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BirLION-DoOLLAR TAx HIKE

Legislative Leaders Consider Spend and Tax Mash-Up?

Legislative leaders may be planning a nearly billion-dol-
lar tax hike. The state would take one cent of the sales tax from counties and
offer them the option to increase the local sales tax by one cent. To make the
trade palatable, legislators would stop charging counties for 15 percent of
Medicaid, offer an earned income tax credit for low-income workers, and cut
the corporate income tax rate. Counties would also have more responsibility
and flexibility in funding school and road construction. Legislators should
look for savings in the state budget to pay for schools, roads, and Medicaid

before passing the cost to taxpayers.

egislative leaders may be planning a nearly billion-dollar ($940 million)

tax hike and they hope taxpayers won’t notice. The scheme would take

one cent from the 2.5-cent local sales tax and give it to the state in ex-
change for local governments having the option to raise the rate by one cent.
The end result would be a penny increase in the sales tax and a new 7.5-cent
general sales tax rate for most counties — 8.0 cents in Mecklenburg. Unlike the
last sales tax increase in 2001, this increase would not be temporary.

On its own, a billion-dollar tax hike stands out, which is why it would be
part of a host of spending and tax changes. Each of these possible changes
would be aimed at getting support from key groups.

¢ COUNTIES: To get counties on board, the state would take over their
$470 million Medicaid burden. With this burden gone, counties could dedi-
cate more of their own money to school and road construction. Some county
officials have already endorsed this idea.! The apparent scheme could also
give counties more flexibility in how they use state funds for schools and

roads.

¢ THE LEFT: Liberals often complain about the regressive nature of sales
taxes. They have also long wanted an earned-income tax credit (EITC) for
low-income workers.? A billion dollars of new revenue would provide $100

million for a credit at 10 percent of the federal level.

¢ THE BUSINESS LOBBY: Businesses might not like the idea of a high-
er sales tax, but reports suggest that legislative leaders hope that a $100-



Figure 1. Increasing the Sales Tax to Raise Nearly $1 Billion
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million corporate income tax cut, to 6.0 percent from 6.9 percent, would get the Chambers of Commerce to cooper-
ate. This tax cut would be nearly twice the value of what the Senate offered in the 2005 session. Even counting it
as an offset to the sales tax hike, the net tax increase would still be $840 million.

¢ EVERYBODY ELSE: The remaining revenue from the tax increase could make it possible for the temporary
taxes first passed in 2001 to finally expire, saving taxpayers $280 million — unless all of the other commitments
tied to the scheme were to keep lawmakers from addressing the shortfall they created in the 2006 session.?

Why this? Why now?

Numerous reports and groups in the past year have emphasized the challenges facing state and local governments
in transportation, school funding, Medicaid, tax reform,* and the fiscal balance between state and local government.®
The scheme outlined above would try to buy off interest groups while giving the appearance of addressing these criti-

cal areas.

What’s Not to Like?

Like those email messages from an exiled Nigerian oil minister, this legislative tax scheme counts on the reader
being so overwhelmed by the promise of riches that he ignores the costs.

¢ MEDICAID: The state should take over the county share of Medicaid. A decade of responsible county admin-
istration can be swamped by legislative whim in Raleigh or Washington. Rather than put the burden for this shift
on taxpayers, however, lawmakers should first look for savings within Medicaid, a program with better benefits

than available in most private insurance plans.®

¢ ROADS: The state also faces a $65 billion shortfall to build and maintain roads over the next 25 years,” and
$920 million in just the next three years.® But the shortfall need not be so large. The General Assembly still takes
$250 million a year from the Highway Trust Fund, which was created in 1989 to build a four-lane intrastate arte-



Figure 2. North Carolina Has the Highest State/Local Tax Burden in the Southeast
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rial system and urban loop highways in 13 years. Only two-thirds of the work has been completed, and the rest is
slow in coming. In addition to criticism of the funding formula, recent research has found that millions of trans-
portation dollars each year are wasted on projects that are not cost-effective.® The state needs a better formula to
fund the most worthy projects based on safety, road condition, and congestion relief. Tolls and other user-based
funding can pay for some road construction more efficiently, equitably, and simply, and can do so sooner than cur-
rent formulas otherwise permit. The state should also make more use of other financing devices commonly used
in other states.

¢ SCHOOLS: Our fastest-growing counties do not have enough seats for all of the students that will be entering
their schools in the next ten years. Outside of Forsyth County,® however, few school districts have found cost-ef-
fective ways to build schools. School buildings themselves are too elaborate, have too many amenities, and are
located on too much land.! Alternatives such as charter schools and public/private partnerships are also rarely
considered. Counties should seek ways to limit the cost of building schools before receiving a blank check of new
funds. Also, the state should allow more charter schools either by eliminating the cap or by permitting successful
charters to create branch campuses.

¢ WORKING POOR: An earned income tax credit (EITC) would have been a good policy alternative to this year’s
minimum-wage increase. Judge Richard Posner has written that the EITC “compensates for low wages without
interfering with the labor market.”? It is a misuse of the EITC to make it offset a regressive tax increase, one that
eliminates most of the EITC’s benefit.

¢ TAX REFORM: North Carolina’s reliance on a progressive personal income tax and a regressive sales tax on
goods leaves government revenues vulnerable to economic cycles. Tax collections grow faster than income in good
years and shrink faster in bad years. Targeted tax incentives and other carve-outs make the tax system more
complex. Spending reform would end the boom-and-bust cycle of the state budget.’* A consumed-income tax and
corporate income tax repeal would produce a simple, efficient, and equitable tax code that spreads a low tax rate
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complish the same goal, but the legislative proposal moves in the Local Sales Tax Rates in the Nation

opposite direction.

In short, the scheme apparently being hatched would increase the 1. Tennessee 9.40 percent
burden on taxpayers with little gain for anyone. North Carolina already 2. Louisiana 8.65 percent
has a higher state and local tax burden than any other state in the re- 3. \Washington 8.45 percent
gion'® (see Figure 2). The sales-tax increase would expand the gap and
, , 4. New York 8.25 percent

make for the 12th highest state and local sales tax rate in the country
(see Figure 3). More businesses are subject to the eight-percent personal 5. Oklahoma 8.15 percent
income tax than to the lower corporate income tax rate, which makes the 6. Alabama 8.00 percent
personal income tax more important for economic growth. New county 7. Arkansas 8.00 percent
taxes on top of the property tax hikes voters approved when they passed 8. California 7.95 percent
bonds in November will not be popular. 9. Texas 7.95 percent
) 10. Arizona 7.80 percent
Conclusion 11. lllinois 7.60 percent

Increasing taxes nearly a billion dollars and distributing the spoils is 12. North Carolina

7.55 percent
13. Nevada 7.50 percent

not good fiscal policy. County budgets are straining under the burden of
Medicaid, leaving local governments with few options to pay for schools

and roads. The General Assembly should take over the county share of | Sources: Sales Tax Clearinghouse

Medicaid, but not at the expense of raising the sales tax.

The deal sweeteners, including the earned income tax credit and cor-
porate tax cut are transparent attempts to gain support from groups but, without being part of meaningful tax reform,
will do little to improve the lot of working people or spur economic growth.

Joseph Coletti is Fiscal Policy Analyst for the John Locke Foundation.
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