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1. Introduction

In some respects, the history of taxation in Vermont is the history of a state
trying to deal with alternatives to the property tax, or trying to find a better
way to tax income.
- Paul Gillies, oThe Evolution of the Vermont State Tax System ¢

This report is written by three Vermonters of different backgrounds and varying tax system

experiences (Appendix 1 -1). We first convened in December 2018, tasked by the Legislature

and Scott Administration with developing long  -term recommendations to help make the

Stateds overall revenue system more fair, more su
beginning, we committed to operate by consensus. We believed, and continue to believe, our

commission should only put forth recommendations that all three of us can suppo  rt.

We worked for almost a year and a half before COVID shut down much of Vermont in

March 2020. Given the uncertainty in the early days of the pandemic around the nature of

the disease and its potential effects on our society and our economy, we suspended our  work
for two months. Once it became clear that some economic activity would continue, and that
there were measures people could take that would allow them to keep functioning during

the pandemic, we resumed our work.

As we deliver this report at the star t of 2021, infections and deaths are climbing across the
country , but the distribution of effective vaccines ha s allowed us and everyone else to look
forward to a post -pandemic world.

The pandemic impacted both the logistics of our work as well as the da ta and issues we
were tasked with analyzing.

In terms of | ogistics, we had hoped to travel the
talk through priorities and solutions in ~ -person. We did hold meetings in the State House

and various public libraries  throughout our first year. We also scheduled a spring 2020

series of community panel discussions with experts to explore key revenue issues. Alas,

that series had to be cancelled and our last several months confined to public Zoom

meetings. All told, we still managed to hold more than three dozen public meetings, both in -

person and online, and take written and oral testimony from more than 60 experts and

members of the public (Appendix 1-2).

The process concluded with our publishing a draft reportin ~ January 2021 with a two -week
period for public comment. The questions, suggestions, and critiques that we received from
business and professional organizations, municipal organizations, legislators, local officials,
tax professionals, public policy experts , and the general public were constructive and

helpful in filling in gaps in the report and strengthening weak spots, and we are grateful to

all who commented (Appendix 1 -3).

In terms of data, it is clear to us that the pandemic has accelerated some long  -standing
trends: more shopping online and less brick -and-mortar retail, more remote work, more use
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of video for professional and social gatherings, more telemedicine, more remote education.
It is not clear that other than accelerating these trends, the pan demic will change the
contours of our economy. Our data comes from the pre -COVID economy; our
recommendations (summarized in Chapter 2) will be implemented in the post  -COVID
economy. We therefore have accounted for the COVID -induced acceleration of the abo ve-
mentioned trends in our recommendations, but they are not recommendations for a COVID
economy 4 they are recommendations for a healthy post -COVID Vermont economy.

Our approach was to work within each major tax area, and among the major tax areas, to
make the overall tax burden on Vermonters more fair relative to horizontal equity, with
people of similar ability to pay bearing similar tax burdens, and vertical equity, with an

effort to ensure that those with less ability to pay bear a lesser burden, and those with a
greater ability to pay contribute a greater amount.

We recognize the Principles of a High -Quality State Revenue System, developed by the

National Conference of State Legislatures (2007), apply to the entire tax structure A notto

each tax. No individual tax can achieve them all/l
tax structure in Chapter 3.

We recognize the conundrum posed by income and wealth, with the latter being a more

accurate barometer of ability to pay but also far more difficult to assess. In Chapter 4 we

discuss the interplay between income and assets and what it means for fairness. Theni n

Chapter 5, we present two compelling reasons to restructure Ver mont 6 s system of t
transfers, particularly with respectto  support for low -income Vermonters.

Our predecessor, the Blue Ribbon Tax Structure Commission of 2009 -2011, concentrated on
income tax reform and made significant recommendations, severa | of which have been
enacted in recent years (Tax Structure Commission, 2019) . With that in mind, we chose to
concentrate the bulk of our time on education and consumption taxes  and the overall tax
structure .

We believe our di verse experiences are a strength and we wanted each of our voices to come
through. We each drafted different sections of this report, and as  a result, you may notice
significant shifts in writing style from chapter to chapter.

We recognize that Vermont s s chool spending is among the highe
education property tax is often cited as our stat
proposal to restructure the homestead education tax and make other reforms to the way we

pay for educat ion.

Chapter 7 enumerates steps for Vermont to dramatically expand its sales tax base while

slashing the tax rate. The plan is bold, but the concept is not unique. Ten years ago, the

Blue Ribbon Tax Structure Commission also called for a significant expa  nsion of the tax

base. Thatds two separate commi ssions, with six d
backgrounds, all agreeing that it doesndt make se
narrowest sales tax bases in the nation.

We discuss health care taxes i n Chapter 8, opportunities for income tax and estate tax
modernization in Chapter 9, and obsolete and inefficient taxes in Chapter 10.
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In Chapter 1 1 we propose a timeline for our recommendations and call attention to steps
that must be taken before some o f the recommendations can be implemented.

InChapter1 2, we discuss Vermontds changing |l andscape a
change & demographics, technology, and climate & underscore the importance of having an

agile tax structure. We provide neither comprehensive analyses nor forecasts but rather

offer thoughts on how to approach the tax implications of such significant changes.

We have worked to simplify the overall tax system in two major ways. First, we have
endeavored to make recommendati ons that will make many individual taxes simpler.
Second, we have made recommendations to eliminate a number of taxes outright. Falling
into both these categories is the homestead education property tax, which currently is
exceptionally complicated. We have recommended eliminating the education property tax
on homestead housesites and replacing it with an education tax based on income for all
Vermont residents. We have also recommended eliminating the Telephone Personal
Property Tax.

On the subject of m aking our overall tax system more sustainable, we have been mindful of
recommending changes that will make our tax system responsive to changes in the

economy, technology, and environment without requiring further legislation. We hope that

our recommendati ons regarding the education property tax make that more sustainable.

We believe it removes one of the biggest sources
system, which is the growing demands by Vermonters for lower property taxes, and for

property ta xes that do not grow disproportionately.

Our commission was to review how the State raises revenue, and did not include a charge

to consider State spending. We did, of course, hear a great deal from Vermonters about how
the State spends money. We acknowle dge the concerns of Vermonters around spending, and
in particular around education spending, and we recognize and are grateful for the work

the Legislature has done and is doing in those areas.

We hope our recommendati ons i mpemiveans df enakingpint 6 s ove
more fair, simple, and sustainable.
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2. Summary of Recommendations

The Commission appreciates the attention the Legislature and the Administration continue

to give to guiding Vermont through the pandemic, and we agree that it should be the
Stateds top pr i dorthispasdniwie bavesliges sur ro aommendations not in
order of significance, but rather in an order we think can and should be implemented. We
believe the first two recommendations can be initiated duri ng these uncertain times, and
they strengthen our ability to analyze, manage, and improve our tax structure.

The Commission makes the following recommendations:

1. Undertake tax incidence analysis in order to eliminate tax
burden/benefit cliffs

Establish an  ongoing Education Tax Advisory Committee
Restructure the homestead education tax

Broaden the sales tax base

Modernize income tax features

Improve administration of property tax

Create a comprehensive telecommunications tax

Utilize tax po licy to address climate change

Collaborate with other states so each state can  build a fairer, more
sustainable tax system

©CoOoNO~WN

Recommendation 1: Undertake Tax Incidence Analysis in Order to
Eliminate Tax Burden/Benefit Cliffs

Key components:
A. Undertake an ongoing study of income, taxes, and the transfers or
benefits that help families meet their basic needs.
B. Find ways to eliminate the tax and benefit cliffs.

Although we think of taxes as payments to government, the r  edistribution of those
payments, through benefits and credits, is crucial in determining the equity of the whole
structure. A comprehensive and ongoing study of income, taxes, and the transfers or
benefits that help families meet their basic needs would he Ip future legislatures look at
changes over time, recommend adjustments, and measure progress ( 1A).

As demonstrated in  Vermont Basic Needs Budgets and Livable Wage (Legislative Joint
Fiscal Office, 2021) , different family types have different needs. Looking at the combined
effect of taxes and public benefits for different family types at different income levels would
reveal where the family may go backwards f earning more in wages but losing a greater
amount in benefits (aka the benefits cliff). This is devastating if it is unexpected,; if it is
anticipated, it is a disincentive to work. We need to make it a reality for people to work
more hours, take on maore responsibility in their job, earn more money, and see some
improvement in their ability to make ends meet.

4|Page
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There is a crucial link between our other recommendation to broaden taxes dparticularly
the sales tax i and this recommendation to analyze the current distribution of taxes and
benefits, and to remed y the unintended problems. A significant portion of the new revenue
resulting from the broadened sales tax would be deployed to strengthen and rationalize the
distribution system to support lower -income Vermonters, and to make sure that no one is
harmed by the tax changes ( 1B).

Recommendation 2: Establish an Ongoing Education Tax Advisory
Committee

The importance of education, the size of the Education Fund, the complexity of education
finance, and the fact that the yield(s) and rate(s) must be set annu  ally lead us to the
conclusion that a structured commitment to the management of the finance system is
warranted.

We recommend an ongoing Education Tax Advisory Committee to monitor the system, to

conduct analyses, to report regularly, and to make annual  recommendations to the

Legislature. Annual recommendations would include the tax rate(s) and yield(s) and the

amount of the stabilization reserve. Other recommendations, such as adjusting student

weights or other changes to the system could be broughtto t he Legi sl aturefds atte
needed. With time, study, and analysis the process would build the capacity of the members

and strengthen the ability of the Legislature to manage the education finance system.

Recommendation 3: Restructure the Homestead Education Tax

Key components:

A. Eliminate the  property tax credit

B. Eliminate the homestead education property tax, and implement an
income -based education tax for all residents (owners and renters) with
rate tied to locally voted budgets.

C. Levyt he non -homestead education property tax on all property except the
residence and 2 -acre site.

D. Create renter credit to offset the non -homestead property tax effectively
paid through their rent.

The commissioners agree that the complexity is overwhelming th e effectiveness of the
current homestead education tax.

We recommend eliminating the property tax credit (3A) and levying a direct tax instead.

The current system, with a homestead property tax in one year and an income  -based credit

coming in the followin g year, obscures the connection between the budget vote and the tax

bill. It also leads people to see the credit as a subsidy rather than a means to calculate each

househol dds fair share. |1t creates adminilgtrative
the credit to the tax bills, and then answer questions from homeowners. There are also

confidentiality concerns, as the credit amount is an indication of household income. In
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addition, it means that a tax increase in one fiscal year is only partially co vered in that
year; some of the cost must be made up in the following fiscal year.

The current system allows homeowners to choose the lesser of the education property tax
on their housesite or a tax on their income. This double system creates more thand  ouble
the trouble, as it forces the match between the two systems, administered by different

levels of government, with different calendars, with different confidentiality requirements.

We recommend moving to a single system and, to maintain equity,  the single system we
recommend is a direct residential tax on income (3B).

Before endorsing income, we examined:

1 Whether house value is a good proxy for wealth, and we found that it is not; house
value is a high proportion of net worth for low -income households and a low
proportion of net worth for high -income households.

1 Whether house value is a good indication of income, and we found that it is not; a
house value of average value is owned by households of all incomes.

1 Whether a housesite exemption could of fset the regressivity of the property tax
without necessitating an income -based adjustment, and we found it could not.

Given the divergence between the value of a house and both income and wealth, and given
the impracticality of determining, measuring or taxing net worth, the Commission believes
that income is the best way to measure tax burden on a given taxpayer and is the most
progressive way to tax residents for education at this time.

While the historical and administrative reasons for the distinction between renters and
homeowners are clear, the Commission could not find a principle -based justification for
treatin g the two groups of residents differently. The Commission believes the locally voted
education tax should be based on the income of all residents. Renters would receive a credit
to offset the education property tax paid through their rent (3D). We recommend initiating
a process of data collection and analysis to enable the implementation of this change.

The Commission believes that the equity of the locally voted education tax is crucially
important. Unlike many other taxes, it both collects and distribut es. After the allocation of
categorical grants, we rely on the locally voted tax to raise the amount needed to provide

the education of the students in each district. If this tax is inequitable, it is likely that
education will be distributed inequitably. For this reason, we believe the relationship
between income, poverty, and education spending is vitally important to track. At this time,

it appears that a combination of district consolidation, heavier weighting for poverty, and
moving to an income -based tax for residents will improve the equity of the education tax.
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Recommendation 4: Broaden the Sales Tax Base

Key components:

A. Expand the sales tax base to all consumer -level purchases of goods and
services except health care and casual consumer -to-consumer
transactions.

B. Use the gain from broadening the base to protect low -income Vermonters
and reduce the sales tax rate to 3.6%.

C. In health care, extend the provider tax to those provider categories that
are not currently included and move t o a single provider tax rate

D. Use the gains from broadening the provider tax base to lower the rate to
a level below the current average rate.
E. Continue to eliminate the sales tax on business inputs.

All other things being equal, a broader tax base is more  fair, more sustainable/stable, and
simpler than a narrow tax base. If you combine a broader tax base with a lower rate, the
new system becomes even more sustainable.

Vermont has one of the narrowest sales tax bases in the nation. There are a variety of
historical reasons for the exclusion of various industries and economic categories from the
sales tax. We examine each of those reasons, and find that there are only three categories
whose exclusions from the sales tax still make sense: health care, whose ¢ omplexity
requires separate treatment; casual sales for which the administrative burden of sales tax
collection outweighs the potential revenue; and business inputs  (4A, 4B).

In particular, we believe there are more efficient ways to protect low-income Vermonters
from the burden of a sales tax on necessities, and more effective way s to promote
community goods, than exemptions from the sales tax. We also believe that there is nothing
inherent in services that makes them less amenable to a sales tax than goods, and the
historic exclusion of most services from the sales tax will become more destabilizing over
time as services become a larger and larger portion of the consumer economy.

As part of our proposal, the Commission recommends extending t he sales tax to those
grocery-type items currently exempt from the meals tax, including items like whole pies,
cakes, loaves of bread, etc., to be consistent with the extension of the sales tax to groceries.

We conclude that health care is not amenable to a sales tax, but that we can improve on the

fairness, simplicity, and sustainability of our current system of taxing health care without

' imiting Vermontersd access to health care by ext
health care provider categor ies that are not currently subject to the provider tax (4C, 4D).

The new revenue resulting from the broadened sales tax would be deployed first to
strengthen and rationalize the distribution system to support lower -income Vermonters,
and to make sure that no one is harmed by the tax changes, and second to lower the sales
tax rate to 3.6% (4C).
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Recommendation 5: Modernize Income Tax Features

Key components:
A. Expand the personal income tax base.
B. Study the effect on Vermont pass-through entities of an  entity -level tax.
C.Examine opportunities to improve Vermontods e
D. Explore options to improve the corporate income tax.

We recommend expanding the personal income tax base by a) continuing to promote
Vermont as a remote worker destination and ensuri  ng that rural areas have the
infrastructure such as high -speed broadband internet to support remote workers, and b)
continuing to review tax expenditures to ensure these expenditures are accomplishing the
purpose for which they were intended (5A).

We recommend studying the effect on Vermont pass-through entities (PEs) of an entity -
level tax to replace the present system of nonresident withholding and composite return

filing (5B). The Commission considers this study to be a long-term recommendation and not
one that should be rushed in pursuit of short -term benefits, such as a workaround for the
federal Tax Cuts and Jobs Act 8 s  $ 1 §tateGid@ocal tax deduction cap. Consider
mandatory composite filing for all PE s with nonresident members. Continue to allow  the
individual nonresidents to file a Vermont return and take a credit for their share of the

taxes paid.

We recommend examining opportunities to improve V
to monitor what our neighboring states and the federal govern  ment are doing relative to

exemptions, b) studying in the future the possible elimination of the present estate tax

structure and r ege¢nmedsaledg tiytp ewiotf h (58)xOheoCommdissiant h
understands the recent overhaul of the estate tax in 2016 and increase in the exemption in

2021 to $5,000,000 was a meaningful change and has made the estate tax much easier to

understand and administer. The goal of the Commission is to look to the future, ten to 20

years and as such, we make t his recommendation to the Legislat ure for future reference.

We recommend exploring several aspects of corporate income tax, including: a) the effect of
adopting Finn igan with respect to unitary tax apportionment, b) the effect of adopting a
Single Sales Factor approach to apportionment for multistate corporations, c) tax
expenditures related to the corporate tax to ensure they are still serving their intended
purpose (5D).

Recommendation 6: Improve Administration of Property Tax

Key components:
A. Move exp enditures for mental health services and for employee health
insurance from the Education Fund to the General Fund.
B. Develop a program at Property Valuation and Review to appraise large
and/or complicated property and to defend the appraisals.
C. Study alternatives to the common level of appraisal.
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In order to align local budgets with the costs local officials can actually control, we
recommend the State move expenditures for mental health services and for employee
health insurance from the Education Fu nd to the General Fund (6A), along with
proportionate revenue sources.

We recommend the creation of a program at Property Valuation and Review to appraise
large and/or complicated property and to defend the appraisals (6B). We also recommend
analyzing other ways in which local administration could be strengthened and supported by
the State. The current per -parcel payment should be reviewed and a payment schedule that
is based on both the size of the town and the certificatio n of the local officials should be
considered. We believe that the State can make investments in the administration of the
property tax that will be offset by increased tax revenue.

Finally, we call for a study of alternatives to the common level of appra isal (CLA) (6C). The
State must ensure Vermonters in different towns pay a comparable education tax on

properties of equal value and therefore must be able to determine what constitutes equal
value. However, the CLA can contribute to wild swings in valuati on estimates and tax
liability. Several alternatives have been proposed and should be studied to evaluate

fairness, simplicity, and administrative burden.

Recommendation 7: Create a Comprehensive Telecommunications Tax

Key components:
A. Repeal the Telepho ne Personal Property Tax.
B. Study changing Federal Communications Commission regulations.
C. Craft a comprehensive telecommunications tax with an adequate
revenue stream to sustainably support the Vermont Universal Service
Fund, E911 , and public access services

We recommend repealing the Telephone Personal Property Tax as it is declining every year
and is based on somewhat outdated technology as a base for the tax (7A). The State should
replace the lost revenue with another source based on more contemporary and long  -term
sustainable technology, or simply increase other telecommunications taxes on the providers
to make up for this lost revenue.

We recommend creating a comprehensive tele communications tax, with careful attention to
changing Federal Communications Commission regulations (7B), that also supports the
Vermont Universal Service Fund, E9Q11 , and public access services (7C).
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Recommendation 8: Utilize Tax Policy to Address Climate Change

Key components:

A. Implement tax credits and exemptions to reduce the upfront cost of some
investments that will make the transition to a low -carbon economy
possible.

B. Take a fresh look at the role of taxes in mitigating climate change.

C. Whether it is a carbon tax or a cap -and -trade agreement, care must be
taken to return revenue to lower -income households.

Even though the Commission strives to keep the tax base as broad as possible, we support
the use of tax credits and exemptions to r educe the upfront cost of investments that will
make the transition to a low -carbon economy possible (8A).

We recognize that Vermont, being farther north and farther from the Atlantic than many

northeastern cities, will see interest from people movingto  avoid the consequences of

climate change. At the same time, we recognize that intact forests are important tools in

addressing climate change as they store carbon, prevent erosion and flooding, and protect

biodiversity. Are we able to guide new development toward villages and away from forests?

The Vermont Climate Action Commi ssion report puts
greenhouse gas emissions, severe weather, and financial challenges prompt a fresh look at

Ver mont ds smart gr owt usegovemnande aggnieans to address dinsate d

¢ h a n ¢/ermont Climate Action Commission, 2018) . We agree. And we recommend that

the fresh look include the role of taxes in the mix (8B).

Although the tools chosen to speed the transition to clean energy may not technically be
taxes, we recommend carefully returning revenue or benefits to overcome any potential
regressivity (8C).

Recommendation 9: Collaborate With Other States to Build a Fairer, More
Sustainable Tax System

Key components:
A. Add an annual road use fee to the registration fees for electric cars.
B. Partner with other states to coordinate and strengthen our tax
structures.
C. Work with other states to develop uniform asset -reporting requirements
and collect information.

Every state in the nation is evaluating decreases in gasoline consumption as a threat to
transportation funds. We recommend that Vermont add an annual road use fee to the
registration fees for electric cars as their contribution to the Transportation Fund in lieu of
paying gas taxes (9A). This fee should persist until the technology is available to charge
each vehicle for the miles, or even better, the pound -miles it travels on Vermont roads. We
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also recommend that the Vermont Agency of Trans portation and Department of Taxes

track other approaches as they progress in other states to ensure that our system continues

to evolve and adopt best practices. We note this is a first step, and that it does not address

the decline in gasoline taxes caused by the transition to electric cars by visitors from out of

state, who wil!/ al so not be paying gasoline taxes
Over time, we expect that a portion of the tax collected on electricity will need to go into the

Tran sportation Fund.

The Commission recommends collecting information on assets in Vermont, initiating
reporting requirements if necessary, and working with other states to explore the issues
and to design and evaluate possible uniform approaches (9C). The effort of the Multistate
Tax Commission to bring clarity and consistency to the sales tax through the coordination
of member states is a recommended model.

The Commission recommends collaborating and partnering with other states to coordinate

and strengthen our tax structures (9B). Some past successful efforts include streamlining

the sales tax with the Multistate Tax Commission and joining the Regional Greenhouse

Gas Initiative. This type of partnership has the
b ot t iowhich states try to lure business by lowering taxes; it clarifies jurisdictional

issues; it simplifies filings for businesses in several states; and it improves the state s6tax

structure s. Rather than racing to the bottom , together we may be able to mo ve the middle,

and end up with a fairer system.
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3. Principles and Whole Tax Structure

Introduction

The General Assembly directedthe Tax Structure Commi ssion (0TSCO o
or ot hi s Cdomwnhiasvsei oansé )i t s g ¢hatlprovides sustainabilisyy st e m
appropri at ene s(¥ermoat Aot 11,e2018,ip.t232)0. Accordingly, the Principles of

a High -Quality State Revenue System ( 60t h e P r ,ideveldpedibyettse National

Conference of State Legislatures (2007), were adopted by the TSC with minor changes to

guide our analysis of the current structure and our evaluation of possible recommendations.

Before applying the principles, it is important to note three considerations.

1. The Principles are designed to be applied to the tax structure as a
whole. Although each tax contributes to the structure, and the role of each tax
in meeting each goal is important, some principles can only be evaluated by
looking at the bigger picture. Achieving reven ue stability through a balanced
variety of revenue sources, for example, requires looking at the combined effect
of all the pieces.

2. Some principles are conflicting. For example, taxes that are the simplest are
not likely to reflect the ability to pay. Or, a tax that is in line with one in a
neighboring state may not raise sufficient revenue. The principles do not include
measurements of success, but rather they refle ct general goals that can be met to
different degrees. Tradeoffs and balancing are required. Again, the goal is to look
at the whole structure and the whole set of principles.

3. The goal of aligning a state tax system with the Principles is a moving
targe t. For the tax structure to reflect these principles over time, it must
respond to changes in needs for revenue, changes in the economy, and changes in
the population. To a certain extent the structure can be designed to minimize the
frequency of legislati ve intervention needed, but maintaining the right mix of
revenue sources and tax levels to meet changing public needs will require
periodic review, analysis, and modernization.

This chapter evaluates Vermontds taxnthdatructure, a
structure, based on the principles of sustainability, equity, and appropriateness. It also

offers a few words on the goal of taxing bads not goods 0 the idea that shifting taxes away

from socially beneficial activities and onto socially harmful acti vities can achieve social

goals and increase economic efficiency.

This leads to Chapter 4, which examines the ability to pay in terms of income, and in terms
of assets. In Chapter 5, we make the case for an ongoing study of income, taxes, transfer
payments, and government benefit programs in order to better understand the equity and
progressivity of our tax structure as a whole.  We also make a recommendation for
restructuring taxes, transfer payments, and government benefits with the two goals of
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ei mi nating the oObenefits -inocomefVérmanterafroohangf pr ot ect i ni
additional tax burden caused by the changes we are recommending to the tax system.

In the following evaluation of Sustainability, Equity, and Appropriateness, the bullet poin ts

in the box under each heading are extracted from the Principles (National Conference of
State Legislatures, 2007) .

Sustainability

A Comprises elements that are complementary| incl
and local governments

A Produces revenue in a reliable manner, prjioriti
A Relies on a balanced variety of revenue sfppurces
Balance

Although there are no accepted optimal proportions, it is generally agreed that a state 60s t ax
portfolio should include a mix of consumption, property , and income taxes both to provide a

broad tax base and to promote revenue stability, as different taxes tend to have different

economic cycles. The chart below shows the average mix in all state s, the current mix in

Vermont, and the mix that would result if the tax on all housesite property were replaced

with an income -based tax as recommended by the Commission .
1

Shares of State & Local Tax Revenue: VT and U.S., 2018
40%
35% -
30% ]
25%
20%
15%
10%
R
o [ ]

Property Sales Income Other

VT current mVT: income instead of Ed property tax on all housesita8US State Average

Figure 1 Graph by Tax Structure Commission using d&tam U.S. Census 2018 Annual Survey of State and Local
Government Finances (2020), with a correction for local property taxes paidootnote below.

lg+¢ [/ dINNByGé FOGOGNROGdzGSE GKS LRNIA2Y 2F (K$I6XKMYSEGSI R ¢
(Sheehan & Wexler, 2020, p. 24p the income tax category, not property takhis does not show the

recommended change concerning renters which is assumed to be a credit equal to, and offsetting, the additional

tax amount.
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Currently, Vermontds r el i avwawrageanditshelangeomtheer t y t ax

sales tax is below average. The Commission has recommendations to decrease the reliance
on the property tax (by replacing the housesite education property tax with an income -
based tax) and for increasing the base of the s ales tax to eliminate most expenditures and
to include services. Because the Commission is also recommending a decrease in the sales
tax rate, the net effect on the sales tax will be revenue neutral and the sales tax proportion
relative to total revenue wi Il therefore remain the same.

But, even with this type of balance, the revenue stream can be volatile, depending on
changes in the tax bases, changes in the population, changes in the economy, and changes
made by the Legislature . Volatility can result not only in changes in the tax base from year
to year, but also in changes between the time the budget is prepared and when the tax
revenue is actually collected. This volatility is seen in the income tax and the sales tax. This
within -year volatility is dealt with by maintaining a stabilization reserve and/or adjusting

the budget mid -year to account for changes.

This within -year revenue vo latility is mostly avoided by the property tax for two reasons.
First, rather than keeping the same rate from year to year, the property tax rate is set each
year to raise the revenue needed. The rate is calculated by dividing the amount needed by
the tax basefi so the right amount is billed. However, as noted below, this exchanges
revenue volatility for rate volatility. Second, rather than applying the tax rate to the

coming yeards tax base, which is unknown at
property tax rate is applied to a tax base that is determined and fixed before the rate is set.

But volatility is also an issue for the taxpayer. The stability of the Education Fund, for

example, results from the property tax functioning as a shock absorber , making up for the
combined increases and decreases in other revenue sources so that the Education Fund is
filled. The income t ax, in contrast, varies
it less of a problem for the taxpayer. While this means the tax revenue is variable, it also

serves as an automatic stabilizer to the economy; in recessionary times, the tax is reduced,
enabling consumer spending.

Sustainability and the Major Tax Types

Sustainability and Education/Property Tax

The Principles call for the taxes of state and local governments to be complementary.

V e r mo aoutrdhtsstate/local system relies disproportionately on the property tax, which is
the main source of local government revenue. Shifting the residential education tax from a
property tax to an income -based tax, as recommended by the Commission , would reduce
this imbalance as indicated in the Figure 1 above.
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Because property tax, however, is generally thought to be  more stable, a shift to an income -

based tax could make the Education Fund revenue less stable. To increase stability, the tax
rate should be set annually to raise the needed amount, as it is with the property tax. Itis
important to note that the property  tax is generally paid out of income; during the
pandemic we see nonpayment of property tax bills because incomes, and not the property
values, have decreased.

Because the Education Fund has multiple sources supplying varying amounts each year,
and because the education tax serves as the shock absorber to make the fund whole after
accounting for the changing sources and uses, the Commission recommends creating an
ongoing advisory commission to monitor the education tax and to make recommendations
for the ra tes, annually, as well as for any changes needed for continued sustainability.

Sustainability and Consumption Tax

With consumption taxes, the broader the base, the more stable and sustainable the tax
revenue. This is because with a broader base, any pa rticular category or industry makes up
a smaller part of the tax base, and growth or decline in that category or industry has a
smaller effect on overall tax revenue, and more chance of being offset by a different

industry moving in the opposite direction.  This is true both of short -term impacts ( e.g.
COVID -19 drastically reduces tourism for a few seasons) and long -term impacts, like the
accelerating and expected permanent decline of gas -powered cars.

In addition, our recommendation is not only to broaden  the base, but also to lower the rate.
Lower rates are by their nature more stable than higher rates, both economically (less

likely to stimulate efforts to find lower  -price substitutes) and socially (less likely to cause
informal and formal protest and act ion).

Taken together, we believe these steps will make
significantly more sustainable over the next two decades.

Sustainability and Income/Estate Tax
Vermont taxes both individual and corporate income tax, as wellas  imposing tax on trusts.
Business income generated by pass -through entities is taxed at the individual level.
Sustainability of Vermontd&s income tax system i s

economic factors in the state and the world in genera I. All but five states in the United
States, and most foreign jurisdictions , have a form of income tax indicating popularity and
in turn stability again, provided the system is adaptable to changes as needed.

Volatility exists in the Vermont income tax ~ system, because it is collected based on the
premise of income which can vary due to economic factors, size and composition of
population and other factors which affect all states. Unfortunately, the size and composition
of our population tends to potentia Ily exaggerate volatility. Despite this, income tax in
Vermont has been relatively stable when compared to other Vermont taxes.
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The estate tax is even more volatile because it requires a death which cannot always be
predicted. It is definitely not a stabl e, predictable source of tax revenue.

The recommendations of the Commission do not affect the volatility or sustainability of the
income tax or estate tax.

Equity
A 1l mposes similar tax burdens on people in |simila
A 1 mposes a emdngdomerwithtgreated ability to pay, and minimizes taxes
on individuals with low income
A Promotes equity and fairness, both actual and p

The Principles call for imposing a higher burden on people with greater ability to pay,
which is also known as vertical equity or progressivity. In applying this principle to taxes,
income is generally used as the measure of ability to pay.

The equity principles take on particular significance when considering the decades -long
trend of rising inequality in the United States and in Vermont. The Economic Policy
Institute reports that the share of total income captured by the top 1% of U.S. families

doubled from 10% in 19 79 to 20.1% in 201 3 (Sommeiller, Price, & Wazeter, 2016) . The gap
also grew in Vermont, albeit from a somewhat lower base and at a slower rate. In 1979, the
top 1% of Vermont families captured 7.8% of total income; by 2013 this  share had risen to
13.8% (Sommeiller, Price, & Wazeter, 2016, p. 28) . See a more comprehensive discussion of
this topic in Chapter 4.

Overall , Ver mo nstslgitly prograssive\tsstore of only five state tax systems
t hat doesndt wor sen i nc o metheilnstiéute oraTlaxatioryand a s
Economic Policy (ITEP) in Who Pays? A Distributional Analysis of the Tax Systems in All 50

measur e

States (2018). However, ITEP analyst Aidan Davis (2020)caut i ons that this doe:

the tax system is consistently or robustly progressive. For example, the effective tax rate is
higher i1 rather than lower fi on the middle quintile of earners than it is on the next quintile

of higher earners. And, she points out that the top one percent of earners pay only very
slightly more than families in the middle quintile of the income distribution. Davi s (2020)
concludes:

This lack of meaningful progressivity in taxing top earners is a notable
departure from Vermontds strong progress
By definition, Ver mont 0 seableotmpayadigherdaxs ar e
bill than the vast majority of families. And yet together, the state and local

governments ask these fortunate individuals and families to pay a rate that is
nearly identical to the rate (p.B) charges

ive tr a
much m

the st a
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Average Effective State and Local Tax Rates

Percentage of total state and local taxes as a share of income for non -elderly residents

Vermont United States

11.4%

o 10.4% 10.4%
10.1% 9.1% 9 10.0% d
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L TOP 20% I

- TOP 20% i

Figure 2 Graphs frominstitute on Taxation and Economic Policg 7 Wh o " EPdaiytsi?o 60 (201 8) .

The personal income tax is Vermontds most progres

income, but also because it has different filing st atuses, standard deductions, exemptions,
and credits designed to further refine ability to pay and to target transfers.

Other taxes, such as the sales tax, avoid regressivity by exempting goods that are

necessities. The Tax Structure Commission recognize s that an individual tax may be
regressive, but it is the progressivity of the overall structure that is most important.

Imposing a flat tax that falls more heavily on lower  -income households may be easy to
administer because it is simple, and it could act ually make the overall tax structure more
progressive assuming the revenue is directed toward meeting the needs of the lower  -income
households, either through the income tax, tax credits, or other programs.

For example, levying a sales tax on heating fue | may be regressive because fuel purchases
are a higher percentage of the income of lower income households than of higher income
households. Yet it may play a valuable role in discouraging the use of fossil fuels i and it
raises revenue. If the amount of mo ney lower -income households pay in the fuel tax results
in an equivalent income tax reduction or credit, the regressivity is offset, the State receives
more tax revenue from the higher -income taxpayers and nonresidents than it did without

the tax, and fuel consumption is discouraged.

Equity and the Major Tax Types

Equity and Education/Property Tax

The Principles call for imposing similar tax burdens on people in similar situations, which
is also known as horizontal equity. The unequal tax burdens in school districts, resulting
from unequal grand list s, formed the basis of the Brigham decision and the subsequent
changes in the education tax so that the tax rate now is the same in any district with the
same spending per pupil.
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But vertical equity is still an issue. For households with incomes less than $140,000 or so,
the education tax increases slightly as a perc entage of income; it drops at higher incomes.
Changes recommended by the Commission would move all households to paying a flat
percentage of their income. While this would not result in a progressive tax, it would
improve the progressivity of the overall s tructure.

Equity and Consumption Tax

Sales taxes are by their nature regressive 9 everyone pays the same, regardless of ability to

pay. In fact, taken in isolation, our recommendation to extend the sales tax to all consumer

purchases ofgoodsands er vi ces makes Vermont s sales tax mor
necessities like groceries are exempt, and lower -income households spend a higher

percentage of their income on groceries than do higher -income households. This means that

including groceries a nd other necessities, as we recommend, adds to regressivity.

However, we do not make this recommendation in isolation. We note the vital importance of

protecting low -income households from bearing any additional burden, and  in Chapter 5 we

recommend a comprehensive review of the income, transfers, and taxes for low -income

Vermonters to ensure that 1) no one is bearing an undue burden of taxation relative to their
resources; and 2) that Vermont el i midneome t he bene
household to be worse off when their income increases. We believe that if these issues are

addressed in conjunction with our recommendations on the sales tax, we can achieve the

goals of making the sales tax simpler, more sustainable, and fairer through a broade r base

and a lower rate while at the same time protecting low  -income Vermonters from bearing

any additional burden due to the expansion of the sales tax base to include necessities.

Equity and Income Tax

Vermont has a progressive income tax structure. Because of tiered rates that increase as
income increases, a form of progressivity is achieved since those at higher income levels pay
a larger percentage of their income due to the rate steps as opposed to a flat tax rate on all
income. Vermont also offers other ways of achieving tax equity such as the earned income
credit, renter 0s c r-eeldtedicreditsisdch astthie eresealcliand ne s s
development credit and investment tax credit s for solar investment .

Here is one of the major findings of The Vermont Tax Study :

~

Vermont ds progressive income tax structure res
Vermonters paying relatively low effective tax rates. Across most

income levels, Vermont has an effective income tax rate low er than those in

other New Englandst at es and New York. Vermontds effecti

begins to climb more steeply at adjusted gross income (AGI) levels
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exceeding $100,000. In 2015, Vermont had the highest marginal tax rate in
New England and New York at 8. 95 percent; in Vermont, that rate  applies
to taxable income above $411,000. The state relies on these upper -income
taxpayers for a sig nificant share of total income tax revenue: the top 5
percent of resident tax filers, with AGI over $165,500, paid 48 perc  ent of
resident income taxes in Vermont in 2015.

Similarly, a relatively small share of taxpayers account for most of the
corporate and estate tax revenues. Eighty -four percent of corporate income
taxes are paid by larger, mainly out -of-state businesses. Despite roughly
5,400 deaths in Vermont annually, only about 84 estates per year are

subject to the estate tax. Combined, the Corporate Income Tax and Estate
Tax accounted for a relatively small share of total state tax revenues, 3.3
percent in 2015.

Because Ver mont 0 s-basddtares i bomirclividuaa income,
corporate income, and qualifying estates i are linked to the federal tax
code, changes in federal tax policies could have major implications for state

revenues. (Teachout, Manchester, & Wexler, 2017, pp. ii -iii)

The recommendations of the Commission do not affect the fairness of the income tax.

Equity and Estate Tax

By its nature, the estate tax is progressive. It is designed to tax the wealth upon the death

of an individual over a certain threshold. Those decedents  who fall below the threshold do
not even have to file a return. In 2016, the Legislature simplif ied this tax , establishing a set
threshold and a pplying a flat rate on all taxable estate over that threshold. The flat rate

does however detract slightly from its progressivity, since an estate that is one dollar over

the threshold is taxed at the same flat rate as millions of doll  ars over the threshold. The
threshold at present , however, is high enough so that decedents in the low net worth cohort

at death pay no tax. The simplicity outweighs the progressivity from an overall compliance
standpoint, mainly the less complicated atax s, the more widespread compliance.

The estate tax has a mechanism called the step-up in basis in the law. This simply means

that because a decedentds estate i s taxed on the
date of death, the property passes to the beneficiary at that value. When the beneficiary

sells that property, the stepped -up basis is used to calculate their taxable gain or loss. On

the one hand, this is regressive because it gives the beneficiary a perceived unfair

advantage since the appreciation the decedent realized during life escapes income taxation

because any future taxable g ain is measured using the fair market value at date of death.

On the other hand, since the estate pays a rate of 16% on the total fair market value (the
decedent 6s original cost does not enter into the
paying a higher rate versus an income tax rate. Also, if the  step-up did not exist and the

estate is taxed at full fair market value, the taxable appreciation of the decedent would be

taxed twice, once at the estate tax level and then again at the beneficiary income tax level.
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This would add an unfair double tax. If the step  -up was removed from the law, the estate

tax would become even more regressive since everyone receiving property from an estate

would pay tax on the taxable appreciation realized by the dece dent across all income

cohorts. Yet another argument against the step -up would be for those estates below the
threshold that dondt pay estate tax, the apprecia
date of death permanently escapes taxation.

The recommendation of the Commission to study the model of treating the  estate tax as a

taxable sale at date of death would eliminate the
taxable appreciation. This would add regressiv ity to the estate tax since the tax would be

payable by all income cohorts regardless of their net worth.

Appropriateness

A Il's easy to understand and minimizes complijance
A I's as simple as possible to administer, rfaises
professionally, and is applied uniformly

A I's transparent and accountable to taxpayefs

A I's responsive to interstate and internatipnal ¢
A Minimizes its involvement in spending decjsions
explicit

The Principles call for tax simplicity and conformity for at least three reasons. First,
individuals and businesses operate in multiple jurisdictions and may be subject to multiple
filing requirements, which can be especially costly and burdensome if a state go ~ vernment
does not coordinate with other states, the federal government, and local governments.
Second, state staff will be better equipped to provide fair and consistent customer service,
minimize errors, and use a smaller proportion of revenue on administ  ration if the tax
system is simplified. Third, it must be transparent and accountable to taxpayers.

The Principles also acknowledge competition between states. As borne out by the

proliferation of state tax rankings in recent decades, policymakers face in  creasing pressure

to use revenue systems as a tool for economic development. The Principles note, however,

that benefits have to be measured against costs. When making decisions about where to

| ocat e, busi nesses wil/l ¢ 0 n smeditees as well asttazels.e s s er vi c

Finally, the Principles recognize that taxes disincentivize behavior and tax breaks
incentivize behavior. Deductions, exemptions, and credits all intend to foster certain
activities, but they come at the cost of shifting the ta  x burden to other taxpayers.
Policymakers must continuously evaluate the effectiveness of all tax expenditures and tax
earmarks to ensure these tools are delivering their desired result more efficiently than
alternative options.
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Appropriateness and the M ajor Tax Types

Appropriateness and Education/Property Tax

The Commission recommends strengthening state support for professional administration
of the property tax at the local level.

The Commission recognizes the baffling complexity of the current homestead education tax
and hopes to simplify this by: replacing the dual property/income calculations with an
income-only tax; eliminating the property tax adjustment; making the bill directly

connected to the budget vote.

The locally voted education tax is different from other taxes in that it both collects and
distributes. If this tax is unfair, it is likely education will be distributed inequitably. For

this tax, perhaps the most important component o  f appropriateness is unambiguous equity,
as it would support both the collection of revenue and the appropriate distribution to school
districts.

Cl ear !l y, Nomesteaeducason tax is different than that of other states. Most
Vermont homeowners no w pay an income -sensitized property tax which is a locally voted
tax rate applied to their income. The average rate is 2.5%. The Commissiond s
recommendations call for making the income -based residential tax more direct and
comprehensive. Although it would still average 2.5% of income, it would no longer be called
a property tax. This change in terminology may make state  -to-state comparisons more
challenging, but in practice there would be little change in the amount of net tax for most
taxpayers. The change would, however, increase the education tax on higher -income
households which may prompt them to claim their residence in another state.

Appropriateness and Consumption Tax

As we look at the appropriateness of the sales tax with a broader base and  lower rates, and
evaluate that against each of the components of appropriateness, we find:

A I's easy to understand
Presumably, any tax with fewer exceptions is easier tounderstand 0i t 8 s easi er
understand whatds taxed, an of whyertain categeried e we r

are exempt from the tax.

AMi nimizes compliance costs

Cash register, payment, and tax compliance technology have made calculating the
sales tax due on any given transaction close to effortless for merchants. It is also
easy to report and remit totals due to  the State . However, it is true that state audits
of individual merchants d o turn up instances of non -compliance, sometimes in the
form of purchases made by a company which the company improperly deemed to be
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exempt from the sale s tax. The more we are able to exempt business inputs from the
sales tax, and the more we are able to include all consumer purchases in the sales
tax, the rarer such instances of non -compliance should become.

A I's as simple as possiédsleenueefficiantynis ni st er, rais
administered  professionally, and is applied uniformly

The sales tax is very well understood and is currently administered across broad

swaths of the Vermont economy. It is efficient and administered professionally, and

our recommendations will increase the uniformity of its application.

A l's transparent and accountable to taxpayers
While certain sectors have lobbied to keep their particular industry exempt from the

sales tax, there has been no broad taxpayer resistance to or demands for reform to

the sales tax. Consumers may not be explicitly aware of the categories that are

exempt from the sales tax, but in general seem to understand the sales tax and to

expect to pay it on many of their purchases.

Excise taxes are different & we believe that most consumers are not aware of the
level of taxation on gasoline, alcoholic beverages, or tobacco products, so there is an
opportunity for greater transparency in these areas.

A I's responsive to inter stmpditon and i nternationa
Lowering our sales tax rate will make us more competitive compared to New York

and Massachusetts, and will reduce our competitive disadvantage relative to New

Hampshire.

A Minimizes its involvement in spending deci si
invol vement explicit

The lower the rate, the less a tax affects spending decisions. The broader the base,

the less a tax affects spending decisions, and the fewer involvements that require

explicit explanation there are.

Appropriateness and Income Tax

Most states have some form of an income tax . For example, New Hampshire , which does
not have a personal income tax, taxes interest and dividends and business income at the
entity level.

Appropriateness and Estate Tax

The estate tax is appropriate in tha tit captures and taxes wealth accumulated during a
lifetime if the estate exceeds the thresholds set in the law and these thresholds are set at
an appropriate level that does not unfairly tax those in the lower income and wealth

cohorts.
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Taxing Bads Not Goods

We understand the school of taxation thought that
which is to say, taxing things that we as a society want less of, like pollution, and taxing

less of things we as a society want more of, like work. In pa rticular, we have studied A

Green Tax Shift for Vermont , a report by the University of VermonGu nd | n\etmont ut e 6 s

Green Tax and Common Assets Project (2009)on movi ng Vermontds tax syst
more dependent on taxes designed to encourage responsible environmental stewardship.

We admire the thoroughness of t h e r eapalysidafidsthe comprehensive nature of the
plan for taxing bads presented in the report. We further agree with the sound economic
principle articulated in the report that the true cost of a product, including the

environmental costs to produce it, should be borne by the producer, and that internalizing
externalities al lows the free market to better address environmental concerns.

The report proposes to tax resources, to encourage a reduction in their use; pollution, to

di scourage it, and | and, to discourage sprawl. As
designed to reduce its own tax base over time. The goal is to reduce resource use and

pollution. We do not dispute the importance of those goals for Vermont; however,

transforming the tax system to achieve those goals undermine one of our three primary

goals:sustainabi |l ity. The goal of taxing a oObaddé is to
starts with the goal of making the tax unsustaina
policy tool to aid in the transition from current practice to a better practice, but no tas an

integral component of the tax system we are recommending.
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4. Income, Assets, and the Ability to Pay

One of the principles adopted by the Commission is that the overall tax structure should

impose a higher burden on people with greater ability to pay, and minimize the burden on

people with low incomes. The words may differ, but this is a generally accepted principle of

taxation throughout the United S  tates and the Organization for Economic Co -operation and

Development (OECD) countries. However, according to staff of the Joint Committee on

Taxation, 0The notion of ability to pay (i.e., th
commonly applied to determ ine fairness, though there is no general agreement regarding

the appropriate standard by whi ch (JoiotCansmtees s a t ax
on Taxation, 2015) . While most tax analyses use income to measure the abili ty to pay,

others prefer this definition froml nvest opedi a: OAbility to pay is
states that the amount of tax an individual pays should be dependent on the level of burden

the tax will create relative to the  wealth [emphasisadded]of t he i rkemtoni dual 6
2020).

In order to better understand the ability to pay, how it is changing, and the extent to which
Vermont ds tax str uct uisevewopldliketadnseasore trackp randnci pl e
analyze changes in both income and wealth.

Income

Income is the generally accepted way to measure the ability to pay in the United States.
Nationally, the highest income ¢ ohorts have seen the greatest income growth. Data from
the 2016 Survey of Consumer Finances (Federal Reserve Board, 2017) show that the
median income of families in the top income decile increased by 34% (in constant dollars)
between 1989 and 2016; the increase in the lowest quintile was 29%. This further
concentrated the share of income at the top. In 1989 the median incom e in the top decile
was 213 times the median income in the bottom quintile; by 2016 it was 252 times the
income in the bottom quintile.
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Median value of before—tax family income for families with holdings
By percentile of income
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Figure 3 Graph fom 2016 Survey of Consumer FinancEsderal Reserve Boar2017).

The Economic Policy Institute examines income inequality by comparing the income of the

top 1% of families to the remaining 99%. Their measurements indicate that the gap is

growing in Vermont as well, but it is not as wide. In 1979, the top 1% captured 7.8 % of the
total income of Vermonters; by 2013 this share had risen to 13.8%; in the United States as a
whole, the percentage grew from 10% to 20.1% (Sommeiller, Price, & Wazeter, 2016) .

As showninFigure4, whi |l e Ver mont ds median i ncOnied i s
Statesas a whol e, Ver mont 6s weal thier half i s
top five percent in Vermont with an income of $179,967; the U.S. average was $20 9,515.
Adjusted gross income floor on percentiles 2017
Descending cumulative percentiles
Top Top Top Top Top Top
1% 5% 10% 25% 50% 75%
szgtgg $516,714 | $209,515 | $146,621 | $84,646 | $42,589 | $20,840
Vermont | $390,859 | $179,967 | $131,509 | $81,013 | $42,664 | $21,875
Figure 4 Data from U.S. Internal Revenue Service.
Looking at the income distribution as a whole, the Congressional Budget Office has
computed the Gini coefficient to measure the difference in inequality of household incomes
between 1979 and 2016. The Gini coefficient ranges from 0 in a perfectly equal distribution
(in which each household has the same income) to 1 in a perfectly unequal distribution. The
coefficient rose from 0.41 in 1979 to 0.51 in 2016, indicating inequality has increased
(Congressional Budget Office, 2019) . The coefficient rises in periods of expansion and falls
in recessions.
25|Page

4. Income, Assets, and the Ability to Pay

S i mi
not

| a
as



An analysis of the adjusted gross income of Vermont taxpayers indicates a similar trend in
the overall increase between 1979 and 2018 , and in the years of rise and fall. 2

Assets

It is clear that assets also play a role in the ability to pay, and that role has been growing.

According to economists Emmanuel Saez and Gabriel Zucman (2019), 0 aggr egat e househ
wealth has increased from 3 times annual national income around 1980 to about 5 times

national income in 2018 6 (p. 6). To put the magnitude of value of assets in context, the

Brookings Institution estimates

[Itis] over five times as much as all the goods and services produced in the

U.S. economy in a single year. If that amount were divided evenly across

the U.S. population of 329 million, it would result in over $343,000 for each
person. For a f amiergmilohdoltars in assets. t(Sawhill6 s o
& Pulliam, 2019)

The Survey of Consumer Finances calculates family net worth by subtracting liabilities

from assets. The data indicate that net worth is highly concentrated. The 10% of families in
the top net worth decile accounted for 77% of the total in 2016. The inequality of net worth

is even more extreme than the inequality of income; the before -tax income of the families in
the top income decile accounted for 50% of the total inco me nationally in 2016 (Federal
Reserve Board, 2017) and 41% in Vermont in 2018 (Sheehan, Income and Property Tax
Bases, 2020).

2 Note that the definitions of income and the unit (family, houskh tax return) differ in each study so the
O2SFTFAOASYG AayQili O2YLINIOGfSd 1 26SHSNI 6KS GNBYR& | NB O;
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Shares of Total Wealth
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Figure 5 Data from 2016 Survey @onsumer Finances (Federal Reserve Board, 2017).

Although there is not a perfect correlation, families in higher income deciles are wealthier.

Median Net Worth by Income Percentile. U.S.
Families, 2016
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Figure 6 Datafrom 2016 Survey of Consumer Finances (Federal Reserve Board, 2017

The data indicate that the concentration of net worth in the highest income decile is

growing at a greater rate than the concentration of income. In 1989 the net worth of U.S.
families in the top decile was 3.7 times their median income; by 2016, it was 6.3 times their
median income. For families in the lowest income decile, the median net worth is less than

the median income and it has crept up slowly; it grew from 29% of the median inc ome of the
quintile to 43% between 1989 and 2016.
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Median value of net worth for families with holdings
By percentile of income
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Figure 7 Datafrom 2016 Survey of Consumer Finances (Federal Reserve Board, 2017).

While there are differing views on how to measure wealth 9 as discussed by Kennickell
(2017), Brickner et. al (2016), and Burtless (2019) & and assets are notoriously difficult to
identify and tax, the Commission feels it is important to understand more about their
value, their distribution, their importance in the economy, and how they are taxed. There
are two main questions:

T Should assets be considered in the oabil
progressivity of the tax structure?
9 Should assets be taxed differently and more consistently than they are currently?

Figure 8 provides the average value of each asset class as a percentage of total family
assets, based on the 2019 Survey of Consumer Finances (Federal Reserve Board, 2020) .
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National distribution of assets (2019) and Vermont taxes (and tax expenditures) for each asset type

Assets - as classified by
Survey of Consumer
Finances

% of total assetb

Tax while holding

Tax at Transactioh

Federal Tax Preferende

Vermont Additional or Specific
Tax Preference

Financial Assets 42%
Transaction accounts 5% indirectly, bank franchise ta:
" . tax on interest; indirectly, bar
0,
Certificates of deposit 1% franchise tax
Savings bonds 0% indirectly, bank franchise ta
. . Interest on VT Muni Bonds not|
. Capital gains on sale of bonds ) ]
tax on interest on non VT mu| . . ) taxable. Capital gains on bond|
Bonds 1% Capital Gains Tax subject to lower rates than R ; ]
bonds . . sold receive up to $5000 in capi
ordinary income . . .
gains exclusion from income
tax on interest or dividend,;
Stocks 6% quallfle_d dividends taxed af Capital Gains Tax Capital gains are.subje_ct to low Eligible for the $5,_OOO capital g4
cap gains rates federally by rates than ordinary income exclusion
regular rates in VT
. Capital gains are subject to low Eligible for the $5,000 capital ga|
0,
Pooled investment funds 9% rates than ordinary income exclusion
Taxable when withdrawn, Tax on contributions and incon
Retirement accounts 15% except for Roth which receiy| earned within accounts is deferr
0 no tax deduction for until withdrawal begins at
contribution and then earning retirement (except Roth)
Cash value life insurance 1% Indirect tax: insurance premiy
tax on firms
Other managed assets % Capital Gains Tax Capital gains arelsubjgct to low Eligible for the $5,QOO capital ga
rates than ordinary income exclusion
Other 1%
Nonfinancial Assets |58%
Purchase and Use
i 0,
Vehicles 3% Tax; Capital Gains
$250,000 cap gain exclusion
Primary residence 26% Annual property tax ($500,000 for MFJ); home Same as Federal
mortgage interest deduction
. . ; Qualifies for 40% cap gain
Other residential property| 6% Annual property tax Capital Gains Tax Capital Gains are S.Ublec.t toloy exclusion up to the cap or the
tax rates than ordinary income .
$5000 exclusion
. ) ) Qualifies for 40% cap gain
Equity in nonresidential prop 3% Annual property tax; Capital Gains Tax Capital Gains are s.ub]ecF to loy exclusion up to the cap or the
tax rates than ordinary income .
$5000 exclusion
. . . Qualifies for 40% cap gain
Business equity 20% Capital Gains Tax Capital Gains are subject (o loy exclusion up to the cap or the

tax rates than ordinary income

$5000 exclusion

Other

1%

4

Figure 8 National distribution of asset data from 2019 Survey of Consumer Finances (Federal Reserve Boardp2420).

may not add to 100% due to rounding.

There are many opinions about whether and how assets should be taxed. A common
conception is that income is a flow and assets are a stock. Income is received annually and
should be taxed annually; the stock should not be taxed until it comes out of storage and

becomes income. Another view holds that the annual increase in the value of

the assets

should be considered income, and subject to the income tax. Discussions of taxing wealth

3 As of 2021, e estates of Vermont residents who die with more thdn(0,000n assets are subject to
Vermont's estate ta{Vermont Department of Taxes, n.d.)
“41n fiscal year 208, tax expenditures reduced federal income tax revenue by roughBitgllion, and they

reduced payroll taxes and other revenues by an additiondD®lllion. These federal tax expendias generally
carry through to impact state tax revenue, including Vermof@enter on Budget and Policy Priorities, 2020)

4. Income, Assets, and the Ability to Pay
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are further complicated by considerations of the life cycle of a family; at least a portion of
wealth is future retirement income.

Ironically, assets are r ecognized as a component of the ability to pay when it comes to
transfers. Some public benefit programs have asset tests that limit the eligibility for
assistance or reduce the benefits. This means that, at the lower end of the income scale,
assets affect redistribution of income. At the higher end of the income scale, they do not.

The most notable exception to any of the views of how assets should be taxed is the annual
taxation of the full value of real estate.

The Commission heard particular concern ov er the relationship between the value of a
residence and the ability to pay in discussions about the education property tax. Although
an income-based education tax on residents would more directly reflect the generally
accepted measure of ability to pay, s everal people defended the appropriateness of a
property tax because house value is a proxy for wealth i another indication of the ability to

pay.

The following chart breaks out the aggregate value of residences and of net worth as
percentages of total net worth. Because the property tax is levied on the full value of the
residence and net worth is calculated after subtracting debt, the chart shows both the full
value of residences and the value after subtracting mortgage and home equity loans.

Residences and Net Worth

B House value mHouse value less mortgage ® Net worth

90%

80%

70%

60%

50%

40%

30%

20%

10%

0% _ [ — [ ™1 | Hm I . .
-10% - Lessthan 25 25¢49.9 50¢74.9 75¢89.9 90¢100

Percentile of family net worth

Percentage of total net worth

Figure 9 Datafrom 2016 Survey of Consumer Finances (Federal Reserve Board, 2017).

Although the value of residences is lower in the categories of lower net worth and higher in

the categories of higher net worth, it would be unreasonable to use the house value as a

proxy for net worth. For families at the low end who own their home, the v alue of the house
may exceed their net worth because it is mortgaged and the family has few other assets. In
contrast, the value of residences is only 14% of the aggregate net worth of families in the

top decile.
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The value of financial assets, on the other hand, increases as net worth increases, as shown
in the chart below. Although nearly 100% of the families have a financial asset of some

kind, even a piggy bank, the financial assets and net worth are low for half of them. As the
median value of net worth increases, the value of a house becomes less important and the
value of financial assets makes up a larger and larger share.

Financial Assets and Net Worth

2,000
1,500
1,000
500
0 — II

Less than 25 25¢49.9 50¢74.9 75¢89.9 90¢100
Percentile of Net Worth

Thousand 2016 $

m median financial assets m median net worth

Figure 10 Datafrom 2016 Survey of Consumer Finances (Federal Reserve Board, 2017).

It appears that financial assets serve as a better indicator of net worth than residences do,
but houses are certainly easier to locate and value.

While a case could be made for a wealth tax, experiences in other states and countries have

not been particu larly successful. Twelve countries in the Organization for Economic Co -

operation and Development (OECD) had variations of a wealth tax in 1996, but now,

although interest in the wealth tax continues, only four countries have one. Reasons for the

decline in clude: it encouraged rich people to move their assets and/or themselves to other

countries; it was a disincentive for foreign investment and slowed economic growth; it was

difficult to administer; avoidance was difficult to control; there were liquidity pr oblems for

people who had assets and I ittl e Oaanizgationdond it di d
Economic Co-operation and Development, 2018) .

In the United States, Florida levied a tax on intangible personal property (such as stocks
and bonds) with generous exemptions so that it was effectively only a tax on the wealthy.
Over time the rates decreased, avoidance increased, and the tax was basical ly gutted. In
fact, it was so easy to set up ownership structures to avoid the tax that an article in the
Florida Bar Journal concluded: dwWhat is known is that some old adages are not always
true. Yes, all die, but may not have to pay taxes, at least nott he Florida intangible tax ¢
(Law, 2000).

The Commission agrees that wealth is an increasingly important determinant of the ability
to pay, and should influence our evaluation of the progressivity of our tax structure. The
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Commission recognizes that an asset or wealth tax could improve the ability of  the State to
sustain tax revenue as the economy changes. However, the Commission does not
recommend a wealth tax at this time , for several reasons.

First, there are no Vermont data on the level or distribution of assets to allow necessary
detailed analysis. Second, we realize it is extremely difficult to define, track and tax assets.
Third, we are sobered by the experiences of others, acknowledge the problems, and
recognize that a national wealth tax would be more appropriate in avoiding some of the
jurisdictional and avoidance issues.

But the Commission doesndét want the conversationTheo end wit
Commission recommends collectin g information on assets in Vermont, initiating reporting

requirements if necessary, and working with other states to explore the issues and to

design and evaluate possible uniform approaches. The effort of the Multistate Tax

Commission to _increase clarity and consistency to the sales tax through the coordination of

member states is a recommended model.
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5. Analysis and Restructuring  of the Overall Tax and
Transfer System

In order to understand the equity and progressivity of our tax structure, we recommend
undertaking a comprehensive and ongoing study of income, taxes, and the various transfer
payments and government benefit programs. This would help future legislatures lo ok at
changes over time, recommend adjustments, and measure progress.

The study would first divide households, adjusted by size, into deciles by market income.
Next, it would compute transfer payments received by each of those deciles. Finally, it
would compute taxes paid by each decile.

There are two approaches. The first would be based on state totals, similar in both
methodology and assumptions to the national studies done by the Congressional Budget
Office (2020). The difference would be the addition of state taxes and state transfer
programs.

Average Income, Means-Tested Transfers, and Federal Taxes
Thousands of Dollars

400

Highest
Quintile

Income Before + Means-Tested Transfers - Federal Taxes = Income After
Transfers and Taxes Transfers and Taxes

Figure 11 The Distribution of Household Income, 201graph from Congressional Budget Office (2020)

A second approach may be considered in ord er to differentiate between types of households.
This may be particularly important in shining a light on specific inconsistencies, such as
different treatment for households with children or renters, or for determining if there are
income levels at which there are sudden increases in tax liabilities or decreases in transfer
payments.

The Legislature directs the Legislative Joint Fiscal Office (LJFO) to estimate the income
needed to meet the basic needs of Vermont families (2 V.S.A. § 526). Accordingly, every
other year LJFO looks at the following hypothetical family types:
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Single Person

Single Person, Shared Housing

Single Parent with One Child

Single Parent with Two Children

Two Adults with No Children & both wage earners
Two Adults with Two Children 8 one wage earner
Two Adults with Two Children 8 both wage earners

E R

The report , Vermont Basic Needs Budgets and Livable Wage , estimates the cost for each

family type to meet basic needs which include food, housing, transportation, childcare,

clothing and household expenses, telecommunications charges, health and dental care,

renterds insurance, | i (fegislative JomtrFiacal c ©ffice,2019). savi ngs

A concurrent study could look at the ability of these same hypothetical family types, at
different income levels, to meet that basic needs budget. It would illustrate points at which
the families 6net worth decreases (aka benefit cli ffs), and disclose exactly which taxes and
transfers contribute to the problem.

As an example, Figure 12 is based on one of the families in the report : one working parent
with two children, aged four and six. The gross wages are on the horizontal a  xis. The net
wages, after subtracting taxes, plus all state and federal benefits (including tax credits)

make up the total net resources available to the family.  The graph illustrates that there are
points at which a family may earn more income and lose gr ound. The net wage increases
steadily, but the combined decreases in tax credits and various benefits result in the family
having fewer resources to make ends meet.

This phenomenon causes dismay for unsuspecting families, and discourages work for those

in the know. It is the unintentional result of good intentions, but it needs a redesign. In

addition to looking at each tax provision or transfer program in isolation, we need to look at

the combined effect. In addition to looking at averages by income cate gory, we need to look

at different family types. In addition to looking at smoothly phasing out each benefit, we

need to |l ook at smoothly phasing in a familyds ab
bracket income tax rate of 50% would be too high, wi th the assumption that it would

discourage work. However, we effectively have created a marginal rate that is greater than

100% for some families who do not have enough income to meet their basic needs.
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Resources Available to Meet Basic Needs: Single Parent, 2
Children. 2019
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Figure 12 Data fromVemmont Basic Needs Budgets and Livable Wagegislative Joint Fiscal Office, 2019)lote: Child
Care Subsidy includes the Pkevoucher.

Since most single parents with children arde women
by a single mom. Note that as she works her way up from no income at all to an annual

income of $27,500, she has more and more resources available for her and her children.

Indeed, it is a testament to the Vermont community that someone with no income at all will

have about $50,000 in resources, and as her income climbs from zero to $27,500, her total

resources go from $50,000 to $70,000.

However, as she continues to work hard and get raises and promotions, or takes on a

second job, as her income goes up, her situation gets worse. From an income of $27,500 to

an income of $40,000, every extra dollar she earns takes more than a dollar out of her total
resources. It isndt until sheds worked her way up
for a moment on how incredibly difficult it is to work your way up from earning $27,500 to

earning $60,000) that sheds back to the resource
$27,500.

However, then she hits another setbacHKuntishaed doesn
gets to $67,500. Over years of hard work, sheds a
family, sheds more than doubled her income, and vy

years ago when she was earning $27,500.

Thisis clearlynotthe i nt ent of anyone working on these progr
would be too hard to solve, and thatoés the first
low-income assistance.
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The Importance of Childcare

It is important to note that of the six fam ily types analyzed in the Vermont Basic Needs
Budgets, the tax and benefit trough is most pronounced for single  -parent households. And
the major culprit & as shown in Figure 12 g is the childcare subsidy structure.

We heard several comments from the public about the importance of childcare in allowing
parents to work, both outside of the home as well as in work  -from-home capacities. Stated
another way, the lack of affordable childcare is a major barrier to full workf orce
participation. As Vermont looks to expand its income tax base, it must remove such

barriers.

The Commission recognizes that our charge is to focus on the revenue side of the public

finance ledger, not the expenditure side. Therefore, we are not maki  ng a specific policy

recommendation related to childcare but are acknowledging its importance. We note that

our philosophy aligns with the intent of both the
supporting remote work and the Ladusiamablésystem Ki ds c a
of high -quality, affordable child care.

Protecting Low -income Vermonters From a Broader Sales Tax

There i s another reason to restruct-moome Ver mont 06s
Vermonters. The changes we are proposing to the sal es tax will cause low -income

Vermonters to pay tax on some essentials, like groceries and home heating, and some

community goods, like education, that are currently exempt from the sales tax.

As we will describe in the following chapters, we do not believ e these exemptions are an
efficient way to protect low -income Vermonters from the burden of these taxes, nor are they
an effective way to promote community goods. We do firmly believe that low -income
Vermonters must be protected from these burdens.

We recommend extending the sales tax to essentially all consumer transactions  except
health care, and using the gains from broadening the base to 1) protect low -income
Vermonters and 2) lower the sales tax rate to  3.6%. If you enact those recommendations, it
wil I mean that the additional net tax burden (additional sales taxes paid minus the savings
from the lower tax rate on things they currently p  ay sales tax on) on low-income
Vermonters will be approximately as follows, by household income decile:

Lowest incom e decile: $2.5 million
Second income decile: $3.1 million
Third income decile: $ 3.6 million
Fourth income decile: $ 4.4 million 5

=a =4 =4 =4

5 See Appendix-#: Consumer Expenditures by Income Decile. See also Vermont Sales Tax Célax&oucture
Commission, 2021)
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These, then, are roughly the amounts that we need to transfer to these households to keep
them whole. With the expansion of the sales tax base that we recommend, we also
recommend setting the sales tax rate at 3.6%. This will raise about $ 32 million more than
our current sales, which will allow us to return the $ 14 million to low -income Vermonters
and have all thes e changes be roughly revenue neutral.

The low-income Vermonters with whom we have spoken, and advocates for low -income
Vermonters, have been consistent in their assertion that it is important that these monies
not arrive in a lump sum at the end of the ye ar. Rather, it is important to find a mechanism
to distribute these payments on at least a monthly basis, and bi  -weekly would be even
better.

There are many benefits to Vermonters and Ver mont
bases and lowering the rates, buttheev ol uti on of Ver mo-imdofles support f
Vermonters must come first to ensure that no one is harmed in the transition.
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6. Education Tax Reform

Introduction

Before attempting to evaluate or suggest improvements to the  education tax , the

Commission sought comments, criticisms, and suggestions from legislators, municipal

officials, school teachers and administrators, representatives of government and education

organizations, and citizens. And they delivered. First, we just listened. Then we

methodically organized, analyzed and discussed the comments we received before looking

for ways to address them. I f there was a kommon t
is equity, and its weakness is complexity.

Although we looked at ways to address the different issues individually, we do not
recommend a new box of band-aids. Instead, we looked for more fundamental structural
changes that would address as many of the issues as possible while maintaining equity. We
evaluated five possible approaches; two were rejected, three were considered improvements
to the current system, and we recommend one of those three.

Our recommendation is to replace the current educatio n tax on the primary residence (and
up to two acres) with a locally voted tax on income. This would eliminate the homestead
property tax and the property tax credit. For many households, the tax bill would be the

same as the net bill under current law; the  change would make the bill direct (as opposed to
requiring a credit in the following year) and there would no longer be a double system of
property tax and income tax on each housesite.

We do not see any principle -based reason that the education tax sho uld be different for
renters than for homeowners, and we recommend that renters be taxed on their income and
credited for education taxes assumed to be paid through their rent. To design and
implement this component, we recommend initiating reporting, data collection and

analysis.

The sections that follow document key issues that we considered in coming to our
recommendations. Rather than presenting only the points that support our

recommendations, we attempted to indicate different interpretations and di fferent

solutions.

The five approaches to structural change that we examined are outlined in Appendix 6-1.
Background

Education is both a state and a local responsibility, and its funding comes from both broad -
based state taxes and a locally voted tax. Finding the right state and local balance in both
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governance and revenue is a constant challenge, not only to ensure educ ational quality, but
also to ensure equity between school districts.

Traditionally, K -12 education in the United States has been partially funded with state
taxes, and partially with local property taxes. In Vermont, as in many other states, the
property tax was adjusted in two ways to reduce inequities. First, in recognition that the
value of a home did not necessarily indicate the ability to pay, a circuit ~ -breaker program
capped the tax bill on a house based on the income of the owner. Second, in recogn ition that
the disproportionately small tax bases of some districts made it difficult to raise enough to
provide an adequate education, various formulas were developed to distribute state funds to
help support these districts. Both remedies focused on aidi ng those with the least ability to
pay (homeowners with low incomes, or districts with low tax bases per pupil) and not on
adjusting the overall system so that all homeowners or all districts had reasonably equal
ability to support education.

In the 1990 s, the mechanism for determining the distribution of state aid was known as the
Foundation Plan . Basically, the State estimated the amount needed to provide an adequate
education and compared this with the amount that could be raised with a property tax at a
uniform foundation rate, district by district. If a district could not raise the adequate

amount at the foundation rate, state aid made up the difference. Districts could levy an
additional property tax to raise additional revenue, and most did.

As noted by the Governords Blue Ribbon Commi ssi on
Financing Reform (1993), the success of the Foundation Plan, like all the plans before it,

followed a predictable trajectory. When the program was passed, there was an infusion of

state funds, making property tax rates drop. Because the level of the property tax was

reduced, the level of inequity was reduced. But the profile of inequity was not changed, and

over time, as the state share decreased, the inequity became urgent again  (p. 11).

In the Brigham decision of 1997, the Vermont Supreme Court decided

[T]he current system for funding public education in Vermont, with its substantial
dependence on local property taxes and resultant wide disparities in revenues
available to local school districts, deprives children of an equal educational
opportunity in violation of the Vermont Constitution. (Brigham v. State. 96 -502,
1997, p. 1)

The opinion notes :

We must confront the constitutionality of the system in light of the limited

nature of the Foundation Pl ands purpose. The o
equality of educational opportunity generally, or even equality of local

capacity to facilitate opportunity. It is only to equalize capacity to produce a

minimal ly adequate education, assuming the voters can sustain the state -

selected rate. (p. 6)
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The opinonconcl uded: oWe find no authority for t
distribution of a constitutionally mandated right such as education may be excused merely
because ad@ninimal 6level of opportunity is provided to all &6 (p. 22).

In response to Brigham , the Legislature made fundamental changes to the education
funding system, some immediately with the passage of Act 60, and others over time. The
main changes are:

1 To reduce between-district disparity in ability to raise revenue, all non -homestead
property is taxed at a u niform state rate, and the revenue is shared by all districts.

1 To reduce between-district disparity in the ability to raise revenue, the homestead
education tax rates ar e a -dpprovedtsperwdingperf t he
pupiilmfand not a f unct i grandlistf. For ehgevendpersding per@upid s
the rate is the same in any district. This applies to all districts; it applies to all
spending levels.

1 To better reflect the ability of taxpayers to pay the tax, the education property tax
on a housesite (house plus up to 2 -acre site) is adjusted to reflect the household
income.

Perhaps the most important feature of the system is its ability to maintain equity through
changes in the economy and in state and federal revenue, avoiding the predictable path of
past funding formulas. There are two main reasons f  or this. First, unlike earlier systems,
all districts now benefit from state support of education, and all legislators have an interest
in supporting adequate funding. Earlier systems provided state aid for districts with low

tax bases but wealthier distri  cts did not benefit from the scheme. Second, the equity
provisions are integral to the tax rate and apply to all levels of spending, so the equity does
not erode over time if state General Fund and federal contributions to the Education Fund
decline.

The income component is not direct. The housesite tax has been referred to as an income -
sensitized property tax. There are actually two rates set annually in each district -- one for
property and one for income, determined by spending per pupil in the dist  rict, divided by
the state -set yields. Effectively, homeowners pay the lesser of the housesite value

multiplied by the property rate or the household income multiplied by the income rate. In
practice, however, they pay the school property tax in one year a nd then receive a credit in
the following year if the property tax paid on their housesite exceeds the tax that would

have been due if they had paid on income.

The Commission recognizes the important and significant advances made in reducing the
disparit y between school districts, and in reducing the regressivity of the education tax.
However, after a generation of experience with the new system, the Commission sought
comments, criticisms, and suggestions from legislators, municipal officials, school teac hers
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and administrators, representatives of government and education organizations, and
citizens. 6

What follows is a discussion of the main issues raised, especially as they relate to principles
of taxation accepted by the Commission . The main focus was the locally voted homestead
tax; there was general support for the state tax on non -homestead property.

Following the discussion of the issues is a summary of our recommended changes, along
with comments as to how they relate to issues raised during the  study and to the principles
adopted by the Commission .

Appendix 6-1 includes a summary of the other models considered.

Issues

Complexity

The most common criticism was the bewildering complexity of the locally voted homestead
education tax. According to the Vermont League of
property tax system is endlessly complicated, confusing and disconnected from the

education budgets that voters adopt at the local | e v @orm 2020) .

Although several people testified that the current system is a vast improvement over the
earlier property tax and that complexity is a small price to pay for the gains in equity, the
commissioners agreed that the complexity is overwhelming the effectiveness of the current
education tax.

The complexity is primarily due to: use of a credit that comes a year late and causes the tax
bill to be disconnected fr om the budget vote; and utilization of both property value and
income to determine the contribution of each household, creating what is essentially a
double system.

The tax is not direct; homeowners pay a property tax and, in the following year, receive a
credit for the difference between the property tax and what they would have paid based on
their income. Even though the net result may be the household income multip lied by the
di strictds i nc o myearpracassis @mbersome dne cornfusing. The amount
of the homestead tax bill is not directly related to the budget voted that year and therefore
somewhat unpredictable, as it includes a credit based on the  prior year. In addition,
homeowners must apply for the credit and complete a detailed compilation of the income of
all household members which is error prone. The Vermont Department of Taxes calculates
the credit for each household and sends the informatio n to each town. Local officials
subtract the credit from the tax due on the property tax bills, often twice as a result of late

6 List of people who testified and links to testimony in Appendi 6
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filings and corrections. And, because there is no longer a clear link between the budget
voted and t he v ot tconfdand amcountahility bf the dudiget process is
weakened.

The Commission recommends eliminating the property tax credit and implementing a
direct tax in its place.

The process is further complicated by the process involved in forcing the match bet  ween the
two systems, administered by different levels of government, with different calendars, with
different confidentiality requirements. For local and state officials, the administration of

the double system is confusing and time consuming; for legisla tors and policy makers, the
complexity has resulted in spending penalties, income caps, house -value caps, and special
ratesfi all of which further compound the complexity. And, local officials are often stuck

with trying to explain the tax bills to taxpayers

The Commission recommends replacing the hybrid property/income homestead tax base
with a single tax base; and, to maintain equity, that single tax base should be income.

Equity

The Commissionds accepted principles incorporate two st ¢
horizontal equity and vertical equity. Horizontal equity calls for equal taxation of people in

equal situations. Vertical equity calls for greater tax burdens for people with greater a bility

to pay. While these are clear in concept, they are more difficult to evaluate in practice.

Most of the equity discussion involved the locally  voted tax on the housesite and the
income-based credit. In addition to complexity, the current double sys  tem leads to different
characterizations of the tax and different impressions of its equity. The Blue Ribbon Tax
Structure Commission (2011) noted two different perspectives: income tax adherents who
believe most residen ts pay an education tax based on their income; and property tax
adherents who believe the current system is a property tax on the housesite, with a subsidy
based on income.

Depending on the starting position, people measure equity differently. The incom e tax
adherents may feel that equity results from the net (property tax minus the credit)
education tax because it rises as incomes rise. So, in their view, households in the same
district with equal incomes should pay the same tax, even though one ownsa  $400,000
house and the other owns a $200,000 house. Property tax adherents may feel that equity
results when people with higher value housesites pay a higher property tax. In their view
the tax bill of the $400,000 house should be twice that of the $200,00 0 house, and the
property tax credit is considered a subsidy for those less able to pay.

This position leads to perceived inequities of the current system, focused on the credit
rather than on the net tax people pay. The household with the $400,000 house  will receive a
larger credit than the household with the $200,000 house, although the two net bills would
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be the same because the household incomes are the same. Looking at the credit rather than
the net tax leads to the perception that the system is unfa ir.

It is important to note that the owners of the $400,000 house still do pay twice as much as
the owners of the $200,000 house in locally voted municipal property taxes, assuming their
incomes exceed $47,000. Municipal taxes support services and

roads, recreation programs, libraries, and town government i

Two main reasons are
equity of an education property tax on residences. The first is that higher income people

tend to have higher value houses. The second is that the residence is a type of wealth that
most people have, and it is a good proxy for total wealth, which is also an indication of

ability to pay.

According to the American Community Survey

of fered

investments & including
that are more variable from
town to town, less controlled by state, and more related to the value of property.

t o

support the

(U.S. Census Bureau) , 72% of Vermont

primary residences were owner -occupied in 2018, and 28% were renter -occupied. Figure 13
shows Vermont tax data on owner-occupied households only, the median value of the house
site increases as the household income increases.

2017 Household # Owner -Occupied Median House
Income House Sites Site Value
< $47,000 52,410 $144,896
$47,001 - 90,000 58,991 $183,708
$90,001 - 136,500 33,766 $232,785
$136,501 - 200,000 13,818 $285,949
$200,001 - 300,000 5,665 $351,761
$300,001 - 500,000 2,645 $418,733
$500,001 - 1,000,000 1,048 $485,479
> $1,000,000 434 $582,394

Figure 13 Data from Legislativeoint Fiscal Office

However, the distribution is

6. Education Tax Reform

nottidy.  Figure 14 demonstrates that within any income
category there is quite a range of house values in a given year.
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Number of Housesites by 2017 Household Income/AGI and
Equalized Value

60,000 >$500,000 of Equalized

Housesite Value

50,000 = $400,001 - 500,000
= $300,001 - 400,000
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20,000
B < $100,000
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2017 Household Income

Number of Housesites

Figure 14 Data from Legislative Joint Fiscal Offic

As discussed in Chapter 4, Vermont does not have data on assets of its residents so the

Commission relied on national data to look at whether the value of a residence was a good

proxy for wealth. At the national |l evel, the Fede
Finances collect s information on the assets and liabilities of families, and estimates the

family networth it he di fference between the familyds gr os:s
families with low net worth, the primary residence often exceeds 100% of their net worth

because they own few other assets and the residence is mortgaged. The Survey estimates

that value of the primary residence represents 88% of the net worth of families between the

50t to 75t percentiles of net worth but only 25% of the net worth of the fam ilies in the top

decile (Federal Reserve Board, 2017) .

Given the divergence between the value of a house and both income and wealth, and given

the impracticality of determining, measuring or taxing net worth, the Commission believes

that income is the best way to measure taxpayer equity and the most progressive way to

tax residents for education at the present time. However,  the Commission agrees that

weal th is an i mportant component of Idlikéxforthes e hol dos
research on how wealth could be measured or included in the tax structure (see Chapter 4).

Using income as the indicator of the ability to pay, Figure 15 illustrates the vertical equity
of the current homestead education tax, before and after the credit. The bars in the chart
below show the property tax on the housesite, before the credit. The dashed line shows the
net education tax paid (after the credit) . While the bars indicate that the housesite property
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tax is extremely regressive, the net tax (after the credit) is somewhat progressive up to
incomes of about $140,000, and regressive at higher incomes. There are also jumps
resulting from various housesi te and income caps. It is clear that the current homestead tax
has improved vertical equity of the education tax and of the tax structure as a whole, but it

is not a progressive tax.

Education Tax as Percentage of Household Income

14.0% Calendar Year 2017
12.0%
0
g 10.0% Median Homestead Education Tax Before Adjustment
S 8.0%
% m Median Homestead Education Tax After Adjustment
< 6.0%
©
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= o _26% | _28% 3.0%
0.0% I I ITrs
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2017 Household Income
Figure 15 Data from Legislative Joint FiscaDffice

One additional question about taxpayer equity was raised. Currently, the education tax on
housesites does not vary depending on the number of people in the household. In contrast,
the personal income tax uses deductions and exemptions to adjust f or the size of the family
supported by the income. The Commission recognizes the tradeoff between simplicity and
equity and does not have a strong preference in this case.

The between-district horizontal equity received little comment. The Commission did not
receive testimony questioning the guaranteed yield system that provides equal per  -pupil
revenue for equal homestead tax rates. Nor did it receive testimony questioning t he state
education tax on non -homestead property. The Commission believes both provisions have
increased between-district horizontal equity substantially, understandably, and simply.

Although the Brigham decision used equal spending per pupil as a yardst ick, the
Legislature acknowledged that the cost of educating students to state standards can vary
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by district based on the differing needs of the students, the size of the school, grade levels,
and transportation. For that reason, two districts might not b e able to reach the same
educational standards with the same spending per pupil. Currently, the variation in the
needs of districts is addressed in two ways :

1) Categorical state aid is sent to districts based on their need for certain programs,
including t ransportation and special education.

2) Per Pupil Weighting adjusts the student count used to calculate the spending per
pupil that determines the tax rate. Heavier weights increase the student count and
decrease the rate needed to fund a given budget. Curre ntly weights are applied to
account for grade level, English Language Learners, and economically
disadvantaged students.

Comparing the spending per weighted student across districts shows that the extreme
disparity that triggered the  Brigham case has bee reduced. An analysis by Public Assets
Institute found that spending for  two-thirds of the (weighted) pupils in the state fell within
$1,400 of the $15,400 state average. They calculated that the standard deviation in

spending per student had narrowed by 35% since the passage of Act 60 (Cillo & Yu, 2019, p.
1).

Yet there are reasons to examine between -district equity more carefully.  The Commission
heard concern that high -income districts were spending more than low -income districts. To
examine the relationship between the household income of homeowners and spending per
pupil, we looked separately at three categories of districts in 2018: PreK  -12; elementary;
and high school. We also looked separately at union districts and town districts.

Of course, spending per pupil depends on multiple interacting factors. The most consistent
trends we found were:

1 In general, spending per pupil was lower in districts with more students.

1 In general, in districts with more students, the incomes of homeowners were higher.

Putting those two prominent trends together, it would seem that spending per pupil would

be lower in districts with higher incomes. But that was not generally true. Holding

enrollment constant, there was also an offsetting tendency for higher  -income districts to
spend more per pupil. Because this relationship was not statistically significant except in
town elementary districts, and because the relationship between enrollment and spending
was stronger in all types of districts, on average districts with higher incomes did not spend
more per pupil.

There were significant differences between tradition  al town districts and union districts.
Town districts generally had fewer students, lower spending per pupil, and greater
between-district variation in spending per pupil, than union districts. Controlling for
enrollment, there was a positive relationship  between spending per pupil and income in
town elementary districts, although it only accounted for about 5% of the variation in
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spending per pupil. There was only a slight decrease in spending as enrollment increased in
these districts.

Union districts, o n the other hand, generally had more students, higher spending per pupil,
and less between-district variation in spending per pupil, poverty ratios, and incomes. In
general, the larger the enrollment in the union district, the lower the spending per pupil. In
union districts there was little relationship between the spending per pupil and the average
income of homeowners.

It makes sense that by combining smaller town districts, unions would tend to reduce the
between-district variation in poverty and inco  me, and blunt the impact of sudden changes
that make the spending per pupil more volatile in small districts. This snapshot is from

2018, when Act 46 was in the early stages of implementation, and there were still 108 town
elementary districts. Itis likel y that the relationship between income and spending will
decrease as these small school districts are incorporated into larger unions.

As mentioned earlier, the extra cost of educating students in poverty is addressed by
weighting those students. If the  weighting scheme were successful, we would see inequality
in spending per pupil , and equality in spending per equalized (weighted) pupil ; higher
poverty districts would spend more per pupil than lower poverty districts, but the spending
per equalized pupil would be same. The data indicate that, to a certain extent, this is
successful. Controlling for enrollment, spending  per (unweighted) pupil tends to be slightly
higher in higher -poverty di stricts, which is not what would be expected. But spending  per
equalized pupil still tends to be lower in higher -poverty districts, indicating that the
weighting did not convince voters to support the full supplement per poverty student.

The 2019 weighti ng study, Pupil Weighting Factors Report , calculates a substantially
higher weight for poverty than the current weight (Kolbe, Baker, Atchison, & Levin, 2019)
This would mean that high -poverty districts would be able to spend more per pupil at their
current tax rate, and presumably it would increase spending in those districts. And,

because the poverty rate is generally higher in districts with lower incomes, increasing the
poverty weighting would tend to offset the difficulty that lower -income households may
have in paying taxes.

The Commission believes that the equity of the locally voted education tax is crucially
important. Unlike many other taxes, it bot h collects and distributes. After the allocation of
categorical grants, we rely on the locally voted tax to raise the amount needed to provide
the education of the students in each district. If this tax is inequitable, it is likely that
education will be d istributed inequitably. For this reason, we believe the relationship
between income, poverty, and education spending is vitally important to track. At this time,
it appears that a combination of district consolidation, heavier weighting for poverty, and
moving to an income -based tax for residents will improve the equity of the education tax.
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Volatility

Several people commented on the volatility of the education tax , and the Commission
looked at this in two ways: volatility in terms of the total amount raised for education, and
volatility in the bills of taxpayers.

For most state taxes, such as the sales tax or the income tax, the revenue raised varies from
year to year depending on changes in the tax base. Volatility in the revenue is a challenge

to steady budgeting to meet state needs. Volatility is an issue even within a single fiscal

year, as budgets are developed and approved without the knowledge of the amount that

most state taxes will raise during the year. Usually estimates are fairly close, b ut a budget
adjustment process is routine.

However, for the education property tax the process is reversed; the budget determines the
education property tax rate needed each year to raise the necessary amount. And, in
contrast to other state taxes, the property tax base is known before the rate is set, so there

is very little guesswork. With the exception of delinquencies, the property tax will bring in
the amount budgeted. As a result, the education property tax does not result in insufficient
revenue due to year -to-year changes in the tax base.

However, this system shifts the volatili ty to the taxpayer. The education property tax
functions as the shock absorber that allows the Education Fund to be filled. The education
property tax must be increased or decreased in response to changes in the tax base
(especially due to appreciation as estimated by the common level of appraisal), changes in
education spending, changes in uses such as health insurance, and changes in the other
revenue sources in the Education Fund including the  sales tax, meals and r oomstax, and
one-time money like feder al funding during the Great Recession or the COVID pandemic.

In some years, education property tax bills have increased at a rate that exceeds the

increase in school spending, frustrating voters. This is not unique to Vermont; local rates

will rise to co mpensate for falling state aid in any state that relies on a combination of state

and | ocal funding for education. But Vermontos

Some possibilities suggested for reducing the volatility in the tax bills are:

1 Create a stabil ization reserve, to be used to stabilize tax rates

1 Eliminate the property tax credit which essentially passes on a tax increase from
the prior year to the current year (or pay for it out of the General Fund)
Reduce disparity in increases in spending betwee n districts
Index state funding to some measure of spending growth
Move to two -year budgeting
Separate funding for capital construction from annual expenses
Stabilize the yield at a certain spending level, shifting the volatility to higher
spending distric ts
Stabilize the adjustment of listed value to taxable value (CLA) if using a
property tax

=A =4 =4 -8 4

=
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9 If using an income tax, make it less progressive than the  personal income tax

Use categorical grants to offset uncontrollable costs or special programs

9 Limit uses other than education spending from receiving support out of the
Education Fund; move spending on mental health services and employee health
insurance to the General Fund.

=

The Commission also heard concerns that replacing the homestead property  tax with a
direct tax on residentsd ifitomdsi wothe itRacpagee sv
the revenue received by the Education Fund to support education.  The change would mean
that the Ed Fund would be more reliant on fewer people at the top end of the income
distribution fi and their income tends to be more variable. For example, in 2018, the top 5%
of the housesites accounted for 14% of the total value of housesites; in contrast, the top 5%

of income filers accounted for about double that perc entage of total income, or 30% of total
adjusted gross income (AGI) of Vermont residents. Many national studies have looked at

the volatility of state revenue and point out that the personal income tax tends to reflect

the business economic cycle, resultin g in declines in revenue during economic downturns.
However, the volatility of revenue of the personal income tax results from a combination of

the volatility of the underlying tax base, changes in tax policy, changes in the distribution

of income within a progressive structure, and changes in tax rates. Unlike the personal
income tax, the proposed education tax would not have brackets and the rate would be set
annually to match the revenue needed.

An analysis of the changes in only the two tax bases between 2000 and 2018 indicates the
income base has actually been less volatile. The average annual change in the homestead
equalized education grand list (Homestead EEGL) in constant 2018 dollars was 4.7%, with
a standard deviation of 3 .8%. The average annual change in AGI of Vermont residents was
smaller 8 3.3% 0 and the standard deviation was 2.2%. The number of years that the tax
base declined was equal. Assuming that the tax rate would be set each year to raise the
revenue needed, it does not seem that the rate would be significantly more volatile from

year to year using an income base.
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Percent Change in Two Tax Bases 220IB:
Homestead Property and Income

= Homestead EEGL VT Resident AGI

Figure 16 Data from Vermont Department of Taxes

Shifting from the current homestead education to an income  -based tax would increase the
chances that Education Fund tax revenue actually received in a year would not match the
budget estimates because the income tax base would not be completely known at bu dget
time. However, an income -based tax would not need to assume the same volatility of

V e r mo persénal income tax . Some possibilities suggested to reduce volatility are:

1 Setting the rate annually to raise the required amount, as is done currently with the
education property tax
1 Basing the tax on the prior year®s income, as

education property tax credit, so the revenue estimate would be more accurate
1 Using a stabilization reserve

For an individual taxpayer, the inco me-based bill could be more volatile than a property tax
bilhiespecially if the taxpayerds income i s more vol
this volatility would be tied to the ability of the taxpayer to pay the bill. If the tax is based

ontheprior year 8s i ncome, taxpayers with netsethen changes:
concomitant change in their tax bill until the following year. This is also true of the current

homestead education tax, as the propertye.tax cred

Cost Control

Many people felt that education spending is too high, and several legislators expressed
frustration that they were unable to keep spending from increasing. The Commission feels
the spending level is not in its scope, and that the tax structure is not the b est agent for
accomplishing the most efficient delivery of quality education. However, the Commission
does recognize the potential for some controls on spending to be built into the tax system,

and these would be preferable to separate penalties or incenti  ves.
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At one extreme, spending could be controlled if the State took over the system of taxation
and revenue distribution. This would allow  the Legislature to set the uniform tax rate(s)
each year, and distribute the revenue to each district based on a st ate determination of
need.

Assuming the tradition of local control, locally voted budgets and local tax rates continues,

higher spending could be constrained by reducing the yield (increasing the rate) as per -

pupil spending increases. The current system essentially halves the yield at spending levels
that exceed 121% of the prior yeards average.

Representative Beck has suggested a variation to this approach that would direct the
Education Fundds r ehomestead taxX, mowo-property &x souocnes, and a
basic homestead tax to support per -pupil spending at a base amount estimated to provide
an adequate education (Beck, 2019). Compared to current law, this would result in lower
rates for spending up to that base amount. For spending above this base amount, the yield
would be significantly lower than current law (and therefore the rate would increase more
sharply) because the y ield would be supported only by the homestead taxes of the districts
spending above the base amount. This approach would tend to lower and stabilize the tax
rates in the low -spending districts and increase both the amount and the volatility of the
tax in h igher -spending districts.

The Commission believes that the confusion surrounding the current  property tax credit

and the double system for determining the tax bill has removed the direct link between the
budget vote and the tax bill. The first step in improving cost control and accountability

within the tax structure should be simplifying the system so that voters h ave a clear idea of
the effect their vote on the school budget will have on their tax bill. And, for the local tax to
effectively control costs, those costs should be controllable. We recommend moving health
care for school employees and mental health serv ices to the General Fund.

What the Education Fund Should Pay For

There seems to be general agreement that the uses of the education fund should be limited

so that the non -homestead property tax and the locally voted homestead tax are only

covering the c osts of education that the voters have some control over. This would make it

more | ikely that a districtds rate would rise and
with other spending, strengthening the connection between the budget vote and the

resulting tax bill. When the Legislature established the Education Fund in Act 60, it

explicitly listed eligible uses, and stated : dJpon withdrawal of funds from the Education

Fund for any purpose other than those authorized by this section, 32 V.S.A chapter 135

(education property tax) is repealed 6 (Vermont Act 60, 1997) .

The Commission recommends moving expenditures for mental health services and for
employee health insurance from the Education Fund to the General Fund, along with
proportionate revenue sources. This would remove some of the most uncontrollably volatile
costs from the lo cally voted tax, so that the budgets would be more directly related to
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education expenses, more predictable, and more easily controlled by the voters. It would
also give the Legislature greater ability to manage some of the costs that they now feel are
out of their hands.

The Commission recommends further study of the costs now covered by the Education Fund
to see whether they are actually education costs and what the effect would be on both the
level of the local tax and the volatility if they were cover ed by the General Fund .

Renters

The current system raises education taxes from homeowners through an annual tax bill
based on a school budget approved by voters 8 homeowners and renters. Because rental
property is taxed for education at the non -homestead rate, it is assumed that renters
contribute this amount through their rent.

As a result, the two groups are taxed for education at different rates. And the connection
between the local budget vote and the effect on their tax bills is different. While the
historical and administrative re  asons for this distinction are clear, the Commission could
not find a principle -based justification for treating the two groups of residents differently.

Ongoing Oversight

Assuming we continue to have a locally voted education tax, finding the right bal ance will
always be a challenge. The tax rates must be set each year, with a careful analysis of
anticipated changes in incomes, property values, school district spending, and anticipated
Education Fund revenue from other sources such as the sales tax and the rooms and meals
tax. As demonstrated by the recent weighting study, equity in spending needs to be

evaluated to ensure the weights are effective. Similarly, what is distributed through

categorical grants and what is considered spending on general educa tion to be raised via
the local tax should be reviewed and analyzed periodically. Rather than create a special
commission to tackle each of these when a crisis arises, Vermont would be better served by
an ongoing review process and regular reports to aid the Legislature .

There are a few examples of similar state efforts. The Debt Affordability Advisory

Committee makes annual recommendations of the maximum level ofthe St at eds gener al
obligation debt, after an annual study of history and projections. The r ecommendation is

advisory, but generally followed because of the thorough and consistent review. Similarly,

the Current Use Advisory Board, after analyzing the economic situations for farms and

forestry, establishes use values that reflect the income -produ cing capability of the land.

These efforts create stability in the programs, as well as enabling legislative decisions to be

based on sound research.

The Commission recommends establishing an ongoing Education Tax Advisory Committee
to monitor the system, to report reqularly, and to make annual recommendations to the
Legislature. Annual recommendations would include the tax rate(s) and yield(s) and the
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amount of the stabilization reserve. Other recommendations, such as adjusting student
weights or other changes to the system coul
needed.

Property Tax Administration

In addition to comments about the complexity resulting from the administration of the
homestead tax, the Commission heard several concerns about the local administration of
the property tax in general. The property tax was once only a local tax, but it now is
predominantly a state tax and the competence of local listers is crucial to ensure that the
state tax is being administered correctly, consistently and fairly.

Times have changed since Vermont towns began electing citizens to serve as Fence
Viewers, Listers , and Weighers of Coal. Although the duties of Weighers of Coal and Fence
Viewers have evaporated, the duties of listers have increased substantially, and so has the
expertise required to do the job.

Listers were so named because their main job wa s to make lists. Every household had an
individual list of taxable possessions. The listers compiled these individual lists into the

t o wmyrarsl list , and the tax for each type of property was setby theState so t hey
need to appraise. To do the jo b with the support of the electorate, they needed to be honest,
and good penmanship was a plus. The work was seasonal, between sugaring and planting.

At this point, the job continues throughout the year and listers need to know, among other
things: appra isal practices; Act 250, Open Meeting and Public Records laws; chapters 112 -
135 of Title 32; how and when to capitalize income to value property; how to understand

and value easement restrictions; how to use standard software for valuing, compiling,

report ing and updating.

And once they master the job, there will be changes. They need to learn how to value the
new types of property & such as cell towers, wind turbines, solar installations, and
subsidized housing & that may have special tax treatment. They need to understand and
implement the latest changes in laws such as the education property tax or current use.
And, they must adjust to frequent changes in the software and in reporting requirements.

Yet most of the | isters have none of this experience when they are first elected to serve.

There is no authority to ensure that all the locally elected listers function responsibly,
consistently, and competently in conformance with state laws. The  Vermont Department of
Ta x eDvidion of Property Valuation and Review has tackled this challenge admirably by
offering courses, certification programs, webinars, training materials, forms to use for

special property, handbooks, and frequent one -on-one assistance to listers. Sig nificant
progress has been made in the standardization of practices. However, the Division has little
control, and training has been limited by funding.
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One particular concern is the ability of small towns to appraise large and complicated

properties and to defend the appraisals. For example, consider a $4 ,000,000 property in a
town with a municipal tax rate of 30 cents. If the listed property were reduced to $2 ,000,000
as the result of an appeal, the town would be out $6,000 per year, which is not enough to
warrant an expensive defense. The State, on the other hand, would be out $32,560 per year.
The State not only has better ability to appraise and defend appraisals, it also has more at
stake.

The Commission recommends developing a program at Property V__aluation and Review to
appraise large and/or complicated property and to defend the appraisals. We also

recommend analyzing other ways in which local administration could be strengthened and
supported by the State . The current per -parcel payment should be reviewed and a payment
schedule that is based on both the size of the town and the certification of the local officials
should be considered. We believe that the State can make investments in the

administration of the property tax that will be offset by in creased tax revenue.

Recommended Structural Change to the Homestead Tax

The Commission considered five possible approaches to changing the locally voted
homestead tax. See Appendix 6-1. The intention was to preserve or further the equity gains
of the current system while reducing complexity.

After modifying and evaluating different approaches, we recommend levying an education

tax, at a locally voted rate, on the income of all residents. _ This would eliminate the property
tax credit and the option of paying an education property tax on the housesite. Because
renters are assumed to pay an education tax through their rent, they would receive a credit
designed to offset that cost.

Two of the alternative approaches considered are actually small stepst oward the

recommendation. Model 1 would allow a homeowner to pay the lesser of the tax on the

housesite or on income, as in current law, but without using a credit. This would make the

tax bill directly reflect the budget vote, and remove the confusion cau  sed by the credit that

is related to the prior ye aeiniinate bhie property thkockbdit | 2 woul
but, in addition, it would eliminate the option of paying a housesite property tax. This

would remove the double property/income calculati ons and move to one tax base: income.

While the Commission supports these changes, we dondt feel €
Our recommendation adds changes to the way renters are paying for education.

Two approaches were rejected. Model 3 looks at property as the tax base, and uses a
generous homestead exemption to address regressivity. After further analysis, this
approach was rejected because, in order to maintain equity, it would require substantial
adjustment based on income and would not be an improvement over the current double
income/property system.
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Model 4 eliminates the locally voted tax entirely and imposes a uniform state school tax.
This approach was also rejected. Although it has many tax ~ advantages, the Commission
concluded that local control and local democracy are more important than tax simplicity.

These are not fully detailed models; in all cases there are components that could be

changed. For each approach, the Commission lays out the purpose, a general description of
how it could work, its advantages and disadvantages, and the Commission & s
recommendations.

The recommended approach is discussed below; the others are outlined in Appendix  6-1.

Recommended Structural Change to the Homestead Education Property Tax

We recommend levying an education tax, at a locally voted rate, on the income of all
residents. We recommend eliminating the  property tax credit and the option of paying an
education property tax o _n the housesite. Because renters are assumed to pay an education

tax through their rent, they would receive a credit designed to offset that cost.

Purpose: To simplify current law by taxing all residents on income, and providing the
same link between voting decisions and tax bills for both renters and homeowners.

FY 21 example . (School budget voted in March 202 1 for 2021-2022 school year)

Local Residenti al Education Income Tax
Income as of Dec. 31, 2020, filed in April 202 1
X

Spending per pupil FY2 2 /yield FY2 2

1. The budget presentation to voters includes the estimated income rate so people
can estimate what their tax bill will be if the budget is approved.

2. Local residential education taxes are paid to the State . The town does not send
out education bills for declared house sites.

3. Landlords file a statement that includes the name of the renter and the rent.

. All residents file their 220 adjustedgrossincome (AGl) anda residenceéeclaration

with their Vermontincome tax form by April 202

. Installment payments, estimated taxes, or withholding would be paid by residents to
the Statdetween April 202 and April 202.

Reconciliation takeplace in April 202. If the filer has overpaid, a credit would be

issued; if the filer has underpaid, a payment would be due.

. The rental credit would be refundabénd it could be deducted from the withholding

or estimated paymentheVermontDepartmenbdbf Taxeswould determine the tax
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paid on the rental unit by using theand list The Landlord Certificate would be used
to verify the renter and the rental unit.

The school district budget vote would determine the local income rate , based on the

spending per equalized pupil. This rate would apply to the income of all residents; there

would not be different income brackets as there are in the personal income tax. At the time

of the vote, taxpayers will have a good idea of what theirt  ax bill will be by applying the

estimated rate to the AGI that they are filing around the same time. If their income goes up

or down during the year, the tax bill will not change. This is essentially what happens now,

as the current property tax creditis based on the prior yeards i ncome.

For simplicity, AGI should replace household income. The AGI would not be adjusted for
household size, although a case could be made for reducing the taxable income to account
additional household members. As the filing  status and number of exemptions already
appear on the income tax form, no new paperwork would be required.

If the Legislature feels there should be a maximum education tax, this could be set at a
certain income level as is done with the social security ta  x.

Landlords would need to file annually, as they do now. However, they would not need to

calculate allocable rent. The | andlordds filing w
rent. If the renters change during the year, the landlord would indic ate the responsible

renters by month.

We do not feel that the amount of the renter credit needs to be exactly equal to the

education taxes paid on the rental unit; it could be based on the median rent in the county,

as the recently changed renter rebate i s. However, if the Legislature feels it should be

directly tied to the taxes paid on the unit, it could be calculated by allocating the rental

propertyfds assessed value to each unit proportion

Housesite property could be defined as it is cur rently, or it could have a maximum value,
indexed to some measure of appreciation.

There would be one statewide equalized rate for all non -housesite property. The town would
send education property tax bills for all non -housesite property only.

If the L egislature feels the tax is too high for lower -income households, the district rate can
be phased in rather than using the current circuit breaker. For example, fil ers could pay
20% of the district rate at incomes below $10,000, rising to 80% for incomes of $47,000 and
100% for incomes of $60,000. There would be no separate paperwork needed; there would be
no credit. This could be designed to avoid two issues with the current circuit breaker: it

creates a sudden jump in tax bills when incomes excee d $47,000, and it insulates eligible
taxpayers from the tax consequences of the budget vote.
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Taxing renters in the same way as homeowners is recommended by the Commission ,
although more analysis is needed to better understand the advantages, disadvantage s, rate
implications, and administration of the change for renters before it can be implemented.

The Commission recommends initiating reporting and data collection on renters and rental
units as soon as possible to enable further analysis.

Pros:
1 Provides meaningful property tax relief for more Vermont homeowners and renters
9 Strengthens link between local vote and local tax bill, for all district residents
1 Consolidates the spending and revenue resulting from one school year to one fiscal
year so educati on spending and tax rates are in sync
Eliminates the taxpayer confusion resulting from the adjustment
Eliminates household income calculation; can use AGI
9 Shifts the focus to what is a fair tax amount to pay, rather than what is a fair
subsidy
Eliminates tax jump at incomes of $90,000
Reduces regressivity that now occurs at high incomes
1 Less likely to affect behavior of high -income homeowners because renter s are
treated the same way as homeowners

=a =9

= =4

Cons:
1 Administrative changes at both the state and municipal levels to account for renters
1 May influence high -income homeowners to choose another state as their residence

Appendix 6-1 featuresthe Co mmi s seavabuatidnsof other options .
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7. Consumption Tax  Reform

From the point of view of government policymakers, a good tax raises a lot of
money without causing people to avoid the tax by distorting their spending (or
voting) behavior. By that mea sure, a sales tax is a very good tax indeed: a body
of research shows that, overall, sales -tax rates are not noticeable enough to
consumers to make them change their behavior. (Baker, Johnson, & Kueng,
2017)

Introduction

Consumption taxes are an important source of revenue in all 50 states. Even states with no
sales tax, like New Hampshire, tax some services and impose excise taxes. In Vermont,
consumption taxes take the form of the sales and use tax, meals and roomstax, purchase
and use tax (for motor vehicles) , fuel taxes, and excise taxes. Although most consumers and
many policymakers do not consider Vermontds heal't
there are good reasons, as we discuss below, for examining health care as part of the review
of consumption taxes. This is consistent with the treatment of health care taxes as
consumption taxes in  The Vermont Tax Study (Teachout, Manchester, & Wexler, 2017, p.
ix). In Vermont, consumption taxes make up about 32% of state revenue, with the sales
and use tax making up over half of that, and health care making up another quarter of the
total.

For a variety of reas ons, both economic theory and tax policy theory approve of most
consumption taxes when applied broadly at a low rate. Our goal is to make the Vermont tax
system overall more fair, more sustainable, and simpler, and our recommendations for
consumption taxes aim to further those goals in the overall financial picture of Vermonters,
and specifically with respect to consumption taxes.

Our most gener al recommendation to achieve those
base. As we discuss below, amongthe45 st ates with a sales tax, Verm
unusually narrow. Much of what we recommend about

follows recommendations made by the Blue Ribbon Tax Structure Commission , and we note

that two different commission s, separated by ten years and made up of six different

Vermonters with very different backgrounds, having together taken testimony from a broad

range of Vermonters, have reached the same conclusion and made the same

recommendation. Our recommendations woul d move Vermont into the group of two or three

states, including Washington State, New Mexi co, a
bases inthe nation. ( Not e t hat Hawai 6i 8s tax is called a gen
Mexi cods tax i stax @GRE)randdMashington doesmat bave a personal income

tax).

We recognize that in terms of tax policy, being in the middle of the pack of states provides

somesecurity. |t d6s |l ess |likely that théstatensdoingtings | go ver
that are in the middle of the range of whatis working in a good number of other states.

There are, however, areas in which Vermont prides itself in being in a small minority, or

even standing alone: Vermonters are proud of being one of the lowest -crime states in the
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country; Vermonters are proud of being one of only a very few states with no billboards; and

in tax policy, Vermonters can be justly proud that Vermont is one of two or three states that

are leading the way in using the state tax code to reduce ineq uality . We see very little risk

to Vermont s reputation or economy in being among
tax base, and much benefit in terms of the fairness and stability of our sales tax system. We

also feel that having one of the lowest s ales tax rates in the country poses no risk and

provides both economic and reputational advantages.

The sales tax was created as a tax on tangible personal property (TPP), which by definition
did not include services. Over the years, all 45 states witha  sales tax have expanded it to
include some services, although often with the justification that a particular service, like

ski rental, is a substitute for a purchase, like buying skis. In addition to all the categories

left out of the tax by definition, th  ere are others that are specifically exempted by statute.
In Vermont, these include a variety of necessities like groceries, clothing, and home heating
oil.

We examine the reasons that some categories of goods and services are either exempt or
excluded fr om the sales tax, and weigh the logic and the evidence as to whether those
reasons are compelling or not.

We also examine the hurdles to expanding the sales tax base, including the likely concerns
from people in businesses that do not currently collect sa les taxes and from low -income
Vermonters and advocates for low -income Vermonters, and we also consider various
technical and administrative challenges.

For the most part, the sales tax applies only to private consumption 0 purchases made for
government u se by the federal, state, and local governments are exempt. However,
purchases made for individuals using federal dollars, as when a Medicare patient buys a
piece of medical equipment and Medicare pays for it, are eligible for the sales tax.

Purchases made by tax-exempt non -profits are generally exempt (subject to some limits),
but when a consumer purchases something from a tax-exempt non-profit, it is generally
taxable.

Since health care makes up about a third of the consumer -level economic activity in
Vermont, we examine the current taxes on health care and whether there is a way to
simplify and broaden them without restricting Ver

Finally, we examine the question of what mix of lowering rates and increasing revenue
Vermont should pursue based on a broader sales tax base, and conclude that after
protecting low -income Vermonters and administrative costs, essentially all of the gain
should be put toward lowering the rates.

Value -Added Taxes, Transaction Taxes, and Gross Rece ipts Taxes: Three
Things We Do NOT Recommend

Globally, the value -added tax (VAT) is the most common form of consumption tax, used in
over 160 countries including all European countries, Canada, Australia, Japan, India,
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China, and almost all the countries in Latin America (International Monetary Fund, n.d.)

A VAT is collected at each step of the production process, from raw materials to consumer
sale. However, the tax is not charged on the full value of the product , only the value that is
added at each step of the process. If you imagine Vermont with a 6% VAT, an ice cream
company buys cream from a farmer for $2/Ib. The farmer collects $2.12, and sends 12 cents
to the State . The ice cream company then sells a pint of ice cream to the local grocery store
for $3, and collects $3.18, but, having already paid 12 cents in VAT, only sends 6 cents to
the State . The grocery store sells the pint of ice cream to you for $5, collects $5.30, of which
it send s 12 cents to the State . The end result is the same as a 6% sales tax & you, the

consumer, pay 6%, or 30 cents, on your $5 purchase of ice cream, and the State collects 6%,

or 30 cents, on that pint.

From the consumer 6s poi ntncebbtween aesales tax andcarVAT. i s

From the point of view of the businesses involved in the supply chain, a VAT is more
burdensome to administer, although this is somewhat offset by the fact that businesses are
relieved of the burden of determining whether  a customer is a consumer or a business.

no di

From the governmentds point of view, the revenue
advantages 6i t s harder to evade, and the government re

payments over time instead of one payme nt at the end of the process, when the consumer
makes the purchase. Because the United States has a somewhat unusual system of taxing
authorities at the federal, state, and local levels, it does not seem that the VAT is viable in

the United States. A VAT ¢ an only work at the federal level, so you either take away the
statesd ability to |l evy a sales tax and do
VAT on top of a sales tax, which leads to double taxation of sales (Campbell, Memo on
Transaction Tax Details, 2018) . As the Legislative Joint Fiscal Office explains: A VAT ]
requires a national entity to operate the system of remittances and credits because of
interstate transactions. Therefore, it would be exceedingly diffi cult, if not impossible, for a

state on its own t(GampbelpNeoan Mransaction/Tax Dietails, 2018)

We therefore do not recommend consideration of a VAT for Vermont to replace the sales
tax.

Tax theory discourages a broad transaction tax, which would include the application of a
sales tax to business inputs, with purchases at wholesale being the most prominent
example. Her eds why:

Take a company whose business model requires 50% margins. In a state without taxes, the
company purchases a product at wholesale for $50 and sells it to the consumer for $100.

I f you apply Vermontds 6% sales tax to the
sells it for that same retail price of $100, and  the consumer pays $106, including the $6 in
tax.

If you apply the 6% sales tax to both transactions, the company pays $53 for the product at
wholesale, and sells it for a retail price of $106 (to maintain their 50% margin target). Then
you apply the 6% sa les tax to that, and the consumer pays $112.36.

Breaking down the $112.36 that the consumer paid, you see that $50 is the wholesale cost,
$53 is the retailerds margin, and $9.36 is
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wholesale level that got passed on to the consumer, another $6.18 is the tax the consumer
pays on the underlying $103 of wholesale price plus retail margin, and 18 cents is the 6%
consumer tax on the 6% wholesale tax, yielding an effective consumer tax rate of 9.09%
($9.36/$103), and an increased cost to the consumer of $12.36 compared to the taxless
transaction. The state ends up collecting $9.36 more, but the consumer ends up paying
$12.36 more.

This effect, known as pyramiding or cascading, is roundly discouraged by tax t heory. It is
more efficient for all parties for the State to simply levy a 9.36% sales tax at the consumer
level, and exempt the wholesale purchase. The State ends up with the same revenue; the
consumer pays $3 less; the wholesaler is relieved entirely of the administrative burden of
collecting and remitting sales tax; and the retailer is relieved of the burden of paying sales
tax on their purchases, and can sell their wares to consumers at a slightly lower price.

For the same reason, we do not recommend a gross receiptstax. | n addi ti on to Hawai
New Mexico, seven other states impose GRTs. These taxes typically apply to business -to-

business (B2B) transactions as well as consumer purchases (B2C), and therefore  cause the

same pyramiding as a transaction tax. GRTs tend to be at very low rates, so the pyramiding

is less of a factor, but our view is that it is best to avoid taxing business inputs, and

expanding Vermontds exi sting swlthanscrapang oubsalesse wi | |
tax and creating a new GRT.

The Effects of Adding, Increasing, Removing, or Decreasing the Sales Tax

We also examined the effect of changes in the sales tax on levels of consumption and/or
access due to price elasticity of d emand, which is to say, how much demand or access
decreases/increases in response to an increase/decrease in the sales tax. In general,
consumer-level demand is price inelastic in the range of price changes caused by adjusting
sales tax rates. Per research done at the Kellogg School of Business at Northwestern
University, dhe researchers saw no impact on household spending habits four months to a
year aftera sales-t a x i n ¢BakeraJehmgbn, & Kueng, 2017) . There is some evidence
that in the month prior to a sales tax increase, consumers stockpile goods, so demand goes
up in the month prior and then down in the months after, but once that stockpile is worked

off, demand goes back to where it was prior to the tax increase. Pr  esumably, the opposite is
also true din the month ahead of an announced decrease in the sales tax, people may
purchase less, waiting for the tax to go down. It is also important to note that price

elasticity of demand varies based on household income d lower-income households are more
likely to reduce their purchases in response to a small price increase than are higher -
income households. Price elasticity of demand also varies based on the magnitude of the
change in price. While a 5% price increase may caus e a 3% decrease in demand (price
elasticity of demand of -.6), a 50% price increase may cause a 40% decrease in demand
(price elasticity of -.8).

Demand is particularly inelastic for necessities like health care, groceries, education,
residential energy u se, and clothing, which are the five biggest categories that are currently
exempt from the sales tax in Vermont. As is often the case, health care is unique in that
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demand, which is to say, how much people buy, is often determined not by the

consumer/patie nt, but by the doctor. A further factor distorting demand in health care is

the fact that often neither doctor nor patient knows or particularly cares how much a given

treatment costs. Both of these phenomena are likely to be important factors in the

inela sticity of health care demand. We reiterate our recommendation from Chapter 5 that

the Legislature make structural changes t o-indbmeMVemontes progr
to ensure that the changes we are recommending do not reduce access to any of these

necessities for them.

Another factor decreasing the net effect of the changes we are recommending is that even if
demand did have some price response in the range of changes we are examining, our
recommendation to broaden the base and lower the rate would mean that there would be a
slight decrease in demand for the roughly half of purchases of goods and services that are
not currently subject to the sales tax, but that would be partially offset by the increase in
demand for the consumer goods that are currently taxed, as the tax rate fo  r these things
would go down.

We will therefore assume that changing the sales tax by a few percentage points will not
have a material effect on demand. However, in the accompanying Vermont Sales &
Provider Tax Calculator (Tax Struc ture Commission, 2021) , we have included four
calculations: for both holding low -income Vermonters harmless from the application of the
sales tax to categories currently not taxed and making no provision to do so, we model
scenarios with both price elasticity of demand and no elasticity. You will see that the
inclusion or exclusion of price elasticity of demand does not make a large difference to the
results, while holding low -income Vermonters harmless does make a meaningful difference.

In contrast with the changes of a few percent that we are contemplating here, a heavy tax

can, in fact, change consumer behavior in the int
60% excise tax on cigarettes works to reduce smoking, especially among young peo ple. We

are therefore mindful of the effects on demand in the analysis of the excise tax.

Vermontds current 6% sales tax exempts or exclude
categories of services. We now examine the reasons for those exemptions and exclusions,

and we will explore opportunities to make Ver mont
and simpler by expanding the base and reducing the rate, while at the same time

exempting business inputs.

Why Are There Exemptions to and Exclusions From the Sales Tax in
Vermont?

There are hundreds of categories of goods and services in the United States economy, and
states have made very different choices about which ones to tax. Vermont currently taxes
consumer purchases of most goods that are not deem ed necessities, and exempts most
necessities like groceries, clothing, home heating, and medical products. Vermont currently
exempts most sales of business inputs. Finally, Vermont currently taxes about 45 of the 20 0
or so services that are taxed by at lea st one other state (See Appendices 7 -1 and 7-2).
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It is also true that the exemptions to Vermont s

decades by many different legislatures, and the original intent of each exemption is not
always clear. However, there appear to be six main reasons that Vermont exempts or
excludes some categories of goods and services:
1. To protect low -income Vermonters from the financial burden of paying a tax on
necessities, like groceries, clothing, home heating, and health care.

2. To encourage community goods, like education and newspapers. Health care falls

into this category as well.
3. Since the sales tax was originally just on goods, many services, like limousine

rental, are exempt simply because thseyodve

other categories, health care also falls into this category.
4. Some categories are exempt because the sales tax is deemed too hard or too

complicated to collect, for the seller and/or for the Department  of Taxes. Health

care and education are probably the only two sectors to fall into all four of these
categories.
5. Some categories are so small that the administrative burden to collect the tax

are greater than the revenue from t-tine

events like yard sales.
6. To avoid ta xing business inputs.

This leads to three big questions:

1. Are sales tax exemptions an efficient way to protect low -income Vermonters, and

if not, is there a better way to achieve this goal?

2. Are sales tax exemptions an effective way to promote community goods, and if
not, is there a better way to achieve this goal?

3. Is the benefit of the historic exclusion of services from the sales tax likely to
outweigh the costs of that exclusion as the economy continues to evolve toward
more services?

We will examine eac h question in turn in the following sections.

Are Sales Tax Exemptions an Efficient Way to Protect Low -Income
Vermonters?

For purposes of this report, we define low -income Vermonters as those living in households
in the lowest four deciles of household income. This very roughly corresponds to households

making less than 80% of the median income (U.S. Census Bureau, 2019) , which is the
definition used by the U.S. Department of Housing and Urban Development , U.S.

Department of Agriculture , and Ver mont ds Agency of Commerce

Development in its housing needs assessment. This definition is broader than some other

measures, as it equates very roughly to between 250% and 300% of the federal poverty level
(Vermont Department of Health, 2018) , so it yields higher and more conservative estimates

of the costs of protecting low -income Vermonters than other measures would. While we
define low -income Vermonters as those in the lower 40% of the income distribution for
purposes of discussion and illustration, please note our recommendation in Chapter 5 for an
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analysis of the total financial picture of households ranging from the lowest household

incomes up to 400% of the federal poverty lev el and a policy initiative to eliminate benefits

cliffs for people moving up through those income levels and to insulate them from

additional burden based on our proposed changes

For reference, median household income in Vermo nt is around $62,000 (U.S. Census
Bureau, 2019), and the federal poverty level for a family of three is $21,720 (U.S.
Department of Health & Human Services, 2020) , so for a family of three, 80% of m edian
household income is around $49,600, 250% of the federal poverty level is $54,300, and the
40t percentile of household income in Vermont is around $49,900 (U.S. Census Bureau,
2019).

Health care, groceries, home energy, e ducation, clothing, and car repair services account for
about 85% of the private consumer spending that is currently not included in the sales tax

in Vermont (See Appendix 7 -3). Health care is the largest sector, and is the most
complicated case, and the one with the most reasons for exclusion, so we will examine
health care in a separate section below.

Starting with groceries: based on data from the U.S. Bureau of Labor Statistics (2020), we
estimate low-income Vermonter s spend about 27.8% of Vermont&s

groceries’. That means that right now, by exempting groceries from the 6% sales tax,
Vermont is giving up about $126.1 million in sales tax revenue (Feldman, Schickner, Stein,
Campbell, & Dickerson, 2019) to provide $35.1 million in relief to low -income Vermonters.

To be clear, we are not recommending a 6% sales tax on groceries. Our recommendations
are laid out below. At this point, our goal i s simply to think through whether or not
exempting groceries is an efficient way to protect low -income Vermonters from a sales tax
of any level on groceries.

If Vermont levied the 6% sales tax on groceries, collected the $126.1 million in taxes, and
refun ded that $35.1 million in grocery sales tax collected from low -income Vermonters,
there would be no harm to low -income Vermonters. Conservatively assuming a 15% cost to
administer a rebate program, the State would have an additional $85.8 million which it
could put toward lowering the sales tax rate and/or increasing spending, in whatever ratio
the Legislature decided was appropriate.

As noted in Chapter 5 of this report, we would encourage a comprehensive review of

income, benefits, and taxes by income le vel in order to eliminate disproportionate loss of
benefits as income increases (Obenefit cliffsd),
support for low -income Vermonters in isolation. That being said, Vermont currently

provides food support to low -income Vermonters through 3SquaresVT and Vermont WIC,

which programs could provide part of the mechanism for rebating grocery sales tax

payments to the lower end of the low -income spectrum, with a new mechanism required for

remitting sales tax payments to peopl e in the higher end of the low -income spectrum.

7 Statelevel data not available, assumes Vermont mirrors national data.
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States frequently exempt consumer goods, such as clothing and groceries, but these
blanket exemptions are ineffective ways to lessen the regressive nature of

sales taxes [emphasis added] . . .. If states are still concerned about the somewhat
regressive nature of sales taxes, several policy options are more effective tools

than blanket exemptions. [emphasis added] Grocery tax credits, expanded Earned
Income Tax Credits, or an increased standard deduction inan  income tax would
provide assistance without introducing the same degree of economic distortions.
(Kaeding, 2017)

When one looks at the other big categories of private consumer spending that are currently
exempt from the sal es tax, one finds the same pattern. Using a 6% tax rate as an example,
in home energy consumption, the State is foregoing roughly $42.1 million in revenue
(Feldman, Schickner, Stein, Campbell, & Dickerson, 2019) to protect low -income
Vermonters from a $13.2 million expense. As with groceries, as part of a comprehensive
review of the income, benefits, and taxes in low -income households, we note that Vermont
already has a mechanism for providing supporttolow -income Ver mont er sd resi den
energy purchases in the Low -Income Heating Assistance Program (LIHEAP). If you extend
the sales tax to residential energy, the State could collect the $42.1 million in tax revenue,
distribute $13.2 million back to low -income Verm onters through LIHEAP, and end up
(again assuming a 15% administration cost) with $26.9 million per year for increasing
spending and/or decreasing the rate.

Low-income Vermonters spend about 17.4% of the total private dollars spent on education

(U.S. Bureau of Labor Statistics, 2020) 8, so again, using 6% as an example, the State is
foregoing $59.1 million in revenue to protect low -income Vermonters from $10.3 million in

sales tax burden (U.S. Bureau of Eco nomic Analysis) .9 Clothing and automobile repair

follow the same pattern. Indeed, the Vermont 2021 Tax Expenditure Reviews suggests o0t he
clothing and footwear exemption does a poor job at targeting purchases that are necessary

for heal th @ ampbellyEdldmany&Hicks -Tibbles, 2021, p. 32)

In general, we conclude that exempting broad categories of necessities is not an

efficient way to protect low -income Vermonters from the financial burden of

paying as ales tax on necessities,  and that better mechanisms exist or can be developed

that even at a 15% cost of administration, will hold low  -income Vermonters harmless, and
increase Vermontds capacity to raise Aganetisue and/
not our recommendation that refund mechanisms be developed for each category of goods

and services to which we extend the sales tax. Instead, we refer to our recommendation in

Chapter 5 that the Legislature look at the full financial picture for low  -income Vermonters

including income, transfers, and taxes in the context of our recommendations, and adjust

the programs that support low -income Vermonters accordingly.

We note the concern raised in th e Vermont 2021 Tax Expenditure Reviews t hat oO0academi c
literature suggests that a full repeal of the clothing exemption would result in a reduction
in sales for Vermont retailers on the border, particularly since all neighboring states either

8 Statelevel data not available, assumes Vermont mirrors national data.
9 See alsd/ermont 2020: Comprehensive Economic Development Stréaggncy of Commeecand Community
Development, 2016)
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exempt clothing from their sales tax or have nosale s t @ampbell, Feldman, & Hicks -
Tibbles, 2021, p. 27) As we have discussed, due to the low level of the recommended 3.6%
sales tax, the Commission expects any shift of sales across the border to be insignificant.

With that in mind, we support the option presented by the Legislative Joint Fiscal Office
and Vermont Department of Taxes of:

Repealing the exemption in its entirety and replacing it with a more
targeted income tax credit, such as:

1 Arefundable personal income tax credit for low -income taxpayers, such
as Maineds refundabl e Sales Tax Fairness cr e:
$225 for lower - and middle -income taxpayers to offset the regressivity of
the sales tax.

9 An expansion of the Earned Income tax credit, which would offset the
regressivity of the sales tax by providing additional refundable credit to
lower -income households. (Campbell, Feldman, & Hicks -Tibbles, 2021,
p. 27)

We temper that support by noting our recommendation that these changes b e incorporate d

in a full overhaul of Vermont 6ds -moomaVermontrs, t axes a
and by the guidance that providing assistance each week or every two weeks is a great deal

more helpful than providing help at the end of the year.

Are Sales Tax Ex emptions an Effective Way to Promote Community
Goods?

A body of research shows that, overall, sales -tax rates are not

noticeable enough to consumers to make them change their

behavior. | n ot her words, we tend to adopt an at
i s 6 tadlestaxfi even when the rates go upfi and just get on with

the business of purchasing what we need. (Baker, Johnson, & Kueng,

2017)

What is true of rates going up is equally true of rates doing down. A 6% sales tax is not
enough to discourage consumer behavior, and exemption from a 6% sales tax is nhot enough
encourage consumer behavior.

The list of community goods that Vermont tries to encourage and/or make more affordable
with sales tax exemptions includes two big items: health care and education. As noted
above, we will examine health care separately.

Education in this context includes only private spending on education 0 private p ayments
for K12 and private payments for college. This includes both public and private institutions.
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The Commission estimates that consumer spending on education services in Vermont

amounts to nearly one billion dollars per year. 19 Low-income Vermonter s spent about 17.4%
of that (U.S. Bureau of Labor Statistics, 2020) . There are several important barriers for
low-income Vermonters to accessing education:

Higher education in Vermont i for both two and four -year collegesii
consistently ranks as the most expensive in the nation, while

simultaneously offering the lowest state  funding , according to a 2019 report
from the Coll ege Board. . . For the 80% of CCV students who are enrolled
part -time, supporting students outside of the classroom is a major

issue... The lack of access to a car or daycare for their child can really derail

a great student from completing their classes. 11 (Bakuli, 2020)

In light of these issues, the presence or absence of a sales tax would not appear to be a
significant factor in accessing education. Expanding higher education in Vermont might be
better achieved through larger -scale subsidies or refund s of the tuition for low -income and
middle -income Vermonters, combined with services like transportation, remote learning,

and childcare for students for whom those things are a barrier. If college tuition is $40,000,
and we add a (say) 3.6% sales tax to that, the price of that tuition goes up to $41,4 40.
Combining several estimates of price elasticity of demand for higher education (Parker,
2010) to arrive at .6, that $14 40 increase might reduce access to education by 2.2%, wher eas
the inflation adjusted growth in public college tuition over the last 20 years of 65% (USA
Facts, 2019) has probably reduced access by almost 40%. The problem is not the $14 40 in
sales tax, itds nhe $40,000 in tuitio

There are a number of smaller categories of community goods that are exempt from sales
tax in Vermont as well: newspapers; admission to school sporting events; membership
services from environmental, human rights, social, civic, and business organizati ons; sports
instruction; other amusement and recreation industries; and others.

We do not in any way dispute that these things are good for the community and deserve

Ver montds support. We simply do not dffecivewaye t hat
to support, encourage, or expand them. We do believe that exempting these activities, while

not providing meaningful support to the activity, does create complexity, unfairness, and
instability in Vermont s t ajebhighesthaaiwoulda nd causes t
otherwise be, and those negative consequences outweigh the very limited benefit the

exemptions provide.

We conclude that exempting community goods from the sales tax is not an
effective way to expand those goods, and that if the Le gislature does indeed wish to
support, expand, and encourage these and other community goods, an approach may be to

0 The U.S. Bureau of Economic Analysis (2020) reports that the Educational Services sector, as defined by the

North American Indusy Classification System (NAIGS® y (. NA 6 dzi SR b gy n dgossWoinésticA 2y (12 =+ S
product (GDRBin20192 KAf S D5t 3ASySNIftfeé AayQd F &aGNRy3a LINBPEE T2NJ
case of education, a service that tends to be deliverestate by nstitutions based in the state which receive

dollars that are likely to stay istate as income. The Educational Services sector comprises schools, colleges,

universities, and training centers that provide instruction and training in a wide variety @csb

11 See also Trends in College Pricing 2@dllege Board, 2019)
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analyze the barriers to expansion, and address them head -on with appropriate means and
mechanisms. We do not believe that the sales tax exem ption, either alone or in combination
with other measures, provides Vermonters with meaningful access to these ~ community
goods.

We recognize the very important public policy role that taxes in general play in encouraging
community goods and discouraging community bads. As noted, the excise tax on cigarettes
continues to be an effective tool to discourage smoking, especially among young people, and
has played a significant role in reducing suffering and premature death, improving health,

and reducing health care costs for Vermonters. The earned income tax credit has been a
very effective tool at reducing poverty. Federal tax credits have undoubtedly accelerated the
very beneficial transition to electric cars.  The data suggest, however, that because the sales
tax has a relatively low rate, and therefore changes to the sales tax are on the order of a few
percentage points or less, it is not among the more effective taxation tools for discouraging

or encouraging behavior.

Does the Exclusion of Services From the Sales Tax Still Make Sense?

The General Assembly concludes that structural deficiencies in

Vermontds current revenue and budgeting str
change in the State economy from an economy based on goods to an

economy based m services, requires an examination and rethinking of

Vermont 6s cur r er\ermort Acd 57, 2045 p. b0X)s e .

Per the Vermont Department of Taxes 8Sales Tax on Services Study (Feldman, Dooley, &
Morgan, 2016), services were initially excluded from the sales tax in the 1930s

[Because goods] constituted a large portion of household consumption,
wealthier people bought more of them, and they were easier to quantify.
Also, it was wide ly believed at that time that taxing a service would be like
taxing the jobs associated with that service, and jobs were already scarce in
that era. (p. 4)

In principle, excluding some services from the sales ta x raises an issue of fairness, as it

puts Vermonters who dond6t happen to use that serv
individuals and companies who happen to produce something that is taxable at a

disadvantage. As we have noted, the exclusion or in clusion of any service in the sales tax

does not meaningfully change demand, so this fairness issue is more one of principle than

practice.

However, more serious consequences of exempting most services from the sales tax are that
doing so makes sales tax revenue less stable and less sustainable, makes the tax system
more complicated, and forces the State to impose a higher tax rate to achieve any given
revenue goal. These problems will become more pronounced as the portion of the economy
represented by services continues to grow. While a crisis like COVID leads to a vast
reduction in some service sectors associated with tourism, the broader the base, the less
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likely a particular crisis is to have a disproportionate negative effect. If we taxed only
services, COVID would have been far more damaging to state revenues than it has been . If
we taxed groceries, as this Commission recommends, COVID would have been much less
damaging to state revenues.

We conclude that there is nothing inherent in the service sector that justifies a

blanket exclusion from the sales tax, and that the widespread exclusion of

service s adds complexity, unf airness, and instabilit)
infl ates Ver mont 8.Aswtadoas, out racomnrerdatien explicitly exempts

the purchase of services by businesses.

The Human Hurdles to Expanding the Sales Tax to New  Goods and
Services

The experience of the past has shown that any industry that has not been included in the
sales tax will view the prospect of their new inclusion in the sales tax with concern. Their
objections cluster around losing sales, and around th e administrative burden of collecting
and remitting the sales tax.

We see several ways in which the Legislature can address these concerns: first, making the
expansion as close to universal as possible makes it more difficult for any one industry to
argue that it should be exempt or excluded. Second, you can present the data that show

that sales in a sector do not, in fact, decline when they go from being exempt from the sales
tax to being included in the sales tax. Finally, we note that the burden of collecting and
remitting the sales tax has decreased a great deal due to the advances in sales tax software.

We expect that you will hear some passionate and emotional testimony from people asking

you to continue to exempt or exclude their business or their industry from the sales tax.

Some of this testimony will include dire predictions about the effects on Vermont

businesses, and on the economic competitiveness with other states. We would recommend

that your consideration of these concerns be married to a consideration of any supporting

data. We note that while Hawai 8i is ian, a unique p
Washington State, for instance, is similar to Vermont in that it shares a border with

Canada and fairly rural borders with a couple o  ther states. Washington State does not

seem to have suffered from its broad tax base.

69|Page
7. Consumpbn Tax Reform



Summary of Categories Not Curr

Tax, and Level of Protection Required for Low

ently Subject to Sales Tax, Potential Sales
-Income Vermonters

Portion of

Total total revenue

consumer % of total Total tax thatwould be

activity in activity by revenue at returned to
Current untaxed Vermont by low -income a3.6% low -income

category category Vermonters sales tax Vermonters

Education $984,600,000 17.4% $35,445,600 $6,167,534
Automotive services $316,000,000 22.9% $11,376,000 $2,605,104
Services not related to
personal property $283,333,000 21.1% $10,199,988 $2,152,197
Professional services $143,333,000 21.1% $5,159,988 $1,088,757
Related to personal
property besides cars $133,333,000 21.1% $4,799,988 $1,012,797
Hair, skin, & nails $125,000,000 23.3% $4,500,000 $1,048,500
Veterinary services $83,333,000 21.1% $2,999,988 $632,997
Household services $75,000,000 19.7% $2,700,000 $531,900
Funeral $25,000,000 21.1% $900,000 $189,900
Travel $16,667,000 21.1% $600,012 $126,603
Groceries $2,102,500,000 27.8% $75,690,000 $21,041,820
Residential energy $702,500,000 31.4% $25,290,000 $7,941,060
Clothing $503,333,000 21.7% $18,119,988 $3,932,037
Newspapers $39,833,000 27.0% $1,433,988 $387,177
Sales of
mobile/modular homes $5,000,000 100% $180,000 $180,000

Figure 17. Category data from 2019 Vermont Expenditure Reffaatdman, Schickner, Stein, Campbell, & Dickerson,
2019) Regional Data GDP and Personal Incom@).S. Bureau of Economic Analysis)ermont 202qAgency of
Commerce and Community Development, 2086are of spending by lewcome consumers from Consumer
Expenditure SurvefJ.S. Bureau of Labor Statistics, 2028jatelevel data not available, so we assunie&.
distribution of spending across income decitestchedvermonés. See Appendix -4 for breakdown by decile

Please note that we expect this roughly $49 million in increased sales taxes paid by lower -
income Vermonters to be partially offset by $35 million or so in reduced sales tax on items
they are currently paying sales tax on (assuming a 3.6% rate in both cases), sot he net cost
of protecting these Vermonters will be around $14 million (see  page 36 for further detail)

Applying the Sales Taxto Health Care

As noted, there are multiple reasons that health care is not subject to the sales tax. We will
start with the desire to ensure access to health care for all Vermonters, and low  -income
Vermonters in particular.  Currently, low -income Vermonters are partially insulated from
the cost of some health care services in a number of ways. For those living below 138% of
the federal poverty level, the Medicaid program provides access to health care with very
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little in the way of out -of-pocket costs. For those between 1 38% and 400% of the federal
poverty level who do not receive health insurance through their employer, the Affordable

Care Act provides meaningful subsidies for insurance premiums and caps on out  -of-pocket
spending. For those between 200% and 300% of the federal poverty level , Vermont provides
assistance as well. The State also supports low -income Vermonters with Dr. Dynasaur
(Medicaid coverage for children and pregnant women), long -term care assistance, and
prescription drug assistance (Department of Vermont Health Access, n.d.)

One complication in health care is that Medicaid patients typically have no or very low co -
pays. However, Medicaid and other programs for low -income Vermonters often have fixed

paymentlevelsfor par ti cul ar services, and i f a provider

already at the maximum reimbursement rate, payment of the full sales tax is likely to fall
entirely onto the patient, potentially increasing their co -pay by multiples. It is not clear

that the prohibition on balance billing would apply to a sales tax for Medicaid patients. As

the additional sales tax might present an insurmountable financial barrier to some

Vermonters, we cannot recommend a sales tax on health care without findinga me  chanism
to protect low -income Vermonters from this burden.

Many states do impose a sales tax on some health care transactions. Of the 45 states with a
sales tax, plus the District of Columbia:

T Four states (Del awar e, Hawai 0i ,te)bugentlyBpplyx i ¢ o,

a (

an

a sales tax or a gross receiptsl2tax to physici

9 Thirty -seven states impose the sales tax on non -prescription drugs (See Appendix 7-

1).

One state (lllinois) currently applies a (1%) sales tax to prescription drug S.

Thirty -two states apply the sales tax to non -prescription medical devices (Dumler,

n.d.).

1 Nine states apply the sales tax to medical devices regardless of whether they are
prescription or non -prescription (Dumler, n.d.) .

=A =

We examined the possibility of creating a mechanism by which charges for Medicaid would

be exempt from the sales tax. While the states cited above apply a sales tax to some health

care expenditures, as we worked through the practical implications of trying to apply a

uniform sales tax across all patient -level health care expenditures, it became clear that a
system to exempt Medicaid charges from the sales tax rapidly becomes unreasonably
complicated and burdensome. Ver mont 6 s dual drives toward
paying providers based on outcomes add further dimensions of complexity to this question.

We believe that the importance of keeping access to health care as free from

barriers as possible, combine d with the complexity of how health care for low -
income Vermonters is paid for, means that it is not practical to apply the sales tax

to health care

2 Delaware and Washington by way of a gross receipts tax. See Federation of Tax AdminZltatBsate Sales
Tax Survedata in Appendix 4.
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Further Considerations on Expanding the Sales Tax Base

Meaningful [sales tax] base broadening [is] a worthwhile endeavor, as
base expansion allows for greater tax neutrality and revenue stability,
and can be paired with more targeted relief for low -income
households. (Kaeding, 2017)

We conclude that there are no good reasons to exempt any categories of goods and services
from the sales tax, with the single exception of health care. We further note that there are
some affirmative reasons to include as many categories as possible.

Historically, the sales tax has been ap plied mostly to goods purchased in person, and as the
economy evolves toward more services and more online transactions, it is important to the
goals of fairness and sustainability that the tax structure shift with it.

By some measures, Vermont has a fairly narrow sales tax base. If you look just at the
number of services Vermont taxes, per Figure 18, you see that Vermont is on the lower end
of the spectrum.
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Number of services taxed in each state plus DC
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Figure 18 Graph fromSales Tax on Services Styfgldman, Dooley, & Morgan, Sales Tax on Services Study, 28&6)
also Federation of Tax Administrators dataAppendix 71.

If you take the same look at New York and New England,  per Figure 19, you see that
Vermont is middle of the pack.
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Figure 19 Graph from Sales Tax on Services Study (Feldman, Dooley, & Morgan, Sales Tax on Services Study, 2016). See
also Federation of Tax Administrators data in Appendix 7

Among the top five states in terms of tourism as a  percentage of the total state economy,

shown in Figure 20, Vermont has by far the narrowest sales tax base 13 and collects the

least in terms of sales tax as a percentage of total state and local government revenue

(Walczak & Cammenga, 2020). (Due to differences in how states define various taxes, these

are not perfect comparisons. For instance, Vermontds per capita
the meals and rooms tax.)

BgKS ¢ E C2dzyRIGAz2y OFf OdA | 1Sa SIFOK &aidldisSqQa {lfSa ¢t E
transactions are included.
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