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PREFACE

-I;e Commission’s statutory purposes in-
clude discussion at an early stage of emerging
public problems that are likely to require inter-
governmental cooperation and remedial legisla-
tive action. The application of state tax laws to
military personnel and sales at military stores
stands out as one such problem.

The exemption of military store sales from state
sales and excise taxes and the poor compliance
record of military personnel with state income tax
requirements have become sources of increasing
intergovernmental tension as state taxes rise and
as the differences between military and civilian
life styles diminish.

To allow the parties at interest in this contro-
versial public policy area an opportunity to ex-
press their views, the Commission invited repre-
sentatives from the uniformed services—both ac-
tive and retired—the Department of Defense, and
state tax officials to testify at a special hearing on
September 11, 1975. Their prepared statements
are included as an appendix to this Commission
report.

This report and its accompanying recommenda-
tions were adopted and approved for publication
by the Commission at its November 18, 1975,
meeting.

Robert E. Merriam
Chairman
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CHAPTER 1

FINDINGS AND
RECOMMENDATIONS

INTRODUCTION

In this report, the Advisory Commission on In-
tergovernmental Relations deals with two issues.

¢ Should the Congress remove the legal
barriers to state and local taxation of
sales made in military post exchanges
and commissaries?

¢ Should Federal policymakers overhaul
their present statutes so as to improve
military compliance with state and local
income tax law?

Concern about these two issues stems partly
from the fact that the military lifestyle is becom-
ing more civilian in character — a trend that
weakens one of the most persuasive arguments
for shielding the military from the full impact of
state and local income and sales taxes. The ten-
dency for the military to look more like their civil-
ian counterparts is underscored by several recent
developments.

® Military service now is on a volunteer
basis rather than by conscription.

e Military pay scales have increased dra-
matically, and recent studies indicate



that parity with civilian pay has been
achieved for all but the bottom few mili-
tary ranks.

e All but a small percentage of married
military personnel have their families
with them at their duty stations so that
separation is now the exception rather
than the rule.

® There is an increasing tendency for mil-
itary personnel to live off-base in private
housing, and more than two-thirds of
married military men already do so.

e Military service generally no longer
means isolation from civilian communi-
ties and private sector shopping facili-
ties.

This concern about state and local taxation of
military pay and PX purchases can also be traced
to certain fiscal facts of life. The spread and
growth of state and local income and sales taxes
over the last two decades has transformed the
preferential tax treatment of the military from a
matter of small fiscal consequence to an economic
fringe benefit of substantial value. As recently as
1954, only 34 states had a general sales tax. The
median tax rate then was only 2 percent, and the
highest rate was 3 percent. By 1973, 46 states col-
lected a general sales tax; the median rate was
4 percent, and the maximum state sales tax rate
had climbed to 7 percent. During this same period
the number of states with an income tax had risen
from 30 to 40. Based on our estimates, the average
civilian family’s state and local income and sales
tax payments have risen from about $120 in 1954
to approximately $450 in 1974. (Comparison in
1974 dollars).

These significant changes stand out as the pri-
mary reasons for this reevaluation of the military
tax issue. The balance of this chapter summarizes
the major findings of this report and sets forth the
commission’s policy recommendations.

FINDINGS

The wide variety of consequences resulting
from the current tax treatment of the military
falls into five major intergovernmental areas: rev-
enue generation, tax equity, tax administration,
tax compliance, and economic behavior.

Revenue Generation — The preferential state-
local tax treatment of military personnel, man-
dated by Federal law, now costs state and local
governments about a half a billion dollars every
year. ACIR estimates that state and local gov-
ernments lose nearly $400 million through ex-
emptions on sales, tobacco, and alcohol, i.e., bev-
erage taxes and about $100 million in personal
income taxes. In the aggregate, the losses are not
large relative to total state-local revenues, be-
cause the military population is not large — mili-
tary members account for about 2 percent of the
nation’s labor force. But in some states and lo-
calities the losses (and therefore the inequities)
are quite significant.

Equity — Under current Federal laws, tax eq-
uity suffers, whether considered in the horizon-
tal or vertical context and whether measured
against ability to pay or benefits received. Many
military personnel who actually reside in a state
and receive services there pay considerably less
in taxes than they would if they were civilians.
Sales and excise taxes are not collected from such
persons to the extent that they shop in military
exchanges and commissaries, and income taxes
cannot be levied on the military pay of such resi-
dents if they are not also domiciled in the state.
Areas which have non-domiciliary military per-
sonnel, then, must subsidize the consumption of
public services by these persons through either
higher taxes or lower services, or both.

Tax Administration — The ability of the states
and their localities to administer their sales, ex-
cise, and income taxes is adversely affected by
current Federal laws. Sales and excise tax admin-
istration is hindered largely by economic distor-
tions (such as cigarette bootlegging), resulting
from tax-free sales opportunities. Although there
is little hard data to indicate how much bootleg-
ging is currently taking place, ACIR computations
indicate that there does seem to be a direct link
between a state’s cigarette tax rate and the vol-
ume of cigarette sales on military bases.

With regard to income taxes, administrative
difficulties stem from two causes. First, the ab-
sence of withholding and lack of any effective in-
formation system mean the state-local tax offi-
cials have less information about military pay
and its recipients than about other earned income
and its recipients. As a result, application of state-
local income taxes to military pay is more costly



to administer and less effective in compliance
than it would be if military pay were subject to
withholding. Second, the domicile-only rule
makes possible tax avoidance through improper
declaration of a domicile state, and the general
lack of information on military personnel and pay
makes detection of this fact quite difficult.

In all probability, these Federal obstacles to ef-
fective compliance have contributed to the deci-
sion of several states to fashion a liberal income
tax exemption policy for the military.

Tax Compliance — Some major income tax
compliance problems result from current Federal
laws, and there is evidence that military compli-
ance with state-local income taxes is generally
low. Absence of withholding denies military pay
recipients the convenience of pay-as-you-go state
and local income tax payments that is available
to recipients of other forms of earned income. As
a result, such taxes must be paid in larger lump
sums on a quarterly or annual basis. In addition,
absence of withholding may (incorrectly) suggest
absence of tax liability and result in tax delin-
quency and eventual penalties. The domicile-
only jurisdictional rule likewise is a source of tax-
payer confusion and difficulty. An inquiry to the
local tax office may yield the information that no
tax is owed in the state where the person is sta-
tioned, but information on tax liability (if any) in
the domicile state will be more difficult to ob-
tain. Also, because the domicile-only rule per-
tains solely to military pay and not to all pay of
military personnel, it means different portions
of income of many military families are subject to
different rules.

Economic Behavior — Federally mandated
preferential state-local taxation of military per-
sonnel affects economic decisions. In the case of
sales and excise taxes, the availability of tax-free
military stores provides an opportunity for the
military member (and other eligible persons, such
as military dependents and retirees) to avoid
state and local excise taxes by shopping on base
rather than in the private economy, and the in-
centive to do so is enhanced by the generally
lower before-tax prices on base. In addition to the
legitimate use of such on-base stores, there is an
incentive to be a “‘good neighbor” by buying on
base for friends and neighbors not entitled to
shop the commissaries and exchanges, or even to
turn a profit by reselling items purchased on base

at a higher price. The tax-exempt status of mili-
tary store sales provides at least part of the incen-
tive for such activities, and it may be governing
in cases — such as cigarettes — where the state-
local tax constitutes a sizable fraction of the total
off-base price.

The income tax-related incentives created by
the Federal laws concern domicile selection. ACIR
figures suggest strongly that many military per-
sonnel — particularly higher paid personnel —
perceive the tax advantages available under cur-
rent state income tax laws as they apply to the
military and select their domicile accordingly.

POLICY RECOMMENDATIONS

This section presents the policy recommenda-
tions adopted by the Advisory Commission on
Intergovernmental Relations upon consideration
of the information summarized in this chapter
and presented in detail in the balance of this re-
port. The recommendations call for changes from
current law in each of the basic issue areas iden-
tified in this report. The Commission believes
that removing Federal obstacles to making state
and local tax laws equally applicable to military
and civilian personnel would improve our federal
system of shared powers in general and the qual-
ity of state-local taxation in particular. The rec-
ommendations that follow would remove these
Federal obstacles.

Recommendation 1

Extend State and Local Sales and Excise
Taxes to Military Bases

The Commission concludes that the current ex-
emption of on-base sales to military personnel
from state and local taxation should be removed.
The Commission therefore recommends that the
Congress give early and favorable consideration
to legislation amending the Buck Act to allow the
application of state and local sales and excise (in-
cluding tobacco and liquor) taxes to all military
store sales in the United States.

Changes in military lifestyle, higher military
pay, the advent of the all-volunteer Armed Forces,
increased state-local reliance on sales taxes, and
the need to decrease cigarette bootlegging, to
improve state-local tax equity, and to reduce



state-local revenue losses all contribute to the
support of this recommendation.

In addition, there is little compelling reason
why states and local governments should provide
this “fringe” benefit to one class of Federal em-
ployees. The Federal government establishes the
terms and conditions of military service, and yet
state-local tax concessions seem to be used to
make up for perceived disadvantages. Especially
ironic is the fact that Federal excises, such as the
cigarette tax, are imposed on military-base sales.
In addition, one may question the wisdom and
equity of compensation which varies in amount
according to such variables as consumption of
taxed goods and closeness to exchanges and com-
missaries.

Recommendation 2

End Domicile-Only Jurisdictional Rule
Governing State and Local Taxation of
Military Pay

The Commission concludes that military active
duty pay should be taxable under the same juris-
dictional rule that applies to all other forms of
compensation. The Commission therefore rec-
ommends that Section 547 of the Soldiers’ and
Sailors’ Civil Relief Act (50 U.S.C., Appendix Sec.
574 (1970)) be amended to remove the stipulation
that only the service member’s state of domicile
or legal residence can tax his active duty military
pay. The Commission further recommends that
a state having a domicile jurisdictional rule re-
tain authority to tax the military pay of its domi-
ciliaries, as it does with civilian compensation,
but that such a state allow a credit against its tax
for taxes paid on the same income to another
state.

Primary reasons for supporting this recommen-
dation are the current military lifestyle (no sepa-
ration from families and an established pattern of
living off base), the fact that few military person-
nel are stationed in their domicile state, and the
need to provide for more uniform application of
tax laws to establish equity between civilian and
military personnel and among military personnel
within a state. Also, the change proposed in this
recommendation would close a loophole that
readily permits tax avoidance, and it would fa-
cilitate tax administration and tax compliance.

Recommendation 3

Require Withholding of State and Local
Income Taxes from Military Pay

"The Commission concludes that the OMB Cir-
cular A-38 information program was, and that a
revival of that type program would continue to
be, an inadequate response to the income tax re-
quirements of both military personnel and state
and local tax administrators. The Commission
therefore recommends that Congress amend
P.L. 82-587 (governing state income taxes), the
District of Columbia Revenue Act of 1956 (gov-
eming the D.C. income tax), and P.L. 93-340
(governing local income taxes to require with-
holding of state and local income taxes from mili-
tary pay. In this latter instance, military and Fed-
eral civilian employees should be considered
jointly in determining whether the threshold of
500 Federal employees that triggers local income
tax withholding has been reached.

Withholding of state-local income taxes from
earned income is now virtually universal with the
exception of military pay. Extension of withhold-
ing to military pay would ease tax compliance
problems for military personnel by making pay-
as-you-go payments available to them, and it
would remove much uncertainty that now exists
concerning military liability for state-local in-
come taxes. In addition, the level of compliance
with state-local income taxes would be increased
and the costs of tax administration would be re-
duced.

Recommendation 4

Provide for Enforcement of Delinquent
Tax Obligations of Federal Employees

The Commission recommends that Congress
adopt legislation waiving Federal immunity from
state court actions to the extent necessary to al-
low wage garnishments of military pay and of
Federal civilian pay for delinquent state or local
income taxes. Such legislation should explicitly
instruct the Federal agencies to accept and act
upon court orders in such cases.

It is improper for Federal immunity from state
court actions to shield individual Federal em-
ployees — civilian or military — who willfully ig-
nore their legitimate state-local tax liabilities.



Moreover, intergovernmental comity requires
this waiver of Federal immunity because wages
of state-local employees already can be attached
to satisfy Federal tax obligations. A recent law
permitting garnishment of Federal wages in re-
sponse to state court orders to secure payment
of child support and alimony established the
precedent for such limited waiver of Federal im-
munity.

Recommendation 5
Require Certification of Domicile
The Commission recommends that the Depart-
ment of Defense require a separate form specifi-

cally designed to obtain from the military person-
nel a declaration of legal residence for tax pur-

poses and also require that records of legal resi-
dence be kept current through annual updating.

The majority of states with income taxes seek
to impose these taxes on a domiciliary’s income,
whether the domiciliary (i.e., legal resident) is
present in the state or derives income in the state
(credits and reciprocal agreements then protect
against double taxation). Because of this, there is
need for regular information as to legal residence.
Withholding does not meet this need when actual
residence and legal residence are different. The
use of the W-4 form for this purpose under the
former OMB Circular A-38 demonstrated the
need for a form designed specifically for obtain-
ing declarations of legal residence. Complete
lack of this information leaves gaps in tax admin-
istration and enforcement, and incorrect domi-
cile information — as often occurred under A-38
— causes wasted administrative effort.






CHAPTER 2

SALES AND EXCISE
TAXATION OF ON-BASE
SALES TO MILITARY

PERSONNEL

HISTORICAL PERSPECTIVE

-I;roughout the early years of American his-
tory, military outposts were served by private en-
terprise traders, merchants, and camp followers
who sought to provide men in uniform with non-
issue merchandise at a profit. Unfortunately,
some of these traders were less than scrupulous
and their profits more than ‘“reasonable.” As a
result, for many years, the Federal government
has operated on-base stores which provide U.S.
military personnel with convenient and inex-
pensive retail outlets. These exchanges, commis-
saries, and ship’s stores were originally intended
to service military outposts located far from ci-
vilian retail outlets. Yet, for a variety of reasons,
military stores are now on most bases whether
isolated or not. These stores provide a wide vari-
ety of goods and services to military personnel at
a cost usually below that available off base.

Since post exchanges (PXs) and other on-base
retail outlets are normally located in areas of ex-
clusive Federal jurisdiction (where state and lo-
cal tax laws do not automatically apply), sales
on-base have long been shielded from state and
local taxes. In 1940, Congress passed the Buck
Act allowing state and local governments to tax
certain transactions which occur in Federal areas,
but the law specifically excludes state and local
taxation of transactions at post exchanges, com-
missaries, and ship’s stores.?



Table 1

On-Base Sales to Military Personnel, FY 1973

States Commissary Tobacco! scl:cv:}::gh: Total
and PX Sales Sales Sales
Sales
U.S. Total $4,149,033,267 $307,742,187 $386,454,877 $4,843,230,331
Alabama 86,241,254 6,664,837 9,981,013 102,887,104
Alaska 73,800,263 3,025,040 7,011,300 83,836,603
Arizona 74,634,935 2,072,773 5,490,131 82,197,839
Arkansas 27,520,558 2,018,773 2,552,402 32,091,733
California 751,974,997 60,970,306 68,047,238 880,992,541
Colorado 97,811,857 7,296,403 5,283,115 110,391,375
Connecticut 27,559,098 2,225,011 3,533,514 33,317,623
Delaware 13,388,097 1,137,968 1,009,937 15,536,002
D.C. 87,570,501 8,000,0002 7,483,912 103,054,413
Florida 274,012,407 21,838,575 25,532,406 321,383,388
Georgia 155,468,848 12,206,901 11,077,112 178,752,861
Hawaii 164,110,333 6,723,718 19,033,652 189,867,703
Idaho 8,824,044 674,094 749,536 10,247,674
llinois 91,567,303 7,380,483 7,975,085 106,922,871
Indiana 20,582,732 1,550,519 3,748,425 25,881,676
lowa — — — —
Kansas 48,278,844 3,761,084 4,888,542 56,928,470
Kentucky 64,770,359 5,229,715 4,747 425 74,747 499
Louisiana 71,435,647 5,714,485 4,212,800 81,362,932
Maine 20,824,336 1,625,677 2,673,318 25,123,331
Maryland 88,346,203 6,251,918 8,130,800 102,728,921
Massachusetts 74,017,022 5,833,970 10,389,942 90,240,934
Michigan 33,395,472 2,565,617 2,903,806 38,864,895
Minnesota 5,798,149 422,889 1,119,514 7,340,552
Mississippi 51,618,467 4,143,362 4,704,568 60,466,397
Missouri 46,397,464 3,678,486 3,618,288 53,694,238
Montana 11,630,897 892,759 918,041 13,441,697

If one soldier sells his car to another on a mili-
tary base, state sales taxes can be levied on the
sale. However, the law does not apply to the sale,
purchase, storage, or use of properties sold to
“authorized purchasers” by the United States or
any of its instrumentalities (e.g., military stores).
An “authorized purchaser” is a person who is per-
mitted to make purchases from commissaries,
ship’s stores, and post exchanges.

In other words, the legal status of military re-
servations and the provisions of the Buck Act ef-
fectively bar state and local taxation of on-base
sales to active duty military personnel, retired
military personnel, active duty reservists, the
dependents of the above, plus certain other
groups including military widows, 100 percent

disabled veterans, and members of the Public
Health Service and the National Oceanic and
Atmospheric Administration.

The dollar value of the military stores’ trans-
actions is significant, over $4.8 billion in Fiscal
Year 1973, and $5.6 billion in Fiscal Year 1974.
Table 1 shows the volume of sales on military
bases by state for Fiscal Year 1973.

The Rationale for Abolishing
Preferential Taxation

In the beginning, commissaries and PXs were
built solely for the use of those military persons
stationed far from civilian retail outlets. As a



Table 1 (Cont.)
On-Base Sales to Military Personnel, FY 1973
States Commissary Tobaccol :':voe':::: Total
and PX Sales Sales Sales Sales
Nebraska 29,689,804 2,216,393 2,335,226 34,241,423
Nevada 21,485,843 1,671,254 1,509,673 24,666,770
New Hampshire 16,575,987 1,237,429 1,598,229 19,411,645
New Jersey 90,914,036 7,456,827 6,282,088 104,652,951
New Mexico 43,448,578 3,268,877 3,773,333 50,490,788
New York 89,888,069 7,075,221 10,280,159 107,243,449
North Carolina 145,328,168 11,892,901 12,097,052 169,318,121
North Dakota 21,403,221 1,683,091 2,690,254 25,776,566
Ohio 43,946,211 3,260,554 5,910,746 53,117,511
Oklahoma 64,005,735 4,877,454 5,500,969 74,384,158
Oregon 2,283,427 151,289 112,707 2,547,423
Pennsylvania 46,888,302 3,627,076 10,528,876 61,044,254
Rhode Island 40,625,546 3,328,873 6,284,617 50,239,036
South Carolina 122,709,722 9,993,533 11,491,156 144,194,411
South Dakota 11,261,406 866,699 2,411,524 14,539,629
Tennessee 29,994,867 2,494,201 3,200,681 35,689,749
Texas 359,988,538 28,229,988 25,162,289 413,380,815
Utah 17,376,014 1,316,258 2,169,607 20,861,879
Vermont 339,803 20,388 14,452 374,643
Virginia 339,081,777 18,282,958 32,825,804 390,190,539
Washington 126,720,035 9,790,627 12,445,213 148,955,875
West Virginia — — — __
Wisconsin 5,056,247 472,054 245 454 5,773,755
Wyoming 8,441,844 622,879 768,946 9,833,669
Tincludes all tobacco items.
2Estimates.
Source: Military Market Facts Book, 1974.

chairman of a subcommittee of the House Armed
Services Committee said in 1949.

The whole theory of the commissary priv-
ilege . ... was originally to give it to the
people who were at isolated stations who
did not have the benefit of metropolitan
sales. That is the whole theory and the
only justification for it. It was never in-
tended that the government would be in
the business of providing for its person-
nel where they have the privilege and op-
portunity to go to a private place to buy.
It was intended on account of the re-
moteness of stations to accommodate
them.2

In Fiscal Year 1973, there were a total of 267
commissaries and 476 PXs located on the 430 mili-
tary installations in the continental United States.
Many of these installations are in or near metro-
politan areas and cannot qualify as “isolated sta-
tions.” A General Accounting Office study involv-
ing a survey of cities revealed 27 commissaries
operating on bases virtually surrounded by retail
food stores.3

When military store operations were first be-
gun, most military persons lived on-base, so the
commissary and PX stores were roughly equiva-
lent to the neighborhood general store. Now,
however, over two-thirds of married military per-
sonnel, and a sizable portion of single military
people, live off base. These people often have to



make special trips to shop at the base military
store. The military store for these people is no
longer a “neighborhood” convenience; it is the
equivalent of a supermarket in many instances.

The military life style has been substantially
altered by an increase in military pay designed to
produce an all volunteer force. As a result, mili-
tary persons are no less able to bear the burden of
state and local taxes than are citizens in general.
As recently as 1963, a military recruit earned only
$78 per month basic pay. This pay rate has now
increased to over $340 per month. Other, higher
paid, military ranks have experienced pay in-
creases ranging from 76 to 351 percent since 1963.

The current level of military compensation rel-
ative to civilian compensation is, of course, more
important than the rate of increase. This compari-
son also is favorable to the military. Estimates
show regular military compensation to be in ex-
cess of civilian compensation from the third year
of service for officers with the differential grow-
ing larger, in favor of the military, from that
point. The comparison for regular military com-
pensation of enlisted personnelis not as favorable,
however, but based on the broader measure of
“total military pay” is estimated to be in excess
of civilian personnel in virtually every instance.
(Appendix A gives comparative statistics on mili-
tary and civilian compensation.)

Table 2 shows military basic pay rates by rank,
together with non-taxable cash allowances, after
the October 1974 pay increase. For comparison,
1963 (pre-Vietnam) basic pay by rank also is
shown. The percentage increases in basic pay
over the decade range from 100 percent or less
for generals who bumped against the statutory
pay ceiling to as much as 350 percent for recruits
and privates. Note, however, that because of the
non-taxable cash allowances the pay ceiling for
military has been more than 10 percent above the
$37,800 level applicable to Federal civilian em-
ployees. It is also worth noting that even the mili-
tary recruit now is paid at a level above the mini-
mum wage.

State tax systems have been changing. As re-
cently as 1954, only 34 states had general sales
taxes. The median rate was only 2 percent and
the highest rate was a modest 3 percent. Current-
ly, 45 states collect a general sales tax. The med-
ian rate has jumped to 4 percent, and the maxi-
mum rate to 7 percent. All 50 states plus the
District of Columbia currently impose excise taxes

10

on cigarettes and alcoholic beverages at steadily
rising tax rates.

Thus, as the U.S. government has grown from
a provisioner in isolated outposts to a major op-
erator of retail outlets, the exemption of on-base
sales from state and local sales and excise taxation
has been transformed from a fringe benefit of
small fiscal consequence to a significant supple-
ment to military pay.

KEY ISSUES

The intergovernmental issues arising out of
changes in military and civilian life fall into four
general categories.

® Tax Equity. Tax systems generally at-
tempt to impose similar tax burdens on
individuals in similar situations. The ex-
empt status of sales at military stores, to
an extent, frustrates this goal of tax eqg-
uity. Since most military employees and
their dependents live off base, they are,
in many respects, comparable to their
non-military neighbors. Yet, state and
local sales and excise taxes can be avoid-
ed by the military family making on-
base purchases, while the civilian family
next door cannot legally avoid those
taxes.

® Revenue Loss. The exemption of on-
base sales from state and local sales and
excise taxation has meant a direct, sig-
nificant loss of revenue for these gov-
ernments. The loss is compounded to
the extent that lower PX prices have di-
verted retail business from off-base out-
lets (where state and local taxes apply)
to non-taxable on-base stores.

¢ Problems of Interaction with Local
Economies. The tax exemption of on-
base sales, combined with the normally
lower prices of military stores, draws
business from the local private sector.

¢ Bootlegging. Because military stores of-
ten sell goods for less than regular out-
lets, some individuals have been in-
volved in bootlegging of these goods for
resale off base. This has been particu-
larly troublesome with respect to tobac-
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Table 2

Monthly Military Basic Pay, July 1963 and October 1974, and Monthly Non-Taxable Allowances and
Total Annual Cash Pay and Allowances, October 1974, by Rank

Monthly Military Basic Pay Monthly Annual Total Pay
Pay Years of Percent Non-Taxable and Cash
Grade Rank Service' July 1963 October 1974 Increase Cash Allowances, Allowances,
7/63-10/74 10/742 10/74°
E-1  Recruit 0-2 $ 78.00 $ 344.10 341% $116.40 $ 5,526.00
E-2  Private 0-2 85.00 383.40 351 116.40 5,997.60
E-3  Private 1st Class 0-2 99.37 398.40 301 116.40 6,177.60
E-4 Corporal 2-3 150.00 437.40 192 133.80 6,854.40
E-5 Sergeant 4-6 205.00 513.00 150 154.80 8,013.60
E-6  Staff Sergeant 14-16 275.00 702.30 155 166.80 10,429.20
E-7  Sergeant 1st Class 18-20 340.00 825.60 143 178.80 12,052.80
E-8  Master Sergeant 20-22 370.00 948.30 156 190.20 13,662.00
E-9 Sergeant Major 22-26 440.00 1,138.80 159 202.80 16,099.20
W-1  Warrant Officer 10-12 334.00 798.30 139 220.32 12,223.44
W-2  Chief Warrant 16-18 393.00 969.60 147 234.32 14,822.64
W-3  Chief Warrant 20-22 470.00 1,150.80 145 252.72 16,842.24
W-4  Chief Warrant 26-30 575.00 1,458.00 154 269.82 20,733.84
O-1  2nd Lieutenant 0-2 222.30 634.20 185 199.92 10,009.44
O-2  1st Lieutenant 2-3 291.00 798.30 174 235.92 12,410.64
0O-3 Captain 6-8 440.00 1,161.00 164 256.92 17,015.04
0-4  Major 14-16 570.00 1,470.00 158 277.92 20,975.04
O-5 Lt Colonel 20-22 745.00 1,821.30 144 302.52 25,485.84
0-6 Colonel 26-30 985.00 2,310.60 135 322.52 31,605.84
O-7  Brigadier General 26-30 1,175.00 2,630.40 124 354.42 35,817.84
0-8  Major General 26-30 1,350.00 3,000.00° 122 354.42 40,253.04
0-9 Lt General 26-30 1,500.00 3,000.00° 100 354.42 40,253.04
0-10 General 26-30 1,700.00 3,000.00° 76 354.42 40,253.04

! Longevity pay step of typical military member.
2 Non-taxable quarters and subsistence allowances for officers; quarters; and clothing allowances for enlisted men (E-1 thru E-9) with dependents.
3 Statutory maximum.

SOURCES: The Economics of Defense Spending: A Look at the Realities (Washington: U.S. Department of Defense, Assistant Secretary of Defense [Comp-
troller], 1972), Table 15-1, p. 132; 1975 Uniformed Services Almanac (Washington: Lee E. Sharff, 1975), pp. 9-15 and 23-26; and ACIR staff calculations.




co products. State and local cigarette
taxes can amount to as much as $2 per
carton, enough to make the business of
“bootlegging’” attractive and to cause
additional state and local revenue loss
along with law enforcement headaches.

Tax Equity

The exemption of on-base sales to military per-
sons from state and local sales and excise taxation
raises serious questions when measured against
tax equity standards of ability to pay and bene-
fits received.

The notion of taxation according to ability to
pay normally calls for people of similar means
(similar incomes or wealth) to bear similar tax
burdens. This is clearly not the case when one
group of citizens (military personnel) can legally
avoid payment of most state and local sales and
excise taxes by purchasing items at on-base re-
tail outlets. The tax burden on the military per-
son is lighter than it would be on a civilian with
comparable income or wealth by a factor directly
proportionate to the amount of goods which he
purchases through the commissary and PX sys-
tem.

Similarly, the principle of taxation according
to benefits received requires individuals who con-
sume similar amounts of public services to bear
similar tax burdens. This tenet is violated in the
case of military persons who live off base, who
consume roughly the same state and local public
services as their neighbors, but who made a smal-
ler contribution to the financing of these services
because they are able to avoid the payment of
sales and excise taxes through on-base purchas-
ing.

Although the tax exemption privilege under-
cuts these tax equity criteria, certain additional
factors must be taken into account before itis pos-
sible to make any final judgment on the tax equi-
ty issue. For example, it should be noted that
most military persons pay at least some state and
local taxes. They pay state-local taxes on all pur-
chases made off the military reservations and on
non-government purchases made on the bases
(as called for in the provisions of the Buck Act),
and those who reside off base probably pay real
property taxes either directly or indirectly.

Second, it should be noted that military per-
sons, especially those-who live on the military
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base, may not make use of state-local public ser-
vices to the same extent as civilians. The notion
of taxation according to benefits received would
suggest that military families should bear a some-
what lighter burden than their civilian counter-
parts. The notion of taxation according to ability
to pay, however, would dictate equal tax burdens.

Some spokesmen for the military contend that
military persons are not comparable to civilians
for taxation purposes. Military personnel have
less control over their lives than do civilians. They
may not ‘“quit’’ their jobs when dissatisfied, but
may terminate service only when their duty term
has lapsed. Their jobs may involve loss of life or
debilitating injury. These and other differences,
it is noted, make the military person, the com-
pensation he receives and the taxes he pays, diffi-
cult to compare to civilian workers. This argu-
ment is not directly applicable to certain groups
which now share the tax-exempt military store
privilege such as military retirees who live in the
civilian community and generally have no further
Armed Forces obligations.

The argument over the comparability of the
military with the civilian life defies objective eval-
uation; on this question reasonable persons may
disagree. On the application of the two principles
of tax equity, however, there is no doubt that
many military persons bear a lighter state and
local tax burden than they should as a result of
the exemption of military store sales from state
and local sales and excise taxation.

Revenue Loss

The exempt status of on-base purchases by mili-
tary personnel imposes a burden on state and local
governments. The loss of revenue may be viewed
as a tax subsidy to military people, mandated by
the Federal government, but borne by states and
localities.

The constitutionality of the present state-local
tax exemption as it applies to Federally operated
military stores is not under dispute. Yet, because
the U.S. government does not choose to operate
tax-free retail stores for the use of the general
public, it must be assumed that the tax exemption
as it applies here is intended to be an economic
benefit accruing to Federal military personnel
and related groups. Such an economic subsidy
could be financed directly by the Federal govern-
ment through higher levels of military compen-



sation. Instead, by making use of the constitu-
tional prohibition against state or local taxation
of a Federal entity, the national government has
effectively passed on the cost of this benefit to
state and local governments.4

The approximate size of this benefit is shown
by Table 3, which gives the state sales and ciga-
rette taxes which would have been paid on trans-
actions in military store, had their sales been
taxable in Fiscal Year 1973. These figures repre-
sent the cost of the tax-exempt status of military
store sales to each state. The estimated total cost
of the exemption from sales taxes is over $135
million, and the tobacco tax exemption costs an
additional $130 million. Furthermore, states and
localities suffer an estimated $30 to $40 million
loss as a result of the exempt status of sales of al-
coholic beverages. Liquor sales through military
stores exceeded $350 million in Fiscal Year 1973.

The size of the state-local subsidy — probably
somewhat less than $400 million — is about 1 per-
cent of total state and local sales and excise tax
collections. Table 3 figures do not include the
local tax loss or additional state and local sales
taxes which would be paid on tobacco if tobacco
taxes were imposed. But this comparison of ag-
gregates belies the burden of the military tax
subsidy in certain states and localities where mili-
tary store sales are concentrated. For example:
California’s tax subsidy is estimated at more than
$49 million for the sales and tobacco excise taxes
alone. Texas loses an estimated $30 million; Flori-
da, $21 million; and Georgia, Virginia, and Wash-
ington, more than $10 million each.

Problems of Interaction
with Local Economies

Without question, the presence of a military
base in an area is a stimulus to the local economy
and is beneficial to local merchants. Nonetheless,
the exempt status of purchases at military stores
from state and local taxation, to the extent that it
lowers already low military store prices, tends to
disturb trade patterns. Business which might
otherwise go to civilian merchants is drawn to the
military outlets.

Military stores are a significant competitive
factor for local merchants not only because of
their number and location but also because of
their volume. Tables 4 and 5 compare sales by
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the military store systems with sales of some of
the largest U.S. retailers. The military commis-
sary stores had $2.1 billion in sales in 1974 and
achieved ninth rank among U.S. food chains. The
PX system had $2.4 billion in sales to rank sev-
enth among department store chains. The aver-
age sales of military stores is $4.3 million. Some
stores gross much more; for example, the store in
Fort Myer, Virginia, takes in over $15 million an-
nually.

Military stores enjoy a natural advantage over
civilian retail outlets because of their large size
and lower prices. There is little doubt that retail
sales to military personnel, retirees living in the
community, and others are diverted from civilian
to military retail outlets. To the extent that the
exemption from state and local sales and excise
taxes adds to the price advantage of military store
purchases, local retail trade patterns are further
disrupted.

Bootlegging

Military officials, state and local tax adminis-
trators, and others have shown continuing con-
cern with the bootlegging of cheaper, tax-free
military store items for resale off the military
base. Attention has focused mainly on cigarettes.
State and local cigarette taxes can amount to
over $2 per carton. The resulting price differen-
tial between cigarettes purchased tax-free in
military stores and cigarettes purchased in regu-
lar retail outlets combined with the easy trans-
portation of, and ready market for, cigarettes
selling at a lower price, has apparently led to
bootlegging activities among some military store
patrons.

It would be unfair to characterize most military
persons as ‘‘cigarette runners.” Yet it appears
that many military people have abused their spe-
cial tax status by sharing their tax exemption with
friends and relatives. Some military individuals
have also used the price differential to earn extra
money by illegally selling military store ciga-
rettes at a profit. '

The military is well aware of the potential for
this bootlegging and has taken steps to inform
military store patrons of the illegality of such
actions. If caught bootlegging commissary or PX
merchandise, a patron can lose his military store
privilege or suffer more serious punishment. In
addition, in order to make bootlegging of ciga-



Table 3

Estimated Tax Losses Due to Exclusion of On-Base Sales From

State Sales and Excise Taxation, FY 1973

Retail Sales Tobacco Combined Tobacco
States Tax Loss’ Tax Loss2 and Sales Tax Loss3
(in thousands) (in thousands) {in thousands)
U.S. Total $135,955 $130,242 . $266,197
Alabama 3,450 3,949 7,399
Alaska — 896 896
Arizona 2,238 768 3,006
Arkansas 826 1,363 2,189
California 26,507 22,583 49,090
Colorado 2,934 2,703 5,637
Connecticut 1,343 1,731 3,074
Delaware — 590 590
District of Columbia 3,722 1,778 5,500
Florida 8,220 13,751 21,971
Georgia 4,664 5,425 10,089
Hawaii 6,564 1,993 8,557
Idaho 265 227 492
lllinois 3,663 3,281 6,944
Indiana 617 344 961
lowa — — —
Kansas 1,448 1,533 2,981
Kentucky 2,429 582 3,01
Louisiana 1,964 2,328 4,292
Maine 781 843 1,624
Maryland 2,650 1,389 4,039
Massachusetts 1,663 3,458 5,121
Michigan 1,336 1,045 2,381
Minnesota 174 282 456
Mississippi 2,581 1,688 4,269
Missouri 1,392 1,226 2,618
Montana —_ 397 397
Nebraska 742 1,068 1,810
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Table 3 (Cont.)

Estimated Tax Losses Due to Exclusion of On-Base Sales From

State Sales and Excise Taxation, FY 1973

Retail Sales
States Tax Loss’

(in thousands)

Tobacco
Tax Loss?
(in thousands)

Combined Tobacco
and Sales Tax Loss3
(in thousands)

Nevada $ 430
New Hampshire —
New Jersey 3,409
New Mexico 1,738
New York 2,697
North Carolina 4,360
North Dakota 642
Ohio 1,318
Oklahoma 1,280
Oregon —
Pennsylvania 2,110
Rhode Island 1,523
South Carolina 4,908
South Dakota 450
Tennessee 1,050
Texas 10,800
Utah 695
Vermont 8
Virginia 10,172
Washington 5,702
West Virginia —
Wisconsin 152
Wyoming 338

Tstate sales tax figures only — excludes local sales tax losses. In states where food is untaxed or taxed at a different rate, 25

$ 619
504
5,248
1,453
3,931
881
686
1,811
2,348
50
2,418
1,603
2,221
385
1,201
19,344
390
9
1,693
5,802
280
184

$ 1,049
504
8,657
3,191
6,628
5,241
1,328
3,129
3,628
50
4,528
3,126
7,129
835
2,251
30,144
1,085
17
11,865
11,504

432
522

percent of sales were assumed to fall into this category. Tax rates used are those applicable as of July 1, 1973.

2state tobacco taxes only — excludes local tobacco tax losses. Tax rates used are those applicable as of July 1,1973.

3Does not include additional sales tax loss on higher tobacco prices if state tobacco taxes were imposed.

Source: ACIR staff computations: Table 1.
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Table 4

Sales Volume of Military Commissary System
Versus Top Nine Food Store Chains

Rank Store Chain 1974 Sales
(in billions)
1 Safeway $8.2
2 A&P 7.01
3 Kroger 4.8
4 American Stores 2.81
5 Lucky 27
6 Jewel 2,61
7 Winn-Dixie 2,5
8 Food Fair 24
9 U.S. Military Commissaries 2.1
10 Grand Union 1.67
TEstimated.

Source: Progressive Grocer, April 1975, and Department of Defense.

Table 5

Sales Volume of Military Exchange System Versus
Top Seven Department Variety Store Chains

Rank Store Chain ?974. Sgles

(in billions)
1 Sears Roebuck $13.1
2 J. C. Penney 6.9
3 Kresge 55
4 F. W. Woolworth 41
5 Federated 35
6 Rapid American 2.8
7 U.S. Military Exchanges 24
8 W. T. Grant 1.8

Source: Standard and Poor’s and Department of Defense.
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rettes less likely, several base commanders have
instituted daily, weekly, and/or monthly pur-
chase limits (generally restricting cigarette sales
to 15 cartons per month, although more stringent
limitations have been imposed). In general, the
military has shown a willingness to cooperate
with state and local officials to halt bootlegging
of cigarettes and other military store items (in-
cluding liquor).

Despite these efforts, it appears that military
store cigarette bootlegging — whether for profit
or for a less selfish motive — is still a problem.

Because instances of bootlegging military store

purchases seldom involve large organized opera-
tions (more often the military person or retiree
brings home an extra carton for a neighbor or
friend), it is expensive and virtually impossible to
enforce state laws with respect to these pur-
chases. Therefore, there is little hard data to in-
dicate the current extent of bootlegging. Com-
parisons of per capita purchases among military
patron populations and civilian store patron pop-
ulations, however, indicate the potential signifi-
cance of the problem. Table 6 provides this com-
parison.

In states with high cigarette taxes, sales to mil-

State
(Tax Rate)

California
(10 cents)
Connecticut
(21 cents)
Florida

(17 cents)
New Jersey
(19 cents)
New York
(15 cents)
North Carolina
(2 cents)

Texas

(18.5 cents)
Virginia
(2.5 cents)
Washington
(16 cents)

Civilian Store
Per Capita Sales

Table 6

Estimates of Per Capita Cigarette Sales Among Civilian and
Military Store Patron Populations Age 18 and Over, FY 1973

Military Store
Per Capita Sales

(Packs) (Packs)
184 258
163 193
188 236
178 248
175 248
350 222
171 233
227 218
144 247

Note: Military per capita sales computed using the following assumptions: 95 percent of military tobacco sales are assumed
to be cigarette sales; cigarettes are assumed sold at an average price of 27 cents. The military store patron population aged
18 years and over is assumed to be made up of 100 percent of active duty military personnel and their wives and retired mili-
tary personnel, plus 4 percent of the group classified as “other dependents” of active duty personnel, plus 50 percent of the
group classified as dependents of retired personnel. This total was then increased by 3.6 percent to reflect purchasers not
included in the above groups based on an AAFES survey of commissary patrons to arrive at the total patron population. Res-
ident non-military population was used to compute civilian sales figures.

Source: Army Times Publishing Company, Military Markets Fact Book, 1973, ACIR staff estimates.
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itary store patrons are significantly higher than
sales to civilian store patrons. For example, in
Washington state, with a 16 cent per pack ciga-
rette tax, cigarette sales among civilian store
patrons 18 years and over averaged 144 packages
per person in Fiscal Year 1973, but military store
sales averaged 247 packages per patron per year.
Likewise, in Texas (with an 18.5 cent cigarette
tax), estimates indicate civilian sales of 171 packs
per capita while military sales averaged 233
packs per patron. The corresponding numbers
for Connecticut (21 cent tax) are 163 packs per
civilian and 193 packs per military store patron.

Higher cigarette sales per patron at military
stores tend to correlate directly with states im-
posing high cigarette taxes. Virginia with its 2.5
cent state cigarette tax — low compared to other
states — showed a higher per capita sale at civil-
ian stores than at military stores. Low cigarette
taxes diminish the incentive to purchase tax-free
cigarettes, or limit their marketability. In North
Carolina, where the cigarette tax is 2 cents per
pack (lowest in the U.S.), civilian purchases per
capita are estimated to be over 50 percent great-
er than per patron sales at military stores. The
Virginia and North Carolina experiences may
have two explanations; (1) low cigarette taxes
diminish the incentive to purchase cigarettes
tax-free in military stores, and (2) civilians pur-
chase taxable cigarettes in these states to bootleg
into the Northeastern states where cigarette
taxes are $1.50 or more per carton higher than
in Virginia and North Carolina.

The Department of Defense provided the Com-
mission with figures to show that military store
per capita cigarette sales average only 40 per-
cent of civilian per capita sales. The estimates

FOOTNOTES

14 U.S.C. 105-110 (1970).

2Quoted in the General Accounting Office’s report to the Con-
gress entitled, The Military Commissary Store: Its Justifica-
tion and Role in Today’s Military Environment (GAO: May
21, 1975) p. 1.

3ibid, Page 7.

4Although state and local governments may not, of their own
velition, tax Federal entities or impose taxes in areas of ex-
clusive Federal jurisdiction, the Federal government may
extend the right to them. This has already been done with
respect to sales and excise taxation within national parks,
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use as their population base all persons eligible
to shop at military stores, whether they do so or
not.> A more relevant figure, in the Commis-
sion’s judgment, is per capita consumption on
the basis of the population which actually bene-
fits from store sales. The Department of Defense
figures cover sales in military exchanges only.
The Commission notes that both exchanges and
commissaries make tax-free sales of cigarettes
and that exchange sales are likely to be the rela-
tively smaller part of tax-free cigarette sales be-
cause cigarette prices at the exchanges normally
are higher than cigarette prices at the commis-
saries. In view of these considerations, it seems
likely that cigarette sales per exchange patron,
as defined in the Defense Department estimates,
would be less than cigarette sales per capita for
the entire civilian population. Thus, it is not clear
that the Defense Department study contradicts
the ACIR sales estimates. If all military store cig-
arette sales were included, the Department of
Defense calculations, even using the higher
population or customer base, might well indicate
higher military purchases than civilian purchases
per capita.

The higher per capita sales figures for military
store patrons presented in Table 6 suggest either
that military people consume more cigarettes,
on the average, than do civilians (and this mainly
in high-tax states), or that some military persons
are buying tax-free cigarettes for the consump-
tion of persons other than themselves and their
dependents. In the absence of any reasons to as-
sume that the military are heavier smokers than
civilians or that high taxes pramote heavy smok-
ing, it is reasonable to conclude that cigarette
bootlegging is a significant problem in some
states.

state taxation of gasoline on military reservations and under
the provisions of the Buck Act, state taxation of non-govern-
ment sales on military bases.

5The Department of Defense has disputed the ACIR staff es-

timates of per capita cigarette sales at military stores. In a
letter to the Commission, a Defense Department represen-
tative wrote:

The Army and Air Force Exchange Service (AAFES),
the largest of the three exchange systems, examined per
capita consumption of cigarettes among their patrons.
The publication, The Tax Burden on Tobacco . . . indi-
cates that in Fiscal Year 1974 the national consumption
of cigarettes averaged 141.7 packages per person. Rec-
ords of AAFES reveal that during the most recent fiscal



year (FY 1975) approximately 29,862,000 cartons of ciga-
rettes were sold in exchanges under AAFES in the conti-
nental United States. Records also indicate AAFES has
5,236,700 authorized customers, which can be equated
to 57 packages per year per customer, far below the na-
tional average of 141.7 packages per person.

This estimate of per capita sales would indicate that either
military persons consume fewer cigarettes than their non-
military counterparts or they buy most of their cigarettes in
non-military stores. In either case, the net flow of cigarettes
would be into military bases, not out of them as suggested
by the ACIR staff estimates.

Either implication is erroneous, however, because the two
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sets of numbers are not comparable. The Defense Depart-
ment estimate uses the concept of ““authorized customers”
in calculating per capita sales. This is not a relevant base to
use in figuring per capita sales since it yields no information
concerning the per capita sales to the more limited number
of family groups who actually. patronize military stores.

The ACIR staff estimates presented in Table 6 attempt to
compare cigarette purchases per person in actual patron
populations, to the extent that these populations may be es-
timated. Additionally, the figures are computed for civilians
and military base patrons 18 years of age or older. It is the
opinion of the Commission that these figures represent, as
accurately as available data permits, the true per capita sales
pattern as between military and civilian outlets.






CHAPTER 3

STATE-LOCAL TAXATION
OF MILITARY PAY
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STATUTORY BACKGROUND

Bvisions in four Federal laws prohibit state
taxation of military pay.? The Soldiers” and Sail-
ors’ Civil Relief Act of 1940 provides that military
duty pay can be taxed only by the state in which
the Armed Forces member is domiciled, or is a
legal resident.? Three different acts which extend
withholding of state and local income taxes to
Federal civilian employees prohibit withholding
of these taxes from military compensation.3 In
addition, Federal immunity from state court ac-
tions has meant that state and local governments
cannot attach the wages of Federal employees
— civilian or military — to satisfy delinquent tax
obligations.

These provisions result in a state-local tax treat-
ment of military pay that is different from the tax
treatment of civilian income — and different,
even, from the state-local tax rules that apply to
non-military income of military personnel and
their families. This differential tax treatment of
military and non-military income of military
personnel stems from Federal jurisdictional and
administrative restrictions on the states.

JURISDICTIONAL RESTRICTIONS

State income taxes commonly apply to all in-
come (regardless of where derived) of a “resi-
dent,” as well as to income of a non-resident



derived from sources within that state. Although
the definition of a resident differs among the
states, it encompasses one or more of the follow-

ing:

® persons domiciled in the state;

e persons actually present within the
state, either for a specified length of
time or for other than temporary pur-
poses; and

¢ persons who maintain a permanent place
of abode within the state.4

Thus, a state’s concept of residence for tax pur-
poses may include those domiciled in the state,
whether or not they are physically present.

When a distinction is drawn between domicile
and residence, as in the Soldiers’ and Sailors’
Civil Relief Act, it generally is on the basis of in-
tention and permanence of one’s attachment to an
area;

Residence means living in a particular
locality, but domicile means living in
that locality with intent to make it a fixed
and permanent home. Residence simply
requires bodily presence as an inhabi-
tant in a given place, while domicile re-
quires bodily presence in that place and
also an intention to make it one’s domi-
cile.5

Once domicile has been established, physical
presence is not necessary to maintain that domi-
cile. Thus, a person can be domiciled in one juris-
diction and simultaneously be a resident of an-
other:

In addition to its being a permanent
home, domicile involves an element of
intention, that is, it is a place to which,
during an absence, one has the intention
of returning and from which he has no
present intention of moving. . . . (D)omi-
cile is said to be inclusive of residence,
having a broader and more comprehen-
sive meaning than residence. Residence,
together with the requisite intent, is nec-
essary to acquire domicile but actual res-
idence is not necessary to preserve a do-
micile after it is once acquired. Conse-
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quently, one may be a resident of one
jurisdiction while having a domicile in
another. And while every person has one
and only one domicile a person may have
noplace which canbe called his residence
or he may have several such places.6

The Soldiers’ and Sailors’ Civil Relief Act pre-
cludes state taxation of military pay by a state in
which the recipient is not domiciled:

For the purposes of taxation in respect
of the personal property, income, or
gross income of any (member of the
Armed Forces) by any state, territory,
possession, or political subdivision of any
of the foregoing, or the District of Colum-
bia, of which such a person is not a resi-
dent or in which he is not domiciled,
compensation for military or naval ser-
vice shall not be deemed income for ser-
vices performed within, or from sources
within, such state, territory, possession,
political subdivision, or district, . . .7

This provision is understood to preclude state
income taxation of military pay by any state oth-
er than the recipient’s domicile state; the term
“resident” appears to mean “legal resident’” and
to be synonymous with domicile. The Office of
the Judge Advocate General of the Air Force, for
example, has written that “the (Soldiers’ and Sail-
ors’ Civil Relief) Act provides, substantially, that
a member of the Armed Forces who is legally
resident in one state but is living in another sole-
ly by reason of military orders, is not liable to the
second state for income taxes with respect to ser-
vice pay.”’8

To so construe the meaning of the word “resi-
dent” is not without precedent:

A distinction between ‘“legal residence”
and “actual residence’” has been recog-
nized; ‘‘actual residence’’ has connota-
tions of a more temporary character,
while the phrase ‘“legal residence” is
sometimes used as the equivalent of “do-
micile.”’?

Because some state income taxes apply to
“legal residents” or ““domiciliaries’” even when
they are not ““actual residents,” there exists the



possibility that a person who lives the entire tax
year in a single state still may have a state in-
come tax liability to a different state (his state of
domicile)—even if all his income was derived in
the state in which he actually resided. This situa-
tion, together with the different definitions of
residence used in the several states and the im-
portance of intent in the determination of domi-
cile, creates certain complexities in the area of
state income taxation — both for taxpayers and
for tax administrators.

The section of the Soldiers” and Sailors’ Civil
Relief Act relating to state income taxation at-
tempts to relieve Armed Forces members from
concern for these complexities and from the
threat of double taxation with respect to their
military pay. The statute effectively precludes
taxation of military pay by the state in which the
military member is physically present if his do-
micile is in another state. But the non-military
pay of military members is subject to tax in the
state where it is earned, as is the case with earn-
ings of civilians.

ADMINISTRATIVE RESTRICTIONS

In 1952, Congress authorized state income
taxes to be withheld from the pay of Federal
civilian employees, and later legislation extended
withholding from these employees to local in-
come taxes.10 Each of these acts prohibits with-
holding from military pay. The issue of withhold-
ing from military pay was addressed only in the
legislative history of the 1952 statute and admin-
istrative difficulties were cited as the reason
for the ban.11 Subsequent acts picked up this
feature without regard either to subsequent de-
velopments in military payroll processing or to
the enactment of the withholding requirement by
virtually all states and localities with income
taxes.

In prohibiting withholding from military pay,
Congress has imposed greater compliance bur-
dens on individual members of the Armed Forces.
Quarterly or annual payments must be made at
the initiative of the military person. Absence of
withholding also results in both uncertainty on
the part of the military regarding their state or
local obligations and non-compliance with the tax
laws.

The lack of awareness of income tax obliga-
tion by the military is illustrated by the comment

23

of an enlisted person from Kentucky (a state in
which military pay is fully taxable):

I've never paid because they’ve never
notified me. | guess if | owe something
they’ll let me know. No one has ever told
me anything about taxes since I've been
in the service. If | have to pay, | would
want them to take it out like with other
taxes.12

Absence of withholding imposes additional ad-
ministrative costs on state and local agencies. If
reasonable compliance is to be attained, states
must identify and locate those liable for a given
tax, then contact them and follow up as necessary
to obtain the tax due. Withholding shortcuts this
process. If a state tax administrator succeeds in
identifying a military person and establishes a
tax liability there is no assurance that the tax
will be collected. State-local officials are unable
to attach military pay — as they can other pay —
to satisfy delinquent taxes. Federal immunity
from state court actions prevents such actions.

CHANGING RATIONALE

Such elements as the change in military com-
pensation and life style, and the wider spread
and greater burden of state and local income
taxation argue for the re-examination of provi-
sions of the Soldiers” and Sailors’ Civil Relief Act
just as they argue for reconsideration of provi-
sions of the Buck Act.

The basic motivation for the Relief Act, to ease
the transition from civilian life to involuntary
military service, has long since changed. The
large increase in military compensation and the
accompanying general achievement of parity
with civilian pay was described in detail in Chap-
ter 2. Military personnel are now in the Armed
Forces by choice; military persons are rarely sep-
arated from their immediate families for long
periods; and mobility is not the severe problem
it once was.

State and local income taxes are more wide-
spread and more heavily used today as com-
pared to 1940 when the Soldiers’ and Sailors’
Civil Relief Act was enacted. The number of
states using the personal income tax has increased
from 30 to 40;13 and receipts from such taxes in-
creased from 2.6 percent of state-local general
revenue in 1942 to 9.4 percent in 1974.75



KEY ISSUES

In the 1940s, when the Relief Act was adopted,
military service typically involved separation
from family. With the family “back home’ while
the serviceman was away, the domicile-only jur-
isdictional rule appeared to be a way to avoid
jeopardizing financial benefits provided to the
serviceman’s family. The original rationale no
longer squares with the facts. Based on the data
for 1972, over 98 percent of married military
men stationed in the United States16 are living
with their wives. Counting all domestic forces
(including those on ships in domestic waters), 96
percent of military families are living together.
When all married military men are considered
— regardless of where stationed — 84 percent are
living with their wives.7 Not only do military
families usually live together, but the majority —
70 percent of married military men — live off-
base in private housing, further weakening the
civilian-military distinction.18

STATE JURISDICTION TO TAX

Military families have the opportunity under the
1940 law to maintain their residence in a state
other than where they are stationed. They may
wish to do so for reasons such as licensing for
some occupations, filing and processing of wills,
and sending children to particular state colleges
at in-state tuition rates. It is questionable wheth-
er such objectives warrant a Federal policy that
strips states of the ability to tax military families
who are stationed within their borders and are
currently receiving services from them. The de-
sire to benefit from locating in a particular place
is not unique to the military but is shared by civil-
ians who move among states. Payment of taxes
to the state where a person resides does not, by
itself, cause a person to lose his domicile else-
where.

Mobility of the military is another factor to be
considered in weighing the appropriateness of
the domicile-only jurisdictional standard re-
quired by the 1940 law. Clearly, military person-
nel are more mobile than the civilian population
as a whole. In 1964 (before escalation of the Viet-
nam war), 36 percent of married military men
made an intercounty move compared with 6 per-
cent of married civilians. During the height of
the Vietnam war, the military mobility figure
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rose to about 50 percent in some years, while
the civilian figure remained below 7 percent.19

Military mobility may not be as intense as
overall measures indicate. For one thing, the
military population is younger than the civilian
population as a whole, and younger persons tend
to be more mobile. The aggregates conceal vari-
ations in mobility among various parts of both the
civilian and military population. The average
length of duty tour is a useful indicator of the
military requirements of personnel mobility. Data
on the average length of stateside duty tours by
rank, supplied by the Army, show a range of two
to three years.20 Some civilian occupation groups
move as frequently. Some construction workers
follow the seasons as well as the activity in their
trade. Business executives, in the earlier stages
of their careers, may move every year or two.

Withholding of State Income Tax

The standard argument against withholding
state-local income taxes from military pay is that
the variations from state-to-state and year-to-
year in these taxes would pose an unreasonable
and perhaps impossible administrative burden
on the Armed Forces. The Defense Department
recently said it would cost $6.3 million in initial or
start-up costs to withhold state taxes. Thereafter,
costs would run $1.7 million annually.??

Automatic data processing techniques have
made withholding quite manageable. Under cur-
rent jurisdictional provisions whereby change of
domicile is not a frequent occurrence, withhold-
ing from military personnel should prove work-
able. Variations in state and local tax codes would
have to be followed and withholding changed
accordingly, but this is_not unlike the task per-
formed by private companies (or by the military
services for their civilian employees) operating
in several states and localities.

With centralized payroll processing (which is
to be universal among the services in a year or
s0), removal of the Relief Act’s domicile-only jur-
isdictional rule would complicate the withholding
process. Withholding procedures should be man-
ageable, however, since a change of duty station
already requires that records be changed, par-
ticularly the record indicating where the pay-
check must be sent. A change in the program to
withhold income taxes for a different state might
easily be made at the same time. When Congress
last considered withholding on military pay in



1952, centralized payrolling with data processing
equipment was not in widespread use.

Garnishment on Federal Pay

State and local tax agencies cannot get an at-
tachment of the wages of Federal military and
civilian personnel to satisfy legitimate state and
local tax obligations which have become delin-
quent. Currently, their recourse is persuasion.
The heavy burden of state and local income
taxes, the increased level of military pay, and the
consequent added incentive for evasion of legal
state and local income taxes all suggest that de-
linquency will become an increasingly important
problem. For example, it has been estimated
that in Wisconsin *. the average annual
amount of income tax added to our delinquent
accounts receivable for servicemen is $450,000.
Less than 40 percent of this amount is eventually
collected.”22

Garnishment of state-local employees’ pay to
satisfy delinquent Federal tax obligations is ac-
cepted practice. Moreover, a precedent was es-
tablished recently for waiver of Federal im-
munity from state court orders in certain situa-
tions. P.L. 93-647 requires Federal agencies —
military and civilian — to comply with state court
orders to enforce alimony and child support
awards by withholding such payments from the
pay of Federal employees. A limited waiver of
Federal immunity from state court orders in the
case of delinquent state and local taxes would ap-
pear to be an equally valid exercise of intergov-
ernmental comity.

CONSEQUENCES OF RESTRICTIONS

Equity, compliance and administrative costs,
revenue loss, choice of tax source, and tax base
erosion are all affected by the Federal restric-
tions on state-local taxation of military pay.

Equity Aspects

The Soldiers’ and Sailors” Civil Relief Act im-
pairs the taxing jurisdiction of states and locali-
ties with respect to military pay and thereby the
equity of this form of taxation. Some persons
who live and/or earn income in that state and
who enjoy service benefits that may be support-
ed by that state’s personal income tax have in-
come (military pay) that escapes taxation. Mem-
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bers of the Armed Forces who happen to be sta-
tioned in their state of domicile will contribute
income taxes toward funding state services while
others will not. Non-comparable burdens are
placed on persons earning comparable incomes.

If a state attempts to treat all military person-
nel within the state similarly by exempting all
military pay from its income tax, a situation that
treats civilians inequitably in relation to the
military replaces a situation which treats some
military personnel inequitably in relation to oth-
er military personnel. The taxes necessary to
support a given level of services then must come
from a still narrower segment of the population.
Tax exclusions or exemptions for the military
translate directly into higher taxes for the rest
of the population and/or reduced public services
for ali. Moreover, exclusions or exemptions that
depend on the source or type of income rather
than on the amount are inconsistent with the ba-
sic rationale for income taxation.

Civilian and Non-Domiciliary Military. The
following examples illustrate the types of ineq-
uity that occur at the present time. Consider Lt.
jones and Mr. Smith. Each has $10,000 income
(excluding Lt. Jones’ tax-exempt cash allowances
for housing and subsistence). Each has a wife and
two children. Jones and Smith are neighbors. In-
diana, the state in which they reside, has a per-
sonal income tax levied at a flat rate of 2 percent,
after deducting personal exemptions of $2,000
for taxpayer plus spouse and $500 per depend-
ent. Thus, both Lt. Jones and Mr. Smith have
$7,000 taxable income, on which the state income
tax would be $140. But Lt. Jones, domiciled in
Texas (a non-income tax state), has only military
pay and therefore no income taxable in Indiana.
Thus, because of the Soldiers” and Sailors’ Civil
Relief Act, two similarly situated families living
in the same city and enjoying the same public
services pay quite different state taxes — the
civilian pays the full tax while the military per-
son domiciled in another state (Texas) pays no
state income tax to his host state (Indiana). In
the example given, because Texas levies no per-
sonal income tax, Lt. Jones owes no state tax.

Domiciliary and Non-Domiciliary Military.
Soldiers’ and Sailors” Civil Relief Act provisions
also create inequitable tax situations between
members of the Armed Forces. To illustrate this,
the same Lt. Jones can be compared with Lt.



Gray — an Indiana domiciliary stationed in Indi-
ana, who has the same salary, family size, and
living conditions as Lt. Jones.

Lt. Gray has a $100 Indiana state income tax
liability (taxable income is reduced from $7,000
to $5,000 by Indiana’s exclusion from taxation of
the first $2,000 of military pay), while Lt. Jones,
domiciled in Texas, owes no state income tax to
either Indiana or Texas. This comparison between
military personnel has led some states to con-
clude that full military pay exemption is neces-
sary to avoid discriminating against the “native
sons’’ (but at the cost of increasing the discrimi-
nation against civilians relative to military).23

Resident and Non-Resident Military Domicili-
aries of an Income Tax State. In 25 states and the
District of Columbia, the military pay of a person
domiciled in the state is taxable under the state
income tax even if the person is stationed outside
the state. The same basic example demonstrates
the inequity of this situation. Assume again two
Indiana domiciliaries, both lieutenants, both
having $10,000 basic military pay, both married,
and both having two children. Lt. Gray is sta-
tioned in Indiana, as in the previous example,
and Lt. Pierce is stationed in Washington state.
Each man owes the $100 income tax bill calcu-
lated above, but only Lt. Gray is in Indiana to
consume the services funded by his tax payment.
Lt. Pierce is in Washington, a state with no in-
come tax. He will be subject to most Washington
taxes (except to the extent that he makes con-
sumption purchases on base), even though he is
domiciled in Indiana and must pay the Indiana
income tax (on all but his personal and depen-
dents exemptions and $2,000 of his military in-
come). Lt. Pierce’s situation illustrates the fact
that differential tax treatment of military pay is
not always preferential treatment.

Military and Civilian Domiciliaries of a Non-
Income Tax State Living in an Income Tax State.
Civilians typically are-subject to tax where they
are living and/or working, regardless of where
they claim legal residence or domicile.

Consider Col. Maxwell and Dr. Arthur, two
domiciliaries of Florida currently living in Vir-
ginia. Dr. Arthur is a college professor on a year’s
leave employed by a Federal government agen-
cy. Col. Maxwell’s basic pay (excluding tax-ex-
empt allowances) is $25,000, the same amount
that Dr. Arthur is receiving. The effective rate of
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the Virginia income tax for a $25,000 adjusted
gross income is 3.3 percent or $825. Because Dr.
Arthur is a civilian employee, Virginia can and
does impose its tax on his income. Because Col.
Maxwell is in the military and domiciled outside
Virginia, Virginia cannot impose its tax on his
military pay. Yet, both live in the same Wash-
ington suburb, have the same income (ignoring
military allowances), the same number of de-
pendents, and enjoy the same state and local pub-
lic services. Neither, of course, pays an income
tax to Florida because this state does not impose
the tax.

General Equity Consequences of Differential
Taxation. An important equity implication of the
tax treatment of military pay is that it operates to
increase taxes and/or reduce the level of service
for taxpayers in the host jurisdiction if personal
income taxes are levied in that jurisdiction.24
For example, Capt. Brown is domiciled in New
York but is stationed in Maryland. He sends his
two children to Maryland schools, uses Mary-
land parks and highways, and so on, but his mili-
tary compensation is beyond the reach of Mary-
land’s state and local income taxes. Other Mary-
land taxpayers must pay higher taxes (or con-
sume less services) than they otherwise would if
the pay of Capt. Brown and other military per-
sonnel stationed, but not domiciled, in Maryland
were taxable in Maryland.

At the state level, the percentage of the popu-
lation comprised of military personnel and their
dependents typically (although not universally)
is rather small — 2 percent or less.25 For this
reason, some may argue that there is no problem
— that the lost taxes will not comprise a large
share of total revenue. As a general rule this
must be true, but the dollar amounts still may be
significant.

Using Maryland as an example, total state per-
sonal income tax liability for all active duty mili-
tary personnel living in Maryland is estimated at
$10 million.26 If military pay could be taxed by
the state where military personnel are physically
present Maryland, however, would not benefit
to the full extent of $10 million.2? Some military
personnel in Maryland are domiciled there and
presumably pay the state income tax for which
they are liable. In addition, under a civilian
(physical-presence) jurisdictional rule, Maryland
would lose some tax revenue from Maryland do-
miciliaries stationed outside the state. Just what



the net revenue gain would be is not known, but
in a state such as Maryland, with a relatively
large concentration of military, it seems prob-
able that the net gain would amount to half the
gross military liability, that is, $5 to $6 million.
This is about 1 percent of Maryland state income
tax collections, but about 10 percent of the year-
to-year increase in collections from this source.

Compliance and Administrative Costs

Federal restrictions on state-local taxation of
military pay complicate compliance with tax laws
and cause administrative headaches. The follow-
ing are examples.

e Tax returns for military families with
non-military income often are compli-
cated by the application of different
jurisdictional rules to the different
sources of income.

¢ The domicile-only jurisdictional rule
makes possible domicile selection on
the basis of tax advantage and there-
fore provides the military with a means
of tax avoidance and, at worst, of tax
evasion that tax officials cannot easily
detect.

e Because military domiciliaries of a state
typically are located outside that state,
compliance may suffer under the cur-
rent domicile-only jurisdictional rule
because of resentment of having to pay
taxes to a state where services are not
currently being received and because
the distances involved complicate tax-
payer identification, information, and
auditing functions.

e lack of withholding means that mili-
tary personnel find the fulfillment of
their state tax obligations more diffi-
cult because they are denied the conve-
nience of making tax payments through
regular payroll deductions — a conve-
nience accorded almost universally, ex-
cept for military pay. Absence of with-
holding means that taxes must be paid
in much larger quarterly or annual
lump sums through a payment process
that must be initiated by the taxpayer.
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e Uncertainty concerning tax liability is
created by lack of withholding, and be-
cause no tax has been withheld there
may be little incentive for the service
member to inquire as to his responsibil-

ity.

e Tax officials are denied, by the lack of
withholding, one of the most effective
administrative tools and their task of
identifying, locating, and collecting
from those who should be paying in-
come taxes is made more difficult.

e State-local tax officials’ inability to
garnish military pay to collect delin-
quent taxes leaves these officials with
no legal recourse other than persuasion,
which often is not enough.

Having highlighted the types of problems and
their association with particular Federal restric-
tions, we now turn to more detailed consideration
of some aspects of administrative and compli-
ance consequences of the Federally mandated
differential tax treatments.

The Compliance Problem. The confusion aris-
ing from current provisions enhances the chances
of inadvertent non-compliance, but it also facili-
tates deliberate evasion (illegal) and avoidance
(legal) by those inclined to shirk their state-local
tax obligations. The easiest way to evade taxes
is simply not to file even if the domicile state taxes
military pay. This evasion may be identifiable,
but only through very diligent and costly state
tax administration and interstate cooperation
among tax administrators.

The Armed Forces member may avoid paying
state income taxes by selecting a domicile state
on the basis of tax advantage. There are ten
states that do not use the income tax and five in-
come tax states that provide a full exemption for
military pay. A serviceman may legally select
one of these states as his domicile, provided the
state’s requirements for establishing domicile
are met.

A civilian also may change his domicile, of
course, but such a change does not have the same
implications for the civilian’s state income tax
liability. Under the civilian (physical presence)
jurisdictional rule, a civilian living or working in



an income tax state will be liable for that state’s
tax regardless of domicile.

If requirements for establishing domicile have
not been met, a tax-influenced naming of a new
domicile state by a military member is illegal tax
evasion. Yet, it is difficult for state tax adminis-
trators to know whether domicile has been prop-
erly claimed (or not claimed), in part because
intent is so important in determining domicile,
and in part because current state tax administra-
tion practices applicable to the military make it
possible for a military member to “fall between
the cracks” in the absence of truly extraordinary
efforts by state officials.

Until the Fall of 1975,28 the Federal Office of
Management and Budget required Federal agen-
cies to report income payments not subject to
withholding to the states and localities of resi-
dence. The requirement, embodied in OMB Cir-
cular A-38, was intended to help in the adminis-
tration of the domicile-only jurisdictional rule.
In practice the circular was of limited usefulness.
Under this circular, every state should have re-
ceived upon request W-2 type information for
each military member domiciled in the state. If
no legal residence was designated, the member’s
statement was sent to the state where he was
serving. The circular stipulated that the forms
used, while containing W-2 information, were
not technically W-2s and were not to be identi-
fied as W-2s.29

An example may illustrate the circular’s short-
comings. Suppose Joe Smith is in the Army and
claims to be domiciled in Florida. But Smith has
not met the Florida domicile requirements, and
actually is a domiciliary of Ohio and liable for
Ohio income taxes. If Smith does not file an Ohio
return, Ohio tax officials may never know he
should file. If his Federal income tax return is
filed from an Ohio address, this would provide
a lead — but it may be filed from his current duty
station in, say, Oklahoma. If a declaration of
legal residence had been obtained under OMB
Circular A-38 procedure, it would show Florida
as the domicile state in this case since the ser-
vices are not required to verify the accuracy of a
member’s declaration of domicile. If such a dec-
laration has not been obtained, Smith’s wage
statement would be sent to Oklahoma. In neither
event would Ohio receive the wage statement.

Or suppose that for some reason Ohio tax of-
ficials obtain Joe Smith’s name. Upon discover-
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ing that they have no income tax return on file
for him, they may contact him; Smith’s probable
response will be that he is domiciled in Florida.
To verify the accuracy of this statement, Ohio
must contact Florida officials, who would then
have to check into the particulars of the Smith
case to determine whether he is legally claiming
domicile in Florida. Thus, interstate cooperation
(involving agencies other than the tax depart-
ments) appears to be necessary. Florida, having
no income tax payment at stake because it levies
no such tax, may find the burden of checking un-
reasonable; but Ohio must, to some extent, de-
pend upon Florida officials to assist Ohio’s ef-
forts to determine the tax status of Joe Smith.
Such verification efforts, moreover, are quite
costly and time consuming.

Current law further complicates state income
tax compliance and administration for military
families stationed outside the state of domicile
and having non-military income, such as prop-
erty income or earnings from a civilian job of
either the military member or the spouse. Due
to the varying jurisdictional rules, two states may
be involved in the taxation of the military fam-
ily’s income. For example, a military couple do-
miciled in Ohio and stationed in Kentucky with
non-military earnings in Kentucky will have to
pay Ohio taxes on military pay and Kentucky
taxes on the other income. The necessity of filing
and paying taxes in two states is an obvious com-
plication. In the example given, if military pay
did not have special tax provisions, reciprocity
arrangements between the states would protect
against having to file in both states. Such reci-
procity is rather common, at least in the Midwest
and the East.

Joint filing arrangements also are made more
complex by having different parts of a military
family’s income subject to the tax laws of differ-
ent states. Most states require a joint return if a
joint Federal return has been filed. In the case
of a military couple having to file in two states
with only part of the total income taxable in each,
a complexity is introduced requiring special
treatment (e.g., crediting or an exception to filing
requirements) in recognition of the state tax sta-
tus of military pay.

District of Columbia and Maryland Data. There
is some fragmentary evidence of significant mili-
tary non-compliance with state income taxes. The



tax agencies of the District of Columbia and the
State of Maryland followed up on two groups of
military personnel who did not file income tax re-
turns with their respective offices: (a) those who
filed Federal returns from a D.C. or Maryland
address; (b) those for whom W-2s had been re-
ceived under OMB Circular A-38.30 In the first
group, discrepancies between Federal and state
filing do not necessarily indicate evasion of state
taxes, so the mismatches must be checked out.
For the second group, the W-2s should provide
a good indication of where tax returns are to be
filed — although experience has shown this is
not always the case, and where it is not, adminis-
trative officials again are presented with prob-
lems.

The District and Maryland conducted a Fed-
eral-state filing check for tax year 1971. Using
a sample of military personnel who responded to
follow-up inquiry that legal residence in another
state was the reason for not filing where the Fed-
eral return was filed (D.C. or Maryland), they
obtained the following results.

Number Percent

Responses Followed Up 57 100
Filed in State Claimed

as Legal Residence 15 26
Claimed Domicile in States

with No Income Tax or

with Full Exemption of

Military Pay 23 40
No Return on File in

State Claimed as Legal

Residence 19 34

The first group (26%) clearly complied with
existing tax laws. The second group (40%) may
or may not have been in compliance depending
on whether all those claiming domicile in a state
imposing no tax on military pay were doing so
legally. More detailed investigation would be re-
quired in these cases. The third group (34%)
clearly failed to comply with existing laws. It
should be noted, however, that the sample is
small and not scientifically drawn, thus sweeping
generalizations are not warranted.

The District and Maryland conducted another
compliance check using 129 military personnel
for whom W-2s were received from the Armed
Forces under A-38. The results are given below.
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Percent
100

Number

W-2s Selected. 129

Filed with Jurisdiction Re-
ceiving W-2 (D.C. or
Maryland)

Filed with Another State
Claimed as Legal Res-
idence 7

State Claimed as Legal
Residence Has No In-
come Tax or Fully
Exempts Military Pay 6

Filed with State Where
Serving

39

5.4

47

10 7.8

No Return on Record in
D.C. or Maryland,
Where Such Return Ap-
peared to be Required

67 51.9

The largest group filed no state income tax re-
turn. About one in three military persons for
whom either the District or Maryland received
W-2s filed tax returns with these jurisdictions.
These results may not be representative of in-
come tax compliance among military personnel
in general.

Information from Minnesota for 1974 provides
another type of evidence that military personnel
may not be complying with their state tax obliga-
tions. Minnesota domiciliaries serving in the
Armed Forces numbered about 38,300 in 1974.31
Yet, state tax officials reported receiving only
9,595 state income tax returns from Armed Forces
members for 1974.32 In a speech to his fellow
state tax administrators, W. A. Barnes of Missis-
sippi estimated that the states, on average, still
fall short of achieving a 50 percent level of com-
pliance by military personnel with state income
tax requirements.33

Data from the Armed Services. To study
whether military personnel systematically con-
centrate their claims of legal residence in states
offering favorable tax treatment for military ac-
tive duty pay, ACIR staff asked the Pentagon for
state-by-state tabulations of the 1974 W-2 infor-
mation supplied to the various states pursuant to
OMB Circular A-38. The requested information
consisted of three elements (a) the number of
persons claiming legal residence for tax purposes,
{b) the number of these stationed in the state in



which legal residence is claimed, and (c¢) the num-
ber claiming legal residence whose military com-
pensation is at a rate less than $10,000 annually.
All of the Armed Services responded, although
some were unable to supply all the information re-
quested, particularly for the second and third
items.

ACIR tabulated the information by six catego-
ries of state income tax treatment of active duty
military pay in 1974. California, Oregon, and
West Virginia could be classified in either of two
categories but have been assigned to the single
most logical one. The categories are as follows.

1. States having no broad-based personal
income tax (ten states: Connecticut,
Florida, Nevada, New Hampshire, New
Jersey, South Dakota, Tennessee, Tex-
as, Washington, and Wyoming).34

Income tax states that fully exempt mil-
itary active duty pay (five states: Alaska,
lllinois, lowa, Michigan, and Vermont).

Income tax states that exempt all mili-
tary active duty pay attributable to ser-
vice outside the state (three states: Cal-
ifornia, ldaho, and Pennsylvania).

Income tax states that do not tax domi-
ciliaries outside the state if they meet
three tests concerning place of abode
and maximum time within the state (six
states: Maine, Missouri, New York,
Oregon, Rhode Island, and West Vir-
ginia).3

Income tax states that offer partial ex-
emptions for military active duty pay,
wherever stationed (seven states: Ari-
zona, Arkansas, Indiana, Minnesota,
North Dakota, Oklahoma, and Wiscon-
sin).

Income tax states that tax active duty
military pay, wherever stationed (Dis-
trict of Columbia and 19 states: Ala-
bama, Colorado, Delaware, Georgia,
Hawaii, Kansas, Kentucky, Louisiana,
Maryland, Massachusetts, Mississippi,
Montana, Nebraska, New Mexico,
North Carolina, Ohio, South Carolina,
Utah, and Virginia).
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Table 7 compares the percentage distributions
of military claims of legal residence with the dis-
tributions of total population and of military ac-
cessions in a recent six-month period.36

It seems reasonable to expect that accessions
to the military would distribute among the states
roughly in proportion with population. Any dif-
ferences between accessions and population
might be accounted for by such factors as differ-
ent concentrations of service-age males, differ-
ences in other employment opportunities, differ-
ences in educational attainment, and the atypical
character of the particular six-month period for
which accessions data were readily available. In
general, however, the population distribution
can be regarded as a good measure of expected
distribution of domicile or legal residence for mil-
itary personnel, if legal residence claims are not
affected by state tax considerations.

On the basis of data for all military personnel,
there is only limited support for the hypothesis
that military personnel can and do claim legal
residence in part on the basis of state income tax
advantage. The hypothesis has some support in
Table 7 from Air Force and Army figures for the
non-tax states. These states have 19.0 percent of
the population compared with 24,5 percent of
Air Force personnel and an estimated 44.2 per-
cent of Army personnel. Claims of legal residence
by Marine Corps and Navy personnel are roughly
proportional to population.

Because income tax considerations in selection
of a legal residence might exert a stronger influ-
ence on higher-paid persons than on lower-paid
persons, ACIR analyzed the data on legal resi-
dence of the military by those earning $10,000
or less and those earning over $10,000. The three
columns in Table 8 show relative concentrations
of Air Force, Marine Corps, and Navy personnel
receiving military compensation at an annual rate
more than $10,000 (comparable data were not
received for the Army) in the six groups of states.
The figures in the table are ratios relating the
concentration of high-income military personnel
in each group of states to the concentration of
high-income military in the 50 states and D.C.
Specifically, for each service and for each group
of states, personnel receiving more than $10,000
annual military pay were expressed as a percent-
age of all military personnel in that service and
that group of states; comparable percentages
were calculated for each service for the 50 states



and the District of Columbia as a whole. Within
each service, the percentage for each group of
states was taken as a ratio of the percentage for
the U.S.

A ratio of 1.00 indicates a concentration of high-
income military no different from that for the
country as a whole, a ratio greater than 1.00 indi-
cates a greater relative concentration of high-
income personnel, and a ratio less than 1.00 indi-

cates a lesser concentration, relative to the coun-
try as a whole. If income tax considerations are
exerting an influence in selection of legal resi-
dence, there would be a disproportionate concen-
tration of personnel earning over $10,000 in the
no-tax states and a lower than average concentra-
tion of such persons in states offering no tax
concession to military personnel.

The general pattern of the data in Table 8

Percentage
of Popula-
Category (and Number) of tion as of
States for Tax Year 1974 4/1/73
States with No Broad-Based
Personal Income Tax (10) 19.0%
Income Tax States, but with 114
Full Exemption of Military
Active Duty Pay (5)
Income Tax States but with 159
Full Exemption of Military
Active Duty Pay for Service
Outside the State (3)
Income Tax States, but No 13.8

Tax on Domiciliaries Who Meet
Three Tests Concerning Place of
Abode and Maximum Time in
the State (6)

Income Tax States, but with 10.1
Modest Partial Exemption of
Military Active Duty Pay (7)
Income Tax States That Tax 299

Military Active Duty Pay
Wherever Stationed (19 and D.C.)

afstimated; see footnote 36.
bestimated in part; see footnote 36.
Source: See text.

Table 7

Comparison of Percentage Distributions of Population, Military
Accessions, and Legal Residence for Tax Purposes of Military Active
Duty Personnel Among States Categorized According to State
Income Tax Treatment of Military Active Duty Pay

Percentage Percentage Distribution of Military Personnel
Qf Acces- Among States Claimed as Legal Residence for
sions to Tax Purposes for 1974, by Branch of Service

Military Services

January-june Marine

1970 Air Force Army Corps Navy
16.9% 24.5% 44.26%2 194%  20.2%
13.2 8.7 6.5b 10.4 9.6
141 14.0 6.8 16.8 19.5
12.4 11.8 8.1b 121 14
nsz 10.1 7.4 1.2 9.8
317 30.8 271 303 29.5
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supports the hypothesis that income tax consid-
erations do make a difference in selection of
domicile. The ratios for all three services were
well above 1.0 for the no-tax states. Overall, 23
percent of military members are stationed in the
ten non-income tax states.37 But for the three
services for which income-level data are avail-
able (Army excluded), 29 percent with income
above $10,000 claimed domicile in these states,
versus 22 percent for all members of these three
services.

In summary, available data suggest strongly
(if not unequivocally) that many military person-
nel — particularly higher-paid personnel — per-
ceive the tax advantages available under current
state income tax laws as they apply to the mili-
tary, and that significant numbers take advan-
tage of the opportunity to avoid state income
taxes through domicile selection.

Is there a benign explanation for the relatively
high percentages of Air Force and Army person-
nel naming the ten non-income tax states as their
legal residence states, or for the disproportionate
concentrations of higher-paid Air Force, Marine
Corps, and Navy personnel domiciled in these
states? Military personnel do not simply name
the states in which they are stationed as their
legal residence states. Indeed, the general pic-
ture that emerges is that domicile or legal resi-
dence is a state other than the one in which the
person is stationed in the overwhelming majority
of cases. Marine data, for example, show that
only 243 out of 6,837 members claiming domi-
cile in Florida in 1974 were stationed in Florida
in that year. This is not atypical. Yet, an unusually
high correspondence between legal residence
and duty station is that reported by the Navy for
California. In 1974, two-thirds of those claiming
domicile in California were stationed there.38

Limitations of the Information Statement Ap-
proach. Office of Management and Budget Cir-
cular A-38 was designed to aid state and local tax
officials in the taxation of all Federal employees,
civilian as well as military, except for those serv-
ing overseas. Although OMB rescinded A-38 in
September 1975, citing conflicts with the new
Privacy Act, the Department of Defense an-
nounced in November 1975 that it would con-
tinue to provide the same information that had
been provided under A-38.39 For this reason,
the following discussion refers to A-38 provisions
as if they still were in force. The A-38 designa-
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tion provides convenient reference to the new
Department of Defense procedures, which ap-
parently will be similar if not unchanged from
the military provisions of OMB Circular A-38.
The A-38 experience is illustrative of the short-
comings of such an information process as a sub-
stitute for withholding.

OMB Circular A-38 requires the Armed Forces
to obtain from each member a declaration of the
legal residence, and to send a W-2 type statement
to that state. The circular further provides, how-
ever, that the wage statement should be sent to
the state in which the military member is serving
if there is no current legal residence declaration
on file.40 The circular does not prescribe the
form to be used for obtaining the declaration of
legal residence, but the Department of Defense
has settled upon use of the W-4 form (originally
intended to show the number of exemptions
claimed by a taxpayer) for this purpose.41

Aside from the OMB Circular A-38 process,
there are no Federal programs or provisions de-
signed to help state and local tax officials cope
with the administrative problems resulting from
special military taxation. Moreover, the informa-
tion supplied under A-38 often is of little value,
or, at best, can be utilized only at a high cost to
the taxing agencies. The principal problems with
the circular are these:

e There is no assurance the procedures
required by states to be legally claimed
as domicile have been met.

e Many servicemen “slip through” the
cracks and are not reported to domicil-
iary states they claim,

e Some of the wage statements received
may be for non-domiciliaries.

® Many wage statements lack addresses
or are impossible to read.

* Some services send wage statements in
small quantities, from several sources,
over a period of some weeks.

Discussions of the A-38 process with a few state
tax administrators revealed discrepancies be-
tween the number of wage statements for active
duty military actually received and the number
reported to ACIR by the military services as hav-



Table 8

Distribution of Air Force, Marine Corps, and Navy Legal Residents
With Annual Military Pay Above $10,000 Among Groups of States
Categorized According to State Income Tax Treatment of
Military Active Duty Pay, 1974

Military Personnel with Annual Duty
Pay Above $10,000 as a Percentage of

Category (and Number) of All Military Personnel Claiming Legal

States for Tax Year 1974 Residence for Tax Purposes. Ratio,
State Group Percent to 50-State Percent
Air Force Marine Corps Navy

States with No Broad-Based 1.33 1.24 1.21

Personal Income Tax (10)

Income Tax States, but with .99 .82 .88

Full Exemption of Military

Active Duty Pay (5)

Income Tax States, but with .89 117 1.01

Full Exemption of Military

Active Duty Pay for Service

Outside the State (3)

Income Tax States, but No Tax .85 .95 .97

on Domiciliaries Who Meet Three

Tests Conceming Place of Abode

and Maximum Time in State (6)

Income Tax States, but with .89 71 .78

Partial Exemption of Military

Active Duty Pay (7)

Income Tax States That Tax .89 93 1.00

Military Active Duty Pay Wherever
Stationed (19 and D.C.)

Source: See text.
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ing been sent. In the summer of 1975, ACIR con-
ducted a survey of the income tax states to de-
termine the extent of the problem. The states
were given the numbers of 1974 wage statements
reported to ACIR by the services and were asked
to verify the numbers.

In general, states had trouble identifying ac-
tive duty military personnel from civilian em-
ployees of the services and from reservists. In
some instances, the number of wage statements
received exceeded the number reported to ACIR
by the services — perhaps because the state tax
agency had been unable to sort out just the ac-
tive duty military personnel — but in several in-
stances the number of wage statements received
fell short of the number reported to ACIR.

For example, one state reported that the Air
Force had supplied the state with a list of 6,165
persons (compare with 7,139 reported to ACIR
by the Air Force) while no 1974 wage statements
had been received from the other services. An-
other state reported receiving 21,107 wage state-
ments rather than 25,692 reported to ACIR by
the services. Comparing his figures with those
supplied by ACIR, a Wisconsin tax official re-
ported, “We have not received wage statements
for all the active servicemen in any branch of the
service.”42 Wisconsin received only 1,536 of 7,580
Army wage statements reported to have been
sent for 1974.43

Because the wage statements often lack a cur-
rent address for the military person, the states
are frequently unable to make good use of the
statements as a means of encouraging tax com-
pliance. On the matter of providing a current,
correct address, the performance of the services
apparently differs widely if the Wisconsin ex-
perience is indicative. The Air Force included
addresses with all the wage statements supplied
to Wisconsin. The Marines included addresses
with 98 percent of the statements supplied to
Wisconsin. The Army and the Navy included ad-
dresses on only 55 percent and 13 percent respec-
tively, of the statements sent to Wisconsin.44
Several states had similar experiences and noted
that the usefulness of a statement is very limited
if there is no address. Moreover, an income tax
official from one state reported that attempts to
obtain addresses from the services subsequent
to receipt of the wage statements — an added
round of letters and a step that should be unnec-
essary — yielded only a series of illegible labels.
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The second factor limiting the usefulness of
the A-38 process stemmed from the dispatch of
wage statements to the wrong state. When this
happens, state tax officials end up pursuing false
leads. The extent of this type of problem cannot
be readily established, but its existence is con-
firmed by the results of the District of Columbia
and Maryland survey reported earlier.

Some state tax officials commented that they
were unable to obtain computer tapes of the
W-2 information (in spite of the provision in A-38
that computer tapes can be specified by the
states and localities). A few states received wage
statements in many small bundles rather than in
a few larger batches which made the use of the
information cumbersome.

The Circular A-38 process has the additional
shortcoming of incomplete coverage. Information
statements are provided only for personnel serv-
ing in the United States. Because state income
taxes often apply even when a person domiciled
in a state is outside that state, the coverage of
A-38 is narrower than the coverage of many state
income tax laws.

Revenue Loss

Incomplete tax compliance by military person-
nel stems currently from both inadvertence and
deliberate evasion. The state revenue loss from
both these sources is estimated at $94 million. To
obtain this estimate, the Commission staff took
the following steps:

1. Estimated taxable income of all military
personnel by using reported data on
base pay, number of personnel, and
number of dependents by pay grade.
The taxable income estimated as a re-
sult of these calculations totalled $17.5
billion for 1975. :
Estimated state tax liability of all mili-
tary personnel as though all military
pay was fully taxable in all states by
applying an average effective state tax
rate to the estimated total taxable in-
come for each of the military pay
grades. This calculation produced both
aweighted effective state tax rate of ap-
proximately 1.7 percent and an esti-
mated state tax liability for all military
personnel of $297 million.

L



3. Estimated the required reduction in
state tax liability to reflect the absence
of an income tax in ten states, the fully
exempt status of military pay in five
states, and the less than full taxation of
military active duty pay in 16 other
states. This downward adjustment re-
duced the estimated state income tax
due by 58 percent leaving a residual
state income tax liability of $125 million,
assuming 100 percent compliance in the
District of Columbia and 19 states that
tax active duty military pay.

Estimated the state income tax loss due
to non-compliance by applying the Min-
nesota non-compliance rate of 75 per-
cent to the estimated state income tax
due ($125 million) which results in a
tax loss estimate of $94 million.4> Min-
nesota experience was utilized because
it was the only state that provided de-
tailed compliance information. More-
over, that state has a reputation for ef-
fective tax administration.

The estimated $94 million state revenue loss
is conservative because:

1. It takes no account of the non-military
income of military personnel and
spouses which in turn has the effect of
understating the real effective tax rate
applicable to military income.

For states that partially exempt mili-
tary pay, the estimate excludes a liberal
90 percent of the computed potential
state tax liability of military personnel
for nine states and from 65 percent
down to 10 percent of the computed po-
tential liability of military personnel for
the remaining seven states.

The estimate makes no correction for
domiciliary claims made in order to
evade state income tax liability.

It is clear the adoption of state-local withhold-
ing on military pay would produce additional
state-local tax revenue. Judging by the degree of
compliance currently being achieved in Minne-
sota, withholding should bring about about a 200
to 300 percent rise in compliance by military
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members with state income tax laws. This in-
creased compliance would be further enhanced
by replacing the subjective judgment of domi-
cile for tax purposes with the objective determi-
nation of physical presence at the location where
military pay is received. Withholding would also
lead to a more accurate determination of state
tax liability for military members; the final de-
termination of the military member’s tax liability
would be on the basis of a return that included
income from all sources and excluded that portion
of income allowed by state law. As a result of the
full reporting of income from all sources on a
state tax return, many military members would
find themselves in higher state tax brackets.

If no distinctions were drawn between military
pay and other income for determining state-local
jurisdiction to tax, first preference for taxation
would go to the place of actual residence and/or
where income is derived (i.e., a civilian, or physi-
cal presence, rule would govern). Withholding
would presumably apply to all types of earned
income. If more than one state established the
right to tax (including the domicile state), a sys-
tem of credits and reciprocal agreements would
protect against double taxation, as with civilians.

Tax Base Erosion

For various reasons, about half of the 40 states
with broad-based income taxes provide for less
comprehensive taxation of military pay than does
the Federal government.4 Confronted with the
administrative and compliance difficulties inher-
ent in the taxation of military pay under current
Federal statutes, three states have long since de-
cided to exempt military pay attributable to ser-
vice outside the domicile state in the interest of
treating military personnel as they treat civilians.
In a half dozen other states, tax statutes appear
to have this effect for many service persons. In
at least two other states, similar legislation has
been proposed.#’ Six states have sought to avoid
inequitable tax treatment that must be accorded
military personnel stationed at the same base
but domiciled in different states by exempting
military pay from their state income tax.48 These
state tax policies directly reduce the state’s in-
come tax base and raise questions of tax equity.

From the standpoint of the domicile state, ex-
empting military pay earned outside the state by
persons stationed outside the state (and having



no dependents in the domicile state) actually
represents an improvement in tax equity by the
benefits-received rationale of taxation. But from
the broader national perspective, such exemption
diminishes equity by totally excluding some in-
come flows from taxation.

The exemption or exclusion of military pay
from a state’s income tax may also constitute an
opening wedge for further tax base erosion by
giving other groups an issue upon which to seize
and argue that they, too, are ““different’” and de-
serving of preferential tax treatment. For exam-
ple, in 1972 when a bill that would have fully
exempted military pay from the Ohio income tax
came before the legislature, spokesmen for police
and firemen who assumed that the proposed mili-
tary pay exemption was base at least in part on a
public-service rationale argued that they were at
least as deserving of such preferential tax treat-
ment as the military.

Exemption of military pay usually finds its
justification either in patriotism or for adminis-
trative-compliance ease. The first argues that
full or partial exemption of military pay is a de-
sirable expression of public gratitude toward the
men and women serving their country in the
armed forces. The second rests on practical con-
cerns. It is often difficult for the state to collect
the income tax from domiciliaries stationed out-
side the state. The absence of withholding makes
this doubly true. Tax administrators, politicians,
and military personnel all wish to avoid the hard-
ship entailed in confronting a serviceman with a
tax bill for several years’ unpaid taxes.

The rationale for exempting military pay
earned outside the state is buttressed by the
benefits-received theory of taxation. Because
military personnel stationed outside a given state
are unlikely to be receiving significant benefits
from the state’s services, exempting their pay
from the state income tax might be considered
simple justice.

Similarly, an equity argument can be made for
full exemption of military pay, given the tax treat-
ment mandated by the Soldiers” and Sailors’ Civil
Relief Act. Because this Federal statute makes it
impossible to tax all military personnel stationed
within a given state, it can be argued that taxing
some of them (those domiciled in the state where
they are stationed) constitutes inequitable treat-
ment of those persons (compared to other mili-
tary persons living and working in the same
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place). Although full exemption of military pay
can be viewed as a remedy to this Federally
mandated inequity, it worsens another type of
inequity — that between civilians and the mili-
tary.

Military pay now represents a sizable income
stream, and its exclusion from a jurisdiction’s in-
come tax base represents significant and unde-
sirable base erosion — more significant in some
states and localities than in others.

CONSEQUENCES OF ENDING
RESTRICTIONS

The current domicile-only jurisdictional rule
offers two principal advantages to military per-
sonnel: it protects against double taxation (taxa-
tion by both the domicile state and the state
where the person is stationed) of the same mili-
tary pay, and it avoids the possibility of having
to file income tax returns for military pay in more
than one state. Defenders of this rule argue that
it is justified by the special characteristics of
military service — relative mobility and absence
from the domicile state.

Double Taxation?

If military pay were subject to the same tax
rules as earned, civilian income, it would not cre-
ate a new type of problem. In our mobile society,
many people make interstate moves for a period
of a year or two or three, and then relocate more
permanently again. Some regard their moves as
strictly temporary (no domicile change) while
others treat them as ““permanent’”’ (domicile is
changed). Still other persons regularly live in one
state and work in another, and thus become sub-
ject to tax in two states. States have worked out
credit and reciprocity arrangements to protect
persons in such circumstances from double taxa-
tion of the same income.

All states with broad-based income taxes now
provide a credit for taxes paid on earned income
to other states by a resident of the state granting
the credit.49 While credits do not protect against
the need to file in two states, they do serve to
set a maximum tax liability no higher than the
higher of the two states’ taxes.50 In addition,
several states, particularly in the Midwest and
the East, have entered into reciprocal agreements
that offer even fuller protection, including pro-
tection against double filing on earned income.



These provisions could — and would — apply to
the military if the domicile-state-only rule were
dropped. v

Tax credits do not, as a rule, protect against
the need to file in two states, and in this regard
the domicile-only rule may be said to be superior
to the civilian (physical presence) jurisdictional
rule. While a jurisdictional rule change unde-
niably would cause some military persons to
come under the jurisdiction of more than one
state income tax for the first time, this would not
be the case for many of the military.

Those unaffected by a'change in the domicile-
only rule would include military persons either
domiciled or stationed in a state with no personal
income tax or an income tax state that continues
to exempt military pay. In addition, a large group
of military persons currently face multiple-filing
requirements because they have a tax obligation
to their domicile state for active duty military
pay and to the state in which they currently re-
side for earned income other than military pay
either as a result of a second job or of a working
spouse. The current jurisdictional rule thus pro-
tects a military family against double taxation or
double filing only insofar as military pay is con-
cerned; military families (or single individuals)
with other income already may be subject to
multiple filing requirements.

The compliance problems faced by the military
currently subject to multiple filing requirements
are more complex now than they would be if the
domicile-only jurisdictional rule were ended.
Each of the state income tax returns require re-
ports of different amounts of income. Only the
domicile state return may include military pay.
Exclusion of military pay from the tax return
filed with the state where the military family
currently lives and/or works may affect a couple’s
ability to file a joint state income tax return.

If military pay were subject to the civilian-
type jurisdictional standard, different persons
would be differently affected. For some, there
would be no change. For others, state income
tax filing would be simplified. And for others, the
necessity of filing two state income tax returns
would arise.

Withholding?

The two principal arguments against extending
state-local tax withholding to military pay are (a)
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that the administrative costs imposed on the
Armed Services would be too great, and (b) that
withholding is not necessary.

Too Costly? The Department of Defense esti-
mated that withholding of state income taxes
would necessitate additional annual payroll costs
of $1.7 million, or less than $1 per military mem-
ber. DOD also forecast initial start-up costs in
excess of $6 million. All other employers bear
the costs of withholding taxes from their employ-
ees. Costs of the withholding system must be
weighed against the convenience to the military
member of meeting tax liabilities currently and
the state-local benefits of increased tax compli-
ance, increased revenue, and a more uniform
application of the income tax.

Regardless of what states spend to follow up
on military pay information provided by the ser-
vices, the states could not achieve compliance
equal to that which could be attained by the ad-
ditional annual payroll cost projected by the Pen-
tagon. Thus, withholding is the most cost effec-
tive method of tax administration for the inter-
governmental system as a whole.

Many thousands of state and local governments
incur substantial costs in withholding Federal
taxes from their 12 million employees. States and
localities might argue that as a matter of inter-
governmental comity the Federal government
should undertake military withholding because,
to the extent that there are unique difficulties
involved in taxing the military, they result from
Federal actions and policies regarding the na-
ture of military service.

It might be possible to reduce the costs of with-
holding below the projected level by allowing the
services to use a flat percentage of Federal lia-
bility in lieu of withholding based on detailed
application of state withholding formulas or
tables. For example, if Virginia’s income tax col-
lections are approximately 20 percent of the Fed-
eral collections in Virginia, the Pentagon might
be allowed to use 20 percent of a military mem-
ber’s Federal withholding amount to approxi-
mate that person’s Virginia withholding liability.
This approach which is available to private em-
ployers in some states might be particularly ben-
eficial in the case of withholding of local income
taxes, the costs of which are not included in the
Department of Defense estimate cited earlier.



Unnecessary? Opponents of withholding assert
that the OMB Circular A-38 procedure (or its
reincarnation in the Pentagon) adequately meets
the needs of the state and local income tax agen-
cies. The earlier review of problems with the
A-38 process seriously undermine this conten-
tion. Even a perfectly functioning A-38 system
would not provide the advantages of pay-as-you-
go tax payments.

Some support has arisen for expanding the
system of voluntary allotments to enable a mili-
tary member to spread his payment of state-local
income taxes over the year, thereby smoothing
cash-flow for both the military member and the
taxing unit. Allotments already are authorized
for such purposes as paying insurance premiums
and making savings deposits.

Taxes, by definition, are involuntary contribu-
tions in contrast to the payments now subject to
voluntary allotment. Such a system could there-
fore be regarded as no more than a stop-gap
measure and not as a substitute for withholding.
Moreover, the voluntary allotment approach
would entail additional costs. Details of payment
frequency and reporting forms would have to be
worked out with the governments involved. For
those opting for an allotment, the costs might
well approximate the relatively low per-member
costs estimated for withholding. Because not all
military personnel would opt for allotments, the
administrative advantages of the voluntary ap-
proach would fall far short of the benefits of
withholding — especially since those who are
most reluctant to pay their state-local taxes prob-
ably would not participate in the allotment plan.

Opinions of Armed Forces members shed some
additional light on the “need” for withholding.
Such information is fragmentary, but it suggests
that a large number of military personnel would
prefer having withholding. A reporter recently
queried more than 80 members drawn from all
service branches about state tax withholding on
military pay. More than 80 percent of those ques-
tioned said they wanted withholding.51 By his
account, most who opposed withholding were
officers or senior enlisted men. Yet, a major is
quoted as follows: “I would prefer to have it
withheld. That way it would soften the blow.”

An E-5 opined, “I'd prefer withholding. | just
got a letter from the state saying | have to pay
quarterly and they billed me for $250. Withhold-
ing would be less of a hassle. It would make us
like everyone else in the civilian community.”

Garnishment Contributes
to Enforcement

It is unseemly from an intergovernmental per-
spective for Federal employees to be able to ig-
nore with impunity legitimate court orders to pay
state-local obligations. State and local agencies
accept Federal income tax notices of levy and
hold the taxes due out of their employees’ pay-
checks. The Federal government should not al-
low the doctrine of Federal immunity to continue
to shield willful tax evaders. Moreover, Federal
agencies under the terms of P.L. 93-647 now ac-
cept and act upon state court orders to garnish
wages to settle child support and alimony awards.

Advocates of retaining immunity for Federal
employees from wage garnishment for tax pur-
poses allege that tax officials could, short of for-
mal garnishment procedures, seek employer co-
operation in getting the recalcitrant employee to
pay his delinquent taxes. Advocates of the gar-
nishment idea argue that the problem with such
an approach is that it is likely to be as costly to
the employer as garnishment. Another, more
crucial, point has been raised by a state tax offi-
cial: :

Military wages cannot be attached. Un-
less the individual owns property in the
state on which levy can be taken, a state
is powerless to collect the tax due. Al-
though military officials frequently
counter this complaint with a suggestion
that state tax authorities ask the individ-
ual’s commanding officer to intercede,
it is doubtful whether this approach can
be effective or legal. In many states such
revelations may constitute a breach of
the confidentiality provisions of the tax
law, especially when such information
is made known to non-withholding em-
ployers.52
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TAny reference to Federal restrictions on state income tax-
-ation applies also to local income taxation.

250 Appendix U.S.C., Sec. 574 (1970).

3p.L. 587, 82d Cong., Ch. 940, 66 Stat. 765 (1952), relating
to withholding, for state income tax purposes, on the com-
pensation of Federal employees; P.L. 460, Ch. 154, 70 Stat.
68 (1956), District of Columbia Revenue Act of 1956; and
P.L. 93-340, 88 Stat. 294 (1974), an act to amend titles of
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employees) to assist Federal employees in meeting their
tax obligations under city ordinances. 93-340 requires that
there be at least 500 Federal civilian employees in the tax-
ing unit before local tax withholding will be undertaken.
4For summaries of the types of definitions, see: Advisory
Commission on Intergovernmental Relations, Federal-
State Coordination of Personal Income Taxes, A-27 (Wash-
ington: U.S. Government Printing Office, 1965), pp. 148-49;
and Jerome R. Hellerstein, State and Local Taxation Cases
and Materials, 3rd ed. (St. Paul: West Publishing Company,
1969), p. 618.

5Connecticut, General Assembly, Joint Committee on Legis-
lative Management, Office of Legislative Research, “The
Definition of ‘Resident’ in Selected States” (Hartford:
Connecticut Office of Legislative Research; processed;
April 13, 1971), p. 1, quoting Black’s Law Dictionary.
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750 Appendix U.S.C., Sec. 574 (1970).
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troller General of the United States. A copy is appended to
this report.

12Quoted in Andy Plattner, “Troops Back State Withhold-
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13Advisory Commission on Intergovernmental Relations,
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cal to the taxation issue since (a) from an equity standpoint,
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194bid., p. 68.
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from former Secretary of the Army Howard H. Callaway
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21gstimates contained in “Statement of Vice Admiral John G.
Finneran, U.S.N., Deputy Assistant Secretary of Defense
(Military Personnel Policy), Office of Assistant Secretary of
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tergovernmental Relations, September 11, 1975” (pro-
cessed). This statement is appended to this report.

22Quoted from ““Comments on Differential State and Local
Taxation of Military Personnel before the Advisory Com-
mission on Intergovernmental Relations in Washington,
D.C., on September 11, 1975, by Daniel G. Smith, Admin-
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Department of Defense, OASD (Comptroller), Directorate
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pay (i.e., taxable pay) per military person in 1972 was calcu-
lated conservatively at $7,553, a figure which was adjusted
upwards by 19.55 percent (to $9,030) to reflect the average
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from U.S. Bureau of the Census, Census of Population:
1970, Vol. 1, Characteristics of the Population, Part 22
(Washington: U.S. Government Printing Office, 1973),
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tary pay levels are from the Office of the Assistant Secretary
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Military Market Facts Book, pp. 67, 122, and 268; the
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annual meeting of the Nationa! Association of Tax Admin-
istrators (processed; June 1975), p. 3.
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Appendixes

Appendix A. Selected Statistics on Military and Civilian Compensation . . . . .. ............. 45
Appendix B. Summary of State Laws Granting Tax Advantages to Military Personnel . . . . . .. .. 47
Appendix C. Testimony before the Advisory Commission on Intergovernmental
Relations, September 11, 1975 . . . .. . ... ... ... .. . . . 51
Vice Admiral John G. Finneran, Assistant Secretary of Defense
for Manpower and Reserve Affairs. . . ....... e e e e 52
Colonel F. Meyer, Jr., Legislative Counsel, The Retired Officers Association. . . ... .. 60
Robert Fitzgerald, Legislative Counsel, The National Association
for Uniformed Services . . . ... .. . e 62
C. A. “Mack” McKinney, Director of Legislative Affairs,
Non Commissioned Officers Association ... ...... ... ... ... . .. .. o iun. 64
Charles F. Conlon, Executive Secretary, National Association of Tax Administrators. . .. 76
William H. Forst, Tax Commissioner, Virginia Department of Taxation. .. ......... 77
William Barnes, Chief of Sales and Income Tax, Mississippi Tax Commission. . . ... .. 78
Eldred J. Kelley, Staff Assistant, Excise Taxes,
California State Board of Equalization . ......... ... ... ... ... .. ... ... ... .. ... 80
Daniel G. Smith, Administrator, Income, Sales,
Inheritance and Excise Taxes, Wisconsin Department of Taxation . . .............. 82
Robert ). Woolsey, Director of Tobacco Products Tax Division,
Comptroller of Public Accounts, Austin, Texas . . . ............. i, 88
National Tobacco Tax AssOCIation. . . . ... .. ..ottt e 91
Statement Submitted by the American Logistics Association. . .. ................ 94
Appendix D. A Report to the Congress by the Comptroller General of the United States. . . . . . . 97

A Case for Providing Pay-as-You-Go Privileges to Military Personnel for
State Income Taxes, November 19, 1975,

43






Appendix A

Selected Statistics of
Military and Civilian Compensation

45



Appendix A

Indices of Military Pay, Civilian Pay, and Government
Purchase Prices: 1946-1973 |

Pay and purchase price indices (FY 1964 = 100)

Fiscal Military Classified Purchase
year basic pay? civilian salaries2 prices®
1946 48.0 50.2
1947 59.4 57.4
1948 59.4 57.4
1949 59.4 63.7 78.2
1950 69.6 65.4 76.2
1951 73.0 66.3 83.3
1952 73.5 729 83.1
1953 75.9 729 82.3
1954 75.9 72.9 80.6
1955 77.8 74.7 84.6
1956 83.5 784 88.8
1957 83.5 78.4 94.9
1958 84.1 82.3 9.2
1959 90.4 86.3 98.1
1960 90.4 86.3 97.6
1961 90.4 929 99.3
1962 90.4 929 98.9
1963 90.4 96.5 9.4
1964 100.0 100.0 100.0
1965 105.6 106.3 102.3
1966 116.6 109.2 104.2
1967 120.3 113.3 106.8
1968 125.3 1171 109.6
1969 135.8 124.2 113.7
1970 159.1 139.6 118.7
1971 171.9 1479 125.3
1972¢ 198.5 156.4 129.9
1973¢ 224.8 164.5 133.5

aMilitary basic pay and civilian salaries are not comparable. A 4 percent increase in basic pay is approximately equiva-
lent to a 3 percent salary increase.
Non-compensation component of the deflator for Federal purchases of goods and services. Source: 1949-71, Department
of Commerce, FY 1972 and FY 1973, estimated (3.7 percent increase for FY 1972 and 2.8 percent increase for FY 1973).

CReflects 1-1-72 pay raise and assumes slightly smaller pay raise 1-1-73, plus enactment of proposed volunteer-related
pay legislation effective 7-1-72.

SOURCE: The Economics of Defense Spending: A Look at the Realities (Washington: U.S. Department of Defense, As-

sistant Secretary of Defense |Comptroller|, 1972, Table 15-3, p. 134. :
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Appendix B

Summary of State Laws Granting Tax
Advantages To Military Personnel

Alaska:
All military pay exempt from state income taxation; military personnel also exempted from pay-
ment of state school taxes.

Arizona:

The first $1,000 of military active duty pay exempt from income taxation.
Arkansas:

The first $6,000 of military pay or allowances excluded from income tax.
California:

First $1,000 of military pay excluded. Also, California residents in military who leave California
under permanent change of station orders become non-residents for income tax purposes, taxable
only on income from California sources (under community property law, however, one-half of
military pay from service outside California would be taxable in California if spouse remains there).
Idaho:
Military pay not taxable if stationed outside Idaho.
Hlinois:
Military pay not taxed.
Indiana:
First $2,000 of military pay excluded.
lowa:
Military pay not taxed.
Maine:
Depending upon residency definitions and tests pertaining to place of abode and length of time
within the state, Maine domiciliaries stationed outside Maine may be exempt from the Maine in-
come tax on their military pay.
Michigan:
Military pay not taxed.
Minnesota:
First $3,000 of military pay not taxed if service is in Minnesota; first $5,000 if outside Minnesota.
Missouri:
Depending upon residency definitions and tests pertaining to place of abode and length of time
within the state, Missouri domiciliaries stationed outside Missouri may be exempt from the Mis-
souri income tax on their military pay.
New Hampshire:2
Military pay not taxed.
New Jersey?
Active duty pay not taxed.
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New York:
Depending upon residence definitions and test pertaining to place of abode and length of time
within the state, New York domiciliaries stationed outside New York may be exempt from the New
York income tax on their military pay.

North Dakota:
First $1,000 of military pay excluded.

Oklahoma:
First $1,500 of military pay not taxed.

Oregon:
First $3,000 of milit