [the] current generation because the members are now retired. As
such, it is not fair, from an intergenerational equity standpoint, to place the entire burden of
funding the remaining benefits for these members on a single generation .... A longer time
horizon for amortizing these benefits that spreads the costs over multiple generations would
be more appropriate.>®
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Figure 4. State and Local Long-Term Obligations
Percent of State Personal Income, 2019
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*Data from the Board of Governors of the Federal Reserve System, U.S. Census Bureau, Reason
Foundation, and author’s calculations.
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Table 5. Connecticut’s State-Level Long-Term Obligations

In Billions

Bonded State Teachers' State Teachers' Cumulative
Year Debt Employee Pensions Employee OPEB GAAP Total
Pensions OPEB Deficit

2006 $14.8 $6.9 $5.2 $21.1 - $1.0 $49.0
2007 $14.4 $7.9 $6.9 $21.7 $2.2 $1.1 $54.2
2008 $16.8 $9.3 $6.5 $21.7 $2.3 $1.0 $57.6
2009 $18.0 $9.3 $6.5 $24.6 $2.2 $1.1 $61.7
2010 $19.5 $9.3 $9.1 $24.6 $3.0 $2.3 $67.8
2011 $19.5 $11.7 $9.1 $26.6 $3.0 $1.7 $71.6
2012 $19.3 $13.3 $11.1 $17.9 $3.0 $1.5 $66.1
2013 $19.8 $13.3 $11.1 $16.2 $3.0 $1.2 $64.6
2014 $20.9 $13.3 $10.8 $19.5 $2.4 $0.6 $67.5
2015 $22.4 $14.9 $10.8 $19.5 $2.4 $0.7 $70.7
2016 $23.5 $14.9 $13.2 $18.9 $3.0 $0.8 $74.3
2017 - - - - - - -

2018 $25.5 $21.2 $13.2 $17.4 $3.0 $0.8 $81.1
2019 $26.1 $21.2 $16.8 $17.4 $3.1 $0.2 $84.8
2020 $26.8 $22.6 $18.1 $20.7 $2.7 $0.7 $91.6
2021 $27.2 $22.7 $18.1 $23.5 $2.8 $1.1 $95.4
2022 $27.0 $22.4 $17.1 $19.5 $1.6 $0.7 $88.3

Percent of State Personal Income
Bonded State Teachers' State Teachers' Cumulative
Year Debt Employee Pensions Employee OPEB GAAP Total
Pensions OPEB Deficit

2006 7.8% 3.7% 2.8% 11.2% - 0.5% 25.9%
2007 7.1% 3.9% 3.4% 10.7% 1.1% 0.5% 26.6%
2008 7.8% 4.3% 3.0% 10.0% 1.1% 0.5% 26.6%
2009 8.5% 4.4% 3.1% 11.6% 1.0% 0.5% 29.0%
2010 8.8% 4.2% 4.1% 11.1% 1.4% 1.0% 30.7%
2011 8.6% 5.2% 4.0% 11.7% 1.3% 0.7% 31.6%
2012 8.3% 5.8% 4.8% 7.7% 1.3% 0.6% 28.6%
2013 8.8% 5.9% 4.9% 7.2% 1.3% 0.5% 28.6%
2014 8.8% 5.6% 4.6% 8.2% 1.0% 0.3% 28.5%
2015 9.2% 6.1% 4.4% 8.0% 1.0% 0.3% 29.1%
2016 9.5% 6.0% 5.3% 7.6% 1.2% 0.3% 30.0%
2017 - - - - - - -

2018 9.7% 8.0% 5.0% 6.6% 1.1% 0.3% 30.8%
2019 9.6% 7.8% 6.2% 6.4% 1.1% 0.1% 31.1%
2020 9.5% 8.0% 6.4% 7.3% 1.0% 0.2% 32.4%
2021 9.1% 7.6% 6.0% 7.8% 0.9% 0.4% 31.8%
2022 8.7% 7.2% 5.5% 6.2% 0.5% 0.2% 28.3%

*Data from CT OPM, U.S. Bureau of Economic Analysis, and author’s calculations. Data are not available for 2017.
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Table 6. Connecticut State Budget, Fiscal Years 2022 and 2023

Total Budget

FY 22 Appropriations

FY 23 Revised Appropriations

Total Budget Category . % of Total . % of Total
In Millions In Millions
Gross Budget Gross Budget

Health and Human Services $6,807 29.7% $7,267 29.7%
Education $5,557 24.3% $5,871 24.0%

Debt Service $3,207 14.0% $3,415 14.0%

Retired State Employee Benefits $2,224 9.7% $2.465 10.1%
Active State Employee Benefits $1,545 6.7% $1,726 7.1%
Other Government Services $1,476 6.4% $1,548 6.3%
Judicial and Corrections $1,314 5.7% $1,352 5.5%
Transportation $781 3.4% $804 3.3%

Lapses -$166 -0.7% -$252 -1.0%

Total Gross Appropriations $22,910 100% $24,448 100%

Total Net Appropriations $22,744 99.3% $24,196 99.0%

Selected Long-Term Obligations Budget Categories

Long-Term Obligations

FY 22 Appropriations

FY 23 Revised Appropriations

% of Total

% of Total

Budget Category In Millions Gross Budget In Millions Gross Budget
Debt Service $3,207 14.0% $3,415 14.0%
Retired State Employee Benefits $2,224 9.7% $2,465 10.1%
Teachers' Retirement Board $1,478 6.4% $1,603 6.6%
Long-Term Obligations Total $6,908 30.1% $7,483 30.7%

*Data from CT Office of Fiscal Analysis.
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Policy Options for Improving Connecticut’s Budget

The previous section began to build the case for improving Connecticut’s budget so that it provides
more support for low- and middle-income families. This section continues to build the case for
improving Connecticut’s budget in the process of developing policy options. The section proceeds in
five parts. The first four parts provide an overview of and policy options for four broad approaches
to generate revenue: reforming Connecticut’s tax revenue restrictions; reducing Connecticut’s tax
gap; eliminating or reducing Connecticut’s high cost, high growth tax expenditures; and increasing
Connecticut’s taxes on the wealthy. The last part provides a summary of the policy options.

Reforming Connecticut’s Tax Revenue Restrictions

Connecticut has a Budget Reserve Fund (BRF) and two major tax revenue restrictions, a revenue cap
and a volatility cap, both of which are major funding sources for the BRF. Below is an overview of
Connecticut’s BRF, tax revenue restrictions, and policy options to reform the tax revenue restrictions.

Connecticut used restricted revenue in fiscal years 2020 through 2022 to pay down $5.8 billion in
additional pension debt and is projected make an additional payment of about $2.8 billion in fiscal
year 2023, which decreases the amount of the required annual pension debt payments in the budget
moving forward but also increases the unfairness of Connecticut’s budget and is not necessary to fully
fund the state’s pension systems on a set schedule. Policymakers established the BRF to reduce
volatility in Connecticut’s budget due to changes in economic activity that impact the state’s ability
to generate revenue and fund spending. Moreover, as part of the fiscal years 2018 and 2019 biennial
budget, policymakers established two tax revenue restrictions, a volatility cap and revenue cap, that
provide funding for the BRF and are intended to further reduce volatility in the budget. Policymakers
also established a bond lock to prevent changes to the two tax revenue restrictions for several years.

The volatility cap requires the Treasurer to transfer to the BRF the revenue from two sources, the
pass-through entity tax and estimated and final payments of the personal income tax, when it exceeds
$3.15 billion—adjusted annually since 2018 based on growth in state’s personal income.*’

The revenue cap prohibits the General Assembly from authorizing General Fund appropriations and
Special Transportation Fund appropriations that exceed the following percentage of the estimated
revenue for the funds: 99.5 percent in fiscal year 2020, 99.25 percent in fiscal year 2021, 99 percent
in fiscal year 2022, 98.75 percent in fiscal year 2023, 98.5 percent in fiscal year 2024, 98.25 percent
in fiscal year 2025, and 98 percent in fiscal year 2026 and each fiscal year thereafter. Rather than
directly target volatile revenue sources, the revenue cap works in general to reduce a potential deficit
or increase a potential surplus, both of which support the BRF .3

The bond lock requires the Treasurer to include for all bonds issued from May 2018 through June
2020 a pledge to bondholders that the state would not enact any law before July 2023 that would
change the state’s obligation to comply with the volatility cap, revenue cap, and certain other statutory

Connecticut Voices for Children 21



restrictions unless “adequate provision shall be made by law for the protection of the holders of such
bonds” or unless for the fiscal year in progress “the Governor declares an emergency or the existence
of extraordinary circumstances” and “at least three-fifths of the members of each chamber of the
General Assembly vote to alter such required compliance.”’

Together with revenue generated from the volatility cap, the Treasurer is required to transfer the
budget surplus to the BRF, which has a statutory cap equal to 15 percent of the net General Fund
appropriations. Once the BRF reaches its cap, the Treasurer is required to use excess revenue to pay
down debt from the State Employees Retirement System (SERS) and/or the Teachers’ Retirement
System (TRS), and the bond lock has secured this process since it went into effect in 2018.4°

Figure 5 shows the impact of the two tax revenue restrictions on the BRF.#! First, from FY 2017, the
year before the restrictions went into effect, to 2019, the BRF increased from about $200 million to
$2.5 billion. Then, in each of the next three years, the BRF exceeded its statutory cap, resulting in the
following additional payments to SERS and TRS: $62 million in 2020, $1.6 billion in 2021, and an
initial estimate of $3.7 billion in 2022, for a total of $5.4 billion.*> The estimated additional payment
for 2022 was later increased to $4.1 billion, for a total of $5.8 billion from 2020 through 2022.
Moreover, with the BRF still at full capacity, the additional payment for 2023 is estimated at about
$2.8 billion, as of November 2022, for a total of $8.6 billion from 2020 through 2023.43

As addressed in the previous section, additional pension debt payments are not necessary to fully fund
the state’s two major pensions systems on set schedule. In 2019, before any additional pension debt
payments, the state projected SERS and TRS to be fully funded in 2048 and 2050, respectively, due
to several major changes, including, but not limited to, a re-amortization of the unfunded accrued
obligation over a new 30-year period, a reduction in the assumed investment rate of return, and a
layering of future gains and losses amortized over new 25-year periods. Then, in 2022, following
additional debt payments, the state projected SERS and TRS to be fully funded in 2049.

As also addressed in the previous section, the additional pension debt payments have the primary
benefit of decreasing the amount of the required annual pension debt payments in the budget moving
forward, which is projected to help create a positive structural balance between growth in revenue
and fixed-cost spending. However, the additional pension debt payments also have the substantial
cost of increasing the unfairness of the budget because the benefit of the reduced required annual
pension debt payments is spread over two and a half decades. To better understand this process, Table
7 shows the estimated cumulative and annual impact of the additional payments to SERS and TRS
based on the initial estimated total debt payment of $5.4 billion for fiscal years 2020 through 2022,
which is used here because it is the only detailed multi-year analysis currently available.** Overall,
the $5.4 billion in additional pension debt payments is estimated to reduce the total pension debt by
$11.5 billion. However, on an annual basis, the state’s required pension debt payment included in the
budget—also known as the actuarially determined employer contribution (ADEC)—is estimated to
decrease by only about $460 million a year because the benefit of the reduced required payment
continues through fiscal year 2048, meaning a substantial portion of the benefit accrues to future
generations at the increased expense of the current generation that funded the additional payments.
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In addition to the estimated $490 million to $735 million in newly available revenue moving forward
due to past and projected additional pension debt payments, Connecticut could generate an average
of $1.5 billion a year in unrestricted revenue in the upcoming budget by reforming two major tax
revenue restrictions. Using the latest budget analyses from the Office of Fiscal Analysis (OFA) and
Office of Policy and Management (OPM), Table 8 shows for fiscal years 2024 through 2026
estimates of newly available revenue, the volatility cap, the revenue cap, and total excess restricted
revenue.* If the state uses the estimated $2.8 billion in excess revenue in FY 2023 to make an
additional pension debt payment, the annual required pension debt payment in the regular budget is
estimated to decrease by a total of about $735 million a year moving forward. With no additional
pension debt payment made in FY 2023, the annual required pension debt payment in the regular
budget is estimated to decrease by about $490 million a year moving forward. The volatility cap is
estimated to generate an average of nearly $1.2 billion a year in restricted revenue, and the revenue
cap is estimated to generate an average of $375 million a year in restricted revenue. If policymakers
balance the budget without relying on either the BRF or the revenue from the volatility and revenue
caps, the state is estimated to use an average of $32 million a year in restricted revenue to fund the
BRF up to its statutory capacity, which is equal to 15 percent of net General Fund appropriations. The
state is then estimated to have an average of $1.5 billion a year in total excess restricted revenue that
it could use to continue to make additional pension debt payments or, if the law is changed, that it
could use to make the budget fairer.

Policy Options

e Use the estimated $490 million to $735 million in newly available annual revenue due to past and
projected additional pension debt payments to create a fairer tax system and/or a fairer spending
system. The lower estimate is based on the additional pension debt payments in FY 2020 through
FY 2022, and the higher estimate includes the projected additional pension debt payment of about
$2.8 billion in FY 2023.

e Keep the volatility cap and the revenue cap in place to limit the volatility in the budget and support
the BRF, especially if a recession occurs, but change the law so that the average total excess
restricted revenue of $1.5 billion is used to create a fairer tax system and/or a fairer spending
system rather than used to pay down additional pension debt. This option is possible beginning in
July 2023 due to the expiration of the bond lock.

e Keep the volatility cap in place to limit the volatility in the budget and support the BRF, especially
if a recession occurs, but change the law so that the average excess restricted revenue of $1.2
billion is used to create a fairer tax system and/or a fairer spending system rather than used to pay
down additional pension debt. Also, eliminate the revenue cap—which limits the percentage use
of all revenue sources, not simply volatile revenue sources, and is a redundant restriction,
especially when the BRF is at its capacity—and then use the average, newly unrestricted revenue
of $375 million to create a fairer tax system and/or a fair spending system. This option is possible
beginning in July 2023 due to the expiration of the bond lock.
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Figure 5. Connecticut’s Budget Reserve Fund
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*Data from the CT OFA, CT OPM, and author’s calculations.

Table 7. Initial Estimated Impact
of Additional Pension Debt Payments for FY's 20202022

Reduction in Actuariall
Additional Pension Debt ecuction I Actuariaty

Year(s) Payments Determined Employer
Contribution (ADEC)
2020 $62 million $0
2021 $1.6 billion $0
2022 $3.7 billion** $5 million
2023 $0 $65 million
2024 $0 $443 million
2025 $0 $452 million
20262046 $0 $461 million***

2047 $0 $456 million
2048 $0 $397 million
Total $5.4 billion $11.5 billion

*Data from Cavanaugh McDonald Consulting.

**Following the release of this analysis, CT OPM estimated that the additional pension payment in
2022 will total about $4.1 billion in 2022.

**The $461 million ADEC reduction is for each year from 2026 through 2046, for a total reduction
of $9.7 billion during those years.
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Table 8. Estimates of Newly Available Revenue,

Volatility Cap, Revenue Cap, and Total Excess Restricted Revenue

Newly Available Revenue, in millions

Average
Newly Available Revenue, based on additional pension payments in FY 20 - FY 22 $492
Newly Available Revenue, includes projected additional pension payment in FY 23 $734
Volatility Cap, in millions
FY 2024 FY 2025 Average
Tax Components and Volatility Cap
Revenue from Estimates and Finals Tax $3,170 $3,297 $3,234
Revenue from Pass-Through Entity Tax $1,762 $1,832 $1,797
Volatility Cap $3,783 $3,938 $3,860
Restricted Revenue Due to Volatility Cap $1,150 $1,191 $1,170
Revenue Cap, in millions
FY 2024 FY 2025 Average
General Fund (GF)
Revenue $22,313 $22,903 $22,608
Revenue Cap 98.5% 98.25% 98.38%
Restricted Revenue Due to Revenue Cap $335 $401 $368
Special Tranportation Fund (STF)
Revenue $2,342 $2,313 $2,328
Revenue Cap 98.5% 98.25% 98.38%
Restricted Revenue Due to Revenue Cap $35 $40 $38
Restricted Revenue Due to Revenue Cap $370 $441 $406
Total Excess Restricted Revenue, in millions
FY 2024 FY 2025 Average
Excess Restricted Revenue Components
Estimated Total Restricted Revenue Due to Caps $1,519 $1,633 $1,576
Estimated Growth in BRF Cap (15% of GF) $24 $40 $32
Estimated Total Excess Restricted Revenue $1,495 $1,592 $1,544

*Data from the CT Office of Fiscal Analysis, CT Office of Policy and Management, and author’s calculations.
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Eliminating or Reducing Connecticut’s Tax Gap

The tax gap is the difference between the taxes legally owed to the government and the taxes paid,
and the income tax gap is the largest component of the overall tax gap. Below is an overview of
Connecticut’s tax gap and policy options to eliminate or reduce it.

Compared to the U.S. as a whole, Connecticut has a greater share of “opaque income sources that
accrue disproportionately to higher earners” and that are underreported at a high rate, which is one of
two key causes of the tax gap. Table 9 shows the underreporting of income by source for the U.S. as
a whole.** Addressing this first key cause of the tax gap, the U.S. Treasury Department—which
houses the Internal Revenue Service (IRS)—explains,

For some, but not all, categories of income, the IRS can crosscheck taxpayer filings because
it receives information reports from third parties, like employers, and this information can be
used to verify that taxpayers are accurately reporting income and deductions. When
taxpayers know that their tax information is being reported to authorities, their voluntary
compliance rate increases. For ordinary wage and salary income, where employers share a
Form W-2 with both employees and the IRS (as well as automatically withhold income
taxes), compliance is very high, with only an estimated 1% misreporting rate. ... In stark
contrast, for opaque income sources that accrue disproportionately to higher earners—like
proprietorship income and rental income—misreporting is estimated to be 55%.%’

This first key cause of the tax gap appears to be an even greater problem in Connecticut because,
compared to the U.S., the state has a higher than share of “opaque income sources that accrue
disproportionately to higher earners.” For example, in 2021, the most recent year data are available,
10.1 percent of Connecticut’s personal income came from proprietors’ income, which is subject to
limited or no information reporting and therefore has a high underreporting rate—an average of 56
percent for nonfarm proprietor income and 62 percent for farm income. In comparison, 8.3 percent
of personal income in the U.S. came from proprietor income. For another example, 42.5 percent of
Connecticut’s personal income came from wages and salaries, which is subject to substantial
information reporting and withholding and therefore has an average underreporting rate of only one
percent. In comparison, 48.3 percent of personal income in the U.S. came from wages and salaries.*®

Similar to the IRS, the Connecticut Department of Revenue Services (DRS) has insufficient auditing
capacity, which is the other key cause of the tax gap. Table 10 shows the decline in the IRS’ audit
rate by income level from 2010 to 2019.%° The largest declines occurred for tax filers with incomes
at or above $1 million a year and for tax filers with no positive income, which is due to negative
business income and/or capital losses. For example, for tax filers making $10 million or more a year,
the audit rate fell from 21.5 percent in 2010 to 2 percent in 2019, a decrease of 19.5 percentage points.
In comparison, the overall audit rate decreased by only 0.8 percentage points, meaning wealthy tax
filers have primarily benefitted from the decline of IRS audits. Addressing this second key cause of
the tax gap, the Treasury Department recently explained, “The IRS, like all federal agencies, is best
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suited to provide the services Americans deserve when it has the resources it needs to do so. At
present, IRS funding deficiencies have directly resulted in an inability for the IRS to meet its mission
of administering a fair and effective tax system.”>°

Like the first key cause of the tax gap, this second key cause also appears to be a major problem in
Connecticut. For example, the state’s fiscal year 2022 budget funded 625 full-time positions in the
DRS, down from 833 in fiscal year 2000, a 25 percent reduction.’! Even more notable, a deputy
commissioner at the DRS confirmed at a public hearing in 2022 that due to the low number of auditors
the state has an overall audit rate of only about one percent and even lower for some taxes, compared
to an average of about three percent for other states. The deputy commissioner then estimated that
each new auditor the DRS hired would generate about $2 million in revenue.>?

Connecticut could potentially generate up to $2.6 billion a year in revenue, primarily from high-
income and wealthy tax filers, by providing additional funding for the DRS to increase its tax
compliance capacity and thereby eliminate or reduce the state’s income tax gap. Applying to
Connecticut the estimated percentage of the federal income tax gap—which the IRS last provided for
2016 and which is a reasonable starting point based on the preceding analysis and lack of an official
estimate from the state—Table 11 shows that the annual net income tax gap in Connecticut in fiscal
year 2023 is an estimated $2.6 billion, or 17.6 percent.>

Applying to Connecticut the estimated distribution of the federal tax gap by income level—which the
Treasury Department provides and which is a reasonable starting point based on the lack of an official
estimate from the state—Table 12 shows that the income tax gap likely overwhelmingly benefits
wealthy tax filers.>* Specifically, in Connecticut in fiscal year 2023, the bottom 50 percent of tax
filers account for less than an estimated $150 million, or 6 percent, of the income tax gap, and the
next 40 percent of tax filers account for less than an estimated $790 million, or 30 percent, of the
income tax gap. In comparison, the top 5 percent of tax filers account for an estimated $1.4 billion,
or 53 percent, of the income tax gap, and the top one percent of tax filers alone account for an
estimated $725 million, or 28 percent, of the income tax gap.

At the federal level, the recent Inflation Reduction Act (IRA) of 2022 is designed to generate
substantial revenue by increasing the IRS’ budget by $80 billion over ten years (2022—-2031) in order
to hire new specialized enforcement staff and modernize information technology, all of which will
help increase tax compliance capacity and reduce the federal tax gap.>> Also notable, the Biden
administration pledged that “the additional resources will go toward enforcement against those with
the highest incomes,” which, as detailed above, are the tax filer’s that likely overwhelmingly benefit
from the tax gap.’¢

There are two primary estimates of the impact of the $80 billion increase in funding for the IRS over
the next ten years. The Treasury Department’s Office of Tax Analysis (OTA)—the executive branch’s
tax scorekeeper—estimates that it will generate $320 billion in additional revenue, which is a net
increase of $240 billion and a return on investment (ROI) of $4 for each $1 spent.’” The Joint
Committee on Taxation (JCT)—the legislative branch’s tax scorekeeper—estimates that the increase
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in funding will generate $180 billion in additional revenue, which is a net increase of $100 billion
and a ROI of $2.25 for each $1 spent.>®

To understand the potential impact of the new federal policy on Connecticut’s tax gap, three
additional points are essential to address. First, when applying the IRS’ tax gap analysis to the growth
in federal revenue, the total tax gap is on pace to total $7 trillion over the next decade.>® This means
the increase in the IRS’ funding is expected to reduce the federal tax gap by less than five percent
according to the OTA’s estimate and by less than three percent according to the JCT’s estimate. If
this process simultaneously reduces state income tax gaps to the same degree due to the relationship
between federal and state income tax returns—for example, Connecticut’s income tax return form
requires tax filers to start by reporting their federal adjusted gross income—the federal program will
only reduce Connecticut’s income tax gap by less than five percent and possibly by less than three
percent.

Second, the reduction of the federal tax gap is designed to occur over the next decade and more than
half of the net revenue is projected to come in the final three years.®® This provides substantial time
for federal policymakers opposed to increasing the IRS’ funding to weaken or dismantle the program
once political control over the elected branches changes.

Third, Connecticut’s last budget increased funding for the DRS by $1.1 million starting in fiscal year
2023 in order to “transform how DRS conducts audits and debt collections by creating early
intervention methods which ensure full collection of the tax that is due.” This $1.1 million increase
in spending is estimated to generate $40 million in revenue each year, which is an annual net revenue
increase of about $39 million and a ROI of more than $35 for each $1 spent.’! Based on the preceding
points—the federal government’s relatively limited program to reduce the federal tax gap, which, at
most, will likely only slightly reduce state tax gaps; the possibility that opponents of the federal
program weaken or dismantle it over the next decade, which would further limit the impact on state
tax gaps; and Connecticut’s own substantially higher estimated ROI for increased tax compliance
spending—there is a strong case that, regardless of the new federal program, Connecticut could
generate substantial revenue by providing more funding for the DRS to reduce the state’s tax gap.

A “tax incidence” analysis differs from a “tax gap” analysis, and both are essential for creating a fairer
tax system. A “tax incidence” analysis shows the distribution of the tax burden by income level, and
the analysis is based on total taxes paid and total income reported. As reviewed earlier, Connecticut
recently provided a tax incidence analysis and the state is required to continue to do so on a regular
basis. In contrast, a “tax gap” analysis shows the difference between the taxes legally owed to the
government and taxes paid. The analysis can also show the different components of the tax gap and
distribution by income level. Importantly, if Connecticut has a substantial tax gap and if it largely
benefits wealthy tax filers, then the state’s tax incidence analysis understates the unfairness of the tax
system because many wealthy tax filers pay an even smaller portion of their actual income (reported
income plus unreported income) in taxes compared to their reported income, which, as noted, serves
as the basis for the tax incidence analysis.
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To better understand the relationship between tax incidence and tax gap analyses, Table 13 provides
an example.®? Specifically, it shows the state income tax burden for an average wealthy tax filer that
reports all of their income and an average wealthy tax filer that underreports a substantial portion of
their income, and it then shows the impact of Connecticut’s tax system as a whole on income
inequality, both when excluding the example of the income tax gap and when including it.

Consider first the baseline case of no underreporting of income. Using the most recent data available,
the average wealthy tax filer in Connecticut earns about $3.4 million. If that tax filer reports 100
percent of their taxable income to the state, they will pay about $237,000 in Connecticut’s income tax
and have a reported effective income tax rate of 6.99 percent as well as an actual effective income tax
rate of 6.99 percent. This effective income tax rate is then added to the effective tax rates for the other
major taxes in order to determine the wealthy tax filer’s overall effective state and local tax rate.
Recall, the latest tax incidence report shows that the average wealthy tax filer has an overall effective
state and local tax rate of 7.08 percent compared to 15.5 percent for the typical middle-income family
and 25.96 percent for the typical low-income family.

Consider next the example of substantial underreporting of income. If the average wealthy tax filer
earns about $3.4 million but only reports about $2.8 million, or 82.4 percent, because much of their
taxable income comes from opaque sources, they would pay about $195,000 in Connecticut’s income
tax. For this tax filer, the underreporting of income lowers their income tax liability by about $42,000,
or 17.6 percent, which is the average percentage size of the federal income tax gap. Moreover, the
reported effective income tax rate in this case is 6.99 percent because it is calculated based on the
income reported to the state, but the actual effective income tax rate is only 5.76 percent, or 1.23
percentage points lower due to the underreporting of income. Therefore, if the tax filer’s reported
overall effective state and local tax rate is 7.08 percent, their actual overall effective state and local
tax rate is 1.23 percentage points lower, for a total of 5.85 percent compared to 15.5 percent for the
typical middle-income family and 25.96 percent for the typical low-income family.

Overall, the example shows that if Connecticut has a substantial income tax gap and if it largely
benefits wealthy tax filers, then Connecticut’s tax incidence analysis understates the unfairness of the
tax system and therefore a tax gap analysis is also essential to creating a fairer tax system.

Policy Options

e Require the DRS to publish every year (or every other year) a report on Connecticut’s tax gap that
includes the following: the DRS’ annual audit rate by income level; the estimated size of
Connecticut’s annual tax gap overall and by major tax components (individual income tax,
corporate income tax, etc.); and the estimated distribution of the tax gap by income level.

e Increase funding for the DRS to increase its auditing capacity in order to eliminate or reduce the
tax gap, and instruct the DRS to focus its increased auditing capacity on high-income and wealthy
tax filers in order to generate the highest return on investment. Also, if possible, strengthen the
tax code to prevent or limit high-income and wealthy tax filers from circumventing the law.
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Table 9. Underreporting of Income in U.S. by Source

Income Source Underreporting
Percentage
Items Subject to Substantial Information Reporting and Withholding 1%
Wages, Salaries, and Tips 1%
Items Subject to Substantial Information Reporting 6%
Interest Income 4%
Dividend Income 4%
State Income Tax Refunds 9%
Pensions and Annuities 4%
Unemployment Compensation 12%
Taxable Social Security Benefits 13%
Items Subject to Some Information Reporting 15%
Partnership, S-Corp., Estate and Trust, etc. 12%
Capital Gains 18%
Short-Term Capital Gains 17%
Long-Term Capital Gains 16%
Items Subject to Little or No Information Reporting 55%
Form 4797 Income 35%
Other Income 42%
Nonfarm Proprietor Income 57%
Farm Income 64%
Rents and Royalties 53%

*Data from the Internal Revenue Service.

Table 10. U.S. Audit Rates Over Time by Income Level, 2010-2019

Income Level 2010 2019 P.ercentage
Point Change
No Total Positive Income 20.6% 0.8% -19.8pp
Returns with Earned Income Tax Credit 1.8% 0.8% -1.0 pp
$1 to $24,999 1.0% 0.4% -0.6 pp
$25,000 to $49,999 0.6% 0.2% -0.4 pp
$50,000 to $74,999 0.7% 0.1% -0.6 pp
$75,000 to $99,999 0.7% 0.1% -0.6 pp
$100,000 to $199,999 0.8% 0.1% -0.7 pp
$200,000 to $499,999 2.3% 0.1% -2.2 pp
$500,000 to $999,999 3.6% 0.3% -3.3 pp
$1,000,000 to $4,999,999 8.2% 0.6% -7.6 pp
$5,000,000 to $9,999,999 13.5% 1.0% -12.5pp
$10,000,000 and above 21.5% 2.0% -19.5 pp
Total 1.0% 0.2% -0.8 pp

*Data from the Internal Revenue Service and author’s calculations.
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Table 11. Estimate of Connecticut’s Income Tax Gap
Based on the IRS’ Estimate of the Federal Income Tax Gap

United States, 2016 Connecticut, 2023
% of Total % of Total
In Millions True Income In Millions True Income
Tax Liability Tax Liability
Total True Income Tax Liability  $1,740,000 100% $14,729 100%
Income Tax Paid Voluntarily $1,383,000 79.5% $11,707 79.5%
Gross Income Tax Gap $357,000 20.5% $3,022 20.5%
Nonfiling $32,000 1.8% $271 1.8%
Underreporting $278,000 16.0% $2,353 16.0%
Underpayment $47,000 2.7% $398 2.7%
Enforced $51,000 2.9% $432 2.9%
Net Income Tax Gap $306,000 17.6% $2,590 17.6%

*Data from the Internal Revenue Service, CT OFA and OPM, and author’s calculations.

Table 12. Estimate of Connecticut’s Income Tax Gap Distribution
Based on the Treasury’s Estimate of the Federal Tax Gap Distribution

. United States, 2016 Connecticut, 2023
Tax Filers - °
by Income Percentile In Millions 7 of Income In Millions 7o of Income
Tax Gap Tax Gap

Up to 10th Percentile

Less than $1,530 Less than 0.5% Less than $1 Less than 0.5%

10th to 20th Percentile Less than $1,530 Less than 0.5% Less than $13 Less than 0.5%
20th to 30th Percentile $3,060 1.0% $26 1.0%
30th to 40th Percentile $5,202 1.7% $44 1.7%
40th to 50th Percentile $7,344 2.4% $62 2.4%
50th to 60th Percentile $11,628 3.8% $98 3.8%
60th to 70th Percentile $16,830 5.5% $142 5.5%
70th to 80th Percentile $25,092 8.2% $212 8.2%
80th to 90th Percentile $39.,474 12.9% $334 12.9%
90th to 100th Percentile $196,452 64.2% $1,663 64.2%
Top 5 Percent $161,262 52.7% $1,365 52.7%
Top 1 Percent $85,680 28.0% §725 28.0%
Total $306,000 100% $2,590 100%

*Data from the U.S. Department of the Treasury, IRS, CT OFA and OPM, and author’s calculations.
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Table 13. Example of the Relationship Between
Tax Gap and Tax Incidence Analyses

Example of Income Tax Gap
Average Wealthy Tax Filer

Income Group

Tax Filing Status Married Filing Jointly =~ Married Filing Jointly
CT Adjusted Gross Income
Actual Pre-Tax Income $3,386,000 $3,386,000
Reported Pre-Tax Income $3,386,000 $2,790,064
Reporting Rate 100% 82.4%
CT Income Tax Liability
In Dollars $236,581 $194,925
Actual Effective Income Tax Rate 6.99% 5.76%
Reported Effective Income Tax Rate 6.99% 6.99%
Effect of Income Tax Gap
In Dollars $0 -$41,656
Percentage of Income Tax Liability 0% -17.6%
Effective Income Tax Rate 0.00% -1.23%

Impact of Connecticut’s Tax System, Excluding Example of Income Tax Gap

Pre-Tax Effective Post-Tax Change in
Tax Filer / Household Income Inequality Connecticut Income Inequality Inequality
Ratio Tax Rate Ratio Ratio
Wealthy Tax Filer
Average Income, Top 1 Percent $3,386,000 1.0 7.08% $3,146,300 1.0 0.0
Middle-Income Tax Filer
Median Income, 70th Percentile ~ $84,400 40.1 15.50% $71,300 44.1 +4.0
Low-Income Tax Filer
Median Income, 25th Percentile ~ $21,100 160.5 25.96% $15,600 201.7 +41.2

Impact of Connecticut’s Tax System, Including Example of Income Tax Gap

Pre-Tax Effective Post-Tax Change in
Tax Filer / Household Income Inequality Connecticut Income Inequality Inequality
Ratio Tax Rate Ratio Ratio
Wealthy Tax Filer
Average Income, Top 1 Percent $3,386,000 1.0 5.85% $3,187,900 1.0 0.0
Middle-Income Tax Filer
Median Income, 70th Percentile ~ $84,400 40.1 15.50% $71,300 44.7 +4.6
Low-Income Tax Filer
Median Income, 25th Percentile ~ $21,100 160.5 25.96% $15,600 204.4 +43.9

*Data from CT DRS and author’s calculations. Income rounded to nearest hundred.
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Eliminating or Reducing Connecticut’s High Cost,
High Growth Tax Expenditures

A “tax expenditure” is “a tax exemption, exclusion, deduction or credit created under the general
statutes or a public act and resulting in less tax revenue to the state or municipalities than they would
otherwise receive.”® The Connecticut Office of Fiscal Analysis (OFA) is required to publish a report
every two years on the state’s tax expenditures. Below is an overview of six selected high cost, high
growth tax expenditures and policy options to eliminate and/or reduce them.

Connecticut could generate up to nearly $770 million a year in revenue by eliminating or reducing
six of the state’s high cost, high growth tax expenditure programs. Using data from the OFA’s most
recent analysis, Table 14 shows that all of Connecticut’s tax expenditures total $8.8 billion in fiscal
year 2023, up from $6.4 billion in fiscal year 2013, a growth of 38 percent over the last decade.®* The
analysis here also highlights six selected high cost, high growth tax expenditure programs that total
$769 million in fiscal year 2023, up from $223 million over the last decade, a growth of 244 percent.
For each tax expenditure, the analysis includes the estimate of the revenue gained if repealed, the
estimate of the number of taxpayers benefitting, and the rationale for establishing it. The rationale
consists of eight possible categories: perceived equity, efficiency, incentive, redundancy, cascading,
clarification, conformity, and expediency. All six tax expenditure programs reviewed here are high
cost, high growth programs with primary rationales of incentive and/or expediency. The OFA’s
definition of “incentive” is “to encourage the performance of certain desirable activities such as
economic growth and development, charitable or nonprofit work, or conservation of resources.” The
definition of “expediency” is that the tax expenditure “violate[s] one or more of the principles of a
high-quality revenue system”—such as efficiency—"“without any apparent counterbalancing or
compensating precept.”® It is also important to note that once the tax expenditure is created, the
rationale remains the same even if the cost grows substantially. Below is an overview of the selected
tax expenditure programs in order from the highest to lowest cost.

Computer and Data Processing Services. Connecticut law defines “computer and data processing
services” as “including, but not limited to, time, programming, code writing, modification of existing
programs, feasibility studies and installation and implementation of software programs and systems
even where such services are rendered in connection with the development, creation or production of
canned or custom software or the license of custom software, but excluding digital goods.”®® The law
then reduces the sales and use tax rate from 6.35 percent to one percent for the sales and receipt of
computer and data processing services and it entirely exempts internet access services.®’” This tax
expenditure costs $362.6 million in fiscal year 2023, up from $111 million in 2013, a growth of 227
percent; it benefits an indeterminate number of taxpayers; and the rationale is incentive.

Motor Vehicles and Vessels Purchased by Non-Residents to Use Out of State. Connecticut law

exempts “the sale of any motor vehicle or vessel ... in this state when the purchaser of such motor
vehicle or vessel is not a resident of this state and does not maintain a permanent place of abode in
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this state.”®® This tax expenditure costs $126.5 million in fiscal year 2023, up from $37.6 million in
2013, a growth of 236 percent; it benefits under 30,000 taxpayers, and the rationale is incentive.

Film Production. Connecticut’s film production tax expenditure program consists of two tax
expenditures, both of which apply to several taxes. First, Connecticut law makes a tax credit
“available to companies that produce qualified entertainment content wholly or in part in this state.
Qualified activities include production of: (1) motion pictures, (2) television programming, (3) sound
recordings, (4) music videos, (5) video games, (6) commercials (infomercials are ineligible) and (7)
certain interactive websites.” The tax credit ranges from a low of 10 percent for film production
expenditures less than $500,000 to a high of 30 percent for film expenditures over $1 million.
Companies can apply this tax credit to the sales tax, corporation tax, and insurance premiums tax, or
they can sell it to other eligible companies. Second, Connecticut law makes a tax credit “available for
investments in state-certified infrastructure projects for the film and digital media industry.” The tax
credit is equal to 20 percent of project costs of $3 million and above. Companies can apply this tax
credit to the corporation tax and insurance premiums tax, or they can sell it to other eligible
companies. Altogether, the film production tax expenditure program costs $93 million in fiscal year
2023, up from $34.4 million in 2013, a growth of 170 percent; the benefits for the individual credits
range from a low of fewer than 10 taxpayers to a high of up to 75 taxpayers; and the rationale for the
program is incentive and expediency.%’

Aircraft Repair, Replacement Parts, Aircraft Repair Services, and Materials, Tools, Fuel, Machinery
and Equipment in an Aircraft Manufacturing Facility. Connecticut’s aircraft repair and
manufacturing tax expenditure program consists of three tax expenditures. First, Connecticut law
exempts from the sales and use tax the “sales of and the storage, use or other consumption of repair
or replacement parts exclusively for use (A) in aircraft, or (B) in the significant overhauling or
rebuilding of aircraft or aircraft parts or components on a factory basis.” This exemption benefits an
indeterminate number of taxpayers and the rationale is incentive. Second, Connecticut law exempts
from the sales and use tax the “sales of aircraft repair services when such services are rendered in
connection with (A) aircraft, or (B) the significant overhauling or rebuilding of aircraft or aircraft
parts or components on a factory basis.” This exemption benefits an indeterminate number of
taxpayers and the rationale is incentive. Third, Connecticut law exempts from the sales and use tax
the “sales of and the storage, use or other consumption by an aircraft manufacturer operating an
aircraft manufacturing facility in this state of materials, tools, fuel, machinery and equipment used in
such facility.” This exemption benefits less than 10 aircraft manufacturers and the rationales are
incentive and preventing cascading. Altogether, the aircraft repair and manufacturing tax expenditure
program costs $81.2 million in fiscal year 2023, up from $13.2 million in fiscal year 2013, a growth
rate of 515 percent. The OFA does not provide a cost breakdown of the individual tax expenditures
and therefore we do not know what portion of the total cost is supporting the incentive rationale versus
preventing cascading, the latter of which is arguably a more justifiable rationale.”

Renovation and Repair for Residential Real Property. Connecticut law exempts from the sales and
use tax “renovation and repair services of paving of any sort, painting or staining, wallpapering,
roofing, siding and exterior sheet metal work other than industrial, commercial or income producing
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real property.” This tax expenditure costs $65.3 million in fiscal year 2023, up from $19.7 million in
2013, a growth of 231 percent; it benefits an indeterminate number of taxpayers, and the rationale is
expediency.”!

$2.5 Million Cap on Unitary Liability. Connecticut law “establishes a $2.5 million cap on the amount
a combined group’s tax, calculated on a unitary basis, can exceed the tax it would have paid on a
separate basis.” The cap on the difference in tax liability calculated on a “unitary basis” (i.e., when a
parent corporation and its subsidiaries are treated as a single corporate entity for income tax purposes)
versus tax liability calculated on a “separate basis” (i.e., when a parent corporation and its subsidiaries
are treated as separate corporate entities for income tax purposes) allows multistate corporations to
reduce their Connecticut corporate income tax liability by lowering their separate basis tax liability
through “a variety of tax-avoidance strategies.” This tax expenditure (in the form of a cap) costs $40
million in fiscal year 2023, up from $7.5 million in 2016 (the first year an estimate is available), a
growth of 433 percent; it only benefits between 10 and 15 taxpayers, and the rationale is expediency.”

Even according to the state’s own broader economic impact analysis, Connecticut loses an average
of nearly $80 million a year from its film production tax expenditure program, which more than
offsets the average total gain from the other major business assistance tax credit programs. The
Connecticut Department of Economic and Community Development (DECD) explains that a
“business assistance tax credit”—which can also be a tax expenditure—is specifically intended to
promote economic development and/or community development. Similar to the OFA, the DECD is
required to publish a report every year on the state’s business assistance tax credits. Unlike the OFA,
the DECD provides a broader economic impact analysis. Using the DECD’s latest analysis of the
business assistance tax credit programs that it administers, which includes the film production tax
expenditure program reviewed above, Table 15 shows that five of the six programs generate an
average of $24 million a year, but the film production program loses an average of $78 million a year,
resulting in an overall average loss of $54 million a year.”

For important background information, following its own analysis published in its 2018 and 2019
annual reports, the DECD did not provide an analysis of the film production program in its 2020 and
2021 annual reports—the latest to date—and instead “retained a consulting firm specializing in film,
television and digital media industry-specific economic impact studies to perform an evaluation of
the agency’s film incentive programs.” In 2022, the DECD finally published the consultant-written
report that concludes that Connecticut’s tax credits for film, television, and digital media productions
“have contributed significantly to the development of the state’s film and television ecosystem.”
However, the consultant-written report does not provide strong support for expanding or maintaining
the program. Most notably, and unlike the DECD’s own analysis, it does not provide a comprehensive
net revenue analysis, which is essential for determining whether the tax credits should remain in place
or not. Instead, it largely focuses on gross value added, which is a “measure of economic value
generated by the incentive” that is “the equivalent for a sector or region of Gross Domestic Product
at a national level.” It then only provides an estimate of the “associated uplift in tax receipts by local,
state and federal authorities connected with the increased economic activity” for digital media and
motion picture tax credit for fiscal year 2020. During that year, the related state and local tax receipts
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only total about $79 million compared to $133 million that the state issued in the tax credit, resulting
in a net loss of about $54 million.”

Policy Options

e Eliminate the six selected high cost, high growth tax expenditure programs. This includes the tax
expenditures for computer and data processing services; motor vehicles and vessels purchased by
non-residents to use out of state; film production; aircraft repair and manufacturing; renovation
and repair for residential real property; and the $2.5 million cap on unitary liability.

e Reduce the six selected high cost, high growth tax expenditure programs. Options for reducing
each tax expenditure program are provided below. For reference, several of the options below

propose raising the sales and use tax rate to some level below 6.35 percent. The reason is that
raising the sales and use tax rate to 6.35 percent (the standard rate) or higher would eliminate the
tax expenditure rather than only reduce it.

o

Computer and Data Processing Services: Raise the sales and use tax rate for computer and
data process services from one percent to some level below 6.35 percent, and/or raise the sales
and use tax rate for internet access services from zero to some level below 6.35 percent.

Motor Vehicles and Vessels Purchased by Non-Residents to Use Out of State. Raise the sales
and use tax rate from zero to some level below 6.35 percent.

Film Production. Cap the total film production credit at some amount below $82 million a
year (the estimated current annual cost), and/or cap the total film production infrastructure
credit at some amount below $11 million a year (the estimated current annual cost).

Aircraft Repair and Manufacturing. Raise the sales and use tax rate for aircraft repair and
replacement parts from zero to some level below 6.35 percent; and/or raise the sales and use
tax rate for aircraft replacement services to some level below 6.35 percent.

Renovation and Repair for Residential Real Property. Raise the sales and use tax rate from
zero to some level below 6.35 percent. For a more progressive option, make the sales and use
tax rate vary based on the value of the property (i.e., a higher tax rate for higher valued
properties) and/or make the sales and use tax rate vary based on the level of the property tax
rate (i.e., a higher sales and use tax rate for towns with a lower mill rate).

82.5 million Cap on Unitary Liability. Raise the cap to some amount above $2.5 million.

¢ Eliminate some of the high cost, high growth tax expenditures and reduce the others.
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Table 14. CT Office of Fiscal Analysis’

Estimate of Revenue Gain if Tax Expenditure is Repealed, in millions

FY 2023 Total
Selected
Tax Sales & Corporation Insurance Growth
. Premiums FY 2013 FY 2023 Rate
Expenditures Use Tax Tax
Tax
Computer and Data Processing Services
Fiscal Estimate $362.6 $111.0 $362.6 227%
Taxpayers Benefitting  Indeterminate
Rationale Incentive
Motor Vehicles and Vessels Purchased by Non-Residents to Use Out of State
Fiscal Estimate $126.5 $37.6 $126.5 236%
. Under
Taxpayers Benefitting 30,000
Rationale Incentive
Film Production**
Fiscal Estimate $20.0 $30.0 $43.0 $34.4 $93.0 170%
Taxpayers Benefitting ;::TB ;ae;v; Up to 75
) Incentive & Incentive & Incentive &
Rationale . . .
Expediency Expediency Expediency
Aircraft Repair, Replacement Parts; Aircraft Replacement Services; Materials, Tools, Fuel,
Machinery and Equipment Used in an Aircraft Manufacturing Facility***
Fiscal Estimate $81.2 $13.2 $81.2 515%
Taxpayers Benefitting  Indeterminate
Rationale Incentive
Renovation and Repair for Residential Real Property
Fiscal Estimate $65.3 $19.7 $65.3 231%
Taxpayers Benefitting  Indeterminate
Rationale Expediency
$2.5 million Cap on Unitary Liability****
Fiscal Estimate $40.0 $7.5 $40.0 433%
Taxpayers Benefitting Between
10 and 15
Rationale Expediency
Total Selected Tax Expenditures $223 $769 244%
Total All Tax Expenditures $6,409 $8.840 38%

*Data from the CT Office of Fiscal Analysis.

**Estimate includes tax expenditures for film production and film production infrastructure. For taxpayers benefitting,

the highest estimate is included.

***For taxpayers benefitting, the estimate is based on both the aircraft repair and replacement parts tax expenditure and
the aircraft replacement services tax expenditure. The rationale is based on both the aircraft repair and replacement parts

tax expenditure and the aircraft replacement services tax expenditure.
*#**The initial fiscal estimate is for 2016, the first year an estimate is available.
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Table 15. CT Department of Economic and Community Development’s
Analysis of State Revenue from Business Assistance Tax Credits, in millions

Estimated State Revenue

Program Time Period Net, Net Direct, Cumulative Annual
or Direct Total Average

Special Act: Lockheed Martin

Total FY 2019 - FY 2021 Net Direct $22.9 $7.6
Stranded Tax Credit / Sales and Use Tax Offset Program

ASML 2018 -2021 Direct $11.8 $3.0

Boehringer 5 Years Direct $4.4 $0.9

Total $16.2 $3.8
Urban and Industrial Site (URA) Tax Credit

Total FY 2012 - FY 2021 Net Direct $65.0 $6.5
Film, Television, and Digital Media Tax Credits**

Film and Digital Media Production 2010 - 2019 Net -$585.1 -$58.5

Film Production Infrastructure FY 2010 - 2019 Net -$95.0 -$9.5

Digital Animation 2008 - 2018 Net -$92.9 -$10.3

Total -$773.0 -$78.3
Insurance Reinvestment Fund (IRF) Tax Credits

Second IRF 2011 -2021 Net $23.1 $2.1

CT Invest IRF 2016 - 2021 Net $19.2 $3.2

Total - - $42.4 §5.3
Property Tax Abatements for Investment in Enterprise Zones

Total 2021 Net $1.2 $1.2
Total Business Assistance Tax Credits -$625 -$54

*Data are from the CT DECD’s 2021 annual report and author’s calculations.
**Data for film and digital media production tax credit and film production infrastructure tax credit are from the CT
DECD’s 2019 annual report. Data for digital animation tax credit are from the CT DECD’s 2018 annual report.
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Increasing Connecticut’s Taxes on the Wealthy

As reviewed earlier, Connecticut’s state and local tax system is unfair, meaning the effective tax rate
decreases as a family’s income increases, which in turn increases income inequality and racial and
ethnic income gaps. However, two of Connecticut’s taxes, the income tax and estate and gift tax, are
relatively fair, meaning the effective tax rate increases as a family’s income increases, which in turn
decreases income inequality and racial and ethnic income gaps. In addition to increasing those taxes,
it is possible to establish other fair taxes, such as a property tax that only applies to high value homes.
This part of the report provides an overview of three approaches to increasing Connecticut’s taxes on
the wealthy in order to generate revenue: increasing Connecticut’s top income tax rates; increasing
Connecticut’s estate and gift tax; and establishing a statewide Connecticut property tax on high value
homes. Before reviewing those approaches, this part first provides an overview of migration in out
and of Connecticut by income level, which is often central to the discussion of raising taxes.

Connecticut’s Migration by Income Level

Connecticut recently lost low- and middle-income tax filers to net migration and gained high-income
tax filers. Based on the most recent data available from the Internal Revenue Service (IRS), Table 16
shows that from 2019 to 2020 Connecticut lost more tax filers to out migration than it gained from in
migration, resulting in a net loss of tax filers.”> The net loss (less than 3,000) is equal to 0.2 percent
of the total tax filers (1.46 million), and all of the tax filers comprising that group made less than
$200,000 a year, meaning the state lost low- and middle-income tax filers and gained high-income
tax filers. As explained in prior reports, research in general and analyses of Connecticut in particular
provide little support for the claim that taxation at the state and local level is a major driver of
migration.’® However, if a focus on the relationship between taxation and migration persists, the most
recent data showing the out migration of low- and middle-income tax filers further supports the case
for creating a fairer tax system, which requires generating revenue to fund tax cuts for low- and
middle-income families.

Table 16. Connecticut Migration by Income Level, 2019-20

Number of Tax Filers Net Migration
Adjusted Gross Income All Outflow  Inflow Total " Of,All 7o of Net
Tax Filers Outflow
$1 to under $10,000 88,542 3,980 3,655 -325 -0.02% 10.9%
$10,000 to under $25,000 207,597 8,369 7,558 -811 -0.06% 27.2%
$25,000 to under $50,000 330,257 11,480 10,780 -700 -0.05% 23.4%
$50,000 to under $75,000 234,552 8,248 7,720 -528 -0.04% 17.7%
$75,000 to under $100,000 161,515 4,975 4,962 -13 0.00% 0.4%
$100,000 to under $200,000 287,549 8,348 7,615 -733 -0.05% 24.5%
$200,000 or more 148,058 5,252 5,375 123 0.01% -4.1%
Total 1,458,070 50,652 47,665 -2,987 -0.20% 100%

*Data from Internal Revenue Service and author’s calculations.
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Increasing Connecticut’s Top Income Tax Rates on All Taxable Income and/or Investment Income

Connecticut’s personal income tax includes three core components: the personal exemption, income
tax rates, and personal tax credit.

The personal exemption reduces a married (single) tax filer’s taxable income base by a maximum of
$24,000 ($15,000), but it begins to phase out once the tax filer earns more than $48,000 ($30,000)
and it is fully phased out when the tax filer earns more than $71,000 ($44,000).

The income tax rates for a married (single) tax filer range from 3 percent on the first $20,000
($10,000) of taxable income to 6.99 percent on taxable income over $1 million ($500,000). In all,
there are seven tax brackets as well two phase-out processes—the 3 percent tax rate phase-out add-
back and tax recapture—that increase the tax rate at higher income levels.

The personal tax credit reduces a married (single) tax filer’s income tax liability by a maximum of
75 percent, but it begins to phase out once the tax filer earns more than $24,000 ($18,800) and it is
fully phased out when the tax filer earns more than $100,500 ($64,500).”

Based on a cross-state comparison of the top income tax rate and income base, it would be reasonable
for Connecticut to increase its top rate on all taxable income. Table 17 shows that in 2022 there are
16 states with a higher top income tax rate than Connecticut when including both the top state and
top local income tax rate.”® The average combined top rate is 6 percent for all states and 7 percent
when excluding states without an income tax. The overall top rates are 14.8 percent in California and
14.78 percent in New York, both of which are more than double the top rate in Connecticut.

It is also important to consider the income base at which the top income tax rate applies. For example,
Vermont has a top income tax rate of 8.75 percent that applies to married tax filers earning more than
$252,000. In comparison, Connecticut’s top income tax rate is 6.99 percent and applies to married
tax filers earning more than $1 million. Therefore, if Connecticut were to increase its top income tax
to, for example, 7.99 percent, that rate would still be lower than the top rate in Vermont and it would
only apply to families in Connecticut earning considerably more than families in Vermont paying the
top rate.

Based on a historical comparison of Connecticut’s top income tax rate and income base by type of
income, it would be reasonable for Connecticut to increase its top tax rate on investment income.
Table 18 shows for 1990 through the present Connecticut’s top income tax rate and income base by
type of income: capital gains, dividends and interest, and Connecticut adjusted gross income (i.e., all
taxable income).””

Capital gains are the profit from the sale of capital assets, such as shares of stock. Connecticut
established an income tax on capital gains in 1970, and by 1990 the tax rate was 7 percent on net
capital gains for married (single) tax filers earning at least $9,550 ($5,300), the amount required to
file a federal tax return.
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Dividends are distributions of money, stock or other property made by corporations or investment
funds to shareholders, and interest is a payment for the borrowing of funds over a period of time.
Connecticut established an income tax on dividends and interest in 1972, and by 1990 the top tax rate
was 14 percent for tax filers earning $100,000 or more.

Connecticut adjusted gross income (CT AGI) is a broad-based income measure that starts with federal
adjusted gross income—which includes wages and salaries, capital gains, dividends, interest, business
income, unemployment compensation, and more—and is then adjusted based on a combination of
additions (e.g., Connecticut income tax deducted on federal returns to generate federal AGI) and
subtractions (e.g., state and local income tax refunds).®’ Connecticut established this tax on broad-
based income in 1991 at a flat rate of 4.5 percent, and the top rate eventually increased to 6.99 percent
for married (single) tax filers earning more than $1 million ($500,000) a year.

The primary source of income for most families is wages and salaries, not investment income (i.e.,
capital gains, dividends, and interest). This means the creation of the broad-based income tax in 1991
operated as a tax increase for most families. However, for wealthy families, which tend to generate
much or most of their income from investments, the creation of the broad-based income tax
potentially operated as a tax cut because the broad-based income tax had a lower top rate and
ultimately applied to a much higher income base. If Connecticut were therefore to increase its top
income tax rate on investment income to, for example, 7.99 percent, that would be well below the old
top rate of 14 percent for dividends and interest. Moreover, even though the new rate of 7.99 percent
would be higher than the old top rate of 7 percent for capital gains, the old rate applied to net capital
gains for married tax filers earning as little as $9,550 in 1990, the equivalent of $21,120 in 2022
dollars. In comparison, the new top rate of 7.99 would only apply to married tax filers earning more
than $1 million a year if the income base for the top bracket remained the same.

Policy Options

e Increase the top income tax rate on CT AGI. Table 19 includes three options:

o Option 1 would raise an additional estimated $300 million a year by establishing a top tax
bracket of 7.99 percent for single and married tax filers making more than $1 million and $2
million, respectively.

o Option 2 would raise an additional estimated $410 million a year by increasing the current top
tax rate from 6.99 percent to 7.99 percent for single and married tax filers making more than
$500,000 and $1 million, respectively.

o Option 3 would raise an additional estimated $500 million a year both by increasing the
current top tax rate from 6.99 percent to 7.99 percent for single and married tax filers making
more than $500,000 and $1 million, respectively, and by establishing a top tax rate of 8.29
percent for single and married tax filers making more than $1 million and $2 million,
respectively.
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e Increase the top income tax rate on investment income. Table 20 includes two options:

o Option 1 would raise an additional estimated $150 million a year by increasing the current top
tax rate on capital gains from 6.99 percent to 7.99 percent for single and married tax filers
making more than $500,000 and $1 million, respectively. If expanded to include dividends
and interest, the tax increase would raise a total estimated $185 million a year.

o Option 2 would raise an additional estimated $305 million a year by increasing the current top
tax rate on capital gains from 6.99 percent to 8.99 percent for single and married tax filers
making more than $500,000 and $1 million, respectively. If expanded to include dividends
and interest, the tax increase would raise a total estimated $375 million a year.
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Table 17. Cross-State Comparison of Top Income Tax Rate and Base, 2022

Top State Income Tax Bracket

Top Local Top

State and

Rank State Tax Rate Income Base Income  Local Income
Single Filer Joint Filer Tax Rate Tax Rate
1 California 13.30% $1,000,000  $1,250,738 1.50% 14.80%
2 New York 10.90% $25,000,000  $25,000,000 3.88% 14.78%
3 New Jersey 10.75% $1,000,000 $1,000,000 1.00% 11.75%
4 Hawaii 11.00% $200,000 $400,000 - 11.00%
5 Oregon 9.90% $125,000 $250,000 0.69% 10.59%
6 Minnesota 9.85% $171,220 $284,810 - 9.85%
7 Iowa 8.53% $78,435 $78,435 1.00% 9.53%
8 Maryland 5.75% $250,000 $300,000 3.20% 8.95%
9 Vermont 8.75% $206,950 $251,950 - 8.75%
10 Wisconsin 7.65% $280,950 $374,600 - 7.65%
11 Kentucky 5.00% $0 $0 2.50% 7.50%
12 Maine 7.15% $54,450 $108,900 - 7.15%
13 Alabama 5.00% $3,000 $6,000 2.00% 7.00%
14 South Carolina 7.00% $16,040 $16,040 - 7.00%
15 Washington 7.00% Capital gains only - 7.00%
16 Pennsylvania 3.07% $0 $0 3.93% 7.00%
17 Connecticut 6.99% $500,000 $1,000,000 - 6.99%
18 Nebraska 6.84% $33,180 $66,360 - 6.84%
19 Montana 6.75% $18,800 $18,800 - 6.75%
20 Ohio 3.99% $110,650 $110,650 2.75% 6.74%

*Data from Tax Foundation, Tax-Rates.org, and author’s calculations.

Table 18. Historical Comparison of CT’s Top Income Tax Rate and Base

Capital Gains Dividends and Interest Connecticut
Income Income Adjusted Gross Income
Year Taxable Income Top Taxable Income Top Taxable Income Top
Base for Top Tax Base for Top Tax Base for Top Tax
Rate, Joint Filer Rate Rate, Joint Filer Rate Rate, Joint Filer Rate
$9,550 7% $100,000 14%
1990 ($21,120 in 2022 dollars)  ($221,120 in 2022 dollars) Notax on CT AGI
1991 to 1995 Taxed as part of CT AGI Taxed as part of CT AGI $0 4.5%
1996 Taxed as part of CT AGI Taxed as part of CT AGI $4,500 4.5%
1997 Taxed as part of CT AGI Taxed as part of CT AGI $12,500 4.5%
1998 Taxed as part of CT AGI Taxed as part of CT AGI $15,000 4.5%
1999 to 2002 Taxed as part of CT AGI Taxed as part of CT AGI $20,000 4.5%
2003 to 2008 Taxed as part of CT AGI Taxed as part of CT AGI $20,000 5.0%
2009 to 2010 Taxed as part of CT AGI Taxed as part of CT AGI $1,000,000 6.5%
2011 to 2014 Taxed as part of CT AGI Taxed as part of CT AGI $500,000 6.7%
2015 to present ~ Taxed as part of CT AGI Taxed as part of CT AGI $1,000,000 6.99%
*Data from CT Department of Revenue Services, CT General Statutes, U.S. BLS, and author’s calculations.
Connecticut Voices for Children 43



Table 19. Options for Increasing
CT’s Top Income Tax Rates on CT Adjusted Gross Income

Taxable Income by Filing Status Current Options
Single Filer Joint Filer Tax Rate 1 2 3
$0 to $10,000 $0 to $20,000 3% 3% 3% 3%
Over $10,000 Over $20,000 5% 5% 5% 5%
Over $50,000 Over $100,000 5.5% 5.5% 5.5% 5.5%
Over $100,000 Over $200,000 6% 6% 6% 6%
Over $200,000 Over $400,000 6.5% 6.5% 6.5% 6.5%
Over $250,000 Over $500,000 6.9% 6.9% 6.9% 6.9%
Over $500,000 Over $1,000,000 6.99% 6.99% 7.99% 7.99%
Over $1,000,000 Over $2,000,000 6.99% 7.99% 7.99% 8.29%
$300 $410 $500

Additional Annual Revenue o o o
million million million

*Revenue estimates from the Institute on Taxation and Economic Policy. Rounded to nearest $5 million.

Table 20. Options for Increasing
CT’s Top Income Tax Rate on Investment Income

Applied to Capital Gains

Taxable Income by Filing Status Current Options
Single Filer Joint Filer Tax Rate 1 2
Over $500,000 Over $1,000,000 6.99% 7.99% 8.99%
Additional Annual Revenue $150 million $305 million

Applied to Capital Gains, Dividends, and Interest

Taxable Income by Filing Status Current Options
Single Filer Joint Filer Tax Rate 1 2
Over $500,000 Over $1,000,000 6.99% 7.99% 8.99%
Additional Annual Revenue $185 million $375 million

*Revenue estimates from the Institute on Taxation and Economic Policy. Rounded to nearest $5 million.
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Increasing Connecticut’s Estate and Gift Tax

Connecticut’s estate and gift tax includes three core components: the exemption, tax rates, and
maximum lifetime tax per estate.

The exemption currently limits the estate and gift tax to estates worth over $9.1 million, and it will
increase to estates worth over $12.92 million in 2023.

The tax rates currently range from a low of 11.6 percent on the portion of estates worth over $9.1
million to a high of 12 percent on the portion of estates worth over $10.1 million. In 2023, the estate
and gift tax will have a flat tax of 12 percent on the portion of estates worth over $12.92 million

The maximum lifetime tax per estate is currently $15 million.?!

Based on a historical and cross-state comparison of Connecticut’s estate and gift tax rate, income
base, and maximum lifetime tax, it would be reasonable for Connecticut to increase the estate and gift
tax. Table 21 shows for 2011 through 2023 the three core components of the estate and gift tax in
order to provide a historical comparison.’?

The exemption in Connecticut from 2011 through 2017 limited the estate and gift tax to estates worth
over $2 million, well below both the current exemption of $9.1 million and next year’s exemption of
$12.92 million. Moreover, all 10 other states with an estate tax currently have a lower exemption,
ranging from $1 million in Massachusetts and Oregon to $6.1 million in New York.%

The tax rates in Connecticut from 2011 through 2018 ranged from a low of 7.2 percent to a high of
12 percent, a more progressive rate structure than both the current two-rate structure and next year’s
flat rate. Moreover, most of the other 10 states with an estate tax currently have a more progressive
rate structure due primarily to both a lower exemption and a higher top tax rate of 16 to 20 percent.®*

The maximum lifetime tax per estate in Connecticut did not exist before 2016. Moreover, no other
state with an estate tax currently has a maximum lifetime cap per estate.®®

Policy Options

e Increase the estate and gift tax by reducing the exemption, increasing the top tax rate, and/or
eliminating or increasing the maximum lifetime tax. Due to the difficulty of developing revenue
estimates for the estate and gift tax, Table 22 includes only two options as a basic guide, though
policymakers could further alter the three core components to generate more or less revenue.

o Option I would raise an additional estimated $150 million a year by reducing the exemption
to $2 million and by eliminating the maximum lifetime tax per estate.

o Option 2 would raise an additional estimated $100 million a year by reducing the exemption
to $3.6 million and by increasing the maximum lifetime tax per estate to $20 million.
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Table 21. Historical Comparison of
CT’s Estate and Gift Tax Rates, Base, and Maximum Tax

Value of Taxable
Estate or Gift 2011-15  2016-17 2018 2019 2020 2021 2022 2023
Up to $2,000,000 | Exempt ! Exempt_! |

Over $2,000,000  7.2%  7.2% | Exempt|
Over $2,100,000 7.2% 72% | JExempt

Over $9,100,000 11.4% 11.4% 11.6% 11.6% 11.6% 11.6% 11.6%

T

o

.

Over $2,600,000  72%  72%  72% | | | |
Over $3.100,000  72%  72%  72% | Exempt | i i
Over $3,500,000  7.2%  72%  72% | | | Exempt | i
Over $3,600,000 7.8% 78%  78%  1.8% | i | Exempt |
Over $4,100,000 8.4% 84%  84%  84% | | i i i
Over $5,100,000 9% 9% 10%  10%  10% | | i |
Over $6,100,000  9.6%  9.6%  104% 104% 104% | | | |
Over $7,100,000  102%  102%  10.8% 10.8% 10.8% 10.8% | i i
Over$8,100.000  10.8%  10.8%  11.2% 112% 112% 11.2% ; |
|

Over $10,100,000 12% 12% 12% 12% 12% 12% 2% +
Over $12,920,000 12% 12% 12% 12% 12% 12% 12% 12%
Maximum Lifetime None $20 $20 $15 $15 $15 $15 $15

Tax Per Estate million  million million million million million million

*Data from CT Department of Revenue Services.

Table 22. Options for Increasing CT’s Estate and Gift Tax

Value of Taxable Options
Estate or Gift 1 2
Up to $2,000,000 | Exempt | Exempt !
Over $2,000,000 7.2% e |
Over $3,600,000 7.8% 7.8%
Over $4,100,000 8.4% 8.4%
Over $5,100,000 9% 9%
Over $6,100,000 9.6% 9.6%
Over $7,100,000 10.2% 10.2%
Over $8,100,000 10.8% 10.8%
Over $9,100,000 11.4% 11.4%
Over $10,100,000 12.0% 12.0%
Maximum Lifetime Tax None $20 million
Additional Annual Revenue $150 million $100 million

*Revenue estimates calculated by author.
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Establishing a Statewide Property Tax on High Value Homes

Connecticut’s local property tax includes two core components: the assessment and mill rate.

The assessment of property occurs at the town level every five years and is equal to 70 percent of the
property’s fair market value.3¢

The mill rate is set at the town level each year and is equal to $1 of tax for each $1,000 of assessment,
meaning one mill is equal to a tax rate of 0.1 percent.?’

Based on a within-state comparison of Connecticut’s towns with the highest and lowest mill rates, it
would be reasonable for Connecticut to establish a statewide property tax on high value homes. Table
23 shows the 10 towns with the highest mill rate and the 10 towns with the lowest mill rate in fiscal
year 2022, and it also shows the percentage of high value housing units in each town—specifically,
the percentage of each town’s owner-occupied housing units with a market value of $1.5 million or
more.®

The 10 towns with the lowest mill rates include, for example, Greenwich, which has a mill rate of
11.59 and has 47.5 percent of its owner-occupied housing units valued at $1.5 million or more. On
average, these ten towns have a mill rate of 15.00 and have 19.5 percent of their owner-occupied
housing units valued at $1.5 million or more.

The 10 towns with the highest mill rates include, for example, Waterbury, which has a mill rate of
60.2 and has only 0.1 percent of its owner-occupied housing units valued at $1.5 million or more. On
average, these ten towns have a mill rate of 50.97 and have only 0.5 percent of their owner-occupied
housing units valued at $1.5 million or more.

Towns that have higher property values tend to have lower mill rates because even a low mill rate can
generate a substantial amount of revenue when the property value is high. Connecticut could therefore
establish a statewide property tax on high value homes and the towns that have the lowest local mill
rate and a relatively large percentage of high value homes would still have a relatively low combined
state and local mill rate. For example, if Connecticut established a statewide mill rate of five for the
portion of housing units valued over $1.5 million, the average combined state and local mill rate for
the 10 towns with the lowest local rate would increase from 15 to 20, which is well below the
statewide average of 31.24 and even further below the average of 50.97 for the 10 towns with the
highest local mill rates.

It is also possible to modify the statewide property tax in order to prevent an excessive burden on
families. Three possible modifications are highlighted here. The first possible modification would be
to establish a statewide mill rate that varies in relation to the local mill rate. For example, Connecticut
could establish a statewide mill rate of five for the 20 percent of towns with the lowest local mill rate,
and the statewide mill rate could then decrease by one mill for each successive 20 percent of towns
so that the mill rate is only one for the 20 percent of towns with the highest local mill rate.
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The second possible modification would be to establish an income base for this wealth tax. For
example, Connecticut could establish a statewide property tax on high value homes that only applies
to single and married tax filers maker more than $250,000 and $500,000 a year, respectively.

The third possible modification would be to establish a statewide mill rate that varies in relation to

whether the high valued home is a primary residence. For example, Connecticut could establish a
statewide mill rate of five on high value homes that are not a primary residence and it could establish

a statewide mill rate of only two or three on high value homes that are a primary residence.

Policy Options

Establish a statewide property tax on high value homes. Table 24 includes four options for
establishing a statewide property tax on high value homes.?® Several qualifications are important
to address regarding the cost estimates. First, as noted above, it is possible to modify all of these
options to prevent an excessive tax burden. However, due to data limitations and the number of
modifications, the options here do not include cost estimates for the modifications, all three of
would low the overall revenue generated. Second, is possible to apply the statewide property tax
to owner-occupied housing units and renter-occupied housing units, which would increase the
overall revenue generated. However, due to data limitations, the options here only include
estimates for owner-occupied housing units. Third, the cost estimates here are based on market
value, not the 70 percent assessment, which would lower the revenue generated. Fourth, the
estimates here are based on top-coded data from the U.S. Census Bureau, which understates the
revenue generated from taxing homes worth more than $4.8 million.

o Option 1 would establish a statewide property tax on the portion of housing units worth more
than $1.5 million. Applied to owner-occupied housing units and excluding possible
modifications, this option would generate an estimated $39 million per mill and so would
generate, for example, up to $195 million a year if the mill rate were set at five.

o Option 2 would establish a statewide property tax on the portion of housing units worth more
than $2 million. Applied to owner-occupied housing units and excluding possible
modifications, this option would generate $29 million per mill and so would generate, for
example, up to $145 million a year if the mill rate were set at five.

o Option 3 would establish a statewide property tax on the portion of housing units worth more
than $2.5 million. Applied to owner-occupied housing units and excluding possible
modifications, this option would generate $22 million per mill and so would generate, for
example, up to $110 million a year if the mill rate were set at five.

o Option 4 would establish a statewide property tax on the portion of housing units worth more
than $3 million. Applied to owner-occupied housing units and excluding possible
modifications, this option would generate $17 million per mill and so would generate, for
example, up to $85 million a year if the mill rate were set at five.
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Table 23. Within-State Comparison of
CT’s Towns with the Lowest and Highest Mill Rates, FY 2022

Towns with Lowest Mill Rates

Towns with Highest Mill Rates

Owner-Occupied

Owner-Occupied

Rank . Housing Units . Housing Units
Town — MillRate v th $1.g5 million Town — MillRate o $1.g5 million
or more or more
1 Salisbury 11.00 17.8% Hartford 74.29%** 1.0%
2 Greenwich 11.59 47.5% Waterbury 60.21 0.1%
3 Warren 14.15 7.9% Hamden 52.44 0.6%
4 Washington 14.25 14.5% New Britain 49.50 0.3%
5 Sharon 14.50 7.2% East Hartford 49.35 0.2%
6 Roxbury 15.40 9.5% Naugatuck 47.75 0.3%
7 Cornwall 16.70 8.5% Torrington 46.17 0.2%
8 Darien 16.84 48.9% New Haven 43.88 0.9%
9 Bridgewater 17.50 3.7% Bridgeport 43.45 0.5%
10 Westport 18.07 29.1% Woodbridge 42.64 0.8%
Average 15.00 19.5% 50.97 0.5%

*Data from CT OPM, U.S. Census Bureau, and author’s calculations.
**Assessment rate in Hartford is 36.75 percent of fair market value compared to 70 percent in other towns.

Table 24. Options for Establishing
a Statewide Property Tax on High Value Homes

Value of Owner-Occupied

Options

Housing Unit 1 2 3 4
Up to $1,500,000 | Exempt Exempt I ! |
Over $1,500,000 1 mill I Exempt I I
———————— = ! Exempt !
Over $2,000,000 1 mill 1 mill e _! |
Over $2,500,000 1 mill 1 mill 1 mill e
Over $3,000,000 1 mill 1 mill 1 mill 1 mill
Total $39 million $29 million $22 million $17 million
per mill per mill per mill per mill
Mill Rate

1 $39 million $29 million $22 million $17 million

2 $78 million $58 million $44 million $34 million

3 $117 million $87 million $66 million $51 million

4 $156 million $116 million $88 million $68 million

5 $195 million $145 million $110 million $85 million

*Data from U.S. Census Bureau and author’s calculations.
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Summary of Policy Options for Improving Connecticut’s Budget

The preceding parts of this section continued to build the case for improving Connecticut’s budget in
the process of developing policy options for generating revenue. This part provides a summary of
those policy options. Drawing from other reports, this part also provides a summary of policy options
for using the newly generated revenue to create a fairer tax system and a fairer spending system.

To generate revenue, policymakers could pass legislation that incorporates one, some, or all of the
proposed broad approaches: reforming Connecticut’s tax revenue restrictions, eliminating or reducing
Connecticut’s tax gap, eliminating or reducing Connecticut’s high cost, high growth tax expenditures,
and increasing Connecticut taxes on the wealthy. Table 25 provides a summary of the four broad
approaches for generating revenue to improve Connecticut’s budget. First, in addition to the estimated
$490 million to $735 million in newly available revenue annually due to past and projected additional
pension debt payments, policymakers could generate an average of $1.5 billion a year in revenue
during the next budget cycle by reforming the use of funds from two major tax revenue restrictions,
the volatility cap and the revenue cap. Second, policymakers could potentially generate up to $2.6
billion a year, largely from high-income and wealthy tax filers, by providing additional funding for
the Department of Revenue Services to eliminate or reduce the state’s income tax gap. Third,
policymakers could generate up to about $770 million a year by eliminating or reducing six of the
state’s high cost, high growth tax expenditure programs, one of which is for film production, and even
according to the state’s own broader economic impact analysis, Connecticut loses an average of nearly
$80 million a year from the film production tax expenditure program alone. Fourth, policymakers
could generate several hundreds of millions of dollars or more a year by reasonably increasing the
top income tax rate, by reasonably increasing the estate and gift tax, and/or by establishing a
reasonable statewide property tax on high value homes.

To create a fairer tax system, policymakers could use a portion of the newly generated revenue to
fund major tax reforms, such as adding a cost of living adjustment to Connecticut’s income tax,
creating the Connecticut child tax credit (CT CTC), increasing and expanding the Connecticut earned
income tax credit (CT EITC), and improving the Connecticut property tax credit (CT PTC). Table 26
provides a summary of four major tax reforms that would make the tax system fairer, and below is a
brief overview.

Adding a cost of living adjustment to Connecticut’s income tax. As explained in other reports,
policymakers could make the tax system fairer by adding a cost of living adjustment to Connecticut’s
income tax, a policy also commonly referred to as inflation indexing.”® This would prevent a built-in,
or hidden, annual tax increase on low- and middle-income families and would cost an estimated $46
million a year for each two percentage points of inflation. To make clear the potential impact of this
reform, Figure 6 shows Connecticut’s effective income tax rate by income level.”! In its current form,
Connecticut’s income tax treats any increase in income as an increase in a family’s standard of living
and ability to pay taxes rather than an adjustment in the cost of living. A family’s effective income
tax rate therefore increases even when the family’s income only increases to keep up with the cost of
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the living. This is especially problematic for low- and middle-income families because Connecticut’s
effective income tax rate increases the fastest for families making less than $100,000 a year.

Consider the following example of a full-time minimum wage worker. As Table 27 shows, in 2023,
a full-time minimum wage worker making $15 per hour will earn $31,200 per year and (as a single
tax filer) will pay an estimated 1.9 percent of their income in Connecticut’s income tax.”? Although
Connecticut’s income tax does not adjust for the cost of living, the state’s minimum wage does adjust
starting in 2024. As a result, in 2033, a full-time minimum wage worker making $20.19 per hour—
intended to provide the same standard of living as $15 per hour in 2023 based on annual cost of living
adjustments—will earn about $42,000 a year and pay an estimated 3.9 percent of their income in
Connecticut’s income tax. This more than doubling of the effective income tax rate from 1.9 percent
to 3.9 percent for a full-time minimum wage worker over the next decade will increasingly offset the
benefits of the minimum wage, and the problem will only continue to grow each year until
policymakers add a cost of living adjustment to the key components of Connecticut’s income tax.”?

Creating the Connecticut child tax credit. As addressed extensively in other reports, policymakers
could make the tax system fairer by creating a permanent CT CTC, which would provide substantial
support for low- and middle-income families with children.** Two options are reviewed here.

Option 1—which the Finance, Revenue, and Bonding Committee supported the past two years—
would cost an estimated $279 million a year. As Figure 7 shows, this option consists of a maximum
$420 refundable CT CTC or a maximum $600 nonrefundable CT CTC per child, up to three children;
it phases in at a rate of 4.5 percent of adjusted gross income; and it phases out for single and married
tax filers making above $100,000 and $200,000, respectively.

Option 2—which is more progressive and more similar in design to the temporary Child Tax Rebate—
would cost an estimated $275 million a year. A Figure 8 shows, this option consists of a refundable
$450 CT CTC per child, with no limit on the number of children; it has no phase in; and it phases out
for single and married tax filers making above $100,000 and $200,000, respectively.

Increasing and expanding the Connecticut earned income tax credit. As detailed in other reports,
policymakers could make the tax system fairer both by increasing the CT EITC, which would provide
more support primarily to low-income families, and by expanding the coverage of the CT EITC to
include immigrant families who work and pay taxes but are currently excluded from the federal and
state credit because they file their tax return using an Individual Taxpayer Identification Number
(ITIN).” Increasing the CT EITC to 41.5 percent would cost an additional $54 million a year and
Figure 9 shows that would provide the following maximum credit: $2,878 for a worker with three
children, up from the current maximum credit of $2,115, an increase of $763; $2,558 for a worker
with two children, up from the current maximum credit of $1,880, an increase of $678; $1,549 for a
worker with one child, up from the current maximum credit of $1,139, an increase of $411; and $232
for a childless worker, up from the current maximum credit of $171, an increase of $62. Increasing
the CT EITC to 41.5 percent and expanding it to ITIN filers would cost a total additional $69 million
a year.
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Improving the Connecticut property tax credit. As detailed in other reports, policymakers could make
the tax system fairer by improving the CT PTC which would provide more support for low- and
middle-income families.”® Three improvements are highlighted here. Making the CT PTC refundable
would provide support primarily for low-income families and would cost an estimated $78 million a
year. Making the CT PTC available to renters would provide support for low- and middle-income
families and would cost an estimated $40 million a year. Eliminating the CT PTC’s marriage penalty
by doubling the tax brackets for married tax filers would provide support for middle-income families
and would cost an estimated $39 million a year.

To make clear the effect of the proposed improvements, Figure 10 shows a comparison of the current
CT PTC and the improved CT PTC. Consider the following three examples. First, a single tax filer
that earns $15,000 a year will receive no CT PTC, even if they directly pay at least $300 in the
property tax, because the tax filer has no income tax liability. Under the improved CT PTC, this tax
filer would receive $300 a year. Second, a single tax filer that earns $45,000 a year will receive no
CT PTC if they pay the property tax indirectly rather than directly (e.g., they rent their home and use
public transportation rather than own a car). Under the improved CT PTC, this tax filer would receive
$300 a year assuming they paid at least $1,500 in rent and 20 percent is calculated as a property tax
payment. Third, a single tax filer that earns $48,000 a year and owns their home and directly pays at
least $300 a year in the property tax will receive $300 in the CT PTC. However, two married
individuals that each earn $48,000 a year and file their tax return together will receive only $165,
even if they directly pay at least $300 a year in the property tax. Under the improved CT PTC, this
family would receive $300 a year.

To create a fairer spending system, policymakers could use a portion of the newly generated revenue
to fund major spending reforms, such as increasing funding for early child and education, increasing
funding for public sector jobs, and ensuring funding for CT Baby Bonds. Below is a brief overview
of three proposed approaches to create a fairer spending system.

Increasing funding for early care and education. As detailed in other reports, there are several major
problems with Connecticut’s early care and education (ECE) system, three of are highlighted here.
First, there is a shortage of ECE slots to care for Connecticut’s children, which, among its many
impacts, diminishes the state’s labor force and contributes to a slow, inequitable job recovery. Second,
Care 4 Kids, the state’s largest ECE subsidy program, includes a “family fee” that excessively burdens
many low- and middle-income families, and even with that excessive fee the Care 4 Kids payment to
providers is generally insufficient to cover the cost of high-quality ECE programs. Third, ECE
workers are paid a low wage, reducing the quality and quantity of ECE programs available to families.
To address these problems, policymakers could use increased funding to reduce or close the shortage
of ECE slots; to cap the Care 4 Kids family fee at 7 percent; to expand the eligibility of Care 4 Kids
by increasing the initial qualifying threshold from 60 percent of the State Median Income to 85
percent, the maximum threshold allowed under federal law; to increase the Care 4 Kids subsidy so
that it is more in line with the market rate for high-quality ECE programs; and to make permanent
and/or further increase the wage subsidies for ECE workers provided in the fiscal year 2023 budget
adjustment so that pay of ECE workers is more in line with the overall typical worker.”’
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Increasing funding for public sector jobs. As detailed in other reports, Connecticut’s slower job
recovery compared to the U.S. as a whole is due in part to the decline in state and local government
jobs, the sector over which state policymakers have the most direct control. For example, as of
October 2022, the U.S. as a whole has already fully recovered the jobs lost since the start of the
pandemic-induced recession, but Connecticut still has a job shortfall of 1.8 percent and it ranges from
1.4 of private sector jobs to 4.4 of public sector jobs. For a further breakdown, Connecticut has lost
5,800 local government jobs and 4,600 state government jobs since the start of the pandemic-induced
recession; and, even worse, the state has lost nearly 30,000 public sector jobs since the start of the
Great Recession—specifically 21,800 local government jobs and 8,100 state governments. Also
important, public sector jobs, which are highly unionized, are essential for reducing Connecticut’s
high level of income inequality and racial and ethnic income gaps, meaning the loss of public sector
jobs not only slows the state’s job recovery but also increases the state’s high level income inequality
and racial and ethnic income gaps. To address these problems, policymakers could use increased
funding to fill public sector jobs, some of which, such as auditors at the Department of Revenue
Services, would generate substantial tax revenue in addition to the benefits of supporting job growth
and reducing income inequality and racial and ethnic income gaps.”®

Ensuring funding for CT Baby Bonds. As detailed in other reports, Connecticut has high level of
wealth inequality and racial and ethnic wealth gaps in addition to and due in part to the high level of
income inequality and racial and ethnic income gaps.®” Similar to income inequality, a high level of
wealth inequality contributes to poverty and the problem tends to be even worse for families of color
due to the addition of substantial racial and ethnic wealth gaps that increase wealthy inequality for
those families. Moreover, as reviewed earlier in this report, “a child growing up in a family whose
income is below the poverty line experiences worse outcomes than a child from a wealthier family in
virtually every dimension, from physical and mental health, to educational attainment and labor
market success, to risky behaviors and delinquency.”'® To address these problems, Connecticut
became the first state in the nation to establish a baby bonds program for low-income families.
Specifically, for every baby whose birth is covered by HUSKY (Connecticut’s Medicaid program),
the state will deposit up to $3,200 into the CT Baby Bond Trust. Then, starting at age 18, an eligible
beneficiary can make a claim for the funds to be used to start or invest in a Connecticut business, buy
a home in Connecticut, pay for higher education, or save for retirement.!®! Unfortunately, the fiscal
year 2023 budget revision delayed the start date from births after July 2021 to births after July 2023
and it delayed the authorization of bonds to fiscal year 2025.!%2 To ensure that Connecticut addresses
the problem of wealthy inequality and racial and ethnic wealth gaps, policymakers could provide
funding for CT Baby Bonds rather than once again delay the program.
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Table 25. Summary of Policy Options for Generating Revenue

Policy Options In Millions
Reforming Connecticut's Tax Revenue Restrictions
Newly Available Revenue from Past and Projected Additional Pension Debt Payments
Based on Additional Pension Debt Payments, FY 20 - FY 22 $492
Based on Additional Pension Debt Payments, FY 20 - FY 22, Plus Projected FY 23 $734
Revenue from Reforming Tax Revenue Restrictions in Upcoming Budget $1,544
Volatility Cap Component $1,170
Revenue Cap Component $406
Eliminating or Reducing Connecticut's Tax Gap
Revenue from Eliminating or Reducing CT's Income Tax Gap Up to $2,590
Eliminating CT's Income Tax Gap for Top 5 Percent of Tax Filers Only Up to $1,365
Eliminating CT's Income Tax Gap for Top 1 Percent of Tax Filers Only Up to $725
Eliminating or Reducing Connecticut's High Cost, High Growth Tax Expenditures
Eliminating or Reducing Six Selected Tax Expenditures Up to $769
Computer and Data Processing Services Up to $363
Motor Vehicles and Vessels Purchased by Non-Residents to Use out of State Up to $127
Film Production Up to $93
Aircraft Repair and Manufacturing Up to $81
Renovation and Repair for Residential Property Up to $65
$2.5 Million Cap on Unitary Liablity Up to $40
Increasing Connecticut's Taxes on the Wealthy
Increasing CT's Top Income Tax Rates on CT AGI
Option 1 $300
Option 2 $410
Option 3 $500

Increasing CT's Top Income Tax Rate on Investment Income
Option 1 (Low estimate is for capital gains, high estimate adds dividends and interest)
Option 2 (Low estimate is for capital gains, high estimate adds dividends and interest)

Increasing CT's Estate and Gift Tax
Option 1
Option 2

Establishing a Statewide Property Tax on High Value Homes
Option 1 (Low estimate is for 1 mill, high estimate is for 5 mills)
Option 2 (Low estimate is for 1 mill, high estimate is for 5 mills)
Option 3 (Low estimate is for 1 mill, high estimate is for 5 mills)
Option 4 (Low estimate is for 1 mill, high estimate is for 5 mills)

$150 to $185
$305 to $375

$150
$100

$39 to $195
$29 to $145
$22t0 $110
$17 to $85

* Revenue estimates for increasing CT’s top income tax rates on CT AGI and investment income are from the

Institute on Taxation and Economic Policy.
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Table 26. Summary of Policy Options for Creating a Fairer Tax System

Policy Options In Millions
Adding a Cost of Living Adjustment to Connecticut's Income Tax
Indexing CT's Income Tax (Exemption, Brackets, Personal Credit) with 2% Inflation -$46
Indexing CT's Income Tax Exemption with 2% Inflation -$11
Indexing CT's Income Tax Brackets with 2% Inflation -$28
Indexing CT's Income Tax Personal Credit with 2% Inflation -$6

Creating the Connecticut Child Tax Credit
Maximum $420 Refundable CT CTC, $600 Nonrefundable CT CTC

-$279
Phase In at 4.5%. Phased Out Above $100,000 (Single), $200,000 (Married)
$450 Refundable CT CTC $275
No Phase In. Phased Out Above $100,000 (Single), $200,000 (Married)
Increasing the Connecticut Earned Income Tax Credit
Increase CT EITC to 41.5% of Federal EITC -$54
Increase CT EITC to 41.5% of Federal EITC and Add ITIN Filers -$69
Improving the Connecticut Property Tax Credit
Make CT PTC Refundable -$78
Make CT PTC Available to Renters (20% of Rent Counts as Property Tax) -$40
Eliminate CT PTC Marriage Penalty By Doubling Tax Brackets for Married Filers -$39

* Cost estimates from the Institute on Taxation and Economic Policy.
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Figure 6. Effective Connecticut Income Tax Rate
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*Data from CT DRS and author’s calculations.

Table 27. Estimated CT Minimum Wage and Income Tax Burden

Estimated CT Income Tax Burden
CT Minimum Wage Single Tax Filer
Year Effective
Per Hour Annual In Dollars

Tax Rate
2023 $15.00 $31,200 $604 1.9%
2024 $15.45 $32,142 $702 2.2%
2025 $15.92 $33,112 $806 2.4%
2026 $16.40 $34,111 $905 2.7%
2027 $16.89 $35,141 $996 2.8%
2028 $17.40 $36,201 $1,089 3.0%
2029 $17.93 $37,294 $1,183 3.2%
2030 $18.47 $38,419 $1,279 3.3%
2031 $19.03 $39,579 $1,376 3.5%
2032 $19.60 $40,773 $1,475 3.6%
2033 $20.19 $42.004 $1,620 3.9%

*Data from U.S. Bureau of Labor Statistics, CT Department of Revenue Services, and
author’s calculations. Estimated minimum wage per hour is calculated using the average
increase in the employment cost index since 2017 and annual salary is calculated using 40
hours per week. CT income tax is calculated for a single tax filer and does not include the
CT EITC.
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Figure 7. Proposed Connecticut Child Tax Credit, Option 1
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Figure 8. Proposed Connecticut Child Tax Credit, Option 2
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Figure 9. Proposed Connecticut Earned Income Tax Credit, 2022
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Figure 10. Current and Proposed Connecticut Property Tax Credit
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Conclusion

This report has two primary, related objectives: the first objective is to build the case for improving
Connecticut’s fiscal year 2024 and fiscal year 2025 biennial budget so that it provides more support
for low- and middle-income families, and the second objective is to develop policy options.

The first section of the report began to build the case for improving Connecticut’s budget so that it
provides more support for low- and middle-income families. The section proceeded in three parts.
The first part showed that pre-tax income inequality and racial and ethnic income gaps decreased in
Connecticut last year, but the state still has the third highest level of pre-tax income inequality during
a period of historic income inequality in the U.S. as a whole, and the state also still has substantial
pre-tax racial and ethnic income gaps that tend to result in a higher level of income inequality for
families of color. The second part showed that Connecticut’s tax system is unfair because it
disproportionately burdens low- and middle-income families, especially families of color, and thereby
increases post-tax income inequality and racial and ethnic income gaps, offsetting in part the recent,
important reduction in pre-tax income inequality and racial and ethnic income gaps. The third part
showed that Connecticut’s spending system is unfair because the high level of spending required to
service long-term obligations past generations insufficiently funded limits spending on public
services and investments that support the current generation of low- and middle-income families. It
also showed that although Connecticut should certainly make the required full pension debt payments
each year, additional payments increase the unfairness of Connecticut’s budget and are not necessary
to fully fund the state’s pension systems on a set schedule.

The second section of the report continued to build the case for improving Connecticut’s budget in
the process of developing policy options. The section proceeded in five parts. The first part showed
that in addition to the estimated $490 million to $735 million in newly available revenue annually
due to past and projected additional pension debt payments, policymakers could generate an average
of $1.5 billion a year in revenue during the next budget cycle by reforming the use of funds from two
major tax revenue restrictions, the volatility cap and the revenue cap. The second part showed that
policymakers could potentially generate up to $2.6 billion a year, largely from high-income and
wealthy tax filers, by providing additional funding for the Department of Revenue Services to
eliminate or reduce the state’s income tax gap. The third part showed that policymakers could
generate up to about $770 million a year by eliminating or reducing six of the state’s high cost, high
growth tax expenditure programs. The fourth part showed that policymakers could generate several
hundreds of millions of dollars or more a year by reasonably increasing the top income tax rate, by
reasonably increasing the estate and gift tax, and/or by establishing a reasonable statewide property
tax on high value homes. The fifth part provided a summary of policy options to improve
Connecticut’s budget, which involves generating revenue to fund the creation of a fairer tax system
and a fairer spending system.
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