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dntroduction
As part of a larger study on the fiscal effects of federal tax reform

on state and local govermments, the Advisory Commission on
Intergovernmental Relations (ACIR) is analyzing the impact of the Tax
Reform Act of 1986 on state perscnal income tax liabilities. Since many
state income tax codes conform or "couple®™ in some way to the federal
income tax structure, reform of the federal ays?em has the potential of
directly affecting state income tax liabilities. Preliminary results are
now available on how thé 1986 Tax Reform Act would alter state personal
income tax yields.!

State income tax codes generally couple to the federal income tax
base, but do not conform to the federal rate structure. Since a
broadening of the federal tax base was a pajor component of the new tax
law, federal reform will result in tax base expansion for many states.
The provisions in the new law that will have a major impact on the federal
individual income tax base are: (a) the full taxation of capital gains,
(b) the restriction of the use of net passive losses to offset income,
{c) the repeal of the deduction for 2-earner families, (d) limitations on
the eligibility of deductions for Individual Retirement Account (IRA)
contributions, (e) increases in the standard deduction, personal
exemption, and earned income credit, (f) repeal of the personal interest
expense deduction, (g) elimination of the state and local sales tax

deduction, (h) treatment of employee business expenses as itemized

'Federal tax reform also has the potential of affecting state
corporate and local government income taxes. Due to lack of data,
however, it was not possible to analyze the impact of tax reform on these
sectors of the economy.
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deductions subject to a floor, and (i) repeal of the investment tax
credit. Whether or not a state conforms to these provisions will 4in large
part determine how its income tax base and, thus, income tax yields would
be altered by federal reforms. State income tax bases may also be
affected by federal tax revision if, for example, a state allows a
deduction for federal tax liability, or disallows itemization of
deductions on state tax returns if individuals do not itemize on their
federal return. If state tax rate structures are not adjusted (or other
measures are not taken)'to compensate for base broadening at the state

level, income tax yields will rise in many states.2

Ihe Data Base and Model
The potential impact of tax reform on state individual income taxes

was estimated by employing microsimulation modelling techniques of federal
and state income tax codes.3 The data base enployed in the simulations
is conceptually the same data file that the U.S. Department of the
Treasury and the Joint Committee on Taxation use as their primary data
source for analysis and revenue estimates of federal individual income

tax changes. The number of records, however, is substantially larger and

2Four states base their tax on a percentage of federal tax
liability. Since federal income taxes will decline on average under the
new law, state income taxes would fall for these states,

3The data necessary for this study was provided to ACIR under
contract with Policy Economics Group, a Washington, D.C. based research
group, and was funded in part by the Ford Foundation. The construction
of the data base and modelling of federal and state tax codes was
performed by Policy Economics.
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therefore permits the calculation of meaningful results on a
state-by-state basis.¥

The state income tax liability estimates are based on projected
levels of 1986 income and are designed to represent the fully phased-in
effects of all provisions in the new law. Four major provisions in the
Tax Reform Act are phased in over several years: a) the passive loss
provision and the personal interest expense deduction are phased in over
a S5-year period, b) the capital gains provision is phased in over a 2-year
period, and c¢) the personal exemption is phased in over a 3-year period
and adjusted for inflation beginning in 1990. Estimates of income tax
li{abilities during the transitional period, therefore, would differ frem
those based on a fully phased-in concept.

Two different assumptions concerning revisions to state income tax
laws were made to estimate the changes in state personal income taxes
because atate conformity to the federal code takes two basic forms. Some
states reference current and prospective tax law, while others reference
federal law as of a specific date. States with tax codes that reference

current and prospective tax law would be automatically affected by federal

uThe data base was constructed by merging tax return data from the
1981 Statistics of Income (SOI) file generated by the Internal Revenue
Service with the 1981 Current Population Survey (CPS). Information on
who did not file a tax return and data on non-taxable sources of income
was imputed from the CPS file. The data base was updated using
information from the most recent SOI file (1984) and extrapolated to 1986
levels based on the Administration's February 1985 forecasts of the
national economy. The Administration projected a 4% growth rate in real
GNP for 1986. Recent Congressional Budget Office (August, 1986)
projections of growth in the national economy are 2.8% and 3.4%,
respectively, for 1986 and 1987. The different forecasts, however, are
only likely to cause at most a 4-5 billion dollar difference in national
revenue estimates. State income tax liability estimates may be under or
overstated depending on how a state's growth rate varies from the

national forecast.
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tax reform unless legislative action is taken to revise state tax laws.
States that reference federal law as of a fixed date, on the other hand,
would not be directly affected by many of the modifications to federal
law, unless these states update their references to the federal code.
One set of tax liability estimates is based on the assumption that state
tax laws are not altered in any way in response to federal tax reforn.
Under this assumption, states that tie to federal tax law as of a fixed
date would not be affected by many of the federal reforms.5 gince states
that 1ink to the federal code as of a fixed date frequently update their
references to federal law, a second set of estimates was made based on
the assumption that these states revise their tax code by adopting the
same conformity structure to the new federal provisions. Neither of the
assumptions are realistic, but were made to perform a comparative analysis
of the potential impact of the new tax law on state income taxes. In

reality, many states are likely to alter their income tax structures in

response to federal tax refornm.

Behavioral Assumptions

Behavioral responses to several provisions in the new tax law were
incorporated in the model because certain provisions are likely to evoke

significant behavioral reactions among taxpayers. If this was not done,

SCertain state tax provisions would be automatically affected by
federal tax reform regardless of whether a state automatically couples to
the federal code or ties as of a specified date. One such state
provision is an allowance for a federal income tax deduction.
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the base-broadening impact of most of these provisions would be
overstated.6 The provisions for which behavioral assumptions have been
simulated are: a) the taxation of capital gains as ordinary income, b)
the restriction of the use of passive losses to offset income, and ¢) the
repeal of the personal interest expense deduction. In addition, reduced
marginal tax rates and a decline in federal income tax 1iadbility are
expected to influence charitable contributions. The price and income
effects associated with charitable donations have also been simulated.
The behavioral assumptions employed in this study are generally comparable
to those used by the U.S. Treasury and the Joint Committee on Taxation.
Although there will be other behavioral responses associated with federal
tax revision, such as changes in decisions to work and incentives to save,
these second order effects have not been wmodelled because they are likely
to take some time to evolve and are difficult to estimate.

In eliminating the 60% exclusion for long-term capital gains, the
new law raises the maximum marginal tax rate on capital gains from 20% to
28% and, in some cases, to 33%.T The maximum tax rate on capital gains
is restricted to 285 in 1987. There are likely to be two behavioral
responses to the capital gains provision. Some individuals will avoid
the higher tax rates in 1987 and 1988 by increasing realizations of
capital gains in 1986. Once the new law is effective, taxpayers are

expected to respond to the higher capital gains rate by increasing the

6The behavioral response associated with charitable contributions
would increase the base.

TThe phasing out of the 15§ tax bracket and personal exemptions for
certain upper income taxpayers, results in a 33% marginal tax rate. The
marginal tax rate for taxpayers at the highest income levels is 28%.



length of time they hold these assets. As a consequence, individuals will
realize fewer gains in any given year. Since the fully phased-in effect
of the tax reform act is being examined in this study, it 4is the long-tern
behavioral response that is included in the model. Although all studies
conclude that the long-term effect of a higher tax rate on capital gains
will be a fall in capital gains realizations, there is disagreement as to
the likely magnitude of this decline. The behavioral assumptions
simulated in this study are consistent with the historical evidence
presented in the "Report to Congress on the Capital Gains Tax Reduction
of 1978," Office of the Secretary, U.S. treasury, Office of Tax Analysis,
September 1985. Under these assumptions, the higher tax rate on capital
gains is expected to result in & modest increase in federal revenues in
the long-ternm.

The new tax legislation, with minor exceptions, will no longer allow
the use of losses from passive investments, such as a limited partnership
interest in an activity, to offset income from salaries, interest, and
dividends. Passive losses are the basis for most tax shelters. It is
expected, however, that individuals will be able to mitigate the impact
of this provision by combining passive income-producing investments with
passive-loss investments, since passive losses will be allowed to offset
passive income. Thus, once individuals have fully adjusted to this
provision, the revenue gains are expected to be fairly modest.

A third area where behavioral responses will play an important role
is the tax treatment of personal interest expense. The 1986 Tax Act
repeals the deduction for personal interest payments, such as those on

automobile loans, but retains the deduction for mortgage interest payable
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on a principal or second residence. Homeowners will be allowed to deduct
interest on home equity loans if incurred for educational or medical
expenses., In addition, interest on mortgage dedbt for purposes other than
educational and medical expenses will be deductible to the extent that |
the principal does not exceed the purchase price of the residence plus
the cost of improvements. Homeowners, therefore, will be given an
incentive to shift personal debt to mortgage equity loans. This analysis
assumes that homeowners will convert 255 of their personal interest to
mortgage interest. 4 second likely behavioral response to the personal
interest expense provision is that individuals will begin to payoff their
consumer loans, since interest income will continue to be taxabdble but
personal interest expense will no longer be deductible. It is assumed
that taxpayers will forego 15§ of their interest income in order to payoff
personal debt. Both of these behavioral responses will have the effect
of reducing the base-broadening impact of this provision.

Lower federal marginal tax rates will raise the minimum effective
"price™ of charitable contributions from 50 cents under current law to 57
cents under the new legislation. A higher price will have the effect of
reducing donations. Although this reduction will be offset to some extent
by an increase in disposable income under the new law, the net effect of
the new legislation is expected to be a moderate decline in charitabdle
contributions for itemizing taxpayers.

Deductions for IRA contributions will be restricted under the new
law to lower and middle income individuals and those without
empl oyer-provided pension plans. Two behavioral responses to the IRA

provision are anticipated: a) some individuals may continue to make IRA
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ocontributions since the interest earnings on these accounts will be
tax-exempt, and b) those no longer eligible for IRA deductions may switch
to existing 401 (k) accounts. Since these responses are not expected to
have a sizeable impact on revenues, the analyais assumes that taxpayers
will contribute to IRAs only to the extent that they receive deductions
for IRA contributions. Potential shifting to %01 (k) accounts is not
factored into the model. Based on the most recent Statistics of Income
data (1984), it is estimated that close to two-thirds of those making IRA

contributions will no longer be eligible for this deduction.

Estiwates of the Poteptial Changes in State Persopal Income Taxes

Estimates of percent changes in state individual income tax
liabilities under the 1986 Tax Retorg Act from what they would be under
pre-reforn federal law are presented in Tables 1, 2 and 3. To obtain
these figures, state individual income tax liabilities were computed for
each state based on both pre-reform federal income tax law and the 1986
Tax Reform Act for calendar year 1986. As described above, two different
assumptions concerning changes in state tax laws were made in calculating
these figures. The first set of estimates is based on the assumption that
state tax laws are not altered in any way in response to federal tax
reform. The second set of estimates is based on the assumption that
states linked to federal law as of a specified date update their
references to federal law by maintaining the same conformity structure to
the new federal provisions. A comparison of the potential impact of tax
reform on state income taxes under both assumptions is presented in Table

1. The results are presented according to the magnitude of the effect on
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state income taxes in Tables 2 and 3. Results under the first assumption
are presented in Table 2, while estimates under the second assumption are
shown in Table 3.

It should be kept in mind that the data presented here are based on
total state personal income taxes paid by all residents of a state and, |
thus, indicate the average change in liabilities for all taxpayers of a
particular state. The tax liability of any one taxpayer, however, will
depend on many factors unique to that individual and 48 likely to differ
from the average change in income taxes for all residents of a state. It
might also be noted that certain provisions of the tax reform law cannot
be captured by microsimulation modelling techniques. This results in an
overstatement of the average decline in federal income taxes for the
nation by 0.8 of a percentage point. In terms of the federal income tax
base, this means that expansion of the base is slightly understated. How
the understatement of the federal tax base translates into state tax base
estimates is difficult to determine since it depends on how each state's
tax code conforms to the federal tax structure. It would not, however,
alter the estimates significantly.

The results of this analysis suggest that the potential impact of
the new tax 1egislati;n on state personal income tax liabilities would
vary substantially among the states. The preliminary estimates of changes
in state income taxes range from an increase of 28% in Louisiana to a
decline of 12% in North Dakota. In more than half the states, income
taxes would rise. Although tge analysis is not complete, the results
suggest that under the assumption that no legislative action is taken to

change state tax laws (Table 2), taxpayers in 14 states would experience
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TABLE 1

A COMPARISON OF THE POTENTIAL EFFECT OF THE TAX REFORM ACT OF 198¢
ON STATE PERSONAL INCOME TAX LIABILITIES
UNDER TWO DIFFERENT ASSUMPTIONS:
PRELIMINARY ESTIMATES OF THE PERCENT CHANGES IN 1986 TOTAL BTATE
PERSONAL INCOME TAXES DUE TO CONFORMITY TO FEDERAL TAX LAVW®

ASSUMPTIOR TWOS

PERCENT CHANGE FROM
PRE-REFORM LAV:

ASSUMPTION ONE?®

PERCENT CHARGE FROM
PRE-REFORM LAVW:

‘e
I I ey P R Y L L L L I L L LA L L L L Y L et bk S

lew England

Connecticut 118 113
Kaine 23 123
Massachusetts -25 14
New Hampshire -1% 13
Rhode Island -11% -11%
Vermont -11% -11%
ideast
Del avare 108 108
District of Columdia less than 13 108
¥aryland 8s 83
Kew Jersey -1 -1
New York 9s 93
Pennsylvenia -13 -1%
Feat Lakes
Illinoss 7% 1%
ndiana 13 Ag
Michigan 14 6%
Ohio 7 78
Visconsin -29 ag
lagps
lowva e 188
Kansas 16% 18%
innesota 13 15%
Hi Ssours ‘8’ 18’
¥ebraska -93 -93
North Dakota -12% -10%
_SOuth Dakota no effect no effect
®utheast
Mabama 1% 13
rkansas -2% less than -1%
lorida no effect no effect
torgia .13 108
Kentucky 33 148
0\)1 si ana 28’ 28’
":issi ssippd 43 ! § 4
°rth Carolina -13 -13
South Carolina less than -1% oo
?nnessee ”: -1
Arginia 9 -1
Vest 18 118

"®St Virginia

-
Ll e appeppapapRpE P R S e R R e T i

‘®Ntinued on next
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TABLE 1

A COMPARISON OF THE POTENTIAL EFFECT OF THE TAX REFORM ACT OF 198¢
ON STATE PERSONAL INCOME TAX LIABILITIES
UNDER TWO DIFFERENT ASSUMPTIONS:
PRELIMINARY ESTIMATES OF THE PERCENT CHANGES IN 1986 TOTAL 8TATE
PERSONAL INCOME TAXES DUE TO CONFORMITY TO FEDERAL TAX LAUWS®

(continued)
ASSUMPTION ONES® ASSUMPTION TWOO
PERCENT CHANGE FROM PERCERT CHANGE FROM
PRE-REFORM LAV : PRE-REFORM LAV :

Southwest

Arizona ' e LA

New Mexico LA e

Oklahoza 188 188

Texas no effect no effect
Rocky Mountain ' )

Colorado 22% 22%

ldaho -1% - LA

Montana 198 19%

Utah 19% 19%

Wyoming no effect no sffect
Far West

Califernia 23 ’ 1

Nevada no effect no effect

Oregen less than 1§ 19%

Washington no effect no effect

Alaska no effect no effect

Hawvaidl -1% 15%

-
bl T T R A L N e I R A A R R R R R X T I W S P

¢ Fstimates of the potential fmpact of the 1986 Tax Act on state personal income tax liabilities
were made based on two different assumptions concerning changes to state tax laws, The first
3et of estizates (Column 1) 48 based on the assumption that state legislatures do not alter state
tax laws in any way in response to federal tax reform. States that conform to federal law as of
'@ specified date are assumed to maintain those references to federal law. The second set of
tstimates (Column 2) {s based on the assunption that states coupled to federal law as of a point
in time choose to update their references to the federal code and adopt the same conformity
Structure to provisions in the new tax Jaw. States that auvtocatically confors to federal law
Are assumed to retain all features of current state law. (Since the District of Columbia and
Utan couple to the personal exemption as of 7/75 and 1/74, respectively, it was assumed that
these jurisdictions do not update their reference to this provision.) In reality, however, state
legislatures are likely to respond to either increases or decreases in state personal incooe
taxes by adjusting their income tax structures. The percent changes are based on esticates of
198¢ state personal income tax liabilities that would be generated under pre-reform federal law
Ang under the 1986 Tax Reform Act.

%% pata are not yet available for these states.
These nuzbers are preliminary and aubject to change.

(continued on next page)
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TABLE

A COMPARISOR OF THE POTENTIAL EFPECT OF THE TAX REFORM ACT OF 1986
OR STATE PERSONAL INCOME TAX LIARILITIES
UNDER TWO DIFPFPERENT ASSUMPTIORS:
PRELIMINARY ESTIMATES OF THE PERCENT CHANGES IN 1986 TOTAL STATE
PERSONAL INCOME TAXES DUZ TO CONFORMITY TO PEDERAL TAX LaAwe
(econtinued)

SOURCE: ACIR staff compilation based on Policy Economics Group (PEG), ®A Description of the
Linkages Between the Federal and State Personal Income Tax Codes,®™ August 5, 1985 and data
supplied by Policy Econcmics Group. This research was funded 4in part by the Ford Foundation.
These estimates are based on microsimul ation modelling of federal and state income tax ocodes.
The data base i3 conceptually the same as that used by the U.S. Departsent of the Treasury and
the Joint Committee on Taxation for analysis and revenue estizates of federal individual income
tax changes. The number of records in the PEG data base, however, 4s substantially larger and,
therefore, permits the calculation of meaningful results at the state level. The data file was
extrapolated based on the Adzinistration's February, 1985 econaomic forecasts of the mational
sconooy. All estimates are based on 1986 projected levels of income and are deaigned to
represent the fully phased-in effects of all provisions in the tax reform plan. All features of
current federal and state tax law for 1985, as of June 15, 1985, were aimulated by the model.



TaBLE 2

THE POTENTIAL AUTOMATIC EPPECT OF THE TAR REFORN
ACT OF 1986 ON STATE PERSONAL INCOME TAX LIABILITIES:
PRELIMINARTY ESTIMATES OF TNE PERCENT CHANGES IN 19856 TOTAL STATE
INDIVIDUAL INCOME TAXES DUE TO CONPORMITY TO FPEDERAL TARX LAW
UNDER ASSUNPTION ONE®

LARGE MODERATE TO SMALL Reoarive

"0 EPPRCY
Louisiana 283 Mississippt g North Dakota -12% flaske
Flortide
Colorado 223 New Mexioo oo Yersont -118 Vevade
Montane 193 Rhode Island =113 South Dakeote
Utah 19% lova o0 Nebraska -9 Tenas
Missourtl 183 Kentuecky I8 . Yashingten
Oklahowe 18% Arizona o0 Visoconsin -29 Vyouing
Minnesota 1}
Kansae 163 Oregon 1es9 then 18 Massachusetts -2%
Connecticet 18 Maine 23 Arkansas 23
Georgia 11
Delavare 108 Vest Virginie 18 Row Nampohire 13
Rew York 9% New Jeorsey -1
Virginia 93 Celiformia 23 Rorth Carelina £
Neryland L } Indilane 1 Pennsylvanis -1
Dist. of Cel. less than 1§ Tennesses -13
Onsio 174
Il11inols 1% Alabanma 1 Neweil -13
1dahe -1f
Nichigen 18 South Caroline 1lege than -18

*Thie amalysis ssmumes that state legisiatures do mot alter state tax 1awe in respense te rederal tax reform. States thet eonfere to foteral lav
as of a specified date are asawmed to maintain those references to federal law. In reality, however, state legisistuwres ere 1ikely to respond te
either imereesed or decresnses in state tases by adjesting their income tax structures. The percent changes sre Sased on estimetes of 1906 state
personal imoome tax 11abdilities that would be generated wnder pre-refors federal l1ar and under the 1986 Tax Reform Act.

"Dats are met yot availadie Por these states.
These nmbdere are prelisinary and subject te change.

SOURCE: ACIN staff compilation based on Policy Zoonomics Group (PEU), A Description of the Linkages Between the Pederal and Stete Persomel
Income Tax Codes,® August 5, 1985 and dets supplied by Policy Econcmice Growp. This research wes Tunded in part by the Perd Pouwndation. These
estinates sre based on microsimulation wodelling of federal and state income taxm codes. The data Sase i3 oonceptually the ssewe as thet wesd Wy
the U.X. Department of the Tressury and the Joint Comsittee on Tamstion for snalysis and revenue estisates of federal individual incowe tam
chenges. The number of records in the PEG data base, however, 1 substantially larger and, therefore, perwits the calculetion of seeninaful
resulte at the state level. The data file was extrapolated based on the Adwinistration's Pebrusry, 1905 economie forecasts of the mational
oconomy. All estimates are based on 1986 projected levels of incowe and sre designed to represent the fully phesed-in effects of all provisiens
in the tax refors plan. All features of cwrrent roa-r§1 and state tax iaw for 1986, as of June 15, 1985, wers sisulated by the wmodel,

et



PP PIY PIIST
4CT OF 1986 ON STATE FERSONAL INCOMNE TAXS LIAOILITIES:
PRELININARY ESTINMATES OF TNE PERCENT CNANGES IN 1986 TOTAL STATE
INDIVIDUAL INCOME TAXES DUZ TO CONFORMITY TO FEDERAL TARX LAV
UNDER ASSUNPTION TVO® i

Larce MODERATE TO SNALL neaariee

nOo trrecey

Lowisians 283 Richigen (2 Rhode lelend =118 flaske

Indiane . Yersont 118 Floride
Colorade 22% Visconsin [} ] Nebreaska - 91 Bevada
Montans 19¢ Sowth Dekete
Orsgon 19¢ Arigone e North Satkets -108 Tenas
Utah 19% Yashington
Tovae 101 Riselesippt L} ] Wew Jersey -13 Vyoeing
Ransss 108 New Nampohire -13
nissourl 188 1deheo oo North Ceroline -13
Okl ahoma 10t Now Mexiceo ee Ponnsylvenia -13
Hewell 158 S. Caroline *e Tennessee -1
Minnesota 158
Xentucky 108 Alabame 11 Arkensse 1ess than -1§
Naine 1283

Messachusetts 11
Connecticet 118
¥, Virgine 11
Delsvare 108
Dis. of Cel. 108
" Georglas 108
Californie 9"t
Neu York 9
Virginl @ 93
Maryland [}
Ohio 7
1111nole 73

*Thie amalysis 18 besed on the sasumption that stetes cowpled te federal jaw ot @ poist 1A time cheoss te uwpdate their references te the Pederal
code and adopt the same conformity structwre to provisions in the new tax lev. (Stnce the District of Coluwbdia and Uteh cowple to the persenal
exemption as of 7/75 and 1/78, respectively, it vas asewmed that these juwrisdistions ¢ not wpdate their reference te this prevision.) States
that sstametieally conforw to federal lav are ssowmed Lo retain all festwes of ewrent state lev. In reality, however, state legisiotwes are
likely to respoad te either incr o or decre in state personal incowe tames by adjusting their incowe taz streuctwres. The percomt chenge®

sre Sased o estimates of 1906 state persenal imcome Lax liabilities that weuld b generated wnder pro-referu federal javw and wnder the 1906 Tex
Refora Aot.

*ate are mt yet availadle for these stetes.
These sumbers are preliuinary and subject te change.

SGURCE: ACIR staff cowpilation besed on Policy Economics Growp (PEG), ®A Descriptien of the Linkages Detwesn the Pederal and Stete Persomal
Income Taxz Codes,” August 5, 1905 and data supplied by Policy Fconomics Growp. This research was funded An part by the Ford Foundation. These
estimates are based on microsisul ation modelling of federal and state incowe tax codes. The dets base is conceptually the sawe a3 that weed W
the U.5. Departsent of the Treasury and the Joint Committee on Tazation for analysis and revenve estimates of federal individval incowe lax
changes. The mmber of records in the PFEU data base, however, 19 subatantialiy larger and, therefore, persits the calculation of wesninpful
results al the state levei. The data file was extrapolated besed on Lhe Administration’s Pebruary, 1985 economic forecasts of the mational
economy. All estimates are based on 1986 projected levels of iIncome and are designed o represent the fully phased-in effects of all provistons
in the tax reform plan. All features of gurrent federal and state tax law for 1986, as of June 1S, 1905, vwere simulated by the model,

14
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a fairly large increase in state income taxes -- ranging from 7% to 28%.
Individuals in 15 states would realize scmewhat more moderate increases
in income taxes of less than 1% to 4. State income tax liadilities would
decline in 15 states. Taxpayers in four of these states would experience
fairly substantial decreases in taxes of 9% to 125, whereas liadbilities
would decline by leas than 1§ to 25 in the remaining 9 states. Taxpayers
in 7 states would not be directly affected by tax reform because these
states do not tax personal income.

As indicated in Table 3, the results would be somewhat different if
states that tie to the federal code as of a point in time update their
references to federal law by adopting the same conformity structure to
the new federal provisions. Under this second assumption, individuals in
24 states would experience fairly large increases in income taxes,
taxpayers in 10 states would face a moderate rise; and income taxes would
decline in 10 states. As under the first assumption, 7 states would not

be directly affected by federal reform.

Interpreting the Results
Certain factors should be kept in mind when interpreting these

results. As;;mptioné concerning behavioral responses to several
provisions in the new law have been simulated so as to avoid the
overstatement of the base-broadening effects of most of these provisions.
Use of a static model, therefore, would produce higher tax 1iability
estimates. Since the magnitdde of the long-term behavioral response to

the higher capital gains rate is a controversial issue, other studies may

incorporate different assumptions concerning the behavioral reactions to
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this prbviaion. The response ainulited in this model may be viewed as a
*piddle-of-the-road" estimate between that of a static model and a
response that would result in a decline in federal revenues.

This study presents the fully phased-in effects of all provisions of
the 1986 Tax Act, including behavioral responses to these provisions.
Since some provisions l're not fully phased-in until 1990 and short-term
behavioral responses to these provisions are likely to differ from
long-tern reactions, the rigureé shown here would differ from any
year-to-year estimates of the impact of the tax reform plan. Behavioral
respons?s to the capital gains provision would result in less base
broadening in the near-term than in the long-term. In contrast, the
behavioral response to the passive loss rule is likely to cause greater
base expansion in the short-term. The personal interest expense provision
is likely to result in somewhat more base-broadening when it is fully
phased-in, although this will be offset to a certain extent by behavioral

responses to this provision.

Conclusion

Federal tax reform has the potential of affecting sfate income tax
liabilities since many sta;e income tax codes conform to the federal tax
structure. Preliminary results indicate that the impact of the 1986 Tax
Reform Act on state personal income taxes will dbe quite diverse among the
states. Since many of the federal base-broadening reforms affect
individuals in the middle and upper income levels, the distributional
impact of tax reform on state income taxes will be quite different as
well. Many states, therefore, are likely to respond to federal tax

reform by revising their own income tax codes.






