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fatroduction 

A s  part  of a larger  study on the fiscal ef fec ts  of federal tax ref om 

on s t a t e  and local goverments, the Advisory Cammission on 

Intergovermental Relations ( A C I R )  is analyzing the  impact of the Tax 

Reform Act of 1986 on s t a t e  personal incane tax l i r b i l i t i e s .  Since many 

a t a t e  income tax codes conform or wcouplea i n  some way t o  tbe federal 

income tax structure,  refom of the federal aystem bas the potential of 

d i rec t ly  affecting a t a t e  income tax l i a b i l i t i e s .  Rel b i n a r y  resu l t8  a re  

now available on how the 1986 Tax Reform Act would a l t e r  s t a t e  personal 

income tax yields.1 

S ta te  income tax codes gemral ly Couple t o  the federal income tax 

base, bu t  do not conform t o  the federal r a t e  structure. S i n e  l 

broadening of the federal tax base w?s  a maJor oompomnt of the ncw tax 

law, federal reform w i l l  r e su l t  i n  tax base expansion f o r  maw states .  

The provisions i n  the new l a w  tha t  w i l l  have a major impact on the federal 

individual income tax base are: ( a )  the f u l l  taxation of capital  gains, 

the r e s t r i c t ion  of the use of net passive losses  t o  of fse t  income, 

the repeal of the deduction f o r  %earner families,  ( d )  l imitat ions 

e l  igi b i l i t y  of deductions fo r  Individual Retirement Account ( I R A )  

contributions, ( e  ) increases i n  the standard deduction, personal 

exemption, and earned income credi t ,  ( f )  repeal of the personal interest  

expense deduction, (g)  elimination of the s t a t e  and local  sa les  tax 

deduction, ( h )  treatment of employee business expenses a s  itemized 

' ~ e d e r a l  tax reform also has the potential of affecting s t a t e  
corporate and local government income taxes. Due t o  lack of data, 
hcwever, i t  was not possible to  analyze the impact of tax reform on these 
sectors  of the economy. 



deduction8 rubject t o  a floor,  and (1) repeal of $he i m e r t w n t  tax 

credl t .  Whether or  not 8 r t a t e  conforms t o  thebe provialonr w i l l  i n  large 

part determine had i t s  Inc-e tax h s e  and, thus, income tar yie lds  would 

be al tered by federal reforms. State  inaome tax b8mn m r y  a l r o  be 

affected by federal tax revision i f ,  f o r  example, 8 s t a t e  rllws a 

deduction f o r  federal tax l i a b i l i t y ,  O r  dlsallws itemization of 

deductions on s t a t e  tax returns if individuals do not itemize on the i r  

federal return. If s t a t e  tax r a t e  r t ructures  a r e  not rdjunted (or other 

measures are not taken) t o  compensate fo r  base broadening a t  tbe a ta te  

leve l ,  income tax yields  w i l l  r i m  i n  marly rtatea.2 

The potential impact of tax r e f p  on s t a t e  lndlvidual income t a n s  

was estimated by employing microsimulation modelling techniques of federal 

and s t a t e  income tax codes.3 The data base employed i n  the dmulations 

i s  conceptually the same data f i l e  that  the U.S. Department of the 

Treasury and the Joint Committee on Taxation use a s  t h e i r  primary data 

source fo r  analysis and revenue estimates of federal individual income 

tax changes. The number of records, hauever, Is substantially larger and 

 our s t a t e s  base t he i r  tax on a percentage of federal tax 
l i a b i l i t y .  Since federal income taxes w i l l  decline on average under the 
new law, s t a t e  income taxes would f a l l  for  these s tates .  

3 ~ h e  data necessary for t h i s  study was provided t o  A C I R  under 
contract w i t h  Policy Economics Group, a Washington, D. C. based research 
group, and was funded i n  part by the Ford Foundation. The oonstruction 
of the data base and modelling of federal and s t a t e  tax codes was 
performed by Pol icy Economics. 



therefore penults the cr lculr t ion of meaningful rasult8 on 8 

8tatt-by-state basis.4 

The a t a t t  income tax 1 iab i l i t y  estimates a r e  b8-d on proJected 

leve la  of 1986 incame and I r e  dtdgnad t o  reprascnt the fu l ly  phrmd-in 

e f f ec t s  of rll p r w i d o n s  i n  the new lw. Four major prwialons I n  the 

Tax Reform Act w e  phased i n  over aever8.l years: 8) the passive l o s s  

provision and the personal in te res t  e r n n s e  deduction a re  phased i n  over 

a 5-year period, b) the oapi t r l  g d n s  w w i d o n  is  phaned i n  w e r  a 2-year 

period, and c )  the  personal extmPti0n i s  phaned i n  over 8 3-year period 

and adJusted for  inf la t ion  beginning i n  1990. hItimate8 of income tax 

l i a b i l i t i e s  during the t ransi t ional  period, theref ore, would d i f fe r  fran 

those based on a fu l ly  phased-in oonocpt. 

%o different assumptions oonarnlng revisions t o  a t a t e  income tax 

laws were made t o  estimate the changes i n  s t a t e  personal income taxes 

because s t a t e  conformity t o  the federal code takes two basic forms. Some 

s t a t e s  reference current and prospective tax law, while others reference 

federal l a w  a s  of a specif ic  date. States  w i t h  tax codes tha t  reference 

current and prospective tax l a w  would be au tmat ica l ly  affected by federal 

4 ~ h e  d a t i  base vas constructed by merging tax return data from the 
1981 S t a t i s t i c s  of Income (SOI) f i l e  generated by the Internal Revenue 
Service w i t h  the 1981 Current Population Survey (CPS). Information on 
who d i d  not f i l e  a tax return and data on non-taxable sources of income 
was imputed from the CPS f i l e .  The data base was updated using 
information from the most recent SO1 f i l e  (1984) and extrapolated t o  1986 
l eve l s  based on the Administration' a February 1985 forecasts  of the 
national economy. The Administration projected a 4% grawth r a t e  i n  real  
G N P  fo r  1986. Recent Congressional Budget Office (August, 1986) 
projections of growth  i n  the national econow a r e  2.82 and 3.4%, 
respectively, for  1986 and 1987. The different forecasts, hwever, are 
only l ike ly  to  cause a t  most a 4-5 bil l ion dollar difference i n  national 
revenue estimates. State income tax l i a b i l i t y  estimates may be under or 
overstated depending on had a s t a t e ' s  growth  r a t e  var ies  from the 
national forecast. 



t ax  re fom unless legislative action i r  taken t o  rwiw r t a t e  t a x  lus. 

S ta t e s  tha t  reference federal l a w  8s of 8 fixed date, on the  other hand, 

would not be direct ly  affected by many of the rodif ior t ions t o  federal 

l w ,  unless t h e e  s t a t e s  update t h e l r  references t o  the federal wde. 

One s e t  of tax l i a b i l i t y  estimates i r  based on tbe assumption that  s t a t e  

tax laws a r e  not al tered i n  any wry i n  responsc t o  federal tax raform. 

Under t h i s  assumption, s t a t e s  that  t i e  t o  federal tax 1.u a s  of 8 fixed 

date would not k affected by marly of the federal reforms.5 Since ataten 

tha t  l i n k  t o  the federal code a8 of 8 fixed date frequently update the i r  

references t o  federal law, a second s e t  of estimates was made baaed on 

the assumption that  these s t a t e s  revise the i r  tax code by adopting the 

aame conformity s t ructure t o  the federal prwisions. Neither of the 

assumptions a re  r e a l i s t i c ,  but were made t o  perform a cmparative analysis 

of the potential impact of the new tax l w  on 8 ta te  income taxes. In  

r ea l i ty ,  maw s t a t e s  a re  l ike ly  t o  a l t e r  t he i r  income tax s t ructures  i n  

response t o  federal tax reform. 

Behavioral responses t o  several provisions i n  the new tax l a w  were 
Y .  

incorporated i n  the model because certain provisi0nS a re  l i ke ly  t o  evoke 

s ignif icant  behavioral reactions among taxpayers. I f  t h i s  was not done, 

5 ~ e r t a i n  s t a t e  tax provisions would be aUtOmati~ally affected by 
federal tax reform regardless of whether a s t a t e  automatically couples t o  
the federal code or t i e s  a s  of a specified date. One such s t a t e  
provision i s  an allowance fo r  a federal income tax deduction. 



t h e  base-broadening impact of m a t  of t h e s e  p r o v i 6 l o n r  would be 

w t r s t a t e d . 6  The p r w i d o n s  f o r  which behav iora l  a s a m p t i o m  have been 

simulated are: a )  t h e  t a x a t i o n  of c a p i t a l  g a i n s  as  o r d i r u r p  l n c o ~ e ,  b )  

t h e  r e s t r i c t i o n  of t h e  u s e  of p a s d v e  l08sts t o  offset i n t m I t ,  and c) t h e  

r e p e a l  of t h e  p e r s o n a l  i n t e r e s t  expense  deduct ion.  I n  r d d i  t i o n ,  reduced 

marg ina l  t a x  rates and r d e c l i n e  i n  f e d e r a l  income t a x  l i a b i l i t y  me 

e x p e c t e d  t o  in f luence  c h a r i t a b l e  a o n t r i b u t i o n a .  The p r i c e  and  i n c a o e  

e f f e c t s  a s s o c i a t e d  w i t h  c h a r i t a b l e  d o n a t i o n s  have a l s o  been simulated. 

The b e h a v i o r a l  a ssumpt ions  e m p l o ~ e d  i n  t h i s  r t u d y  are g e n e r a l l y  comparable 

t o  t h o s e  used by t h e  U. S. Treasury  and t h e  J o i n t  Committee on  Taxat ion.  

A1 though t h e r e  w i l l  be o t h e r  b e h a v i o r a l  r e s p o n s e s  associated w i t h  f e d e r a l  

t a x  r e v i s i o n ,  such a s  changes  i n  d e c i s i o n s  t o  work and  i n c e n t i v e s  t o  save,  

t h e s e  second o r d e r  e f f e c t s  have n o t  k e n  modelled because t h e y  are l i k e l y  

t o  t a k e  some time t o  e v o l v e  and are d i f f i c u l t  t o  estimate. 

I n  e l i m i n a t i n g  t h e  60% ~ X C ~ U S ~ O ~  f o r  long-term c a p i t a l  g a i n s ,  t h e  

new law r a i s e s  t h e  maximum marginal  t a x  rate on  c a p i t a l  g a i n s  from 20% t o  

28% and, i n  some cases, t o  335.7 The maximum t a x  rate on c a p i t a l  g a i n s  

i s  r e s t r i c t e d  t o  28% i n  1987. There  are l i k e l y  t o  be kro  b e h a v i o r a l  

r e s p o n s e s  t o  t h e  c a p i t a l  g a i n s  p rov i s ion .  Some i n d i v i d u a l s  w i l l  avo id  

t h e  h i g h e r  t a x  r a t e s  i n  1987 and 1988 by i n c r e a s i n g  r e a l i z a t i o n s  of 

c a p i t a l  g a i n s  i n  1986. Once t h e  new law i 8  e f f e c t i v e ,  t a x p a y e r s  are 

e x p e c t e d  t o  respond t o  t h e  h i g h e r  c a p i t e l  g a i n s  rate by i n c r e a s i n g  t h e  

6 ~ h e  behav iora l  r esponse  a s s o c i a t e d  w i t h  c h a r i t a b l e  o o n t r i b u t i o n s  
would i n c r e a s e  t h e  base. 

 h he p h a s i n g  o u t  of t h e  15s t a x  b r a c k e t  and p e r s o n a l  exemptions f o r  
c e r t a i n  upper  income t a x p a y e r s ,  r e s u l t s  i n  a 331 marg ina l  t a x  r a t e .  The 
marg ina l  t a x  rate f o r  t a x p a y e r s  a t  t h e  h i g h e s t  income l e v e l s  i s  281. 
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l e n g t h  of time t h e y  b o l d  t h e s e  areeta. A s  a o o n s q w n o e ,  1 a d l v i d u . l s  w i l l  

real ize fewer p i n s  i n  any given year .  S i n c e  t h e  f u l l y  p h a n d - i n  e f f e c t  

of t h e  t a x  re fo rm a c t  is b e i n g  examined i n  this s t u d y ,  i t  l r  Me long-term 

b e h a v i o r a l  r esponse  t h a t  i s  i n c l u d e d  i n  t h e  model. Although a l l  r t u d i e s  

conclude t h a t  t h e  l o n g - t e r n  e f f e c t  of a h i g h e r  t a x  rate on c a p i t a l  g a i n s  

w i l l  be a fall  i n  c a p i t a l  g a i n s  r e a l i z a t i o n s ,  t b e r e  i s  dibagreement  as t o  

t h e  l i k e l y  magnitude o f  t h i s  d e c l i n e .  Ihe b e h a v i o r a l  asslrmptions 

8 imula ted  i n  t h i s  a tudy  are o o n s i s t e n t  w i t h  t h e  h i s t o r i c a l  ev idence  

p r e  w n t e d  i n  t h e  "Report t o  C 0 n g ~ 8 8  o n  t h e  C8pit . l  G a i n s  Tax Reduct ion 

of 1978, O f f i c e  o f  t h e  S e c r e t a r y ,  D. S. t r e a s u r y ,  Office of  Tax Ana lys i s ,  

September 1985. Under t h e s e  assumptions ,  t h e  h i g h e r  t a x  rate on  c a p i t a l  

g a i n s  i s  expec ted  t o  r e s u l t  i n  a modest i n c r e a s e  i n  f e d e r a l  r evenues  i n  

t h e  long-term. 

The new t a x  l e g i s l a t i o n ,  w i t h  minor e x c e p t i o n s ,  w i l l  no l o n g e r  a l l o w  

t h e  u s e  of l o s s e s  f r m  p a s s i v e  i n v e s b e n t s ,  s u c h  as  a l i m i t e d  partnership 

i n t e r e s t  i n  a n  a c t i v i t y ,  t o  o f f s e t  income frao selaries, i n t e r e s t ,  and 

d iv idends .  P a s s i v e  l o s a e s  are t h e  basis for most t a x  a h e l t e r n .  It is 

e x p e c t e d ,  however, t h a t  i n d i v i d u a l s  w i l l  k a b l e  t o  mitigate t h e  impact  

of t h i s  p r o v i s i o n  by combining p a s s i v e  income-producing i n v e s t m e n t s  w i t h  

p a s s i v e - l o s s  i n v e s t m e n t s ,  d n c e  p a s s i v e  10SSeS w i l l  k a l l a r e d  t o  o f f s e t  

p a s s i v e  income. Thus, once  i n d i v i d u a l s  have f u l l y  a d J u s t e d  t o  t h i s  

p r o v i s i o n ,  t h e  revenue g a i n s  are expec ted  t o  be f a i r l y  modest. 

A t h i r d  a r e a  where b e h a v i o r a l  r e s p o n s e s  w i l l  p l ay  a n  i m p o r t a n t  r o l e  

i s  t h e  t a x  t r e a t m e n t  o f  pe rsona l  i n t e r e s t  expense.  The 1966 Tax Act 

r e p e a l s  t h e  d e d u c t i o n  f o r  pe rsona l  i n t e r e s t  payments, such  a8 t h o s e  o n  

au tomobi le  l o a n s ,  but  r e t a i n s  t h e  d e d u c t i o n  f o r  mortgage I n t e r e s t  payable 
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o n  a p r i n c i p a l  or aecond r e s i d e n c e .  Homewnera w i l l  k al lowed t o  deduct  

i n t e r e s t  on  h m e  e q u i t y  l o a n s  i f  i n c u r r e d  f o r  8 d u o r t i o n r l  os medical 

expenses .  I n  a d d i t i o n ,  i n t e r t a t  o n  mortgage d e b t  f o r  purpomr other t h a n  

e d u c a t i o n a l  and medical  expenses  w i l l  be d e d u c t i b l e  t o  t b e  e x t e n t  t h a t  

t h e  p r i n c i p a l  does  n o t  exceed t h e  purchase  p r i m  of tbe r e s i d e n c e  p l u s  

t h e  cost of improvements. Hameowners, t b e r e f o r e ,  w i l l  be g i v e n  a n  

i n c e n t i v e  t o  a h i f t  pe r sona l  d e b t  t o  mortgage q u i t y  l o a n s .  T h i s  a n a l y s i s  

assumes t h a t  bomeawmrs w i l l  txm~ert 251 of their peraona l  i n t e r e s t  t o  

mortgage i n t e r e s t .  A sccond l i k t l y  behav iora l  m s p ~ n s e  t o  t h e  pe rsona l  

i n t e r e s t  expena t  p r o v i s i o n  is tbat  i n d i v i d u a l s  w i l l  beg in  t o  payoff t h e i r  

consumer l o a n s ,  s i n c e  i n t e r e s t  i n c a m  w i l l  o o n t i n u t  t o  be t a x a b l e  b u t  

p e r s o n a l  i n t e r e s t  expense  w i l l  no  l o n g e r  be d tduc t5b le .  It is  assumed 

t h a t  t a x p a y e r s  w i l l  f o r e g o  151 of t h e i r  i n t e r e s t  i n c a n e  I n  o r d e r  t o  payoff 

pe raona l  deb t .  Both o f  t h e s e  behav iora l  r e s p o n s e s  w i l l  have t h e  e f f e c t  

o f  r e d u c i n g  t h e  base-broadening impact  of' t h i s  p rov i s ion .  

L w e r  federal marginal  t a x  rates w i l l  r a i s e  t h e  minimum e f f e c t i v e  

w p r i c e w  of c h a r i t a b l e  c o n t r i b u t i o n s  from 50 c e n t s  under c u r r e n t  l w  t o  67 

c e n t s  under  t h e  n e w  l e g i s l a t i o n .  A h i g h e r  p r i c e  w i l l  have t h e  effect of 

r e d u c i n g  dona-tions. Although t h i s  r e d u c t i o n  w i l l  be o f f s c t  t o  some e x t e n t  

by a n  i n c r e a s e  i n  d i s p o s a b l e  income under  t h e  new law, t h e  n e t  e f f e c t  of 

t h e  new l e g i s l a t i o n  i s  expec ted  t o  be a moderate d e c l i n e  i n  c h a r i t a b l e  

c o n t r i b u t i o n s  f o r  i t e m i z i n g  t axpayers .  

Deduc t ions  f o r  I R A  c o n t r i b u t i o n s  w i l l  be r e s t r i c t e d  under  t h e  new 

law t o  l w e r  and middle  income i n d i v i d u a l s  and t h o s e  w i t h o u t  

empl oyer-provided pension plans .  -0 b e h a v i o r a l  r e s p o n s e 8  t o  t h e  I R A  

p r o v i s i o n  a r e  a n t i c i p a t e d :  a )  some i n d i v i d u a l s  may c o n t i n u e  t o  make I R A  
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wntribut ions r inc t  the i n t t m 8 t  aarnings on fheae acoountr will k 

tax-exempt, and b) tho= no longer e l ig ib le  f o r  I R A  doduotiom may ftsitch 

t o  exis t ing 401 (k) accounts. Since these msponats .re not expected t o  

have a a h t a b l e  impact on revenues, the analysis assumts tha t  taxpayers 

w i l l  contribute t o  I R A s  only t o  the extent that  they receive deductions 

for  I R A  contributions. Potential mhifting t o  401 (k) acoounts i r  not 

factored i n t o  the model. Based on the most recent S t a t i s t i c s  of Income 

data (1984). i t  is estimated tha t  close t o  b e - t h i r d s  of thoat making I R A  

contributions w i l l  no longer be d i g i b l t  f o r  this deduction. 

Estimates of the P o t m i W A u m ~ s  i n  State  Perso- 

Estimates of percent changes i n  a t a t e  individual inccme tax 

l i a b i l i t i e s  under the 1986 Tax Rtforgr Act from what tbey would be under 

pre-reform federal l a w  are  presented i n  Tablea 1, 2 and 3. To obtain 

these figures,  s t a t e  individual income tax l i a b i l i t i e s  were computed for  

tach s t a t e  based on both pre-reform federal income tax  law and the 1986 

Tax Reform Act for  calendar year 1986. A s  described above, two different 

assumptions concerning changes i n  a ta te  tax laws were made i n  calculating 

these figures. The first se t  of estimates i s  based on the assumption that  

s t a t e  tax laws are not altered i n  any way i n  response t o  federal tax 

reform. The second s e t  of estimates i s  based on the assumption tha t  

s t a t e s  linked t o  federal l a w  a s  of a specified date update the i r  

references t o  federal law by maintaining the same conformity structure t o  

the new federal provisions. A comparison of the potential impact of tax 

reform on s t a t e  income taxes under both assumptions is  presented i n  Table 

1. m e  re su l t s  are  presented according t o  the magnitude of the effect on 



9 

r t a t t  income taxes i n  Tables 2 and 3. Results under tbe firrt arsmption 

a r e  presented i n  Table 2, while estimates under the atmad 88Bmption are  

ahown I n  Table 3. 

It ahould be kept i n  mind tha t  the data presented here a r e  based on 

t o t a l  s t a t e  personal income taxes paid bp dl re8idcnts of a r k t e  and, 

t h u s ,  indicate  the average change I n  l i 8 b i l i t i e ~  for  all taxpayers of a 

particular s ta te .  The tax l i a b i l i t y  of 8 4  one taxpuyer, barever, w i l l  

depend on many factors  unique t o  tha t  inbividual and is  l ike ly  t o  d i f fe r  

fran the average change i n  incorne taxes for  dl residents of a atate.  It 

m i g h t  a l so  be noted tha t  cer tain provisions of the tax reform law cannot 

be captured by microsimulation modelling t8~hoiqUts.  Thls r e s u l t s  i n  an 

overstatement of the average decline i n  federal income taxes for  the 

nation by 0.8 of a percentage point. In terms of the federal incme tax 

base, t h i s  means tha t  expansion of the base is  s l ight ly  understated. HCW 

the understatement of the federal tax base t ranslates  in to  s t a t e  tax base 

estimates i s  d i f f i cu l t  t o  determine dnce It depends on h a t  each s t a t e ' s  

tax code conforms t o  the federal tax structure. It would not, however, 

a1 t e r  the estimates significantly.  

The r e su l t s  of t h i s  analysis suggest that  the potential impact of 

the new tax leg is la t ion  on s t a t e  personal income tax l i a b i l i t i e s  would 

vary substanti a l ly  among the s tates .  The preliminary estimates of changes 

i n  s t a t e  income taxes range from an increase of 282 i n  Louisiana to  a 

decline of 1 3  i n  North Dakota. In more than half the atates ,  income 

taxes would r i se .  Although the analysis i s  not complete, the r e su l t s  

suggest that under the assumption that no le&$slative action is taken to  

change s t a t e  tax laws (Table 21, taxpayers i n  1 4  s t a t e s  would experience 





A COMPARISON OF THE POTENTlAL EFFECT OF THE TAX REFORM Act OF 1986 
ON STATE PERSONAL I Y C O H E  TAX LlAb1LITIES 

U N D E R  TU 0 DIFFERENT ASSUMPTI OUS: 
PRELfMINARI ESTIHATES OF THE PERCENT CHANCES I N  1986 TOTAL 8 T A T E  

PERSONAL I N C O M E  TAXES DUE TO CONFORMlTX TO PEDERAL ?A1 LAY@ 
( c o a t l n u e d )  
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~ e x l  c o  ma e a  

Oklahomr 1 8 5  18s 
T e x r  r no  e f f e c t  no  e f f e c t  

Rocky Mounta in  

* Estimates of the  p o t e n t i d  Impact of t h e  1986 Tax Act on a t a t e  pc rmnr l  income t a x  l l r b l l l t i e s  
bere made based on two d i f fe ren t  rssrrmptiona concerning c h a n p s  t o  r t a t e  t a x  I&& The f i r s t  
a t t  of e s t i ~ a t e r  (Column 1 )  i s  based on t h e  r s s m p t i o n  t h a t  a t a t e  l e g i s l a t u r e s  do not 8 l t e r  s t a t e  
tax  laws i n  aw way i n  response t o  federa l  t r x  reform. S t a t e r  t h a t  confom t o  federa l  l eu  8s of 

rpecl f ied  date  a r e  assumed t o  maintain thore references  t o  federa l  lar. The ntcond a c t  of 
est imates (Colmn 2) i s  based on the rssunpt lon t h a t  a t a t e8  coupled t o  f edera l  lar 8s of a point 
In time choo8e t o  update t h e i r  reference8 t o  the  federa l  code and adopt t h e  name conformity 
8tructur-e t o  provisions i n  the ncw t a x  law. S t a t e s  t h a t  automatically conform t o  federa l  law 
art  assumed t o  r e t a i n  dl fea tu res  of current  r t a t e  law. (Since t h e  D i s t r i c t  of Columbia and 
Utah couple t o  the personal exemption 8s of 7/75 and 1/79, respect ively ,  i t  was assumed tha t  
these j u r i s d i c t i o n s  do not update t h e i r  reference t o  t h i s  provision.) I n  r e a l i t y ,  however, s t a t e  
~ t g l d a t u r e s  a r e  l i k e l y  t o  respond t o  e i t h e r  i n c r e a w s  or  decreases i n  r t a t e  personal income 
taxes by adjus t ing t h e i r  income tax  structures. The percent changes a r e  based on est imates of 
I986 s t a t e  personal i n c m e  t a x  l i a b l l i  t i e s  tha t would k generated under pre-reform feder8l 1~ 
and under the  1986 Tax Reform Act. 

'' Data a re  not y e t  available f o r  these s t a t e s .  

rhtse nmbers  a r e  p re l imlnay  and aubject t o  changc. 

( ~ o n t l n u c d  on next page) 



A COWPARXSOW OF THE POTEMTXAL WFECT OF TEE TAX rt?orn ACT OF 1986 
OM STATE PERSOMAL I N C O M E  T A X  1 XABItITItS 

DUDE R T V O  DXtFEREWT ASSUWPTIOMS: 
PRELIWIWARY ESTXWATES OF THE PERCEMT CHARGES I N  1986 TOTAL STATE 

PERSONAL IWCOWE TAXES DUE TO COWFORWITX TO ? E D L n I t  TAX LAW' 
( e o a t l a u e d )  

SWRCE: A C I R  r taf f  cmpilrtion baud on Mi- Eaona~~icr Oroup (PEG), '1 krcr lp t ion of the 
Linkages Between the Federal and State Perronrl Inaaee Tax Coder,. A u y 8 t  5,  9985 and data 
rupplied by Policy Econcmicr Oroup. Thl8 - 8 m r ~ b  wa8 funded in  p u t  by the Ford Foundation. 
Thebe eatleatea are band on mlcrodeul rtlon m o d e l l i ~  of federal and r t rk  la-• t a x  oodes. 
Tht data bare 18 oonceptually the  BUD^ an tb r t  uwd W tbe 0.8. D c p r t n a t  of tbe b e r r u y  and 
the Joint Committee on taxation for rnrly8ir aad rovenw e8timrkr of federal individual income 
tax ohanger. me number of record8 i n  the PEG dr t r  k r e ,  bauever, 18 rubrtrntially l r r c r  and, 
therefore, permit8 the calculation of .aanla#ul r8rult8 a t  the 8 t r k  level. tbe data f l l e  was 
extrapolated baaed on the Admlnlrtration'r February, 1985 eoonmic forearrt8 of tbe artional 
econoaiy. A l l  estimate8 . re  baaed on 1986 proJected level8 of income and are brdqred t o  
represent the fully pbrred-in effect, of a l l  prov18lon8 i n  the tax refom plan. U l  features of 
current federal and r t r t e  tax law for 1986, a8 of June 15, 1985, were d ~ u l r t e d  @ the model. 



Color ado 22s 
Montana 19% 
Utah 19% 
Ml asou r l  18% 
Okl .horn8 18s 

1.~.11 -1 s 
fd8h. 0 1 g 
l o a t h  Care l in8  l e a @  t h a n  -11 

%la amlyo l r  8smmam that etato lo/.l8tuoa do not .It- .t.k t8x l u o  I n  n- to Y - d  k n  H e m .  Water t h m t  to I- 
a0 or a ape l r l a4  -to u o  8 . m d  t o  u ln ta ln  tho08 r o r m m m  t. rodoral 1.r. nn n.llty, hauor ,  a h t m  I e d r l m t w .  ere lllnlt 8. - t* 
m1th.r l w r a  or docroamom I n  mt8te tan. by .dJm.tlm tho l r  lncoln tmx etrmotmm. th. mrcont -8 .rr hsoa n e r t l r t 8 e  W 9986 @tat* 
proom1 imam tea l l ab l l l t l o .  th8t mould b8 pnu8tod mn&r IrcrMorr IL1.td Iu 8n l  mbr tho 1906 788 IhC- lot .  



Col o r o d o  
Montona 
Oregon 
U t a h  
Iowa 
Kmnsoo 
M t  a r o u r l  
or I .homo 
Mar011 
M l  nnoaeta 
K o n t u c b ~  
Matno 

Y.  V I r a l n a  111 
Do1 ouorm 10s 
Dl.. o t  Col. 10s 

' G o o r g l o  101 
Cot l f o r n l a  9 1 
War Torb  9s 
V l  r a 1  n l  9 
R a r v l a n d  8 1 

@hod@ l r l a n d  - t  1s 
Vermont -111 
Wmbrooba - 9s 

Wow J o r r o )  -1s 
New Raopoh l re  -1s 
Worth C o r o l  l n a  -11 
?onno) l von la  -1s 
Tonnorram -1s 

Sa3MZi hCIl ~t&r  -p i la t ion  b e n d  en Ibl lcty CoenaIeo O r o v ~  (?IS), '8 ReIptIm at tRa L l d a ~ r  Baboon tho h*rd .O Sbtm h r w d  
In- to. b 8 . m . -  humst 5. 196 and &to oupp1l.d @ Polley Leo-tea 0-p. Thlo m r o r c h  r o o  C-4 I n  mrt k th. w t f i o n .  *.* 
estlmatea are b.-d on mIcroolrulat1on w d e l l l ~  o r  r d e r a l  and atotm lncsn t.8 od.8. n o  &to b m r  10 c e c m p t w l l y  th. a. that C 
tha 1l.S. bsputment o r  th, Treasury and tho Jo lnt  C a l t t m  on To~ot lmn r o r  a n a l p l a  ond r w o n w  oatlmtmo o r  ro6.r.l I d I * f l d d  t.1 
eh.nmn. The nubor  o f  reoardm I n  tho & t m  baa. kawmr, 10 . r k t m n t l . l l ~  la r - r  and. therotow. p r r l t m  tho ~ 4 c d . t f i M  of w*nln((Td 
mau l ta  O t  tw atate I a e l .  Tho dola C110 ram amtrapo1at.d b a d  on th. I ~ l n l o t r o l I w * o  hkwr) ,  190) m o n a l c  r a r c o s t o  oC th. mtlon.1 
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I n  the t.1 PI-. r - t w a  of e u n n t  r m & r d  m n d  oto io tam 1- r o r  l(m, am o r  June (5, 196, w e r e  oimUfot*d bl the model. 



15 

8 f a i r l y  large increase i n  r a t e  incme taxes -- rangtng from 7% t o  282. 

Individuals i n  15 r t a tes  would realize amwhat more mokr8te lnereaws 

i n  income taxes of l e s s  than 1% t o  42. State incaw t a x  l i r b i l l t i e s  would 

decline i n  15 states. Taxpayers i n  four of them r ta tes  would wcperitnce 

f a i r l y  substantial decrease8 i n  taxes of 9% t o  12%, whereas l i a b i l i t i e s  

would decline *by leas  than 1% t o  2% i n  the remaining 9 rtates. Tarrpayers 

i n  7 atates would not be directly affected bp t a x  reform because these 

state8 do not tax personal i n m e .  

A s  indicated i n  Table 3, the resul ts  would ,@e somewhat different i f  

s ta tes  that t i e  t o  the federal oodt 8s of 8 point i n  time update their  

references t o  federal law by adopting the same conformity structure t o  

the new federal p rwi~ ions .  Under t h i s  second rssunption, individual8 i n  

24 s ta tes  would experience fa i r ly  large increases i n  income taxes, 

taxpayers i n  10 s ta tes  would fact  a moderate r ise ,  and incwe taxes would 

decline i n  10 atates. As under the first assumption, 7 s ta tes  would not 

be directly affected by federal reform. 

c 
Certain factors should be kept i n  mind when Interpreting these 

results.  Assumptions concerning behavioral responses t o  several 

provisions i n  the new law have been simulated so a8 t o  avoid the 

overstatement of the base-broadening effects of most of these prwi  sions. 

Use of a s t a t i c  model, therefore, would produce higher tax l i ab i l i ty  

estimates. Since the magnitude of the long-term behavioral response to  

the higher capital gains ra te  18 a controversial issue, other studies may 

incorporate different assumptions concerning the behavioral reactions to  



this prwision. me  responsc rimulrted i n  t h i s  model mry be virwed as  r 

*middle-of-theroad* estimate between t h r t  of a r t r t l o  m o d . 1  and a 

response thrt would result  i n  r declim i n  federal revenuer. 

This s t u d y  present8 the ful ly phrmd-in effects  of dl prwidons  of 

the 1986 Tax Act, including behavioral responses t o  theat provisions. 

Since m e  providons a r t  not f u l l y  phased-in until  1990 and ahorbterm 

behaviorrl responses t o  these prwi6ions . re l ikely t o  differ  frorn 

long-term reactions, the figures &own here would differ  f m  argr 

year-to-year estimates of the imp8ct of the tax reform plan. Behavioral 

responses t o  the cap1 t a l  gains provision would resul t i n  l e s s  base 

broadening i n  the mar-term than i n  the long-term. I n  mntrast,  the 

behavioral response t o  the pasdve loss  rule i s  l ikely to  muat g r a t e r  

base expansion i n  the ahort-term. The personal interest  expense provision 

i s  likely t o  result  i n  somewhat more base-broadtnlng when i t  is ful ly  

phased-in, although t h i s  w i l l  be offset t o  a certain extent by behavioral 

responses t o  t h i s  provision. 

cQmulm 

Federal tax reform has the potential of affecting a ta te  income tax 

l i a b i l i t i e s  slnce many state income tax oodes conform t o  the federal tax 

structure. Preliminary results indicate that the impact of the 1986 Tax 

Reform Act on s ta te  personal income taxes w i l l  be quite diverse among the 

states. Since many of the federal base-broadening reforms affect 

individuals i n  the middle and upper incorne levels, the distributional 

impact of tax reform on state income taxes w i l l  be quite different a s  

well. Many states,  therefore, are likely t o  respond t o  federal tax 

reform by revising thei r  awn income tax codes. 




