Questions and Answers about the Proposed Arizona Flat Income Tax
Q. What is a flat tax?

A.  In theory a flat tax is a tax that charges the same tax rate for all taxpayers regardless of income.   A pure flat tax such as the one proposed eliminates all deductions and exemptions, leaving people with a higher taxable income than they would have under the current system The flat tax proposed in the Arizona Legislature (HB 2939) eliminates all deductions and exemptions, but keeps almost all the tax credits, meaning a tax increase for 8 people out of 9 and a tax decrease for the rest at the top of the income scale.   Some candidates for U.S. President are proposing a national flat income tax.   These questions and answers only apply to the proposed Arizona tax.  

Q.  What is the difference between a progressive and a regressive tax?
A.  A progressive tax is a rate that increases with higher income.   A regressive tax is one that has a greater impact on lower income people than on higher income people.   A sales tax is considered regressive because lower income people spend a larger proportion of their income on buying things locally, while richer people tend to invest their money in ways that are not taxable or spend it on non-local things such as travel.  The flat tax is considered regressive since it takes away more spendable income from lower income people than from higher income ones.   

Q.  Do other states have flat taxes?
A.  Colorado, Illinois, Indiana, Massachusetts, Michigan, Pennsylvania, and Utah now have flat taxes, but all of them allow some exemptions and deductions, so they have modified flat taxes.  The tax rates in those states range from 3.07% in Pennsylvania to 5.3% in Massachusetts.  Several states have no income tax but depend more on sales or property taxes or on revenue from special sources, such as oil in Texas. 

Q.  What is the difference between progressive and regressive taxes?

A.  For generations, income taxes have been “progressive” meaning the rich pay more than the poor or middle class because they have more. “Regressive Taxes” charge the same rate to everyone.   Arizona’s present system is progressive as is the federal income tax, because it has several tiers of income.  People pay one rate up to a certain level, and then pay a higher rate on the next amount, then a higher rate on the next amount.   A Flat Tax is regressive because everyone, rich and poor, pays the same rate which is a greater tax burden on people with low income than it is on high income tax payers.   Sales taxes are also regressive because everyone pays the same percentage on purchases and lower income people tend to have to spend more of their income on necessities than do those with higher incomes.

Q.  What other taxes do Arizonans pay?
A.  Taxes can be levied by the state or by local governments and special districts, such as school districts.   They can be sales taxes, property taxes, or income taxes.   In addition, some charge fees for specific services, rather than raise the same funds through taxes.  Arizona does not tax food, for example, but some local governments do tax food.  There are restrictions on what kinds of taxes each level of government can levy.  The federal government taxes income, but does not have a sales or property tax.   The total tax burden on any individual is a mixture of all these taxes.  
Q.  Who would have to file tax forms?
A.  Everyone with any amount of income will have to file a tax form even if he/she does not have to file a federal tax form.

Q.  What is the difference between tax credits and deductions?
A.  Deductions are amounts reduced from the taxable income so the person pays tax on a lower adjusted income. That is, if your federal adjusted income is $15,000, under the present Arizona system you can reduce that taxable amount by taking a deduction.   If you donate money to a private school, for example, you can subtract that amount (up to a certain level) from the tax you owe.    If someone used all the possible tax credits, that person would pay no tax to the state, but instead would donate directly to those causes and the money would not appear in the state budget. No one can take a credit for more than the amount owed.   If you owed $5,000 in taxes, you could give it all to the permitted causes and nothing to the state.   

Q.  What deductions and exemptions will be eliminated? 
A.  All of them: mortgage, over 65, blind, dependents, charitable contributions, donations to churches, health care and educational expenses, veterans’ pay, and pensions, even standard deductions, will all disappear under the proposal.  Deductions and exemptions are reductions in the taxable income.   

Q.  Will tax credits still be allowed?
A.  Yes, all except the Family Income Tax Credit that gives a tax break to low-income workers.  A tax credit is a direct reduction in tax you pay.   You can reduce your tax burden, for example, by donating to some charities, private and public schools, and installing energy conservation devices.   Your tax credit cannot be greater than the amount you owe, so the rich are more likely to be able to use these credits to reduce their taxes than people with low incomes.   The money to be credited must be used in the tax year, so to optimize your tax credit, you need to predict how much tax you will have to pay before you have the information to file your tax form.

Q.  What pensions will be deductible? 
A.  There is no pension deduction for the flat tax.  That portion of your pension that is taxable for Federal tax will also be taxable for Arizona, which is not the case now.    

Q. What happens to Social Security income?  

A.  There will be no change since the Social Security income is not considered a pension.  Whatever is not taxable for federal purposes will still not be taxable by Arizona.    

Q.  What are the current tax rates for individuals at different levels? 

A.  They go from 2.59% for taxable income of less than $10,000 to 4.54% for taxable income over $150,000.  Each level of taxable income is taxed at a different rate.  This rate is calculated after exemptions and deductions are subtracted from the federal adjusted income.   

Q.  How will the Flat Tax change those rates?
A.  The flat tax will replace all those different rates with one rate--- that could be as low as 2.13% or as high as 3.10%.  This rate will be applied to the adjusted federal income without the exemptions and deductions that are currently applied, so the rate for some people will be lower, but the base income on which that rate is charged will be higher than it is now.  

Q.  Does the proposed law apply to businesses?
A.  Taxes for corporations are in another section of the law and will not be affected.   Taxes from very small businesses for which individuals file on their personal income taxes are the only ones included and most business expenses are still deductible.   

Q.  Who does not pay any taxes (state or federal) now? 
A. One study showed that 99% of individuals with incomes under $10,000 pay no federal or state income tax. The federal poverty level for a family of four in the United States is $23,450/year.  Most families below the poverty level pay little or no income taxes.  They do, however, pay sales tax and most directly or indirectly pay property taxes.   Everyone pays some kind of tax, even non-citizens.   2% of individuals earning more than $1,000,000/per year also pay no income tax, especially if their income is from investments rather than a salary and they take advantage of many deductions and exemptions.   

Q.  Will this tax bring in more revenue to the state, thus helping schools and other services?
A. Absolutely not!   This tax is “revenue neutral,” which means in total it will bring in no more revenue than the current tax system does.   It merely shifts the tax, letting higher income people pay less than they do now and making lower and middle-income people pay more than they do now.
Q.  Why Won’t We Get to Vote on This Tax Increase?

A.  Because it is revenue neutral and doesn’t raise more money, just changes who pays what, the Legislature is not required to put it to a vote of the people.   They could do this voluntarily, but they know it would be soundly rejected by the voters.   
