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I n  t h i s  r e p o r t  t h e  Commission t u r n s  i t s  a t t e n t i o n  once aga in  t o  i m -  
proving t h e  f i s c a l  s t r e n g t h  of S t a t e  and l o c a l  government, a  problem t h a t  
demands cont inuing s tudy .  Strong S t a t e  and l o c a l  government responsive t o  
t h e  needs of i t s  c i t i z e n s  i s  t h e  foundat ion of an enduring f e d e r a l  form of 
government and f i n a n c i a l  c a p a b i l i t y  circumscribes governmental s t r e n g t h .  

The pe r sona l  income t a x ,  t h e  s p e c i f i c  o b j e c t  of our p r e s e n t  i nqu i ry ,  
has now been used by t h e  Federa l  Government and by some S t a t e s  f o r  a  h a l f  
cen tury .  I t s  appearance i n  l o c a l  t a x  systems i s  more r e c e n t .  The annual  
revenue con t r ibu t ion  of t h i s  t a x  h a s  now reached $50 b i l l i o n  a t  t h e  Fede ra l  
and $4 b i l l i o n  a t  t h e  S t a t e  and l o c a l  l e v e l .  

An examination of t h e  intergovernmental  a spec t s  of t h i s  major revenue 
producer i s  now very  t ime ly .  Continuing economic p r o s p e r i t y  and n a t i o n a l  
p o l i c i e s  t o  s u s t a i n  t h a t  p r o s p e r i t y  a r e  focus ing  p u b l i c  a t t e n t i o n  on t h e  
revenue responsiveness  of t h i s  t a x  t o  economic growth a t  a  t ime when p o l i t -  
i c a l  l e a d e r s h i p  i n  a l l  p a r t s  of t h e  country i s  preoccupied w i t h  acceptab le  
ways t o  r e l i e v e  t h e  p e r s i s t e n t  revenue p re s su re  on S t a t e  and l o c a l  govern- 
ments. Simultaneously, reduct ions  i n  Fede ra l  t a x  r a t e s  a t  l e a s t  open up 
t h e  p o s s i b i l i t y  t h a t  t h e  S t a t e s '  elbow room i n  t h e  income t a x  f i e l d  i s  be ing  
en larged .  

I n  t h i s  con tex t ,  t h e  Commission addresses  i t s e l f  t o  s e v e r a l  i n t e r -  
r e l a t e d  ques t ions :  

1. What should be t h e  r o l e  of t h e  pe r sona l  income t a x  
i n  S t a t e  t a x  systems and what p a r t ,  i f  any, should 
t h e  Fede ra l  Government p l ay  i n  f a c i l i t a t i n g  t h a t  
r o l e ?  

2 .  What should be t h e  r e l a t i o n s h i p  between t h e  s t r u c t u r e  
and admin i s t r a t i on  of S t a t e  and Fede ra l  t a x e s ?  

3. How can income t a x  r e l a t i o n s h i p s  among t h e  S t a t e s  
and between S t a t e  and l o c a l  governments be improved? 

Publ ic  Law 86-380 d i r e c t s  t h i s  Commission t o  p o i n t  t h e  way t o  t h e  
most d e s i r a b l e  a l l o c a t i o n  of governmental revenues among t h e  s e v e r a l  l e v e l s  
of government, more o r d e r l y  and l e s s  competi t ive f i s c a l  r e l a t i o n s h i p s  be- 
tween governments, and reduced t a x  compliance burdens. Changes i n  pe r sona l  
income t a x a t i o n ,  a s  our recommendations make c l e a r ,  a f f o r d  a  p r k e  oppor- 
t u n i t y  t o  advance toward t h e s e  goa l s .  

This  r e p o r t  w a s  adopted by t h e  Commission on October 17-18, 1965. 

Frank Bane 
Chairman 
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WORMING PRQGEDUaES OF THE C 

This statement of the procedures followed by the Advisory 
Commission on Intergovernmental Relations is intended to assist the 
reader's consideration of this report, The Commission, made up of 
busy public officials and private persons occupying positions of 
major responsibility, must deal with diverse and specialized subjects. 
It is important, therefore, in evaluating reports and recomendations 
of the Commission to know the processes of consultation, criticism, 
and review to which particular reports are subjected, 

The duty of the Advisory Comnission, under Public Law 86-380, is 
to give continuing attention to intergovernmental problems in Federal- 
State, Federal-local, and State-local, as well as interstate and inter- 
local relations. The Commission's approach to this broad area of 
responsibility is to select specific, discrete intergovernmental 
problems for analysis and policy recornendation. In some cases, matters 
proposed for study are introduced by individual members of the 
Commission; in other cases, public officials, professional organizations, 
or scholars propose projects, In still others, possible subjects are 
suggested by the staff. Frequently, two or more subjects compete for 
a single "slot" on the Commission% work program. In such instances 
selection is by majority vote, 

Once a subject is placed on the work program, a staff member is 
assigned to it. In limited instances the study is contracted for with 
an expert in the field or a research organization. The staff's job is 
to assemble and analyze the facts, identify the differing points of 
view involved, and develop a range of possible, frequently alternative, 
policy considerations and recomendations which the Commission might 
wish to consider. This is all developed and set forth in a preliminary 
draft report containing (a) historical and factual background, 
@Co) analysis of the issues, and (c) alternative solutions. 

The preliminary draft is reviewed within the staff of the 
Commission and after revision is placed before an informal group of 
"critics" for searching review and criticism, In assembling these 
reviewers, care i s  taken to provide (a) expert knowledge and (b) a 
diversity of substantive and philosophicab viewpoints. Additionally, 
representatives of the American Municipal Association, Council of 
State Governments, National Association of Counties, U .  S .  Conference 
of Nayors, U .  S. Bureau of the Budget and any Federal agencies directly 
concerned w i t h  the subject matter participate, along with the other 



" c r i t i c s i '  i n  reviewing the  d r a f t ,  It should be emphasized t h a t  
p a r t i c i p a t i o n  by an  ind iv idua l  o r  o rgan iza t ion  i n  t he  review process  
does not  imply i n  any way endorsement of the  d r a f t  r epo r t .  C r i t i -  
cisms and suggest ions a r e  presented;  some may be adopted, o t h e r s  
r e j e c t e d  by t h e  Commission s t a f f .  

The d r a f t  r epo r t  i s  then r ev i sed  by t h e  s t a f f  i n  l i g h t  of 
c r i t i c i s m s  and comments rece ived  and t r ansmi t t ed  t o  t he  members of 
the  Commission a t  l e a s t  two weeks i n  advance of t h e  meeting a t  which 
i t  i s  t o  be considered.  

I n  i t s  formal cons idera t ion  of t h e  d r a f t  r e p o r t ,  t h e  Coxmission 
r e g i s t e r s  any genera l  opinion i t  may have a s  t o  f u r t h e r  s t a f f  work 
o r  o the r  cons ide ra t ions  which i t  be l i eves  warranted. However, most 
of the  time a v a i l a b l e  i s  devoted t o  a  s p e c i f i c  and d e t a i l e d  exami- 
na t ion  of conclusions and p o s s i b l e  recommendations. Di f fe rences  of 
opinion a r e  a i r e d ,  suggested r e v i s i o n s  d iscussed ,  amendments 
considered and voted upon, and f i n a l l y  a  recommendation adopted ( o r  
modified o r  d i l u t e d  a s  t he  case  may be) wi th  ind iv idua l  d i s s e n t s  
r e g i s t e r e d ,  The r e p o r t  i s  then r ev i sed  i n  t h e  l i g h t  of Commission 
dec is ions  and s e n t  t o  t he  p r i n t e r ,  w i t h  footnotes  of d i s s e n t  by 
ind iv idua l  members, i f  any, recorded a s  app ropr i a t e  i n  t he  copy. 
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Chapter P 

FINDINGS AND RECOMMENDATIONS 

The times are auspicious for reexamining intergovernmental relations 
in personal income taxation. Changes in both Federal and State income tax 
policies and viewpoints are affecting interrelationships with significant 
implications for "the conventional wisdom9' on how best to accommodate them 
to one another, how best to coordinate them. 

FACTORS AFFECTING INTERGOVERNMENTAL RELATIONS 
IN PERSONAL INCOME TAXATION 

The Problem of Tax Overlapping 

Some Americans have lived with overlapping Federal and State taxa- 
tion of their personal incomes for half a century; nearly two-thirds of them 
for a quarter century. An additional number have now had years of experi- 
ence with Federal-local duplication. 

Since its introduction with modest tax rates and generous personal 
exemptions, the personal income tax has become the National Government's 
major tax source. It is presently producing at an annual rate of approxi- 
mately $50 billion. Some States experimented with income taxes as long as 
a hundred years ago, but the modern State personal income tax is largely a 
contemporary of the Federal tax The 33 States that now collect this tax 
raise over $34 billion from it& About half of them, however, do not use 
the tax effectively. This circumstance and the uneven distribution of per- 
sonal incomes among the States explain the fact that 10 States collectively 
account for 80 percent of all State collections. 

Since we limit our discussion to '"broad-based personal income taxes now 
in operation, our count of 33 State taxes excludes (a) the New Jersey 
"commuters"' income tax, which applies only to New York residents work- 
ing in New Jersey, (b) the New Hampshire and Tennessee taxes, which are 
limited to income from interest and dividends, and (c) -the newly enacted 
Nebraska personal income tax which becomes effective on January 1, 1967, 
and then only if approved by referendum. . Some of the subsequent discus- 
sion, particularly that relating to legislative developments, necessarily 
includes the Nebraska tax. 



Over the years, overlapping income taxation has acquired the status of 
an accepted institution. The reconciliation to dual taxation has come more 
quickly in the income tax area than in some of the others. The succession of 
study groups, commissions, and tax experts who had labored since the turn of 
the century in behalf of a separation of the major tax sources, assigning each 
tax to one or another level of government, gradually abandoned their favorite 
remedy when they prescribed for income taxation. The record is inconclusive 
and we can only surmise their reasons for excluding the income tax from pro- 
grams of revenue separation. 

One likely factor was general appreciation that the deductibility of 
State taxes for Federal income tax purposes affords some relief from the dual 
tax burden and that the degree of relief increases the higher the tax rate 
otherwise applicable to the taxpayer. This particularly impressed those trou- 
bled by the possibility that the addition of State to Federal tax rates might 
pre-empt substantially all income in the upper brackets. 

It is relevant, too, that much of the support for the separation of 
State and Federal revenue sources stemmed from preoccupation with the States' 
problems. The States were believed to be at a tactical disadvantage, as com- 
pared with the Federal Government. Revenue separation was viewed as a device 
by which the National Government would relinquish tax sources to the States, 
not vice versa. The inappropriateness of this prescription for income taxa- 
tion became progressively clearer as the Federal ~overnment's revenue require- 
ments and the degree of its reliance on income taxation increased. The states' 
stake in the income tax, in any event, did not appear to be large. Only a few 
States derived significant revenue from it; most of the industrialized Stares 
did not use it at all. 

Perhaps more important than any of these considerations was the spread 
of techniques for alleviating the double compliance burdens of taxpayers and 
keeping down the cost of dual tax enforcement. The tendency of States to 
adopt some Federal Revenue Code definitions, their ready access to Federal tax 
returns, their opportunity to exchange audit results with the Internal Revenue 
Service, and the development of tax withholding to ease the payment and col- 
lection of taxes on wages and salaries, all helped to allay concern over com- 
pliance burdens and enforcement costs. The fact that the employment of tax 
practitioners for preparing tax returns became general, particularly among 
large income recipients--those most likely to be affected by the more complex 
provisions of duplicating revenue laws--also may have played a part in the 
acceptance of tax overlapping. 

While the familiar checklist of the different kinds of taxes used by the 
several categories of government designed to dramatize the extent of overlap- 
ping for years has had two, three, or more checkmarks opposite most taxes, the 
discerning have long recognized that a large degree of tax separation does in 
fact exist in the American system. The perceptive knew that the National Gov- 
ernment obtained about 80 percent of its tax revenues from personal and corpo- 
rate income taxes; that local governments derive over 85 percent of theirs 
from property taxes; that States depend for nearly two-thirds of theirs on 
consumption taxes; and that tax overlapping, in the aggregate, involves not 
more than a sixth of ail tax collections. 



Those concerned with the pat tern  of tax  burden d i s t r i bu t i on  were con- 
soled by the  f ac t  tha t  the Federal Government, which re l i ed  so largely  on the  
graduated income tax,  was the major and the growing tax  co l lec to r .  Similarly,  
those preoccupied with the  re la t ionship  between tax  policy and s tab le  economic 
growth reckoned primarily with Federal po l ic ies ,  believing tha t  budgetary con- 
s t r a i n t s  necessar i ly  immobilized S t a t e  and loca l  government--that these  govern- 
ments, preoccupied with the need f o r  s tab le  revenues, lacked the income f l ex i -  
b i l i t y  required t o  pract ice  f i s c a l  po l ic ies  other than "budget balancing.'' 

The changed role  of government i n  American l i f e  s ince  the  Second World 
War, pa r t i cu la r ly  i n  the par t s  played by the Federal Government on the one hand 
and S t a t e  and loca l  governments on the other ,  has had important consequences 
fo r  income tax re la t ionships ,  including the problem of income tax overlapping. 

The F i sca l  P l igh t  of S t a t e  and Local Governments 

The overriding f i s c a l  need of S t a t e  governments (including t h e i r  loca l  
governments) i s  more t ax  revenue, pa r t i cu la r ly  a tax  source with a strong rev- 
enue growth potent ia l  i n  a growing economy. This immediately focuses a t t en t i on  
on the personal income tax  because, i n  a majority of the  S ta tes ,  it i s  e i t h e r  
the l e a s t  e f fec t ive ly  used major tax  source o r  not used a t  a l l ,  and because i t  
responds to  economic growth more than any other tax. 

As we point out i n  the immediately following chapter, S t a t e  and loca l  
spending has been r i s i ng  a t  an unprecedented annual r a t e  of 8 percent to  9 per- 
cent a year,  s t r i k ing ly  f a s t e r  than the    at ion's output of goods and services  
(GNP). A 145 percent post-war increase i n  GNP has been accompanied by nearly 
a 300 percent increase i n  Sta te- local  general government expenditures. 

The  ati ion's growing economic affluence generates more than a propor- 
t iona te ly  increased demand for  more, be t t e r ,  and c o s t l i e r  governmental services ,  
and the  impact of t h i s  r i s i ng  demand f a l l s  primarily on the S ta tes  and t h e i r  
loca l  governments because the provision of most governmental services  i s  p r i -  
marily t h e i r  responsibi l i ty .  This feature  of our system of government explains 
the  f ac t s  t ha t  between 1948 and 1964 the  annual level  of S t a t e  and loca l  gov- 
ernments' spending for  general government purposes increased by $52 b i l l i o n  
compared with a $14 b i l l i o n  increase i n  Federal general expenditures fo r  c i v i l -  
ian  domestic purposes; t ha t  the number of t he i r  employees increased by 90 per- 
cent compared with 22 percent (Federal c iv i l i an ) ;  and t ha t  t h e i r  per cap i ta  
debt increased $355 while Federal per cap i ta  debt ac tua l ly  declined by $91. 

Moreover, the  recent r a t e  of increase i n  S t a t e  and loca l  spending can 
be expected t o  pe r s i s t  a t  l e a s t  fo r  some years because the forces t ha t  produced 
i t  continue t o  be operative and addi t ional  ones a r e  developing. The t o t a l  pop- 
u la t ion  and the proportion of i t  consist ing of older prople and of those l iv ing  
i n  the r e l a t i ve ly  c o s t l i e r  urban areas w i l l  continue t o  r i s e .  Also, a s  the 
people's prosperi ty continues to  improve, t h e i r  demand fo r  improved community 
amenities w i l l  grow apace. The National Government's emphasis on soc i a l  pro- 
grams t o  speed the rea l iza t ion  of "great society" goals w i l l  operate i n  the 
same direct ion.  
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We have in mind also the need to correct the accumulated deficiencies 
in public facilities and services in the many parts of the country bypassed 
by recent improvements. The publicized improvements in such national averages 
as per pupil expenditures for public education, per case expenditures for gen- 
eral relief, and per capita public health expenditures obscure the fact that 
the level of program support in some States is barely half, in some only a 
third, of that found in the leader States. 

In contemplating the future, we must reckon also with the fact that as 
time goes on, the scope of services provided by State and local governments 
will tend to increase because programs now known only to a few pioneering com- 
munities will tend to become the accepted norm. The educational and welfare 
cost implications of a national undertaking to rectify the educational and 
employment handicaps of the underprivileged, for example, can easily add sev- 
eral billion dollars to the annual level of spending within the next several 
years. 

The ability of State and local governments to meet their growing revenue 
needs is becoming an increasing intergovernmental concern. On the one hand, 
the economic, social, and international policy objectives of the Federal Gov- 
ernment create part of the increasing demands being made on State and local 
governments. On the other hand, these same national objectives are jeopardized 
when inadequate revenues oblige these governments to leave critical needs unmet. 
Congressional recognition of this Federal-State-local interdependency is being 
demonstrated with increasing frequency by the enactment of grant programs in 
functional areas hitherto left to State and local initiative. 

While State and local governments' revenue needs continue to rise sig- 
nificantly faster than the economy, the revenue yield of their tax systems, 
apart fromthe contribution of new enactments and rate increases, does well to 
keep pace with economic growth. This results from the kind of taxes they 
employ. Consumer and property taxes account for over three-fourths of all 
State and local tax revenues. As we point out in Chapter 2, an increase in 
the GNP of say 10 percent raises total consumer tax receipts by less than 10 
percent because, as people's incomes rise, they tend to devote a declining 
share to some categories of consumer expenditures. The response of the prop- 
erty tax to economic growth also has tended to be less than proportional 
although the more recent evidence suggests that, for the present at least, 
property tax revenues (with benefit of new construction and rising8property 
values) keep pace and possibly somewhat outpace the economic growth rate. In 
contrast, the personal income tax has a very striking growth potential, as the 
Federal income tax has made clear for some years. As income levels rise, sin- 
gle persons and families with very low incomes move into taxable brackets and 
those in the lower brackets into the adjoining higher tax rate brackets. How- 
ever, since the personal income tax, even after its recent rapid growth, pro- 
vides only about 14 percent of State and only 8 percent of combined State and 
local tax revenues, its present influence on total State and local tax systems 
is quite diluted. 

The income tax is of timely interest also because State activity in this 
field--new enactments as well as rate adjustments--is on the increase. Also, 



S t a t e s  a r e  beginning t o  experiment w i th  using the  income t a x  t o  b lunt  t h e  bur- 
den of t h e  two major l o c a l  and S t a t e  taxes  ( r e a l  p roper ty  and r e t a i l  s a l e s )  on 
t h e  v e r y  low income groups. 

I n  Chapter 3,  where we t r a c e  t h e  income t a x  movement i n  t h e  S t a t e s ,  we 
poin t  out  t h a t  a f t e r  t h e  f r enz i ed  l e g i s l a t i v e  a c t i v i t y  during t h e  Depression, 
t h e  income t a x  movement came t o  an abrupt  h a l t  on the  eve of World War 11. 
Af te r  1937, nea r ly  a  q u a r t e r  century  went by w i t h  u t  a  s i n g l e  S t a t e  j o in ing  
t h e  S t a t e s  t h a t  had an income t a x  by t h a t  time. l9 More r e c e n t l y ,  S t a t e  
income t a x  a c t i v i t y  has resumed. I n  1961 West V i rg in i a ,  i n  1963 Indiana ,  and 
i n  1965 Nebraska adopted t h i s  tax. Severa l  o the r  S t a t e s  a r e  a c t i v e l y  debat ing 
i t s  adoption. Moreover, during 1965, 8 S t a t e s  increased  t h e i r  personal  income 
t a x  r a t e s .  

Recently,  four  S t a t e s  have embarked on using t h e i r  income t axes  t o  f r e e  
t he  low income groups of excess ive  s a l e s  and proper ty  t a x  burdens. Wisconsin 
uses  t he  v e h i c l e  of i t s  income t a x  t o  r e b a t e  t o  e l d e r l y  people a  po r t ion  of 
t h e i r  p roper ty  t a x  b i l l  i n  excess  of a  prescr ibed  percentage of t h e i r  income. 
Indiana,  Colorado, and Hawaii use t h e  income t a x  t o  r e l i e v e  taxpayers  of s a l e s  
t axes  pa id  on s p e c i f i e d  amounts of food purchases.  I n  each in s t ance ,  t he  
r e l i e f  i s  provided i n  t h e  form of a  c r e d i t  aga ins t  income t a x  l i a b i l i t y  w i th  
cash refunds (negat ive  t a x  c r e d i t )  t o  those whose income t a x  l i a b i l i t y  i s  i n -  
s u f f i c i e n t  t o  exhaust t h e  c r e d i t .  

I n  an e a r l i e r  r epo r t  we descr ibed  the  spreading competi t ion among S t a t e s  
and communities f o r  commerce and indus t ry .  21 For some, the  primary motivat ion 
i s  t o  provide employment and increased  bus iness ;  f o r  o t h e r s ,  t he  prospect  of 
added t a x  revenue without  t a x  r a t e  increases .  Whatever the  motivat ion,  t h e  
a b i l i t y  t o  a t t r a c t  new business  f i rms  and t o  hold on t o  o ld  ones i s  r a p i d l y  
becoming a  symbol of p o l i t i c a l  l eadersh ip .  

The l e v e l  of t a x  r a t e s  i s - -o r  a t  l e a s t  i s  be l ieved  t o  be--a f a c t o r  i n  
t h i s  competit ion. P o l i t i c a l  l eadersh ip  s e n s i t i v e  t o  t h i s  i s s u e  p l aces  a  pre-  
mium on spreading the  t a x  load among a s  many d i f f e r e n t  kinds of  t axes  a s  pos- 
s i b l e  (and i n  making the  base of each t a x  a s  broad a s  poss ib le )  so  t h a t  t a x  
r a t e  l e v e l s  requi red  t o  produce t h e  necessary amount of  revenue can be mini- 
mized. This  l i n e  of reasoning f o s t e r s  i n t e r e s t  i n  t h e  income t a x  i n  S t a t e s  
now without  t h i s  t a x  and i n  those  wi th  r e l a t i v e l y  i n e f f e c t i v e  income taxes .  

S t a t e  i n t e r e s t  i n  income t a x a t i o n  i s  enhanced a l s o  by the  improved 
s t a b i l i t y  of i t s  y i e l d .  The few S t a t e s  t h a t  had r e l a t i v e l y  well-developed 
income taxes  by t h e  1930's were hard h i t  by the  impact of t h e  Depression on 

11 Alaska adopted i t s  tax i n  1949, when i t  was s t i l l  a  t e r r i t o r y .  - 
21 I n d u s t r i a l  Development Bond Financing (A-18), June 1963. - 
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their collections, all the more damaging because States lack the statutory 
authority to use deficit financing for operating costs. En the ensuing empha. 
sis on states' need for depression-proof taxes, the income tax was understand- 
ably downgraded. Increasing public confidence in the ability of national eco- 
nomic policy to sustain stable economic growth and to prevent the recurrence 
of serious economic recessions is gradually offsetting this "unstable revenue 
yield" association with income taxes. 

At the same time, national preoccupation with social and economic poli- 
cies to improve the lot of the economically underprivileged groups in the pop- 
ulation is focusing attention on the pattern of State tax burdens and more 
particularly on the potential usefulness of the income tax in reshaping the 
distribution of State tax burdens to harmonize better with national social 
policy objectives. 

Rising State and local consumer and property tax rates are increasing 
the weight of regressive and business cost taxes at a time when Federal fiscal 
policies are reducing the progressiveness of the Federal income tax, The in- 
creasing regressivity of the  ati ion's total tax structure undercuts the Admin- 
istration's efforts to wage war on poverty through direct expenditure programs 
and Federal tax revision. 

In a very real sense, the growing weight of regressive State and local 
taxes tends to frustrate these governments' own revenue objectives. It is 
obliging them to mandate costly, inefficient, and clumsy tax exemptions, thus 
aggravating their revenue shortages. Exemption of food from sales taxes is 
the outstanding example. Exemption of the aged and veterans from property 
taxes, discussed in one of our earlier reports, is another. L/ The search for 
more economical ways to mitigate the burden of consumer and property taxes on 
the low income groups is also contributing to the revival of State interest in 
personal income taxation. 

The Role of the Federal Government 

We have already noted that although both the Federal Government and the 
States have been active in income taxation for about 50 years, the field has 
been dominated by the Federal Government, particularly since World War 11. 
The virtual halt in the State income tax movement noted above is at Least pas- 
tially traceable to the "pre-emptive" high Federal tax rates. For more than 
three decades, as the Federal Government pursued its objective of placing more 
and more relative dependence on income taxes, it was generally assumed that 
increasingly higher Federal tax rates was the wave of the future, dirrrfnishing 
the scope for State participation in this tax area. 

Now, for the first time since the 19201s, the National Government is 
embarked on an economic policy, initiated with the 1964 income t a x  redlzct:i.ons, 

1/ The Role of the States in Stren~theninp the Property Tax ( A - L 7 ) ,  June 1963 ,  - 
Vol. 1, Chap. 8. 



t h a t  ho lds  out  t h e  prospect  of s twcessive f u t u r e  L a  i d t  t ~ . r ~ < i ~ i i t ~ ~ l j l ~ ,  ' j :  i b >  ,: 
t ak ing  p lace  aga ins t  a  background of i nc reas ing  acceptance of t he  t i i e~ :  ;( L i l a ~  
by reducing the  f i s c a l  drag,  t a x  reduct ions  car; cowtr ibute  t o  s t a b i e  ec>onomlL 
growth s o  t h a t  revenue p roduc t iv i ty  can be preserved and iricrtlclsed despite 
lower t a x  r a t e s .  Presumably, t h i s  en l a rges  somewhat the  p o t e n t i a l  01 S"ia!tt 
income t axa t ion ,  both by leaving the  S t a t e s  more "elbow room" and by enilaficirrg, 
t h e  revenue p roduc t iv i ty  of t h e i r  t axes  a t  any r a t e  Level. 

Mention should be made a l s o  of t he  inc reas ing  publ ic  emphasis placed on 
t h e  s t a t e s '  needs f o r  more revenue by the  l eade r sh ip  of t%e Matlon37 A L i l ~ r l i b -  
t r a t i o n  i n  r ecogn i t i on  of t h e  kty  ole of S t ace  aild i cva l .  goirerimcili t .  1 . 1  1 :. 
a t ta inment  of n a t i o n a l  economic and s o c i a l  p o l i c i e s .  F i n a l l y ,  a r e c e n t l y  
developed i n t e r e s t  i n  proposals  t h a t  t h e  Federa l  Government share sGme of i t s  
Federa l  income t a x  revenue w i t h  t h e  S t a t e s  i s  throwing t h e  s p o t l i g h t  on t h e  
vary ing  e f f e c t i v e n e s s  w i t h  which the  S t a t e s  a r e  u t i l i z i n g  t h e i r  own powers * L O  

t a x  personal  incomes. 

The Need f o r  Reexamination 

It i s  c l e a r ,  then ,  t h a t  both r ~ d t i o u a l  and S t a t e  developments ctrrabi ne t o  
make t h i s  a  p rop i t i ous  time t o  reexamine intergovernmental  income t ax  r e l a t i o n s ,  
i n  t h e  i n t e r e s t  of augmenting t h e  f i s c a l  resources  of t he  S t a t e s ,  lending sup- 
p o r t  t o  t h e  po l i cy  o b j e c t i v e s  of t h e  National  Government, and explor ing  new 
o p p o r t u n i t i e s  f o r  reducing t h e  compliance burdens of taxpayers  and improvi.ng 
t h e  e f f i c i e n c y  of t a x  admin i s t r a t i ons .  

I n  s h o r t ,  t he  problem we pose f o r  ourse lves  i n  t h i s  r e p o r t  i s  imw b e s t  
t o  adapt  S t a t e  income t a x a t i o n  and more p a r t i c u l a r l y  Federa l -S ta te  iiiccmt: t a x  
r e l a t i o n s h i p s  t o  t h e  emerging economic, f i s c a l ,  and p o l i t i c a l  environment. As 
t h e  foregoing d i scuss ion  and more p a r t i c u l a r l y  t h e  d e t a i l s d  d i scuss ion  i n  sub- 
sequent chap te r s  makes c l e a r ,  our cons ide ra t ion  of ch i s  problem i s  inf luenced 
by a  number of o b j e c t i v e s  we deem t o  be of t imely importance: 

The need t o  improve t h e  revenue producing s t r e n g t h  of 
S t a t e  and l o c a l  t a x  systems; 

The need t o  i nc rease  the  revenue responsiveness  ( e l a s -  
t i c i t y )  of S t a t e  and l o c a l  t a x  systems t o  ecouonlic 
growth; 

The need t o  minimize t h e  l e v e l  of t a x  r a t e s ,  t o  o f f s e t  
each s t a t e ' s  f e a r  of  competi t ion for  commerce and 
indus t ry  from the  o the r  S t a t e s ;  

The need t o  enable t he  S t a t e s  t o  r e t a i n  maximum coa t ro l  
over t h e  s t r u c t u r e  of t h e i r  t a x  systems; 

The need t o  minimize j u r i s d i c t i o n a l  c o n f l i c t  beLween 
S t a t e s ;  



The need for conforming the tax burden distribution 
of State and local tax systems (particularly on 
those with small incomes) to national social policy 
objectives; 

The need to preserve the Federal ~overnment's freedom 
of income tax action for future national crises; and 

The need to minimize the compliance burdens of taxpayers, 
improve the operating efficiency of tax administra- 
tions, and foster tax simplifi.cation. 

We turn now to an examination of the issues we believe to be control- 
ling in the accommodation of State and Federal personal income taxes in the 
light of these requirements. Hare specifically, we address ourselves to these 
questions: 

1. 

2. 

3 .  

4.  

5 .  

6 .  

What should be the role of the personal income tax 
in State tax systems? 

What part, if any, should the Federal Government 
play in facilitating that role? 

What should be the relationship between the struc- 
ture of State and Federal income taxes? 

How can Federal-State administrative cooperation 
be enhanced? 

How can income tax relationships among States be 
improved? 

How can State-local income tax relationships be 
improved? 

These problems are here examined in the order enumerated. 

It will be noted that we deliberately exclude from our present con- 
siderations the range of issues associated with proposals that the Federal 
Government relinquish some of its revenues to State and local governments. 
These proposals have taken various forms. Iri recent months considerable 
public attention has focused on the suggestion that when it again becomes 
opportune for the Federal Government to reduce income taxes, it consider the 
alternative of diverting part of its surplus revenues to relieve the fiscal 
pressures on State and local governments. We do not here consider this group 
of proposals. It is subject enough for a separate report. It is in any event 
tangential to our present concern with the need to strengthen the Federal sys- 
tem by helping the States to help themselves out of their own resources. We 
have undertaken to examine the persona: income tax in this context because a 
majority of the States are presently not using it at all or use it only in- 
effectively and this interstate variation contributes significantly to the 
wide divergence in the comparative tax efforts made by the fifty States. 



POLICY ISSUES AND RECOMMENDATIONS 

The Role of the Income Tax in State Tax Systems 

The personal income tax presently supplies about 14 percent of the 
States1 and about 8 percent of State and local governments1 aggregate tax 
revenues. Its relative role in individual States varies widely not only 
because of differences in the level of personal incomes but also because of 
different degrees of taxation. 

One-third of the States do not tax personal incomes at all and another 
third tax them at relatively low effective rates. In contrast, the National 
Government obtains more than half of its tax revenue from this source. Of the 
American people's annual tax payments on their personal incomes, 93 percent is 
to the Federal Government, only 7 percent to State and local governments. The 
Federal payments, aggregating now about $50 billion, come from about 51 mil- 
lion families and single persons in all parts of the country; the $4 billion 
State and local payments probably come from about 25 million taxpayers living 
in about two-thirds of the States, which exclude some of the most industrial- 
ized high-income sections of the country. 

The question before us is whether State and local governments should be 
encouraged to place greater reliance on this kind of tax. The case for doing 
so rests principally on these considerations: 

1. The overriding fiscal problem of the States is their need 
for additional revenue and especially for a tax source that 
responds more than proportionately to economic growth. The 
personal income tax has a greater capability for producing 
an accelerating amount of revenue in response to rising 
economic activity than any other tax now in use. 

2. Increased use of the income tax would permit lesser reli- 
ance on other taxes and enable State and local governments 
to spread their tax take among more taxes, thus permitting 
all tax rate levels to be minimized to reduce State vul- 
nerability to and political leadersf concern with tax com- 
petition from other States. 

3. Since the burden distribution of the income tax, unlike 
that of most taxes, can be predetermined, increased income 
tax use would enable political leadership to guide the dis- 
tribution of a larger share of the State tax burden to 
accord with their voters' preferences. 

4. The personal income tax provides the most effective way for 
exempting the disadvantaged members in American society-- 
the poor--from some of the burden of State and local tax- 
ation. This fact takes on increasing importance as national 
policy objectives encompassed in the anti-poverty program 
gain dominance, as the significance of the State and local 



s e c t o r  i n  t he  t o t a l  government opera t ions  inc reases  and a s  
t h e  weight of n a t i o n a l  pay ro l l  t axes  t o  f inance  s o c i a l  
s e c u r i t y  programs grows heavier .  

f i  

5. A g r e a t e r  r e l i a n c e  on t h e  personal  income t a x  would con- 
t r i b u t e  t o  improving the  f a i r n e s s  of S t a t e  and l o c a l  tax-  
a t i o n  a l s o  by permi t t ing  a  l a r g e r  share  of t he  t a x  burden 
t o  be ad jus ted  t o  the  s i z e  of t he  family through an exemp- 
t i o n  system--a c r i t e r i o n  t y p i c a l l y  d is regarded  by the  
proper ty  t a x  and v i o l a t e d  by t h e  s a l e s  tax .  The unique 
a b i l i t y  of t h e  income t a x  t o  t r e a t  i nd iv idua l s  and house- 
ho lds  wi th  equal  income equa l ly  grows i n  importance a s  
t h e  margin between people ' s  incomes and t h e i r  consumer 
expenditures  widens and a s  family homesteads become l e s s  
and l e s s  i n d i c a t i v e  of taxpaying a b i l i t y .  

A case ,  however, can be made f o r  t he  con t r a ry  p o s i t i o n ,  i n  favor  of 
t he  p ropos i t i on  t h a t  S t a t e  income t a x a t i o n  should be kept  a t  p re sen t  r e l a -  
t i v e l y  nominal l eve l s .  The arguments i n  favor  of t h i s  p o s i t i o n  a r e  these :  

The National  ~ o v e r n m e n t ' s  freedom of t a x  a c t i o n ,  espe- 
c i a l l y  important i n  t imes of emergency, should no t  be 
reduced by increased  S t a t e  dependence on income taxa-  
t i o n .  I t  w i l l  be r e c a l l e d  t h a t  Canada and A u s t r a l i a  
found i t  necessary " t o  buy out" t h e i r  S t a t e s '  s t a k e  i n  
t h e  income t a x  t o  f inance  World War 11. 

S t a t e s  i n  ques t  of more r ap id  economic development may 
want t o  r e l y  on i n d i r e c t  (consumer) taxes  r a t h e r  than  
d i r e c t  t axes  on personal  incomes which tend t o  d u l l  i n -  
cen t ives .  S t a t e s  concerned wi th  revenue s t a b i l i t y  may 
have s i m i l a r  preferences .  

Since the  personal  income t a x  i s  s u i t e d  bes t  t o  h igh ly  
i n d u s t r i a l i z e d  S t a t e  economies, i t  cannot produce s i g -  
n i f i c a n t  amounts of revenue e f f i c i e n t l y  f o r  some S t a t e s .  

The s t a t e s '  freedom t o  pursue d i f f e r e n t  t a x  p o l i c i e s  i s  
one of the  cher i shed  f e a t u r e s  of t h i s  f e d e r a l  system and 
should be fos t e red .  

The more l imi t ed  S t a t e  t a x a t i o n  of income, t he  l e s s  t he  
degree of S ta te -Federa l  t a x  overlapping,  and overlapping 
i s  incompatible w i th  t h e  peop le ' s  p reference  f o r  t a x  
s i m p l i c i t y ,  f o r  a  c l e a r  s epa ra t ion  of revenue sources 
among government l e v e l s .  

our judgment, t he  argument i s  i n  favor  of expanding the  r o l e  of per-  
sona l  income taxes  i n  S t a t e - l o c a l  t a x  systems. I n  a r r i v i n g  a t  t h i s  conclusion 
we have sought d i l i g e n t l y  t o  avoid t h e  s a l e s  t a x  E. income t a x  i s s u e .  We 
dec l ine  t o  express  ourse lves  on t h a t  p o i n t l e s s  controversy.  We hold t h i s  t o  



be a fruitless debate from the longer run ~iewpoint becduse, as time pro- 
gresses, States will be left with less and less freedom to choose between 
taxes; increasingly they will be obliged to use all of them. 

Income and sales taxes, to be sure, have very different attributes. 
However, the States' need for revenue is so compelling as to overshadow even 
such significant differences among taxes as the pattern of their burden dis- 
tribution. We have identified a variety of national policy objectives that 
can be realized only to the extent that the States (including the'? local gov- 
ernments) have the revenue to finance their share of them. Since many of 
these programs concentrate on improving the well-being of the less prosperous 
groups in the population, the benefits these groups stand to forego, if State 
and local governments default on these programs for lack of funds, loom large 
even in relation to the low-income group's stake in the difference between 
the tax burden patterns of different kinds of taxes. 

We have noted with interest also that sales tax and income tax advo- 
cates are beginning to find some bases of reconciliation now that the useful- 
ness and practicability of income tax credits for relieving the burden of 
sales taxes on low-income groups has been demonstrated (Indiana, Colorado, 
and Hawaii) . 

We appreciate also that the aversion to income taxation at the State 
level is in some ways associated with forebodings about its potential misuse 
for "soak the rich" and other non-revenue objectives. It would appear, how- 
ever, that the restraining influence exerted on State political leadership by 
the hard facts of interstate tax competition, limited State taxing jurisdic- 
tion, and mobility of business firms and people--factors of increasing influ- 
ence since World War 11--will tend to quiet public apprehensions about the 
possible misuse of personal income taxation by State legislators. 

Recommendation No. 1. The Commission recognizes that the proper 

role of the personal income tax in a State's tax system must be determined 

by the State, for itself, on the basis of its revenue needs, resources, and 

its people's preference among types of taxes. The Commission, however, 

recommends for reasons states in this report, that in formulating their 

tax policies, States without the personal income tax give early and careful 



cons ide ra t ion  t o  incorpora t ing  it i n t o  t h e i r  t a x  system and t h a t  those  - 
1 / p r e s e n t l y  employing a  r e l a t i v e l y  i n e f f e c t i v e  income t a x  s t r eng then  i t  ,- 

The Federal  Role i n  t h e  S t a t e  Income Tax Movement 

Since  the  Federal  Government's personal  income t a x  c o l l e c t i o n s  a r e  
approximately 11 times g r e a t e r  than those  of S t a t e  and l o c a l  governnents,  i t s  
income t a x  p o l i c i e s  a r e  c r i t i c a l l y  important  t o  any assessment of  t h e  f u t u r e  
of t h e  S t a t e s '  income taxes .  

1 / - Senator  Ervin ,  Senator  Mundt, Governor Dempsey, and Congresswoman Dwyer 
d i s s e n t  from t h i s  recommendation and s t a t e :  

'Ge s t r o n g l y  d i sagree  w i t h  t h e  a c t i o n  which t h e  Commission has  taken 
h e r e ,  It i s  up t o  each S t a t e  t o  determine t h e  degree t o  which, i f  any, i t  
wishes t o  use  t h e  income t a x  a s  a  source  of revenue f o r  t h e  S t a t e  government. 
Some S t a t e s  w i t h  good reason may decide  no t  t o  use  i t  a t  a l l ;  o t h e r s  wi th  
equal ly  good reason may decide  t o  use i t  ex tens ive ly .  I n  our  view, t h e  
Commission major i ty  i s  wrong on two p o i n t s ,  F i r s t ,  one cannot g e n e r a l i z e  
regarding whether a  t a x  i s  good o r  bad f o r  t h e  Nation a s  a  whole. For ex- 
ample, some S t a t e s , t a k i n g  i n t o  account the  very  heavy burden imposed by t h e  
Federal  income t a x ,  have chosen t o  t r y  t o  lend some balance  t o  t h e  equat ion 
by an emphasis on consumption and p roper ty  t axes .  

"In t h e  second p lace ,  we b e l i e v e  i t  i s  inappropr ia te  f o r  t h e  Commission 
t o  presume upon t h e  independence of  S t a t e  governments i n  suggest ing t h e  types  
of  taxes  which they employ. I n  our opinion,  t h i s  recommendation which the  major i ty  
of  t h e  Commission has chosen t o  adopt i s  not  compatible w i t h  t h e  Commission's 
t r a d i t i o n  of o b j e c t i v i t y  and n e u t r a l i t y  i n  the  examination of ques t ions  of i n t e r -  
governmental r e l a t i o n s  ." 

Congressman Fountain a l s o  d i s s e n t s  and s t a t e s :  

"I favor e f f e c t i v e  S t a t e  use  of  t h e  personal  income t a x  a s  a  product ive  
source  of revenue f o r  s t rengthening S t a t e  government. However, I am d i s a s s o c i -  
a t i n g  myself from t h i s  recommendation a s  s t a t e d  because I b e l i e v e  it i s  l i k e l y  
t o  be  misconstrued.  

"Tax systems and cond i t ions  d i f f e r  among the  S t a t e s  and, a s  t h e  Commission 
has observed, each S t a t e  i s  b e s t  a b l e  t o  judge f o r  i t s e l f  which t axes  a r e  most 
a p p r o p r i a t e  f o r  i t .  Accordingly, t h i s  recommendation could be  viewed a s  g r a t u i t o u s  
advice  t o  those  S t a t e s  which have chosen no t  t o  use  t h e  income t a x ,  o r  t o  use  i t  
only l i g h t l y ,  due t o  l o c a l  cond i t ions  and t h e  Federa l  t a x  s t r u c t u r e .  I b e l i e v e  
t h a t  t h e  proper way t o  encourage g r e a t e r  S t a t e  use  of  t h e  personal  income t a x  
i s  by Federa l  t a x  incen t ives  r a t h e r  ~ h a n  exhor ta t ion."  



The h i s t o r i c a l  evidence marshalled i n  Chapter 3 supports the finding 
tha t  heavy Federal use of the personal income tax,  especia l ly  since 1940, has 
been the s ingle  most importan-t d e t e r r m t  t o  i t s  expanded use by the S ta tes .  
It has enabled the opponents of S ta te  income taxation t o  win the day with the  
argument t ha t  the Federal Government has e f fec t ive ly  "pre-empted" t h i s  tax;  
t h a t ,  therefore,  S ta te  and loca l  governments must necessari ly depend primarily 
on consumer, business, and property taxes. 

We believe i t  to be s ign i f ican t  tha t  not a s ingle  S ta te  adopted a per- 
sonal income tax  between 1937 and 1960, when 12 S ta tes  adopted general sa les  
taxes. Although 3 new Sta te  income taxes have been added since 1960, approxi- 
mately 95 percent of the nearly $4 b i l l i o n  cmren t ly  col lected from t h i s  
source goes to  jur isdic t ions  t ha t  enacted it before 1938--over a quarter  cen- 
tury  ago. I n  con t ras t ,  only 68 percent of general sa les  tax  revenue i s  col-  
lec ted by S ta tes  t ha t  adopted t h i s  tax pr ior  t o  1938. 

The Commission concludes t ha t  extensive use of the personal income tax 

by the Federal Government s ince  1940 has deterred the S t a t e  personal income 

tax  movement , 

This f inding,  together with our conclusion tha t  the nat ional  i n t e r e s t  
would be served by expanded (or continued) S t a t e  use of the personal income 
tax,  as expressed i n  our f i r s t  recommendation, brings us log ica l ly  to  the  
question whether the Federal Government should a l t e r  i t s  tax  treatment of 
S t a t e  income tax payments so as  t o  neutra l ize  the deterrent  e f f ec t  of i t s  
heavy income tax  on S ta te  use of t h i s  revenue source. The Federal Govern- 
ment nuw allows income taxpayers e i t he r  to  claim a 10 percent standard de- 

..~. 
duction (with minimum and maximum dol la r  l imi ta t ions)  or  t o  itemize t h e i r  
S t a t e  and loca l  income tax payments a s  one of t h e i r  allowable personal 
expense deductions. 

A change i n  the Federal tax treatment of S t a t e  income taxes would d i f -  
f e r en t i a t e  them from property, s a l e s ,  and gasoline taxes on the ground t ha t  
the National Government makes very intensive use of the income tax  but taxes 
consumer expenditures only l i g h t l y  and property not a t  a l l  and tha t  t h i s  de- 
t e r s  S t a t e  taxation of incomes. Since d i f fe ren t ia t ion  i n  tax  treatment would 
give l eg i s l a t i ve  recognition t o  the hypothesis tha t  once the  presently non- 
neu t ra l  e f f ec t  of the Federal income tax on S t a t e  t ax  policy i s  removed, S t a t e  
l eg i s l a to r s  would look with favor on the income tax  because (a) i t  represents 
the  l a s t  major source of untapped revenue, (b)  it has unique revenue growth 
po ten t ia l ,  and (c) it enjoys important advantages from the standpoint of tax  
fa i rness .  

The analysis  of a l t e rna t i ve  approaches t o  neutra l iz ing the influence of 
Federal income tax po l ic ies  on the taxing freedom of the S ta tes  presented i n  
Chapter 6 suggests t ha t  the most feas ib le  method fo r  achieving t h i s  end i s  t o  
allow a tax c r ed i t  against  Federal l i a b i l i t y ;  tha t  a tax c r ed i t  of somewhere 
between 25 and 50 percent of income taxes paid to  S t a t e  and loca l  governments 
would be required. A tax  c r ed i t  equal t o  about 40 percent of S t a t e  income 



t:mec, would represent  a  middle course between overcompensation (90-100 per-  
c m t  c r e d i t )  and underc:ompmc,at ion  ( the present  r u l e s )  . The s tandard  d.educ- 
t i g - c - e  ~ ~ ~ t t l r l  n o t  he changed. 

because of  i t s  h igh  v i s i b i l i t y ,  even a  p a r t i a l  c r e d i t  has g r e a t  psy- 
chologica l  value.  Under the  present  d e d u c t i b i l i t y  system, t h e  S t a t e  income 
t a x  payment merely shows up a s  one itemized component of the S t a t e  and l o c a l  
L C ,  p n y t n e ~ ~ i - s  (a longside proper ty ,  s a l e s ,  and gaso l ine  t a x  payments), which 
art, subt rac ted  from i nrome ( toge the r  wi th  o ther  personal  expense items) i n  
c a l c ~ ~ l a t i n g  t h e  an~ount o f  t axable  income sub jec t  t o  t he  t a x  r a t e s .  A t a x  
c r e d i t ,  a v a i l a b l e  t o  a l l  taxpayers  whether o r  no t  they i t emize ,  would be 
i r le , r t i f ied  as  a separat-e i tem t o  be subt rac ted  by a l l  from the  amount of t a x  
o t h ~ r w i s e  payable. This  r ~ o u l d  make S t a t e  t a x  policymakers mindful of i t s  
s p ~ c i  n l  Federal  tax- reducr ior~  value.  

income t a x  c r e d i t  device i s  f a m i l i a r  t o  many taxpayers  s i n c e  i t  has 
been Lv!,g employed f o r  t he  handling of fo re ign  t axes  paid on income der ived  
abroad and more r e c e n t l y ,  i n  the  t reatment  of dividend and re t i rement  income 
and t o  enccurage p l an t  investment.  A Federa l  t a x  c r e d i t  f o r  income taxes  paid 
t o  S t a t e s ,  moreover, has  been proposed from time t o  time f o r  f u r t h e r i n g  v a r i -  
o u s  poLicy ob jec t ives .  Xn the  course of our cu r r en t  i n v e s t i g a t i o n  we have ex- 
p l r ~ r ~ d  f- Iw adkantages arXd +isadvantages r f  t he  c r e d i t  device i n  cons iderable  
d ~ t n i l .  We here  sumv:~l i z e  b n t h  s i d e s  of thsl ques t ion  t o  c l a r i f y  t he  b a s i s  of 
o r i 7 -  oil(* l ~ ~ s i  011s a 

C l e a r l y ,  a  Federa l  c r e d i t  f o r  S t a t e  income taxes  would involve a  con- 
t inuing reveriue c o s t  ro  the  U. S. Treasury, i t s  amount depending upon i t s  terms 
and ilpoii t he  response o f   stat^ l e g i s l a t u r e s .  The range of probable c o s t s  can 
b~ e ~ c i m ~ a t e d ,  however, withi11 reasonably n a j  row l i m i t s .  

Since t h e  Federa l  Government a l r eady  s u s t a i n s  a  heavy revenue l o s s  under 
t h e  present- d e d u c t i b i l i t y  system--every d c l i d r  of income t a x  c o l l e c t e d  by the  
S t a t e s  r e s u l t s  i n  abour a  24 cen t s  reduct ion i n  Federa l  income t a x  l i a b i l i t y - -  
the  ----.. irii t i a l  c o s t  of an op t i  ma1  c r e d i t  pi.3n would be l e s s  than i s  g e n e r a l l y  
presvmed. I t  i s  es t imated  t h a t  i n  terms of revenue foregone by the  U. S. 
T r e a ~ u r y  the  cos t  o f  the  present  system of i temiz ing  S t a t e  income t a x  payments 
w i i l  reach about $1.1 b i l l i o n  hy f i s c a l  year  i967. The comparable revenue 
c o s t  o f  an opt iona l  40 percent  c r e d i t  f o r  t he  same year  would be about $1.8 
b i l l i o n ,  Thr~s,  t he  a d d i t i o n a l  1967 c o s t  a t t r i b u t a b l e  t o  the  c r e d i t  would be 
approximarely $700 mil3ion. The comparable e s t ima te  f o r  a  33 percent  t a x  
c r e d i t  i s about $500 mi l l i on .  

Qn t he  b a s i s  of a  very l i b e r a l  assumption about t h e  e f f e c t  of a  40 per-  
CPIIC tax c r e d i t  on S t a t e  l e g i s l a t i o n ,  i . e . ,  t h a t  a l l  S t a t e s  would immediately 
~ n n c t  i ~ d i v ~ d u a l  income taxes  w i th  a  y i e l d  equiva len t  t o  2 percent  of Federa l  
A G I  l e ss  personal  exemptiorrs ( t h e  c o r r e s p ~ n d i n g  equiva len t  i n  1963 was 1.2 
pe rcen t ) ,  t hc  -tddi.ti.ona 1 c o s t  i n  terms o t  Federal  revenue foregone would 
approscb $2 b i l l i o n  i n  f i s c a l  year  1968. This  Federa l  c o s t  would be a s soc i -  
i-t-l w i t h  approximately $ 7 . 5  b i l l i o n  of S t a t e  income t a x  c o l l e c t i o n s .  I n  t he  
D ~ S C I I C ~  of such a c r e d i t ,  Sta.te c o l l e c t i o n s  can be expected t o  r i s e  t o  $4.8 
1) i I !inn. Thus ,  a $2 b i l l  j on Fledera 1 T W ~ I I I I P  l o s s  would be matched w i t h  a $2.7 
b i l l  ion Sca te  revenue g a i ~ ~ .  



I n  a sense ,  t h e  in t roduc t ion  of a  Federa l  c r e d i t  f o r  S t a t e  income t axes  
would d i sc r imina te  i n  favor  of Fede ra l  taxpayers  r e s i d i n g  i n  income t a x  S t a t e s  
and a g a i n s t  those  i n  t h e  S t a t e s  t h a t  r e l y  upon o the r  revenue sources.  It 
would have t h i s  r e s u l t  i f  most of t h e  non-income t a x  S t a t e s  cont inued t o  r e -  
f r a i n  from income t a x a t i o n ;  i f  t he  c r e d i t  d id  no t  achieve i t s  end. However, 
t h e  very  t h r e a t  of such d i sc r imina t ion  would tend t o  make it s h o r t  l ived .  By 
making the  e f f e c t i v e  d a t e  of t h e  c r e d i t  p rovis ion  prospec t ive ,  say  two t o  fou r  
years  a f t e r  t he  da t e  of enactment, Congress would a f f o r d  l e g i s l a t u r e s  (and 
the  e1ect.orate) i n  t he  non-income t a x  S t a t e s  an oppor tuni ty  t o  enac t  a  personal  
income t a x ,  t o  safeguard t h e i r  c o n s t i t u e n t s  a g a i n s t  d i sc r imina to ry  Federa l  t a x  
t rea tment .  S i m i l a r l y ,  l e g i s l a t u r e s  i n  S t a t e s  w i t h  opera t ing  income t axes  would 
have ample oppor tuni ty  t o  cons ider  r a t e  i nc reases  t o  absorb a l l  o r  p a r t  of t h e  
p rospec t ive  Federa l  t a x  c r e d i t .  We a r e  conf ident  t h a t  t h i s  i s  t h e  course S t a t e  
l e g i s l a t u r e s  would e l e c t  because t h e  pressure  f o r  added revenue i s  unre len t ing .  
Indeed, i t  i s  f o r  t h i s  reason t h a t  we be l i eve  i t  unnecessary t o  couple such a  
c r e d i t  w i t h  a  requirement f o r  corresponding inc reases  i n  S t a t e  income t axes ,  a  
revenue maintenance provis ion  of t he  kind we proposed i n  connect ion w i t h  in -  
c r eas ing  t h e  Federa l  e s t a t e  t a x  c r e d i t .  

Some a r e  of t he  opinion t h a t  i t  i s  unnecessary f o r  t h e  Federa l  Govern- 
ment t o  i ncu r  a  revenue c o s t  f o r  t h e  purpose of encouraging g r e a t e r  S t a t e  use 
of  t he  personal  income t a x  because t h e  growing f i s c a l  c r i s i s  a t  t h e  S t a t e  
l e v e l  w i l l  even tua l ly  fo rce  most S t a t e s  t o  use t h i s  l a s t  major source of  un- 
tapped revenue anyhow; t h a t  t h e  r ecen t  Federa l  t a x  reduct ions  w i l l  speed t h i s  
development. We a r e  no t  so conf ident .  Many of t he  non-income t a x  S t a t e s  w i l l  
cont inue  t o  be hobbled by t h e i r  r e l a t i v e l y  i n e l a s t i c  t a x  s t r u c t u r e  i n  t h e  
fo re seeab le  f u t u r e  un le s s  income t a x a t i o n  i s  accorded some a d d i t i o n a l  support .  
S ince  p o l i t i c a l  l eadersh ip  tends t o  regard any dec i s ion  t o  impose a  new gen- 
e r a l  t a x  on the  pub l i c  a s  a l a s t  r e s o r t ,  non-income t a x  S t a t e s  can be expected 
t o  e x p l o i t  l e s s  c o n t r o v e r s i a l  revenue sources before  adopting a personal  i n -  
come tax .  Three yea r s  have e lapsed  s i n c e  Federa l  t a x  reduct ion  t o  s t i m u l a t e  
the economy was f i r s t  i n j e c t e d  i n t o  pub l i c  d i scuss ion  on a  l a r g e  s c a l e .  During 
t h a t  per iod  l e g i s l a t u r e s  i n  many S t a t e s  faced t a x  inc reases .  S i g n i f i c a n t l y ,  
none was urged t o  i nc rease  income t axes  on the  ground t h a t  Federa l  taxes  were 
being reduced. 

We have considered a l s o  the  view t h a t  p r e f e r e n t i a l  t a x  t rea tment  f o r  
S t a t e  personal  income t a x  payments would v i o l a t e  t h e  concept of Federa l  neu- 
t r a l i t y  a s  t h e  gene ra l  pub l i c  understands i t  and would undermine S t a t e  auton- 
omy i n  decision-making on taxes .  Such depar ture  from n e u t r a l i t y ,  however, 
would be more apparent  than  r e a l ,  s i n c e  i n  a  sense t h e  p re sen t  system, d a t i n g  
from 1913, l o s t  i t s  n e u t r a l  c h a r a c t e r  when t h e  Federa1,Government turned  t o  
primary r e l i a n c e  on t h e  i n d i v i d u a l  income t a x  during World War 11. 

The p o s s i b i l i t y  can no t  be overlooked t h a t  p r e f e r e n t i a l  t reatment  of 
S t a t e  income t axes  would t r i g g e r  demands upon t h e  Congkess f o r  comparable 
t rea tment  of s a l e s  and proper ty  t axes .  The bas i c  o b j e c t i v e  of the  p l a n  t o  
encourage S t a t e  income t axes  would be n u l l i f i e d ,  of course ,  i f  Congress heeded 
t h e s e  demands. Congress need not  do so ,  however, f o r  a s  we have a l r eady  noted,  
t h e  income t a x  can be d i s t i ngu i shed  from the  o t h e r s  on the  ground t h a t  while  
the  Federa l  Government pre-empts a  l a r g e  share  of  personal  incomes, i t  t axes  
n e i t h e r  gene ra l  s a l e s  nor property.  



It will be noted that we leave open the percentage rate at which State 
income tax payments should be credited against Federal tax liability, believ- 
ing this to be a matter fcr congressional consideration on the basis of pub- 
lic hearings. Some will hold that political and economic circumstances vary 
so widely among the States that preferential tax treatment of State income 
taxes pegged at any reasonable level will overcompensate for the deterrent 
effects of the heavy Federal income tax in some States and undercompensate 
for it in others. Admittedly, the science of public finance is not suffi- 
ciently exact to tell us the precise amount of inducement that will just be 
sufficient to compensate for the deterrent effect of heavy Federal taxes. 
Reasonable inferences can be drawn, however, from historical experience. 
Clearly, a 90 to 100 percent credit would tip the scales completely in favor 
of State income taxation. No State could refrain from financing most of its 
needs by writing drafts on the U. S. Treasury. It is equally clear that the 
present deductibility system (equal, on the average to a 24 percent Federal 
credit for all deductible taxes) makes inadequate compensation for the high 
Federal rates and that, as a consequence, Federal tax policy tips the scales 
in favor of State and local consumption and property taxes. This suggests 
that a partial credit in the 25 to 50 percent range would come close to 
steering a middle course between undercompensation (the present situation) and 
overcompensation (a 100 percent or full credit). The precise rate required is 
appropriately an issue for legislative resolution. 

We have considered the possibility of postponing consideration of the 
States' need for more effective income taxes pending completion of a compre- 
hensive study of the whole State and local fiscal system and of the alterna- 
tives available to the Federal Government for relieving the financial burdens 
of State and local governments and concluded against counseling delay. It is 
clear to us that no comprehensive study of the ways in which the Federal Gov- 
ernment can use its resources in aiding State and local governments can over- 
ride the hard logic that the States should be encouraged to exploit their own 
tax resources before Congress considers the introduction of large scale general 
purpose aid programs. 

These are the principal considerations underlying our conclusion in 
favor of the Federal income tax credit. We believe that such a credit would 
facilitate more effective State use of personal income taxation and, by improv- 
ing the States' ability to solve their fiscal problems with their own resources, 
would help to reinforce their independence and thereby strengthen this federal 
system. 

Recommendation No. 2. The Commission concludes that,extensive use of 

the Federal personal income tax since 1940 has retarded the State personal in- 

come tax movement and that this deterrent effect should be neutralized in order 

to enable the States to help themselves before Congress is asked to consider 

other general forms of Federal financial aid. The Commission recommends, there- 

fore, that the Congress amend the Internal Revenue Code on a prospective basis 



to give Federal income taxpayers an option to either, (a) continue itemizing 

their income tax payments to State and local governments,or (b) claim a sub- 

stantial percentage of such payments as a credit against their Federal income 

11 tax liability. - 

The Conformity Issue 

The proposition that revenue sources should be clearly separated by 
an arrangement which would reserve the income tax for the Federal Government, 
sales taxes for the States, and the property tax for local governments has 
long had widespread support. Confronted with the hard fact of tax overlap- 
ping in the income tax field, however, many have tended to support the view 
that State personal income tax laws should conform as closely as possible to 
the Federal Internal Revenue Code, in order to minimize inconvenience to tax- 
payers and administrative costs. If taxpayer convenience and administrative 
efficiency can not be secured by separation of revenue sources, then a policy 
of conformity is acceptable as a "second-best" method. 

Two basic questions are involved in the conformity issue: 

Should the States be encouraged to conform their tax 
laws more closely to the Federal income tax? 

If more extensive conformity is desirable, how much 
farther down the path to conformity should the 
States go? 

Although considerations of taxpayer convenience and administrative effi- 
ciency support a substantial degree of conformity to the Federal income tax, 
several other factors must also be weighed in the balance. Conformity involves 
a limited delegation of State sovereignty, the effects on State revenues can 

11 Secretary Fowler expresses the following reservation: - 

"I have not voted on this recomendation. At the present time 
I am clear I cannot vote in favor of it. But since important 
issues are involved, I do not desire to vote against it. I 
would prefer that the matter be given wider study and discus- 
sion. It represents in effect a method of providing Federal 
financial assistance to State and local governments. klterna- 
tive methods to this end have been suggested by others. All 
of these alternatives involve a very substantial commitment 
of Federal funds and for that reason require careful public 
discussion. I' 

Governor Dempsey abstains from this recomendation. 



not be overlooked, and conformity builds into the State law the bad. features 
of the Federal income tax along with the good. 

It is our judgment that an attempt to exercise independence with re- 
spect to the definition of net income derived from business and professional 
activity would be misguided, because the basic questions in this area are best 
resolved in accord with the rules of good business practice, which presumably 
do not vary significantly from State to State. The major issue is what should 
be allowed as a cost for doing business, and the rules of sound accounting 
practices must necessarily prevail. The definition of net income from busi- 
ness operations is, in fact, largely an exercise in articulating the rules of 
accountancy. 

The Commission concludes that State personal income tax laws should pro- 

vide for the deduction of the "ordinary and necessarv" expenses of earning 

income as they are defined in the Federal Internal Revenue Code, and that the 

expenses of employees should be deductible in the same way as the expenses of 

those carrying on a trade or business. 

We turn next to consideration of the extent to which State laws should 
conform to the Federal income tax. Apart from the rather theoretical possi- 
bility of pursuing a totally independent course (the first of listed alterna- 
tives) a State can follow one of five basic alternatives: 

Kank Degree of Form 1040 
Description 

Order conformity correspondence 

1. None Complete independence from None 
Federal provisions 

2. Minimum Conformity with respect to Selected 
particular exclusion and line items 
deduction provisions 

3.  Moderate Conformity to Federal adjusted Line 9 
gross income (total income 
after "cost" adjustments) and 
before personal exemptions and 
deductions 

4 .  Extensive Conformity to Federal net Line llb 
income before personal exemp- 
t ions 

5. Very Conformity to Federal taxable Line lld 
extensive income 

6. Complete The State tax base is the Line 16 
Federal tax liability 

- 20 - 



(Husband's i f  joint return) "" "40 1 U.S. INDIVIDUAL INCOME TAX RETURN-1964 1 y O u r s O ~ Y c ~ ~ t y  
US. Treasury Department l I 
Internal Revenue Service 1 or taxable year beginning 1964, ending .----..-.-.---.-.----------, 19 ..---- 1 I 

First name and initial (If joint return, use first names and middle initials of both) I Last name Occupation 

............................................................................ I .................................................. 
Home address (Number and street or rural route) Wlh's number, I t  lolnt return 

i i 
City, town or post office, and State 

I 
Enter the name and address used on your return for 1963 ( i f  the same as above,write "%me"). If none filed, give reason. 

NOTE.--Married taxpayers: If you are changing from filing separafe returns to a joinf return or from See instructions before 
a joiqt return to separate returns, enter names and addresses from the I963 joint or separate returns. I completing your return. 

l a .  r? Sins'le 
FILING STATUS-check one: I EXEMPTIONS I - - . . . . . .  Married filing joint return (even i f  only one had income) Yourself Wife Enter number 

of boxes 
Married i n 9  separately. If your husband or wife is also or over . . Yourse!f 7 Wife I checked 1 . . . . . . .  filing a return give hisor her first name and social security number, Yourself Wife - ___--. 

.----.-.-..---.---------- -- --------- - - - - -  - - - - - -  - 3a. Number of your dependent children who lived with YO# . . ------ 
d. Unmarried Head of Household I b. Number of other dependents (from line 3, Part I, page 2) . . - 

. . . . . . . . . . .  e. Surviving widow(er) with dependent child 4. Total exemptions claimed -+ 
I INCOME-lf  ioint return, include all income of both husband and wife i 

5. Wages, salaries, tips, etc. If not shown on attached Forms W-2 attach explanation . . . . .  $ ................... 1 ...... 
6. Other income (from line 9,Part 11, page 2) . . . . . . . . . . . . . . . . . . .  ,- . . . . . . . . . . . . . . . . . . . . . . . . .  7. Total (add lines 5 and 6). ----.----------------I------ 
8. Adjustments (from line 5, Part Ill, page 2). . . . . . . . . . . . . . . . . . . .  * ,- . . . . . . . . . . . . . . . . . . . .  .... 9. Total income (subtract line 8 from line 7) i - 

F I G U R E  TAX BY U S I N G  EITHER 10 O R  11 

I 10. p x  Table-If you do not itemize deductions and line 9 is less than $5,000. find your tax from tables 
~n instructions. Do not use lines 11 a, b, G or d. Enter tax on line 12. : . . 

11. Tax Rate Schedule- . . . . . . . . .  a. If you itemize deductions, enter total from Part IV, page 2 
If you do not itemize deductions, and line 9 is $5,000 or more enter the larger of: 

(1 ) 10 percent of line 9 or; 
TAX (2) $200 ($100 if married and filing sepamte return) plus $100 for each exemption ,- 

claimed on h e  4,above. 
C O M P U -  The deduction computed under (1) or (2) is limited to $1,000 ($50C. if married and 
TATION filing separate return). 

b. Subtract line l l a  from line 9 ......................................... / ----- 
c. Multiply total number of exemptions on line 4,above, by 4600 . . . . . . . . . .  8- 

d. Subtract line 1 l c  from line I 1  b. (Figure your tax on this amount by  using tax rate schedule on 
page 10 of instructions. Enter tax on line 12.). . . . . . . . . . . . . . . .  I- 

T A X - C R E D I T S P A Y M E N T S  I 

Tax (from either Tax Table, line 10, or Tax Rate Schedule, line 11) . . . . . . . . . . . a  ---.--.-.---..-------I ------ 
Total credits (from line 5, Part V, page 2). . . . . . . . . . . . . . . . . . . . .  I- 
Income tax (subtract line 13 from line 12). ......................................... I I-II- 
Self-employment tax (Schedule C-3 or F-1) . . . . . . . . . . . . . . . . . . . .  I- 

Total tax (add lines 14 and 15). . . . . . . . . . . . . . . . .  ------.------------: ------ 
If e~ther you or your wife worked for more than one employer, see page 5 of instructions. . . . . . . . .  17a.Total Federal income tax withheld (attach Forms W-2) 

b.1964 Estimated tax payments ......................................................... 
(Include 1963 overpayment allowed as a credit) COmwwhw' p l d )  1 

c.Total (add lines l 7 a  and 1i'b). . . . . . . . . . . . . . . . . . . . . . . . .  ,- 
TAX DUE O R  R E F U N D  COY In lull-> 

18. If payments (line 17c) are less than tax (line 16), enter Balance Due. -Ith -I- 
19. If payments (line 176 are larger than tax (line 16), enter Overpayment - ___._________________..________________(____I___..________________(____I___..________________(____I___..________________(____I___..________________(____I___..________________(____I___..________________(____I___..________________(____I 
20. Amount of line 19 you wish credited to 1965 Estimated Tax . . . . . . . . . . . . . .  I- 
21. Subtract line 20 from 19. Apply to: US. Savings Bonds, with excess refunded; or Refund only . 
Under penalties of perjury, I declare that I haveexamined this return, includingac~ompanyin~ schedulesandstatements,and to the best of my knowledge 
and belief it is true, correct, and complete. If prepared by a person other than taxpayer, his declaration is based on all information of which he has any 
knowledge. 
SlGN 

------------------------------------------------*---------------------------------------------------------------------------- --------------- 
HERE * If joint return, BOTH HUSBAND AN0 WIFE MUST SIGN even if only one had income Date 

Sign here -------- -- ............................................... ---------------- 
Signature of preparer other than taxpayer 16--78368.-1 Addreu Dab 



3. Total number of dependents listed above. Enter here and on line 3t 
PART 11.-INCOME FROM ALL SOURCES OTHER 

T H A N  WAGES, SALARIES, ETC. 

FORM 1040--1964 Page 2 
PART I.-EXEMPTIONS-Complete only for dependents claimed on line 3b, page 1 

>age 1 . . . . . . . . . . . . .  
PART IV.-ITEMIZED DEDUCTIONS-Use only if  you do 

not use tax table or standard deduction. 

(a) NAME (c) Months lived in your 
(It more space is needed attach schedule) (b) Relationship home. If born or died dur- 

Medical and dental expense.-Attach itemized list. Do  not enter any 
expense compensated by insurance or otherwise. NOTE: If you or your 
wife are 65 or over, or i f  either has a dependent parent 65 or over, see 
page 8 of instructions for possible larger deduction. 
1. Enter excess, i f  any, of medicine and drugs I ....... ......................... over 1 % of line 9, page 1 j 

Dividends and Other Distributions 

(d) Did dependent 
have Income of $600 

A. Gross amount . . . . . . . . . . . .  .I .................. 1 ...... 

I I 

B. Nontaxable and capital gain distributions . . 
Give detalls In lmes 

,- 
C. Subtract item 6 from item A. l a  through Id . 

ingyear write "0" or "D" 

(e) Amaunt YOU furnished 
for dependent's support 

Explanation of Item C (Write (H), (W), (J) tor stock held by husband, wife, or jointly) 

(9 Amount furnished 
by OTHERS including 

2. Other medica1,dental expenses (include hos- 
pital insurance premiums) . . . . . . . .  

I- 

....... .......................... 3. Total (add lines I and 2) / 
4. Enter 3% of line 9, page 1 (see note above) . :- 

or morel 

l a .  Qualifying dividends (Name of payer) ........ 

5. Subtract line 4 from line 3; see page 8 of in- 
. . . . .  structions for maximum limitation 

If 1009, write "ALL" 

Contributions.-If other than money, attach re- 
quired statemenhee instructions. 

dependent 

......................................................... 

Total . . .  
b. Subtract 81 00. If joint return see instructions . 
c. Balance . . . . . . . . . . . . . . .  
d. Nonqualifying dividends (Name of payer) .... 

. . .  Total 

. . .  2. Total (add lines l c  and Id) -* 
3. Interest (Name of payer) ......................... 

........................................................ 

Total (see instructions for limitations) -> .................. i ....... 
Interest: Home mortgage .......................... 
Other (Specify) ...................................... 

......................................................... 
. . .  Total interest income -> 

4. Pensions and annuities, rents and royaities, 
partnerships, and estates or trusts (Schedule B) . 

5. Business income (Schedule C) . . . . . .  4 

6. Sole or exchange of property (Schedule D) . . 
7. Form income (Schedule F) . . . . . . .  * 
8. Other sources (state nature) ...................... 

........................................................ 
Total interest expense - .................. 1 ....... 

Taxes-Real estate ................................. 
State and local gasoline ............................ 
General sales 

State and local income ............................. 

Personal property .................................... 
Total taxes - ------------.----- / ------- 

Other deductions (see page 9 of instructions)-.. 

- 

. - . - 

- 

- 
EXPENSE ACCOUNT INFORMATION-If you had an expense 
allowance or charged expenses to your employer, check here and 
see page 7 of instructions. ** US. GOVERNMENT PI 

. . .  Total other sources .-+ 
9. A d d  lines 2 through 8. Enter here and on 

. . . . . . .  line 6, page 1 .- 

PART Ill.-ADJUSTMENTS 
1. "Sick pay" if included in line 5, page 1 (Attach 

Form 2440 or other required statement) . . 
2. Moving expenses (attach Form 3903) . . . .  

3. Employee business expense (attach Form 21 06 
or other statement) . . . . . . . . . . .  

4. Payments by self-employed persons to retire- 
ment plans, etc. (Attach Form 2950SE) . . .  

5. Total adjustments (lines 1 through 4). Enter 
. . . . . . . .  here and on line 8, page 1 

........................................................ 
Total other deductions -+ 

8- 

I T O T A L  DEDUCTIONS(Forlinella,pa3e1)+ 
I= 

PART V.-CREDITS 1 
1. Dividends received credit: Enter smallest of1 I I 

....... (a) 2% of h e  lc, Part II, (b) taw shown on 
line 12, page 1, less foreign tax credit, or (c) 
2% of taxable income (see instruct~ons). i . - 

. . .  i 2. Retirement income credit (Schedule B) --.-----.....----.,------ 
....... 3. Investment credit (Form 3468) j 

4.3. Foreign tax credit (Form 11 16) 1 ............... 
b. Tax-free covenant bonds credit 1 8- 

5. Total credits (add lines 1 through 4b). Enter 
here and on line 13, page I . . . . . . .  

llNG OFFLtE:106P-0-725-541 



A detailed discussion of the relative advantages of the alternative 
conformity policies appears in Chapter 7. The Comission believes that the 
following criteria are relevant to a choice among them: 

1. The policy should maximize taxpayer convenience and mini- 
mize administrative costs; 

2. It should enable a State to collect substantial revenues 
with relatively low tax rates and therefore should employ 
the broadest possible tax base; 

3. Taxpayers with equal abilities to pay taxes should be 
treated equally; in technical terms, the definition of 
taxable income should be "horizontally equitable"; 

4. The approach should not restrict a State's freedom to 
establish its own rate structure and personal exemp- 
tions; and 

5 .  The approach should minimize the likelihood of adverse 
effects on State tax revenues resulting from foresee- 
able changes in Federal tax policy. 

The first criterion alone is sufficient to rule out the first two listed 
alternatives. Some meaningful gains in taxpayer convenience could be obtained 
by an extension of conformity with respect to parti'cular exclusions and deduc- 
tions, but only alternatives 3 through 6, those embraced in the range from 
moderate to complete conformity, are relevant if a real breakthrough in tax- 
payer convenience and administrative economy is desired. As far as taxpayer 
convenience and administrative costs are concerned, alternatives 3 through 6 
all are quite satisfactory. A single figure from his Federal tax return would 
be enough to complete most of a taxpayerrs State return under any one of the 
approaches. 

If the largest possible State tax base is sought, the highest rating 
must be given to the adjusted gross income base (alternative 3). Federal ad- 
justed gross income is over 75 percent larger than Federal taxable income. 
Even Federal adjusted gross income could be substantially increased by the 
inclusion of such classes of income as unemployment compensation, sick pay, 
and the 50 percent of long-term capital gains that is excluded by the Federal 
Code. Many States presently include these items in taxable income. Modifica- 
tion of Federal adjusted gross income by requiring the addition of such classes 
of income could increase the Federal figure by as much as 10 or 15 percent. 

The Internal Revenue Code has come under increasing criticism in recent 
years for its special provisions that impair the equal treatment of taxpayers 
with equal incomes. Most of these inequities result from personal deduction 
provisions, which discriminate against renters and those who pay cash for their 
television sets and washing machines--to cite two examples. Since many of the 
inequities could be avoided by not conforming to Federal taxable income, the 
criterion of equity also provides a basis for preferring adjusted gross income 
(alternative 3). Indeed, a regard for tax fairness reinforces the revenue case 



for raising the Federal figure by including in the State tax base certain 
classes of income that are excluded from Federal adjusted gross income. To 
the extent that Federal personal deduction provisions are designed to serve 
social policy objectives--such as encouraging charitable contributions--it 
is doubtful that State tax considerations will have an effect on individuals' 
plans that begins to match the cost to the State in lost tax base. Only 
alternative 6, that is, when the Federal tax is the base for the State tax, 
would preclude a State from enacting exceptions to any of the Federal defini- 
tions whenever considerations of equity or social policy appear to that State 
to be worth the revenue loss. 

Under any of the four alternatives--3 through 6--a State is free to set 
its own tax rates, but only under alternatives 3 and 4 does a State reserve 
the right to define its own personal exemptions. Theoretically, adoption of 
the Federal tax liability as the State tax base--alternative 6--leaves a State 
free to establish a rate structure that yields a progressive, regressive, or 
proportional distribution of the State tax burden. Given that Federal tax lia- 
bilities are progressively distributed, however, a flat-rate State tax defines 
a degree of progressivity that parallels the Federal. Since State rates that 
appear to decline as a taxpayer's Federal income tax rises are unlikely to have 
much political appeal, adoption of alternative 6 probably wouid tend to commit 
a State to a flat percentage relationship to Federal tax liability and to a 
burden distribution that parallels the progressiveness of the Federal tax. 

Recommendation No. 3. The Commission recommends that the States endeavor 

to bring their income tax laws into harmony with the Federal definition of ad- 

justed gross income, modified to allow the deduction of individuals' income 

earnings expenses and for such additions to the tax base as considerations of 

11 
base-broadening and equity make feasible. - 

Federal-State Administrative Cooperation 

Americans take justifiable pride in the opportunity their federal sys- 
tem affords for experimentation at the State level with alternative approaches 
to the solution of governmental problems. The diffusion of political responsi- 
bility affords the opportunity to test new ideas in limited geographic areas. 
The personal income tax, which preoccupies us in this report, was first pio- 
neered in its modern version, it should be remembered, by a State (Wisconsin), 
not the Federal Government. 

Now that 20 to 25 million families and single persons pay both Federal 
and State income taxes and even a larger number file two tax returns, a first 

1/ Governor Dempsey abstains from this recommendation. - 



rate opportunity exists to advance taxpayer convenience and administrative 
simplification, provided that both Federal and State tax policymakers can 
create an environment hospitable to administrative innovation and experimen- 
tation. The potential benefits of Federal-State administrative cooperation 
will become even greater as more States move into income taxation, 

Since World War 11, and more particularly after 1950, considerable 
progress has been made in administrative cooperation, as exemplified by the 
conclusion of formal agreements between the Federal Government and the States 
for cooperative exchange of tax information, by the availability of Federal 
statistical services to the States, and by the provision of machinery to enable 
State tax enforcement personnel to participate in training programs conducted 
by the Internal Revenue Service (Chapter 7). These arrangements are only begin- 
ning to be utilized and their use will undoubtedly be expanded as their poten- 
tial benefits come to be more widely appreciated. 

However promising these efforts in Federal-State cooperation, we regard 
them at best to be tentative first steps toward maximizing taxpayer convenience 
and administrative efficiency. To date, the progress has been chiefly in the 
direction of strengthening the enforcement arm of the State. To the extent 
that the taxpayer's filing process has been made more convenient, it stems less 
from intergovernmental cooperation than from State legislatures' efforts to con- 
form their personal income tax laws to Federal Revenue Code definitions. 

The ultimate objective of Federal-State income tax comity--one contem- 
plated by some planners as early as the 1930's--is a condition that would en- 
able the taxpayer to satisfy both State and Federal filing requirements with 
a single tax return. We are not unmindful of the differences between the State 
and Federal constitutional taxing powers with respect to some sources of income, 
but such differences as are essential can be handled in the relatively few cases 
affected by adjustments within a combined Federal-State return. Conceivably, 
both governments' taxes could ultimately be collected by the Federal Internal 
Revenue Service. The realization of such a goal, however, is unlikely without 
State and Federal authority to experiment on a limited geographic basis. 

Federal collection of State personal income taxes could be implemented 
at any one of four successive stages of tax administration: 

1. Withholding of income tax at the source; 

2. The taxpayer's declaration of estimated income; 

3.  Initial arithmetic verification of the taxpayer's 
return by the Internal Revenue Service; or 

4. Audit of the taxpayer's return by the Internal 
Revenue Service. 

Joint handling of both State and Federal tax returns up to the arith- 
metic verification (3) or the audit (4) stage would ease taxpayers' compliance 
burdens materially because a single annual return with the Internal Revenue 
Service would discharge both the Federal and State obligations. Employers 



would benefit from a substantial reduction in paper work if withheld State 
and Federal taxes could be handled in a single remittance. State tax agen- 
cies would gain in improved taxpayer compliance and in substantial administra- 
tive economies. 

Obviously, it would be fairly simple for the Internal Revenue Service to 
collect State income taxes if they were all tied uniformly to the Federal tax 
base and the rules of State taxing jurisdiction were simplified and standard- 
ized. Still, the versatility afforded by comprehensive and sophisticated data 
processing systems will facilitate handling many kinds of interstate varia- 
tions. However, the electronic computer can function only on the basis of 
information fed into it. It cannot resolve the kind of legal, administrative, 
and political problems inherent in the construction of a combined Federal- 
State collection system. We have in mind, for example, the absence of a uni- 
form definition of residency, the multistate origin of income, the mobility of 
taxpayers, and the varying concepts of State taxing jurisdiction. 

Serious political problems are also raised by a proposal to "farm out" 
the collection of State income taxes to the Internal Revenue Service. On gen- 
eral principles, many persons would take the view that the beneflts to be de- 
rived in the form of greater taxpayer convenience and administrative efficiency 
would be far outweighed by the loss of absolute State control over the collec- 
tion process and the consequent aggrandizement of the Federal bureaucracy. 

If Federal collection were applied at the withholding (I), the declar- 
ation (2) ,  or the arithmetic verification (3) stage, the Internal Revenue Serv- 
ice would be acting only in an administrative capacity. States would not nec- 
essarily be required to change their tax structures significantly. Presumably, 
their tax sovereignty would not be jeopardized because they would retain the 
ultimate administrative and political responsibility, both for determining the 
amount of the tax and for final adjudication of taxpayer liabilities. Only if 
the combined State-Federal administration carried all the way through the 
audit (4) stage would a State actually "farm out" final determination of tax- 
payer liability to the Internal Revenue Service. 

Because of the political ramifications and administrative problems in- 
volved in Federal collection of State income taxes, any experimentation in this 
field would of necessity have to be on an optional basis. State political 
leaders would have to weigh the benefits to be derived--greater taxpayer con- 
venience, administrative simplification, improved compliance--against the loss 
of states' control over their collection system. By the same token, the 
Internal Revenue Service would want to retain its freedom to prescribe the 
conditions necessary to enable it to undertake such an activity. 

The crucial point to be underscored is this: Both the States and the 
Internal Revenue Service should be given the legal authorization to enter into 
tax collection agreements because without it experimentation with Federal col- 
lection of State income taxes is effectively prevented. It is our expectation 
that, armed with this kind of authority, a State considering the adoption of a 
personal income tax for the first time might well be receptive to the idea of 
utilizing the Federal collection apparatus at the withholding stage or even to 



the  point of mathematical ve r i f i c a t i on ,  and would therefore  be wi l l ing  t o  
construct  i t s  laws so a s  t o  meet the reasonable requirements of the In t e rna l  
Revenue Service f o r  t h i s  kind of undertaking. 

Recommendation No. 4. The Commission re.smrnends t ha t  i n  order t o  

encourage experimentation with Federal co l l ec t ion  of S t a t e  income taxes,  the 

Congress authorize the In te rna l  Revenue Service,  and t h a t  tBe l eg i s l a t u r e s  

of S t a t e s  using personal income taxes authorize t h e i r  governors, t o  enter  i n to  

1/ 
mutually acceptable agreements f o r  Federal co l l ec t ion  of S t a t e  income taxes.- 

S t a t e  Taxing Ju r i sd i c t i on  

It i s  a well-established pr inciple  of income tax  j u r i sd i c t i on  t h a t  a 
S t a t e  can t ax  a l l  the income of i t s  res idents ,  wherever derived, a s  wel l  a s  
tha t  port ion of a nonresident 's  income tha t  or ig inates  wi thin  i t s  borders. 
The object ive  of holding a res ident  accountable f o r  a l l  of h i s  income wher- 
ever derived has logic i n  i t s  favor i n  t h a t  the income tax  i s  a personal t ax  
and l i a b i l i t y  under i t  should properly r e f l e c t  the taxpayer 's  t o t a l  personal 
income. The taxation of nonresident income rec ip ien t s ,  on the o ther  hand, 
recognizes t h a t  the S t a t e  22 employment incurs various public cos t s  i n  provid- 
ing and developing employment opportunit ies.  Since many individuals obtain a t  
l e a s t  pa r t  of t h e i r  income from out-of-State sources, the simultaneous use of 
both j u r i sd i c t i ona l  ru les  can r e s u l t  i n  double taxat ion except t o  the  extent  
t ha t  i t  i s  prevented by a system of tax  c red i t s .  

I n  the usual s i t ua t i on ,  an individual  who res ides  i n  one income tax  
S t a t e  and derives income from another i s  granted a tax  c r e d i t  by h i s  own S t a t e  
f o r  the income tax  he pays t o  the  other S ta te .  For example, i f  he earns a l l  
of h i s  income i n  the other S t a t e ,  and h i s  tax  l i a b i l i t y  t o  h i s  own S t a t e  i s  
equal t o  o r  l e s s  than h i s  l i a b i l i t y  t o  the  other S t a t e ,  he w i l l  pay a t ax  only 
t o  the other S t a t e ;  i f  h i s  own S t a t e  imposes a heavier income tax  than the  
o ther ,  he w i l l  pay the di f ference between the two tax  l i a b i l i t i e s  t o  h i s  S t a t e  
of residence (having paid the  other  S t a t e  the amount he owes it under i t s  r a t e  
s t ructure)  . 

Thirteen S t a t e s  use a d i f f e r en t  approach. I n  addit ion t o  allowing a 
c r ed i t  t o  res idents  who a r e  required t o  pay income taxes t o  another S t a t e ,  
they e i t h e r  allow a c r ed i t  t o  nonresidents or  exempt them from the  income tax,  
provided t h e i r  own S t a t e  reciprocates.  I n  these circumstances, a res iden t  of 
one such reciprocating S t a t e  deriving income from another i s  rel ieved of any 
nonresident t ax  where the reciprocating S t a t e s  exempt nonresident income 

(that  i s ,  h i s  t o t a l  tax  i s  paid t o  h i s  own S ta te ) .  Where the reciprocal  agree- 
ment i s  i n  the form of a nonresident c r ed i t  and the S t a t e  i n  which the tax- 
payer earns h i s  income levies  a higher tax  than does h i s  own S t a t e ,  he pays 

1/ Governor Dempsey absta ins  from t h i s  recommendation. - 



only the difference between the two tax liabilities to the former (having 
paid his own State the amount he owes it under its rate structure). 

While both crediting devices prevent double taxation, they have oppo- 
site effects on the distribution of tax revenue derived from interstate in- 
come. When a State grants a credit to its residents and not to nonresidents, 
it is voluntarily shifting all or part of its residents1 tax liability on out- 
of-State income to the State where that income is earned, while retaining the 
tax on nonresidents ' income derived within its borders. States reciprocally 
crediting nonresidents with taxes they pay to their own States or exempting 
nonresidents' income from taxation shift the nonresidents1 tax back to their 
State of residence, while retaining the whole tax of their residents no matter 
where their income is derived. 

There are a number of arguments in favor of the prevailing system of 
allowing resident credits for income taxes paid to other States: 

1. The resident credit ties into withholding systems operating 
in virtually all States, for it recognizes the fact that an 
employer can be required to withhold taxes for the State in 
which his business is located while he cannot be required 
to do so by another State, unless he also operates in that 
State. With a nonresident credit or exemption of nonresi- 
dents' income from taxation, the tax liability is to the 
State of residence which cannot enforce withholding of its 
tax from the incone of its residents in another State. 
The resident State can, of course, require its taxpayers 
to make a declaration of estimated income, but it loses 
the administrative advantage of withholding at the source. 
It is for this reason that a number of States have relin- 
quished their nonresident credit since adopting withholding. 

Our Recommendation No. 4, that the Internal Revenue Service 
be authorized to experiment with Federal collection of State 
personal income taxes, reflects our expectation that it 
should be possible ultimately to move toward a combined Fed- 
eral-State system of personal income tax administration. 
Since withholding at the source is the backbone of both Fed- 
eral and State tax enforcement, that objective can be at- 
tained only if withholding can be applied at the source of 
income, regardless of the taxpayer's State of residence. 

3. When a State provides a nonresident credit, it tempts border- 
ing non-income tax States to shift part of its personal in- 
come tax revenue to themselves. Until 1961, New York was 
among those States that allowed a nonresident credit. This 
credit entailed very little revenue cost to New York at 
that time since its major bedroom communities were in 
New Jersey and Connecticut, neither of which levied an in- 
come tax. New Jersey tried to capitalize on this situation 
by levying a "cormnuters' income tax" which would have drawn 



about $30 million from the New York income tax paid by 
New Jersey residents. To avoid that loss, New York dropped 
its nonresident credit. 

4 .  At one time, when industry was concentrated in a few States, 
the resident credit device favored the industrial States. 
With many more in-commuters than out-commuters, it was to 
their advantage to tax nonresidents, leaving it up to those 
individuals' States to adjust for double taxation by allow- 
ing them a resident credit. The progressive industriali- 
zation of more and more States and the greater incidence of 
interstate commuting is rapidly changing this picture. As 
the number of commuters moving in both directions across 
State lines is better balanced, the revenue advantage of 
taxing nonresidents will be minimized. 

The disadvantage of the credit system (whether it is applied to resi- 
dents or nonresidents) is the burden it places on the taxpayer. Under a 
credit system, the taxpayer with out-of-State income must file tax returns in 
two States--his own and the one in which he derives his income--if both levy 
a personal income tax. In many instances, such a taxpayer owes taxes to both 
States. Since his employer will have withheld the nonresident state's tax, 
the taxpayer may well have to apply for a refund from that State at the same 
time that he pays some amount to his own State. A half-dozen States have 
moved to eliminate this source of taxpayer irritation by exempting a nonresi- 
dent's income from their taxes if his State accords their residents like treat- 
ment. In these instances, the employer is also relieved of withholding the 
tax, since the residence State cannot enforce withholding upon the employer 
in the nonresidence State. As a result, the State of residence has to rely on 
obtaining a declaration of estimated income from the taxpayer, making enforce- 
ment more difficult. It is sometimes possible to arrange for voluntary with- 
holding, as was done in the Maryland-D.C.-Virginia area with the cooperation 
of Federal agencies. In general, however, unless a firm operates in all States 
that enter such an agreement, it is hardly likely that this arrangement can be 
applied to a private employer. 

The advantage of eliminating double filing inherent in the credit sys- 
tem by exempting the income of a nonresident from a state's personal income 
tax is outweighed, in our view, by the administrative advantages to be derived 
from a uniform system of resident credits to avoid double taxation. 

Recornendation No. 5. The Commission recommends, therefore, that all 

States continue to allow credits to their residents for personal income taxes 

they pay to other States and that those States that now allow a nonresident 

1 / credit repeal such nonresident provision. - 

1/ Governor Dempsey abstains from this recommendation. - 



Definition of "Residence" 

Although the present system of credits minimizes double taxation, there 
are some gaps because States define a "resident" in different ways. Thus, an 
individual could be considered a resident of two States during the same period 
of time as a result of conflicting legal definitions or conflicting interpre- 
tations of those definitions. Conversely, it is possible to evade State in- 
come taxation by deft manipulation of residence definitions. 

Some States define "residence" as "domicile" or "permanent place of 
abode," without specifying a time period during which an individual is required 
to be in such status to be considered a resident. Others set forth detailed 
specifications, including different time periods. These variations result in 
time-consuming administrative annoyances to State tax officials. 

Several States, like California and Arizona, consider an individual is 
a resident of the State if he "is in this State for other than a temporary or 
transitory purpose" or if he "is domiciled in this State" but "is outside the 
State for a temporary or transitory purpose." New York uses a somewhat more 
precise definition in that it provides for a minimum length of time an indi- 
vidual must have spent in the State during a taxable year to be considered a 
resident (the specified time period depending upon whether or not he maintained 
a "permanent place of abode.") This Commission believes that some such defi- 
nition (either the California or the New York type) applied uniformly by all 
the States, would avoid some of the problems now faced by State tax administra- 
tors. Admittedly, some problems would still remain, as in the case of individ- 
uals who maintain "permanent" residences in two or three States. By and large, 
however, a taxpayer could only be considered a resident of one State during any 
period of time under such a definition. 

The absence of a uniform definition of "residence" brings to mind the 
problems associated with the divergent State rules for the allocation of in- 
come from interstate commerce. Because the States have not been able to agree 
on a single, uniform allocation formula, the Congress has been petitioned to 
prescribe such rules for them. We regret the need for such Federal action, as 
do State tax administrators but, in the absence of vigorous action on the part 
of the States, see no logical basis for questioning it. 

The "residence" problem in the personal income tax field is a much simp- 
ler one and the States should be able to cooperate in arriving at an acceptable 
solution. 

Recommendation No. 6. The Commission recommends that the States adopt 

the following definition of "residence": 

"A resident individual means an individual: (a) who 

is domiciled in this State, unless he maintains no 

permanent place of abode in this State, maintains a 



permanent place of abode elsewhere, and spends ip 

the aggregate not more than thirty days of the tax- 

able year in this State; or (b) who is not domiciled 

in this State but maintains a permanent place of 

abode in this State and spends in the aggregate more 

than one hundred eighty-three days of the taxable 

year in this State." 

The Commission recommends further that the State tax avencv be author- 

ized to enter into reciprocal agreements to eliminate potential double taxa- 

11 
tion that might result from conflict in interpretation of the residence rule.- 

State-Local Relationships 

Local governments in six States (Alabama, Kentucky, Missouri, Michigan, 
Ohio, and Pennsylvania) impose income taxes (Chapter 4). The first three- 
mentioned States levy also State personal income taxes at low to moderate 
rates, but the number of their localities using income taxes is quite limited. 

Michigan, Ohio, and Pennsylvania, none of which levies a State personal 
income tax, have permitted local income taxation to proliferate. This is par- 
ticularly true in Pennsylvania, where almost 2000 cities, boroughs, townships, 
and school districts have enacted local income taxes, and in Ohio where about 
100 city income tax ordinances are in force. Although only few Michigan cities 
now use income taxes, the 1964 legislation authorizing uniform city income 
taxes will undoubtedly spur many more local enactments. About $350 million is 
now being produced annually from the local income taxes in the three States: 
$200 million in Pennsylvania, $100 million in Ohio, and $40 to $50 million in 
Michigan. 

Any proposal for a State personal income tax inevitably raises the ques- 
tion of sharing the proceeds with local governments. That issue will be par- 
ticularly controversial in States where local governments already collect 
income taxes. Should the State allow the local taxes to continue and adopt a 
third overlapping income tax? Or should the authority for local income taxes 
be replaced somehow from the proceeds of the new State tax? 

This Commission has already gone on record with regard to the uncoordi- 
nated proliferation of local nonproperty taxes. In the report, State Consti- 
tutional and Statutory Restrictions on Local Taxing Powers, we urged the States 

11 Governor Dempsey abstains from this recommendation. - 



to adhere to the following basic principle in granting nonproperty taxing 
powers to their local governments: 

Most local governments are smaller than the economic 
area in which they participate and therefore are handicapped 
in individually making use of income, sales, excise, and simi- 
lar nonproperty taxes. Accordingly, local governments should 
be enabled to use these taxes only where required in the inter- 
est of the desired distribution of the combined State-local tax 
burden among the several bases of taxation (property, income, 
consumption, and business activity), and more specifically, 
only where increasing demands for local services cannot be rea- 
sonably met from available property tax sources or where prop- 
erty already bears an inordinate share of the local tax burden. 
Where these conditions necessitate the use of nonproperty taxes 
by local governments, it is incumbent upon the State to help 
those local governments to overcome the handicaps which neces- 
sarily attach to independently administered nonproperty taxes. 

Basically, insofar as the personal income tax is concerned, our prefer- 
ence is for a State, rather than a locally imposed, tax. Nevertheless, we 
recognize that political philosophies differ among States, and each will make 
its decision zccording to that philosophy. No matter what the decision, how- 
ever, it should take advantage of the coordinating possibilities that a State 
income tax will open up. 

Obviously, the most effective way to coordinate State and local personal 
income taxes is to impose and administer such a tax at the State level. The 
State can then distribute a portion of the tax to its local governments by: 
(1) returning to each locality a specific percentage of the amount collected 
within its jurisdiction; (2) using a portion of the tax revenue as an equaliz- 
ing grant to be used by local governments as they see fit (including the re- 
duction of property taxes); or (3) increasing the amounts distributed under 
grant-in-aid programs for particular purposes. In a strict canstruction sense, 
each of these devices can be said to impair somewhat local independence, for 
the State legislature can change the percentage it is willing to share, it can 
change an equalization formula, and it can impose conditions as to the local 
use of the funds. There is no "best" way for distributing State funds to 
local governments and the Commission offers none at this time. The resolution 
of that problem is subject enough for a separate study of State-local fiscal 
relationships. 

If States like Michigan, Ohio, and Pennsylvania decide to continue local 
income taxation in conjunction with a State personal income tax, they should 
adhere to the following guidelines, generally applicable to local nonproperty 
taxes, which we have already set forth in the aforementioned report: (1) pro- 
visions relating to the use of nonproperty taxes should be statutory rather 
than constitutiona1,and they should be specific as to the kinds of taxes 
authorized, the particular local governments authorized to use them, their 
structure (tax base, exemptions, etc.), and administration; (2) the electorate 
should always have the authority to initiate by petition a vote on proposals 
for new nonproperty taxes; (3) the case for most nonproperty taxes is strongest 



in the large urban places; and (4) where a particular tax, such as the sales 
or income tax, is in widespread use by local governments and is simultaneously 
used also by the State, the most promising coordinating device is the local tax 
supplement to the State tax. 

The Michigan "Uniform City Income Tax Act," which adheres closely to the 
first three guidelines, could be adapted very readily to the piggy-back idea 
contemplated by the fourth guideline should a State decide to adopt a state- 
wide personal income tax. It also mitigates some of the regressive sting and 
inequitable features to be found in most of the existing local income taxes by 
allowing personal and dependency exemptions and by including Ln  the base of the 
tax interest, dividends, and capital gains income. The Michigan approach to 
local income taxation holds some useful lessons for States that find it neces- 
sary to sanction local taxation of income. 

Recommendation No. 7. The Commission recommends taxation of personal 

income at the State rather than the local level, but if local income taxes are 

also levied, they should be authorized only in the form of a supplement 

ggY-back") to be administered with the State tax. 

States electing to relinquish the personal income tax to their local 

governments are urged (a) to limit them to as large taxinp areas as possible, 

ideally coinciding with the boundaries of trading and economic areas, (b) to 

prescribe rules governing taxpayers, tax base, rates, etc., uniformly applica- 

ble to all local taxing iurisdictions, and (c) to provide technical assistance 

in the administering and enforcement of local income taxes. 11 

11 Representative Crank dissents in part from this recommendation and states - 
that : 

"Personal income taxes should not be utilized below the State 
level. Their attempted use by local governments promotes inter- 
local economic competition and results in unequal taxation of 
individuals with comparable income derived within and partly 
without the jurisdiction in which they reside." 

Governor Dempsey abstains from this recommendation. 





Chapter 2 

THE FISCAL PROBLEM OF THE STATES 

The f i s c a l  problem of S t a t e  ( i nc lud ing  l o c a l )  governments i s  t h e  
f a i l u r e  of t h e i r  revenue systems t o  gene ra t e  y i e l d s  t h a t  grow--without r a t e  
i nc reases  o r  new taxes- -as  r a p i d l y  a s  expenditure  requirements .  I n  t h i s  
chapter  we examine t h e  dimensions of t h i s  problem; f i r s t  expendi tures ,  t hen  
revenues. S ince  t h e  focus of our a n a l y s i s  i s  t h e  S t a t e  pe r sona l  income t a x ,  
t h e  primary emphasis i s  on S t a t e  government. 

EXPENDITURES 

S t a t e  and l o c a l  governments today a r e  r e spons ib l e  f o r  s l i g h t l y  more 
t h a n  h a l f  (52 pe rcen t )  of a l l  government spending f o r  c iv i l ian-domest ic  pur-  
poses .  Exclusive of  t r u s t  fund and bus iness  e n t e r p r i s e  a c t i v i t i e s ,  t h e  S t a t e s  
and l o c a l  governments account f o r  over t h ree - fou r ths  of c i v i l i a n  gene ra l  ex- 
pend i tu re s .  I n  f i s c a l  year  1964, t h e  l a t e s t  year  f o r  which S t a t e - l o c a l  d a t a  
a r e  a v a i l a b l e ,  t h e  Fede ra l  Government spent  about $23 b i l l i o n  f o r  non-mi l i ta ry  
gene ra l  expenditure  purposes.  S t a t e  and l o c a l  governments' d i r e c t  gene ra l  
expenditures  were $69 b i l l i o n .  The S t a t e s '  share  of t h i s  t o t a l  was $24 b i l l i o n ,  
o r  approximately 26 percent  of a l l  c iv i l ian-domest ic  gene ra l  government ex- 
pend i tu re s  ( t a b l e  1 ) .  

During t h e  p a s t  decade t h e  gross  n a t i o n a l  product  r o s e  a t  an average 
annual  r a t e  of 5.5 pe rcen t .  (This  f i g u r e  s l i g h t l y  o v e r s t a t e s  t h e  t r u e  growth 
r a t e  of t h e  economy because 1954 was a r eces s ion  yea r ,  and 1964 a year  of 
p r o s p e r i t y . )  The same pe r iod  saw S t a t e  and l o c a l  d i r e c t  gene ra l  expenditures  
r i s e  s t e a d i l y  by 8.5 percent  pe r  yea r .  The S t a t e s '  expenditures  r o s e  even 
more r a p i d l y  a t  9.2 percent  every yea r ,  whi le  Fede ra l  spending inc reased  a t  a 
ra te - -6 .0  pe rcen t - - tha t  b a r e l y  exceeded t h e  r a t e  of GNP r i s e .  

The accomplishments of  t h e  yea r s  s i n c e  World War I1 notwithstanding,  
t h e  p re s su res  f o r  growing expenditures  a r e  not  l i k e l y  t o  aba t e  i n  t h e  near  
f u t u r e .  Most of t h e  f a c t o r s  r e spons ib l e  f o r  expendi ture  growth i n  t h e  imme- 
d i a t e  p a s t  w i l l  cont inue t o  be ope ra t ive :  t h e  t o t a l  popula t ion ,  t h e  r e l a t i v e  
importance of t h e  dependent age groups and of t hose  l i v i n g  i n  t h e  r e l a t i v e l y  
c o s t l i e r  urban a r e a s ,  w i l l  cont inue t o  r i s e ;  growing economic a f f luence  will 
continue t o  gene ra t e  demand f o r  improving community ameni t ies .  

Some of t h e  f a c t o r s  ope ra t ing  t o  r a i s e  S t a t e  and l o c a l  expenditure  needs 
a r e  l e s s  widely apprec ia ted .  A s  t h e  bus iness  community's methods become more 



TABLE 1 .--CIVILIAN-DOMESTIC DIRECT GENERAL EXPENDITURES 
BY GOVERNIVENTS, 1948, 1954, AND 1964 

( ~ o l l a r  m o u n t s  i n  m i l l i o n s )  

Government 

Federa l  &/ 

Civil ian-domest ic  d i r e c t  gene ra l  expenditures  

1948 I 1954 I 1964 

S t a t e a n d l o c a l  17,684 67.0 30,701 70.6 69,302 75.2 

C 

S t a t e  only 6,186 23.4 10,109 23.2 24,275 26.3 

haunt 

A l l  governments 26,397 100.0 43,493 100.0 92,140 100.0 

Percent  
of t o t a l  Amount 

To ta l  d i r e c t  gene ra l  expenditures  l e s s  expenditures  f o r  defense and 
i n t e r n a t i o n a l  r e l a t i o n s ,  space r e sea rch  and technology, i n t e r e s t  on 
gene ra l  debt ,  and ve t e rans '  s e r v i c e s .  

Percent  
of t o t a l  AnlOunt 

Sources: U. S .  Bureau of t h e  Census, Census of Governments: 1962, Vol. V I ,  

Percent  
of t o t a l  

No. 4, H i s t o r i c a l  S t a t i s t i c s  on Governmental Finances- and h p l o y - '  
ment, 1964, pp. 36, 39, 42; Governmental Finances i n  1963-64, 1965, - 
PP* 19, 25. 

s o p h i s t i c a t e d ,  i t s  management i n s i s t s  on a b e t t e r  educated l abo r  fo rce ,  on 
improved p u b l i c  f a c i l i t i e s  (water ,  sewage, roads,  a i r p o r t s ) ,  and on b e t t e r  
environmental condi t ions  f o r  i t s  employees. The Nat iona l  Government's 
a s p i r a t i o n s  f o r  a Great Soc ie ty  and i t s  economic growth and f o r e i g n  p o l i c y  
ob jec t ives ,  a s  w e l l  a s  r a p i d l y  changing technology and increased  popula t ion  
mob i l i t y ,  ope ra t e  i n  t h e  same d i r e c t i o n ,  both d i r e c t l y  and by s t i m u l a t i n g  
t h e  s o c i a l  consciousness of t h e  people.  The impact of n a t i o n a l  p o l i c i e s  on 
S t a t e  and l o c a l  budgets i s  inescapable because t h e  pub l i c  s e r v i c e s  and f a c i l -  
i t i e s  p r e r e q u i s i t e  f o r  t h e  environment i n  which t h e  Federa l  p o l i c i e s  can be 
r e a l i z e d  by t h e  ind iv idua l ,  t h e  bus iness  f i rm,  and t h e  community a r e  l a r g e l y  
l o c a l  and S t a t e  r e s p o n s i b i l i t i e s .  

It needs t o  be recognized, t oo ,  t h a t  while  t h e  postwar expenditure  
i nc reases  have improved t h e  q u a l i t y  of governmental s e r v i c e s ,  t h e  improvement 
has  been very uneven. Some S t a t e s  and some communities w i t h i n  most of t h e  
S t a t e s  have been bypassed. Regre t tab ly ,  expenditure  l e v e l s  t end  t o  be l e a s t  
adequate i n  t h e  very a reas  where needs a r e  greatest--where t h e  economically 
underpr iv i leged  predominate. Even among S t a t e s ,  d i s p a r i t i e s  i n  spending 
l e v e l s  remain wide. In  1964 pub l i c  school  expenditures  per  p u p i l  ranged 



from $241 i n  Mis s i s s ipp i  t o  $705 i n  New York. Average monthly old-age 
a s s i s t a n c e  payments ranged from l e s s  t han  $40 i n  Mis s i s s ipp i  t o  $108 i n  
C a l i f o r n i a ;  gene ra l  a s s i s t a n c e  payments p e r  r e c i p i e n t  from l e s s  t han  $4 i n  
Arkansas t o  $64 i n  Maryland. Average monthly earn ings  of f u l l - t i m e  municipal  
employees ranged from $255 i n  Mis s i s s ipp i  t o  $607 i n  C a l i f o r n i a .  S ince  t h e s e  
a r e  S t a t e  averages,  t h e  needs i n  many p l aces  w i t h i n  p a r t i c u l a r  S t a t e s  a r e  
even more a c u t e . '  

We make no at tempt  he re  t o  develop f i rm,  q u a n t i t a t i v e  p r o j e c t i o n s  of 
f u t u r e  S t a t e  and l o c a l  spending l e v e l s .  The economic, t echno log ica l ,  and 
s o c i a l  t ransformat ion  i n  process  i s  t o o  r a p i d  t o  warrant  confidence i n  t h e  
cont inued v a l i d i t y  of p a s t  t r e n d s .  Ten, p o s s i b l y  even f i v e  yea r s  ago, few 
would have a n t i c i p a t e d  a  1965 S t a t e - l o c a l  expendi ture  l e v e l  of  n e a r l y  $90 
b i l l i o n ,  and understandably so .  Se rv i ces  known only t o  r e s i d e n t s  of a  few 
p ioneer ing  communities i n  one decade become commonplace i n  t h e  next .  Consider,  
f o r  example, t h e  imp l i ca t ions  f o r  S t a t e  and l o c a l  budgets  of a  n a t i o n a l  under- 
t a k i n g  t o  r e c t i f y  t h e  educa t iona l  and h e a l t h  d e f i c i e n c i e s  o r  t h e  employment 
handicaps of t h e  economically and s o c i a l l y  disadvantaged. Man's a s p i r a t i o n s  
f o r  goods and s e r v i c e s  always l e a d  cu r ren t  a v a i l a b i l i t i e s .  These cons ide ra t ions  
suggest  t h a t  t h e  r a t e  of S t a t e  and l o c a l  expenditure  growth experienced i n  
t h e  immediate p a s t  w i l l  cont inue  f o r  t h e  near  f u t u r e .  However, t h e  growth 
need not  cont inue a t  t h e  8 . 5  percent  annual r a t e  of t h e  l a s t  decade t o  pro-  
duce spending l e v e l s  i n  excess  of  $100 b i l l i o n  by 1970. I n  t h e  absence of 
untoward i n t e r n a t i o n a l  and defense developments, S t a t e  and l o c a l  expenditures  
can r e a d i l y  ou td i s t ance  t o t a l  Fede ra l  spending w i t h i n  a  decade. 

REVENUES 

The expendi ture  growth examined i n  t h e  preceding s e c t i o n  has been 
f inanced  from t h r e e  gene ra l  sources :  S t a t e  and l o c a l  t a x e s ,  f e e s ,  and u s e r  
charges;  Fede ra l  g ran t s - in -a id ;  and S t a t e  and l o c a l  borrowing ( t a b l e  2 ) . 
General revenues r a i s e d  by S t a t e  and l o c a l  governments from t h e i r  own sources 
increased  124 pe rcen t  dur ing  a  decade i n  which t h e  GNP r o s e  only 71 pe rcen t ;  
t hose  r a i s e d  by S t a t e  governments alone increased  126 pe rcen t .  Even t h e s e  
spec t acu la r  r a t e s  of growth were modest i n  comparison w i t h  t h e  inc rease  i n  
Fede ra l  a i d .  It more than  t r i p l e d  i n  t h e  10 year  pe r iod  and, w i t h  $9 out  of  
every $10 going t o  t h e  S t a t e s ,  accounted f o r  nea r ly  30 percent  of t h e  r i s e  i n  
t o t a l  S t a t e  gene ra l  revenue. Moreover, about 45 percent  of t h e  a i d  was ea r -  
marked f o r  highways and another  25 percent  f o r  pub l i c  we l f a re  (p r imar i ly  
pub l i c  a s s i s t a n c e  payments t o  t h e  aged, dependent c h i l d r e n ,  t h e  b l i n d ,  and 
t h e  d i s a b l e d ) .  

Of t h e  $28 b i l l i o n  i n  gene ra l  revenue c o l l e c t e d  by t h e  S t a t e s  from 
t h e i r  own sources i n  1964, 86 percent--$24 bi l l ion--came from t a x e s .  S t a t e  
t a x  systems a r e  dominated by consumer t a x e s  ( t a b l e  3 ), i n  c o n t r a s t  t o  t h e  

L/ It obviously can not  cont inue i n d e f i n i t e l y  a t  a  r a t e  f a s t e r  t han  t h e  
growth i n  t h e  GNP. 



TABLE 2 . - -SOUXCES OF STATE AND LOCAL GENEFL4.L REVENUE I N  1954 AND 1964 

( ~ o l l a r  amounts i n  m i l l i o n s  ) 

T o t a l  S t a t e - l o c a l  genera l  
revenue $29,012 $68,443 135.9 $39,431 100.0 

Fede ra l  g r a n t s  2,966 10,002 237.2 7,036 17.8 
Revenue from S t a t e - l o c a l  

sources 26,046 58,440 124.4 32,394 82.2 

Source 

To ta l  S t a t e  gene ra l  revenue 15,299 37,648 146.1 22,349 100.0 
Fede ra l  g r a n t s  2,668 9,046 239.1 6,378 28.5 
Revenue from S t a t e  sources 12,631 28,602 126.4 15 971 71.5 

I/ Inc luding  a  smal l  amount of  revenue from l o c a l  governments. - 

Sources: U. S .  Bureau of t h e  Census, Census of Governments : 1962, Vol. V I ,  

Amount 

No. 4, H i s t o r i c a l  s t a t i s t i c s  on Governmental ~ i n a n c e s -  and Ehploy-' 
ment 1964, pp. 39, 42; Governmental Finances i n  1963-64, 1965, 
-3 

p.  22. 

Percent  
i nc rease  
1954-64 1954 

Fede ra l  system, which r e l i e s  p r imar i ly  upon income t axes ,  and t o  l o c a l  systems, 
which o b t a i n  most of t h e i r  revenue from proper ty  t a x e s .  The most important 
s i n g l e  source of S t a t e  revenue i n  1965 was t h e  gene ra l  s a l e s  t a x .  Ind iv idua l  
income t axes  came i n  a  poor t h i r d  a f t e r  motor f u e l  l e v i e s .  It should be 
noted,  however, t h a t ,  whi le  t h e  r e l a t i v e  con t r ibu t ion  of consumer t a x e s  t o  
t o t a l  S t a t e  t a x  y i e l d  has been v i r t u a l l y  cons tan t  s i n c e  World War 11, t h e  
r o l e  of income and gene ra l  s a l e s  t a x e s  has increased  s i g n i f i c a n t l y ,  l a r g e l y  
a t  t h e  expense of s e l e c t i v e  s a l e s  and miscellaneous l i c e n s e  and p r i v i l e g e  
t axes .  

1964 

S t a t e  and l o c a l  debt ou ts tanding  increased  from $39 b i l l i o n  i n  1954 
t o  $92 b i l l i o n  i n  1964, a  r i s e  of 137 pe rcen t .  S t a t e  debt grew even more 
dramatical ly--161 percent--during a  pe r iod  i n  which t h e  debt  of t h e  Federal  
Government r o s e  only 1 5  pe rcen t .  

Amount 
o f  

i nc rease  
1954-64 

Our d i scuss ion  of S t a t e  gene ra l  revenue must be pursued i n  substan-  
t i a l l y  g r e a t e r  depth before  t h e  t r u e  dimensions of t h e  S t a t e s '  f i s c a l  problem 
a r e  c l e a r l y  e s t ab l i shed .  The p o i n t s  made i n  t h e  fol lowing d i scuss ion  apply 
equa l ly  t o  f e e s ,  charges,  and o the r  gene ra l  revenue, bu t  t o  s imp l i fy  t h e  
terminology we r e f e r  only t o  t a x e s .  The important i s s u e s  w i l l  be  e a s i e r  t o  
handle i f  we e s t a b l i s h  a  simple conceptual  d i s t i n c t i o n .  On t h e  one hand, 

Percent  
of t o t a l  
i nc rease  
1954-64 



TABLE 3. --STATE TAX COLLECTIONS, BY MAJOR SOURCE, SELECTED YEARS, 1902 to 1965 

Total, excluding Individual 
Year employment taxes income 

:orporatiol 
income 

MT (In m: 

-- 
- - 
5 8 
92 
79 
49 
113 
165 
155 
269 
446 
442 
585 
586 
838 
810 
772 
737 
890 
984 

1,018 
1,001 
1,180 
1,266 
1,308 
1,505 
1,695 
1,931 

PERCENTAG 

Total 
Lions of 

2 8 
55 
134 
445 
7 26 
978 

1,394 
1,674 
1,852 
2,218 
2,153 
2,803 
4,042 
4,670 
5,730 
6,209 
6,573 
6,864 
7,801 
8,436 
8,750 
9,287 
L0,510 
11,031 
12,038 
12,873 
13,957 
15,052 

Note: Detail may not add to total because of rounding. 

Sources: U.S. Bureau of the Census, Census of Governments: 1962, Vol. VI. No. 4, Historical Statistics 
on Governmental Finances and Employment, 1964; Compendium of State Government Finances in 1964, 
1965; State Tax Collections in 1965. 
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t h e  most obvious f a c t  about S t a t e  revenue systems i s  t h a t  i n  any p a r t i c u l a r  
f i s c a l  year  d i f f e r e n t  t a x e s  y i e l d  d i f f e r e n t  amounts of revenue. Thus our  
d iscuss ion  begins w i t h  t h e  f a c t o r s  t h a t  determine t h e  abso lu t e  amounts of 
t a x  y i e l d s .  Only s l i g h t l y  l e s s  obvious, on t h e  o the r  hand, i s  t h e  f a c t  t h a t  
t h e  y i e l d s  of d i f f e r e n t  t a x e s  grow a t  widely varying r a t e s ,  and t h a t  t h e s e  
r a t e s  appear t o  bear  no r e l a t i o n s h i p  t o  t h e  r e l a t i v e  importance of t h e  t a x e s  
i n  t o t a l  revenues. Our d iscuss ion  of t h e  f a c t o r s  t h a t  account f o r  d i f f e r e n t  
r a t e s  of growth w i l l  t a k e  us  d i r e c t l y  t o  t h e  h e a r t  of t h e  S t a t e s '  f i s c a l  
problem. 

The amount of  revenue y i e lded  by a  given t a x  i n  a  p a r t i c u l a r  f i s c a l  
year  depends d i r e c t l y  upon two b a s i c  f a c t o r s :  t h e  s i z e  of t h e  t a x  base and 
t h e  average e f f e c t i v e  t a x  r a t e .  A gene ra l  s a l e s  t a x  t h a t  excludes food from 
i t s  d e f i n i t i o n  of t axab le  s a l e s  ( t h e  t a x  "base") f o r  example, w i l l  y i e  d  l 'ess 
revenue than  t h e  same t a x  r a t e  app l i ed  t o  a  base t h a t  inc ludes  food. 3 The 
q u a l i t y  of t a x  admin i s t r a t i on  i s  an important enough v a r i a b l e  t o  deserve 
mention a s  a  t h i r d  determinant of t o t a l  y i e l d .  The in t roduc t ion  of income 
t a x  withholding,  f o r  example, has  brought f o r t h  very s u b s t a n t i a l  i nc reases  
i n  y i e l d s  wi thout  r a t e  i nc reases  o r  "base-broadening." 

Increases  i n  t a x  c o l l e c t i o n s  from one year  t o  t h e  next involve an 
a d d i t i o n a l  s e t  of cons ide ra t ions .  Other t h i n g s  be ing  equal ,  of course,  t h e  
y i e l d  of a  given t a x  w i l l  be  higher  next  year  than  i n  t h e  p re sen t  f i s c a l  
year  i f  t h e  l e g i s l a t u r e  i nc reases  t h e  average r a t e ,  o r  i f  it broadens t h e  
d e f i n i t i o n  of t h e  base ,  o r  i f  it appropr i a t e s  more money f o r  t a x  enforcement. 
S imi l a r ly ,  t h e  y i e l d  of a  S t a t e ' s  revenue system a s  a  whole w i l l  i nc rease  i f  
e n t i r e l y  new t a x e s  o r  f e e s  a r e  adopted. We w i l l  s e e  t h a t  a  very l a r g e  pro- 
po r t ion  of t h e  a c t u a l  i nc reases  i n  S t a t e  gene ra l  revenues s i n c e  World War I1 
have r e s u l t e d  from t h e s e  types  of " s t r u c t u r a l f '  changes i n  S t a t e  systems. It 
i s  by no means t r u e ,  however, t h a t  t h e  t a x  w i t h  t h e  broades t  base and/or t h e  
h ighes t  average r a t e  w i l l  have t h e  most r a p i d l y  growing y i e l d .  

Income E l a s t i c i t y  

The d i scuss ion  of t h e  next  few pages focuses  on an aspec t  of t h e  
growth of S t a t e  gene ra l  revenue t h a t  i s ,  from t h e  p o i n t  of view of de f in ing  
t h e  dimensions of t h e  S t a t e s '  f i s c a l  problem, more important than  any o ther - -  
t h e  po r t ion  of changes i n  r e c e i p t s  t h a t  may be  c a l l e d  automatic.  

Tax c o l l e c t i o n s  r i s e  au tomat ica l ly  whenever t h e  gross  n a t i o n a l  product 
i nc reases ,  and when t h e  GNP dec l ines  during a  r eces s ion  t h e  y i e l d  of almost 
every t a x  s u f f e r s .  This  r e l a t i o n s h i p  e x i s t s  because i n d i v i d u a l s '  incomes 
and consumption expendi tures ,  which a r e  t h e  sources of nea r ly  a l l  t a x  revenues, 
move i n  t h e  same d i r e c t i o n  a s  t h e  GNP. Apart from t h e  inf luence  of t a x  en- 
forcement,  t h e  amount of t a x  c o l l e c t i o n s ,  of course,  depends upon t h e  s i z e  
of  t h e  base (consumer expenditures  o r  income) and t h e  t a x  r a t e :  r a t e  t imes 
base equals  y i e l d .  

The exc lus ion  of  food from t h e  base can r e s u l t  i n  t h e  l o s s  of a qua r t e r  
o r  more of t h e  p o t e n t i a l  y i e l d .  



The y i e l d  of each t a x  responds d i f f e r e n t l y  t o  changes i n  t h e  GNP, 
and t h e  concept t h a t  measures t h e  degree of automatic  responsiveness  i s  
c a l l e d  income e l a s t i c i t y .  I f  an inc rease  of 1 0  percent  i n  t h e  GNP i s  ac- 
companied by a 10  percent  r i s e  i n  t h e  proceeds of a p a r t i c u l a r  t a x  (wi th  no 
change i n  r a t e ) ,  t h e  t a x  i s  s a i d  t o  have an income e l a s t i c i t y  of 1. I f  t h e  
percentage change i n  y i e l d  i s  l e s s  t han  t h e  percentage change i n  t h e  GNP, 
t h e  t a x  i s  i n e l a s t i c  ( t h e  r a t i o  of t h e  percentage changes has  a va lue  of l e s s  
than  1 ) .  If t h e  r e v e r s e  i s  t r u e  t h e  t a x  i s  e l a s t i c  (income e l a s t i c i t y  i s  
g r e a t e r  t han  1 ) .  

The income e l a s t i c i t y  of every t a x  i s  determined p r i m a r i l y  by t h e  
responsiveness  of i t s  base t o  changes i n  t h e  gross  n a t i o n a l  product .  During 
1964, f o r  example, t h e  GNP increased  6.6 pe rcen t ,  gaso l ine  s a l e s  increased  
approximately 4 pe rcen t ,  and consumer spending f o r  goods and s e r v i c e s  r o s e  
6.5 pe rcen t .  &/ On t h e  b a s i s  of  t h i s  information we would expect  t h e  income 
e l a s t i c i t y  of a gaso l ine  t a x  t o  be cons iderably  l e s s  t han  t h a t  of a gene ra l  
s a l e s  t a x ,  and t h i s  i s ,  i n  f a c t ,  t h e  case.  When t h e  behavior  of i t s  t a x  
base  has been defined,  t h e  income e l a s t i c i t y  of a consumption t a x  i s  ex- 
p l a ined .  

The e l a s t i c i t y  of an income t a x  i s  a cons iderably  more complicated 
ma t t e r ,  and a d e t a i l e d  cons ide ra t ion  of t h e  ques t ion  appears  i n  Chapter 5. 
S u f f i c e  it t o  say here  t h a t  t h e  e l a s t i c i t y  of an income t a x  i s  p r i m a r i l y  a 
func t ion  of  t h e  responsiveness  of i t s  base-- taxable  income--to changes i n  t h e  
GNP, so t h e  above d i scuss ion  of t h e  e l a s t i c i t y  of consumption t axes  should 
be s u f f i c i e n t  f o r  t h e  purposes of t h i s  d i scuss ion .  

A number of s t u d i e s  of S t a t e  f i nances  have come up w i t h  e s t ima te s  of 
t h e  GNP e l a s t i c i t i e s  of  t h e  major c a t e g o r i e s  of S t a t e  gene ra l  revenues. 
Table 4 i s  based on t h e  r e s u l t s  of s e v e r a l  of t h e s e  s t u d i e s .  Note t h a t  
t h r e e  e l a s t i c i t y  es t imates  a r e  provided f o r  each category.  It i s  necessary 
t o  be somewhat l e s s  t han  s p e c i f i c  about t h e  e l a s t i c i t i e s  f o r  two b a s i c  
reasons .  F i r s t ,  t h e r e  i s  no consensus among economists regard ing  t h e  proper  
average e l a s t i c i t i e s .  Secondly, t h e  evidence sugges ts  t h a t  t h e  e l a s t i c i t i e s  
of  a l l ,  o r  n e a r l y  a l l ,  ca t egor i e s  of r e c e i p t s  vary  over t ime.  The b e s t  we 
can do, t hen ,  i s  t o  spec i fy  t h e  ranges wi th in  which we may reasonably expect 
t h e  e l a s t i c i t i e s  t o  f a l l  during any p a r t i c u l a r  pe r iod .  For t h e s e  reasons ,  
r e f e rences  i n  t h i s  r e p o r t  t o  r e c e i p t s  e l a s t i c i t i e s  g e n e r a l l y  w i l l  be  t o  
ranges  r a t h e r  t han  t o  p r e c i s e  f i g u r e s .  

U. S.  Department of Commerce, Survey of Current  Business ,  February 1965, 
p.  16. Gasoline s a l e s  es t imated  by t h e  American Petroleum I n s t i t u t e ,  
r epo r t ed  i n  Federa t ion  of Tax Adminis t ra tors  Tax Adminis t ra tors  News, 
January 1965, p .  6 .  

S tud ie s  have determined t h a t  t h e  GNP e l a s t i c i t y  of t h e  t y p i c a l  gaso l ine  
t a x  i s  approximately 0 .5 ,  whi le  t h e  e l a s t i c i t y  of gene ra l  s a l e s  t a x e s  
approaches 1 . 0 .  



TABLE 4 .  --GROSS NATIONAL PRODUCT ELASTICITIES OF THE 
MAJOR CATEGORIES OF STATE GENERAL REVENUE 

Revenue source  

Property taxes  

Income taxes:  i nd iv idua l  
co rpo ra t e  

Sa l e s  taxes :  gene ra l  
motor f u e l  
a l c o h o l i c  beverages 
tobacco 
p u b l i c  u t i l i t i e s  
o t h e r  

Auto l i c e n s e  and r e g i s t r a t i o n  

Death and g i f t  t axes  

A l l  o the r  taxes  

Higher education f ee s  

Hospi ta l  f ee s  

Natural  resources  f e e s  

I n t e r e s t  earnings  

Miscellaneous f ee s  and charges 

El: 
Low 

0.7 

1.5 
1.1 

0.9 
0.4 
0 .[I 
0.3  
0.9 
0.9 

0.2 

1 .o 

0.6 

1.6 

1 .3  

0.9 

0.6 

0 .6  

: i c i t y  e& 
Medium 

0.9 

1.65 
1 . 2  

0.97 
0 .5  
0 .5  
0.35 
0.95 
1 .o 

0 .3  

1.1 

0.65 

1 . 7  

1 .4  

1 .o 

0.7 

0 . 7  

l t e s  
High 

Sources: Benjamin Br idges ,  Jr.,  "The E l a s t i c i t y  of t h e  Proper ty  Tax Base: Some Cross Sec t ion  
Est imates ,"  Land Economics, Vol. 40, November 1964, pp. 449-51; J e s se  Burkhead, S t a t e  and Local 
Taxes f o r  Pub l i c  Education,  The Economics and P o l i t i c s  of Publ ic  Education Se r i e s ,  No. 7 
(Syracuse Univers i ty  P r e s s ,  Syracuse: 1963),  p .  67; David George Davies,  "The S e n s i t i v i t y  of 
Consumption Taxes t o  F luc tua t ions  i n  Income," National Tax Journal ,  Vol. 15,  September 1962, 
pp. 281-90; James S. Duesenberry, Otto Eckste in ,  and Gary F r o m ,  "A Simulation of t h e  United 
S t a t e s  Economy i n  Recession," Econometrica, Vol. 28, October 1960, pp. 749-809; Harold M .  
Groves and C. Harry Kahn, "The S t a b i l i t y  of S t a t e  and Local Tax Yie lds ,"  American Economic 
Review, Vol. 42, March 1952, pp. 87-102; Robert  Har r i s  and Selma Mushkin, "The Revenue Outlook 
i n  1970: A Fu r the r  Report on P ro j ec t  '70 ,"  unpublished paper prepared f o r  t h e  National Associ-  
a t i o n  of Tax Admin i s t r a to r s '  1964 Conference on Revenue Est imat ing,  October 1964, p .  16;  
Ernes t  Kurnow, "On the  E l a s t i c i t y  of t h e  Real Proper ty  Tax," Jou rna l  of Finance,  Vol. 18,  
March 1963, pp. 56-8; Eugene P.  McLoone, "Effec ts  of Tax E l a s t i c i t i e s  on the  F inanc ia l  Support 
of Education," unpublished Ph.D. d i s s e r t a t i o n  (College of Education, Univers i ty  of I l l i n o i s ,  
Urbana: 1961); Dick Netzer,  "Financia l  Needs and Resources Over t he  Next Decade: S t a t e  and 
Local Governments," i n  Pub l i c  Finances:  Needs, Sources,  and U t i l i z a t i o n ,  a Report  of t he  
National Bureau of Economic Research (Pr inceton Univers i ty  P re s s ,  Pr inceton:  1961),  pp. 23-65; 
Robert W .  Rafuse,  Jr . ,  "The Cycl ica l  Behavior of Sta te-Local  Finances," i n  Richard A.  Musgrave, 
Ed i to r ,  Essays i n  Multi-Level Finance,  S tud ie s  of Government Finance,  The Brookings I n s t i t u t i o n ,  
Washington, D . C . ,  1965; Lee Soltow, "The H i s t o r i c  Rise  i n  t h e  Number of Taxpayers i n  a S t a t e  
w i th  a Constant Tax Law," Nat ional  Tax Jou rna i ,  Vol. 8 ,  December 1955, pp. 379-81. 



These crude estimates of t h e  GNP e l a s t i c i t i e s  of t h e  major ca t egor i e s  
of S t a t e  government suggest  a  number of i n t e r e s t i n g  conclusions.  Est imates  
of t h e  GNF e l a s t i c i t y  of t o t a l  S t a t e  gene ra l  revenues at any p a r t i c u l a r  p o i n t  
i n  t ime a r e  given by weighted averages of t h e  e l a s t i c i t i e s  of t h e  s e v e r a l  
revenue sources ,  u s ing  a c t u a l  c o l l e c t i o n s  i n  t h e  year  i n  ques t ion  a s  t h e  
weights .  &-/ Thus, it i s  p o s s i b l e  t o  say  t h a t  t h e  GNP e l a s t i c i t y  of t o t a l  
S t a t e  gene ra l  revenue i n  f i s c a l  year  1964 was approximately 0.92--the r e s u l t  
y i e l d e d  by us ing  t h e  medium e l a s t i c i t y  hypotheses.  The low and h igh  es t imates  
f o r  1964 a r e  0.82 and 1.01, a s  shown i n  t h e  fol lowing t a b l e :  

F i s c a l  E l a s t i c i t y  e s t ima te  
year  Low Medium High - - 

A s  t ime pas ses  and economic growth r e s u l t s  i n  an inc reas ing  GNP, t h e  
y i e l d s  of t h e  r e c e i p t s  ca t egor i e s  w i t h  h igher  e l a s t i c i t i e s  au tomat ica l ly  
grow more r a p i d l y ,  by d e f i n i t i o n ,  t han  c o l l e c t i o n s  from c a t e g o r i e s  w i t h  
lower e l a s t i c i t i e s .  Thus, un le s s  r a t e  i nc reases  and new adoptions a r e  r e l -  
a t i v e l y  more f requent  i n  t h e  cases  of t h e  low e l a s t i c i t y  r e c e i p t s  c a t e g o r i e s ,  
t h e  o v e r a l l  e l a s t i c i t y  of S t a t e  gene ra l  revenue w i l l  i nc rease  every year  
t h a t  t h e  GNP i n c r e a s e s .  By 1970, i f  t h e  GNP i nc reases  according t o  t h e  
e s t ima te s  of t h e  Inter-Agency Study of  Economic Growth, t h a t  i s ,  by approxi- 
mately 60 percent  above 1964, and i f  t h e r e  a r e  no inc reases  i n  t a x  r a t e s  o r  
adopt ions of  new sources ,  z/ t h i s  process  w i l l  au tomat ica l ly  r a i s e  t h e  
e l a s t i c i t y  of gene ra l  revenues t o  0.89, o r  0.99, o r  1 .09  (low, medium, and 
h igh  e l a s t i c i t y  hypotheses,  r e s p e c t i v e l y ) .  The e l a s t i c i t y  of S t a t e  gene ra l  
revenues has  i n  f a c t  been r i s i n g  g radua l ly  s i n c e  t h e  end of World War 11. 
Using a c t u a l  y i e l d s  i n  1947 and 1954 a s  weights ,  t h e  medium e l a s t i c i t y  
e s t ima te  f o r  1947 i s  0.83. By 1954 t h e  e l a s t i c i t y  (medium es t ima te )  had 
increased  s l i g h t l y  t o  0.85. C lea r ly ,  t h e  process  of e l a s t i c i t y - r i s e  has  
proceeded somewhat more r a p i d l y  s i n c e  1954. 

1/ The average e l a s t i c i t i e s  d i scussed  he re  a r e  f o r  t o t a l  S t a t e  g e n e r a l  
revenue. S ince  t h e  importance of a  p a r t i c u l a r  category of r e c e i p t s  
w i l l  vary from S t a t e  t o  S t a t e - -y i e ld ing  averages t h a t  w i l l  vary depending 
on t h e  S ta t e - - these  e s t ima te s  of system e l a s t i c i t i e s  should not  be  i n t e r -  
p r e t e d  as applying t o  any p a r t i c u l a r  S t a t e .  

O r  i f  t h e r e  a r e  such inc reases  o r  adopt ions,  we assume only  t h a t  t h e y  
a r e  evenly d i s t r i b u t e d  among t h e  ca t egor i e s .  



The s e t  of e l a s t i c i t y  es t imates  f o r  t h e  major ca t egor i e s  of S t a t e  
gene ra l  revenue a l s o  provide t h e  necessary raw m a t e r i a l  f o r  determining t h e  
approximate r e l a t i v e  importance of' r a t e  i nc reases  and adoptions of new t a x e s  
--changes t h a t  may be r e f e r r e d  t o  a s  " s t r u c t u r a l , "  t o  d i s t i n g u i s h  them from 
t h e  automatic changes t h a t  a r e  handled by t h e  e l a s t i c i t y  concept--in r a i s i n g  
S t a t e  gene ra l  revenues i n  t h e  postwar per iod .  Accordingly, we have prepared 
es t imates  of t h e  percentage of t h e  a c t u a l  i nc rease  i n  S t a t e  revenues t h a t  
was accounted f o r  by s t r u c t u r a l  changes i n  S t a t e  revenue systems ( r a t e  in -  
c r eases  and new sources)  during t h e  per iods  1947-64 and 1954-64. 

Between 191+7 and 1964 t h e  medium e l a s t i c i t i e s  imply t h a t  58 pe rcen t  
of t h e  t o t a l  i nc rease  i n  S t a t e  gene ra l  revenues ig a t t r i b u t a b l e  t o  t a x e s  
and r a t e  i nc reases  enacted s i n c e  1947. 9 For t h e  pe r iod  s i n c e  1954 our  
c a l c u l a t i o n s  i n d i c a t e  t h a t  roughly 55 percent  of t h e  r i s e  i n  S t a t e  r e c e i p t s  
i s  a t t r i b u t a b l e  t o  s t r u c t u r a l  changes, 2/ and only 45 percent  t o  t h e  auto-  
matic  responsiveness  of c o l l e c t i o n s  t o  t h e  growing GNP. These f ind ings  sug- 
g e s t  t h a t  S t a t e  l e g i s l a t i v e  a c t i v i t y  i n  t h e  revenue f i e l d  w a s  only s l i g h t l y  
l e s s  vigorous between 1954 and 1964 than  it had bee2 during t h e  e a r l i e r  years  
of t h e  postwar per iod .  

I f  t h e s e  es t imates  of t h e  revenue inc reases  a t t r i b u t a b l e  t o  s t r u c t u r a l  
changes i n  S t a t e  systems seem high,  a moment's r e f l e c t i o n  on t h e  r eco rd  of 
new adoptions and r a t e  i nc reases  during t h e  p a s t  1 7  o r  18 yea r s  should prove 
convincing. I n  1946, 23 S t a t e  revenue systems included a gene ra l  s a l e s  t a x .  
By t h e  end of 1965, 15  more S t a t e s  (no t  inc luding  ~ a w a i i )  had adopted t h e  
t a x ,  19 of t h e  o r i g i n a l  23 S t a t e s  had r a i s e d  t h e i r  r a t e s ,  and s t i l l  o t h e r s  
had broadened t h e i r  t a x  bases .  A t  t h e  beginning of t h e  postwar pe r iod  30 
S t a t e s  taxed  e r s o n a l  incomes, and by 1964 t h r e e  more S t a t e s  had been added 
t o  t h e  l i s t .  !/ Seventeen S t a t e s  increased  t h e i r  income t a x  r a t e s  between 
1950 and 1964. Five S t a t e s  have adopted corpora t ion  income t a x e s  s i n c e  

Each of t h e  s e t s  (low, medium, and h igh)  of e l a s t i c i t y  hypotheses i s  
used t o  e s t ima te  t h e  automatic  i nc rease  i n  t h e  y i e l d  of each revenue 
category t h a t  would have accompanied t h e  inc rease  i n  t h e  GNP f o r  t h e  
pe r iod  i n  ques t ion .  Presumably, t hen ,  t h e  d i f f e r ences  between t h e  
p red ic t ed  automatic i nc reases  and t h e  inc reases  t h a t  a c t u a l l y  occurred 
r ep re sen t  t h e  revenue impact of new t axes  and r a t e  changes. 

The corresponding low and h igh  e l a s t i c i t y  e s t ima te s  a r e ,  r e s p e c t i v e l y ,  
63 percent  and 53 pe rcen t .  

The low and high e l a s t i c i t i e s  y i e l d  es t imates  of 60 and 50 pe rcen t ,  
r e s p e c t i v e l y .  

These f i g u r e s  do not  inc lude  New Hampshire and Tennessee, which have 
taxed  Tncome from i n t a n g i b l e s  s i n c e  be fo re  World War 11; New Jersey ,  
which enacted i t s  "commutersf" (personal  income) t a x  i n  1961; and 
Nebraska, which adopted a personal  and a corpora t ion  income t a x  i n  
1965 t h a t  w i l l  go i n t o  e f f e c t  on January 1, 1967, i f  it i s  no t  voted 
down i n  referendum. 



1947. Th i r ty -e igh t  S t a t e s  r a i s e d  t h e i r  gaso l ine  t a x  r a t e s  between 1950 and 
1.964. F i f t e e n  S t a t e s  enacted c i g a r e t t e  t a x e s  between 1947 and 1964, and by 
1964, 42 had increased  t h e i r  r a t e s .  The experience of t h e  p a s t  two yea r s  i s  
e x c e l l e n t  evidence of t h e  S t a t e s '  ques t  f o r  new revenues through s t r u c t u r a l  
changes i n  t h e i r  t a x  systems ( t a b l e  5 ) .  

REVIEW OF THE OVERALL SITUATION 

Since r e se rves  accumulated during World War I1 disappeared about t h e  
t ime t h e  Korean War began, many S t a t e s  have been confronted by continuous 
f i s c a l  c r i s i s .  They have been a b l e  t o  s t r u g g l e  through t h e  p a s t  1 5  yea r s  
only by r e s o r t i n g  t o  one expedient a f t e r  another .  They have doubled and 
redoubled c i g a r e t t e  t a x e s ,  t hey  have pushed s a l e s  t a x  r a t e s  a s  h igh  a s  5 
pe rcen t ,  t hey  have asked f o r  and rece ived  massive a i d  from t h e  Federal. Govern- 
ment, t hey  have experimented w i t h  an ingenious a r s e n a l  of budgetary legerde-  
main, and they  have even r e s o r t e d  t o  t h e  ope ra t ion  of l o t t e r i e s .  And s t i l l  
y i e l d s  f a l l  s h o r t  of needs. Things w i l l  be  no b e t t e r  5 yea r s  from now un le s s  
S t a t e s  make progress  toward a s o l u t i o n  of t h e i r  b a s i c  f i s c a l  problem, t h e  
i n a b i l i t y  of most of t h e i r  revenue systems t o  gene ra t e  y i e l d s  t h a t  grow-- 
wi thout  r a t e  i nc reases  o r  new taxes- -as  r a p i d l y  a s  expenditure  requirements .  
I n  t e c h n i c a l  terms,  a s  d i scussed  i n  t h e  preceding pages, t h e  income e l a s t i c i t y  
of S t a t e  revenue systems i s  t o o  low. 

We have determined t h a t  t h e  GNP e l a s t i c i t y  of S t a t e  gene ra l  revenues 
today i s  approximately 0.9, o r ,  a l t e r n a t i v e l y ,  t h a t  it l i e s  somewhere i n  t h e  
range of 0.82 t o  1.01. We have a l s o  seen t h a t  t h e  e l a s t i c i t y  f i g u r e  has 
increased  s l i g h t l y  s i n c e  t h e  end of World War 11, when it was around 0.8, 
and t h a t  t h e  gradual  process  of e l a s t i c i t y  i nc rease  can be  counted upon, i n  
t h e  absence of o f f s e t t i n g  s t r u c t u r a l  changes, t o  c a r r y  t h e  f i g u r e  t o  approxi- 
mately 1 .0  by 1970. 

The r a t e  of growth of  S t a t e  gene ra l  expendi tures ,  on t h e  o the r  hand, 
has  been nea r ly  twice  t h e  r a t e  of GNP r i s e  during t h e  postwar pe r iod .  During 
t h e  p a s t  decade t h e  r a t e s  were, r e s p e c t i v e l y ,  9 .2  percent  and 5.5 pe rcen t .  
S t r i c t l y  speaking t h e  concept of GNP e l a s t i c i t y  i n  i t s  r i go rous ,  s c i e n t i f i c  
sense should not be appl ied  t o  t h e  expenditure  s i d e  of t h e  budget,  b u t  we do 
no g r e a t  v io lence  t o  t h e  concept by employing t h e  terminology t o  s imp l i fy  t h i s  
d i scuss ion .  For t h e  pe r iod  s i n c e  1954, t h e r e f o r e ,  we may say  t h a t  t h e  GNP 
e l a s t i c i t y  of S t a t e  gene ra l  expenditures  has averaged approximately 1 .7 ,  
and we have argued t h a t  t h e r e  a r e  no persuas ive  reasons why we should not  
a n t i c i p a t e  an " e l a s t i c i t y "  t h i s  l a r g e  i n  t h e  near  f u t u r e .  

Technica l ly ,  t h e  concept of  e l a s t i c i t y  r e l a t e s  only automatic  changes 
i n  r e c e i p t s  t o  changes i n  t h e  GNP. As we have seen,  t h e  behavior  of 
government r e c e i p t s  cannot r e a l l y  be understood without  d i s t i n g u i s h i n g  
between automatic  and s t r u c t u r a l l y  induced changes i n  revenue y i e l d s .  
On t h e  expenditure  s i d e ,  however, t h e r e  a r e  very  few cases  of automatic  
( foo tno te  cont inued on next  page) 
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An expenditure  e l a s t i c i t y  of 1 .7  and a  revenue e l a s t i c i t y  of 0.9 o r  
1 . 0  l eave  a  f i nanc ing  gap t h a t  i s  t h e  pe renn ia l  f i s c a l  problem of t h e  S t a t e s .  
A t  t h e  Fede ra l  l e v e l  t h e  s i t u a t i o n  i s  e n t i r e l y  d i f f e r e n t .  The GNP e l a s t i c i t y  
of Fede ra l  expenditures  appears t o  be cons iderably  l e s s  t han  t h a t  of S t a t e  
expendi tures .  The e l a s t i c i t y  of Fede ra l  r e c e i p t s  by a l l  i n d i c a t i o n s  appears 
t o  be i n  t h e  same neighborhood a s  t h e  e l a s t i c i t y  of expenditures--1.1 o r  
1 .2.  Indeed, r ecen t  d i scuss ions  of t h e  Fede ra l  budgetary out look have centered  
on t h e  remarkable prospec t  t h a t  t h e  automatic growth of  Fede ra l  r e c e i p t s  i n  
t h e  next  few yea r s  may a c t u a l l y  ou td i s t ance  fo re seeab le  expenditure  i nc reases ,  
t h u s  c r e a t i n g  t h e  phenomenon r e f e r r e d  t o  a s  " f i s c a l  drag ."  This  l i n e  of 
t h i n k i n g  i s  r e spons ib l e  f o r  t h e  a t t e n t i o n  t h a t  has  been given r e c e n t l y  t o  
proposa ls  f o r  f u r t h e r  t a x  c u t s  and u n r e s t r i c t e d  g r a n t s  t o  t h e  S t a t e s .  

I n  t h e  p a s t  t h e  gap between t h e  h igh  e l a s t i c i t y  of expenditures  and 
t h e  low e l a s t i c i t y  of r e c e i p t s  has been c losed  by l e g i s l a t i o n  t h a t ,  i n  nea r ly  
every S t a t e ,  con t r ibu ted  very l i t t l e  t o  a  r e a l  s o l u t i o n  t o  t h e  under ly ing  
problem. I n  any p a r t i c u l a r  f i s c a l  year  t h e  gap between revenues and expendi- 
t u r e s  can be br idged ,  of course,  by t h e  y i e l d  of a  doubled c i g a r e t t e  t a x ,  
o r  t h e  y i e l d  of an inc rease  i n  gaso l ine  t a x  r a t e s ,  t o  c i t e  two examples. 
But such measures a r e  no more than  p a l l i a t i v e s .  They c o n t r i b u t e  nothing t o  
a s o l u t i o n  of t h e  r e a l  problem; indeed,  i nc reases  i n  t h e  r a t e s  of c i g a r e t t e  
and gaso l ine  t a x e s  w i l l  only aggravate  t h e  long-run s i t u a t i o n ,  s i n c e  they  b v i l l  

t e n d  t o  depress  t h e  GNP e l a s t i c i t y  of t h e  S t a t e ' s  t a x  system. I n  t h e  f o l -  
lowing f i s c a l  year  spending w i l l  aga in  r i s e  f a s t e r  t han  t h e  GNP, revenue 
w i l l  aga in  r i s e  a t  approximately t h e  same r a t e  a s  t h e  GNP, and t h e  gap w i l l  
reappear  t o  haunt t h e  unhappy p o l i t i c a l  l eade r sh ip .  That t h i s  t r e a d m i l l  can 
be nego t i a t ed  f o r  an extended pe r iod  of t ime i s  one of t h e  most s u r p r i s i n g  
l e s sons  of t h e  postwar per iod .  That it i s  not  without  i t s  p i t f a l l s  i s  
t e s t i f i e d  t o  by a  long l i s t  o f  ex-governors, who have been toppled  from 
power by t h e  p o l i t i c a l  hazards i nhe ren t  i n  a p o l i c y  t h a t  r e q u i r e s  a  new round 
of t a x  inc reases  every few yea r s .  

Even w i t h  t h e  imposi t ion of r i go rous  expenditure  c o n t r o l s ,  t h e  only 
r e a l  s o l u t i o n  t o  t h e  S t a t e s '  f i s c a l  problem l i e s  i n  t h e  adoption of measures 
t h a t  r a i s e  t h e  GNP e l a s t i c i t y  of S t a t e  revenue systems. In  essence,  t h i s  

changes t h a t  r e s u l t  from t h e  ebb and flow of t h e  GNP. Unemployment 
compensation payments a r e  perhaps t h e  only pure example of a coun te rpa r t  
on t h e  expendi ture  s i d e  t o  automatic  r e c e i p t s  behavior .  Such payments, 
of course,  move con t r a ry  t o  c y c l i c a l  changes i n  t h e  GNP--increasing 
dur ing  r eces s ion  and dec l in ing  during boom--and t h e i r  GNP e l a s t i c i t y ,  
f o r  t h i s  reason ,  i s  negat ive .  This  i s  by no means t o  suggest  t h a t  eco- 
nomic growth and dec l ine  have no e f f e c t s  on spending l e v e l s .  It i s  t o  
s ay  t h a t  t h e  r e l a t i o n s h i p s  a r e  i n d i r e c t  r a t h e r  than  d i r e c t .  S ince  
s i g n i f i c a n t  changes i n  expenditure  l e v e l s  t end  t o  r e q u i r e  l e g i s l a t i v e  
a c t i o n ,  t hey  a r e  more analogous t o  s t r u c t u r a l  r e v i s i o n s  of  a  revenue 
system than  they  a r e  t o  t h e  automatic  changes i n  r e c e i p t s  t h a t  i nva r i ab ly  
accompany swings i n  t h e  l e v e l  of economic a c t i v i t y .  



approach amounts t o  nothing more than  inc reas ing  t h e  emphasis on h igh  
e l a s t i c i t y  sources and de-emphasizing sources t h a t  have l o w  e l a s t i c i t i e s .  
More s p e c i f i c a l l y ,  t h i s  means inc reas ing  r e l i a n c e  on income and gene ra l  
s a l e s  t axes .  



Chapter 3 

THE INCOME TAX MOVEMENT I N  THE STATES 

Viewed aga ins t  the  h i s t o r i c a l  backdrop of S t a t e  t a x  a c t i v i t y  
summarized i n  t a b l e  6 ,  the  slow and sporadic increase  i n  the  number 
of S ta tes  adopting income taxes (both personal and corporat ion) s tands 
out  i n  sharp con t ras t  t o  the  steady o r  rapid  adoption r a t e s  f o r  the  
o the r  major S t a t e  taxes.  In  t h e  l i g h t  of i t s  shor te r  h i s to ry ,  the  
adoption record of even the  general  s a l e s  t ax  appears somewhat more 
impressive than t h a t  of the  income taxes.  

The c e n t r a l  aim of t h i s  chapter  i s  t o  i d e n t i f y  the  primary f a c t o r s  
responsible f o r  the  sporadic expansion of the  S t a t e  personal income taxes 
i n  the  pas t  i n  order  t o  make a  more accura te  assessment of the  f i s c a l  r o l e  
which t h i s  revenue instrument can be expected t o  play i n  the  fu tu re .  I n  
t h i s  ana lys i s ,  the  i s sue  of Federa l -Sta te  t ax  overlapping i n  the  personal 
income tax  f i e l d  assumes s ign i f i cance  because of the  widespread b e l i e f  t h a t  
t h e  high Federal income t a x  r a t e  s t r u c t u r e  was t h e  p r inc ipa l  i f  not  e  s o l e  !i 7 f a c t o r  r e s t r i c t i n g  S t a t e  income t a x  adoptions a f t e r  the  l a t e  1930's.- 

FAIRLY STEADY GROWTH: 1911-1929 

Wisconsin's enactment i n  1911 marks the  beginning of e f f e c t i v e  
S t a t e  use of the  modern income tax.  E a r l i e r  S t a t e  experiments had proved 
unsuccessful because the  laws contained a  bas ic  adminis t ra t ive  defec t - - the  
delegation of r e s p o n s i b i l i t y  f o r  enforcing S t a t e  income t ax  laws t o  l o c a l  
property t a x  o f f i c i a l s .  The success of Wisconsin's income t ax  has been 
a t t r i b u t e d  t o  two adminis t ra t ive  innovations: (1) cen t ra l i zed  adminis- 
t r a t i o n  i n  which l o c a l  assessors  of income were se lec ted  on a  mer i t  b a s i s  

11 John Due, f o r  example, i n  an a r t i c l e  on the  income t a x  f o r  the  - 
Encyclopedia Br i tannica  (Chicago, 1965, Vol. 12, p. 19) notes i n  
two s p e c i f i c  references t o  the  S t a t e  income tax  movement t h a t  high 
Federal r a t e s  "retarded" and " res t r i c t ed"  expanded S t a t e  use of 
income taxes a f t e r  1940. He c i t e s  no o the r  i n h i b i t i n g  f a c t o r .  



TABLE 6 .--DATES OF ADOPTION OF MAJOR STATE TAXES, FREQUENCY DISTRIBUTION g* 

Year 

1929 ....... 
1930 . . . . * . .  
1 9 3 1 . . . . . . .  

. . . . . . .  1932 
1933 . . . . . . .  
1934. ...... 
1935 . . . . . . .  

. . . . . . .  1936 
1937 ....... 
1938. . . . . . .  
1939 . . . . . . .  
1940. ...... 
1941 . . . . . . .  
1942. ...... 
1943 ....... 
1944 ....... 
1945. ...... 
1946 ....... 
1947 ....... 
1948. . . . . . .  
1949 . . . . . . .  

. . . . . . .  1950 
1951 ....... 
1952 ....... 
1953 ....... 
1954 . . . . . . .  
1955 . . . . . . .  

. . . . . . .  1956 
1957 . . . . . . .  
1958 . . . . . . .  
1959 . . . . . . .  
1960 ....... 

.. . . . . .  1961 
1962 . . . . . . .  
1963. . . . . . .  
1964 . . . . . . .  
1965 ....... 
1966....... 
1967. . . . . . .  

T o t a l . .  . 

Indi -  
vj-dual 
income 

:orpo- 
- a t  ion 
income 

G i l t  ;enera1 
s a l e s  

D i s t i l l e d  
s p i r i t s  

Auto- 
mobile 

r e g i s t r a -  
t i o n  

See footnotes  on fo l lowing page. 
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TABLE 6.--DATES OF ADOPTIOrr OF [ W O E  STATE TAXES, FREQKENCY DISTRLarSTIO&* 

(co?c luded)  

1/ I n c l u d e s  on ly  S t a t e s  t h a t  used  t h e  t a x  a s  of  January  1, 1968. - 

E x c l u s i v e  of New J e r s e y  "Corrmuters"' t a x  3r.d t h e  Kew Hampshire and Tennessee 
t a x e s  on i n t e r e s t  and d i v i d e n d s .  

E x c l u s i v e  o f  Sobth  Dakota ' s  t a x  a p p l i c a b l e  t o  f l r . a n c i a l  i n s t i t u t i o n s .  

4/ E x c l u s i v e  of  t h e  e x c i s e s  le.:ied by t h e  16 S t a t e s  t h a t  cwc m d  o p e r o t e  l i i l ~ ~ r  s t o r e s ,  - 
and t h e  North C a r o l i n a  county  s t o r e s  sys tem o p e r a t e d  under S t a t e  s u p e r v i s i o n .  

* Updated f o r  t h i s  r e p r i n t .  



and placed under t h e  d i r e c t  con t ro l  of  t h e  Wisconsin S t a t e  Tax Commission, 
and (2) t he  r e  uirement and use  of information-at-source r e t u r n s  on s a l a r i e s  9 1 and dividends .- 

The Wisconsin advocates of t h e  income t a x  were guided not  so  much by 
any g r e a t  enthusiasm f o r  t h i s  form of t axa t ion  a s  by a  d e s i r e  t o  shake loose  
from the  " inequi tous" personal  proper ty  t a x  i n  genera l  and t h e i n t a n g i b l e  t a x  
i n  p a r t i c u l a r  .g/ I n  o rde r  t o  r e a l i z e  t h i s  o b j e c t i v e ,  t he  l e g i s l a t u r e  abol i shed  
t h e  personal  proper ty  t a x  on i n t a n g i b l e s  and allowed t h e  taxpayer  t o  c r e d i t  
a g a i n s t  h i s  income t a x  any remaining personal  proper ty  t a x  pa id .  To reimburse 
l o c a l  governments f o r  t he  l o s s  of revenue, companion l e g i s l a t i o n  provided 
t h a t  70 percent  of t h e  income t a x  would be re turned  t o  t h e  town i n  which t h e  
taxpayer r e s ided  and 20 percent  t o  h i s  county, l eav ing  only 10 percent  t o  be 
r e t a ined  by t h e  S t a t e .  

Although S t a t e  t a x a t i o n  of income d id  not  "spread l i k e  w i l d f i r e "  a s  
p red ic t ed  by t h e  Wisconsin Tax Commission, 12 S t a t e s  had followed Wisconsin's 
l ead  by 1930.21 

Ind iv idua l  Income Tax Adoptions: 1911-1929k1 

Year S t a t e  

Wisconsin 
Miss i s s ipp i  
Oklahoma 
Massachusetts,  V i rg in i a  

(revised)  
Delaware, Missouri 
New York, North Dakota 
North Carol ina 
South Carol ina 
Arkansas, Georgia 

Clara  Penniman and Walter W. H e l l e r ,  S t a t e  Income Tax Administrat ion 
(Chicago: Pub l i c  Administrat ion Serv ice ,  1959), p. 6. 

Kossuth Kent Keenan, "The Wisconsin Tax," Quar te r ly  Journa l  of 
Economics, November 1912, Vol. 26, p. 171. 

This  l i s t i n g  excludes New  amps shire's t a x  on income from s tocks  and 
bonds, imposed i n  1923, s i n c e  i t  i s  no t  a bona f i d e  income t a x  by con- 
temporary terminology, a l though i t ,  too,  r e f l e c t s  i n  p a r t ,  a n  e f f o r t  t o  
t o  r e p l a c e  proper ty  . t a x e s  on i n t a n g i b l e s .  

As a  t e r r i t o r y ,  Hawaii adopted a  t a x  on personal  income i n  1901. 



Fac to r s  Promoting t h e  S t a t e  Income Tax Movement 

Severa l  motives ap ar t o  have inf luenced  S t a t e  l e g i s l a t u r e s  i n  t h e  
!i 7 adoption of income taxes:- 

1. To t a p  a  new revenue source;  
2. To equa l i ze  t he  burden between property-owning and 

non-property-owning c l a s s e s  having taxpaying a b i l i t y ;  
3. To in t roduce  a  more a c c u r a t e  method of a s c e r t a i n i n g  

taxpaying a b i l i t y ;  
4.  To reach incomes from i n t a n g i b l e s  escaping proper ty  

t axes ;  and 
5. To in t roduce  a  convenient p rog res s ive  element i n t o  

t h e  t a x  system. 

Pub l i c  expenditure  commitments brought on by wartime expenses,  
r i s i n g  p r i c e  and s a l a r y  l e v e l s ,  and p a r t i a l  assumption of c e r t a i n  l o c a l  
f i n a n c i a l  r e spons ib i  i t i e s  a l s o  forced  many S t a t e s  t o  search  f o r  new 
sources of revenue.& When Oelaware adopted t h e  personal  income t a x  i n  
1917, t h e  proceeds were earmarked f o r  t h e  l o c a l  school  system. 

While two f ac to r s - -p rope r ty  t a x  replacement and t h e  need t o  develop 
a  more e q u i t a b l e  revenue source--s tand ou t  a s  t h e  d e c i s i v e  f o r c e s  behind t h e  
S t a t e  income t a x  movement throughout t h i s  e a r l y  pe r iod ,  t h e  dramatic  success  
of t h e  Wisconsin and the  Federa l  income taxes c e r t a i n l y  encouraged the  S t a t e s  
t o  ven tu re  f o r t h  along the  p rog res s ive  income t a x  path.  The Federa l  Govern- 
ment 's e n t r y  i n t o  t h e  income t a x  f i e l d  i n  1913 was of s p e c i a l  s i g n i f i c a n c e  
i n  winning favor  f o r  a  S t a t e  income t ax ,  i f  only because i t  compelled tax-  
payers  t o  f i l e  a  Federa l  r e t u r n  and time and e f f o r t  could be  saved i f  t h e  

3 / S t a t e  made use  of s i m i l a r  tax.- 

Rural  i n f luence  i n  many S t a t e  l e g i s l a t i v e  bodies  a l s o  worked i n  f avo r  
of  income t a x  adoption.  Farmers cons ider ing  themselves burdened by heavy 
r e a l  and personal  proper ty  t a x  loads ,  looked upon an  income t ax  a s  a n  equal-  
i z e r - - t h e  means f o r  i n su r ing  t h a t  t h e  wealthy " c i t y  people' '  made a  cont r ibu-  
t i o n  t o  t h e  S t a t e  t r ea su ry .  Most of t h e  S t a t e s  adopting t h e  income t a x  be- 
tween 1913-1929 could be c l a s s i f i e d  a s  "farm" S t a t e s .  

Most of t he  e a r l y  S t a t e s '  income t a x  laws app l i ed  the  t a x  t o  t h e  e n t i r e  
n e t  income of  r e s i d e n t s  and t o  t h a t  p a r t  of t he  n e t  income of  non-res idents  
which was der ived  from proper ty  and bus iness  o r  occupat ion w i t h i n  t h e  S t a t e .  

1/ National  I n d u s t r i a l  Conference Board, S t a t e  Income Taxes (New York: 1930) - 
Vol. 11, p. 171. 

2/ Emanuel Melichar,  S t a t e  Ind iv idua l  Income Taxes (Storrs: The Un ive r s i t y  - 
of Connect icut ,  J u l y  1963), Monograph 2. 

31  National  I n d u s t r i a l  Conference Board, =. c i t . ,  Vol. I ,  p. 8,  - 



I n  1929 the  average exemption f o r  a  family of four  was approximately 
$2,700, and t h e  t y p i c a l  r a t e  sche u l e s  were mi ld ly  progress ive ,  ranging 

1 I usua l ly  between I and 5  percent.- 

While t h e  14 S t a t e  i nd iv idua l  income t a x  laws ( including New 
Hampshire's) produced only 6.7 percent  of t h e  $1.8 b i l l i o n  c o l l e c t e d  from 
a l l  t a x  sources by the  48 S t a t e s  i n  1929, revenue from t h i s  source was an  
important f i s c a l  cons idera t ion  f o r  s eve ra l  S t a t e s .  I n  r e l a t i o n  t o  t o t a l  
S t a t e  t a x  c o l l e c t i o n s ,  personal  income t a x  r e c e i p t s  amounted t o  57 percent  

2  1 i n  Massachusetts,  35 percent  i n  New York, and 20 percent  i n  Wisconsin,- 

Fac tors  Checking t h e  Spread of S t a t e  Income Taxes 

Three f a c t o r s  combined t o  brake t h e  S t a t e  income t a x  movement p r i o r  
t o  t he  Depression. F i r s t ,  most S t a t e s  were a b l e  t o  meet t h e i r  expendi ture  
requirements by p lac ing  inc reas ing  r e l i a n c e  on consumer taxes and by f inanc ing  
c a p i t a l  p r o j e c t s  wi th  long-term debt  i s s u e s .  Encouraged by easy borrowing con- 
d i t i o n s ,  S t a t e  debt  increased  f i v e f o l d  between 1913 and 1927, from $379 m i l l i o n  
t o  almost $2 b i l l i o n .  During the  same per iod ,  consumption-type t a x  c o l l e c t i o n s  
r o s e  from $55 m i l l i o n  t o  $445 m i l l i o n  whi le  motor v e h i c l e  and ope ra to r s  l i c e n s e  
revenue soared from $5 m i l l i o n  t o  $301 mi l l i on .  

Second, i t  was d i f f i c u l t  t o  muster s u f f i c i e n t  p o l i t i c a l  support  f o r  a  
progress ive  income t a x  i n  S t a t e s  confronted by n e i t h e r  a  f i s c a l  c r i s i s  nor  a  
s t rong  demand f o r  proper ty  t a x  r e l i e f .  Because the  graduated t a x  on income 
represented  a  s u b s t a n t i a l  depa r tu re  from the  r e g r e s s i v e  (and propor t iona l )  
inc idence  of t h e  e x i s t i n g  t a x  s t r u c t u r e s ,  i t  p r e c i p i t a t e d  s t rong  oppos i t ion .  
To some persons,  t h e  adoption of a  graduated t a x  on n e t  income represented  
t h e  f i r s t  s t e p  down the  p a t h  t o  Marxian Socialism. There was a l s o  t h e  con- 
t e n t i o n  t h a t  graduated income t a x  r a t e s  might d r i v e  t h e  r e l a t i v e l y  mobile 
wealthy t o  non-income t a x  S t a t e s ,  and t h a t  companion l e g i s l a t i o n  tax ing  t h e  
n e t  income of  corpora t ions  would p l ace  these  f i rms  a t  a  competi t ive 
disadvantage. 

Third,  c o n s t i t u t i o n a l  r e s t r i c t i o n s  on the  power of S t a t e  l e g i s l a t u r e s  
t o  impose taxes  a l s o  r e t a rded  t h e  S t a t e  income t a x  movement. Many S t a t e  con- 
s t i t u t i o n s  r equ i r ed  t h a t  a l l  t axes  imposed on proper ty  be uniform i n  cha rac t e r .  
One school of thought took t h e  p o s i t i o n  t h a t  a  t a x  on income was i n  f a c t  a  t a x  
on proper ty  and concluded t h a t  a  p rog res s ive  income t a x  would be uncons t i -  
t u t i o n a l .  Because of t hese  l e g a l  r e s t r i c t i o n s ,  proponents of income t a x a t i o n  
were o f t e n  r equ i r ed  t o  musfifr a  high degree of  p o l i t i c a l  support i n  o rde r  t o  
amend S t a t e  cons t i tu t ions . -  

11 National  I n d u s t r i a l  Conference Board, % c i t . ,  Volumes I and 11. - 
21 Emanuel Melichar,  %. &., p. 32. - 

31 Most S t a t e s  levying an  income t a x  d id  amend t h e i r  c o n s t i t u t i o n s  - 
s p e c i f i c a l l y  t o  a u t h o r i z e  i t s  use  (see t a b l e  31, p.155). 



Fede ra l -S ta t e  Overlapping 

Although t h e r e  was a l i m i t e d  degree of Fede ra l -S ta t e  overlapping i n  
t h e  personal  income t a x  f i e l d  during t h e  C i v i l  War per iod ,  t h e  adopt ion  of  
a Federa l  income t a x  i n  1913 marked t h e  r e a l  beginning of m u l t i p l e  t a x a t i o n  
of income by Federa l  and S t a t e  governments. As i n  t h e  case  of  S t a t e  income 
taxes ,  Federa l  i nd iv idua l  income t a x  r a t e s  of 1913 were r e l a t i v e l y  moderate-- 
a 1 percent  normal t a x  r a t e  w i t h  a 1 t o  6 percent  su r t ax .  High personal  ex- 
emptions r e s t r i c t e d  t h e  reach  of t h i s  t a x  t o  a small percentage of t h e  popu- 
l a t i o n  and quick ly  earned i t  t h e  des igna t ion  o f  " the r i c h  man's tax." 

Table 7 i l l u s t r a t e s  t h e  acco rd ian - l ike  e f f e c t  of congress iona l  de- 
c i s i o n s  t o  expand and t o  c o n t r a c t  t h e  revenue c a p a b i l i t i e s  of t h e  ind iv idua l  
income t a x  during t h e  1913-1929 period.  World War I t r i g g e r e d  a s e r i e s  of  
dramatic  r a t e  i nc reases  and some reduct ions  i n  personal  exemptions, culmi- 
na t ing  i n  t h e  Revenue B i l l  of 1918 w i t h  a 65 percent  maximum s u r t a x  r a t e .  
Immediately t h e r e a f t e r  t a x  r a t e s  were lowered and exemptions r a i s e d ;  i n  f a c t ,  
t a x  r a t e s  were reduced on s i x  d i f f e r e n t  occasions and exemptions increased  
twice between 1919 and 1928. 

TABLE 7 .  --FEDERAL INDIVIDUAL INCOME TAX RATES AND 
EXEMPTIONS FOR SELECTED YEARS 

Item 1913 1919 1929 

Exempt ions  : 
Married couple 
S ing le  
Dependent 

Normal ' tax r a t e s :  
1 s t  $2,000 
2nd 2,000 

Next 4,000 
Over 8,000 

Sur tax  r a t e s :  
Minimum r a t e  
Maximum r a t e  

Source: U.S. Treasury Dept., Annual Report of the  Sec re t a ry ,  1940 
pp. 466-469. 

1/ Minimum r a t e  app l i ed  t o  t h a t  p o r t i o n  of s u r t a x  n e t  income from $20,000 - - 
$50,000 i n  1913; $5,000 - $6,000 i n  1919; and $10,000 - $14,000 i n  1929. 

21 Maximum r a t e  app l i ed  t o  t h a t  p o r t i o n  of s u r t a x  n e t  income over  $500,000 - 
i n  1913; $1,000,000 i n  1919; and over  $100,000 i n  1929. 



Despi te  t h e  Federal  income t a x  reduct ions  and the  inc rease  i n  t h e  
number of income t a x  S t a t e s ,  t he  Federal  Government maintained such a l a r g e  
c o l l e c t i o n  l e a d  over  t h e  S t a t e s  throughout t he  1913-1929 per iod  a s  t o  make 
intergovernmental t a x  dup l i ca t ion  i n  t he  f i e l d  appear almost inconsequent ia l .  
I n  f i s c a l  year  1929, S t a t e  i nd iv idua l  income t a x  r e c e i p t s  amounted t o  $133 
m i l l i o n  a s  compared t o  Federal  c o l l e c t i o n s  of $1,164 m i l l i o n  f o r  t h e  preceding 
calendar  year  ( t a b l e  8) .  

I n  t he  l i g h t  of p re sen t  l e v e l s ,  both t h e  Federa l  and S t a t e  income taxes  
of t h e  Twenties were q u i t e  i n s i g n i f i c a n t  i n  t h e i r  impact on t h e  genera l  publ ic .  
I n  1927, t h e  Bureau of  I n t e r n a l  Revenue processed 2.5 m i l l i o n  t axab le  and 1.7 
m i l l i o n  nontaxable r e t u r n s ;  S t a t e  t a x  o f f i c i a l s  handled an  es t imated  1.5 
m i l l i o n  r e t u r n s .  Less than 4 percent  of t he  popula t ion  was d i r e c t l y  involved 
i n  t h e  Federa l  f i l i n g  process  and l e s s  than h a l f  of these ,  concent ra ted  i n  
Massachusetts,  New York, and Wisconsin, f e l l  i n t o  t h e  dual  f i l e r  category.  

CONVULSIVE EXPANSION: 1930-1937 

The Grea t  Depression made the  need f o r  a d d i t i o n a l  S t a t e  t a x  revenue 
c r i t i c a l ;  t h e  demand f o r  proper ty  t a x  r e l i e f  became s t r i d e n t .  The convulsive 
expansion of bo th  the  personal  income t a x  and t h e  genera l  r e t a i l  s a l e s  t a x  i s  
c l e a r l y  r e f l e c t e d  i n  t h e  unprecedented volume of t a x  adoptions between 1930 
and 1938. 

Indiv idua l  Income Tax ~ d o p t i o n s : L /  1930-1938 

Year S t a t e  

Oregon 
Idaho, Utah*, Vermont 

2 / I l l i n o i s *  (unconst i tut iona1)-  
Alabama*, Arizona+; , Kansas*, 

Minnesota, New Mexico* 
Iowa*, Louisiana>? 

3 I California+;,  South Dakota+:,- 
West v i rg in i a*k l  

Kentucky 
Colorado*, Maryland 

+ Denotes t h a t  a genera l  s a l e s  t a x  was a l s o  adopted between 1930-1938. 
1/ This  l i s t i n g  excludes the  Tennessee on income from s tocks  and bonds only ,  - 

adopted i n  1931. 
21 Declared uncons t i t u t iona l  i n  1932. - 
31 Repealed i n  1943. - 
4/  Repealed i n  1943; re-enacted i n  1961, - 



TABLE 8 .--FEDERAL AND STATE INDIVIDUAL INCOME TAX COLLECTIONS: 1912-1929 

(Dollar amounts i n  thousands ) 

Year 

1912 
1-913 
1914. 
191-5 

1916 
1-917 

1 1918 
cn 1919 
.J 

I 
1920 
1921 
1922 
1923 
1924 

1925 
1926 
1927 
1928 
1929 

S t a t e  col lect ions  
( f i s c a l  year)  I 

Sources: Federal data  from t h e  U. S.  Treasury Dept., I n t e rna l  Revenue Service; S t a t i s t i c s  of Income, 
Individual Income Tax Returns; S t a t e  data  from manue l  Melichar, - op. s., pp. 41 and 264. 

Federal col lect ions  
( calendar year)  

S t a t e  as  percent of 
preceding yea r ' s  Federal 



Because the  Depression generated cons iderable  pub l i c  support  f o r  
proposals  c a l l i n g  f o r  a r a d i c a l  r e d i s t r i b u t i o n  of personal  income, i t  c rea t ed  
a p o l i t i c a l  environment r ecep t ive  t o  expanded use  of progress ive  income tax-  
a t i o n .  The growing popu la r i t y  of var ious  "share t he  wealth" schemes undoubted- 
l y  suggested t o  both Federa l  and S t a t e  p o l i  t i c a l  l eade r sh ip  and even t o  t he  
more conserva t ive ly  i n c l i n  d t he  a d v i s a b i l i t y  of support ing a t  l e a s t  moderate 

17  forms of income taxation.- 

While t h e  Depression was c r e a t i n g  both t h e  f i s c a l  and p o l i t i c a l  demand fo: 
g r e a t e r  u se  of t h e  income t ax ,  i t  came c l o s e  t o  wiping out  i t s  t a x  base.  S t a t e  
personal  income t a x  c o l l e c t i o n s  f e l l  from $133 m i l l i o n  i n  1929 t o  $59 m i l l i o n  by 
1933 ( t a b l e  9) .  The massive e ros ion  of t h e  n a t i o n a l  income base i s  a l s o  , re-  
f l e c t e d  i n  t h e  r a d i c a l  drop i n  Federa l  i nd iv idua l  income t a x  c o l l e c t i o n s ,  from 
$1 b i l l i o n  i n  1929 t o  $246 m i l l i o n  i n  1931. The combination of r i s i n g  personal  
income and t h r e e  t a x  inc reases  i n  1932, 1934, and 1935 (recognized only subse- 
quent ly  t o  be  incompatible  w i t h  economic recovery pol icy)  brought Federa l  person: 
income t a x  c o l l e c t i o n s  back t o  t he  pre-Depression l e v e l  by 1936. 

A PERIOD OF INACTIVITY: 1937-1960 

The forward motion of t h e  S t a t e  income t a x  movement came t o  a n  abrupt  
h a l t  i n  1937. S i g n i f i c a n t l y ,  qqt a s i n g l e  new S t a t e  i nd iv idua l  income t a x  was 
enacted between 1937 and 1960.- 

I n  expla in ing  the  h a l t  of t h e  ind iv idua l  income t a x  movement a f t e r  1937, 
p a r t i c u l a r  importance must be  a t t a c h e d  t o  t h e  " l a s t  r e s o r t "  c h a r a c t e r  of any 
dec i s ion  t o  impose a new genera l  t a x  on t h e  publ ic .  I n  t h e  absence of  a f i s c a l  
c r i s i s ,  S t a t e  t a x  policymakers can b e  expected f i r s t  t o  e x p l o i t  l e s s  cont rovers i s  
revenue r a i s i n g  devices  t o  meet r i s i n g  expenditure  requirements.  This  phenomenor 
r e s t s  on the  f a c t  t h a t  a S t a t e  must reach  a c r i s i s  s i t u a t i o n  be fo re  s u f f i c i e n t  
consensus can b e  mobilized i n  favor  of a major r e v i s i o n  of i t s  revenue s t r u c t u r e .  

Because n a t i o n a l  economic growth has produced s t e a d i l y  i nc reas ing  revenue 
y i e l d s  during t h e  years  a f t e r  t h e  Depression, many of t h e  non-income t a x  S t a t e s  
were a b l e  t o  s t a v e  o f f  a f i s c a l  c r i s i s  by r e l y i n g  inc reas ing ly  on consumer-type 
taxes.  The enactment of t h e  genera l  r e t a i l  s a l e s  t a x  by many non-income t a x  
S t a t e s  during t h e  Depression placed these  j u r i s d i c t i o n s  i n  a good p o s i t i o n  t o  ex- 
p l o i t  t h i s  form of t a x a t i o n  (by making upward adjustments  i n  t h e i r  s a l e s  t a x  
r a t e s )  when expenditure  requirements ou t - s t r i pped  t h e  normal growth i n  t h e  t a x  
c o l l e c t i o n s .  

11 For a d e s c r i p t i o n  of.  t h i s  p o l i t i c a l  e f f e c t  a t  t h e  Federa l  l e v e l ,  s e e  5he - 
Federa l  Income Tax (Roy G. Blakey, Longmans, Green and Co. New York: 1940) 
pp. 366-369. See a l s o ,  S t a t e  and Local Taxes i n  C a l i f o r n i a ,  a Comparative 
Analysis  (Sacramento: Report of t h e  SenaLe In t e r im  Committee on S t a t e  and 

l o c a l  Taxat ion,  1951) P a r t  3 ,  p. 92. 

21 Alaska adopted an ind iv idua l  income t a x  i n  1949 when i t  was s t i l l  a t e r r i t o r y  - 
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Year 

1929 
1930 
1931 
1932 

1933 
1934 
1-935 
1936 

1.937 
1.938 
1939 
1940 

TABLE 9 .--FEDERAL AND STATE INDIVIDUAL INCOME TAX COLLECTIONS: 1929-1940 

(Dollar amounts i n  thousands) 

Number of S ta tes  
using income t a x  

S t a t e  col lect ions  
( f i s c a l  year)  

Federal col lect ions  
( calendar year)  

S t a t e  as percent of 
preceding year ' s  Federal 

Sources: Federal data  from the  U. S. Treasury Dept., In te rna l  Revenue Service; S t a t i s t i c s  of Income, 
Individual Income Tax Returns; S t a t e  data  from Enanuel Melichar, - op. G., p. 39. 



When it became necessary f o r  s eve ra l  S t a t e s  t o  choose between an  
income t ax  and a  genera l  s a l e s  t a x  a f t e r  World War 11, a combination of 
p o l i t i c a l ,  f i s c a l ,  and c o n s t i t u t i o n a l  f a c t o r s  t ipped t h e  s c a l e s  i n  favor  
of t he  s a l e s  tax .  

The dec i s ion  of Congress t o  make i n t e n s i v e  use  of t he  personal  income 
t a x  during World War I1 s tands  out  a s  a  major f a c t o r  working a g a i n s t  S t a t e  
income adoptions a f t e r  1940. World War 11 f inancing  brought t h e  in t roduc t ion  
of withholding,  which, t oge the r  wi th  d r a s t i c a l l y  reduced exemptions and 
sharp ly  increased  t a x  r a t e s ,  converted the  income t ax  i n t o  a  major revenue 
producer t h a t  a f f e c t e d  f o r  t he  f i r s t  t ime t h e  major i ty  of income r e c i p i e n t s  
i n  t he  country.  Between 1939 and 1944 the  number of taxable  r e t u r n s  r o s e  
from 4 m i l l i o n  t o  42 m i l l i o n  and t ax  c o l l e c t i o n s  from $1 b i l l i o n  t o  $16 
b i l l i o n .  A f t e r  reaching a  peak i n  1944, t h e  wartime t a x  loads  were reduced, 
f i r s t  i n  1945 and aga in  i n  1948. However, a s  a  r e s u l t  of increased  defense 
requirements a s soc i a t ed  wi th  h o s t i l i t i e s  i n  Korea, r a t e s  were aga in  increased  
i n  1950 and 1951. The Korean l e g i s l a t i o n  l e f t  personal  exemptions unchanged 
b u t  increased  r a t e s .  The Revenue Act of 1951 increased  t h e  r a t e  a p p l i c a b l e  t o  
1952 and 1953 incomes t o  22.2 percent  on the  f i r s t  $2,000 of t axab le  income and 
up t o  92 percent  on t h e  amount of  t axab le  income i n  excess  of $200,000. The 
o v e r a l l  l i m i t a t i o n  on an  i n d i v i d u a l ' s  t o t a l  t a x  was r a i s e d  t o  88 percent  of n e t  
income. I n  1954, i n  accordance w i t h  t h e  provis ions  of t h e  Revenue Act of 1951, 
t h e  f i r s t - b r a c k e t  r a t e  r eve r t ed  to  20 pe rcen t ,  t h e  top r a t e  t o  91 pe rcen t ,  and 
t h e  maximum t o  87 pe rcen t ,  where they remained u n t i l  t h e  1964 t a x  r a t e  reduct ions  

The pre-eminent p o s i t i o n  of t h e  Federa l  Government w i th  r e spec t  t o  
personal  income t axa t ion  not  only r e t a rded  t h e  S t a t e  i nd iv idua l  income t a x  
movement, b u t  i t  f a c i l i t a t e d  s a l e s  t a x  adoptions ( t a b l e  6).  It was argued 
t h a t  whi le ,  viewed i n  i s o l a t i o n ,  t he  s a l e s  t a x  had a  r e g r e s s i v e  e f f e c t ,  t h i s  
c h a r a c t e r i s t i c  ( t he  chief  argument a g a i n s t  t h e  s a l e s  tax) l o s e s  much of i t s  
se r iousness  when viewed i n  terms of t h e  coun t ry ' s  t o t a l  t a x  s t r u c t u r e .  I n  
s h o r t ,  t he  heavy and progress ive  burdens imposed by the  Federa l  income t a x  
f a r  overshadowed the  l i g h t e r  and r eg res s ive  burdens imposed by a  S t a t e  s a l e s  tax .  

During the  l a t e  1930's and immediately a f t e r  World War 11, heavy emphasis 
was placed on c rea t ing  a  more s t a b l e  revenue system f o r  t h e  S t a t e s .  I n  support  
of t h e i r  case,  s a l e s  t a x  suppor te rs  pointed t o  t he  r a d i c a l  dec l ine  i n  personal  
income t a x  r e c e i p t s  during t h e  Depression and t o  t h e  r e l a t i v e l y  s t a b l e  co l -  
l e c t i o n  record  chalked up by t h e  consumption taxes .  It should be noted,  how- 
ever ,  t h a t  a s  f e a r s  of another  major depression receded, t h i s  e a r l i e r  emphasis 
on s t a b l e  revenue sources has given way t o  recommendations t h a t  S t a t e s  make 
g r e a t e r  use  of uns t ab le  o r  h ighly  e l a s t i c  taxes  such a s  t h e  personal  income tax .  

S t a t e  c o n s t i t u t i o n a l  l i m i t a t i o n s  on the  tax ing  a u t h o r i t y  of S t a t e  l e g i s -  
l a t u r e s  continued t o  work a g a i n s t  t h e  adoption of a  personal  income t a x  i n  
s eve ra l  S t a t e s .  The F l o r i d a  l e g i s l a t u r e  i s  p roh ib i t ed  by the  S t a t e  Cons t i t u t ion  
from imposing any type of a  t a x  on income. Court dec is ions  and l e g a l  i n t e r -  
p r e t a t i o n s  appeared t o  p r o h i b i t  t h e  levying of income taxes  w i th  graduated 
r a t e s  i n  o t h e r  S t a t e s  .ll P a r t i c u l a r l y  a f t e r  World War 11, t h e  formidable t a s k  
of mustering s u f f i c i e n t  p o l i t i c a l  support  t o  amend a S t a t e  Cons t i t u t ion  was 

11 See Technical Paper 1, p.161. - 
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enough t o  dampen t h e  enthusiasm of t h e  most a rden t  champion of p rog res s ive  
S t a t e  income t axa t ion .  

It should a l s o  be noted t h a t  i n  c e r t a i n  non-income t a x  S t a t e s  t h e  
pe renn ia l  sales-income t a x  i s s u e  tended t o  p o l a r i z e  t h e  p o l i t i c a l  community, 
and t h i s  p o l a r i z a t i o n  e f f e c t  m i l i t a t e d  a g a i n s t  personal  income t a x  and 
s a l e s  t a x  adoptions i n  some S t a t e s .  L i b e r a l  spokesmen denounced t h e  r e -  
g r e s s i v e  s a l e s  t a x  and championed t h e  cause of p rog res s ive  t axa t ion .  Con- 
s e r v a t i v e s  rushed t o  t h e  defense of t h e  s a l e s  t a x  and marshal led arguments 
i n  oppos i t i on  t o  a  graduated t a x  on personal  income. Although the  l i b e r a l s  
lacked the  r e q u i s i t e  l e g i s l a t i v e  s t r e n g t h  t o  enac t  an  income t ax ,  t h e i r  
oppos i t ion  t o  r e g r e s s i v e  taxes  i s  probably r e f l e c t e d  i n  t h e  f a c t  t h a t  s i x  
of t h e  e i g h t  non-income t a x  S t a t e s  t h a t  adopted a  gene ra l  s a l e s  t a x  a f t e r  
World War I1 exempted food items from t h e  t a x  base.  

F i n a l l y ,  t h e  growing i n t e n s i t y  of i n t e r s t a t e  competi t ion f o r  i ndus t ry  
a l s o  placed a  damper on the  ind iv idua l  income t a x  movement--due a t  l e a s t  i n  
p a r t  t o  t h e  f a c t  t h a t  t h e  adoption of a personal  income t a x  i s  s a i d  t o  dampen 
incen t ives  and o f t e n  forebodes a  corpora te  income t a x  enactment. (Strangely,  
t h e  l a t t e r  i n f luence  i s  l e s s  o p e r a t i v e  i n  t h e  oppos i te  d i r ec t ion . )  Opponents 
of income t a x a t i o n  o f t e n  argued t h a t  S t a t e  adoption of p rog res s ive  income t a x  
p o l i c i e s  tends t o  c r e a t e  a  t a x  c l ima te  somewhat h o s t i l e  t o  t he  l o c a t i o n  and 
expansion of i ndus t ry .  These warnings undoubted1.y c a r r i e d  weight ,  p a r t i c u -  
l a r l y  i n  c e r t a i n  Northeastern S t a t e  l e g i s l a t i v e  bodies ,  many of whose members 
were keenly concerned about  t h e  emigrat ion of i n d u s t r i a l  f i rms  t o  t he  Middle 
A t l a n t i c  and Southern S t a t e s ,  

The h a l t  o f  the  S t a t e  income t a x  movement between 1937 and 1960 appears  
t o  have been t h e  product  of a  group of i n t e r r e l a t e d  p o l i t i c a l ,  economic, and 
f i s c a l  f a c t o r s .  While t he  heavy Federa l  income t a x  can n o t  be tagged w i t h  s o l e  
r e s p o n s i b i l i t y ,  t he  evidence sugges ts  t h a t  a f t e r  1937 ard e s p e c i a l l y  a f t e r  1943, 
Federa l  income t a x  p o l i c i e s  played a  major r o l e  i n  h a l t i n g  t h e  S t a t e  income t a x  
movement and i n  t i pp ing  t h e  s c a l e s  i n  favor  of increased  S t a t e  r e l i a n c e  on 
consumption-type taxes  ( t a b l e  10).  

REVIVAL AND EXPERIMENTATION: 1961-1965 

I n  r e t r o s p e c t  t h e  adoption of  a n  ind iv idua l  income t a x  by 
West V i rg in i a  i n  1961 may hav,e marked t h e  beginning of a  new e r a  f o r  t h e  
S t a t e  income t a x  movement--one cha rac t e r i zed  by r e v i v a l  and experimentat ion.  
I t  i s  perhaps of s p e c i a l  s i g n i f i c a n c e  t h a t  West V i r g i n i a  (one of two S t a t e s  
t h a t  had abandonded t h i s  revenue source during t h e  1940's) became t h e  f i r s t  
S t a t e  t o  g ive  t h e  adoption movement a  forward push s i n c e  Maryland enacted 
t h e  income t a x  i n  1937.1/ 

11 A s  a  t e r r i t o r y ,  Alaska adopted t h e  personal  income t a x  i n  1949. - 



TABLE 10. --FEDERAL AND STATE INDIVIDUAL INCOME TAX COLLECTIONS: 1941-1965 

Year 
Number of Sta tes  
using income tax 

3 5 
3 5 
35 
3 3 
3 3 
3 3 
33 
33 
33 
33 
33 
3 3 
34 
34 
34 
34 
34 
34 
34 
34 
34 
3 5 
35 
36 
3 6-1' 

(Dollar amounts i n  thousands) 

S t a t e  col lect ions  
( f i s ca l  year) 

$ 236,318 
258,468 
223,171 
324,058 
368,721 
398,679 
432,618 
507,270 
586,022 
715,734 
795,598 
901,663 
963,681 

1,002,335 
1,095,390 
1,368,951 
1,559,647 
1,595,124 
1,807,073 
2,209,294 
2,354,622 
2,727,984 
2,955,996 
3,415,035 
3,642,167 

Federal col lect ions  
(calendar year) I 
$ 3,905,625 

8,926,712 
14,587,669 
16,034,025 
17,005,431 
16,062,353 
18,084,485 
15,459,810 
14,580,808 
18,389,534 
24,268,092 
27,889,716 
29,447,266 
26,707,201 
29,653,960 
32,706,061 
34,382,205 
34,350,979 
38,653,002 
39,545,386 
42,271,001 
44,892,879 
48,119,476 
47,100,000 e s t .  - - 

1 

S t a t e  as  percent of 
preceding yea r ' s  Federal 

11 Despite t he i r  highly l imited coverage, New Hampshire, New Jersey,  and Tennessee a r e  included i n  t h i s  table .  - 
Nebraska (effective 1/1/67 i f  approved by e lectorate)  i s  excluded. 

Sources: Federal data from the U.S. Treasury Dept., In ternal  Revenue Service, S t a t i s t i c s  of Income, Individual 
Income Tax Returns. State data  (1941-1960), Emanuel Melichar, op, c i t . ,  p,  39; S t a t e  data (1960-1965), 

U.S. Bureau of the Census, Compendium of S t a t e  Government Finances and S t a t e  t ax  co l lec t ions  i n  19b5. 



The 1961-65 income t a x  adoptions s tand  i n  sharp  c o n t r a s t  t o  the 
t o t a l  absence of adoption a c t i v i t y  during t h e  preceding q u a r t e r  of a 
century ,  

Ind iv idua l  Income Tax ~ d o ~ t i o n s : L '  1961-65 

Year S t a t e  

West V i rg in i a  
Indiana 

2 / Nebraska- 

Deviat ions from t h e  Pre-World War I1 Model 

The t y p i c a l  pre-World War I1 S t a t e  income t a x  manifested a h igh  degree 
of s u b s t a n t i v e  conformity t o  Federa l  income t a x  p o l i c y  b u t  a r a t h e r  low degree 
of  formal o r  s t a t u t o r y  agreement w i t h  Federa l  Code p rov i s ions .  For example, 
most S t a t e s  followed the  Federa l  po l i cy  p a t t e r n  by graduat ing  t h e i r  r a t e  
schedule ( a l b e i t  much more mildly)  and al lowing f o r  t he  f a m i l i a r  non-business 
(personal  expense) deductions. However, most S t a t e  l e g i s l a t u r e s  pursued an  
independent s t a t u t o r y  approach by de f in ing  t h e  income t a x  base  wi thout  s p e c i f i c  
r e f e rence  t o  t h e  Federa l  Code. 

I n  s t r i k i n g  c o n t r a s t ,  new S t a t e  income t a x  enactments during t h e  1960 ' s  
have tended t o  r eve r se  t h i s  p i c tu re - - a  r a t h e r  high degree of formal o r  s t a t u -  
t o r y  conformity t o  t he  Federa l  Code b u t  a s u r p r i s i n g  degree o f  independence o r  
dev ia t ion  from the  Federa l  p a t t e r n  on such c r i t i c a l  po l i cy  ma t t e r s  a s  graduated 
r a t e s  and the  t rea tment  of personal  deduct ions.  I n  an e f f o r t  t o  maximize tax-  
payer convenience and a d m i n i s t r a t i v e  e f f i c i e n c y ,  West V i r g i n i a  and Nebraska 
d e f i n e  t h e i r  t a x  base  by r e fe rence  t o  t h e  Federa l  t reatment  of n e t  t a x a b l e  
income, wh i l e  Indiana uses  a s  i t s  t a x  base  t h e  Federa l  d e f i n i t i o n  of a d j u s t e d  
gross  income. This  h igh  degree o f  formal o r  s t a t u t o r y  agreement wi th  t h e  
Federa l  income t a x  c l e a r l y  r e f l e c t s  t h e  post-World War I1 pre-eminence of t h e  
Federa l  income t a x  and S t a t e  l e g i s l a t i v e  accommodation t o  t h i s  f i s c a l  f a c t  of 
l i f e .  

The new p a t t e r n  of conformity, however, i s  f a r  more apparent  than  r e a l  
because both  Indiana and Nebraska have abandonded the  graduated t a x  r a t e  
concept i n  favor  of t h e  f l a t  percentage approach. Even more s i g n i f i c a n t l y ,  
Indiana has j e t t i s o n e d  one of t h e  most cher i shed  and ques t ionable  f e a t u r e s  
of t h e  Federa l  income tax--allowance of non-business expenses,  i .e . ,  S t a t e  
and l o c a l  consumer and proper ty  t a x  payments; r e l i g i o u s ,  educa t iona l  and 
c h a r i t a b l e  con t r ibu t ions ;  i n t e r e s t  payments on personal  loans  and mortgages; 
and medical expenses. 

1/ This l i s t i n g  excludes t h e  New J e r s e y  t a x  i n  e f f e c t  l i m i t e d  t o  New York - 
r e s i d e n t s  who de r ive  income from New J e r s e y  sources ,  adopted i n  1961. 

2 /  Enacted i n  1965 b u t  w i l l  no t  become e f f e c t i v e  u n t i l  January 1, 1967, and - 
only  i f  approved i n  a referendum. 



The r ecen t  enactments of f l a t  r a t e  income taxes suggest  t h a t  t h e r e  
i s  now g r e a t e r  p u b l i c  support (or l e s s  opposi t ion)  a t  t h e  S t a t e  l e v e l  t o  a 
f l a t  r a t e  2 e t  income t ax  t h a t  takes  t h e  a b i l i t y  t o  pay concept i n t o  account 
only by a d j u s t i n g  t a x  loads according t o  d i f f e r ences  i n  t h e  s i z e  of family 
by providing f o r  personal  exemptions r a t h e r  than t h e  convent ional  income 
t ax  cha rac t e r i zed  by personal  expense deduct ions and graduated r a t e s .  - 

S e t t i n g  t h i s  f i nd ing  i n  i t s  intergovernmental contex t ,  t he  emergence 
of t h e  s t e e p l y  p rog res s ive  Federa l  income t a x  s i n c e  1937 has perhaps narrowed 
the  p o l i t i c a l  choice f o r  most of t he  non-income t a x  S t a t e s  t o  f l a t  r a t e  n e t  
income o r  on income t ax - - a t  l e a s t  f o r  those  S t a t e s  wi th  conserva t ive  p o l i t i c a l  
1 eanings , 

S t a t e  Experimentation wi th  P o s i t i v e  and Negative 
Personal  Income Tax Cred i t s  

Of s p e c i a l  s i g n i f i c a n c e  i s  the  emerging t r end  t o  employ S t a t e  personal  
income t ax  c r e d i t s  i n  l i e u  of b lanket  exemptions f o r  r e l e i v i n g  the  r eg re s s ive -  
ness  of heavy S t a t e  and l o c a l  consumption and proper ty  t axes .  Because s a l e s  
and proper ty  taxes  bear  down severe ly  on the  poor,  some S t a t e s  exempt foods and 
drugs from t h e i r  genera l  r e t a i l  s a l e s  t a x  and o t h e r s  have mandated p a r t i a l  
homestead proper ty  t a x  exemptions, 

While b lanket  t a x  exemptions can minimize r e g r e s s i v i t y ,  such a s o l u t i o n  
i s  cos t ly .  I n  t he  case  of  t he  food exemptions, f o r  example, i t  can cu t  t he  
s a l e s  t a x  base  by a s  much a s  25 percent  o r  more. By the  same token, b lanket  
homestead t a x  exemptions severe ly  erode t h e  l o c a l  proper ty  t a x  base and thereby 
inc rease  t h e  t a x  burdens of o t h e r  proper ty  owners without  r e l i e v i n g  those who 
l i v e  i n  r en t ed  lodgings.  Moreover, t he  exemption approach f a i r l y  b r i s t l e s  wi th  
admin i s t r a t i ve  problems. 

I n  o rde r  t o  avoid the  revenue l o s s e s  and admin i s t r a t i ve  d i f f i c u l t i e s  
t h a t  flow from t h e  b lanket  exemptions, t h e  major i ty  of t h e  S t a t e s  t a x  food and 
drug purchases under t h e i r  genera l  r e t a i l  s a l e s  t ax  and provide no homestead 
exemption from the  l o c a l  proper ty  tax .  A s  s a l e s  and proper ty  t a x  loads 
inc rease ,  p re s su re s  f o r  some type  of t a x  r e l i e f  f o r  t h e  poor a l s o  inc reases .  

The income t a x  credit-reimbursement approach s tands  ou t  a s  a p r a c t i c a b l e  
a l t e r n a t i v e .  It c a l l s  f o r  t he  e l imina t ion  of food and homestead exemptions 
and provis ion  f o r  t he  reimbursement of s a l e s  o r  proper ty  t a x  payments o r  both.  
Thus, a person pays the  s a l e s  t a x  on food purchases and i s  subsequent ly reim- 
bursed f o r  t he  taxes  pa id  on a s p e c i f i e d  amount of food purchases i n  the  form 
of a c r e d i t  a g a i n s t  h i s  personal  income t a x  l i a b i l i t y .  I f  the  s a l e s  taxpayer 
has no income t a x  l i a b i l i t y  o r  i f  h i s  t a x  l i a b i l i t y  i s  i n s u f f i c i e n t  t o  absorb 
the  e n t i r e  c r e d i t  (a nega t ive  t a x  c r e d i t  s i t u a t i o n ) ,  he q u a l i f i e s  f o r  a cash 
refund by submit t ing a p re sc r ibed  income statement .  

While t h e  idea  of r econc i l i ng  the  s a l e s  t ax  w i t h  the  a b i l i t y  t o  pay 
v i a  t h e  income t a x  c r e d i t  was d iscussed  i n  academic and Federa l  c i r c l e s  i n  
World War I1 days, Indiana pioneered i t  a t  t h e  S t a t e  l e v e l ,  a s  d i d  Wisconsin 
f o r  l o c a l  proper ty  taxes .  



A s  p a r t  of i t s  new income t a x  adopted i n  1963, Indiana promoted a 
personal  income t a x  c r e d i t  f o r  food and drug t a x  payments w i t h  cash refunds 
f o r  those  persons w i t h  incomes e i t h e r  too  low t o  t ake  f u l l  advantage of t h e  
t a x  c r e d i t  o r  w i t h  incomes below t h e  f i l i n g  requirement .  Under t h e  Indiana 
system each person i s  gran ted  a $6 s a l e s  t a x  c r e d i t ,  This  a s s u r e s  annual 
food purchases o f  $300 pe r  c a p i t a  subjec ted  t o  I n d i a n a ' s  2 percent  s a l e s  t ax .  
The c r e d i t  en t i t l emen t  of a family of 4 i s  $24, deduc t ib l e  from the  Indiana 
indi-vidual income t a x  o r  c laimable a s  a cash refund.  

Colorado and Hawaii adopted t h i s  approach t o  t he  s a l e s  t a x  r e g r e s s i v i t y  
problem i n  1965 and Michigan and Massachusetts a r e  r epo r t ed  t o  be cons ider ing  
i t  ( t a b l e  11).  

Wisconsin adopted a s i m i l a r  income t a x  c r e d i t  and cash  refund system 
i n  1963 t o  provide homestead t a x  r e l i e f  f o r  e l d e r l y  persons. The r e l i e f  i s  
a v a i l a b l e  t o  both  homeowners and r e n t o r s .  Subjec t  t o  c e r t a i n  l i m i t a t i o n s ,  
e l d e r l y  persons a r e  reimbursed by t h e  S t a t e  of Wisconsin through t h e  income 
t a x  machinery f o r  proper ty  t a x  payments on t h e i r  homesteads i n  excess  of 
5 percent  of t h e i r  t o t a l  household income. An e l d e r l y  r e n t o r  a l s o  may q u a l i f y  
f o r  proper ty  t a x  r e l i e f  because h i s  proper ty  t a x  l i a b i l i t y  i s  assumed t o  be 
25  percent  of h i s  g ros s  annual r e n t  b i l l ,  I n  e f f e c t ,  t he  Wisconsin l e g i s l a t u r e  
has taken t h e  p o s i t i o n  t h a t  i f  a low income e l d e r l y  person i s  r equ i r ed  t o  t u r n  
over  more than 5 pe rcen t  o f  t o t a l  household income t o  t h e  proper ty  t a x  c o l l e c t o r ,  
he i s  car ry ing  an ex t r ao rd ina ry  t a x  load  and i s  e n t i t l e d  t o  t a x  r e l i e f .  

As i n  t h e  case  of t h e  Indiana ,  Colorado, and Hawaii t a x  c r e d i t  a r -  
rangements, t h e  bene f i c i a ry  of  t h e  Wisconsin proper ty  t a x  r e l i e f  p lan  f i l e s  
a S t a t e  i nd iv idua l  income t a x  r e t u r n  and claims e i t h e r  a c r e d i t  a g a i n s t  h i s  
Wisconsin income t ax  o r  t he  app ropr i a t e  cash refund.  

For f i n a n c i a l l y  hard-pressed S t a t e  and l o c a l  governments, t h e  income 
t a x  c r e d i t  s o l u t i o n  t o  t h e  r e g r e s s i v i t y  problem has seve ra l  advantages over 
the  t r a d i t i o n a l  b lanket  exemptions. The c r e d i t  f o r  saLes t a x  payments can 
se rve  a s  an  accep tab le  compromise on which opposing s a l e s  and income t a x  advo- 
c a t e s  can come t o  terms, L i b e r a l s  t roubled  over  t h e  r eg re s s iveness  of t h e  
s a l e s  t a x  may be  comforted by the  r e l i e f  a f fo rded  t h e  poor,  whi le  those  
f e a r f u l  of income t a x  progress ion  may f i n d  a f l a t  r a t e  income t a x  w i t h  personal  
exemptions t o l e r a b l e .  

Second, through t h e  income t a x  c r e d i t  device,  t h e  s a l e s  t a x  can be 
converted i n t o  an  e q u i t a b l e  and e f f e c t i v e  revenae instrument .  It can provide 
f a r  g r e a t e r  equi ty  than  can be r e a l i z e d  under a genera l  s a l e s  t a x  w i t h  no 
food exemption because t h e  burden on low income f a m i l i e s  can be  a v o i d e d b y  
the  t a x  c r e d i t  o r  cash refund.  Because an  income t a x  c r e d i t  system can be 
devised w i t h  s u f f i c i e n t  p r e c i s i o n  t o  remove t h e  main elements of r e g r e s s i v i t y  
from s a l e s  t axa t ion ,  t h i s  approach can produce g r e a t e r  t a x  equ i ty  than  a n  
arrangement which merely exempts everybody's t o t a l  food purchases from t h e  
genera l  r e t a i l  s a l e s  tax .  I n  f a c t ,  cons t ruc t ion  of a system of diminishing 
t a x  c r e d i t s  a s  income r i s e s  ( t he  Hawaii method) can make t h e  s a l e s  t a x  



TABLE 11. --STATE USE OF PERSONAL INCOME TAX CREDITS OR CASH REBATES TO MINIMIZE OR OFFEST 

S t a t e  

Colorado 

Hawaii 

Ind iana  

Q\ 0 

I Iowa 

Massachuset ts  

Minnesota 

See fc 

Type of 
c r e d i t  

For s a l e s  t a x  
paid on food 

For consumer- 
type  t a x e s  

For s a l e s  t a x  
paid on food 

For s a l e s  
t a x e s  paid 

For consumer- 
type  t a x e s  

For s e n i o r  
c i t i z e n  home- 
s t e a d  r e l i e f  

Tax r e l i e f  f o r  

r e n t e r s .  

notes  a t  t h e  end 

Year 
adopted 

1965 

1965 

1963 

1967 

1966 

19675' 

196761 

t a b l e .  

THE REGRESSIVITY OF SALES AND PROPERTY TAXES I/* 

Amount 
of c r e d i t  

$7 p e r  p e r s o n a l  
exemption ( e x c l u -  
s i v e  of age  and 
b l i n d n e s s )  

V a r i e s ,  based on 
income 2-1 

$8 p e r  p e r s o n a l  
exempt i o n  (exc l u -  
s i v e  of age  and 
b l i n d n e s s )  

V a r i e s ,  based on 
income 21 

$4 f o r  t a x p a y e r ,  
$4 f o r  spouse ,  i f  
any ,  and $8 f o r  
each q u a l i f i e d  
dependent  $1 

V a r i e s  w i t h  i n -  
come from 75% t o  
10% of p r o p e r t y  
t a x  o r  e q u i v a l e n t  
r e n t  no t  t o  
exceed $300 
(Max. c r e d i t  $225) 

3.75% of t h e  
t o t a l  amount 
p a i d  by c la imant  
a s  r e n t ,  no t  t o  
exceed $4511 

Law 

Chap. 138,  A r t .  1, ( s e c s .  
138-1-18 & 138-1-19 added 
by  H. B. 1119, laws 1965, 
e f f e c t i v e  6 /1 /65)  

Chap. 121 (Secs.  121-12-1 
& 121-12-2 added by Act 
155 laws 1965) 

Chap. 50 (Chap. 30,  Sec. 
6d added by H. B. 1226,  
laws 1963, 1 s t  sp.  s e s s . ,  
e f f e c t i v e  4120163) 

Ch. 422 ( sec .  18 added 
by H.B. 702, laws 1967) 

Chap. 62 (Sec. 6b added 
by ch.  1 4 ,  Ac ts  1966) 

Chap. 32 (H.B. 27) 
A r t i c l e  V I  

Chap. 32 (H.B. 27) 
A r t i c l e  XVII 

A d m i n i s t r a t i v e  p rocedure  

C r e d i t  t o  be claimed on income t a x  r e t u r n s .  For 
r e s i d e n t  i n d i v i d u a l s  w i t h o u t  t a x a b l e  income a  r e f u n d  
w i l l  be g r a n t e d  on such forms o r  r e t u r n s  f o r  re fund  
a s  p r e s c r i b e d  by t h e  D i r e c t o r  of  Revenue. 

The D i r e c t o r  o f  T a x a t i o n  s h a l l  p r e p a r e  and p r e s c r i b e  
t h e  a p p r o p r i a t e  form o r  forms t o  be  used  by t a x p a y e r s  
i n  f i l i n g  c l a i m s  f o r  t a x  c r e d i t s .  The form s h a l l  be 
made a n  i n t e g r a l  p a r t  of t h e  i n d i v i d u a l  n e t  income t a x  
r e t u r n .  I n  t h e  e v e n t  t h e  s a l e s  t a x  c r e d i t s  exceed t h e  
amount of  t h e  income t a x  payments due,  t h e  excess  of  
c r e d i t s  over  payments due s h a l l  be  refunded t o  t h e  
t a x p a y e r .  

C r e d i t  t o  be c la imed  on income t a x  r e t u r n s .  I f  an 
i n d i v i d u a l  i s  n o t  o t h e r w i s e  r e q u i r e d  t o  f i l e  a  r e t u r n ,  
he may o b t a i n  a  re fund  by f i l i n g  a  r e t u r n ,  comple t ing  
such r e t u r n  i n s o f a r  a s  may be a p p l i c a b l e ,  and c l a i m i n g  
such re fund .  
Tax c r e d i t  o r  r e f u n d  t o  be claimed on income t a x  r e t u r n .  
I f  a n  i n d i v i d u a l  i s  n o t  o t h e r w i s e  r e q u i r e d  t o  f i l e  a  
r e t u r n ,  h e  may o b t a i n  a  re fund  by f u r n i s h i n g  t h e  D e p a r t -  
ment of Revenue w i t h  proof  of  h i s  t a x a b l e  income and t h e  
number o f  h i s  p e r s o n a l  exemptions.  

Same a s  Ind iana .  

Tax c r e d i t  o r  r e fund  t o  be claimed on income t a x  
r e t u r n .  Department of  Taxa t ion  s h a l l  make a v a i l a b l e  
a  s e p a r a t e  schedu le  f o r  i n f o r m a t i o n  n e c e s s a r y  t o  admin- 
i s t r a t i o n  of  t h i s  s e c t i o n  and t h e  schedu le  s h a l l  be  
a t t a c h e d  and f i l e d  w i t h  t h e  income t a x  r e t u r n .  Cash 
re fund  g r a n t e d  i f  p r o p e r t y  t a x  c r e d i t  exceeds S t a t e  
p e r s o n a l  income t a x  l i a b i l i t y .  

Same a s  above. 



TABLE 11.--STATE USE OF PERSONAL INCOME TAX CREDITS OR CASH REBATES TO MINIMIZE OR OFFSET 

State 

Nebraska 

Wisconsin 

Type of 
credit 

For sales 
tax paid 
on food 

For senior 
citizen 
homestead 
tax relief 

Year 
adopted 

1967~' 

1963 

THE REGRESSIVITY OF SALES AND PROPERTY TAXES I/+ (Concl'd) 

Amount 
of credit 

$7 per personal 
exemption (exclu- 
sive of age and 
blindness) 

Varies, based on 
income and amount 
of property tax 
rental payment 

Law 

H. B. 377, laws 1967 

Chap. 71 (Sec. 7109 
(7) added by ch. 566 
(A.B. 301) eff. 
6/10/64. Ch. 580 (A.B. 
907) repealed & re- 
created Sec. 71. 09(7) 
effective Dec. 19, 1964 

Administrative procedure 

Credit to be claimed on income tax returns. Refund 
will be allowed to the extent that credit exceeds 
income tax payable but no refund will be made for 
less than $2. 

Tax credit or refund to be claimed on income tax 
return. The Department of Taxation shall make avail- 
able a separate schedule which shall call for the 
information necessary to administering this section 
and such schedule shall be attached to and filed with 
the Wisconsin income tax form. Cash refund granted 
if property tax credit exceeds State personal income 
tax due. 

If a taxpayer has no State personal income tax liability or a tax liability insufficient to absorb the entire credit (a negative tax credit 
situation) he is entitled to the appropriaLe cash refund. If the taxpayer's State personal liability is equal to or greater than the tax 
credit, his personal income tax liability is reduced by the amount of the credit ( a positive tax credit situation). 

The credits for consumer-type taxes are based on "modified adjusted gross income" (regular taxable income plus exempt income such as social 
security benefits, life insurance proceeds, etc.) and range from $20 per qualified exemption for taxpayers having a modified adjusted gross 
income of less than $1,000 to $1 per exemption where such income is between $5,000 and $6,999. 

Ranges from $12 per qualified exemption for taxpayers having taxable income under $1,000 to $0 where such income is over $7,000. 

Credits are only allowed if total taxable income of taxpayer and spouse, if any, does not exceed $5,000 for the taxable year. 

Applicable to property taxes accrued in 1967 and aubsequent years. Credit may be claimed on 1967 income tax return and thereafter. 

Applicable to rent paid in 1968 and thereafter. Credit may be claimed on 1968 income tax return and thereafter. 

Elderly may choose this relief or senior citizen relief but not both. 

Applicable to taxes due on 1968 income and thereafter. 

Updated for this reprint. 



1 1 compatible wi th  progress ive  taxat ion,-  

Thi rd ,  t h e  income t a x  c r e d i t  f o r  s a l e s  t a x  payments so lves  more 
admin i s t r a t i ve  problems f o r  t h e  s a l e s  t ax  than  i t  c r e a t e s  f o r  t he  income 
t ax .  For example, t he  manager of a supermarket i s  not  r equ i r ed  t o  maintain 
sepa ra t e  s a l e s  records  f o r  t a x  exempt and t axab le  i tems and S t a t e  t a x  
admin i s t r a to r s  a r e  f r e e d  from the  ted ious  t a s k  of aud i t i ng  r e t a i l  s a l e s  
t r a n s a c t i o n s  f o r  poss ib l e  v i o l a t i o n s  of t he  exemption provis ions .  According 
t o  a l l  r e p o r t s ,  t h e  admin i s t r a t i on  of t h i s  reimbursement approach v i a  t h e  t a x  
c red i t - r e fund  r o u t e  i s  causing no major d i f f i c u l t i e s  i n  Indiana,  t h e  only  S a t e  

27 which has employed t h i s  system long enough t o  permit  a l i m i t e d  evaluation.- 

These pioneering S t a t e  e f f o r t s  w i th  t h e  personal  income t a x  c r e d i t  
i l l u s t r a t e  t h e  b e n e f i t s  t h a t  can flow from S t a t e  and l o c a l  experimentat ion 
w i t h  new ideas .  Because t h e  personal  income t a x  c r e d i t  system can cons iderably  
l i g h t e n  t h e  r e l a t i v e l y  heavy S t a t e  and l o c a l  t a x  load now borne by the  poor,  
i t  can c o n t r i b u t e  t o  t h e  e f f e c t i v e n e s s  of t he  genera l  s a l e s  t a x  and perhaps 
the  proper ty  t a x  a s  sources of S t a t e  and l o c a l  revenue. O r  t o  pu t  t h e  i s s u e  
more a f f i r m a t i v e l y ,  a b e t t e r  r e c o n c i l i a t i o n  of consumption and proper ty  taxes  
w i t h  t h e  a b i l i t y  t o  pay p r i n c i p l e  by means of income t a x  c r e d i t s  can he lp  
S t a t e  and l o c a l  t a x  policymakers c u t  t he  Gordian f i s c a l  knot t i e d  by two 
opposing pressures- - the  demand f o r  t a x  r e l i e f  f o r  t h e  poor and the  need f o r  
a d d i t i o n a l  revenue. 

The events  of t h e  l a s t  two o r  t h r e e  yea r s ,  i n  t h e  wake of no income 
t a x  adoptions i n  t h e  preceding q u a r t e r  of a century ,  do n o t  provide a very  
f i rm b a s i s  f o r  p red ic t ing  t h e  f u t u r e  of t h e  S t a t e  income t ax  movement. While 
many of t h e  p o l i t i c a l  f a c t o r s  which con t r ibu ted  t o  t he  i n a c t i v i t y  during the  
1940's and t h e  1950's  remain, f r e s h  h i s t o r y  may be i n  t h e  making. However 
dim the  view of t he  immediate f u t u r e ,  those  preoccupied wi th  updating i n t e r -  
governmental r e l a t i o n s  i n  t h e  income t a x  f i e l d  need a t  l e a s t  t a k e  no te  of t h e  
p o s s i b i l i t y  t h a t  t h e  S t a t e  income t a x  may be accumulating some momentum. 

1/ "An Analysis  of A l t e r n a t i v e  Sa l e s  Tax Exemption Plans,"  prepared f o r  t h e  - 
Indiana Senate  Finance Committee by Charles  F. Bonser, Resident  D i rec to r ,  
Commission on S t a t e  Tax and Financing Pol icy ,  January 18,  1965. 

2 1  Statement of William L.  Fortune,  Indiana Commissioner of Revenue, t o  t h e  - 
National Assoc ia t ion  of Tax Adminis t ra tors ,  June 8, 1965, 

-67 and 68- 



Chapter 4 

THE LOCAL INCOME TAX MOVEMENT 

Personal  income taxes  a r e  a s i g n i f i c a n t  source of l o c a l  t a x  revenue 
i n  f i v e  S t a t e s  (Kentucky, Michigan, Missouri ,  Ohio, and Pennsylvania) and 
i n  one Alabama c i t y .  They a r e  now producing about $400 m i l l i o n  f o r  munici- 
p a l i t i e s  and school d i s t r i c t s  i n  t h e s e  S t a t e s ,  and account f o r  about  10 per -  
cen t  of t o t a l  S t a t e  and l o c a l  personal  income t a x  c o l l e c t i o n s .  

Ten of t h e  43 l a r  e s t  c i t i e s  (with popula t ion  of over  300,000) use  
t h i s  source of  revenue.^? Thirty-two c i t i e s  w i th  popula t ions  of 50,000 and 
over  ( inc luding  t h e  D i s t r i c t  of Columbia) impose income t axes .  Eleven of 
t hese  c i t i e s  a r e  l oca t ed  i n  Ohio, 11 i n  Pennslyvania,  3 i n  Kentucky, 3 i n  
Michigan, 2 i n  Missouri ,  and 1 i n  Alabama ( t a b l e  1 2  ). 

Phi l ade lph ia  imposed t h e  f i r s t  municipal income t a x  i n  1939. Under 
Pennsylvania ' s  b lanket  a u t h o r i z a t i o n  of 1947, which permi t ted  l o c a l  govern- 
ments t o  u se  sources of revenue no t  employed by t h e  S t a t e ,  w i t h  c e r t a i n  ex- 
cept ions ,  even t h e  sma l l e s t  t ax ing  j u r i s d i c t i o n s  can levy ind iv idua l  income 
t axes .  Approximately 40 c i t i e s  and 390 boroughs do so,  a s  do about  330 town- 
s h i p s  and over  1,000 school d i s t r i c t s .  Frequent ly t h e  t a x  i s  imposed by 
coterminous u n i t s ,  and i n  such cases  t h e  combined r a t e  i s  l i m i t e d  t o  one per -  
cen t .  Where school  d i s t r i c t s ,  f o r  example, a r e  coterminous wi th  t h e  c i t i e s ,  
boroughs, and townships, t h e  proceeds a r e  shared among them on t h e  b a s i s  of 
t h e i r  r e s p e c t i v e  revenue needs a s  determined by mutual agreement. 

The f i r s t  l o c a l  income t a x  i n  Ohio was imposed by Toledo i n  1946. A t  
l a s t  count about 95 Ohio m u n i c i p a l i t i e s  were levying income t axes  a t  r a t e s  
ranging from 0.4 t a  1 percent .  

The p re sen t  S t .  Louis income t a x  was enacted i n  1954. E a r l i e r  income 
taxes  had been enacted i n  1948 and 1952 f o r  temporary per iods .  Kansas C i ty  
was au tho r i zed  t o  levy  a n  income t a x  i n  1963 and d id  so ,  e f f e c t i v e  January 1, 
1964. 

I /  D e t r o i t ,  Ph i l ade lph ia ,  P i t t s b u r g h ,  S t .  Louis ,  Kansas C i ty  @lo.), C inc inna t i ,  - 
Columbus, Toledo, L o u i s v i l l e ,  and Washington, D.c. 



TABLE 12. --LOCAL INCOME TAXES, RATES AND COLLECTIONS 

(Dollar amounts in thousands) 

I Municipal tax collections. 1965-66 

State and local government 

Alabama : 
Gadsden 

Kentucky : 
Berea 
Bowling Green 
Catlettsburg 
Covington 
Flemingsburg 
Frankfort 
Glasgow 
Hopkinsville 
Lexington 
Louisville 
Jefferson countyl/ 

Ludlow 
Mayfield 
Naysville 
Middlesboro 
Newport 
Owensboro 
Paducah 
Pikeville 
Princeton 
Richmond 

Maryland: 
Baltimore Ci y 
12 counties2 5 
1 county 
1 county 
3 counties 
1 county 
4 counties 

Michigan: 
Battle Creek 
Detroit 
Flint 
Grand Rapids 
Hamt ramck 
Highland Park 
Lapeer 
Pontiac 
Saginacr 
St. ~ohnsl' 

Missouri: 
Kansas City 
St. Louis 

New York : 
New York City 

Ohio: 
Akron 
Canton 
Cincinnati 
Cleveland 
Cleveland Heights 
Columbus 
Dayton 
Euclid 
Hami 1 ton 

Rate 
December 31, 196; 
(percent) 

% of State Tax 
50% 
20% 
2 5% 
30% 
3 5% 
45% 
50% 

(Cities with c 
Total 
tax 

collections 

XXX 

XXX 

XXX 

2,831 
XXX 

XXX 

XXX 

XXX 

6,993 
26,882 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

144.451 
XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

158,246 
16,465 
8,312 

XXX 

XXX 

XXX 

5,668 
5,572 

XXX 

Amount 

$2,139 

XXX 

XXX 

XXX 

792 
XXX 

XXX 

XXX 

XXX 

3,596 
13,912 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

2 / - 
XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

45,176 
2,292 
2 / - 

XXX 

XXX 

XXX 

2 / - 
904 

XXX 

10,157 
27,265 

2 / - 

9,936 
4,015 
17,313 

2 / - 
2 / 

15,720 
11,689 

2 / 
1 ,T41 

total collections 

XXX 

XXX 

XXX 

28.0 
XXX 

XXX 

XXX 

XXX 

51.4 
51.8 
XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

r 50,000 
Income 

2 / - 
XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

population in 1960) 
tax collections 

As a percent of 
-- 

XXX 

28.5 
13.9 
2 / - 

XXX 

XXX 

XXX 

2 / 
16.2 
XXX 

See footnotes at the end of table. 



TABLE 12 .  --LOCAL INCOME TAXES, RATES AND COLLECTIONS '" 

( D o l l a r  amounts i n  thousands)  

Munic ipa l  t a x  c o l l e c t i o n s ,  1965-66 
( C i t i e s  w i t h  o v e r  50 ,000  pop1 

T o t a l  S t a t e  and l o c a l  government 

P e n n s y l v a n i a :  
C i t i e s ,  50,000 I 

b o ~ u l a t i o n  and over - -  - ,  

R a t e  
December 31 ,  1967 

( p e r c e n t )  

Ohio : (Cont ' d)  - 
Lakewood 
Lima 
L o r a i n  
Parma 
S p r i n g f i e l d  
Toledo 
Warren 
Youngstown 

. . 
Abing ton  Township 
Al len town 
Al toona  
Bethlehem 
C h e s t e r  
E r i e  
H a r r i s b u r g  
Johnstown 
L a n c a s t e r  
Penn ; { i l l  Township 
P h i l a d e l p h i a  
P i t t s b u r g h  
S c r a n t o n  
Wi lkes  B a r r e  
York 
Approx. 3 ,000 o t h e r  

l o c a l  j u r i s d i c t i o n s  
( i n c l u d i n g  o v e r  1 , 0 0  
s c h o o l  d i s t r i c t s )  

0.5 
1 . 0  
0 . 5  
0.5 
1.0 
1 . 5  
1.0 
1 . 0  

t a x  
c o l l e c t i o n s  

143 c i t i e s  and v i l l a g e s  0.25-1.0 
( w i t h  l e s s  t h a n  

50,000 p o p u l a t i o n )  i 

$2,866 
1 ,779  
2 ,423  
3,202 
3 ,669  

18,763 
3 , 1 6 4  
8 , 3 5 4  

XXX 

11 ,969  
5 ,140  
2 ,320  
3 ,810  
2 ,229  
6,679 
3 ,884  
2 , 2 1 1  
2 ,117  
1 ,533  

217,919 
50 ,130  

4 ,555  
2,426 
1 , 9 7 1  

XXX 

Income 

Amount 

2  / 
$1 ,125  

2  / - 
2  / 

2  ,4'ii0 
10 ,735  

2 ,024  
4 , 5 9 0  

XXX 

2  / 
1,170 

494 
979 

2  / 
1 ,162 

2  / 
403 
528 
608 

90,867 
10 ,273  

690 
2  / 

162 

XXX 

l l a t i o n  i n  1960) 
r c o l l e c t i o n s  

As a  p e r c e n t  of 
t o t a l  c o l l e c t i o n s  

2 / 
63.2 

2  1 - 
2  / 

67.6 
57.2 
64.0 
54.9 
XXX 

XXX 

Note:  Exc ludes  Washington,  D. C. which h a s  a  g r a d u a t e d  n e t  income t a x  t h a t  i s  more c l o s e l y  a k i n  t o  a  
S t a t e  t a x  t h a n  t o  t h e  m u n i c i p a l  income t a x e s  ( s e e  t a b l e  1 0 ) .  

"xxx" S i g n i f i e s  c i t i e s  under  50,000 p o p u l a t i o n .  

1/ A  t a x p a y e r  s u b j e c t  t o  t h e  1 .25  p e r c e n t  t a x  imposed by t h e  C i t y  of  L o u i s v i l l e  may c r e d i t  t h i s  t a x  - 
a g a i n s t  t h e  1.75 p e r c e n t  l e v i e d  by J e f f e r s o n  County.  

2 1  Tax went i n t o  e f f e c t  a f t e r  r e p o r t i n g  p e r i o d .  - 
3 /  E x c l u d e s  Montgomery County ,  which l e v i e d  a  t a x  a t  t h e  r a t e  o f  20 p e r c e n t  f o r  c a l e n d a r  y e a r  1967. - 

As o f  J a n u a r y  1, 1968,  t h e  County C o u n c i l  had n o t  s e t  a  r a t e  f o r  1968. 
4 1  Under t h e  Mich igan  "Uniform C i t y  Income Tax A c t , "  t h e  p r e s c r i b e d  r a t e s  a r e  1 . 0  p e r c e n t  f o r  - 

r e s i d e n t s  and 0.5 p e r c e n t  f o r  n o n r e s i d e n t s .  A r e s i d e n t  i s  a l l o w e d  c r e d i t  f o r  t a x e s  p a i d  
t o  a n o t h e r  c i t y  a s  a  n o n r e s i d e n t .  

5 /  S t . J o h n s  a d o p t e d  t h e  u n i f o r m  income t a x  o r d i n a n c e  on November 7 ,  1967. P e t i t i o n s  f o r  - 
re fe rendum have been  f i l e d  and a n  e l e c t i o n  w i l l  b e  h e l d  on  F e b r u a r y  20 ,  1968. 

6 /  New York C i t y  r e s i d e n t s '  r a t e  r a n g e s  from 0 .4  p e r c e n t  on t a x a b l e  income o f  l e s s  t h a n  $1,000 t o  - 
2.0 p e r c e n t  on t a x a b l e  income i n  e x c e s s  o f  $30,000.  An e a r n i n g s  t a x  of  0.25 p e r c e n t  o f  wages 
o r  318 of  1 p e r c e n t  on n e t  e a r n i n g s  from se l f -employment ,  n o t  t o  exceed  t h a t  which would be  
due i f  t a x p a y e r  were a  r e s i d e n t ,  i s  l e v i e d  a g a i n s t  n o n r e s i d e n t s .  

7 /  The s c h o o l  d i s t r i c t  r a t e  i s  t h e  same a s  t h e  m u n i c i p a l  r a t e .  - 
8 /  The s c h o o l  d i s t r i c t  r a t e  i s  0 .5  p e r c e n t .  - 
9 /  There  i s  no  s c h o o l  d i s t r i c t  income t a x .  

101 The s c h o o l  d i s t r i c t  r a t e  i s  1.0 p e r c e n t .  - 
111 Combined c i t y  and s c h o o l  d i s t r i c t  r a t e  may n o t  exceed 2.0 p e r c e n t .  - 

Updated f o r  t h i s  r e p r i n t .  



I n  Kentucky t h e  c i t y  income taxes a r e  l ev i ed  a s  "occupat ional  
l i c e n s e  taxes ."l/ This form of  t ax  was f i r s t  adopted by L o u i s v i l l e  i n  
1948. F i f t e e n  o t h e r  Kentucky c i t i e s  and J e f f e r s o n  County ( i n  which the  
C i ty  of L o u i s v i l l e  i s  loca ted)  have enacted s i m i l a r  measures. The Je f -  
fe rson  County t a x  i s  imposed a t  t h e  same r a t e  a s  t h e  L o u i s v i l l e  t a x  a  Y7 al lows taxpayers  sub jec t  t o  t he  L o u i s v i l l e  t a x  a  c r e d i t  f o r  t h a t  tax.- 
Gadsden, Alabama a l s o  l e v i e s  i t s  t ax  a s  an "occupational l i c e n s e  tax." 

D e t r o i t  and Hamtramck, Michigan adopted income taxes i n  1962 
under a  S t a t e  s t a t u t o r y  provis ion  t h a t  g ran t s  c h a r t e r  c i t i e s  t h e  au- 
t h o r i t y  t o  levy  " r en t s ,  t o l l s ,  and exc ises ."  I n  1964, Michigan granted  
c i t i e s  s p e c i f i c  a u t h o r i t y  t o  levy a  "uniform c i t y  income tax."  D e t r o i t  
and Hamtramck re-enacted t h e i r  income t ax  ordinances t o  meet t h e  r e -  
quirements of t h a t  Act ,  and F l i n t  and Saginaw have enacted i d e n t i c a l  
income t a x  ordinances.  F ive  more Michigan c i t i e s  adopted uniform 
income t a x  ordinances which, however, f a i l e d  t o  ga in  the  approval  of 
t h e i r  e l e c t o r a t e s .  

It i s  apparent  from the  foregoing d i scuss ion  t h a t  t h e  most exten-  
s i v e  use of l o c a l  income taxes  has occurred i n  t h r e e  h ighly  i n d u s t r i a l i z e d  
States--Michigan, Ohio, and Pennsylvania--none of which l e v i e s  a  S t a t e  
personal  income tax .  Pennsylvania l o c a l  governments de r ive  almost $200 
mi l l i on ,  Ohio c i t i e s  about $100 m i l l i o n ,  and t h e  4 Michigan c i t i e s  be- 
tween $40 and $50 m i l l i o n  annual ly from t h e i r  income taxes .  The o t h e r  
t h r e e  S t a t e s  w i t h  l o c a l  income taxes had S t a t e  personal  income taxes  
be fo re  t h e i r  l o c a l i t i e s  en tered  the  f i e l d .  M i s s x r i ,  which has had a  S t a t e  
personal  income t a x  s i n c e  1917, l i m i t s  l o c a l  income taxing a u t h o r i t y  t o  
S t .  Louis and Kansas C i ty .  Alabama, w i th  a  S t a t e  personal  income t a x  t h a t  
da t e s  back t o  1933, and Kentucky, which enacted i t s  t ax  i n  1936, never gave 
t h e i r  m u n i c i p a l i t i e s  s p e c i f i c  a u t h o r i t y  t o  levy income t axes .  It should be 
noted,  however, t h a t  a l l  t h r e e  S t a t e  personal  income taxes a r e  l e v i e d  a t  
low t o  moderate e f f e c t i v e  r a t e s ,  

A l l  of t h e  l o c a l  income taxes i n  Michigan, Ohio, and Pennsylvania 
a r e  administered l o c a l l y ,  wi th  l i t t l e  i n t e r l o c a l  coord ina t ion ,  except  f o r  
c r e d i t  p rovis ions  t o  avoid double t axa t ion .  I n  Pennsylvania,  p l ace  of 

11 The t a x  i s  l ev i ed  i n  t h i s  form i n  view of the  unce r t a in ty  whether - 
Kentucky's Cons t i t u t ion  permits  t h e  S t a t e  t o  de l ega te  t he  a u t h o r i t y  
t o  levy an  income t a x  t o  i t s  subdiv is ions .  The Cons t i t u t ion  enumer- 
a t e s  t h e  taxes  t h a t  can be delegated but  does not  inc lude  the  income 
t a x  among them. Author i ty  t o  de l ega te  l i cens ing  powers t o  munici- 
p a l i t i e s  i s  e x p l i c i t .  

21 However, J e f f e r son  County was au thor ized  t o  levy  an a d d i t i o n a l  112 - 
percent  f o r  school purposes,  e f f e c t i v e  December 16,  1965. 



r e s idence  i s  given p r i o r i t y :  school  d i s t r i c t s  a r e  permi t ted  t o  t a x  r e s i -  
dents  only;  m u n i c i p a l i t i e s ,  which can t a x  both r e s i d e n t s  and nonrescdents  
a l low a c r e  i t  t o  nonres idents  f o r  income taxes  they pay t o  t h e i r  p l ace  of 
residence.$ Michigan and Ohio c i t i e s  favor  t h e  p l a c e  of employment: they  
g ran t  a  c r e d i t  t o  t h e i r  r e s i d e n t s  f o r  income taxes  they pay t o  another  c i t y .  

The enabl ing a c t s  of bo th  Ohio and Pennsylvania spec i fy  a  one percent  
maximum l o c a l  r a t e ,  bu t  i n  Ohio t h e  maximum may b e  exceeded w i t h  v o t e r  ap- 
proval .  Local income t a x  r a t e s  range from 0.4 t o  1 percent  i n  Ohio (no c i t y  
has obta ined  v o t e r  approval t o  exceed 1 percent)  and from 114 t o  1 percent  
i n  Pennsylvania ( t he  Ph i l ade lph ia  r a t e  i s  1 518 percent  by s p e c i a l  l e g i s -  
l a t i o n ) .  As a l r eady  noted,  l o c a l  r a t e s  i n  Michigan a r e  s e t  uniformly a t  
1 percent  f o r  r e s i d e n t s  and 112 percent  f o r  nonres idents .  

THE MICHIGAN APPROACH 

The Michigan 'hi form Ci ty  Income Tax ~ c t q l  i s  unique i n  four  r e s p e c t s .  
F i r s t ,  a l l  c i t i e s  a r e  l i m i t e d  t o  t h e  l o c a l  income t a x  ordinance p re sc r ibed  i n  
t h e  Act.  That ordinance s p e c i f i e s  t h e  na tu re  of t h e  t a x  base  ( fo r  bo th  i n d i v i -  
dua ls  and co rpo ra t ions ) ,  t h e  r a t e ,  exemptions, and d e t a i l s  a s  t o  admin i s t r a t i on  
( inc luding  withholding provis ions)  and appeal  procedures.  Thus, a l l  c i t y  income 
taxes  o p e r a t e  under i d e n t i c a l  r u l e s .  

Secondly, t h e  base of t h e  Michigan l o c a l  income t a x  i s  much broader  than  
i n  t h e  o t h e r  S t a t e s .  The t r a d i t i o n a l  l o c a l  t a x  on personal  income i s  sub- 
s t a n t i a l l y  a p a y r o l l  t ax ;  t h a t  i s ,  i t  i s  imposed only on s a l a r i e s  and wages 
and on t h e  n e t  income from p ro fes s iona l  and unincorporated bus ines s  a c t i v i t i e s .  
11 Unearned" income from dividends,  i n t e r e s t ,  and c a p i t a l  ga ins  i s  excluded from 

the  t a x  base.  Such income i s  t axab le  i n  Michigan, 

The t h i r d  unique f e a t u r e  of t h e  Michigan enabl ing a c t  i s  i t s  r a t e  
s t r u c t u r e .  A s  noted above, the  Act s p e c i f i e s  a  1 percent  r a t e  f o r  r e s i d e n t s  
(on a l l  earn ings)  and a  112 percent  r a t e  f o r  nonres idents  on earn ings  w i t h i n  
t h e  c i t y ,  w i t h  t h e  c i t y  of res idence  al lowing a  c r e d i t  f o r  income taxes  pa id  
t o  another  c i t y .  An ind iv idua l  l i v i n g  i n  one income t a x  c i t y  and employed i n  
another  thus  pays h a l f  of h i s  l o c a l  income t a x  t o  each. 

Four th ,  t h e  Michigan l o c a l  income taxes  d i f f e r  from those  i n  t h e  o t h e r  
S t a t e s  i n  t h a t  they a l low $600 per  c a p i t a  personal  and dependency exemptions. 
Except a s  t o  r a t e ,  then,  Michigan l o c a l  income taxes  a r e  s i m i l a r  i n  s t r u c t u r e  
t o  some of t h e  S t a t e  personal  income t axes .  

11 Ph i l ade lph ia  i s  an  exception: a  nonresident  g e t s  no c r e d i t  a g a i n s t  t h e  - 
Phi l ade lph ia  t a x  f o r  a  t a x  pa id  t o  t h e  j u r i s d i c t i o n  i n  which he r e s i d e s .  

2/ Pub l i c  Act No. 284, Laws of 1964. - 



The Michigan approach o f f e r s  a  number of advantages lacking  i n  t h e  
l o c a l  income taxes  of t he  o t h e r  S t a t e s .  While, a s  i n  Pennsylvania and Ohio, 
the  Michigan taxes a r e  administered l o c a l l y ,  they must a l l  fol low the  same 
r u l e s .  Taxpayer appeals  may be taken t o  t he  S t a t e  Department of Revenue 
under r u l e s  and r egu la t ions  i ssued  by t h a t  agency. By l e g i s l a t i v e  a c t i o n  the  
e n t i r e  l o c a l  income t a x  appara tus  could be turned over t o  t h e  S t a t e  t a x  
agency wi th  l i t t l e  o r  no i n t e r r u p t i o n ,  i n  t h e  event t h a t  l o c a l  income t a x a t i o n  
becomes widespread. The system could a l s o  be modified t o  provide f o r  county- 
wide income taxes .  

A t  l e a s t  a s  important a s  t he  admin i s t r a t i ve  advantages of t h e  Michi- 
gan approach i s  t h e  f a c t  t h a t  t h e  l o c a l  income taxes  i n  t h a t  S t a t e  dampen the  
inequ i t ab l e  e f f e c t s  of a  p a y r o l l  t a x  a s  app l i ed  i n  t h e  o t h e r  S t a t e s .  Even 
though the  Michigan t ax  i s  l e v i e d  a t  a  f l a t  r a t e ,  t h e  personal  exemptions 
make i t  somewhat progress ive .  And the  inc lus ion  of dividends,  i n t e r e s t ,  and 
c a p i t a l  ga ins  i n  t he  base  a s su re s  t h a t  i nd iv idua l s  w i t h  l a r g e  "unearned" 
incomes a r e  no t  given favorable  t reatment  r e l a t i v e  t o  s a l a r y  and wage ea rne r s .  

The p rov i s ion  t h a t  a  commuter's t a x  should be  shared between h i s  p l ace  
of res idence  and h i s  p l ace  of employment r e f l e c t s  l e g i s l a t i v e  concern wi th  
c e n t r a l  c i ty-suburb f i s c a l  d i s p a r i t i e s ,  explained i n  a n  e a r l i e r  r e p o r t  of t h i s  
Commissi n ,  where i t  i s  recommended t h a t  S t a t e s  consider  t h i s  kind of shar ing   device.^? Data i n  t h a t  r e p o r t  i n d i c a t e  t h a t  c e n t r a l  c i t i e s  have t h r e e  t imes 
a s  many in-commuters a s  cut-commuters, and t h a t  i n  many s tandard  met ropol i tan  
s t a t i s t i c a l  a r e a s  the  suburbs t y p i c a l l y  have more a b i l i t y  t o  f i nance  a  compa- 
r a b l e  l e v e l  of  governmental s e r v i c e s  than do the  c e n t r a l  c i t i e s  i n  which sub- 
u rban i t e s  earn  t h e i r  l i ve l ihood .  

STATE-LOCAL RELATIONSHIPS 

Inev i t ab ly ,  a proposal  f o r  t h e  enactment of a  S t a t e  personal  income t a x  
r a i s e s  t h e  quest ion:  t o  what e x t e n t ,  i f  any, should l o c a l  governments p a r t i c i -  
p a t e  i n  t h e  proceeds? Property t a x  r a t e s  a r e  p re s s ing  a g a i n s t  economic and 
l e g a l  c e i l i n g s  i n  many communities, and t h e  ques t  f o r  new sources of  l o c a l  
revenue cont inues apace a s  t h e  demand f o r  more and b e t t e r  q u a l i t y  educa t iona l ,  
p r o t e c t i v e ,  h e a l t h ,  and we l f a re  s e r v i c e s  i n t e n s i f i e s .  The clamor f o r  ad- 
d i t i o n a l  l o c a l  nonproperty t a x  revenue has produced a  r a sh  of l o c a l  s a l e s  
taxes  i n  some S t a t e s ,  income taxes  i n  o t h e r s ,  and a  miscel lany of o t h e r  kinds 
of taxes and s e r v i c e  charges i n  s t i l l  o t h e r s .  Despi te  t h e s e  l o c a l  t a x  de- 
velopments and s i g n i f i c a n t  i nc reases  i n  S t a t e  g ran t s - in -a id  and revenue 

1/ Advisory Commission on Intergovernmental Re la t ions ,  Metropol i tan Soc ia l  - 
and Economic D i s p a r i t i e s :  Impl ica t ions  f o r  Intergovernmental Re la t ions  
i n  Cent ra l  C i t i e s  and Suburbs (A-25), January 1965, p. 123. 



sha r ing ,  t he  revenue p o t e n t i a l  of a S t a t e  personal  income t a x  can be 
expected t o  evoke a  demand on t h e  p a r t  of l o c a l  governments f o r  t h e i r  
share .  

Michigan, Ohio, and Pennsylvania,  having allowed t h e i r  l o c a l  govern- 
ments t o  e n t e r  t h e  income t a x  f i e l d ,  w i l l  b e  faced w i t h  a p a r t i c u l a r l y  d i f -  
f i c u l t  problem, a k i n  t o  t h a t  faced r e c e n t l y  by New York when i t s  newly en- 
ac t ed  S t a t e  s a l e s  t a x  had t o  be  accommodated t o  a  number of e x i s t i n g  l o c a l  
taxes  w i t h  vary ing  r a t e s .  Should they add a  t h i r d  overlapping l a y e r  t o  t he  
income t a x  o r  should they somehow absorb t h e  l o c a l  taxes  i n t o  t h e  S t a t e  t a x  
wi th  app ropr i a t e  adjustment i n  l o c a l  revenues? This  a  p o l i t i c a l  dec i s ion  
each S t a t e  w i l l  have t o  r e so lve  i n  i t s  own way on t h e  b a s i s  of i t s  own ph i -  
losophy of S t a t e - l o c a l  r e l a t i o n s h i p s .  

This  Commission has a l r eady  gone on record w i t  regard t o  l o c a l  non- 
17 proper ty  t axes ,  p a r t i c u l a r l y  s a l e s  and income taxes,-  I f  t h e r e  i s  a  choice 

between S t a t e  o r  l o c a l  imposi t ion of consumption and income t axes ,  t h e  p r e f e r -  
ence i s  f o r  a  S t a t e - l e v e l  t a x  f o r  t h e  reason t h a t  t h e  impact of such taxes  i s  
broader  than t h e  economic a r e a  i n  which most l o c a l  governments e x e r c i s e  tax ing  
j u r i s d i c t i o n .  Furthermore, such taxes  can be  administered more e f f i c i e n t l y  
by a  S t a t e  than  by a  l o c a l  government. 

I n  enac t ing  a  S t a t e  personal  income t a x ,  where l o c a l  taxes  a r e  a l r eady  
p reva len t  ( f o r  example, Michigan, Ohio, and Pennsylvania) ,  S t a t e s  could t ake  
one of t h r e e  pa ths  w i t h  regard  t o  t h e  l o c a l  income taxes:  (1) they could 
a l low t h e  l o c a l  taxes  t o  s t and ,  poss ib ly  wi th  some modi f ica t ion ;  (2) they 
could r epea l  t h e  a u t h o r i t y  f o r  l o c a l  income taxes  and s h a r e  t h e  S t a t e  t a x  
wi th  them; o r  (3) they could r epea l  t h e  a u t h o r i t y  f o r  l o c a l  income t axes  and 
e i t h e r  i nc rease  g r a n t  payments t o  them, o r  take  over  some of t h e i r  f inanc ing  
r e s p o n s i b i l i t i e s ,  

Since t a x  shar ing  and g ran t - in -a id  programs a r e  gene ra l ly  designed t o  
b e n e f i t  a l l  l o c a l  governments (or a l l  i n  a  p a r t i c u l a r  c l a s s )  e i t h e r  device  
would probably be most appea l ing  t o  l o c a l  governments. The number of l o c a l i -  
t i e s  a r e  few indeed t h a t  could not  u se  a d d i t i o n a l  funds, e i t h e r  t o  expand 
and improve t h e i r  pub l i c  s e r v i c e s  o r  t o  provide some proper ty  t a x  r e l i e f .  
Both a  shared t a x  and a g ran t - in -a id  can be designed t o  t ake  account of  d i f -  
f e r i n g  l o c a l  government needs and resources  i n  t h e i r  d i s t r i b u t i o n  formulas,  
and both have t h e  advantage over independent l o c a l  taxes  of a  s i n g l e  c e n t r a l -  
i zed  admin i s t r a t i on  wi th  t h e  b e n e f i t  of supe r io r  enforcement f a c i l i t i e s .  

11 Advisory Commission on Intergovernmental Re la t ions ,  Local Nonproperty - 
Taxes and t h e  Coordinating Role of t h e  S t a t e s  (A-9), 1961; and S t a t e  
Cons t i t u t iona l  and S t a t u t o r y  R e s t r i c t i o n s  on Local Taxing Powers (A-14), 
1962. 



Nevertheless ,  t o  t h e  ex t en t  t h a t  S t a t e  a i d s  a r e  used t o  "buy out" 
l o c a l  governments from the  income t ax ,  they do impair l o c a l  f i s c a l  inde-  
pendence somewhat, s i n c e  t h e  l o c a l i t i e s  would not  have the  op t ion  t o  de- 
termine t h e i r  om. r a t e s  and bases ,  o r  even t o  r e fuse  t o  accept  t h e  t ax .  
A t  l e a s t  i n  Michigan and Ohio, where l o c a l  income taxes a r e  now au tho r i zed  
f o r  c i t i e s  only ( in  c o n t r a s t  t o  Pennsylvania,  where even school d i s t r i c t s  
use them), t a x  shar ing  o r  a  g ran t - in -a id  would absorb a  l a r g e r  p o r t i o n  of 
a  S t a t e  personal  income t a x  than would be c o l l e c t e d  by t h e  l i m i t e d  number 
of l o c a l i t i e s  imposing l o c a l  income taxes a t  t he  time t h e  S t a t e  t a x  i s  
adopted. Any shar ing  o r  g ran t  program would have t o  a s s u r e  t h e  l o c a l i t i e s  
wi th  income taxes  t h a t  they would not  l o s e  revenue from the  s h i f t  and t h e  
sha re  a v a i l a b l e  t o  the  remaining communities would have t o  be  l a r g e  enough 
t o  a s su re  them t h a t  they would be b e t t e r  o f f  f i n a n c i a l l y  by accept ing  S t a t e  
a i d  than by levying t h e i r  own tax .  

Af t e r  weighing the  pros and cons of a  t a x  shar ing  o r  g ran t - in -a id  
p lan ,  t he  S t a t e s  may decide t o  cont inue t h e  a u t h o r i z a t i o n  f o r  l o c a l  income 
taxes .  With a  S t a t e  income t a x ,  they would have t h e  oppor tuni ty  t o  coor- 
d i n a t e  l o c a l l y  imposed income taxes  by using the  "piggy back" device  em- 
ployed so succes s fu l ly  i n  t h e  genera l  s a l e s  t a x  f i e l d  by e i g h t  S t a t e s .  The 
Michigan approach t o  l o c a l  income t axes ,  descr ibed  above, i s  p a r t i c u l a r l y  
s u i t e d  f o r  conversion a s  a  l o c a l  supplement t o  the  S t a t e  t a x ,  s i n c e  Michi-  
gan c i t i e s  a r e  a l r eady  requi red  t o  fol low uniform r u l e s .  

While t he  scope and content  of S t a t e  enabling l e g i s l a t i o n  governing 
l o c a l  use of income t axa t ion  can c o n t r i b u t e  s i g n i f i c a n t l y  t o  t h e  e f f e c t i v e -  
ness  of l o c a l  income taxes ,  t he  f a c t  remains t h a t  l o c a l  income t a x a t i o n ,  
under t he  b e s t  of condi t ions ,  i s  a  poor a l t e r n a t i v e  t o  t axa t ion  a t  t h e  S t a t e  
l e v e l .  L imi ta t ions  on the  tax ing  j u r i s d i c t i o n  of l o c a l  governments and on 
t h e  resources they can commit t o  t a x  enforcement, l o c a l  governments' i n -  
c reas ing  s e n s i t i v i t y  t o  t ax  competi t ion form j u r i s d i c t i o n s  w i t h i n  t h e i r  
immediate t r ad ing  a r e a  and beyond, toge ther  w i t h  t h e  r i s i n g  number of l o c a l  
r e s iden t s  who de r ive  income from o t h e r  geographic a r e a s  and from income 
sources not  amenable t o  withholding,  a r e  some of t he  important cons ide ra t ions  
t h a t  make income t axa t ion  a t  t h e  S t a t e  l e v e l  p r e f e r a b l e  t o  t a x a t i o n  a t  t h e  
l o c a l  l e v e l .  



Chapter 5  

REVENUE ASPECTS OF PERSONAL INCOME TAXES 

On t h e  b a s i s  of t h e  a n a l y s i s  i n  Chapter 2 we concluded t h a t  t h e  only 
hope f o r  genuine progress  toward a  s o l u t i o n  t o  t h e  pe renn ia l  f i s c a l  problem 
of t h e  S ta t e s - - sho r t  of d r a s t i c  cur ta i lment  of expenditure  growth o r  s t e a d i l y  
i nc reas ing  r e l i a n c e  on Fede ra l  f i n a n c i a l  a i d - - i s  heavier  S t a t e  r e l i a n c e  
upon h i g h - e l a s t i c i t y  sources of revenue. The t a x  wi th  t h e  most p o t e n t i a l  
f o r  r a i s i n g  t h e  automatic r a t e  of growth of S t a t e  revenue i s  t h e  pe r sona l  
income t a x .  What use  i s  made of t h i s  t a x  a t  t h e  t h r e e  l e v e l s  of government 
a t  t h e  p re sen t  t ime? How important a r e  e x i s t i n g  income t a x e s  i n  t h e  revenue 
systems of t h e  var ious  S t a t e s ?  What f a c t o r s  determine t h e  p r o d u c t i v i t y  of 
t h e  tax--why, f o r  example, do t h e  income t a x  S t a t e s  have such widely varying 
success  w i th  i t ?  Why i s  t h e  gross  n a t i o n a l  product  e l a s t i c i t y  of an income 
t a x  h ighe r  t han  t h a t  of any major t a x ?  What would a  t r u l y  broad-based and 
low-rate  i n d i v i d u a l  income t a x  y i e l d  i n  each S t a t e ,  and would widespread 
adoption of t h e  t a x  r e a l l y  be enough t o  shore-up t h e  f i s c a l  foundat ions of 
S t a t e  governments? These a r e  t h e  ques t ions  considered i n  t h i s  chapter .  

The t a x a t i o n  of pe r sona l  income i s  t h e  primary instrument  f o r  f i -  
nancing government i n  t h e  United S t a t e s .  I n  t h e  most r ecen t  year  f o r  which 
d a t a  a r e  a v a i l a b l e ,  f i s c a l  1964, i n d i v i d u a l  income t a x e s  accounted f o r  38 
pe rcen t  of t h e  t a x  c o l l e c t i o n s  of a l l  l e v e l s  of governrnent--$52. 5 b i l l i o n  of 
a  $138.3 b i l l i o n  t o t a l .  This  amounted t o  a  t a x  of $274.33 pe r  i n h a b i t a n t .  
The next  most product ive  t a x ,  on t h e  income of co rpo ra t ions ,  y i e l d e d  only 
s l i g h t l y  more than  $25 b i l l i o n  ( t a b l e  1 3  ) .  

The Fede ra l  Government c l e a r l y  dominates t h e  i n d i v i d u a l  income t a x  
f i e l d .  Despi te  t h e  f a c t  t h a t  33 S t a t e s ,  I/ t h e  D i s t r i c t  of Columbia, and 
numerous l o c a l  governments i n  a  half-dozen S t a t e s  l e v i e d  pe r sona l  income 
t axes  i n  1964, t h e s e  governments accounted f o r  only 7.2 percent  of a l l  
c o l l e c t i o n s  from t h i s  source .  By f a r  t h e  l a r g e s t  share--92.8 percent--was 
Federa l ,  ga thered  from more than  51 m i l l i o n  taxpayers .  

Not u n t i l  World War I1 d i d  t h e  pre-eminence of t h e  ind iv idua l  income 
t a x  a t  t h e  Federa l  l e v e l  become f i r m l y  e s t ab l i shed .  Except f o r  a  b r i e f  
i n t e r v a l  during t h e  F i r s t  World War, t h e  t a x  pyoduced only about 20 percent  

I/ Not inc luding  t h e  s p e c i a l  cases  of New Hampshire, New J e r s e y ,  and - 
Tennessee. Nebraska's new t a x  does not  t a k e  e f f e c t  u n t i l  January 1, 
1967, and a l s o  i s  not counted h e r e .  
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Tobacco products 
Public i l t i l i z i e s  
Other 

Property 
Inheri'iatlcc, e s t a t e  atnd g i f t  
Plotor vehic le  and ope ra to r s '  l i c enses  
A l l  o ther  taxes  

T a t a l  

Source 

Individual  income 
C ~ r p o r a t i a n  incone 
Sales  and gross r e c e i p t s  

Customs du t i e s  
General s a l e s  and gross  r e c e i p t s  
Se l ec t ive  s a l e s  snd gross r ece ip t s  

Motor f u e l  
A1 c o b l i c  beverages 
Tobacco products 
Public u t i l i t i e s  
%her 

Property 
Inher i tance ,  e s t a t e  and g i f t  
Motor vehic le  and ope ra to r s '  l i c enses  
A l l  other taxes  

To ta l  

Individual  income 
Corporation income 
Sales  arid gross r ece ip t s  

Cilstoms du t i e s  
General s a l e s  and gross r ece ip t s  
Se l ec t ive  s a l e s  and gross r ece ip t s  

Motor f u e l  
Alcoholic beverages 
Tobacco products 
X b l i c  u t i l i t i e s  
Other 

Property 
Inher i tance ,  e s t a t e  and g i f t  
Motor vehic le  and ope ra to r s '  l i c enses  
A l l  o ther  taxes  

To ta l  

" 7 ,  Federal  

DISTRIBiPTI3IT AMONG SOURCES (pe rcen t )  

- ~- 

Note: De ta i l  may not  add t o  t o t a l s  because of rounding. 

Minor amount of corporation income taxes  included i n  i nd iv idua l  income t a x  f igu re s  

Minor amowt included i n  " a l l  o ther  t axes . "  

Source: U .  S .  Bureau of t he  Census, Governmental Finances i n  1963-64. 

S t a t e  all3 l oca l  governrsents 

38 .o 
16.2  
22, i 

5.2 
15.9  
4.9 
3.2 
2 .4  
1 . 3  
4.1 

15.4 
2.2 
1.5 
2.7 

100.0 

To ta l  I S t a t e  1 Local governments gcvernment 

53.8 
26.0 
16.3 

--- 
lL.9 
3.0 
3 .6  
2 . 3  
1.1 
L.7 --- 
2.6 
--- 
1.3 

100.0 

DISTRIBUTION AblONG GOVERIWZNTS (?ercent ) 

7.9 
3 . 5  

33.0 

15.2 
17.8 
8.6 
1 . 9  
2.7 
1.8 
2.9 

h4.5 
1 .4  
4 . 3  
5 .4  

100.0 

0 .7  

5.9 --- 
16 .1  

2.9 
0.5 
0 . 7  
2 . 5  

18.8 
2.4 

96.6 

6 .4  
3' 

19.0 
17.0  

130.0 
100.0 
100.0 
100.0 
100.0 
100.0 
100.0 
100.0 
100.0 
100.0 
100.0 
100.0 
100.0 
100.0 
100.0 
100.0 

14.1 
7.0 

57.6 

25 .1  
32.5 
16.7 

3.6 
4.9 
2 . 1  
5.2 
3.0 
2.7 
7 .9  
7.8 

100.0 

1.6 L/ 
Ll 
7.7 

5 . 3  
2.7 
0 . 1  
0.1 
0 .4  
1 . 5  
0.6 

87.2 

1/ 
0.6 
3.0 

100.0 

92.8 
93.3 
48.4 

100.0 
--- 

61.4 
39.7 
79.6 
61.5  
511.5 
75.4 --- 
78.4 
--- 

30.7 
65.L 

7.3 

6 .7  51.u 
--- 

100.0 
38.6 
60.3 
20.4 
38.5 
45.5 
24.6 

100.0 
21.6 

100.0 
69.3 
34.6 

6 .5  
6.7 

45.7 
--- 

83.9 
35.7 
59. 8  
19.8 
35.9 
26.7 
22.1 
3.4 

21.6 
93.6 
50.3 
17.5 



of Federa l  budget r e c e i p t s  u n t i l  1942. The y i e l d  of t h e  i n d i v i d u a l  income 
t a x  r o s e  s t e a d i l y  from $3.2 b i l l i o n ,  o r  $23.77 per  c a p i t a ,  i n  1942 t o  $48.7 
b i l l i o n  i n  1964, when i t s  p e r  c a p i t a  y i e l d  was $254.51, and when it accounted 
f o r  54 percent  of Fede ra l  t a x  c o l l e c t i o n s .  The P r e s i d e n t ' s  budget f o r  f i s c a l  
year  1966 e s t ima te s  t h e  y i e l d  i n  t h a t  year  a t  $48.2 b i l l i on - - a l lowing  f o r  
t h e  e f f e c t s  of t h e  dramatic  t a x  c u t  t h a t  took e f f e c t  during 1964 and 1965. 

The evolu t ion  of t h e  i n d i v i d u a l  income t a x  i n t o  t h e  mainstay of t h e  
Federa l  t a x  system has been t r a c e d  i n  Chapter 3.  From t h e  " r i c h  man's t a x , "  
enacted i n  1913 a f t e r  t h e  1 6 t h  Amendment was r a t i f i e d ,  has  developed a  
revenue producer t h a t  a f f e c t s  most income r e c i p i e n t s  i n  t h e  country.  Almost 
64 m i l l i o n  r e t u r n s ,  covering 1963 income, were f i l e d  w i t h  t h e  I n t e r n a l  Revenue 
Serv ice  i n  1964. More than  5 1 m i l l i o n  of t h e s e  r e t u r n s  r epo r t ed  t a x  l i a -  
b i l i t i e s .  

The 1964 Revenue Act c u t  t a x  r a t e s  across- the-board and made s i g n i f  - 
i c a n t  s t r u c t u r a l  changes i n  t h e  Federa l  t a x ,  no t  t h e  l e a s t  of which r e s u l t e d  
i n  s u b s t a n t i a l  r e s t r i c t i o n s  i n  t h e  d e d u c t i b i l i t y  of S t a t e  and l o c a l  t a x e s .  
The new marginal  r a t e s ,  e f f e c t i v e  i n  two in s t a l lmen t s  (1964 and 1965),  
begin a t  14 percent  and r i s e  t o  70 pe rcen t .  The o l d  r a t e s ,  which had been 
i n  e f f e c t  s i n c e  1954, ranged from 20 t o  91 pe rcen t .  The new b a s i c  r a t e  
a p p l i e s  only t o  t h e  f i r s t  of t h e  four  b racke t s  i n t o  which t h e  o l d  $2,000 
t a x  b racke t  ($4,000 f o r  j o i n t  r e t u r n )  has been s p l i t .  

Table 13 i l l u s t r a t e s  t h e  impor tance- - re la t ive  and absolute--of  income 
t a x e s  i n  t h e  revenue systems of t h e  t h r e e  l e v e l s  of government i n  t h e  United 
S t a t e s .  Table 14  shows t h e  r e l a t i v e  s i g n i f i c a n c e  of income t a x e s  i n  t h e  
t a x  systems of each S t a t e  i n  1965. 

DETERMINANTS OF INCOME TAX YIELD 

We have seen i n  Chapter 2  t h a t  t h e  behavior  of t a x  y i e l d  can be 
considered l o g i c a l l y  i n  two s tages ,  because t h e  y i e l d  of a t a x  i s  determined 
by t h e  s i z e  of t h e  t a x  base  and t h e  l e v e l  of t h e  t a x  r a t e s .  In  t h i s  s e c t i o n  
t h e  same procedure i s  followed wi th  r e spec t  s p e c i f i c a l l y  t o  income t a x e s .  
We cons ider  f i r s t  t h e  determinants  of t h e  abso lu t e  amount of c o l l e c t i o n s  
dur ing  a  p a r t i c u l a r  f i s c a l  yea r .  Then we examine t h e  f a c t o r s  t h a t  account 
f o r  t h e  responsiveness  of t h e  y i e l d  of an ind iv idua l  income t a x  t o  changes 
i n  t h e  g ros s  n a t i o n a l  product--the ques t ion  of e l a s t i c i t y .  

The y i e l d  of a  S t a t e  income t a x  depends upon two b a s i c  f a c t o r s  t h a t  
a r e  l i k e  t h e  b lades  of a  p a i r  of s c i s s o r s :  t h e  s i z e  of t h e  t a x  base ( t h e  

T o t a l  i n d i v i d u a l  and bus ines s  Fede ra l  t a x  l i a b i l i t i e s  w i l l  be  approxi- 
mately $14 b i l l i o n  lower i n  f i s c a l  year  1966 than  they  would have been 
without  t h e  t a x  c u t .  "Budget Message of t h e  P re s iden t , "  The Budget of 
t h e  United S t a t e s  Government, F i s c a l  Year Ending June 30, 1966, January 
1965, P. 13. 



TABLE 14 .--STATE TAX COLLECTIONS, TOTAL AND PERSONAL INCOME TAXES, BY 
STATES, 1965 

( Dollar amounts i n  thousands ) 

Sta te  

Alabama 
Alaska 
Arizona 
Arkansas 
California 

Colorado 
Connecticut 
Delaware 
Florida 
Georgia 

Hawaii 
Idaho 
I l l i n o i s  
Indiana 
Iowa 

Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 

Massachusetts 
Michigan 
Minnesota 
Mississippi 
Missouri 

Montana 
Nebraska 
Nevada 
New Hampshire 
New Jersey 

New Mexico 
New York 
North Carolina 
North Dakota 
Ohio 

Total 
Amount Percent 

of t o t a l  

11.2 
36.6 
6 .1  
8.2 

13.1 

22.4 
- - 

34.9 
- - 

11.7 

24.9 
31.3 
- - 

19.0 
17.4 

12.5 
14.5 
4.a 
- - 

26.6 

32.6 
- - 

33.5 
3.3 

11.3 

20. 9 
- - 
- - 
3.9 
1.5 

8.6 
39.5 
19.8 
9.7 - - 

See footnotes a t  end of t ab l e .  



TABLE 14.--STATE TAX COLLECTIONS, TOTAL AND PERSONAL INCOME TAXES, BY 
STATES, 1965 ( ~ o n c l  ' d )  

( ~ o l l a r  amounts i n  thousands ) 

S t a t e  

Oklahoma 
Oregon 
Pennsylvania 
Rhode I s l a n d  
South Caro l ina  

South Dakota 
Tennessee 
Texas 
Utah 
Vermont 

V i r g i n i a  
Washington 
West V i rg in i a  
Wisconsin 
Wyoming 

U.S. t o t a l  

T o t a l  f o r  33 S t a t e s  
w i th  broad-based personal  
income t a x e s  

T o t a l  
Personal  income t a x  

of t o t a l  

7.4 
48.7 
- - 
- - 

14.0  

- - 
1.6 
- - 

1-5.3 
29.6 

29 7 
- - 
8.6 

37.3 - - 

14.0 

22.0 

1/ Tax on income from dividends and i n t e r e s t  only.  - 

2/ "Commuters' t a x ; "  a p p l i e s  only t o  income earned i n  New J e r s e y  by r e s i d e n t s  - 
of New York. 

3/ Inc ludes  an unsegregable amount from corpora t ion  income t a x e s .  - 

Source: U. S .  Bureau of t h e  Census, S t a t e  Tax Co l l ec t ions  i n  1965. 



amount of' " taxable  income") and t h e  l e v e l  of t a x  r a t e s .  I f  one b lade  i s  
d u l l ,  s c i s s o r s  w i l l  no t  c u t  w e l l .  I f  t a x a b l e  income i s  narrowly-defined 
it ma t t e r s  l i t t l e  t h a t  t h e  r a t e s  a r e  very high--yields  w i l l  be poor.  A l t e r -  
n a t i v e l y ,  i f  t h e  base i s  broad bu t  r a t e s  a r e  t o o  low, t h e  t a x  w i l l  be  un- 
product ive  u n t i l  t h e  d u l l  b lade  i s  sharpened. The q u a l i t y  of admin i s t r a t i on  
and t h e  honesty of taxpayers ,  e s p e c i a l l y  i n  t h e  case  of a  t a x  t h a t  r e l i e s  
so  heav i ly  upon voluntary  se l f -assessment ,  a r e  a l s o  important determinants  
of t h e  y i e l d  of an income t a x .  However, we exclude cons idera t ion  of t h e s e  
f a c t o r s  i n  t h i s  contex t .  I;/ 

S t a t u t o r y  Rate Schedules 

Table 15  summarizes t h e  r a t e  schedules of S t a t e  income t a x e s  a s  they  
were on December 31, 1965. Except f o r  New York and New J e r s e y ,  no two 
r a t e  schedules a r e  exac t ly  a l i k e .  1/ A l l  bu t  fou r  S t a t e s  ( ~ n d i a n a ,  Maryland, 
Massachusetts,  and ~ e b r a s k a )  have graduated r a t e s .  The graduated schedules  
range from 0.75-3.2 percent  f o r  t h e  lowest t axab le  income b racke t  t o  a  high 
of 2-14.56 percent  a t  t h e  t o p  end of t h e  income s c a l e .  However, t h e  apparent  
p r o g r e s s i v i t y  of t h e  s t a t u t o r y  r a t e  schedules  i s  very ~ u b s t a ~ ~ t i a l l y  mi t iga t ed ,  
i f  not  completely o f f s e t ,  f o r  taxpayers  i n  18 of t h e  30 S t a t e s  w i t h  graduated 
schedules  by t h e  f a c t  t h a t  t hey  a r e  permi t ted  t o  deduct Fede ra l  income t a x e s  
i n  a r r i v i n g  a t  t a x a b l e  income. This  p o i n t  i s  explained i n  d e t a i l  i n  an 
appendix t o  t h i s  chapter .  Note t h a t  a  t a x  wi th  s t e e p l y  graduated r a t e s  may 
y i e l d  l e s s  than  a  f l a t - r a t e  t a x  t h a t  has what appears t o  be a  very  low r a t e .  
Graduation--that i s ,  s u r t a x  r a t e s  t h a t  r i s e  above t h e  b a s i c  t a x  r a t e - - i n  
f a c t  has r e l a t i v e l y  l i t t l e  revenue s i g n i f i c a n c e .  2/ 

But s e e  Clara  Penniman and Walter  W .  He l l e r ,  S t a t e  Income Tax Adminis- 
t r a t i o n ,  Publ ic  Administrat ion Serv ice ,  Chicago, 1959. 

Since t h e  New J e r s e y  t a x  i s  intended t o  t ake  f u l l  advantage of New 
York's p rov i s ion  f o r  a  c r e d i t  t o  i t s  r e s i d e n t s  who must pay income t a x e s  
t o  S t a t e s  i n  which they  work, t h e  New J e r s e y  "commuters' income t a x "  
was d e l i b e r a t e l y  d r a f t e d  t o  mi r ro r  t h e  New York t a x .  The p e c u l i a r  New 
Jersey t a x  i s  not  considered f u r t h e r  i n  t h i s  chapter .  

We have not  been a b l e  t o  develop r e l i a b l e  e s t ima te s  of t h e  revenue 
s i g n i f i c a n c e  of t h e  s u r t a x  r a t e s  of t h e  e x i s t i n g  S t a t e  income t a x e s .  
It i s  worth not ing ,  however, t h a t  only 16 percent  of t h e  y i e l d  of t h e  
Fede ra l  i n d i v i d u a l  income t a x  i n  1963 (when marginal  r a t e s  ranged up 
t o  91 percent - - the  t a x  cu t  of 1964-65 reduced t h e  t o p  r a t e  t o  70 per-  
c e n t )  was a t t r i b u t a b l e  t o  s u r t a x  r a t e s  above t h e  ( then )  b a s i c  r a t e  of 
20 pe rcen t .  I n  o the r  words, t h e  e n t i r e  y i e l d  of t h e  s teeply-graduated  
Federa l  Tax i n  1963 could have been produced by a  f l a t  r a t e  of  23.1 
pe rcen t .  ( ~ n t e r n a l  Revenue s e r v i c e , - s t a t i s t i c s  of Income, 1963 
h r e l i m i n a r y 7 ,  - June 1965, p  . 14)  . 



TABLE 15.--STATE INDIVIDUAL INCOME TAXES: RATES, DECEMBER 31,  1967 * 

S t a t e  

Alabama.... . . . .  

Alaska. . . . . . . . .  

Arkansas. . . . . . . .  

c a l i f o r n i a l l . .  . . 

Colorado . . . . .  ... 

Delaware. . . . . . . . 

F i r s t  $1,000 ...... 
$1,001-$3,000. . . . . 
$3,001-$5,000. .... 
Over $5,000 ....... 

- 

16 p e r c e n t  of t h e  t o t a l  F e d e r a l  income t a x  
t h a t  would be payable  f o r  t h e  same t a x a b l e  
v e a r  a t  t h e  F e d e r a l  t a x  r a t e s  i n  e f f e c t  on 

Net income a f t e r  
p e r s o n a l  exemption 

December 31,  1963. 

F i r s t  $1,000 ...... 
$1,001-$2,000 ..... 
$2,001-$3,000 ..... 
$3,001-$4,000 ..... 
$4,001-$5,000 ..... 
$5,001-$6,000 ..... 
Over $6,000 ....... 

Rate 

( p e r c e n t )  

F i r s t  $3,000 ...... 
$3,001-$6,000 ..... 
$6,001-$11,000 .... 
$11,001-$25,000 ... 
Over $25,000 ...... 

F e d e r a l  
t a x  de-  
ductible 

F i r s t  $2,000 ...... 
$2,001-$3,500 ..... 
$3,501-$5,000 ..... 
$5,001-$6,500. .  . . . 
$6,501-$8,000 ..... 
$8,001-$9,500 ..... 
$9,501-$11,000 .... 
$11,001-$12,500,  .. 
$12,501-$14,000.. . 
Over $14,000 ...... 

F i r s t  $1,000.. . . . . 
$1,001-$2,000 ..... 
$2,001-$3,000 ..... 
$3,001-$4,000 ..... 
$4,001-$5,000 ..... 
$5,001-$6,000 ..... 
$6,001-$7,000 ..... 
$7,001-$8,000 ..... 
$8,001-$9,000 ..... 
$9,001-$10,000 .... 
Over $10,000 ...... 
F i r s t  $1,000. ..... 
$1,001-$2,000 ..... 
$2,001-$3,000 ..... 
$3,001-$4,000 ..... 
$4,001-$5,000 ..... 
$5,001-$6,000 ..... 
$6,001-$8,000 ..... 
$8,001-$30,000 .... 
$30,001-$50,000 ... 
$50,001-$100,000. .  
Over $100,000 ..... 

S p e c i a l  r a t e s  o r  f e a t u r e s  

?he f o l l o w i n g  r a t e s  apply  t o  heads  
of households : 
F i r s t  $3,000 ......... 1% 
$3,001-$4,500 ........ 2 
$4,501-$6,000 ........ 3 
$6,001-$7,500 ........ 4 
$7,501-$9,000 ........ 5 
$9,001-$10,500 ....... 6 
$10,501-$12,000 ...... 7 
$12,001-$13,500 ...... 8 
$13,501-$15,000 ...... 9 
Over $15,000 ......... 1 0  

S u r t a x  on income from i n t a n g i b l e s  i n  
excess  of $5 ,000 ,  2 p e r c e n t .  Tax- 
payers  a r e  al lowed a c r e d i t  e q u a l  
t o  112 of 1 p e r c e n t  of n e t  t a x a b l e  
income on t h e  f i r s t  $9,000 of t a x -  
a b l e  income. A $7 t a x  c r e d i t  i s  
al lowed each t a x p a y e r  and each  d e -  
pendent  f o r  s a l e s  t a x  p a i d  on food .  
I f  t h e r e  i s  no income t a x  l i a b i l i t y  
t h e  t a x p a y e r  can apply  f o r  a r e f u n d .  
See t a b l e  11. 

See f o o t n o t e s  a t  t h e  end of  t a b l e .  



TABLE 15.--STATE INDIVIDUAL INCOME TAXES : RATES, DECEMBER 31 ,  1 9 6 7 ~  ( ~ o n t  Id )  

S t a t e  

G e o r g i a . . . . . . . . .  

....... ~awai i -2 ' .  

l d a h d l . .  ....... 

I n d i a n a . . . . . . . . .  

Iowa . . . . . . . . . . . .  

Kansas . . . . . . . . . .  

Net income a f t e r  
p e r s o n a l  exempt ion  

F i r s t  $1 ,000  ...... 
$1,001-$3,000 ..... 
$3,001-$5,000 ..... 
$5,001-$7,000. .  ... 
$7,001-$10,000 .... 
Over $10,000 ...... 
F i r s t  $500... . . . . .  
$501-$1,000 ....... 
$1,001-$1,500 ..... 
$1 ,501-$2 ,000  ..... ..... $2,001-$3,000 
$3 ,001-$5 ,000  ..... 
$5,001-$10,000 .... 
$10,001-$14,000 ... 
$14,001-$20,000 ... ... $20,001-$30,000 ...... Over $30,000 

F i r s t  $1,000 ...... ..... $1,001-$2,000 ..... $2,001-$3,000 .... $3 ,001-$4 ,000 ,  
$4,001-$5,000 ..... ....... Over $5,000 

Adjus ted  g r o s s  
income. . . . . . . . . . . .  

...... F i r s t  $1,000 
..... $1,001-$2,000 ..... $2,001-$3,000 

$3,001-$4,000 ..... 
$4,001-$7,000 ..... 
$7,001-$9,000 ..... 

....... Over $9,000 

...... F i r s t  $2,000 
..... $2,001-$3,000 ..... $3,001-$5,000 
..... $5,001-$7,000 ....... Over $7,000 

Ra te  
( p e r c e n t )  

F e d e r a l  
t a x  d e -  
d u c t i b l e  

S p e c i a l  r a t e s  o r  f e a t u r e s  

A l t e r n a t i v e  t a x  on  c a p i t a l  g a i n s :  
Deduct 50 p e r c e n t  of  c a p i t a l  g a i n s  
and pay a n  a d d i t i o n a l  4  p e r c e n t  on 
such  g a i n s .  The income c l a s s e s  
r e p o r t e d  a r e  f o r  i n d i v i d u a l s .  For  
j o i n t  r e t u r n s  t h e  r a t e s  shown a p p l y  
t o  income c l a s s e s  t w i c e  a s  l a r g e .  
S p e c i a l  t a x  r a t e s  a r e  p r o v i d e d  f o r  
heads  of  h o u s e h o l d s  r a n g i n g  from 
2.25% on t a x a b l e  income n o t  over  
$500 t o  11% on t a x a b l e  income i n  
e x c e s s  of $60,000.  A s a l e s  t a x  
c r e d i t  based  on m o d i f i e d  a d j u s t e d  
g r o s s  income b r a c k e t s  i s  p r o v i d e d ,  
r a n g i n g  from $ 1  t o  $20 p e r  q u a l i f i e d  
exemption.  Taxpayers  a r e  a l s o  p r o -  
v i d e d  c r e d i t s  f o r  s t u d e n t s  a t t e n d i n g  
i n s t i t u t i o n s  of  h i g h e r  l e a r n i n g  ($5 
t o  $50) and dependen t  c h i l d r e n  a t -  
t e n d i n g  s c h o o l  i n  g r a d e s  k i n d e r -  
g a r t e n  t o  twe lve  ($2 t o  $20) .  The 
amount of  c r e d i t  i s  based  on s i z e  
of A.G.I. I f  a  t a x p a y e r ' s  c r e d i t s  
exceed  h i s  t a x ,  a  r e f u n d  w i l l  be 
made. See t a b l e  11. 

A $10 f i l i n g  f e e  i s  imposed on each  
r e t u r n .  A $10 t a x  c r e d i t  i s  a l l o w e d  
f o r  e a c h  p e r s o n a l  exempt ion .  

A $8 t a x  c r e d i t  i s  a l lowed  each  
t a x p a y e r  and e a c h  dependen t  f o r  
s a l e s  t a x  p a i d  on food .  I f  t h e r e  
i s  no  income t a x  l i a b i l i t y ,  t h e  
t a x p a y e r  c a n  a p p l y  f o r  a  r e f u n d .  
See t a b l e  11. 

A c r e d i t  i s  a l lowed  f o r  s a l e s  t a x e s  
p a i d .  I f  t h e r e  i s  no  income t a x  
l i a b i l i t y ,  t h e  t a x p a y e r  c a n  a p p l y  
f o r  a  r e f u n d .  See t a b l e  11. 

The income c l a s s e s  r e p o r t e d  a r e  f o r  
i n d i v i d u a l s  and heads  of h o u s e h o l d s .  
F o r  j o i n t  r e t u r n s  t h e  r a t e s  shown 
a p p l y  t o  income c l a s s e s  t w i c e  a s  
l a r g e .  

See  f o o t n o t e s  a t  t h e  end of  t a b l e .  



TABLE 15.--STATE INDIVIDUAL INCOME TAXES: RATES, DECEMBER 31 ,  1967* (Cont 'd )  

Maryland ........ 

~ a s s a c h u s e t t s 2 ' .  

S t a t e  

Kentucky. ....... 

~ o u i s i a n a l l . .  ... 

Michigan.  ....... 

Minnesota . . . . . . .  

M i s s i s s i p p i  ..... 

Net income a f t e r  
p e r s o n a l  exemption 

F i r s t  $3,000 ...... ..... $3,001-$4,000 ..... $4,001-$5,000 
$5,001-$8,000. .  ... 
Over $8,000 ....... 
F i r s t  $10,000 ..... 
$10,001-$50,000 ... 
Over $50,000 ...... 
F i r s t  $1,000 ...... 
$1,001-$2,000 ..... 
$2,001-$3,000 ..... 
Over $3,000 ....... 

F e d e r a l  
t a x  de-  
d u c t i b l e  

x 

x 

Rate 
( p e r c e n t )  

2 
3 
4 
5 
6 

2 
4 
6 

Earned income and 
b u s i n e s s  income... 
I n t e r e s t  and d i v i -  
dends ,  c a p i t a l  
g a i n s  on i n t a n g i b l e s  
A n n u i t i e s . . . . . . . . .  

S p e c i a l  r a t e s  o r  f e a t u r e s  

.................................. 

.................................. 

A l l  t a x a b l e  income 

F i r s t  $500 ........ 
$501-$1,000 ....... 
$1,001-$2,000 ..... 
$2,001-$3,000 ..... 
$3,001-$4,000 ..... ..... $4,001-$5,000 
$5,001-$7,000 ..... 

..... $7,001-$9,000 
$9,001-$12,500 .... 
$12,501-$20,000 ... 
Over $20,000 ...... 
F i r s t  $5,000 ...... 

....... Over $5,000 

x A consumer t a x  c r e d i t  i s  a l lowed of 
$4 each f o r  t h e  taxpayer  and h i s  
spouse and $8 f o r  each  q u a l i f i e d  
dependent .  I f  t h e r e  i s  no income 
t a x  l i a b i l i t y  t h e  t a x p a y e r  can 
a p p l y  f o r  a  r e f u n d .  See t a b l e  11. 

The f o l l o w i n g  c r e d i t s  a r e  al lowed 
(not  t o  exceed t h e  t a x p a y e r ' s  S t a t e  
income t a x  l i a b i l i t y )  : 

C i t y  income t a x  C r e d i t  

Not over  $LOO.... 20% of c i t y  t a x  
$101-$150 ........ $20 + 15% o f  e x c e s s  o v e r  $100 
$151-$200 ........ $27.50 + 10% of e x c e s s  over  $150 
Over $200 ........ $32.50 + 5% of e x c e s s  o v e r  $200 

Maximum c r e d i t  $10,000 

P r o p e r t y  t a x  C r e d i t  

.. Not over  $100.. 20% of p r o p e r t y  t a x  
$101-$150. ....... $20 + 15% of e x c e s s  over  $100 

........ $151-$200 $27.50 + 10% of e x c e s s  over  $150 
..... $201-$10,000 $32.50 + 5% of e x c e s s  o v e r  $200 

Over $10,000 ..... 4% of p r o p e r t y  t a x  

A l e s s e e  of a  homestead i s  al lowed a s i m i l a r  c r e d i t .  
I n  such a c a s e  20% of t h e  g r o s s  r e n t  p a i d  by t h e  
l e s s e e  i s  deemed t o  be p r o p e r t y  t a x .  

I I 

See f o o t n o t e s  a t  t h e  end of  t a b l e .  

A p r o p e r t y  t a x  c r e d i t  i s  a l lowed f o r  
s e n i o r  c i t i z e n  homestead r e l i e f .  
Cash re fund  g r a n t e d  i f  p r o p e r t y  t a x  
c r e d i t  exceeds income t a x  due.  See 
t a b l e  11. 



TABLE 15. --STATE INDIVIDUAL INCOME TAXES : RATES, DECEMBER 31 ,  1967% (Cont ' d) 

S t a t e  

M i s s o u r i . . . . . . . .  

Montana. . . . . . . . .  

... New Hampshire 

New J e r s e y  ...... 

New ~ e x i c & / 2 / .  . 

New York........ 

Net income a f t e r  
p e r s o n a l  exemption 

...... F i r s t  $1,000 
$1,001-$2,000 ..... 

..... $2,001-$3,000 
$3,001-$5,000.. ... ..... $5,001-$7,000 

..... $7,001-$9,000 
....... Over $9,000 

...... F i r s t  $1,000 
$1,001-$2,000 ..... 
$2,001-$4,000 ..... 
$4,001-$6,000 ..... 

..... $6,001-$8,000 
$8,001-$10,000 .... 

... $10,001-$25,000 
Over $25,000.. .... 

Rate 
( p e r c e n t )  

F e d e r a l  
t a x  de-  
d u c t  i b  l e  

The t a x  i s  imposed on t h e  t a x p a y e r ' s  
F e d e r a l  income t a x  l i a b i l i t y  b e f o r e  c r e d i t s ,  
w i t h  l i m i t e d  a d j u s t m e n t s .  The r a t e  f o r  
1968 i s  10% and i s  t o  be s e t  a s  a f l a t  
percentage  by t h e  S t a t e  Board of  E q u a l i -  
z a t i o n  and Assessment on o r  b e f o r e  Novem- 
b e r  15 a n n u a l l y  f o r  t h e  t a x a b l e  y e a r  b e -  
g i n n i n g  d u r i n g  t h e  subsequent  c a l e n d a r  
y e a r .  

I n t e r e s t  and 
d iv idends  (exc luding  
i n t e r e s t  on s a v i n g s  
d e p o s i t s )  ......... 
F i r s t  $1,000 ...... 
$1,001-$3,000 ..... 
$3,001-$5,000 ..... 
$5,001-$7,000 ..... 
$7,001-$9,000 ..... 
$9,001-$11,000 .... 

... $11,001-$13,000 ... $13,001-$15,000 
Over $15,000 ...... 

..... F i r s t  $10,000 
... $10,001-$20,000 

$20,001-$100,000.. 
Over $100,000 ..... 

...... F i r s t  $1,000 ..... $1,001-$3,000 
$3,001-$5,000 ..... 
$5,001-$7,000 ..... 
$7,001-$9,000 ..... 
$9,001-$11,000 .... 
$11,001-$13,000 ... 

. $13,001-$15,000. .  ...... Over $15,000 

S p e c i a l  r a t e s  o r  f e a t u r e s  

The r a t e s  apply  t o  t o t a l  income, 
n o t  merely t o  t h e  p r o p o r t i o n  of 
income f a l l i n g  w i t h i n  a g i v e n  
b r a c k e t ,  b u t  a s  a r e s u l t  of t h e  
f o l l o w i n g  t a x  c r e d i t s ,  t h e  s c h e d u l e  
i n  e f f e c t  i s  a b r a c k e t  r a t e  s c h e d u l e :  

..... $1,001-$2,000 $ 5 
$2,001-$3,000 ..... $ 15 

..... $3,001-$5,000 $ 30 
$5,000-$7,000. .  ... $ 55 
$7,001-$9,000 ..... $ 90 

....... Over $9,000 $135 

A f t e r  computing t h e i r  t a x ,  t a x p a y e r s  
may s u b t r a c t  5% of t h e  t a x  due. 

A $7 t a x  c r e d i t  i s  al lowed each 
taxpayer  and each dependent  f o r  
s a l e s  t a x  pa id  on food. I f  t h e r e  
i s  no  income t a x  l i a b i l i t y  t h e  t a x -  
payer  can apply  f o r  a re fund .  See 
t a b l e  11. 

Tax a p p l i e s  t o  commuters o n l y ,  
New Jersey-New York a r e a .  

Net income (of m a r r i e d  t a x p a y e r  
f i l i n g  j o i n t  r e t u r n  and s i n g l e  
t a x p a y e r  w i t h  one o r  more dependents )  
under $1,500 n o n t a x a b l e .  

C a p i t a 1  g a i n s  t r e a t m e n t  i s  s i m i l a r  
t o  t h a t  provided under F e d e r a l  law. 
Income from u n i n c o r p o r a t e d  b u s i n e s s  
i s  t axed  a t  4 p e r c e n t .  The f o l l o w i n g  
c r e d i t  i s  a l lowed:  

I f  t a x  i s - -  c r e d i t  i s - -  
$100 o r  l e s s . . .  f u l l  amount of t a x .  
$100-$200... ... d i f f e r e n c e  between 

$200 and amount of 
t a x .  

$200 o r  more.. . no c r e d i t .  

See f o o t n o t e s  a t  t h e  end of  t a b l e .  



TABLE 15.--STATE INDIVIDUAL INCOME TAXES: RATES, DECEMBER 31, 1967* ( ~ o n t  'd )  

S t a t e  

North Carol ina . .  

North Dakota.... 

Oregon...... . . . .  

South Carol ina . .  

Tennessee...... .  

Utah..... ....... 

Net income a f t e r  
personal  exemption 

F i r s t  $2,000 ...... ..... $2,001-$4,000 ... $4,001-$6,000,. 
$6,001-$10,000 .... ..... Over $10,000. 

..... F i r s t  $3,000. .. $3,001-$4,000... 
$4,001-$5,000, .... 
$5,001-$6,000., ... 
$6,001-$8,000..... 
$8,001-$15,000.... .... Over $15,000.. 

F i r s t  $1,500.. . . . .  ... $l,5Ol-$3,OOO.. 
$3,001-$4,500 ..... 
$4,501-$6,000. .... ..... $6,001-$7,500 
Over $7,500....... 

...... F i r s t  $500.. 
$501-$1,000...... .  
$1,001-$1,500..... 
$1,501-$2,000..... .... $2,001-$4,000. 
$4,001-$8,000.- ... .... Over $8,OOO... 

F i r s t  $2,000 ...... .... $2,001-$4,000. ..... $4,001-$6,000 
$6,001-$8,000 ..... 
$8,001-$lO,OOO.,.. 
Over $10,000 ...... 
I n t e r e s t  and 
dividends. . . . . . . . .  

F i r s t  $1,000 ...... ..... $1,001-$2,000 ..... $2,001-$3,000 ..... $3,001-$4,000 .... $4,001-$5,000. 
Over $5,000 ....... 

Rate 
(percent )  

Federa l  
t ax  de- 
d u c t i b l e  

.... 

X 

X 

x4 /  

.51 

.... 

x 

The t ax  i s  imposed a t  a r a t e  of 25% of t he  
Fede ra l  income tax  l i a b i l i t y  of the  t a x -  
payer f o r  t he  t axab le  yea r  ( a f t e r  t he  
allowance of re t i rement  income c r e d i t ,  i n -  
vestment c r e d i t ,  f o re ign  t a x  c r e d i t  and 
t ax - f r ee  covenant bonds c r e d i t ,  but before  
t he  allowance of any o the r  c r e d i t  a g a i n s t  
t h a t  l i a b i l i t y  o r  t he  add i t i on  of any s u r -  
tax  upon t h a t  l i a b i l i t y  granted  o r  imposed 
under Federa l  law), reduced by a percentage 
equal  t o  t h e  percentage of t he  t axpaye r ' s  
ad jus t ed  gross  income f o r  t h e  taxable  year  
which i s  not  Vermont income. 

Spec ia l  r a t e s  o r  f e a t u r e s  

The income c l a s s e s  repor ted  a r e  f o r  
i nd iv idua l s  and heads of households.  
For j o i n t  r e t u r n s  the  r a t e s  shown 
apply t o  income c l a s s e s  twice a s  
l a rge .  

The income c l a s s e s  repor ted  a r e  f o r  
i nd iv idua l s  and heads of households.  
For j o i n t  r e t u r n s  t he  r a t e s  shown 
apply t o  income c l a s s e s  twice a s  
l a rge .  

Dividends from co rpora t ions  having 
a t  l e a s t  75 percent  of t h e i r  proper ty  
s u b j e c t  t o  t he  Tennessee ad valorem 
t ax  a r e  taxed a t  4 percent .  

A c r e d i t  i s  provided on the  succeeding 
y e a r ' s  t ax  f o r  106% of t h e  amount of 
t he  excess  of tax  l i a b i l i t y  over 
what such l i a b i l i t y  would have been 
had t h e  Fede ra l  base used i n  a r r i v i n g  
a t  the  Vermont tax l i a b i l i t y  been 
determined i n  accordance wi th  t h e  
Fede ra l  I n t e r n a l  Revenue Code i n  
e f f e c t  on January 1 ,  1967, i n s t ead  
of the  Federa l  s t a t u t e  i n  e f f e c t  f o r  
t he  year  f o r  which t h e  r e t u r n  i s  being 
f i l e d .  Resident taxpayers who a r e  
f u l l - t i m e  s tuden t s  f o r  a t  l e a s t  f i v e  
months i n  t h e  yea r  a r e  allowed a 
$10 c r e d i t .  

See foo tno te s  a t  t h e  end of t a b l e .  
- 87 - 



TABLE 15. --STATE INDIVIDUAZ. INCOME TAXES : RATES. DECCmER 31,  1967" (Concl 'd )  

S t a t e  

W. V i r g i n i a  ..... 

Washington, D . C .  

Net income a f t e r  
p e r s o n a l  exemption 

F i r s t  $3,000 ...... 
$3,001-$5,000.  . . . . 
Over $5,000. ...... 
F i r s t  $2,000 ...... 
$2,001-$4,000 ..... 
$4,001-$6,000 ..... 
$6,001-$8,000 ..... 
$8,001-$10,000 .... 
$10,001-$12,000 ... 
$12,001-$14,000 ... 
$14,001-$16,000 ... 
$16,001-$18,000 ... 
$18,001-$20,000 ... 
$20,001-$22,000 ... 
$22,001-$26,000 ... 
$26,001-$32,000 ... 
$32,001-$38,000 ... 
$38,001-$44,000 ... 
$44,001-$50,000.. . 
$50,001-$60,000 ... 
$60,001-$70,000 ... 
$70,001-$80,000 ... 
$80,001-$90,000 ... 
$90,001-$100,000.. 
$100,001-$150,000. 
$150,001-$200,000. 
Over $200,000 ..... 
F i r s t  $1,000 ...... 
$1,001-$2,000 ..... 
$2,001-$3,000 ..... 
$3,001-$4,000 ..... 
$4,001-$5,000 ..... 
$5,001-$6,000 ..... 
$6,001-$7,000 ..... 
$7,001-$8,000 ..... 
$8,001-$9,000.  .... 
$9,001-$10,000 .... 
$10,001-$11,000 ... 
$11,001-$12,000 ... 
$12,001-$13,000 ... 
$13,OOl-$l4,OOO ... 
Over $14,000 ...... 
F i r s t  $2,000 ...... 
$2,001-$4,000 ..... 
$4,001-$6,000. . . . . 
$6,001-$8,000 ..... 
$8,001-$10,000 .... 
Over $10,000 ...... 

Rate 
( p e r c e n t )  

F e d e r a l  
t a x  de-  
duc t  i b  l e  

S p e c i a l  r a t e s  o r  f e a t u r e s  

The income c l a s s e s  r e p o r t e d  a r e  f o r  
i n d i v i d u a l s  and heads  of households .  
For j o i n t  r e t u r n s  t h e  r a t e s  shown 
apply  t o  income c l a s s e s  twice  a s  
l a r g e .  

A p r o p e r t y  t a x  c r e d i t  i s  al lowed f o r  
s e n i o r  c i t i z e n  homestead r e l i e f .  
Cash re fund  g r a n t e d  i f  p r o p e r t y  t a x  
c r e d i t  exceeds income t a x  due.  See 
t a b l e  11. 

Income from unincorpora ted  b u s i n e s s  
i s  t axed  a t  5 p e r c e n t .  

11 Community p r o p e r t y  S t a t e  i n  which,  i n  g e n e r a l ,  1 / 2  t h e  community income i s  t a x a b l e  t o  each spouse .  - 
2/ Limited t o  $300 f o r  s i n g l e  persons  and $600 f o r  m a r r i e d  persons  f i l i n g  j o i n t  r e t u r n s .  - 
3/  Allows d e d u c t i o n  of S t a t e  i n d i v i d u a l  income t a x  i t s e l f  i n  computing S t a t e  t a x  l i a b i l i t y .  - 
41 Any F e d e r a l  t a x  p a i d  due t o  an i n c r e a s e  i n  r a t e s  e f f e c t i v e  a f t e r  November 1, 1967, w i l l  n o t  be d e -  - 

d u c t i b l e  f o r  Oregon p e r s o n a l  income t a x  purposes .  The l i m i t a t i o n  i s  e f f e c t i v e  f o r  t a x  y e a r s  beginning  
on and a f t e r  1 / 1 / 6 8 ,  and ending  n o t  l a t e r  t h a n  11/30/70.  

5 1  Limited t o  $500 p e r  t a x p a y e r .  - 
* Updated f o r  t h i s  r e p r i n t  



Tax Base 

The amount of t axab le  income i n  a  p a r t i c u l a r  S t a t e - - the  o t h e r  b lade  
of t h e  s c i s s o r s - - i s  i t s e l f  a  func t ion  of two f a c t o r s .  The f i r s t  i s  t h e  
p o t e n t i a l  t a x  base ,  which may be approximated by t h e  S t a t e ' s  pe r sona l  
income. L/ The second i s  t h e  ex t en t  t o  which t h a t  p o t e n t i a l  t a x  base i s  
exp lo i t ed ,  t h a t  i s ,  t h e  propor t ion  of pe r sona l  income t h a t  f i n a l l y  appears  
a s  t a x a b l e  income. 

The l a t e s t  a v a i l a b l e  pe r sona l  income f i g u r e s  a r e  shown i n  t a b l e  16. 
They underscore t h e  enormous range of p o t e n t i a l  income t a x  bases  among t h e  
S t a t e s ,  from l e s s  t han  $1 b i l l i o n  pe r sona l  income i n  Alaska and Wyoming t o  
almost $57 b i l l i o n  i n  New York. The t o t a l  income f i g u r e s  probably a r e  more 
decept ive  than  en l ighten ing:  t hey  do not  t a k e  i n t o  account t h e  g r e a t  v a r i a -  
t i o n  i n  t h e  s i z e  of t h e  S t a t e s .  For t h i s  reason,  a  more appropr i a t e  measure 
of t h e  i n t e r s t a t e  v a r i a t i o n  i n  p o t e n t i a l  income t a x  bases  i s  per  c a p i t a  
pe r sona l  income. These d a t a  a r e  shown i n  t a b l e  16 as  abso lu t e s  and a s  
percentages  of  t h e  n a t i o n a l  average pe r  c a p i t a  income. Very l a r g e  d i spa r -  
i t i e s  among t h e  S t a t e s  appear i n  t h e s e  f i g u r e s  a s  w e l l ,  but t hey  a r e  on 
t h e  o rde r  of 2-1 r a t h e r  than  57-1 a s  i n  t h e  t o t a l  income f i g u r e s .  The 
p o i n t  is obvious, however. The i d e n t i c a l  income t a x  w i l l  y i e l d  more than  
twice  a s  much revenue pe r  c a p i t a  i n  Delaware a s  i n  Mis s i s s ipp i .  These 
d i s p a r i t i e s  must be recognized a s  a  major determinant  of y i e l d ,  even though 
t h e r e  i s  very  l i t t l e  a  t a x  admin i s t r a to r  o r  a  revenue committee can do t o  
overcome them. 

What a  S t a t e  does w i t h  i t s  p o t e n t i a l  t a x  base ,  however, i s  an e n t i r e l y  
d i f f e r e n t  ma t t e r .  One ove r r id ing  f a c t  i s  abundantly c l e a r .  Few income t a x e s  
i n  t h e  United S t a t e s  inc lude  a very s i g n i f i c a n t  p ropor t ion  of pe r sona l  income 
i n  t h e i r  t a x  bases ,  and t h e  Federa l  t a x  i s  no except ion.  I n  a d d i t i o n  t o  
non-money forms of income, such a s  t h e  va lue  of home-grown food and t h e  
imputed r e n t a l  va lue  of  owner-occupied homes, t h e r e  a r e  e s s e n t i a l l y  t h r e e  
s o r t s  of leakage ' t w i x t  t h e  cup of pe r sona l  income and t h e  l i p  of t a x a b l e  
income. The f i r s t  i s  t h e  c l a s s e s  of pe r sona l  income t h a t  a r e  excluded from 
ad jus t ed  g ros s  income ( t o  use  t h e  terminology of t h e  Fede ra l  I n t e r n a l  Revenue 
code) .  Among t h e  most common exc lus ions  a r e  unemployment compensation pay- 
ments, s i c k  pay, s o c i a l  s e c u r i t y  b e n e f i t s ,  and i n t e r e s t  on tax-exempt govern- 
ment bonds. Business and pe r sona l  deduct ions c o n s t i t u t e  t h e  second major 

1/ Personal  income i s  a  h igh ly  imperfect  measure of t h e  p o t e n t i a l  base  of 
a  S t a t e  income t a x .  The e s t ima te s ,  a s  prepared by t h e  Department of 
Commerce, inc lude  c e r t a i n  t ypes  of non-money income t h a t  a r e  not  amenable 
t o  accu ra t e  assessment and candid r e p o r t i n g .  For t h i s  reason  t h e  poten- 
t i a l  income t a x  base of t h e  farm S t a t e s  i s  o v e r s t a t e d  by pe r sona l  income 
es t ima te s .  Moreover, a  S t a t e  l e g a l l y  may t a x  a l l  income earned w i t h i n  
i t s  borders ,  b u t  t h e  pe r sona l  income es t ima te s  at tempt  t o  a l l o c a t e  
income on t h e  b a s i s  oP res idence .  As a  r e s u l t ,  pe r sona l  income es t ima te s  
u n d e r s t a t e  t h e  p o t e n t i a l  t a x  base  of a  S t a t e  t o  t h e  e x t e n t  t h a t  t h e r e  i s  
a  n e t  flow of commuters i n t o  t h e  S t a t e - - f o r  example, New York. 



TABLE 16.--ABSOLUTE AND RELATIVE POTENTIAL INDIVIDUAL INCOME TAX BASE, 
BY STATES, CALENDAR YEAR 1964 

State 

Alabama 
Alaska 
Arizona 
Arkansas 
California 

Colorado 
Connecticut 
Delaware 
Dist. of Columbia 
Florida 

Georgia 
Hawaii 
Idaho 
Illinoie 
Indiana 

Iowa 
Kaneaa 
Kentucky 
Louisiana 
Maine 

Maryland 
Maseachusetts 
Michigan 
Minnesota 
Mississippi 

Missouri 
Montana 
Nebraska 
Nevada 
New Hampshire 

New Jersey 
New Mexico 
New York 
North Carolina 
North Dakota 

Ohio 
Oklahoma 
Oregon 
Pennsylvania 
Rhode Island 

South Carolina 
South Dakota 
Tennessee 
Texas 
Utah 

Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin 
Wyoming 

United States 

Absolute base 
(personal income, in billions) 

Relative base 
(per capi 

Amount 

$1,749 
3,116 
2,233 
1,655 
3,103 

personal income) 
As percentage of 
national average 

68 
121 
87 
64 
121 

Source: Department of Comrce, Office of Business Economics, Survey of Current Business, July 1965 
pp. 10-11. 
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source of discrepancy between t a x a b l e  and pe r sona l  income. The expenses of 
earn ing  income, c a s u a l t y  l o s s e s ,  and medical expenses a r e  examples of t h e s e  
deduct ions.  F i n a l l y ,  pe r sona l  exemptions account f o r  a  l a r g e  p ropor t ion  
of t h e  d i f f e r e n c e  between pe r sona l  income and t h e  t a x  base .  

Data problems prec lude  a  d e t a i l e d  a n a l y s i s  of  t h e  r e l a t i v e  importance 
of t h e s e  f a c t o r s  i n  t h e  case  of each S t a t e  income t a x .  Some f i g u r e s  f o r  t h e  
Fede ra l  i n d i v i d u a l  income t a x  may he lp ,  however, t o  pu t  t h e  var ious  f a c t o r s  
i n t o  pe r spec t ive ,  s i n c e  t h e  s i m i l a r i t i e s  between t h e  Fede ra l  and S t a t e  t a x e s  
a r e  q u i t e  ex tens ive .  Table 17 i l l u s t r a t e s  t h e  r e l a t i o n s h i p s  among t h e s e  
income concepts .  The base of t h e  Fede ra l  income t a x  i n  1963 was cons iderably  
l e s s  t han  h a l f  t h e  s i z e  of pe r sona l  income. One-f i f th  of pe r sona l  income i s  
never r epo r t ed  on t a x  r e t u r n s ;  13 percent  d i sappears  through s t anda rd  and 
i temized  pe r sona l  deduct ions;  and a  q u a r t e r  of t h e  p o t e n t i a l  F e d e r a l  base 
i s  accounted f o r  by pe r sona l  exemptions. 

Personal  Exemptions 

Every S t a t e  i n d i v i d u a l  income t a x  provides f o r  pe r sona l  exemptions 
( t a b l e  18 ) .  With t h e  except ion of Mis s i s s ipp i ,  which has  t h e  h ighes t  
pe r sona l  exemption, every S t a t e  provides  exemptions f o r  dependents.  Most 
of t h e  S t a t e  pe r sona l  income t a x e s  al low a d d i t i o n a l  exemptions f o r  o l d  age 
and b l indness .  Exemptions gene ra l ly  t a k e  t h e  form of deduct ions from 
ad jus t ed  g ros s  income, b u t  f i v e  S t a t e s  ( ~ r k a n s a s ,  Iowa, Kentucky, Minnesota, 
and ~ i s c o n s i n )  provide  f o r  t a x  c r e d i t s .  Seve ra l  supplement t h e i r  exemptions 
w i t h  c r e d i t s ,  which a r e  r e l a t e d  t o  pe r sona l  and dependency exemptions. Thus, 
New York al lows a  c r e d i t  of $10 f o r  a s i n g l e  i n d i v i d u a l  and $25 f o r  a  head 
of household and f o r  a  marr ied couple.  Indiana provides  a  $6 c r e d i t  f o r  
each taxpayer  and dependent, which i s  intended t o  provide  an  approximate 
re fund of s a l e s  t a x e s  pa id  on food.  Idaho amended i t s  income t a x  law, 
e f f e c t i v e  Ja ua ry  1, 1965, t o  allow a $10 c r e d i t  f o r  each taxpayer  and 
dependent. - 47 

Most expenses of earn ing  income--trade and bus iness  expenses--are 
c l a s s i f i e d  formal ly  i n  t h e  I n t e r n a l  Revenue Code as "deductions from 
gross  income," and t h u s  a c t u a l l y  a r e  excluded from ad jus t ed  g ros s  income. 
What a r e  r e f e r r e d  t o  above a s  exc lus ions  from a d j u s t e d  gross  income a r e  
formal ly  c l a s s i f i e d  a s  "exclusions from gross  income," b u t  t h e  d i s t i n c -  
t i o n  has l i t t l e  p r a c t i c a l  s i g n i f i c a n c e ,  and it i s  ignored i n  t h i s  r e p o r t  
except where otherwise ind ica t ed .  

See Technical  Paper 2 (p.  167, f f .  ) f o r  d i scuss ion  of t h e  exc lus ion  and de- 
duc t ion  p rov i s ions  of t h e  Fede ra l  and S t a t e  income t a x  laws. 

The c r e d i t  i s  allowed wi thout  r ega rd  t o  t h e  t a x p a y e r ' s  income t a x  l i a -  
b i l i t y ,  i f  any. I f  he has no l i a b i l i t y ,  t h e  taxpayer  may apply f o r  a  
refund.  S imi l a r  c r e d i t s  a r e  allowed by Colorado and Hawaii; and Wisconsin 
al lows a  comparable c r e d i t  t o  e l d e r l y  persons f o r  t h e  purpose of proper ty  
t a x  r e l i e f .  See Chapter 3. 

This  was designed a s  a gene ra l  c u t  i n  pe r sona l  income t a x  r a t e s ,  a s  p a r t  
of a  package t h a t  included a  new 3 percent  gene ra l  s a l e s  t a x .  
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TABLE 1 7  .--PERSONAL INCOME, ADJUSTED GROSS mcom, AND 
TAXABLE INCOME, FED= INDIVIDUAL INCOME TAX, 1963 

(1n b i l l i o n s )  

Personal  income $464.1 100.0 
Less : Net exc lus ions  95.3 20.5 

It em Amount 

Adjusted g ros s  income 368.8 79.5 
Less : Personal  deduct ions  59.2 12 .8  

Personal  exemptions 109.4 23.6 
Adjustments - 8.9 - 1.9 

Percentage of 

Taxable income 209. 1 45.1 

personal  income 

1/ Items excluded from AGI  l e s s  i tems not  included i n  personal  
income ( p r i z e s  , gambling prof  i t s ,  e t c  . ) . Approximately 
35 percent  of t h i s  amount r ep re sen t s  non-monetary income, 
t h e  t a x a t i o n  of which would be extremely d i f f i c u l t  (per -  
centage es t imated  f o r  1960 by Richard Goode, The Ind iv idua l  
Income Tax, S tud ie s  of Government Finance, The Brookings 
I n s t i t u t i o n ,  Washington, 1964, p .  322) .  

1/ Pr imar i ly  accounted f o r  by t h e  f a c t  t h a t  pe r sona l  deduct ions 
and exemptions exceed AGI on c e r t a i n  non-taxable r e t u r n s .  

Sources: U. S .  Treasury Department, I n t e r n a l  Revenue Se rv i ce ,  
S t a t i s t i c s  of Income, 1963, Individual Income Tax 
Returns,  (Pre l iminary) ,  June 1965, pp. 4 ,  14.  
Council  of Economic Advisers ,  Economic Report of 
t h e  P re s iden t ,  1965, January 1965, p .  205. 

The s i z e  and na tu re  of personal  exemptions have an extremely important 
bea r ing  on t h e  p r o d u c t i v i t y  and incidence of an ind iv idua l  income t a x .  Since 
t h e  pe r sona l  exemptions i n  u se  today do not  vary wi th  s i z e  of income, t hey  
c o n t r i b u t e  t o  t h e  p r o g r e s s i v i t y  of t h e  t a x .  A f l a t - r a t e  income t a x  wi th  
pe r sona l  exemptions i s  "progressive" a s  t h a t  concept i s  u s u a l l y  def ined  
because wi th  such a t a x  t h e  yield-income r a t i o  r i s e s  a s  income r i s e s .  9 

A r e g r e s s i v e  t a x  i s  i d e n t i f i e d  by a yield-income r a t i o  t h a t  f a l l s  when 
income r i s e s .  A t a x  i s  p ropor t iona l  i f  t h e  r a t i o  i s  t h e  same f o r  tax-  
payers  i n  every income b racke t .  



TABLE 18. --STATE INDIVIDUAL INCONE TAXES: PERSONAL EXEMPTIONS, DECEMBER 31, 1967 
* 

State 

Alabama 
Alaska 
Arizona 

2 1 Arkansas- 
2 / California- 

3 / Colorado- 
Delaware 
Georgia 
"am i &fl 
Idaho- 

3 / India a- 2 1  31 Iowa- 
Kansas 
~entuckg' 

10 1 Louisiana- 

Maryland 
i3/ 31 Massachusetts- 

Xichigan 
~innesotaL/ 3/ 
Mississippi 
Missouri 

Montana 
h'ebraskaL1 
New Hampshir 151 

177- New Jersey- 
New Mexico 

New yorkU1 
North Carolina 
North Dakota 
Oklahoma 
Oregon 

South Carol'na 
157 Tennessee- 

Utah 
Vermont 
Virginia 

West Virgi ia 
wisconsind 11 

Dist. of Columbia 

Person 

Single 

exemption 
Married 

(joint return) 

Additional 

Dependents 

~emption on 
1/ Age- 

11 In most States an identical exemption is allowed for a spouse if she meets the age and blindness - 
conditions. In Massachusetts the deduction for blindness is allowed against business income only. 
In Hawaii the $5,000 blindness deduction is allowed in lieu of the personal exemption. 

2 /  Personal exemptions and credits for dependents are allowed in the form of tax credits which are - 
deductible from an amount of tax. With respect to personal exemptions, the sum in parentheses is 
the exemption equivalent of the tax credit assuming that the exemption is deducted from the lowest 
brackets. With respect to the dependency exemptions; the sum in parentheses is the amount by which 
the first dependent raises the level at which a married person or head of family becomes taxable. 

(Footnotes continued on the following page) 



TABLE 18. --STATE INDIVIDUAL INCOME TAXES : PERSONAL EXEMPTIONS, DECEMBER 31, 1967 (~ont 'd)* 

In addition to the personal exemption deductions, a sales tax credit or cash rebate 
(in the case of Minnesota and Wisconsin a property tax credit or cash rebate) is provided. 
See table 15. 

The exemption is allowed for students regardless of age or income. For students beyond 
the high school level, $1,200 per dependent and $600 if the taxpayer is a student. 

Individuals establishing residence in Hawaii after the age of 65 are subject to tax on 
income from Hawaii sources only (the tax is imposed on the entire taxable income of resi- 
dent individuals, estates, and trusts). 

In addition to the personal exemption deductions, a $10 tax credit is allowed for each 
persona1 exemption. 

Each spouse is entitled to the lesser of $1,000 or adjusted gross income. (Minimum $500.) 

Single person, $833; married couple, $1,167. 

The exemption is allowed for students regardless of age or income. 

The exemptions and credits for dependents are deductible from the lowest income bracket 
and are equivalent to the tax credits shown in parentheses. 

An identical exemption is allowed for a spouse or for a dependent. 

The exemption is allowed for students regardless of age or income. An additional exemp- 
tion of $800 is allowed for each dependent 65 years of age or over. 

The exemptions shown are those allowed against business income, including salaries and 
wages: a specific exemption of $2,000 for each taxpayer. In addition, a dependency 
exemption of $500 is allowed for a dependent spouse who has income from all sources of 
less than $2,000. In the case of a joint return, the exemption is the smaller of (1) 
$4,000 or (2) $2,000, plus the income of the spouse having the smaller income. For non- 
business income (annuities, interest, and dividends) the exemption is the smaller of 
(1) $1,000 or (2) the unused portion of the exemption applicable to business income. 
Married persons must file a joint return in order to obtain any nonbusiness income ex- 
emption. If a single person, or either party to a joint return, is 65 years of age, the 
maximum is increased from $1,000 to $1,500. No exemption is allowed against nonbusiness 
income if income from all sources for a single person exceeds $5,000 and for a married 
person exceeds $7,500. 

An additional tax credit of $20 is allowed for each taxpayer or spouse who has reached 
the age of 65. Additional tax credits for the blind: unmarried, $20; married, $25 for 
each spouse. 

The tax applies only to interest and dividends. 

An additional exemption of $600 is allowed a married woman with separate income; joint 
returns are not permitted. 

In addition to the personal exemptions, the following tax credits are granted: Single 
persons, $10; married taxpayers and heads of households, $25. 

An additional exemption of $1,000 is allowed a married woman with separate income; joint 
returns are not permitted. 

Plus an additional $600 for each dependent who is a full-time student at an accredited 
university or college. 

A credit of $1 is allowed for each $100 actually contributed by the taxpayer as partial 
support of a person who could qualify (except for the chief support requirement) as a 
dependent. The credit shall not exceed $6. 

A tax credit of $12 is allowed for each taxpayer or spouse who has reached the age of 65. 
A blind taxpayer and his spouse (if also blind) are allowed an additional $600 exemption 
plus a tax credit of $18 each. 

(Footnotes continued on the following page.) 



TABLE 18. --STATE INDIVIDUAL INCOME TAXES : PERSONAL EXEMPTIONS, DECEMBER 31 ,  1967 ( ~ o n c l  ' d)" 

221 The exemption i s  ex tended  t o  dependents  over  t h e  age of 21  i f  t h e y  a r e  s t u d e n t s  i n  an - 
a c c r e d i t e d  s c h o o l  o r  c o l l e g e .  

231 I n c r e a s e d  t o  $400 f o r  1969, and $600 f o r  1970 and t h e r e a f t e r .  - 
241 Exemption f o r  one dependent  of  unmarried person  i s  $1,000,  i f  dependent  i s  f a t h e r ,  mother ,  - 

son ,  d a u g h t e r ,  s i s t e r  o r  b r o t h e r .  

25/ S i n g l e  p e r s o n ,  $185; marr ied  c o u p l e  $402 - 
* Updated f o r  t h i s  r e p r i n t .  



Table 19 i l l u s t r a t e s  t h i s  p r inc ip le , ,  The 5 percent f l a t - r a t e  income t a x  
shown i n  t h e  example i s  (diminishingly) progressive because t h e  tax-income 
r a t i o  ( t h e  "effec t ive  r a t e " )  s t a r t s  a t  zero and approaches (but  never qu i t e  
reaches) 5 percent  a s  income r i s e s .  

TABLE 19 . --EFFECT OF A 5 PERCENT FLAT-RATE INCOME TAX WITH A $1,000 
PERSONAL EXEMPTION ON TKE TAX OWED BY A SINGLE TAXPAYER 

AT SELECTED l3COME LEVXIS 

Income Personal 
exempt ion 

Taxable 
income 

$ -100 
(or  0 )  

1,000 

2,000 

4,000 

9,000 

19, ooo 

99,000 

Tax 
r a t e  

5% 

5 

5 

5 

5 

5 

5 

Tax 
owed 

$ 0  

5 0 

100 

290 

450 

950 

4,950 

Tax r a t i o  
income 

Thus, even t h e  f l a t - r a t e  S t a t e  income taxes  a r e  progressive because 
of t h e i r  personal  exemptions. Twelve of t h e  incorce t a x  S t a t e s  use t h e  
Federal  per  c a p i t a  exemption system of $600 f o r  a s ing le  individual ,  $1,200 
f o r  a married couple, $600 f o r  each dependent. Only Vermont and Wisconsin 
allow lower exemptions. The lower t h e  exemption l e v e l  t h e  broader i s  t h e  
t a x  base, and t h e  higher t h e  p o t e n t i a l  income t a x  y i e l d .  On t h e  b a s i s  of 
t h e  est imates i n  t a b l e  17 , then,  it i s  not unreasonable t o  conclude t h a t  
t h e  twelve S t a t e s  t h a t  follow t h e  Federal exemption provisions devote 
roughly a quar ter  of t h e i r  p o t e n t i a l  t a x  base t o  t h i s  end. With t h e  ex- 
ceptions of Vermont and Wisconsin, we may a l s o  conclude t h a t  t h e  exemption 
provisions of t h e  remaining S t a t e  taxes ,  s ince  they a r e  more l i b e r a l  than 
those of t h e  I n t e r n a l  Revenue Code, absorb considerably more than 25 perceat  
of t h e i r  p o t e n t i a l  t a x  bases. 

THE EFFECT OF STATE PERSONAL INCOME TAXES ON INDITJIDUAL TAXFAYERS 

The foregoing discussion points  up t h e  f a c t  t h a t  the re  i s  considerable 
va r ia t ion  i n  S t a t e  personal income t a x  r a t e  and base s t ruc tu res .  The average 
e f f e c t  of these  va r ia t ions  on t h e  individual  taxpayer can be demonstrated by 



r e l a t i n g  each S t a t e ' s  personal  income t a x  co l l ec t ions  t o  i t s  Federa l  
adjus ted  gross income ( a  rough measure of the  average e f f e c t i v e  r a t e )  and 
t o  t h e  amount of Federal  personal  income t axes  c o l l e c t e d  i n  each S t a t e  
( t a b l e  20 ). I n  1954 t h e  33 S t a t e s  wi th  broad-based income taxes  tapped 
only 1.6 percent  of t h e i r  taxpayers '  1963 Federal  adjus ted  gross income, 
while t h e  Federal  t a x  i n  those  same S t a t e s  claimed 13.1 percent .  On t h e  
average, i n  o ther  words, t h e  33 S t a t e s  co l l ec ted  $12.20 i n  S t a t e  personal  
income t axes  f o r  every hundred d o l l a r s  of Federal  co l l ec t ions .  

The averages, however, conceal a  considerable i n t e r s t a t e  range i n  t h e  
burden of S t a t e  personal  income t axes  r e l a t i v e  t o  t h e  Federa l  t a x .  An ap- 
proximate a l l o c a t i o n  of Federal  personal  income taxes  t o  t h e  S t a t e s  of 
o r i g i n ,  ind ica tes  t h e  following percentage r e l a t i o n s h i p  between S t a t e  and 
Federal  personal  income t a x  co l l ec t ions :  L/ 

S t a t e  c o l l e c t i o n s  a s  a percentage 
of Federal  co l l ec t ions  No. of S t a t e s  

Under 8 percent  12 

8-14 percent  10 

14-20 percent  6 

20 percent  and over 

To ta l  3 3 

The range extended from 3.2 percent  i n  Louisiana t o  27.2 percent  i n  Wisconsin. 
The co l l ec t ions  of only four a d d i t i o n a l  S t a t e s  amounted t o  20 percent  o r  more 
of Federal  co l l ec t ions  ( ~ l a s k a ,  Idaho, Oregon and ~ e r m o n t ) .  The average f o r  
t h e  33 S t a t e s  l i s t e d  i n  t a b l e  20 i s  12.2 percent .  

L/ Federal  indiv idual  income t a x  co l l ec t ions  f o r  f i s c a l  1964 were a l l o c a t e d  
t o  t h e  S t a t e s  of o r i g i n  i n  proport ion t o  t h e  amount of "income t a x  a f t e r  
c r e d i t s , "  a s  t abu la ted  from unaudited individual  income t a x  r e t u r n s  f o r  
1963. This procedure does not provide a t o t a l l y  s a t i s f a c t o r y  d i s t r i b u -  
t i o n  by S t a t e  of o r i g i n  because taxpayers may f i l e  t h e i r  Federal  r e tu rns  
i n  S t a t e s  where they a r e  employed and not necessa r i ly  where they res ide .  
A s  a  r e s u l t ,  taxes  repor ted  f o r  Federa l  purposes do not always conform 
t o  l i a b i l i t y  f o r  S t a t e  t axes ,  and a r e  probably somewhat overs t a t ed  f o r  
t h e  more i n d u s t r i a l i z e d  S t a t e s  and understated f o r  t h e  l e s s  i n d u s t r i a l i z e d  
S t a t e s .  Despite these  l i m i t a t i o n s  t h e r e  i s  a s u f f i c i e n t l y  wide i n t e r -  
s t a t e  v a r i a t i o n  i n  t h e  l e v e l  of S t a t e  individual  income t a x  co l l ec t ions  
t o  make some v a l i d  comparisons of percentage re l a t ionsh ips  between S t a t e  
and Federal  income t a x  co l l ec t ions .  



TABLE 20.--STATE AND FEDERAL PERSONAL INCOME TAX COLLECTIONS I N  1964 
AS A PERCENT OF FEDERAL ADJUSTED GROSS INCOME I N  1963, BY STATES 

S t a t e  

Alabama 
Alaska 
Arizona 
Arkansas 

California 
Colorado 
Delaware 
Georgia 

Hawaii 
Idaho 
Indiana 
Iowa 
Kansas 

Kentucky 
Louisiana 
Maryland 
Massachusetts 

Minnesota 
Mississippi  
Missouri 
Montana 

New Mexico 
New York 
North Carolina 
North Dakota 

Oklahoma 
Oregon 
South Carolina 
Utah 

Vermont 
Virginia 
West Virginia 
Wisconsin 

33 S ta tes  

Collections a s  

S t a t e  

s c e n t  of Federal adjusted gross income 

1 / Federal- 
S t a t e  a s  percent 

of Federal 

1/ Distr ibuted on bas i s  of 1963 S t a t i s t i c s  of Income. See t e x t .  - 
Source: U.S. Treasury Dept., In te rna l  Revenue Service, S t a t i s t i c s  of Income, 1963 

(Preliminary); and U.S. Bureau of the Census, Compendium of S t a t e  Government 
Finances i n  1964. 



These re la t ionships  r e f l e c t  t he  var ia t ion  i n  average e f fec t ive  r a t e s  
of t h e  S t a t e  >arsenal income taxes,  which ( i n  terms of col lect ions  a s  a 
percentage of Ade ra1  adjusted gross income) ranged from l e s s  than -$ of 1 
percent i n  Mississippi  and Louisiana t o  almost 3-$ percent i n  Wisconsin. 

The 33 S ta tes  (excluding ~ e b r a s k a )  with broad-based personal income 
taxes can be divided i n to  th ree  almost equal groups--low impact, medium 
impact, and high impact personal income t a x  S ta tes .  This c l a s s i f i c a t i on  i s  
based upon t he  rough approximation of average e f fec t ive  r a t e s  shown i n  
t a b l e  20 . The 12 S ta tes  i n  Group I a r e  those with an average e f fec t ive  
r a t e  of l e s s  than 1 percent; Group I1 (12 s t a t e s ) ,  a r a t e  of 1 t o  2 percent; 
and Group 111 ( 9  S t a t e s ) ,  a r a t e  of over 2 percent ( t ab l e  21  ). 

No pa r t i cu l a r  geographic pa t te rn  emerges from t h i s  grouping, but  t he  
S t a t e s  i n  each group tend t o  have s imilar  economic charac te r i s t i cs .  Thus, 
t he  S ta tes  i n  Group I are  mainly low-income S ta tes ,  with t he  notable ex- 
ception of Cal i fornia .  Group I1 S ta t e s  c lu s t e r  around t he  U. S. average 
income, but with a smattering of both high and low-income S t a t e s .  Group I11 
tends toward t h e  middle and upper bands of t he  income spectrum, but a l so  
includes a few low-income S ta tes .  

Graduated r a t e  schedules, personal exemptions, and other s t r u c t u r a l  
features  of t h e  S t a t e  personal income taxes tend t o  make them moderately 
progressive. Over l imi ted income ranges some S t a t e  taxes a r e  more progres- 
s ive  than t h e  Federal t ax .  

The progress ivi ty  of t he  S t a t e  personal income taxes i s  i l l u s t r a t e d  
i n  t ab l e  2 2 ,  which repor ts  t h e  computed 1965 e f fec t ive  r a t e s  a t  various 
income leve l s  (up t o  $25,000) f o r  a married couple with two dependents. I/ 
With only a few exceptions, t he  S t a t e  taxes,  l i k e  t he  Federal,  do not begin 
t o  a f f ec t  t h i s  family u n t i l  it earns about $3,500. A t  t ha t  income leve l ,  
the  S t a t e  e f fec t ive  r a t e s  vary from a low of 2/100 of a percent i n  Missouri 
and Oklahoma t o  a high of 1'5 percent i n  Wisconsin. A t  t he  $25,000 leve l ,  
t he  range i s  from a l i t t l e  l e s s  than 1 percent i n  Louisiana and New Mexico 
t o  over 5* percent i n  Hawaii, Minnesota, and Wisconsin. 

An innovation introduced by Indiana i n  1963 and picked up by Colorado 
and Hawaii i n  1965 r e s u l t s  i n  negative e f fec t ive  r a t e s  a t  the  lowest income 
l eve l s .  This comes about from the  per cap i ta  c r ed i t s  allowed by those S ta tes ,  
which c r ed i t s  a r e  intended t o  approximate a refund of s a l e s  taxes  paid on 
food. If the  c r ed i t  exceeds t h e  income t a x  l i a b i l i t y ,  t h e  taxpayer may 
apply f o r  a refund. I n  an attempt t o  provide t a x  r e l i e f  f o r  e lder ly  persons 
with low incomes, i n  1963, Wisconsin adopted a s imilar  c r ed i t  system f o r  
r e s iden t i a l  property t a x  payments. 

L/ For t h i s  purpose, "effect ive  r a t e "  i s  defined a s  t he  r a t i o  of t ax  
l i a b i l i t y  t o  Federal adjusted gross income. Federal income t a x  re turns  
with adjusted gross income of $25,000 o r  l e s s  account f o r  more than 90 
percent of a l l  reported Federal adjusted gross income. 



TABU 21. --AVERAGE EFFECTIVE RMXS OF STATE PERSONAL INCOME TAXES, PER CAPITA 
INCOME, AND DISTRIBUTION OF FEDERAL ADJUSTED GROSS INCOME, BY STATES 

S t a t e  

Alabama 
Arizona 
Arkansas 
Ca l i fo rn i a  

Kansas 
Louisiana 
Miss iss ippi  
Missouri 

New Mexico 
North Dakota 
Oklahoma 
W. V i rg in i a  

Colorado 
Georgia 
Indiana 
Iowa 

Kentucky 
Mary land 
Massachusetts 
Montana 

North Carolina 
South Carolina 
Utah 
Vi rg in i a  

Alaska 
Delaware 
Hawaii 
Idaho 
Minnesota 

New York 
Oregon 
Vermont 
Wisconsin 

U.S. 
1/ S t a t e  personal  i - 
1963. 2/ Includes D i s t r i c t  of Columbia. 2/ A l l  S t a t e s ,  i n c l u d i w  those without  personal  
income taxes.  

S t a t e  personal  income 
taxes  1964 

Average A s  percent  
~ f f e c t i v e  of Federa l  
r a t e  11 personal  

Sources: U.S. Dept. of Commerce, Off ice  of Business Economics, Survey of Current  
Business, So1y 1965; &treuu of the C c m ,  -nd-ium uf 4 t e  Q-~nment Finaees  in 
1964; and U . S .  Treasury Dept., Bureau of I n t e r n a l  Revenue, S t a t i s t i c s  of Income, - 
Ind iv idua l  Income Tax Returns,  1961 and 1963 p r e l i m i n a r y ) .  

- 98 - 

percent )  income t a x  $6,000 $15,000 over 
I. STATES WITH LOW EFFECTIVE RATES (low impact) 

Percent  d i s t r i b u t i o n  of 
Federa l  ad jus ted  g ros s  

income, 1961 

111. STATES WITH HIGH EFFECTIVE RATES (high impact) 

2.8 20.0 3,116 23.8 60.1 16.1 
3.1 17.9 3,460 31.9 41.9 26.2 

Under 

2.5 
2.4 
2.4 

2.6 
3.3 
2.3 
3.4 
1.6 

$ 6 , 0 0 0  
t o  

ncome t a x  c o l l e c t i o n s  a s  percent  of Federal  ad jus ted  gross  income i n  

19.2 
21.4 
19.7 

18.2 
26.0 
20.2 
27.2 
12.2 

$15,000 
and 

2,622 
2,020 
2,375 

3,162 
2,606 
2,119 
2,490 
2,566 

33.7 
46.2 
39.1 

31.9 
36.3 
48.8 
39.5 
3 5 . ~ '  

46.3 
43.1 
46.8 

45.6 
50.6 
42.1 
48. Z3/ 
48.1- 

19.9 
10.8 
14.2 

22.5 
13.0 
9 .1  

12.33/ 
16.1- 



TRELE 22.--EFFECTIVE PATES OF STATE PERSONAL INCOME TAXES FOR SELECTED ADJUSTED GROSS INCOME LETdTLS, 
MARRIED COUPLE WITH TWO DEPENDENTS, BY STATE, DECEMBER 31, 1965 

I Aajuste 

1 $5,500 

Alabama 
Alaska 
Arizona 
Arkansas 
C a l i f o r r ~ i a  

Colorado 
3ela~ware 
Georgia 
I~Iawaii L' 
Idaho 

Indiana i/ 
I m a  
Kansas 
Kentucky 
Louisiana 

Plaryland 
I4assachusetts 
Minnesota 
I4 iss iss ippi  
Dlissouri 

Montana 
New I4exico 
New York 
North Carolina 

North Dakota 
Oklahoma 
Oregon 
South Carolina 
Utah 

Vermont 
Virgin ia  
W .  V i rg in i a  
Wisconsin 

Federa l  t a x  

Note: In  computing income t axes ,  it was assumed t h a t  a l l  income was from wages and s a l a r i e s  and earned 
by one spouse. For S t a t e  t a x  computations t h e  op t iona l  standard deduction was used except f o r  t h e  
$17,500 and $25,000 income c l a s se s  where it was assumed t h a t  deductions a r e  itemized. For Federa l  
t a x  computations (o the r  than t h e  $17,500 and $25,000 A . G . I .  c l a s s e s )  t h e  following percentages of 
A . G . I .  were used f o r  estimated deductions:  16% through t h e  $7,500 A . G . I .  c l a s s  and 14% f o r  t h e  
$10,000 c l a s s .  In  computing t h e  S t a t e  t a x  a t  t h e  $17,500 income l eve l ,  i temized deductions were 
assumed t o  be $2,640, excluding t h e  S t a t e  personal  income t a x .  For those  S t a t e s  t h a t  al low de- 
duction of t h e  Federa l  income t ax ,  t h e  i temized deductions were assumed t o  be  $2,850 i n  computing 
t h e  Federa l  t a x  l i a b i l i t y ,  ( add i t i on  of estimated Sta,te income t a x  l e s s  c e r t a i n  deductions not 
allowed f o r  t h e  Federa l  t a x ) ;  except t h a t  where t h e  S t a t e  i nd iv idua l  income t a x  i s  i t s e l f  deduct- 
i b l e  f o r  S t a t e  income t a x  purposes,  t h e  a c t u a l  S t a t e  t a x  l i a b i l i t y  was added t o  t h e  $2,640 f o r  both 
Federa l  and S t a t e  t a x  computations. The comparable S t a t e  and Federa l  estimated i temized deductions 
used i n  computing t h e  t a x  a t  t h e  $25,000 l e v e l  a r e  $3,475 and. $3,843, r e spec t ive ly .  New Hampshire 
and Tennessee a r e  excluded s ince  t h e i r  personal  income taxes  apply only t o  i n t e r e s t  and dividend 
income; a l s o  excluded i s  t h e  New Jersey  "commuters' income t a x . "  Data f o r  Nebraska a r e  not 
ava i l ab l e .  "Effec t ive  r a t e s "  a r e  computed a s  t h e  r a t i o  of t a x  l i a b i l i t y  t o  adjus ted  gross  income 
(i.e., income a f t e r  bus iness  deductions but before  personal  exemptions and o the r  allowable de- 
duct ions) .  

g o s s  income 

$7,500 

X Less than .05 percent .  

c l a s se s  

-L 

Negative r a t e s  r e s u l t  from c r e d i t s  allowed f o r  s a l e s  t axes  paid  on food ( ~ a w a i i  a l s o  allows a c r e d i t  
f o r  each dependent who i s  a s tuden t ) .  I f  t h e  c r e d i t  exceeds t h e  t a x  l i a b i l i t y ,  t h e  taxpayer can 
apply f o r  a refund. 



GROSS NATIONAL PRODUCT ELASTICITY OF AN INCOME TAX 

The responsiveness of t h e  y i e l d  of an income t a x  t o  changes i n  t h e  
GNP i s  a more complicated question than t h e  e l a s t i c i t y  of a consumption t a x ,  
which we considered i n  Chapter 2. The complications r e s u l t  from t h e  f a c t  
t h a t  t h e  e f f e c t i v e  r a t e  of an income t a x  can not be counted upon t o  remain 
constant when t h e  s i z e  of t h e  t a x  base changes. Typical ly,  t h e  r a t i o  of 
t a x  paid t o  income r i s e s  when an ind iv idua l ' s  income r i s e s .  For example, 
i f  t h e  GNP increases  10 percent ,  and an ind iv idua l ' s  income r i s e s  by t h e  
same percentage, t h e  t a x  he owes w i l l  probably r i s e  by more than 10 percent .  
The base of an income t ax ,  a s  we have seen, i s  taxable  income, which i s  
" t o t a l  income" minus c e r t a i n  exclusions, deductions, and exemptions. 

The t o t a l  income of many individuals  i s  l e s s  than t h e  sum of t h e i r  
exclusions,  deductions, and exemptions, with t h e  r e s u l t  t h a t  taxable  income 
i s  negative though it i s  t r e a t e d  a s  zero. We had t o  ad jus t  f o r  t h i s  f a c t  
i n  t a b l e  1 7 .  I f  t h e  t o t a l  income of such persons r i s e s ,  t h e  income ta.x 
base may o r  may not change, depending on whether t h e i r  taxable  income r i s e s  
above zero. As  t h i s  phenomenon works out  i n  p r a c t i c e ,  t h e  incomes of a 
g rea t  many people move above t h e  break-even point  during periods when t h e  
GNP i s  increasing.  Conversely, i f  t h e  GNP f a i l s  t o  r i s e  o r  f a l l s  even a 
l i t t l e ,  t h e  populat ion continues t o  increase  (and wi th  it t h e  number of 
personal  exemptions), so  t h e  incomes of many persons f a l l  below t h e  l i n e .  
This e f f e c t  i s  much more powerful than one might expect.  Careful s tud ies  
have found t h a t  taxable  income changes by a s  much a s  12-14 percent  every 
time the re  i s  a 10  percent change i n  t h e  gross na t iona l  product.  

We began by saying t h a t  t h e  income t a x  e l a s t i c i t y  quest ion i s  com- 
p l i c a t e d  because t h e  r a t i o  of t a x  t o  t o t a l  income t y p i c a l l y  r i s e s  a s  income 
r i s e s .  A s  we saw i n  t a b l e  19 , i f  t h e r e  a r e  personal  exemptions, t h e  r a t i o  
r i s e s  with income even i f  t h e  s t a t u t o r y  t a x  r a t e  does not change. 

I f  t a x  r a t e s  r i s e  when taxable  income increases ,  a s  they do i n  t h e  
case of t h e  Federal  and most S t a t e  income taxes ,  t h e  income e l a s t i c i t y  of 
t h e  t a x  i s  even higher.  When ind iv idua l s '  incomes r i s e  wi th  GNP, not only 
does a l a r g e r  proport ion of t o t a l  income en te r  t h e  t a x  base, but  some 

During t h e  per iod  1949-62, Federal  taxable  income (ad jus ted  t o  compensate 
f o r  t h e  1954 amendments t o  t h e  I n t e r n a l  Revenue code) changed an average 
of 12.2 percent  f o r  each change of 10 percent  i n  t h e  GNP. That is ,  t h e  
income e l a s t i c i t y  of t h e  Federal  personal  income t a x  base was approximately 
1.22. A recent  study of t h e  responsiveness of S t a t e  individual  income 
t a x  bases t o  changes i n  S t a t e  personal  income concludes t h a t  t h e  average 
income e l a s t i c i t y  of taxable  income i n  New York, North Carolina,  and 
Virgin ia  between 1946 and 1960 was about 1 - 3 9  ( ~ o b e r t  W .  Rafuse, Jr., 
"The Cycl ica l  Behavior of State-Local Finances," i n  Richard A .  Musgrave, 
e d i t o r ,  Essays i n  F i s c a l  Federalism, Studies  of Government Finance, 
The Brookings I n s t i t u t i o n ,  Washington, 1965). 



taxpayers move i n to  higher r a t e  brackets.  Though it may seem surpr is ing,  
i n  view of t he  significance attached t o  graduated r a t e  s t ruc tures  i n  most 
public discussions, t h i s  e f f ec t  i s  f a r  l e s s  important than t h e  movement of 
income in to  and out of t h e  f i r s t  r a t e  bracket i n  causing t h e  e l a s t i c i t y  of 
income taxes  t o  be very high. 

Potent ia l  Yield of Broad-Based S t a t e  Income Taxes 

In Chapter 7 we consider some of t he  advantages and disadvantages of 
S t a t e  use of t h e  Federal de f in i t ion  of taxable income o r  adjusted gross 
income a s  t h e  base of a S t a t e  individual  income tax .  It i s  c lea r  t h a t  t h e  
case f o r  S t a t e  use of e i t h e r  def in i t ion  i s  overwhelming as f a r  as  adminis- 
t r a t i v e  eff ic iency and ease of taxpayer compliance a r e  concerned. We w i l l  
s ee  t h a t  from the  viewpoint of t a x  fa i rness  a S t a t e  income t a x  base should 
be a t  l e a s t  a s  broad a s  Federal adjusted gross income. The issue i s  a t  
l e a s t  as clear-cut  when revenue aspects of t he  choice a r e  taken i n to  account. 

For S t a t e  and l o c a l  governments, low t a x  r a t e s  a r e  always preferable 
t o  high r a t e s ,  especia l ly  i f  t h e  same amount of revenue i s  forthcoming i n  
e i t he r  case. We need look no fu r ther  than t he  widespread concern about t h e  
e f f ec t s  of taxes on t he  location of industry--whether t h e  e f f ec t s  a r e  r e a l  
or  merely imagined i s  not important--for a major reason why the  lowest 
possible marginal t a x  r a t e s  a r e  desired. The simple ari thmetic of taxat ion,  
then, indicates  why tax r a t e  considerations w i l l  lead S t a t e  o f f i c i a l s  t o  
p re fe r  Federal adjusted gross income (AGI) t o  taxable income. By adopting 
AGI  a s  much a s  80 percent of personal income would be included i n  t h e  t a x  
base, only 20 percent would be l o s t ,  I f  t he  Federal personal exemption 
provisions were a l so  adopted, another one-fourth of t he  po t en t i a l  base would 
be l o s t ,  but t h i s  would s t i l l  represent a t a x  base one-fourth l a rger  than 
Federal taxable income (see  t ab l e  17).  An opportunity t o  s e t  r a t e s  a t ,  say, 
3 percent ra ther  than 4 percent i s  not t o  be underestimated. 

The evidence suggests t h a t  t he  behavior of t he  t a x  base accounts f o r  a t  
l e a s t  90 percent of t he  income e l a s t i c i t y  of t he  average S t a t e  income 
t a x  i n  use today. The narrower t he  income brackets, and t he  l a rge r  t h e  
percentage increases i n  t he  s ta tu tory  r a t e s  from one bracket t o  t h e  next, 
t h e  more important a fac to r  i s  t h e  r a t e  s t ruc ture  i n  r a i s i ng  t h e  income 
e l a s t i c i t y  of an income tax .  For example, of t h e  following two taxes-- 
iden t ica l  i n  a l l  other respects--the r a t e  f ac to r  would cause t a x  - B t o  
have t h e  higher income e l a s t i c i t y :  

Tax A Tax B 
Taxable Marginal Taxable Marginal 
income t ax  income t a x  
bracket r a t e  bracket r a t e  

F i r s t  $5,000 2% F i r s t  $2,000 
Next 5,000 22 Next 2,000 

1% 
2 

Bext 5,000 23 Next 2,000 3 



What would be t h e  y i e l d  of such a broad-based bu t  low-rate  type  of 
S t a t e  income t a x ,  and by how much would such a t a x  r a i s e  t h e  growth p o t e n t i a l  
of S t a t e  taxes7 

Table 23 p re sen t s  some crude es t imates  f o r  each S t a t e  of t h e  y i e l d  
( i n  f i s c a l  year  1964) of a f l a t - r a t e  income t a x  i f  t h e  r a t e  had been 2 
percent  of Federa l  ad jus t ed  gross  income l e s s  Federa i  personal  exemptions. 
A t a x  of t h i s  s o r t  i s  approximately equiva len t  t o  t h e  one t h a t  was adopted 
i n  1963 by Indiana.  I n  1964 a c t u a l  S t a t e  income t a x  c o l l e c t i o n s  were 
j u s t  under $32 b i l l i o n ,  and they  accounted f o r  14.1 percent  of t o t a l  S t a t e  
c o l l e c t i o n s .  I f  every S t a t e  had l e v i e d  an income t a x  of 2 percent  of 
Federa l  ad jus t ed  gross  income ( l e s s  Federa l  personal  exemptions) i n  t h a t  
yea r ,  t h e  t o t a l  y i e l d  would have been $5.2 b i l l i o n ,  o r  20 percent  of ( t h e  
increased)  t o t a l  S t a t e  t a x  c o l l e c t i o n s .  

Table 24 i l l u s t r a t e s  t h e  approximate amounts of y i e l d  t h a t  would 
have r e s u l t e d  i n  1964 from s e v e r a l  a l t e r n a t i v e  t a x  r a t e s  app l i ed  t o  t h e  
Federa l  AGI  base.  I f  every S t a t e  had adopted a t a x  wi th  a f l a t  r a t e  of 
4.6 percent  ( equ iva l en t  t o  t h e  r a t e  i n  Oregon, t h e  h ighes t  a c t u a l  r a t e  i n  
1964), t o t a l  S t a t e  income t a x  c o l l e c t i o n s  would have exceeded $12 b i l l i o n ,  
and income t a x e s  would have accounted f o r  36.5 percent  of a l l  S t a t e  co l -  
lections--when t h e  a c t u a l  percentage was only 14.1.  9 Note t h a t  a c t u a l  
Federa l  c o l l e c t i o n s  i n  f i s c a l  year  1964 would have r equ i r ed  a ra- te  of only 
18.3 percent  f o r  a comparable d e f i n i t i o n  of t h e  t a x  base .  

I n  Chapter 2 we found t h a t  t h e  GNP e l a s t i c i t y  of t o t a l  S t a t e  gene ra l  
n f i s c a l  year  1964 was approximately 0.92 (wi th in  a range of 0.82- 

revenue$ 1 .01 ) .  The more r a p i d  automatic growth of income t a x  y i e l d s  w i l l - - i n  
t h e  absence of o f f - s e t t i n g  adoptions and r a t e  i nc reases  i n  l o w - e l a s t i c i t y  
revenue sources- - ra i se  t h e  con t r ibu t ion  of income t a x e s  t o  t o t a l  S t a t e  

The income e l a s t i c i t y  of t h i s  t a x  would be toward t h e  low end of t h e  
1.5-1.8 range given i n  t a b l e  4 ( p .  4 2  ) ,  s i n c e  t h e r e  would be no c o n t r i -  
bu t ion  from a progress ive  r a t e  f a c t o r .  The e l a s t i c i t y  of such a very 
broad-based t a x  could be expected t o  exceed t h e  1 . 4  e l a s t i c i t y  mentioned 
e a r l i e r  f o r  t h e  New York, North Carol ina,  and Vi rg in i a  t a x e s  (excluding 
t h e  e f f e c t s  of t h e i r  p rogress ive  r a t e  s t r u c t u r e s ) .  James A .  Papke 
es t imates  t h a t  t h e  e l a s t i c i t y  of t h e  Indiana t a x  w i l l  "approach 1 . 5 , "  
bu t  h i s  es t imhte  may be conserva t ive .  ( " ~ n d i a n a  Tax Pol icy:  Revision,  
Reform, Reconstruct ion,"  Nat ional  Tax Jou rna l ,  Vol. 17, June 1962, 
P. 127) .  

These percentages a r e  based on t h e  h ighly  ques t ionable  assumption t h a t  
o the r  t a x  c o l l e c t i o n s  would not have been lower i f  every S t a t e  had made 
such ex tens ive  use  of t h e  personal  income t a x .  A more r e a l i s t i c  
assumption would r e s u l t  i n  s u b s t a n t i a l  i nc reases  i n  t h e  r a t i o s  of income 
t a x  y i e l d s  t o  t o t a l  t a x  c o l l e c t i o n s .  

The e s t ima te  i s  an average of t h e  e l a s t i c i t i e s  i n  t a b l e  4 , weighted 
by a c t u a l  c o l l e c t i o n s  i n  f i s c a l  year  1964. 



TABLE 23.--YIELD OF A TWO PERCENT STATE PERSONAL INCOME TAX, BY STATES, 1964 

S t a t e  

Alabama 
Alaska 
Ar izona  
Arkansas 
C a l i f o r n i a  

Colorado  
Connec t icu t  
Delaware 
D i s t .  o f  Columbia 
F l o r i d a  

Georg ia  
Hawaii 
Idaho  
I l l i n o i s  
I n d i a n a  

Iowa 
Kansas 
Kentucky 
L o u i s i a n a  
Maine 

Maryland 
Massachuse t t s  
Michigan 
Minnesota 
M i s s i s s i p p i  

M i s s o u r i  
Montana 
Nebraska 
Nevada 
New Hampshire 

New J e r s e y  
New Mexico 
New York 
North C a r o l i n a  
Nor th  Dakota 

Ohio 
Oklahoma 
Oregon 
Pennsy lvan ia  
Rhode I s l a n d  

South  C a r o l i n a  
S o u t h  Dakota 
Tennessee 
Texas 
Utah 

Vermont 
V i r g i n i a  
Washington 
West V i r g i n i a  
Wisconsin 
Wyoming 

U.S.  t o t a l  

T o t a l  f o r  33 S t a t e  
h D . C .  w t t h  broad 
based p e r s o n a l  

(Base d a t a  i n  m i l l i o n s ;  y i e l d  d a t a  i n  thousands)  

F e d e r a l  

A.G.I. 

$ 4 ,242  
501 

2 ,641  
2,138 

42,382 

3 ,783  
7,099 
1 ,138  
1 ,903  
9,017 

5,808 
1,382 
1 ,072  

24,161 
9,239 

4 , 6 8 5  
4,038 
4 ,083  
4,549 
1,496 

8 , 0 8 1  
11 ,893  
17,033 
6,337 
2 ,060  

8,229 
1 ,133  
2,527 
1 , 0 0 1  
1 , 2 7 5  

15 ,811  
1 ,496  

43,324 
6,399 

937 

20,672 
3 ,698  
3 ,743  

22,873 
1 ,774  

2,935 
944 

5,150 
16 ,321  

1 ,749  

632 
7,129 
6 ,303  
2,570 
7,730 

630 
367,746 

213,659 
c o r p o r a t  

1963 ) 
Regular  

exemptions 

$ 1 ,568  
136 
826 
858 

10,452 

61,729 
n income tz 

"Taxable 
income" 

$ 2,674 
365 

1 ,815  
1 ,280  

31,930 

2,663 
5 ,452  

867 
1 , 4 5 5  
6 , 1 8 0  

3,837 
9 73 
667 

18,050 
6,489 

3 ,085  
2 ,745  
2 ,593  
2,968 

963 

5,858 
8 ,814  

12 ,333  
4 , 3 2 1  
1,236 

5,830 
731 

1,667 
765 
881 

11,939 
962 

32,940 
3,990 

571 

14 ,816  
2,417 
2,664 

16,360 
1 ,276  

1 ,780  
561 

3,290 
10,925 

1 ,172  

40 1 
4,849 
4 ,596  
1 ,651  
5,337 

4 3  1 
262,415 

151,93C 
s a r e  repi 

2% 
y i e l d  

53,480 
7,300 

36,300 
25,600 

638,600 

53,260 
109,040 

17,340 
29,100 

123,600 

76,740 
19,460 
13 ,340  

361,000 
129,780 

61,700 
54,900 
51,860 
59,360 
19,260 

117 ,160  
176,280 
246,660 

86,420 
24,720 

116,600 
14,620 
33,340 
15 ,300  
17,620 

238,780 
19,240 

658,800 
79,800 
11 ,420  

296,320 
48 ,340  
53,280 

327,200 
25,520 

35,600 
11,220 
65,800 

218,500 
23,440 

8,020 
96 ,980  
91 ,920  
33,020 

106,740 
8 620 

5,248:300 

3,038,600 
:ed t o ,  and 

income t a x e s  
11 Combined p e r s o n a l  and - 
Amount shown i s  a n  

Actua l  
y i e l d  

?.Y. 1964 

36 ,591  
13 ,931  
14,053 
15 ,616  

391,853 

3,428,013 
u b l i s h e d  bv 

1 
i o  

e s t i m a t e  f o r  p e r s o n a l  income 

l% y i e l d  

t a x e s  on17 

68 .4  
190.8 

38.7 
61 .0  
61 .4  

98.6 
- - 

203.9 
111 .0  

- - 

73.0 
178.2 
189.6 

- - 
97.4 

78.6 
53.6 
88.8 
31.5 
- - 

105.2 
114.9 

- - 
173.0 
32.2 

54.7 
100.5 

- - 
- - 

10.7 

2 .9  
47.8 

172 .5  
1 4 5 . 3  

63 .6  

- - 
45.0 

230.6 
- - 
- - 

9 8 . 5  
- - 
9 .9  
- - 

85.6 

181.3 
132 .5  

- - 
54.7 

243.2 

6516 

112.8 
he Census 

income" 

1 .4  
3.8 
0 . 8  
1 . 2  
1 . 2  

2 . 3  
iureau.  P 

based on p e r c e n t a g e s  f u r n i s h e d  by t h e  D i r e c t o r  
: a t e  of  Wisconsin a s  1964 F.Y. revenue.  Changes 

Y? 
o f  t h e  N.% Income Tax D i v i s i o n .  ?/Amount recorded  by t h e  St 
i n  a c c o u n t i n g  methods c a u s e  t h i s  amount t o  r e f l e c t  t r a n s a c t i o n s  o f  more t h a n  a 12-month p e r i o d .  
Sources :  U.S. T r e a s u r y  Dept . ,  I n t e r n a l  Revenue S e r v i c e ,  S t a t i s t i c s  of  Income, 1963 I n d i v i d u a l  Income 
Tax R e t u r n s ;  and U.S. Bureau of  t h e  Census,  Compendium of  S t a t e  Government F inances  i n  1964, 1965. 
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TABLE 24. --ESTIMATED YIELD OF BROAD-BASED PERSONAL INCOME TAXES, AT 
SELECTED RATES, TOTAL FOR ALL STATES, FISCAL YEAR 1964- 

(Base data  i n  mill ions;  y ie ld  datia i n  thousands) 

11 
Tax base - 

(calendar year 1963) 
Tax 
r a t e  

Yield 
( t o t a l  f o r  
a l l  s t a t e s )  

Tota l  S t a t e  
tax  

co l l ec t ions  

Yield as  
percentage of 

t o t a l  S t a t e  
co l l ec t ions  

14.1% 

Reference Data: Federal Base and Collections 

11 "Taxable income" from tab le  23. - 
21 Actual f o r  a l l  S t a t e s  (including D.C.) - 
31 Actual average r a t e  f o r  the 33 S ta tes  (and D.C.) using broad-based income taxes.  - 
41 A r a t e  i s  defined only impl ic i t ly  f o r  t h i s  case,  f o r  which t o t a l  co l l ec t ions  a re  - 

the sum of the y ie lds  of 2 percent taxes i n  the S ta tes  without income taxes or  with 
"rates" below 2 percent,  and the ac tual  col lec t ions  of the 14 S ta tes  (and D.C.) with 
r a t i o s  over 2 percent. 

51 Actual average r a t e  f o r  the S t a t e  with the highest  r a t i o  of ac tua l  y ie ld  t o  "tax- - 
able income" (Oregon). The Wisconsin r a t e  was s l i g h t l y  higher, but was based on 
i n f l a t e d  col lec t ion.  See footnote 2, t ab le  23. 

61 Total  Federal adjusted gross income minus personal exemptions other than fo r  age - 
and blindness. This f igure  d i f f e r s  from the sum of the "tax bases" estimated fo r  
individual  S ta te?  primarily because the Federal t o t a l  includes data  fo r  taxpayers 
residing abroad. 

71 Actual Federal col lec t ions  a f t e r  c r e d i t s .  - 



general  revenue (own sources) from 12 percent i n  1964 t o  16 percent  i n  
1970. This would represent  a  doubling of S t a t e  income t a x  y i e l d s ,  from 
$3.4 b i l l i o n  i n  1964 t o  $6.8 b i l l i o n  i n  1970, without a  s ing le  new income 
t a x  and without a  s ing le  increase i n  t h e  r a t e s  of e x i s t i n g  taxes .  These 
automatic changes would a l s o  r a i s e  t h e  e l a s t i c i t y  of t o t a l  S t a t e  general  
revenue t o  0.99 (range of 0.89 t o  1.09) by 1970. 

I f  every S t a t e  had l ev ied  an income t a x  of a t  l e a s t  2 percent  of 
Federal  A G I  ( l e s s  personal  exemptions) i n  1964, t h e  GNP e l a s t i c i t y  of 
t h e  average S t a t e  revenue system would have been 0.98 ( i n  a range of 0.88- 
1 .08) ,  o r  approximately 7 percent higher than t h e  actual--0.92. If every 
S t a t e  had l ev ied  an income t a x  a t  t h e  4.6 percent r a t e  "used" by Oregon i n  
1964, t h e  income e l a s t i c i t y  of t o t a l  S t a t e  revenue would h a - ~ e  been 1.09 
(o r  a  range of 0.98 t o  1 .20) .  This 20 percent increase i n  t h e  e l a s t i c i t y  
of S t a t e  general  revenue would involve income t a x  co l l ec t ions  of about $12 
b i l l i o n .  1/ 

Does High Income E l a s t i c i t y  Have I t s  Dangers? 

An important by-product of t h e  Great Depression was t h e  p e r s i s t e n t  
memory of t h e  v i r t u a l  d i s in tegra t ion  of S t a t e  and l o c a l  revenue systems i n  
t h e  ea r ly  years of t h e  decade. Unt i l  sometime i n  t h e  1950fs ,  economists 
and those d i r e c t l y  responsible f o r  t h e  S ta te - loca l  systems paid  t r i b u t e  t o  
t h a t  memory by arguing t h a t  income i n e l a s t i c i t y  i s  a des i rab le  and necessary 
c h a r a c t e r i s t i c  of S t a t e  and l o c a l  tG st ruc tu res :  t h e  more i n e l a s t i c  t h e  
system t h e  l e s s  revenues w i l l  decl ine during a depression. Between 1929 and 
1932, f o r  example, when t h e  GNP declined 44 percent ,  S t a t e  income t a x  col lec-  
t i o n s  f e l l  47 percent ,  but  S t a t e  gasol ine  t a x  co l l ec t ions  dropped only 4 
percent between 1931 and 1932, and they a c t u a l l y  rose  between 1929 and 1931. 1/ 

See footnote 4, t a b l e  24 .  

1/ The e l a s t i c i t y  est imates i n  t h i s  paragraph a r e  conservative. The crude 
method used t o  derive them does not reduce 1964 general  revenue from 
other sources when income t a x  co l l ec t ions  a r e  r a i s e d  ( s e e  footnote 2, 
p.102 ) .  Accordingly, t h e  percentage of t o t a l  revenue represented by 
income t a x  y i e l d  i s  understated and t h e  GNP e l a s t i c i t y  of t h e  modified 
S t a t e  revenue system i s  correspondingly underestimated. Though we can be 
f a i r l y  sure  t h a t  t o t a l  revenue would not have been l a r g e r  by t h e  f u l l  
amount of t h e  increased income t a x  co l l ec t ions ,  we have not been able  
t o  devise a reasonable procedure f o r  taking t h i s  f a c t  i n t o  account. 

1/ Department of Commerce, U. S. Income and Output, 1958, p .  118; Ehnanuel 
Melichar, S t a t e  Individual  Income Taxes, (S to r r s :  The Universi ty of 
Connecticut, Agr icu l tu ra l  Experiment S ta t ion ,  1963) Monograph 2,  p. 39; 
Public Roads Administration, Federal  Works Agency, Highway S t a t i s t i c s ,  
Summary t o  1945, 1947, p. 36. 



But i n e l a s t i c i t y  has o ther  consequences, a s  we have seen. By t h e  mid- 
Nineteen F i f t i e s  f e a r s  of a  ser ious  depression were receding, and as  t h e  
decade wore on it became more apparent t h a t  t h e  r e a l  problem was t h e  f a i l u r e  
of S t a t e  (and l o c a l )  revenues t o  grow rapidly  enough, and t h i s ,  of course, 
i s  t h e  problem with which we a r e  concerned i n  t h i s  r epor t .  

What i f  t h e  S t a t e s  take  s t eps  t o  increase t h e  e l a s t i c i t y  of t h e i r  
revenue s t r u c t u r e s ?  Would such a pol icy  ca r ry  wi th  it an appreciable r i s k  
of d i s a s t e r  worse than t h a t  of t h e  1930ts?  A ser ious  depression would indeed 
take  t h e  wind out  of t h e  s a i l s  of a  high e l a s t i c i t y  t a x  s t r u c t u r e ,  and i f  a  
depression were a r e a l  p o s s i b i l i t y  t h e  S t a t e s  might we l l  hold t h a t  t h e  r i s k s  
a r e  too g r e a t .  But a  r epea l  of t h e  T h i r t i e s  i s  highly improbable. The, 
p r i v a t e  economy i s  f a r  l e s s  suscept ib le  t o  c r i s i s ,  and the  s o l i d  foundation 
provided by deposi t  insurance, unemployment compensation, and s o c i a l  s e c u r i t y ,  
and t h e  b u i l t - i n  s t a b i l i t y  impl ic i t  i n  t h e  f a r  l a r g e r  volume of government 
expenditures and taxes  than prevai led  i n  1929, a l l  a r e  l i k e l y  t o  prevent a  
recess ion from g e t t i n g  out  of hand. Perhaps most important of a l l ,  t he  
National Government's current  and immensely-successful experiment with 
d i sc re t ionary  f i s c a l  policy--the t a x  cut  of 1964-65--and t h e  consensus t h a t  
has developed during t h e  pas t  30 years  i n  support of such counter -cycl ica l  
f i s c a l  pol icy ,  assure  t h a t  t h e  Federal  Government w i l l  never again f a i l  t o  
t ake  t h e  necessary s t eps  t o  prevent a  minor recess ion from developing i n t o  
a major depression. 

Indeed, an increase  i n  t h e  income e l a s t i c i t y  of S t a t e  revenue systems 
would represent  a  s i g n i f i c a n t  cont r ibut ion  t o  t h e  b u i l t - i n  s t a b i l i t y  of t h e  
economy. Other th ings  being equal,  the  more e l a s t i c  a  t a x  o r  a  revenue 
system t h e  more powerful it i s  as  a  b u i l t - i n  s t a b i l i z e r .  Thus, more 
e l a s t i c  S t a t e  revenue systems would i n  themselves make a major depression 
l e s s  probable. 

While a  Federal  indiv idual  income t a x  c r e d i t  of t h e  s o r t  discussed i n  
Chapter 6 would reduce t h e  ef fec t iveness  of t h e  Federal  t a x  as  a  b u i l t -  
i n  s t a b i l i z e r ,  t h e  presumed increase  i n  combined Federal  and S t a t e  
co l l ec t ions  would improve t h e  t o t a l  t a x  systems' b u i l t - i n  s t a b i l i t y .  
However, t o  t h e  extent  t h a t  an increase  i n  t h e  e l a s t i c i t y  of S t a t e  
revenues i s  brought about by a Federal  c r e d i t ,  t h e  ne t  improvement i n  
t h e  s t a b i l i t y  of t h e  economy would be l e s s  than it would have been had 
t h e  same increase  come about without t h e  Federal  c r e d i t .  



Appendix t o  Chapter 5 

EFFECTS OF THE DEDUCTIBILITY OF TAXES ON INCOME TAX RETURNS 

The Federal  I n t e r n a l  Revenue Code provides t h a t  S t a t e  income taxes  
may be deducted i n  computing net  irlcome f o r  Federal  income t a x  purposes. 
Nineteen of t h e  S t a t e  income t a x  laws allow income taxes  pa id  t o  t h e  Federal  
Government t o  be deducted from income f o r  S t a t e  t a x  purposes, and s i x  S t a t e s  
permit t h e  taxpayer t o  deduct t h e  S t a t e  individual  income t a x  i t s e l f .  

The most obvious e f f e c t  of deductibi l . i ty i s  t o  reduce t h e  combined 
Federal  and S t a t e  income t a x  burden on t h e  individual  taxpayer. Moreover, 
because of t h e  graduated s t a t u t o r y  r a t e s  t h a t  a r e  found i n  t h e  Federal  and 
i n  most S t a t e  income t a x  s t r u c t u r e s ,  t h e  b e n e f i t s  of d e d u c t i b i l i t y  r i s e  wi th  
t h e  income of the  taxpayer. I f  t h e  S t a t e  personal  income t a x  allows t h e  
Federal  t a x  a s  a  deduction, the  benef i t  i s  even more pronounced a s  t h e  t ax -  
payer moves up t h e  income s c a l e ,  and t h e  p rogress iv i ty  of t h e  S t a t e  t a x  i s  
reduced. 

The e f f e c t  of u n i l a t e r a l  and rec ip roca l  d e d u c t i b i l i t y  on t h e  t a x  owed 
by an unmarried individual  wi th  no dependents i s  i l l u s t r a t e d  i n  t a b l e  25. 
For income earned i n  1965 t h e  Federal  r a t e  on an add i t iona l  d o l l a r  of taxable  
income i s  50 percent ,  i f  t h e  Federal  taxable  income i s  $25,000. With no 
S t a t e  income t a x  t h e  Federal  r a t e  r e s u l t s  i n  a  t a x  b i l l  of 50 cents  f o r  each 
add i t iona l  d o l l a r  of income. Since t h e  I n t e r n a l  Revenue Code provides t h a t  
S t a t e  income t axes  a r e  deductible,  t h e  addi t ion  t o  Federal  taxable  income i f  
t h e r e  i s  a  S t a t e  t a x  i s  t h e  r i s e  i n  income l e s s  t h e  appl icable  S t a t e  t a x .  
I f  deduction of t h e  Federal  t a x  i s  not allowed, a  marginal S t a t e  r a t e  of 10  
percent  means t h a t  t h e  s i n g l e  taxpayer pays 10 cents  of t h e  add i t iona l  
d o l l a r  of income t o  t h e  S t a t e  government. Federal  taxable  income r i s e s  by 
only 90 cents ,  and t h e  Federal  t a x  i s  45 cen t s .  The t o t a l  marginal t a x  
r a t e  i s  t h e  sum of t h e  Federal  and S t a t e  taxes  divided by t h e  a d d i t i o n a l  
income, o r  55 percent:  a  10 percent  marginal S t a t e  t a x  r a t e  adds only 5 
percentage po in t s  t o  t h e  combined Federal-State marginal r a t e .  The revenue 
l o s s  i s  borne by t h e  Federal  Treasury. For taxpayers subjec t  t o  t h e  
maximum Federal  marginal r a t e  (70 pe rcen t ) ,  t h e  combined t a x  on an a d d i t i o n a l  
d o l l a r  of income is 73 cents .  Deduction of t h e  S t a t e  t a x  leaves 90 cents  of 
Federal  taxable  income, on which t h e  t a x  i s  63 cents .  The 10  cent  ga in  i n  
S t a t e  revenue c o s t s  t h e  Federal  Government 7 cents  and t h e  taxpayer only 
3 cents .  

I f  t h e  S t a t e  t a x  law permits  t h e  taxpayer t o  deduct h i s  Federal  t a x  
l i a b i l i t y ,  determination of t h e  t a x  l i a b i l i t i e s  r equ i res  so lu t ion  of two 
simultaneous equations. Though a desc r ip t ion  of t h e  ca lcu la t ions  involved 
w i l l  not be attempted, t h e  r e s u l t s  a r e  i l l u s t r a t e d  i n  t h e  second hal f  of 
t a b l e  25 . The taxpayer ga ins  even more from rec ip roca l  d e d u c t i b i l i t y .  
The Federal  Treasury loses  l e s s  than under u n i l a t e r a l  d e d u c t i b i l i t y ,  but  
t h e  S t a t e  foregoes a s  much as  68 percent  of t h e  revenue it would have 
obtained i f  it d i d  not allow t h e  Federal  t a x  t o  be deducted. I n  both cases 
t h e  taxpayer ' s  ga in  from d e d u c t i b i l i t y  increases  a s  h i s  income r i s e s .  With 
u n i l a t e r a l  d e d u c t i b i l i t y  the  10 percent  S t a t e  t a x  on an add i t iona l  d o l l a r  



Federal  
taxable  
income 

$ 5,000 

25,000 

I 

+ 50,000 
0 
Co , 100,000 

TABLE 25 . --EFFECT OF THE DEDUCTIBILITY OF A FLAT-RATE 10 PERCENT STATE TAX ON COMBINED FEDERAL AND 
STATE PERSONAL MARGINAL INCOME TAX RATES, AT SELECTED KET INCOMF: LEVELS UNDER 1965 RATES - 1/ 

Federal  
marginal 

r a t e  
f o r  an 

unmarried 
indiv idual  

rf S t a t e  does not allow deduction of Federa l  t a x  

Tax owed on each a d d i t i o n a l  
d o l l a r  of income to- -  

S t a t e  
Government 

$0.100 

. loo 

. loo 

. loo 

Federa l  
Government 

$0.198 

.450 

.558 

.630 

Federa l  
and S t a t e  

$0.298 

-550 

,658 

.730 

3 t a t e  t a x  
adds t o  

taxpayer ' s 
t o t a l  

l i a b i l i t y  2/ 

I f  S t a t e  al lows deduction of Fe 

Tax owed on each add i t i ona l  
d o l l a r  of income to- -  

Federa l  
Government 

$0.2025 

.4737 

-5949 

.6774 

S t a t e  
Government 

$0.0798 

.0526 

.0405 

-0323 

Federa l  
and S t a t e  

2ral t a x  
Amount 

S t a t e  t a x  
adds t o  

t axpaye r ' s  
t o t a l  

l i a b i l i t y  

$0.062 

.026 

.015 

.010 

11 The marginal r a t e  i s  t h e  r a t e  appl icable  t o  t h e  a a d i t i o n a l  t axab le  income r e s u l t i n g  from an a d d i t i o n a l  d o l l a r  of - 
income. The Federal  Government al lows taxpayers t o  deduct S t a t e  income t axes  i n  computing ne t  t axab le  income 
f o r  Federal  purposes. More than ha l f  of t h e  income t a x  S t a t e s  allow deduction of Federa l  t a x  i n  computing t h e  
S t a t e  t a x .  The top  S t a t e  r a t e  i s  a s  high a s  10% i n  only 6 S t a t e s .  I n  2 of t hese  t h e  r a t e  i s  lo%, and i n  2 it 
i s  11%. In Minnesota a  r a t e  of 12% i s  appl icable  t o  income above $20,000. In Alaska a r a t e  of 14.56 percent  
i s  appl icable  t o  income above $200,000. 

2/ Federal  and S t a t e  t a x  l i a b i l i t y  l e s s  Federa l  t a x  i n  absence of S t a t e  income t a x .  - 

Source: U.S. Treasury Dept., Off ice  of Tax Analysis .  



of income adds 7.8 cents t o  the  b i l l  of a taxpayer whose income i s  $5,000, 
but only 3 cents t o  t he  b i l l  of a taxpayer with a s i x  f igure  income. 
Reciprocal deduc t ib i l i ty  increases the  wealthy taxpayer 's  advantage from a 
r a t i o  of 7.8-3 t o  a r a t i o  of 6.2-1. 

The same pr inciples  considered here i n  reference t o  the  e f f ec t s  of 
t he  deduc t ib i l i ty  of S t a t e  income taxes on Federal l i a b i l i t y  apply t o  a l l  
other deductible S t a t e  (and l oca l )  taxes.  The Federal Treasury absorbs 
t he  revenue loss ,  and t he  advantage t o  t he  taxpayer increases as  h i s  income 
r i s e s ,  whether t he  S t a t e  levy involved i s  an income t a x  or  a s a l e s  t ax .  





Chapter 6 

THE FEDERAL R O U  IN THE STATE INCOME TAX MOVEMENT 

Since t he  Federal Government's personal income t a x  co l lec t ions  a r e  
approximately 11 times la rger  than those of S t a t e  and l oca l  governments, 
i t s  income t a x  po l ic ies  a re  c r i t i c a l l y  important t o  any assessment of t he  
fu ture  of income taxes below the  Federal l eve l .  

The h i s t o r i c a l  evidence marshalled i n  Chapter 3 supports the  f inding 
t h a t  heavy Federal use of the  personal income tax,  especia l ly  s ince  1940, 
has been t he  s ingle  most important deterrent  t o  i t s  expanded use by t h e  
S ta tes .  It has enabled t h e  opponents of S ta te  income taxat ion t o  gain a 
sympathetic hearing with t he  argument t h a t  the  Federal Government has ef-  
fec t ive ly  "preempted" t h i s  tax;  t h a t ,  therefore ,  S t a t e  and l o c a l  governments 
must necessari ly depend primarily on consumer and property taxes.  

It is  s ign i f ican t  t h a t  not a s ing le  S t a t e  adopted a personal income 
t a x  between 19 7 and 1960, a period during which 12 S ta tes  adopted general 
sa les  taxes .  3 Although 3 new S ta t e  income taxes  have been enacted s ince  
1960, approximately 95 percent of current  col lect ions  from t h i s  source go 
t o  S ta tes  t h a t  enacted such taxes before 1938--over a quarter  century ago. 
In  contras t ,  only 68 percent of general s a l e s  t a x  revenue i s  col lected by 
S ta tes  t h a t  adopted t h i s  t a x  p r io r  t o  1938. 

In  t he  l i g h t  of t h i s  record and our conclusion t h a t  t he  nat ional  
i n t e r e s t  would be served by expanded S t a t e  use of t h e  personal income tax ,  
t he  next question i s  whether it would be appropriate t o  urge t h e  Federal 
Government t o  neutra l ize  t he  deterrent  e f f ec t  of i t s  heavy income t a x  on 
t h e  S t a t e s '  use of t h i s  revenue source. 

With respect  t o  t h i s  i ssue th ree  general policy a l t e rna t ives  appear 
t o  be avai lable  t o  t h e  Federal Government: 

1. A strong inducement policy--according S t a t e  income t a x  payments such 
Federal income t a x  preference over other t a x  payments t h a t  no S t a t e  
could afford t o  forego a personal income tax .  

I/ Alaska adopted a n  individual  income t a x  i n  1949, when it was a 
t e r r i t o r y .  



2. A s t a tu s  quo position--continuing t he  present Federal t a x  treatment 
ldeduction) of S ta te  t a x  payments i n  general and of S t a t e  income t a x  
payments i n  par t i cu la r ,  i . e . ,  according no pre fe ren t ia l  treatment t o  
S t a t e  income taxes.  

3. A compensatory po3icy--according S t a t e  income t a x  payments a l imi ted 
degree of p re fe ren t ia l  t ax  treatment calculated t o  be jus t  enough t o  
o f f s e t  t he  deterrent  e f f ec t  of the  massive Federal income tax;  every 
S ta te  would not necessari ly be encouraged t o  adopt an income tax .  

STRONG INDUCEMENT POLICY 

The Federal Government could obviously bring every S t a t e  i n to  income 
taxat ion by providing f inanc ia l  inducements so a t t r a c t i v e  t h a t  no S t a t e  could 
r e s i s t  them. The Congress followed t h i s  kind of inducement s t ra tegy  i n  1935 
when it provided a 90 percent c red i t  against  i ts  unemployment compensation 
t ax  f o r  taxes paid t o  S ta tes  t o  insure t h a t  every S t a t e  would adopt an 
unemployment insurance system. The 80 percent e s t a t e  t a x  c r ed i t  f o r  death 
taxes paid t o  S ta tes ,  enacted i n  1926 t o  h a l t  competitive S t a t e  t a x  reduc- 
t i ons ,  i s  another example. Federal inducement t o  S t a t e  income taxat ion 
could be provided forcefu l ly  a l so  through an appropriately devised grant 
program. 

An inducement policy carrying t h i s  degree of compulsion would be 
d i f f i c u l t  t o  j u s t i f y  i n  t h e  case of S t a t e  income taxat ion.  I f  t he  case f o r  
S t a t e  taxat ion of personal income i s  as  strong i n  i t s  own r i gh t  as  we here 
develop it (chapters 1, 2 and 5) ,  it should be unnecessary t o  employ highly 
coercive inducements i n  order t o  bring about expanded S t a t e  use of these  
taxes .  

Moreover, a strong Federal inducement policy,  a s  exemplified by a 
fill c red i t  of S t a t e  income taxes  (not t o  exceed, say, 20 percent of Federal 
t ax  l i a b i l i t y )  could be extremely cost ly .  While the  i n i t i a l  cost  t o  t he  
U. S .  Treasury would approximate $3 b i l l i o n ,  t h i s  cost  would increase rapidly  
as  S ta tes  moved t o  take f u l l  advantage of t h e  c r ed i t .  Quite apar t  from these 
cost  considerations, however, S t a t e  l eg i s la tu res  ought t o  be l e f t  f r e e  t o  
shape t h e i r  own t a x  po l ic ies  i n  t he  absence of compelling nat ional  i n t e r e s t  
requirements. 

STATUS QUO POLICY 

Federal income taxpayers may now claim a standard deduction equal t o  
10 percent of adjusted gross income or  $1,000 (whichever i s  smaller) ,  or  

The Revenue Act of 1964 provides the  following m i n i m  standard deduc- 
t ions :  $300 fo r  a s ingle  individual; $400 f o r  a married couple, and an 
addi t ional  $100 f o r  each dependent up t o  a ce i l ing  of $1,000. 



t hey  may deduct spec i f i ca l ly - i t emized  S t a t e  and l o c a l  income, p rope r ty ,  s a l e s ,  
and gaso l ine  t a x  payments (among author ized  deduct ions) .  

These Fede ra l  p rov i s ions  can be viewed a s  being n e u t r a l  w i t h  r e s p e c t  
t o  t h e  S t a t e  and l o c a l  t a x e s  t h a t  a r e  e l i g i b l e  f o r  i t emiza t ion .  A cont inua-  
t i o n  of t h i s  p o l i c y  of n e u t r a l i t y - - t h e  r e j e c t i o n  of a l l  types  of  inducements, 
be they  mild o r  strong--has s e v e r a l  cons ide ra t ions  t o  recommend it. 

The Case f o r  S t a t u s  Quo--No P r e f e r e n t i a l  Treatment 

P r e f e r e n t i a l  Fede ra l  t a x  t rea tment  f o r  S t a t e  pe r sona l  income t a x  pay- 
ments might be viewed a s  both  imprudent and unnecessary:  imprudent because 
it would v i o l a t e  t h e  t r a d i t i o n a l  concept of n e u t r a l i t y  a s  t h e  gene ra l  p u b l i c  
understands it and unnecessary because t h e  growing f i s c a l  c r i s i s  a t  t h e  
S t a t e  l e v e l  i s  l i k e l y  e v e n t u a l l j  t o  f o r c e  most S t a t e s  t o  make g r e a t e r  u se  
of t h e  pe r sona l  income t a x - - t h e i r  l a s t  major source of untapped revenue-- 
wi thout  ove r t  Fede ra l  encouragement. 

Because p r e f e r e n t i a l  t a x  t rea tment  f o r  S t a t e  income t a x  payments 
would be  very expensive f o r  t h e  Fede ra l  Treasury-- the i n i t i a l  c o s t  would 
range from s e v e r a l  hundred m i l l i o n  t o  s e v e r a l  b i l l i o n  d o l l a r s ,  depending 
upon t h e  k ind  of inducement u t i l i z e d - - i t  can a l s o  be argued t h a t  no such 
program should be adopted without  a  comprehensive s tudy of t h e  whole S t a t e  
and l o c a l  f i s c a l  system and t h e  var ious  a l t e r n a t i v e s  a v a i l a b l e  t o  t h e  Fede ra l  
Government f o r  r e l i e v i n g  t h e  f i n a n c i a l  burdens of S t a t e  and l o c a l  governments. 

It must a l s o  be emphasized t h a t  s p e c i a l  t rea tment  f o r  S t a t e  pe r sona l  
income t a x  payments could d i sc r imina te  i n  favor  of  Fede ra l  taxpayers  r e s i d i n g  
i n  t h e  two- th i rds  of t h e  S t a t e s  w i th  income t a x e s  and a g a i n s t  t hose  i n  S t a t e s  
t h a t  r e l y  on o the r  sources of revenue. The proper ty  t a x e s  p a i d  by t h e  home- 
owner i n  New J e r s e y  and t h e  s a l e s  t a x e s  p a i d  by t h e  consumer i n  I l l i n o i s  come 
ou t  of pe r sona l  income and should be e n t i t l e d  t o  t h e  same Fede ra l  t rea tment  
a s  t h e  income t a x  payments of t h e  r e s i d e n t s  of o the r  S t a t e s .  This  k ind  of 
d i sc r imina t ion  would quick ly  t r i g g e r  a demand t h a t  Congress provide compa- 
r a b l e  t rea tment  f o r  s a l e s  and proper ty  t a x e s .  I f  Congress heeded t h e s e  de- 
mands, t h e  goa l  of t h e  incen t ive  p lan- -grea te r  S t a t e  use  of t h e  pe r sona l  
income tax--would be n u l l i f i e d .  

It i s  a l s o  necessary  t o  p o i n t  out  t h a t  it i s  impossible t o  devise  a 
"moderate" inducement o r  compensatory po l i cy  j u s t  adequate t o  compensate f o r  
t h e  d e t e r r e n t  e f f e c t  of t h e  heavy Fede ra l  income t a x .  Because of t h e  d ive r se  
p o l i t i c a l  and economic circumstances i n  each S t a t e ,  a l i m i t e d  p r e f e r e n t i a l  
t rea tment  p o l i c y  implemented through a f r a c t i o n a l  t a x  c r e d i t  would over- 
compensate f o r  t h e  Fede ra l  income t a x  i n  some S t a t e s  and undercompensate f o r  
it i n  o t h e r s .  Moreover, it can a l s o  be contended t h a t  i f  t h e  case  f o r  S t a t e  
t a x a t i o n  of pe r sona l  income i s  a  s t rong  one i n  i t s  own r i g h t ,  it should not  
r e q u i r e  b u t t r e s s i n g  by p r e f e r e n t i a l  Fede ra l  t r ea tmen t .  



The Probable Ef fec t s  of a S ta tus  Quo Policy 

Given t h e  gradual r i s e  i n  e f fec t ive  r a t e s  over t h e  l a s t  f i f t e e n  years,  
it i s  probably sa fe  t o  assume t h a t  many of t h e  25 S t a t e s  t h a t  now levy both 
a broad-based income t a x  and a general  s a l e s  t a x  w i l l  gradually increase 
t h e i r  personal  income t a x  y i e l d s  by e i t h e r  r a i s i n g  r a t e s  o r  broadening t h e  
t a x  base, or  by making both base and r a t e  adjustments. Some of t h e  9 income 
t a x  S t a t e s  t h a t  now have no general  s a l e s  t a x  can be expected t o  broaden and 
d ive rs i fy  t h e i r  revenue s t ruc tu res  through t h e  adoption of general  s a l e s  
taxes  within t h e  next decade i n  response t o  t h e  p u b l i c ' s  demand f o r  property 
t a x  or  income t a x  r e l i e f  o r  both. When Wisconsin adopted i t s  s a l e s  t a x  i n  
1961 most of t h e  s a l e s  t a x  revenue was earmarked f o r  property t a x  r e l i e f ,  
while t h e  adoption of a s a l e s  t a x  i n  Idaho i n  1965 was accompanied by some 
income t a x  reduction. 

The two S t a t e s  t h a t  have ne i the r  a broad-based income t a x  nor a 
general  r e t a i l  s a l e s  tax--New Jersey and New Hampshire--could go e i t h e r  way. 
It is  a l s o  conceivable t h a t  e i t h e r  or  both of these  S t a t e s  might compromise 
by enacting an Indiana-type broad-based, f l a t  r a t e  income t a x  coupled with 
a general  s a l e s  t ax ,  with p a r t  of t h e  revenue perhaps earmarked f o r  property 
t a x  r e l i e f .  

The 14 non-income t a x  S t a t e s  current ly  levying a s a l e s  t a x  pose t h e  
most d i f f i c u l t  forecas t ing problem. Some of them w i l l  almost c e r t a i n l y  be 
forced t o  broaden and d ive rs i fy  t h e i r  t a x  systems through t h e  adoption of 
a personal  income t a x  within t h e  next decade. 

Several  considerat ions suggest t h a t  t h e  S t a t e  income t a x  movement may 
be regaining i t s  forward momentum. We have already s t ressed  t h e  S t a t e s '  
press ing need f o r  add i t iona l  revenue and t h e  remarkable revenue performance 
of t h e  personal  income t a x  i n  response t o  economic growth during t h e  l a s t  
few years.  These two f a c t s ,  coupled with growing public confidence i n  t h e  
a b i l i t y  of na t iona l  economic p o l i c i e s  t o  sus ta in  economic growth and t o  
prevent t h e  recurrence of ser ious  economic recess ions ,  i s  both increasing 
S t a t e  i n t e r e s t  i n  t h e  revenue p o t e n t i a l  of t h e  income t a x  and reducing 
S t a t e  concern with t h e  i n s t a b i l i t y  of t h i s  revenue source. S t a t e  recep- 
t i v i t y  t o  income taxes w i l l  increase a l s o  a s  general  s a l e s  t a x  r a t e s  reach 
o r  approach t h e  4 o r  5 percent level--a kind of psychological ceiling--and 
a s  property t a x  loads continue t o  mount. 

There appears t o  be an increasing awareness t h a t  a broad-based income 
tax ,  in tegra ted  with a general  s a l e s  t a x  through a system of income t a x  
c r e d i t s  (and refunds t o  non-income taxpayers) t o  safeguard t h e  low income 
groups, can help bypass o r  overcome t h e  t r a d i t i o n a l  p o l i t i c a l  stalemate 
between personal  income t a x  and s a l e s  t a x  supporters .  Ind iana ' s ,  Colorado's, 
and Hawaii's recent  decisions t o  in tegra te  t h e i r  income and s a l e s  t a x  systems 
through t h e  t a x  c r e d i t  device have already been noted. 

F ina l ly ,  as  a r e s u l t  of t h e  major Federal  income t a x  reduction of 
1964, t h e  Federal  income t a x  may have l o s t  some of i t s  "preemptive" character  
f o r  l e g i s l a t o r s  i n  t h e  non-income t a x  S t a t e s .  



A COMPENSATORY POLICY 

The c e n t r a l  aim of a  compensatory po l i cy  would be t o  provide  3, 

l i m i t e d  degree of p r e f e r e n t i a l  Fede ra l  t a x  t rea tment  f o r  S t a t e  income t a x  
payments t o  o f f s e t  t h e  d e t e r r e n t  e f f e c t  of t h e  heavy Fede ra l  income t a x .  A 
compensatory p o l i c y  r e s t s  on t h e  expec ta t ion  t h a t  once t h e  S t a t e  income t a x  
movement i s  l i b e r a t e d  from t h e  r e s t r a i n i n g  inf luence  of t h e  Fede ra l  income 
t a x ,  S t a t e  l e g i s l a t o r s  would look w i t h  favor  on t h i s  revenue source because 
( a )  it rep resen t s  t h e  l a s t  major untapped S t a t e  revenue source ,  ( b )  it has 
unique revenue growth p o t e n t i a l ,  and ( c )  it enjoys c e r t a i n  unique advantages 
from t h e  s tandpoin t  of t a x  f a i r n e s s .  

Modif icat ion of Present  D e d u c t i b i l i t y  System 

Because a compensatory p o l i c y  i s  based on t h e  premise t h a t  t h e  Fede ra l  
Government's p re sen t  t rea tment  of S t a t e  and l o c a l  t a x  payments does not  
ad-equately compensate f o r  t h e  heavy Fede ra l  income t a x ,  it l o g i c a l l y  r a i s e s  
t h e  ques t ion  of t h e  means t h e  FedeYal Government might employ t o  n e u t r a l i z e  
most e f f e c t i v e l y  t h e  d e t e r r e n t  e f f e c t  of i t s  own income t a x  f o r  S t a t e  t a x  
p o l i c y  purposes.  Three l i n e s  of p r e f e r e n t i a l  a c t i o n  a r e  p o s s i b l e  and t h e  
j u s t i f i c a t i o n  f o r  t ak ing  any one of them i s  t o  be found i n  t h e  f a c t  t h a t  such 
a c t i o n  recognizes  t h a t  pe r sona l  income, u n l i k e  consumer expenditures  and 
p rope r ty ,  i s  heav i ly  taxed  by t h e  Fede ra l  Government. 

1. The Fede ra l  Government could r e s t r i c t  t h e  i t emiza t ion  p r i v i l e g e  t o  S t a t e  
and l o c a l  income t a x  paymeqts by d isa l lowing  proper ty ,  g a s o l i n e  and 
s a l e s  t a x  deduct ions-- the c o n s t r i c t i o n  approach. 

2 .  It could broaden t h e  i t emiza t ion  p r i v i l e g e  f o r  S t a t e  and l o c a l  income 
t a x  payments only by pe rmi t t i ng  persons us ing  t h e  s tandard  deduct ion t o  
i temize ,  i n  add i t i on ,  income t a x  payments--the l i b e r a l i z a t i o n  approach. 

3. It could modify t h e  p re sen t  d e d u c t i b i l i t y  system by p e r m i t t i n g  a l l  
Fede ra l  income taxpayers  a  choice between ( a )  cont inuing t o  i temize  in -  
come t a x  payments made t o  S t a t e  and l o c a l  governments, o r  ( b )  c laiming 
such payments a s  a  p a r t i a l  c r e d i t  aga ins t  t h e i r  Fede ra l  t a x  l i a b i l i t y - -  
t h e  o p t i o n a l  p a r t i a l  t a x  c r e d i t  approach. 

Cons t r i c t i on  approach--While disal lowance of  p rope r ty ,  gaso l ine ,  and 
s a l e s  t a x  deduct ions probably would be s u f f i c i e n t  t o  n e u t r a l i z e  t h e  d e t e r r e n t  
e f f e c t  of high Fede ra l  income t a x e s ,  such a  proposa l  can b e  expected t o  en- 
counter  b i t t e r  p o l i t i c a l  oppos i t ion .  Homeowners, who have long been accus- 
tomed t o  deduct ing t h e i r  r e s i d e n t i a l  p roper ty  t a x  payments i n  computing 
t h e i r  t a x a b l e  income f o r  Federa l  t a x  purposes,  would be e s p e c i a l l y  aroused.  
Moreover, such "co r rec t ive"  o r  n e u t r a l i z i n g  a c t i o n  could a l s o  b e  expected t o  
t r i g g e r  s t o u t  oppos i t ion  from S t a t e  and l o c a l  governmental o f f i c i a l s ,  who 
view t h e  p re sen t  d e d u c t i b i l i t y  system as  a  form of intergovernmental  comity-- 
w i t h  t h e  Fede ra l  Government underwri t ing a  system of gene ra l  t a x  r e l i e f  f o r  
S t a t e  and l o c a l  taxpayers .  



L i b e r a l i z a t i o n  approach--The second p o s s i b l e  modi f ica t ion  of  t h e  de- 
d u c t i b i l i t y  system--permitting persons us ing  t h e  s tandard  deduction t o  t ake ,  
i n  add i t i on ,  S t a t e  income t a x  payments a s  an i temized deduction--would un- 
doubtedly enjoy g r e a t e r  p o l i t i c a l  a c c e p t a b i l i t y  because it would g ive  
s tandard  deduction f i l e r s  (gene ra l ly  t hose  w i t h  smal le r  incomes) v i s i b l e  
r e l i e f  f o r  S t a t e  income t a x  payments. Persons us ing  t h e  s tandard  deduct ion 
would be i n  a  p o s i t i o n  t o  "wr i te  o f f "  t h e i r  S t a t e  income payments aga ins t  
t h e i r  Fede ra l  l i a b i l i t y  a t  t h e  average r a t e  of about 1 7  cen t s  on t h e  d o l l a r .  

This  p ropos i t i on ,  however, i s  not  without  major d e f e c t s .  F i r s t ,  it 
would c o n f l i c t  w i th  t h e  Federa l  o b j e c t i v e  t o  s imp l i fy  t h e  t a x  l i a b i l i t y  
formula i n  o rde r  t o  f a c i l i t a t e  automated t a x  computation and ease  t h e  
compliance burdens of low-income taxpayers .  Second, and f a r  more important ,  
t h i s  a l t e r n a t i v e  would provide only token compensation f o r  t h e  presence of 
heavy Federa l  income t a x  r a t e s ,  because approximately 60 percent  of a l l  
S t a t e  income taxpayers  a l ready  i temize  t h e i r  Fede ra l  deduct ions and would 
r ece ive  no b e n e f i t  from it, whi le  t h e  o t h e r  40 percent--s tandard deduction 
f i l e r s - - t e n d  t o  f a l l  i n  t h e  lowest  Federa l  t a x  r a t e  b racke t s ,  and on t h e  
average would enjoy only a  1 7  percent  w r i t e  o f f .  

The token cha rac t e r  of t h i s  a l t e r n a t i v e  i s  ind ica t ed  by t h e  f a c t  
t h a t  i f  it had been i n  e f f e c t  i n  1964, it would have c o s t  t h e  Fede ra l  Gov- 
errment l e s s  than  $150 m i l l i o n  i n  t a x  revenue. Thus, whi le  it would t end  - 
t o  move i n  t h e  r i g h t  d i r ec t ion - - l eve l ing  t h e  t a x  p o l i c y  s c a l e s - - i t  would 
probably f a l l  f a r  s h o r t  of t r u l y  n e u t r a l i z i n g  t h e  presence of t h e  Fede ra l  
income t a x .  

Optional  p a r t i a l  c r e d i t  approach--A p a r t i a l  o r  f r a c t i o n a l  t a x  c r e d i t  
s tands  out  a s  a  more promising method f o r  provid ing  compensatory Fede ra l  
t rea tment  of S t a t e  income t a x  payments. For example, Congress could g ive  
Federa l  income taxpayers  a  choice between cont inuing t o  i temize  t h e i r  S t a t e  
income t a x  payments o r  t o  claim i n s t e a d  a  s p e c i f i e d  percentage of such pay- 
ments a s  a  c r e d i t  ag&st t h e i r  Fede ra l  t a x  l i a b i l i t y .  The s tandard  de- 
duc t ion  p rov i s ion  would not  be modified. 

Because of i t s  h igh  v i s i b i l i t y ,  even a  p a r t i a l  c r e d i t  has  g r e a t  
p o l i t i c a l  and psychologica l  va lue .  Under t h e  p re sen t  system, t h e  S t a t e  
income t a x  payment appears a s  one component of t h e  S t a t e  and l o c a l  t a x  de- 
duct ions (a longs ide  proper ty ,  s a l e s ,  and gaso l ine  t a x  payments). A t a x  
c r e d i t ,  a v a i l a b l e  t o  - a l l  t axpayers  whether o r  no t  they  i temize ,  would be 
i d e n t i f i e d  a s  a  s epa ra t e  i tem t o  be sub t r ac t ed  by a l l  from t h e  amount of 
t a x  otherwise payable.  This  would make S t a t e  t a x  policymakers mindful of 
i t s  s p e c i a l  Fede ra l  tax- reduct ion  va lue .  If t h e  c r e d i t  were s e t  a t  40 
pe rcen t ,  v i r t u a l l y  a l l  taxpayers  below t h e  $50,000 a d j u s t e d  g ros s  income 
c l a s s  would f i n d  it t o  t h e i r  advantage t o  u se  t h e  c r e d i t  op t ion .  

Because t h e  Fede ra l  Government now s u s t a i n s  a  heavy revenue l o s s  
under t h e  p re sen t  d e d u c t i b i l i t y  system--approximately 24 cen t s  on each 
d o l l a r  c o l l e c t e d  by S t a t e  income t a x  o f f i c i a l s - - t h e  i n i t i a l  c o s t  of an 
op t iona l  c r e d i t  p l an  would not  be nea r ly  a s  l a r g e  a s  might be expected. I n  
terms of Fede ra l  revenue foregone, it i s  es t imated  t h a t  t h e  p re sen t  system 
of i temiz ing  S t a t e  income t a x  payments cos t  t h e  Fede ra l  Government 



approximately $700 m i l l i o n  i n  f i s c a l  year  1964, a s  compared w i t h  a p o t e n t i a l  
revenue c o s t  of $1.2 b i l l i o n  f o r  an o p t i o n a l  40 percent  c r e d i t  f o r  t h e  same 
year  ( t a b l e  26 ) .  As t h e  fo l lowing  t a b u l a t i o n  shows, t h e  a d d i t i o n a l  964 
c o s t  a t t r i b u t a b l e  t o  t h e  c r e d i t  would have been about $500 m i l l i o n :  3 

Fede ra l  revenue foregone 

Fede ra l  t a x  t rea tment  
($000,000) 

Present  Opt iona l  
law 40% c r e d i t  

S t a t e  income t a x e s  claimed a s  
i temized deduct ions 720 245 

40% c r e d i t  f o r  S t a t e  income t a x e s  
p a i d  - - - 975 

T o t a l  cos t  720 1 ,-220 
Addi t iona l  c o s t  of o p t i o n a l  c r e d i t  

p roposa l  --- 500 

Fede ra l  revenue c o s t  of each $1 of 
S t a t e  income t a x  c o l l e c t i o n s  .24# 416 

Table 27 p r o j e c t s  t h e s e  c o s t s  through 1968. I n  t h e  f i s c a l  year  
1967, f o r  example, t h e  a d d i t i o n a l  cos t  t o  t h e  Fede ra l  Government of an 
o p t i o n a l  40 percent  c r e d i t  i s  es t imated  a t  about $730 m i l l i o n .  It i s  
es t imated  t h a t  t h e  a d d i t i o n a l  c o s t  of a  33 percent  c r e d i t  p roposa l  would be 
about $500 m i l l i o n ,  i f  it were t o  go i n t o  e f f e c t  i n  f i s c a l  year  1967. 

On t h e  very extreme assumption t h a t  a  40 percent  c r e d i t  would imme- 
d i a t e l y  encourage every S t a t e  t o  enac t  an i n d i v i d u a l  income t a x  w i t h  a  
y i e l d  equiva len t  t o  3-$ percent  of t h e  ad jus t ed  g ros s  income r epor t ed  on 
Fede ra l  incone tax r e t u r n s  l e s s  pe r sona l  exemptions ( a  most u n l i k e l y  asswnp- 
t i o n ) ,  t h e  a d d i t i o n a l  c o s t  i n  Fede ra l  revenue foregone would approximate 
$4.2 b i l l i o n  i n  f i s c a l  year  1968. To produce t h i s  r e s u l t  t h e  S t a t e s  would 
have t o  be c o l l e c t i n g  approximately $13 b i l l i o n  of pe r sona l  income t a x e s  by 
1968--in c o n t r a s t  t o  an es t imated  $4.8 b i l l i o n  i f  p re sen t  Fede ra l  p o l i c y  i s  
cont inued unchanged. I n  o t h e r  words, t h e  es t imated  a d d i t i o n a l  Fede ra l  
revenue c o s t  would be o f f s e t  by a  ga in  i n  S t a t e  revenues i n  t h e  r a t i o  of 
2 : l .  

The case  f o r  a  compensatory policy--The case  f o r  a  compensatory p o l i c y  
implemented by an o p t i o n a l  p a r t i a l  t a x  c r e d i t  r e s t s  on t h e  fo l lowing  g e ~ e r a l  

These revenue cos t  e s t ima te s  exclude l o c a l  income t a x  payments because 
t h e  d i s t r i b u t i o n  of t h e s e  t a x  payments by income c l a s s e s  was not  r e a d i l y  
a v a i l a b l e .  It i s  es t imated  t h a t  i d e n t i c a l  Fede ra l  t a x  c r e d i t  t rea tment  
f o r  l o c a l  income t a x  payments would inc rease  t h e  Fede ra l  revenue l o s s  
by approximately 15  pe rcen t .  



TABLE 26.--APPROXIMATE FEDERAL REVENUE COST IN FISCAL YEAR 1964 OF THE PRESENT TREADENT OF STATE TNCOME TAX PAYPENTS (DEDUCTIBILITY) 
CO~QARCD WITH THE INITIAL COST OF AN OPTIONAL CREDIT AGAINST FEDERAL TAX OF 40 PERCENT or THE TAXPAYER'S STATE I ~ I V I D U A L  INCOME 

TAX PAYPENT--CALENDAR YEAR 1963 INCOME LEVELS, FISCAL YEAR 1963 STATE INCOME TAX COLLECTIONS, AND 1965 TEDCMI. TAX RATES 

S t a t e  income t a x e s  
c la imed  a s  p e r s o n a l  d e d u c t i o n s  / Average 

E s t i m a t e d  
p e r s o n a l  

d e d u c t i o n s  
f o r  SLate 

income t a x e s  
1963 F e d e r a l  

r e t u r n s  L/ 
($000,000) 

( 7 )  

Es t imated  c o s t ,  FY 1964 
( F e d e r a l  revenue fo regone)  

Ad jus  tcd 
g ross  
income 
c l a s s e s  

on F e d e r a l  r e t u r n s  
I columns 

S t a t e  
c o l l e c t  ions  

(5 ) 

(SO( 
P r e s e n t  law 

(deduc t ion  o n l y  
f o r  i t e m i z e r s )  

- .  
,000) 

O p t i o n a l  c r e d i t  
(40% o f  S t a t e  t a x  
l i a b i l i t y  f o r  a l l  
F e d e r a l  t axpayers )  

(9) 

P e r c e n t a g e  1 
Amount 
($000) 

of  t o t a l  Amount 
S t a t e  ($000) 

c o l l e c t  i o n s  

Under $3,000 
3,000 t o  5,000 
5,000 t o  10,000 
10,000 t o  20,000 
20,000 t o  50,000 
Over $50,000 
Nontaxable r e t u r n s  
~ o n i t e m i z e r s '  r e t u r n s  

T o t a l s  

x Less than  $2 .5  m i l l i o n .  
1/ T o t a l  a c t u a l  1963 SLate income t a x  c o l l e c t i o n s  d ~ s t r i b u t e d  on  b a s i s  of  column ( 6 ) .  - . . 
2/ Revenue l o s s  from n deduc t ion  r a t h e r  t h a n  a  c r e d i t  (same a s  e n t r y  i n  column 8 ) .  Mar-gin31 r a t e s  a p p l i c a b l e  t o  t a x p a y e r s  i n  t h i s  A G T  b r a c k e t  - 

a r e  l i k e l y  t o  fxceed  40 p e r c e n t ,  s o  t a x  l i a b i l i t i e s  would be mininlizcd by d e d u c t i n g  St.rte income t a x e s  r a t h e r  titan by c la iming  t h e  c r e d i t .  
3 /  T o t a l  a c t u a l  c o l l e c t i o n s  (which i n c l u d e  t a x e s  p a i d  by F e d e r a l  t a x p a y e r s  who u s e  t h e  s t a n d a r d  deduction--nonitemizers) were ( i n  thousands)  - 

a s  fo l lows- -  1960: $2 ,209 ,294  1962: $2 ,727 ,984  1963: $ 2 , 9 5 5 , 9 9 6 .  

TABLE 27 .--APPROXIMATE FEDERAL REVENUE COST OF THE PRESENT TREATMENT OF STATE INCOME TAX PAYMENTS (DEDUCTIBILITY) COMPAKED WITH THI: INITIAL 
COST OF AN OPTIONAL CREDIT AGAINST FEDERAL TAX OF 40 PERCENT OF THE TAXPAYER'S STATE INDIVIDUAL INCOEE TAX LIABILITY--FISCAL YEARS 1964 TIIRU ~ 9 6 8 ~ '  

( I n  m i l l i o n s )  

-_2T---- 
O p t i o n a l  

c r e d i t  -- 

$ 399 

1 ,582  

1 , 9 8 1  

80 8  

E s t m a t e d  Federa l  income t a x  revenue c o s t  o l :  
F.Y. 

P r e s e n t  
I  nw 

$ 890 

- - -  

890 

- - -  

F.Y. 1964 21 F.Y. 1965 
present loa t iona l  I Preselli 1 OYtLonal  

- 
66 21 F . Y .  1967 21 F.Y. 19 
O p t i o n a l  P r e s e n t  O p t i o n a l  P r e s e n t  

c r e d i t  1 aw c r e d i t  law I law I c r e d i t  I law I c r e d i t  
S t a t e  income t a x e s  c l n i v e d  ~ s  ~ e r s o i i a l  I I I 1 

deduc t ions  
40 p e r c e n t  c r e d i t  f o r  s t a t e  income t a x e s  

p'iid 

T o t a l  c o s t  
A d d i t i o n a l  c o s t  of  t h c  o p t i o n a l  c r e d i t  

p roposa l  

I /  These e s t i m a t e s  a r c  de r ivcd  i n  t h e  same way a s  t h o s e  i n  columns (8 ) ,  and (9) o f  t a b l e  2 6 .  S t a t e  i n d i v i d u a l  income t a x  c o l l e c t i o n s  ( i n  m i l l i o n s )  - 
f o r  t h e  r e l e v a n t  f i s c a l  y e a r s  a r e :  1963--$2,956 a c t u a l ,  1964--$3,415 a c t u a l ,  1965--$3,642 p r e l . ,  1966--$4,350 e s t . ,  and 1967--$4,800 e s t .  

2 /  Es t imates  a r e  based on t h e  assumpt ion  t h a t  t h i s  i s  t h e  f i r s t  y e a r  t h e  p r o p o s a l  i s  i n  e f f e c t .  - 



arguments. F i r s t ,  s p e c i a l  Fede ra l  t a x  t rea tment  f o r  S t a t e  and l o c a l  income 
t a x  payments i s  necessary because t h e  p re sen t  system makes inadequate  com- 
pensa t ion  f o r  t h e  heavy Fede ra l  income t a x  and, t h e r e f o r e ,  t ends  t o  d i v e r t  
S t a t e  and l o c a l  policymakers away from income t axes  t o  consumer and p rope r ty  
t a x e s .  Thus, t h e  Fede ra l  Government's p re sen t  p o l i c y  of " n e u t r a l i t y "  i s  f a r  
more apparent  than  r e a l .  As has a l r eady  been explained,  t h e  p r e s e n t  de- 
duc t ion  t r ea tmen t ,  o r i g i n a l l y  adopted i n  1913, l o s t  i t s  n e u t r a l  cha rac t e r  
when t h e  National  Government embarked on t h e  p o l i c y  of p l ac ing  primary 
r e l i a n c e  on t h e  i n d i v i d u a l  income t a x  during World War 11. 

I f  it i s  app ropr i a t e  t o  exhort  t h e  S t a t e s  t o  make f u l l e r  use of t h e  
pe r sona l  income t a x  i n  t h e  n a t i o n a l  i n t e r e s t ,  it i s  equa l ly  app ropr i a t e  t o  
exhort  t h e  Fede ra l  Government t o  abandon i t s  p re sen t  po l i cy ,  which works 
aga ins t  heavier  S t a t e  r e l i a n c e  on t h e  income t a x ,  and, a s  a  minimum, t o  
pursue a  p o l i c y  of t r u e  n e u t r a l i t y  by providing S t a t e  income t a x  payments 
t h e  s p e c i a l  cons ide ra t ion  necessary t o  achieve t h a t  n e u t r a l i t y .  While it 
i s  not  p o s s i b l e  t o  d e f i n e  t h e  p r e c i s e  amount of s p e c i a l  cons ide ra t ion  t h a t  
would j u s t  compensate f o r  t h e  d e t e r r e n t  e f f e c t  of t h e  Fede ra l  income t a x ,  
reasonable  i n fe rences  can be drawn from h i s t o r i c a l  experience.  We know, 
f o r  example, t h a t  a  90 t o  100 pe rcec t  c r e d i t  would t i p  t h e  s c a l e s  d e c i s i v e l y  
i n  f avo r  of S t a t e  income t a x a t i o n .  We know a l s o  t h a t  t h e  p re sen t  deduct- 
i b i l i t y  system, which i s  equiva len t  t o  an average c r e d i t  of about 24 pe rcen t ,  
does not  compensate f o r  t h e  h igh  Fede ra l  r a t e s ,  and t h a t ,  a s  a  consequence, 
Fede ra l  t a x  p o l i c y  t i p s  t h e  s c a l e s  i n  f avo r  of S t a t e  and l o c a l  conswnption 
and p rope r ty  t a x e s .  This  sugges ts  t h a t  a  c r e d i t  i n  t h e  30 t o  50 pe rcen t  
range might be  an appropr i a t e  compromise between u-ndercompensation ( s t a t u s  

and overcompensation ( t h e  100 percent  o r  f u l l  c r e d i t ) .  

It can a l s o  be argued t h a t  it i s  necessary t o  hur ry  h i s t o r y  along 
because l e t t i n g  na tu re  t a k e  i t s  course ,  a l b e i t  convenient ,  i s  t o o  c o s t l y .  
The p o i n t  must be emphasized t h a t  any dec i s ion  t o  impose a  new gene ra l  t a x  
on t h e  pub l i c  must be viewed a s  a  l a s t  r e s o r t  t ype  of p o l i t i c a l  dec i s ion ,  
and policymakers i n  t h e  non-income t a x  S t a t e s  can be expected t o  e x p l o i t  
l e s s  c o n t r o v e r s i a l  revenue sources be fo re  adopting a  pe r sona l  income t a x ,  
p a r t i c u l a r l y  i n  view of t h e  f a c t  t h a t  t h e  massive presence of t h e  Fede ra l  
income t a x  t i p s  t h e  s c a l e s  i n  f avo r  of consumer t a x e s  a t  t h e  S t a t e  l e v e l .  
Thus, i n  t h e  absence of some type  of compensatory Fede ra l  a c t i o n ,  many i f  
no t  most of t h e  non-income t a x  S t a t e s  w i l l  cont inue t o  be  hobbled by t h e i r  
r e l a t i v e l y  i n e l a s t i c  t a x  s t r u c t u r e s .  

No comprehensive s tudy of a l l  p o s s i b l e  ways of a i d i n g  S t a t e  and 
l o c a l  governments can overrun t h e  hard  l o g i c  t h a t  S t a t e s  should be encouraged 
t o  t a p  t h e i r  t a x  p o t e n t i a l  t o  t h e  f u l l e s t  ex t en t  be fo re  Congress i s  urged t o  
cons ider  any l a r g e - s c a l e  revenue sha r ing  p l an .  Thus, whi le  a compensatory 
p o l i c y  might be viewed a s  Fede ra l  i n t e r v e n t i o n  i n  S t a t e  t a x  p o l i c y  ma t t e r s ,  
it i s  more l o g i c a l  t o  r ega rd  it a s  a  measure t o  r e i n f o r c e  t h e  independence 
of t h e  S t a t e s  by p l a c i n g  them i n  a b e t t e r  p o s i t i o n  t o  sol-ve t h e i r  f i s c a l  
problems out  of t h e i r  own resources .  

A Fede ra l  income t a x  r educ t ion  i n  t h e  form of  a s u b s t a n t i a l  c r e d i t  
f o r  S t a t e  income t a x  payments could be expected t o  have a f a r  g r e a t e r  ex- 
pansionary e f f e c t  on S t a t e  income t a x  y i e l d s  t han  t h e  convent ional  type  of 



Fede ra l  income t a x  reduct ion .  While each d o l l a r  of convent ional  Fede ra l  
income t a x  reduct ion  i s  l i k e l y ,  through i t s  expansionary e f f e c t  on S t a t e  
and l o c a l  t a x  bases ,  t o  i nc rease  c o l l e c t i o n s  on t h e  o rde r  of 1 0  t o  20 cen t s ,  
each d o l l a r  of a  Fede ra l  t a x  reduct ion  i n  t h e  form o f ,  say,  a  40 percent  
c r e d i t  would produce approximately a  $2.50 inc rease  i n  S t a t e  revenue y i e l d ,  
t o  t h e  ex t en t  t h a t  it prompted t h e  S t a t e s  t o  s t e p  up t h e i r  income t a x  pe r -  
formance. Of course,  t o  t h e  ex t en t  t h a t  taxpayers  chose t o  t a k e  a t a x  
c r e d i t  r a t h e r  t han  t h e  p re sen t  deduction f o r  S t a t e  income t a x e s  a l r eady  i n  
f o r c e ,  t h e  l o s s  of Federa l  revenue a t t r i b u t a b l e  t o  S t a t e  income t a x e s  would 
not be o f f s e t  by increased  S t a t e  revenues. 

I n  t h i s  connection, it should be noted t h a t ,  whi le  p r e f e r e n t i a l  t a x  
t rea tment  f o r  S t a t e  income t a x  payments would have t h e  i n i t i a l  e f f e c t  of 
d i sc r imina t ing  i n  favor  of Fede ra l  taxpayers  r e s i d i n g  i n  income t a x  S t a t e s ,  
t h i s  t r a n s i t i o n a l  c o s t  i s  necessary i f  t h e  p o l i c y  i s  t o  have t h e  d e s i r e d  
inf luence .  To t h e  ex t en t  t h e  p o l i c y  i s  e f f e c t i v e  t h e  d i sc r imina t ion  would 
be sho r t - l i ved .  S t a t e  l e g i s l a t o r s  i n  non-income t a x  S t a t e s  would have ample 
oppor tuni ty  and incen t ive  t o  prevent  t h e  h o r i z o n t a l  i nequ i ty  from cont inuing  
f o r  long. 

Moreover, by making t h e  p a r t i a l  c r e d i t  p rov i s ion  e f f e c t i v e  some ( say  
2 o r  4) yea r s  a f t e r  t h e  da t e  of enactment, Congress would be g iv ing  t h e  
l e g i s l a t o r s  i n  t h e  non-income tax S t a t e s  an oppor tuni ty  t o  enact  a  pe r sona l  
income tax and thereby  prevent  d i scr imina tory  Fede ra l  t a x  t rea tment  f o r  t h e i r  
c o n s t i t u e n t s .  It should a l s o  be emphasized t h a t  t h i s  p rospec t ive  approach 
would a l e r t  t h e  l e g i s l a t o r s  i n  t h e  income t a x  S t a t e s  i n  s u f f i c i e n t  t ime t o  
permit  them t o  r a i s e  t h e i r  S t a t e  income t a x  r a t e s  t o  o f f s e t  t h e  Fede ra l  t a x  
reduct ion .  Because many of t h e  income t a x  S t a t e s  make r a t h e r  inadequate use  
of t h i s  revenue source,  it i s  reasonable t o  assume t h a t  t hey  would t end  t o  
t a k e  immediate advantage of t h e  impending Fede ra l  income t a x  reduct ion  v i a  
t h e  p a r t i a l  t a x  c r e d i t  r o u t e  and r a i s e  t h e i r  S t a t e  income t a x  r a t e s .  Thus, 
adopt ion of t h i s  p rospec t ive  approach could conceivably produce r e s u l t s  
somewhat s i m i l a r  t o  a  revenue maintenance provis ion  bu t  without  i t s  coerc ive  
a spec t s .  

Although i n  theory  t h e r e  a r e  t h r e e  b a s i c  po l i cy  p o s i t i o n s  t h a t  t h e  
Fede ra l  Government can t a k e  on t h e  S t a t e  income t a x  i ssue- -a  s t rong  induce- 
ment s t r a t e g y ,  a  compensatory o r  mild inducement po l i cy ,  o r  a  s t a t u s  quo 
pos i t i on - - in  a c t u a l  f a c t  t h e r e  a r e  only two p r a c t i c a l  a l t e r n a t i v e s .  The 
s t rong  inducement approach exemplif ied by t h e  90 percent  unemployment t a x  
c r e d i t  f o r  t a x e s  pa id  t o  S t a t e s  appears t o  be n e i t h e r  necessary nor a v a i l a b l e ,  
a t  l e a s t  a t  t h i s  t ime,  f o r  t h e  purpose of encouraging t h e  S t a t e  pe r sona l  
income t a x  movement. 

The i s s u e  thus  reduces i t s e l f  t o  t h e  r e l a t i v e  m e r i t s  of a s t a t u s  quo 
p o s i t i o n ,  which r e j e c t s  any type  of p r e f e r e n t i a l  Fede ra l  t a x  t rea tment  f o r  
S t a t e  income t a x  payments, and a  compensatory o r  mild inducement po l i cy ,  
which would use  a p a r t i a l  c r e d i t  t o  "neu t r a l i ze"  t h e  d e t e r r e n t  e f f e c t  of 
t h e  heavy Federa l  income t a x .  



The s t a t u s  quo suppor te rs  can be expected t o  t a k e  a  b l eak  view of 
t h e  p o l i t i c a l  e f f e c t  of any proposa l  f o r  g r a n t i n g  p r e f e r e n t i a l  Fede ra l  t a x  
t r ea tmen t ,  no mat te r  how l i m i t e d ,  f o r  S t a t e  and l o c a l  income t a x  payments 
on t h e  grounds t h a t  it would v i o l a t e  t h e  accepted o r  t r a d i t i o n a l  concept of 
n e u t r a l i t y  and would be i n t e r p r e t e d  a s  Fede ra l  i n t e r v e n t i o n  i n  S t a t e  t a x  
p o l i c y  ma t t e r s .  The s t a t u s  quo advocates ,  on t h e  o the r  hand, can be ex- 
pec t ed  t o  t a k e  a  r a t h e r  o p t i m i s t i c  view of t h e  f u t u r e  of t h e  S t a t e  income 
t a x  movement. They can p o i n t  t o  r e c e n t  S t a t e  income t a x  enactments and t o  
t h e  S t a t e s '  compelling need f o r  a d d i t i o n a l  revenue i n  support  of t h e i r  view 
t h a t  t h e  f i s c a l  winds have s h i f t e d  and a r e  now p r o p e l l i n g  r a t h e r  t han  r e -  
t a r d i n g  t h e  pe r sona l  income t a x  movement. 

The case  f o r  a  moderate inducement p o l i c y  r e s t s  on t h e  claim t h a t  
t h e  p re sen t  d e d u c t i b i l i t y  system f a i l s  t o  compensate adequately f o r  t h e  
heavy Fede ra l  income t a x ,  and t h a t  Fede ra l  t a x  po l i cy ,  t h e r e f o r e ,  t i p s  t h e  
s c a l e s  away from income t a x e s  i n  f avo r  of consumption and proper ty  t a x a t i o n  
a t  t h e  S t a t e  and l o c a l  l e v e l s .  Thus, i f  it i s  i n  t h e  n a t i o n a l  i n t e r e s t  t o  
exhor t  t h e  S t a t e s  t o  make f u l l e r  use  of t h e  pe r sona l  income t a x ,  it i s  
equa l ly  app ropr i a t e  t o  exhort  t h e  Fede ra l  Government t o  abandon i t s  p r e s e n t  
p o l i c y ,  which works aga ins t  f u l l e r  u se  o f  income t a x e s  by t h e  S t a t e s ,  and t o  
urge  t h a t ,  a s  a  minimum, it pursue a  p o l i c y  of " t rue"  n e u t r a l i t y  by provid ing  
s p e c i a l  cons ide ra t ion  f o r  S t a t e  income tax payments. I n  essence,  t h i s  argu- 
ment r e s t s  on t h e  assumption t h a t  t h i s  case  r e q u i r e s  t h e  Fede ra l  Government 
t o  d i sc r imina te  i n  o rde r  t o  be  f a i r .  

The b e l i e f  t h a t  p re sen t  Fede ra l  p o l i c y  i s  non-neutral  r e s t s  on t h e  
f a c t  t h a t  t h e  heavy Fede ra l  r e l i a n c e  on t h e  pe r sona l  income t a x  s i n c e  t h e  
l a t e  1930 ' s  s t ands  out  a s  t h e  s i n g l e  most important d e t e r r e n t  t o  expanded 
S t a t e  u se  of t h i s  revenue source.  

Supporters  of  a  mi ld  inducement o r  compensatory p o l i c y  a l s o  cha l lenge  
t h e  sanguine view t h a t  t h e  winds a r e  now behind t h e  S t a t e  income t a x  move- 
ment. They emphasize t h a t  t h e  dec i s ion  t o  impose a  new gene ra l  t a x  on t h e  
p u b l i c  must be viewed a s  a  l a s t  r e s o r t  ty-pe of p o l i t i c a l  dec i s ion  on t h e  
p a r t  of governors and l e g i s l a t o r s .  Thus, policymakers i n  t h e  non-income 
t a x  S t a t e s  can be expected t o  e x p l o i t  l e s s  c o n t r o v e r s i a l  revenue sources  
be fo re  adopting a  pe r sona l  income t a x ,  p a r t i c u l a r l y  i n  view of t h e  f a c t  
t h a t  t h e  massive presence of t h e  Fede ra l  income t a x  t i p s  t h e  s c a l e s  i n  
f avo r  of consumption t a x e s  a t  t h e  S t a t e  l e v e l .  I n  t h e  absence of some t y p e  
of compensatory Fede ra l  a c t i o n ,  many of t h e  non-income t a x  S t a t e s  w i l l  
cont inue t o  be hobbled by t h e i r  r e l a t i v e l y  i n e l a s t i c  t a x  s t r u c t u r e s .  

As  i n d i c a t e d  e a r l i e r ,  we do not  here  consider  a l t e r n a t i v e  ways by 
which t h e  Fede ra l  Government could sha re  i t s  revenue w i t h  t h e  S t a t e s  o r  
provide them w i t h  o the r  forms of f i n a n c i a l  a s s i s t a n c e .  Our purpose i s  
l i m i t e d :  t o  cons ider  t h e  amount of f i n a n c i a l  inducement t h a t  would be 
r equ i r ed  t o  o f f s e t  t h e  d e t e r r e n t  e f f e c t  of t h e  heavy Federa l  income t a x  on 
t h e  S t a t e  pe r sona l  income t a x  movement. It i s  f o r  t h i s  reason t h a t  we do 
not  advance a  p r e c i s e  percentage f o r  such p a r t i a l  income t a x  c r e d i t ,  recog- 
n i z i n g  t h a t  t h e  measurement of t h e  amount r equ i r ed  t o  achieve t h e  l i m i t e d ,  
n e u t r a l i z i n g  purpose sought i s  e s s e n t i a l l y  a  p o l i t i c a l  judgment t h a t  can 
b e s t  be assessed  i n  t h e  l e g i s l a t i v e  arena.  



F i n a l l y ,  it needs t o  be recorded t h a t  w e  have considered va r ious  
techniques f o r  encouraging more e f f e c t i v e  S t a t e  u se  of income t a x e s .  Our 
p re sen t  d i scuss ion  i s  Limited, however, t o  only some of t h e s e ,  t h o s e  found 
t o  have p a r t i c u l a r  re levance  a s  instruments  f o r  n e u t r a l i z i n g  t h e  d e t e r r e n t  
e f f e c t  of t h e  Fede ra l  income t a x .  



Chapter 7 

UNIFORMITY A.ND ADMINISTRATIVE ISSUES 

A wide ly- t reasured  premise of t h e  t a x  p o l i c y  debate  surrounding t h e  
American f e d e r a l  system has long h e l d  t h a t  f i s c a l  r e s p o n s i b i l i t y  would b e s t  
be served i f  each l e v e l  of government--Federal, S t a t e  and loca l - -could  have 
i t s  own p rese rve  i n  which t o  hunt f o r  revenue undis turbed  by poachers from 
t h e  o the r  l e v e l s .  E f f o r t s  t o  t r a n s l a t e  t h i s  p ropos i t i on  i n t o  p o l i c y  guide- 
l i n e s  were accustomed t o  a s s ign  i n d i v i d u a l  and corpora te  income t o  t h e  
Fede ra l  Government, consumption expenditures  t o  t h e  S t a t e s ,  and p rope r ty  t o  
l o c a l  governments. 

Experience s i n c e  World War 11, however, has tended t o  c a l l  i n t o  ques- 
t i o n  some of t h e  assumptions underlying t h i s  s e p a r a t i o n  of revenue sources 
view. A s  intergovernmental  t r a n s f e r s  of funds--grants- in-aid--have r i s e n  1~ 
from minor t o  major s i g n i f i c a n c e  i n  t h e  budgets of a l l  l e v e l s  of governmen€, 
t h e  accumulating experience has assuaged some of t h e  o r i g i n a l  r e s e r v a t i o n s  
about i n t e r l e v e l  f i s c a l  dependence. Moreover, t h e  t r a d i t i o n a l  ca se  a g a i n s t  
overlapping t a x a t i o n  of t h e  same t a x  base by more than  one l e v e l  of govern- 
ment has l o s t  much of i t s  persuas iveness .  I n  p a r t  t h e  concern has s h i f t e d  
from Federa l -S ta te  and S t a t e - l o c a l  overlapping t o  t h e  i n t e n s i f y i n g  problems 
of i n t e r - S t a t e  and i n t e r - l o c a l  m u l t i p l e  t a x a t i o n  of bus iness  and ind iv idua l s .  

S e t t i n g  a s i d e  i t s  t r a d i t i o n a l  hands-off p o l i c y  on ques t ions  of i n t e r -  
s t a t e  t a x  j u r i s d i c t i o n ,  t h e  Congress i s  inc reas ing ly  concerning i t s e l f  w i t h  
t h e  i n t e r s t a t e  problems a s soc i a t ed  w i t h  corpora t ion  income and gene ra l  s a l e s -  
use  t a x e s .  I n  p a r t  it i s  simply t h a t  t h e  S t a t e s '  s t a k e  i n  t h e  income t a x  
f i e l d  and l o c a l  governments' s t a k e  i n  t h e  s a l e s  t a x  a rea  have deprived 
' ' separa t ion  of revenue sources" goa ls  of  t h e i r  r ea l i sm.  Proposals  t h a t  t h e s e  
governments' important ves t ed  i n t e r e s t s  be uprooted and r e a l l o c a t e d  can no 
longer  be taken s e r i o u s l y .  Indeed, many of t hose  who i n  t h e  p a s t  have tended 

1/ I n  1946 g r a n t s  t o  S t a t e  and l o c a l  governments accounted f o r  l e s s  than  2 - 
percent  of Fede ra l  g e n e r a l  expenditures .  By 1964 they  had r i s e n  t o  9.4 
pe rcen t ,  and such g r a n t s  had doubled i n  r e l a t i v e  importance a s  a source 
of S t a t e  revenue. During t h e  same pe r iod  g r a n t s  from S t a t e  and Fede ra l  
governments increased  a s  a percentage of l o c a l  gene ra l  revenue from 26 
t o  32 pe rcen t .  Bureau of t h e  Census, Census of Governments: 1962, 
Vol. V I ,  No. 4 ,  H i s t o r i c a l  S t a t i s t i c s  on Governmental Finances and- 
Employment, 1964, pp. 36, 42, 45; Governmental Finances i n  1963-64, 
May 1965, PP. 19, 22. 



t o  f avo r  S t a t e  abandonment of t h e  ind iv idua l  income t a x  seem t o  have recog- 
n ized  t h a t  t h e  ch ief  disadvantages of overlapping--administrat ive i n e f f i c i e n c y  
and taxpayer  inconvenience--actual ly  can be mi t iga t ed  by measures t h a t  f a l l  
f a r  s h o r t  of t h e  e l imina t ion  of overlapping.  Thus, t h e  r e a c t i o n  t o  overlap-  
p ing ,  e s p e c i a l l y  i n  t h e  income t a x  a rea ,  has s h i f t e d  from a c a l l  f o r  s epa ra t ion  
of sources t o  a quest  f o r  conformity between t h e  p rov i s ions  of t h e  Fede ra l  and 
S t a t e  income t a x  laws. 

INTERGOVERNMENTAL CONFORMITY I N  THE DEFINITION OF TAXABLE INCOME 

Evidence of t h e  growing inf luence  of t h e  conformity view i s  volumi- 
nous. Since World War I1 f o u r  S t a t e s - - inc lud ing  t h e  then  (1949) t e r r i t o r y  
of Alaska--have adopted new ind iv idua l  income t a x e s ,  and each of t h e s e  laws 
e x p l i c i t l y  conforms i t s  p rov i s ions  t o  t h e  Federa l  I n t e r n a l  Revenue Code. 
Wisconsin has  j u s t  completed major a c t i o n  designed t o  conform i t s  law t o  
t h e  Federa l  Code. Many S t a t e  t a x  s t u d i e s  have looked i n t o  t h e  advantages 
and disadvantages of conformity, and t h e  widespread i n t e r e s t  expressed i n  
t h e  progress  of t h i s  Commission's p re sen t  s tudy  i s  testimony t o  t h e  proposi-  
t i o n  t h a t  s t a t u t o r y  conformity between S t a t e  and Federa l  laws i s  "an i d e a  
whose time has come." A t  t h e  very l e a s t ,  t h i s  appears  t o  be a p r o p i t i o u s  
junc ture  f o r  an  a p p r a i s a l  of t h e  a c t u a l  ex t en t  of progress  toward conformity 
and t h e  case  f o r  speeding it on. I n  t h e  fol lowing pages t h e  gene ra l  forms 
such conformity has taken  a r e  a l s o  considered,  a s  a r e  t h e  f a c t o r s  t h a t  must 
be taken i n t o  account i n  choosing among t h e  var ious  a l t e r n a t i v e s .  

Ex i s t i ng  Dive r s i t y :  Extent  and Fac to r s  Responsible 

The e x i s t i n g  ex ten t  of conformity between t h e  exc lus ion  and deduct ion 
p rov i s ions  of t h e  Federa l  I n t e r n a l  Revenue Code and S t a t e  i n d i v i d u a l  income 
t a x  laws i s  d i scussed  i n  d e t a i l  i n  Technical  Paper 2 and i s  not  repea ted  
he re .  Our f i n d i n g s  make c l e a r  t h a t  conformity i s  s u b s t a n t i a l .  The sum- 
mary t a b l e s  i n  t h e  Technical  Paper conta in  f a r  more X ' s ,  i n d i c a t i n g  conformity, 
t han  blanks o r  foo tno te s ,  i n d i c a t i n g  non-conformity. However, w i th  r e s p e c t  
t o  c e r t a i n  p rov i s ions ,  e s p e c i a l l y  i n  t h e  a r e a  of deduct ions,  conformity i s  
s t i l l  s u b s t a n t i a l l y  lack ing .  Not i n s i g n i f i c a n t l y  , moreover, d i v e r s i t y  i s  
most evident  among t h e  most complicated and widely-used deduct ions--for  
medical expenses,  c h a r i t a b l e  con t r ibu t ions ,  and t h e  ch i ld -ca re  expenses of 
working parents - -as  t h e  ex tens ive  numbers of foo tno te s  f o r  t h e s e  p rov i s ions  
i n d i c a t e .  

Many f a c t o r s  account f o r  t h e  p e r s i s t e n c e  of v a r i e t y  i n  t h e  d e f i n i t i o n s  
of t h e  ind iv idua l  income t a x  base .  Some d i v e r s i t y  i s  beyond t h e  c o n t r o l  of 
S t a t e  l e g i s l a t u r e s ,  though i f  t h e  v a r i a t i o n s  were l i m i t e d  t o  such cases  t hey  
would be of r e l a t i v e l y  minor concern. S t a t e  p rov i s ions  n e c e s s a r i l y  d i f f e r  

See p. 167,  f f .  



from t h e  Fede ra l  w i t h  r e spec t  t o  t h e  t a x a t i o n  of i n t e r e s t  from government 
s e c u r i t i e s .  Present  c o n s t i t u t i o n a l  i n t e r p r e t a t i o n s  o r  s t a t u t o r y  p rov i s ions  
ba r  t h e  Fede ra l  Government from t ax ing  S t a t e  and l o c a l  i n t e r e s t  payments 
and v i c e  ve r sa ,  bu t  a l l  governments a r e  f r e e  t o  t a x  i n t e r e s t  on t h e i r  own 
o b l i g a t i o n s  and S t a t e s  a r e  f r e e  t o  t a x  t h e  o b l i g a t i o n s  of o the r  S t a t e s .  

Some d i f f e r e n c e s  o r i g i n a t e  i n  t h e  f a c t  t h a t  t h e  d a t e s  of adopt ion of 
income t a x e s  d i f f e r  among t h e  S t a t e s  and t h e  Fede ra l  Government. C a p i t a l  
ga ins  accrued up t o  t h e  t ime an income t a x  i s  adopted cannot be s u b j e c t  t o  
t a x a t i o n ,  f o r  example. Tax a c c o u n t a b i l i t y  f o r  c a p i t a l  ga ins  began i n  1913 
under t h e  I n t e r n a l  Revenue Code; a t  l a t e r  da t e s  under t h e  laws of most of 
t h e  S t a t e s .  Such forms of d i v e r s i t y  a r e  r e l a t i v e l y  few, and they  a f f e c t  
only a very smal l  minor i ty  of taxpayers .  The S t a t e s  t h a t  have conformed 
t h e i r  laws t o  t h e  Fede ra l  Code have demonstrated t h a t  t h e s e  k inds  o f  d i f f e r -  
ences a r e  q u i t e  manageable. 

A more s e r i o u s  problem a r i s e s  f o r  t h e  S t a t e s  i n  which enactment by 
r e fe rence  t o  t h e  Fede ra l  I n t e r n a l  Revenue Code p rov i s ions  has  been i n t e r p r e t e d  
t o  be  an unauthorized de l ega t ion  of l e g i s l a t i v e  a u t h o r i t y  by S t a t e  l e g i s l a -  
t u r e s .  I n  t h e s e  s i t u a t i o n s  t h e  S t a t e  l e g i s l a t u r e  a t  any one t ime can adopt 
by r e fe rence  only  p rov i s ions  of t h e  Fede ra l  law t h a t  a r e  a l r eady  i n  e f f e c t .  
It cannot fo l low t h i s  p r a c t i c e  p rospec t ive ly  w i t h  r e s p e c t  t o  subsequent 
amendments of t h e  I n t e r n a l  Revenue Code, and t h e  Code undergoes s i g n i f i c a n t  
amendment every two o r  t h r e e  years  on t h e  average.  The only remedy i n  t h e s e  
s i t u a t i o n s  i s  amendment of t h e  S t a t e  c o n s t i t u t i o n ,  a s  was done, f o r  example, 
by New York and was r e c e n t l y  i n i t i a t e d  i n  Ca l i fo rn i a - - a  t o r t u o u s  process  f o r  
some S t a t e s ;  a  d i f f i c u l t  one f o r  a l l .  This i s s u e  i s  d iscussed  i n  Technical  
Paper 1 ( p. 153, f f  .). 

Far more important than  t h e s e  r e l a t i v e l y  few "mandated" d i f f e r e n c e s  
a r e  t hose  a r i s i n g  ou t  of e f f o r t s  t o  serve  i n  d i f f e r i n g  ways s o c i a l  and 
economic po l i cy  o b j e c t i v e s  t h a t  a r e  not  always viewed i n  t h e  same l i g h t  by 
Fede ra l  and S t a t e  p o l i c y  makers. Although every S t a t e  has e l e c t e d  t o  fo l low 
t h e  Fede ra l  Code i n  exempting l i f e  insurance proceeds from t a x a t i o n ,  11 
S t a t e s  do not  exempt unemployment compensation payments, a s  t h e  Fede ra l  law 
does. Twenty S t a t e s  use  exemption from t h e i r  income t a x e s  a s  a  means of 
i n d i r e c t l y  subs id i z ing  t h e i r  t e a c h e r s '  r e t i r emen t  systems, and Minnesota 
s t ands  a lone  i n  i t s  at tempt  t o  r e l i e v e  t h e  burdens of campaigning f o r  pub l i c  
o f f i c e  by al lowing candidates  t o  deduct a  l i m i t e d  amount of  t h e i r  own ex- 
penses.  

The freedom of t h e  S t a t e s  t o  experiment i n  t h e  f i e l d  of s o c i a l  and 
economic p o l i c y  has always been one of  t h e  most valued advantages of t h e  
American f e d e r a l  system. Decisions t o  d i f f e r  from t h e  Fede ra l  d e f i n i t i o n s ,  
neve r the l e s s ,  do t end  t o  involve inconvenience t o  taxpayers ,  h igher  adminis- 
t r a t i v e  c o s t s ,  and revenue l o s s e s  o r  ga ins  al though they  may b e  motivated 
by cons ide ra t ions  of  equ i ty  among taxpayers  a s  where, i n  t h e  view of t h e  
S t a t e ,  s p e c i a l  Fede ra l  p rov i s ions  f avo r  some taxpayers  over  o t h e r s  w i t h  
equal  incomes who a r e  unable o r  unwi l l ing  t o  t a k e  advantage of t h e  p rov i s ions .  
A l l  of t h e s e  f a c t o r s  must be taken  i n t o  cons ide ra t ion  and balanced a g a i n s t  
t h e  va lue  of t h e  s o c i a l  and economic p o l i c y  purposes served .  It i s  hard t o  
avoid t h e  conclusion t h a t  a  g r e a t  d e a l  of t h e  p re sen t  d i v e r s i t y  i n  t h e  a r e a  



of  d e f i n i t i o n s  is  without  redeeming s o c i a l  o r  economic po l i cy  importance. 
Ul t imate ly ,  however, t h e  dec i s ion 'w i th  r e spec t  t o  p a r t i c u l a r  p rov i s ions  can 
only be made by t h e  e l e c t e d  r e p r e s e n t a t i v e s  of t h e  taxpayers  i n  t h e  j u r i s -  
d i c t  ion  concerned. 

No S t a t e  t h a t  embarks today upon a  gene ra l  d i scuss ion  of t h e  income 
tax--whether i n  t h e  context  of debate  over i n i t i a l  adoption o r  r e - eva lua t ion  
of an e x i s t i n g  law--can avoid t h e  ques t ion  of conformity between S t a t e  
d e f i n i t i o n s  and t h e  I n t e r n a l  Revenue Code. Whatever course a  S t a t e  u l t i -  
mately decides upon, a  dec i s ion  on t h e  extent-of-conformity i s s u e  i s  neces- 
s a r i l y  involved,  and t h e  i s s u e  should be f aced  e x p l i c i t l y ,  a s  C a l i f o r n i a ' s  
Assembly In t e r im  Committee on Revenue and Taxation i s  doing. 

A l t e r n a t i v e  Approaches t o  Conformity 

A S t a t e  can adopt ,  w i th  r e s p e c t  t o  t h e  r e l a t i o n s h i p  between t h e  
Federa l  I n t e r n a l  Revenue Code and i t s  own d e f i n i t i o n s ,  any one of 6 r e l a t i v e l y  
c l ea r - cu t  pos tu re s .  The a l t e r n a t i v e  p o l i c i e s ,  which range from none t o  com- 
p l e t e  conformity, a r e  a s  fo l lows:  

( 1 )  I n  t heo ry ,  a  S t a t e  can e l e c t  t o  ignore t h e  Federa l  Code completely.  
This  would not  n e c e s s a r i l y  mean t h a t  t h e r e  would be no s i m i l a r i t i e s  between 
S t a t e  and Fede ra l  p rov i s ions .  I n  p r a c t i c e ,  a s  Technical  Paper 2 makes c l e a r ,  
every S t a t e  law conta ins  some provis ions  t h a t  e f f e c t i v e l y  a r e  t h e  same a s  
those  i n  t h e  I n t e r n a l  Revenue Code. 3' We do not  know, however, whether t h e  
p rov i s ions  a r e  s i m i l a r  by coincidence o r  by design.  This f i r s t  category i s  
necessary t o  cover t h e  case  of co inc iden ta l  conformity, though most cases  of 
conformity t o  p a r t i c u l a r  p rov i s ions  probably a r e  examples of t h e  next-mentioned 
a l t e r n a t i v e  . 

( 2 )  A S t a t e  can conform i n t e n t i o n a l l y  t o  t h e  I n t e r n a l  Revenue Code 
wi th  r e spec t  t o  p a r t i c u l a r  exc lus ion  and deduction p rov i s ions .  The laws of 
18 S t a t e s  and t h e  D i s t r i c t  of Columbia conform i n  varying degrees t o  s p e c i f i c  
Federa l  p rov i s ions ,  p l ac ing  them i n  t h i s  category o r  i n  category 1, depending 
on whether t h e  conformity i s  i n t e n t i o n a l  o r  co inc iden ta l .  

The extreme example of a  category 2 S t a t e  i s  C a l i f o r n i a ,  which fol lows 
a  d e l i b e r a t e  p o l i c y  of adoption of s p e c i f i c  Federa l  p rov i s ions  a s  soon a s  
p r a c t i c a b l e  a f t e r  t h e i r  enactment by t h e  Congress. C a l i f o r n i a  has been so 
consc ien t ious  i n  i t s  implementation of t h i s  approach t h a t  t h e  a c t u a l  ex t en t  
of un i formi ty  between i t s  t a x  law and t h e  I n t e r n a l  Revenue Code ( IRC)  com- 
pa re s  favorably  wi th  t h e  s i t u a t i o n  of s e v e r a l  S t a t e s  t h a t  have e l e c t e d  

L/ Conformity of S t a t e  Personal  Income Tax Laws t o  Federa l  Personal  Income 
Tax Laws, Volume 4, Number 10 ,  P a r t  3, September 1964. 

Nebraska's new income tax,  s t i l l  sub jec t  t o  a  referendum, and t h e  l i m i t e d  
New Hampshire, New Je r sey ,  and Tennessee t a x e s  a r e  not  considered here .  



p o l i c i e s  t h a t  rank c l o s e r  t o  complete conformity than  t h i s  ca tegory .  The 
C a l i f o r n i a  case  i l l u s t r a t e s  t h e  d i f f i c u l t y  of formula t ing  a  p e r f e c t l y  con- 
s i s t e n t  and non-overlapping conformity c l a s s i f i c a t i o n .  Nonetheless,  a  p o l i c y  
of t h e  type  pursued by C a l i f o r n i a  would logic all;^ be expected t o  y i e l d  a 
l e s s e r  degree of un i formi ty  than  those  d iscussed  below. 

( 3 )  The next  s t e p  toward complete conformity i n  S t a t e  and Federa l  
d e f i n i t i o n s  has been taken  by two States--Minnesota and Indiana .  It involves  
t h e  adoption by r e fe rence  of t h e  Fede ra l  d e f i n i t i o n  of ad jus t ed  g ros s  income. 
I n  t h e  case  of Minnesota t h e  taxpayer  must i t emize  h i s  S t a t e  deduct ions sep- 
a ra te ly- - roughly  a  ca tegory  2 s i t u a t i o n  w i t h  r e s p e c t  t o  deduct ions.  I n d i a n a ' s  
"ad jus ted  gross  income" t a x  makes no p rov i s ion  f o r  pe r sona l  deduct ions.  

(4) The next  most comprehensive form of s t a t u t o r y  uni formi ty  between 
t h e  Fede ra l  I n t e r n a l  Revenue Code and t h e  personal  income tax laws of t h e  
i n d i v i d u a l  S t a t e s  i s  found i n  t h e  laws of a  h a l f  dozen S t a t e s .  I n  essence 
t h i s  p o l i c y  de f ines  n e t  income (be fo re  pe r sona l  exemptions) f o r  S t a t e  pur -  
poses a s  Fede ra l  n e t  income (be fo re  exemptions),  w i th  c e r t a i n  s p e c i f i c a l l y -  
def ined  modi f ica t ions ,  some of which a r e  necessary i n  o rde r  t o  s a t i s f y  c e r t a i n  
c o n s t i t u t i o n a l  c o n s t r a i n t s .  Bas i ca l ly ,  t h e  cons t  i t u t  i o n a l  c o n s t r a i n t s  
r e l a t e  t o  t h e  t rea tment  of i n t e r e s t  on government s e c u r i t i e s .  This  approach 
i s  i~nplemented i n  two ways. Of t h e s e  t h e  a l t e r n a t i v e  involv ing  t h e  l e s s e r  
degree of un i formi ty  adopts  t h e  d e f i n i t i o n  of n e t  income t h a t  appears  i n  t h e  
I R C  a s  amended t o  a  s p e c i f i c  d a t e .  Five S t a t e s  have adopted t h i s  a l t e r n a t i v e .  
Of t h e s e ,  t h r e e  a r e  cu r r en t  ( ~ a w a i i ,  Iowa, and North ~ a k o t a ) ,  t h a t  i s ,  t h e i r  
s t a t u t e s  r e f e r  t o  t h e  IRC a s  amended through December 31, 1964, a d a t e  t h a t  
fo l lows  t h e  most r e c e n t  amendments t o  t h e  Fede ra l  Code. One o t h e r  S t a t e  has 
lagged i n  updat ing i t s  s t a t u t o r y  r e fe rences  t o  t h e  I n t e r n a l  Revenue Code-- 
Kentucky (IRC a s  of January 1, 1956).  F i n a l l y ,  Vermont g ives  i t s  taxpayers  
a  choice between t h e  I R C  d e f i n i t i o n  a s  amended t o  January 1, 1963, o r  t h e  
d e f i n i t i o n  a s  amended t o  t h e  end of t h e  t axab le  year  i n  ques t ion .  The 
Vermont p o l i c y  (which may have been adopted i n  deference t o  t h e  ques t ion  of 
de lega ted  l e g i s l a t i v e  a u t h o r i t y ) ,  on t h e  bas i s  of i t s  i n c l u s i o n  of t h e  l a t t e r  
a l t e r n a t i v e ,  i n  f a c t  s p i l l s - o v e r  i n t o  t h e  s i x t h  category.  

Adoption by r e fe rence  of t h e  cu r r en t  and p rospec t ive  Fede ra l  d e f i n i -  
t i o n  of n e t  income i s  s u f f i c i e n t l y  c l o s e r  t o  complete conformity t o  warran t  
d i s t i n g u i s h i n g  it from a p o l i c y  of r e f e rence  t o  a  p a r t i c u l a r  da t e .  This  
form of uni formi ty  appears i n  t h e  income t a x  law of  Colorado. 

(5) The f i n a l  l o g i c a l  s t e p  toward complete conformity w i t h  t h e  
I n t e r n a l  Revenue Code would involve adoption by r e fe rence  of Fede ra l  taxa-  
b l e  income a s  t h e  S t a t e  t a x  base .  This approach d i f f e r s  from t h e  preceding 
one only i n  t h a t  t h e  S t a t e  would a l s o  conform t o  t h e  Fede ra l  p o l i c y  on per -  
sona l  exemptions. Two Sta tes - - Idaho and West Virginia--have adopted t h i s  
a l t e r n a t i v e  on a r e t r o s p e c t i v e  b a s i s ,  though they  a r e  both  cu r r en t  a t  t h e  
p re sen t  t ime.  Alaska, Montana, New Mexico, and New York have adopted 
Fede ra l  t a x a b l e  income on a  p rospec t ive  b a s i s .  Note, however, t h a t  none of 
t h e s e  S t a t e s  r e a l l y  conforms completely t o  t h e  Fede ra l  Code, because each 

The ques t ion  of pe r sona l  exemptions i s  considered i n  Chapter 5. 



has e l e c t e d  t o  go beyond t h e  c o n s t i t u t i o n a l l y  mandated except ions t o  provide 
f o r  a t  l e a s t  one exc lus ion  o r  deduction t h a t  i s  not  allowed by t h e  I n t e r n a l  
Revenue Code. 

(6) Complete s t a t u t o r y  uni formi ty  could a l s o  be achieved by "basing" 
t h e  S t a t e  t a x  on t h e  t axpaye r ' s  Fede ra l  i n d i v i d u a l  income t a x  l i a b i l i t y  (wi th  
app ropr i a t e  adjustments  t o  s a t i s f y  c o n s t i t u t i o n a l  requirements ) . This  is  
t h e  approach t h a t  u s u a l l y  comes f i r s t  t o  mind when Fede ra l -S ta t e  conformity 
i s  mentioned. It epi tomizes taxpayer  convenience. Since t h e  Fede ra l  t a x  i s  
progress ive ,  a S t a t e  t a x  equal  t o  a uniform percentage of t h e  Fede ra l  t a x  
would b u i l d  i n t o  t h e  S t a t e  t a x  a corresponding degree of graduat ion .  The 
S t a t e  t a x ,  however, does not  n e c e s s a r i l y  need t o  be def ined  a s  a uniform 
percentage of t h e  Federa l .  The S t a t e  r a t e  schedule could be s t r u c t u r e d  t o  
achieve any t a x  burden p a t t e r n  des i r ed .  I n  substance--though not ,  of course,  
i n  form--this  approach i s  ind i s t i ngu i shab le  from category 5 so  long a s  t h e  
modi f ica t ions  of Fede ra l  d e f i n i t i o n s  a r e  confined t o  t hose  mandated by S t a t e  
and Fede ra l  c o n s t i t u t i o n s .  I f  t h e  S t a t e  t a x  base i s  t h e  "same" as t h e  
Federa l ,  then  i d e n t i c a l  t a x  l i a b i l i t i e s  can be der ived  from S ta t e .  r a t e s  
def ined a s  percentages of t h e  Fede ra l  l i a b i l i t y  and from an appropr i a t e  
S t a t e  r a t e  schedule app l i ed  t o  Federa l  t a x a b l e  income. I n  f a c t  t h e  d i s t i n c -  
t i o n  between c a t e g o r i e s  5 and 6 has no more than  academic s i g n i f i c a n c e ,  
because none of t h e  S t a t e s  t h a t  has adopted t h e  Fede ra l  d e f i n i t i o n  of t a x a b l e  
income has confined i t s  except ions t o  t h e  c o n s t i t u t i o n a l  requirements .  Nor, 
it might be added, i s  a S t a t e  l i k e l y  t o  e x e r c i s e  such r e s t r a i n t ,  s i n c e  t h e  
tempta t ion  t o  enac t  modi f ica t ions  i s  inherent  i n  t h e  f i f t h  approach. 

This form of conformity lends  i t s e l f  t o  two forms of admin i s t r a t i on ;  
t h e  choice between them probably would involve l i t t l e  more than  t h e  ques t ion  
of admin i s t r a t i ve  e f f i c i e n c y .  The completely-conforming S t a t e  t a x  could be 
administered convent iona l ly  by a S t a t e  department of revenue, o r  it could 
be  handled by t h e  I n t e r n a l  Revenue Serv ice- - in  which case  it would be r e f e r r e d  
t o  a s  a "supplement" t o  t h e  Fede ra l  personai  income t a x .  

Choice of a Conformity Pol icy  

An ind iv idua l  S t a t e ' s  choice among t h e s e  a l t e r n a t i v e  pos tu re s  v i s  a 
v i s  t h e  Fede ra l  I n t e r n a l  Revenue Code involves  t h e  most d e l i c a t e  ba lanc ing  
of t h e  cons ide ra t ions  mentioned ear l ier--compliance and admin i s t r a t i ve  c o s t s ,  
revenue e f f e c t s ,  and equ i ty .  As f a r  a s  taxpayer  convenience and adminis t ra -  
t i v e  e f f i c i e n c y  a r e  concerned, t h e  evidence sugges ts  t h a t  d i f f e r e n c e s  among 
a l t e r n a t i v e s  3, 4, 5 ,  and 6 a r e  r e l a t i v e l y  i n s i g n i f i c a n t .  The advantages 

_I/ Defining t h e  S t a t e  t a x  base a s  t h e  Fede ra l  t a x  l i a b i l i t y  r a t h e r  t han  
Federa l  t axab le  income extends conformity t o  t h e  I n t e r n a l  Revenue Code 
one s t e p  f u r t h e r  i n  substance.  The Federa l  t a x  c r e d i t s - - t h e  most 
important of which i s  t h e  r e t i r emen t  income c r e d i t - - a r e  incorpora ted  
i n t o  t h e  S t a t e  law i n  add i t i on  t o  t h e  Fede ra l  exc lus ions  and deduct ions.  



of conformity can be achieved r e l a t i v e l y  w e l l  under any of  t h e s e  approaches, 
w i th  some s l i g h t  advantage t o  6 over a l t e r n a t i v e s  3-5. P o l i c i e s  1 and 2,  
however, r e q u i r e  t h e  taxpayer  t o  compute h i s  S t a t e  l i a b i l i t y  each yea r  w i t h  
h e l p  from h i s  Fede ra l  r e t u r n ,  a t  b e s t ,  only w i t h  r e spec t  t o  t h e  amounts of 
income and s p e c i f i c  deduct ions and exc lus ions  t o  t h e  ex t en t  t h a t  they  happen 
t o  conform t o  t h e  Fede ra l .  The advantage of  p o l i c i e s  3-6 is  t h a t  t h e  t a x -  
payer can t a k e  one f i g u r e  from h i s  Federa l  r e t u r n ,  make two, o r  t h r e e ,  o r  
fou r  c a l c u l a t i o n s ,  and be done wi th  h i s  S t a t e  r e t u r n .  S imi l a r  cons ide ra t ions  
apply t o  t h e  ease  w i t h  which t h e  advantages of Fede ra l -S ta t e  admin i s t r a t i ve  
cooperat ion can be exp lo i t ed .  

We d i scuss  i n  Chapter 5 t h e  e s s e n t i a l  a spec t s  of t h e  revenue implica-  
t i o n s  of  t h e  a l t e r n a t i v e  conformity p o l i c i e s .  L i t t l e  can be s a i d  regard ing  
a l t e r n a t i v e s  1 and 2, b u t  we can be  f a i r l y  s p e c i f i c  about t h e  o t h e r s .  F$dera l  
a d j u s t e d  g ros s  income l e s s  Fede ra l  pe r sona l  exemptions would provide  a  t a x  
base l a r g e r  by a  qua r t e r  t han  Fede ra l  t a x a b l e  income. The p r a c t i c a l  s i g -  
n i f i c a n c e  of t h i s  i s  simply t h a t  a  3.2 percent  average t a x  r a t e  app l i ed  t o  
t h e  modified Fede ra l  adjusted. g ros s  income base would, on t h e  average,  y i e l d  
a s  much a s  a  4 percent  r a t e  app l i ed  t o  Fede ra l  t axab le  income. To a  S t a t e  
t h a t  i s  concerned about i t s  competi t ive p o s i t i o n ,  a  choice  between a l t e r n a -  
t i v e s  t h a t  involve a  25 percent  d i f f e r e n c e  i n  average t a x  r a t e s  m e r i t s  s e r i o u s  
cons ide ra t ion .  Uniformity p o l i c i e s  4-6, of course,  a l l  involve conformity 
t o  Fede ra l  t a x a b l e  income. The Indiana  vers ion  of a l t e r n a t i v e  3 r e p r e s e n t s  
conformity t o  ad jus t ed  gross  income. I f  modified ad jus t ed  g ros s  income con- 
formi ty  i s  s e l e c t e d ,  t h e  S t a t e  may w e l l  want t o  r e q u i r e  i t s  t axpayers  t o  add 
t o  t h e i r  Fede ra l  a d j u s t e d  g ros s  income some of t h e  c l a s s e s  of income t h a t  
p r e s e n t l y  a r e  excluded from t h e  Fede ra l  t a x  base ,  a s  many S t a t e s  do i n  t h e i r  
laws ( s e e  Technical  Paper 2 ) .  The r e s u l t i n g  inc rease  i n  t h e  t a x  base could 
be a s  much a s  1 0  pe rcen t  i f ,  f o r  example, t h e  S t a t e  were t o  r e q u i r e  i n c l u s i o n  
of t h e  50 pe rcen t  of - term c a p i t a l  ga ins  p r e s e n t l y  excluded from Fede ra l  
ad jus t ed  gross  income. 

Against t h e  revenue cons ide ra t ions  must be  balanced t h e  advantages 
and disadvantages of t h e  va r ious  conformity pos tu re s  from t h e  p o i n t  of  view 
of t a x  f a i r n e s s .  I n  gene ra l ,  of course ,  complete conformity t o  t h e  I n t e r n a l  
Revenue Code b r ings  wi th  it a l l  of t h e  s p e c i a l  p rov i s ions  i n  t h e  Fede ra l  l a w  
t h a t  a r e  deba tab le  on grounds of equ i ty :  d i sc r imina t ion  a g a i n s t  r e n t e r s  and 
i n  favor  of homeowners, a g a i n s t  corisumers who pay cash and i n  f avo r  of  t hose  
who buy on c r e d i t ,  aga ins t  t h e  u s e r  of  p u b l i c  t r a n s p o r t a t i o n  and i n  f avo r  of 
t h e  commuter who d r i v e s  h i s  p r i v a t e  c a r  t o  work, a g a i n s t  t h e  worker un fo r tuna te  

Based on an e s t ima te  by Richard Goode of t h e  average amount of revenue 
t h e  Fede ra l  Government would have gained dur ing  t h e  p e r i o d  1949-60 
" i f  c a p i t a l  ga ins  had been t axed  i n  f u l l  a t  o rd ina ry  r a t e s  and t h e  volume 
of r e a l i z e d  n e t  ga ins  had not  been a f f ec t ed . "  The I n d i v i d u a l  Income Tax, 
S tud ie s  of Government Finance, The Brookings I n s t i t u t i o n ,  Washington, 
1964, p. 194. 



enough not t o  be  covered by a  s i c k  pay p lan  and i n  favor  of t h e  worker who 
i s ,  t o  c i t e  a  few of t h e  more obvious cases .  El iminat ion of t h e  provis ion  
f o r  any exclusion o r  deduction w i l l  broaden, of cow-se, t h e  base of t h e  S t a t e  
t a x .  I n  t h e s e  cases ,  t h e  ob jec t ives  of t a x  f a i r n e s s  and base-broadening a r e  
not  i n  c o n f l i c t .  

Considerat ion of conformance t o  t h e  Federa l  exc lus ion  of 50 pe rcen t  
of long-term c a p i t a l  ga ins  from ad jus t ed  gross  income poses a  hard  ques t ion  
f o r  S t a t e  t a x  p o l i c y  makers, involving an eva lua t ion  of t h e  pros  and cons of 
t h i s  long-standing c o n t r o v e r s i a l  i s s u e  i n  terms of a  S t a t e ' s ,  a s  d i s t i ngu i shed  
from t h e  Nat iona l  government's, o b j e c t i v e s .  Seve ra l  a spec t s  of  t h e  i s s u e  
can be noted without  presuming t o  prejudge it. Not only does t h e  Federa l  
c a p i t a l  ga ins  exc lus ion  confer  favored s t a t u s  on t h e  taxpayer  wi th  such 
income r e l a t i v e  t o  t h e  s a l a r i e d  employee i n  t h e  same gross  income b racke t ,  
bu t  it a l s o  has important impl ica t ions  f o r  t h e  r e l a t i v e  t a x  burdens a t  d i f -  
f e r e n t  income l e v e l s ,  t h e  v e r t i c a l  equi ty  of t h e  t a x .  While r e l a t i v e  con- 
sumer expenditures  f o r  housing, and t h e  incidence of homeownership, do not  
t end  t o  vary s i g n i f i c a n t l y  among d i f f e r e n t  family income c l a s s e s ,  c a p i t a l  
ga ins  vary a s  a  p ropor t ion  of gross  income from under 2  pe rcen t ,  among t ax -  
payers  whose Fede ra l  ad jus t ed  gross  income i s  l e s s  than  $10,000, t o  over 60 
percent  among taxpayers  w i th  Fede ra l  AGI i n  excess of $200,000. In  s h o r t ,  
t h e  b e n e f i t s  of t h e  c a p i t a l  ga ins  p rov i s ion  of t h e  I n t e r n a l  Revenue Code a r e  
very heavi ly  concent ra ted  a t  t h e  upper end of t h e  income s c a l e  and a r e  q u i t e  
c o s t l y  i n  revenue foregone. 

1/ I b i d . ,  p .  195. The s p e c i a l  t rea tment  accorded t o  c a p i t a l  ga ins  income i s  
c h i e f l y  r e spons ib l e  f o r  t h e  f a c t  t h a t  i n  1960, when t h e  s t e e p l y  progres-  
s i v e  1954 I n t e r n a l  Revenue Code r a t e  schedule provided f o r  an average r a t e  
of 86.5 percent  on incomes between $500,000 and $1,000,000, t h e  average 
r a t e  a c t u a l l y  p a i d  by ind iv idua l s  i n  t h a t  income b racke t  amounted t o  only 
30.2 percent  ( i b i d . ,  - p .  326).  

S p e c i a l  t rea tment  of c a p i t a l  ga ins  income under t h e  Fede ra l  t a x  i s  based 
on two primary cons ide ra t ions .  F i r s t ,  such income i s  h ighly  i r r e g u l a r .  
Not only do c a p i t a l  ga ins  accrue a t  h ighly  v a r i a b l e  r a t e s ,  b u t  f o r  prac-  
t i c a l  reasons t h e  t a x  must be based on r e a l i z e d  ga ins ,  which a r e  q u i t e  
l i k e l y  t o  be even more i r r e g u l a r  t han  acc rua l s ,  though t h e  exac t  t ime of 
r e a l i z a t i o n  i s  u sua l ly  a t  t h e  opt ion  of t h e  taxpayer .  I n  t h e  absence of 
a  p e r f e c t  income-averaging device,  t h e  s t e e p l y  progress ive  Fede ra l  r a t e  
s t r u c t u r e  t a x e s  an i n d i v i d u a l  wi th  i r r e g u l a r  income more heav i ly  over a  
pe r iod  of years  than  it does a  taxpayer  whose income does not f l u c t u a t e  
a s  widely.  Secondly, t h e  s p e c i a l  t rea tment  of c a p i t a l  ga ins  income i s  
designed t o  encourage investment i n  e n t e r p r i s e s  t h a t  may y i e l d  c a p i t a l  
ga ins  i n  o rde r  t o  a c c e l e r a t e  economic growth. The ex ten t  t o  which t h e s e  
arguments a r e  r e l e v a n t  i n  t h e  case  of S t a t e  income t a x e s  i s  deba tab le .  
In  t h e  case  of a  f l a t - r a t e  S t a t e  t a x ,  t h e  equ i ty  argument i s  not r e l e v a n t ,  
because such a  t a x  does not  pena l i ze  i r r e g u l a r  income. I n  f l a t - r a t e  S t a t e s  
s p e c i a l  t rea tment  would c r e a t e  a  h o r i z o n t a l  i nequ i ty  i n  favor  of c a p i t a l  
ga ins  income. The moderate progress ion  found i n  most S t a t e  t a x e s  may 
j u s t i f y  e i t h e r  an income-averaging procedure o r  moderate concessions on 
r a t e s ,  bu t  it i s  ques t ionable  whether it j u s t i f i e s  exemption of 50 percent  
of long-term ga ins .  With r e spec t  t o  t h e  economic growth j u s t i f i c a t i o n  
( foo tno te  continued on fol lowing  age) 



A s p e c i a l  problem posed f o r  S t a t e s  i n  e l e c t i n g  t o  conform t o  Fede ra l  
ad jus t ed  gross  income stems from t h e  f a c t  t h a t  t h e  concept does not provide 
f o r  t h e  deduction of a l l  t h e  l e g i t i m a t e  expenses of earn ing  income, b u t  l eaves  
some of t h e s e  deduct ions t o  be  handled a t  a  l a t e r  s t a g e  of t h e  t a x  ca l cu la -  
t i o n .  More s p e c i f i c a l l y ,  it provides  f o r  t h e  deduct ion of expenses i ncu r red  
t o  earn  income a s  an employee only a s  an i temized pe r sona l  deduct ion,  a  s t e p  
subsequent t o  t h e  determinat ion of ad jus t ed  gross  income. I n  c o n t r a s t ,  t hose  
(ve ry  narrowly-defined) c o s t s  of earn ing  income which a r e  deduc t ib l e  i n  
a r r i v i n g  a t  Fede ra l  ad jus t ed  gross  income i f  t h e  taxpayer  i s  self-employed, 
inc lude  uniforms, s p e c i a l  work appa re l  and t o o l s ,  union and p r o f e s s i o n a l  
a s s o c i a t i o n  dues, p r o f e s s i o n a l  j ou rna l  s u b s c r i p t i o n s ,  and educa t iona l  ex- 
penses r equ i r ed  a s  a  condi t ion  of employment. S i m i l a r l y ,  expenses i ncu r red  
f o r  t h e  management and safe-keeping of i n t a n g i b l e  investments ,  and f o r  t h e  
de te rmina t ion  and payment of t a x e s  a r e  not  deduct ib le  i n  a r r i v i n g  a t  Fede ra l  
ad jus t ed  g ros s  income. 

FEDERAL-STATE ADMINISTRATIVE RELATIONS 

The S t a t e s  have access  t o  a s u b s t a n t i a l  body of information produced 
by t h e  I n t e r n a l  Revenue Serv ice  and t o  a  l e s s e r  degree,  t h e  I n t e r n a l  Revenue 
Serv ice  can de r ive  b e n e f i t  from S t a t e  t a x  r eco rds .  Present  Fede ra l -S ta t e  
coopera t ive  arrangements a r e  descr ibed  i n  t h i s  s e c t i o n ,  followed by a  d i s -  
cuss ion  of t h e  f e a s i b i l i t y  of a  u n i f i e d  c o l l e c t i o n  system--Federal c o l l e c t i o n  
of S t a t e  pe r sona l  income t a x e s  on an o p t i o n a l  b a s i s .  

Fede ra l -S ta t e  Cooperative Agreements 

S t a t e s  have had access  t o  Fede ra l  r e t u r n s  from t h e  very beginning of 
Fede ra l  income t a x a t i o n .  I n  t h e  e a r l y  yea r s ,  S t a t e s  were a b l e  t o  send 
t a x  personnel  t o  Washington t o  examine r e t u r n s  under informal  arrangements.  
The procedure was formalized by t h e  Revenue Act of 1926, which opened Fede ra l  
r e t u r n s  t o  i n spec t ion  of S t a t e  o f f i c i a l s  a t  t h e  r eques t  of  t h e  governors.  
S t a t e  employees were allowed t o  make t r a n s c r i p t s  of a u d i t  r e p o r t s  o r  t o  pur- 
chase p h o t o s t a t i c  copies .  Fede ra l  income t a x  r e t u r n s  became more a c c e s s i b l e  
t o  S t a t e  t a x  o f f i c i a l s  a f t e r  t h e  d e c e n t r a l i z a t i o n  of t h e  I n t e r n a l  Revenue 
Serv ice  t o  f i e l d  o f f i c e s  was completed i n  1953. 

f o r  s p e c i a l  t rea tment  of c a p i t a l  ga ins  income, it i s  doub t fu l  t h a t  t h e  
t a x  incen t ive  provided by s p e c i a l  S t a t e  p rov i s ions  would be worth - t h e  
c o s t  t o  t h e  S t a t e  t r e a s u r y ,  given t h e  r e l a t i v e l y  low marginal  r a t e s  
involved i n  t h e  t y p i c a l  S t a t e  law. I n  any event ,  t h e  i ncen t ive  would 
be appropr i a t e  only  i f  confined t o  c a p i t a l  ga ins  accrued on a s s e t s  
l o c a t e d  wi th in  t h e  S t a t e .  

1/ Clara  Penniman and Walter W .  H e l l e r ,  S t a t e  Income Tax Adminis t ra t ion  
(chicago:  Publ ic  Adminis t ra t ion  Se rv i ce ,  1959) ,  pp. 217-232. 



A formal Federa l -S ta te  coopera t ive  a u d i t  program was s t a r t e d  i n  1950 
on an experimental  b a s i s  w i th  North Caro l ina  and Wisconsin. Colorado, 
Kentucky, and Montana were added t o  t h e  experiment i n  1951 and 1952. These 
o r i g i n a l  agreements covered only income t a x e s .  Minnesota en t e red  i n t o  a  
coopera t ive  agreement i n  1957 which both expanded t h e  k inds  of information 
t o  be covered and s e t  t h e  p a t t e r n  f o r  subsequent agreements. 

By t h e  end of 1965, t h e  D i s t r i c t  of Columbia and 29 of  t h e  34 S t a t e s  
w i t h  broad-based personal  income t a x e s ,  inc luding  those  i n  t h e  o r i g i n a l  
experimental program, had agreements w i th  t h e  I n t e r n a l  Revenue Serv ice  f o r  
coopera t ive  exchange of t a x  records  ( t a b l e  28 ) . These agreements d e a l  
wi th  a l l  a r eas  of t a x  admin i s t r a t i on ,  except a l coho l  and tobacco t a x e s .  It 
i s  s i g n i f i c a n t  t o  note  t h a t  11 S t a t e s  without  a  pe r sona l  income t a x  have 
a l s o  en te red  i n t o  coopera t ive  agreements. 

I n  gene ra l ,  t h e  agreements provide f o r  t h e  establ ishment  of mutual ly 
acceptab le  programs f o r  t h e  coopera t ive  exchange of information,  a l lowing 
t h e  Fede ra l  and S t a t e  governments t o  o b t a i n  each o t h e r ' s  r e t u r n s  and o t h e r  
r e l a t e d  information necessary t o  i n su re  e f f e c t i v e  compliance. Each agreement 
i s  t a i l o r e d  t o  t h e  p a r t i c u l a r  S t a t e ' s  t a x  s t r u c t u r e  by means of an "a t t ach -  
ment" which t y p i c a l l y  inc ludes  t h e  fol lowing income t a x  p rov i s ions :  

Exchange of a u d i t  information--Exchange of information a s  t o  
a u d i t  adjustments of t a x  r e t u r n s  r e s u l t i n g  i n  d e f i c i e n c i e s ,  
over-assessments,  re funds ,  o r  overpayment of t a x e s ;  

Delinquent returns--Exchange of information r e l a t i n g  t o  
persons f a i l i n g  t o  f i l e  t a x  r e t u r n s ,  inc luding  l i s t s  o r  
o the r  r eco rds  i d e n t i f y i n g  persons f i l i n g  de l inquent  r e t u r n s  
w i th  e i t h e r  j u r i s d i c t i o n ;  and 

Co l l ec t ion  information--Exchange of information t h a t  w i l l  
a s s i s t  i n  l o c a t i n g  t h e  whereabouts, sources of income, o r  
employers, of taxpayers  whose accounts a r e  de l inquent .  

Some agreements provide f o r  "cooperat ive a u d i t s , "  by au tho r i z ing  t h e  
D i s t r i c t  Di rec tor  of I n t e r n a l  Revenue t o  make a v a i l a b l e  t o  t h e  S t a t e  t a x  
admin i s t r a to r  t hose  Fede ra l  income t a x  r e t u r n s  of S t a t e  taxpayers  t h a t  a r e  
not  scheduled f o r  f u r t h e r  examination. The S t a t e  t a x  agency may s e l e c t  f o r  
examination those  r e t u r n s  t h a t  a r e  l i k e l y  t o  r e s u l t  i n  s i g n i f i c a n t  a d j u s t -  
ment of bo th  S t a t e  and Fede ra l  t a x e s .  The r e s u l t s  of such a u d i t s  a r e  shared  
wi th  t h e  I n t e r n a l  Revenue Se rv i ce ,  t h u s  minimizing dup l i ca t ion  of a u d i t  
a c t i v i t y .  

The a p p l i c a t i o n  of automatic  d a t a  process ing  t o  t a x  admin i s t r a t i on  
w i l l  s i g n i f i c a n t l y  broaden t h e  scope of t h e  exchange of information.  The 
I n t e r n a l  Revenue Serv ice  i s  r a p i d l y  completing a  comprehensive e l e c t r o n i c  
d a t a  process ing  system (expected t o  be f u l l y  o p e r a t i o n a l  by 1967),  and t h e  

5/ A l l  of t h e  o r i g i n a l  agreements have been r enego t i a t ed  and broadened. 



TABLE 2 8. - -FEDERAL-STATE COOPERATIVE AGREEMENTS I N  EFFECT, 19 65 

S t a t e  
-- - 

Wisconsin 
North Carolina 
Montana 
Kentucky 
Color ado 

Minnesota 
Kansas 
Cal i fornia  
Utah * 
Ohio 

Indiana 
Oregon 
Missouri 
West Virginia 
Iowa 

Maryland 
D i s t r i c t  of Columbia 
I l l i n o i s  * 
Arkansas 
Virginia  

Date of Agreement S t a t e  Date of Agreement 

2/ Nebraska - * 
Flor ida  * 
Tennessee * 
Washington 

New York 
Massachusetts 
New Mexico 
Wyoming * 
Idaho 

* 
New Hampshir 
South Dakota 

Si 
Maine * 
South Carolina 
North Dakota 

* 
Michigan 
Vermont 
Pennsylvania * 
Delaware 
Hawaii 
New Je r sey  

8/26/63 
9/17/63 

10/28/63 
11/15/63 
11/15/63 

11/19/63 
12/10/63 
12/13/63 
2/10/64 
3/31/64 

5/13/64 
7/7/64 
8/19/64 
8/24/64 
9/14/64 

3120165 
6/4/65 
4/19/65 
6/29/65 
8/18/65 
Pending 

* S t a t e s  without broad-based personal income tax.  

1/ Renegotiated: Wisconsin 5/23/58; North Carolina, 10/6/60; - 
Montafia, 4/14/60; Kentucky, 1/9/61; Colorado, 5/25/64. 

21 Personal income tax  e f fec t ive  1/1/67, subject  t o  referendum. - 
Source: In te rna l  Revenue Senrice. 



process ing  of t a x  r e t u r n s  i s  a l r eady  automated i n  a  number of S t a t e s .  As 
an a i d  t o  f i n d i n g  del inquent  taxpayers ,  a  number of S t a t e s  a r e  us ing  I n t e r n a l  
Revenue Serv ice  t a p e s  l i s t i n g  a l l  Fede ra l  income taxpayers  f i l i n g  i n  t h e i r  
S t a t e s .  Some use  t h e s e  t apes  t o  prepare  t h e i r  own mai l ing  l i s t s .  This  
compliance p o t e n t i a l  i s  recognized i n  a  provis ion  now be ing  incorpora ted  i n  
Federa l -S ta te  t a x  coopera t ive  agreements: 

The Commissioner and t h e  D i s t r i c t  Di rec tor  w i l l  explore  
p o s s i b l e  oppor tun i t i e s  f o r  t h e  exchange of information ( i n -  
c luding  information on employer accounts)  ob ta ined  from S t a t e  
and Fede ra l  t a x  r e t u r n s  by use of mechanical o r  e l e c t r o n i c  
equipment, f o r  t h e  purpose of a s c e r t a i n i n g  del inquencies  o r  
making a u d i t  adjustments under e i t h e r  j u r i s d i c t i o n ,  o r  f o r  
o t h e r  purposes.  I f  it appears  t h a t  such information w i l l  
provide e i t h e r  j u r i s d i c t i o n  wi th  s u b s t a n t i a l  a s s i s t a n c e  i n  
secur ing  del inquent  r e t u r n s ,  a t  t h e  app ropr i a t e  t ime pro-  
cedures f o r  j o i n t  u se  of records  w i l l  be developed t o  t h e  
ex t en t  f e a s i b l e  . 
According t o  t h e  I n t e r n a l  Revenue Se rv i ce ,  coopera t ive  agreements a r e  

e s p e c i a l l y  b e n e f i c i a l  i n  t h e  income t a x  f i e l d .  2' I n  a d d i t i o n  t o  i nc reas ing  
S t a t e  income t a x  revenue, es t imated  i n  excess of $10 m i l l i o n  annual ly ,  t h e  
program has  con t r ibu ted  t o  b e t t e r  admin i s t r a t i on  by improving voluntary  
taxpayer  compliance. 

Nevertheless ,  t h e  ex t en t  t o  which t h e s e  agreements a r e  be ing  u t i l i z e d  
i s  s p o t t y ,  depending i n  many in s t ances  upon t h e  i n i t i a t i v e  used by S t a t e  t a x  
admin i s t r a to r s  and d i s t r i c t  d i r e c t o r s  of I n t e r n a l  Revenue. In  some S t a t e s  
t h e r e  i s  u n c e r t a i n t y  a s  t o  whether t h e i r  t a x  admin i s t r a to r s  possess  t h e  
r e q u i s i t e  l e g a l  a u t h o r i t y  t o  exchange information w i t h  t h e  I n t e r n a l  Revenue 
Serv ice ;  i n  o the r  S t a t e s  t h e r e  e x i s t s  l e g a l  doubt a s  t o  t h e  kinds of informa- 
t i o n  t h a t  can be made a v a i l a b l e  t o  t h e  I n t e r n a l  Revenue Se rv i ce .  

I n  an  e a r l i e r  r e p o r t ,  t h e  Advisory Commission po in t ed  up t h e  need f o r  
l e g i s l a t i v e  a u t h o r i t y  t h a t  would enable S t a t e  t a x  admin i s t r a to r s  t o  excha ge 

27 t a x  information wi th  one another  and wi th  t h e  I n t e r n a l  Revenue Se rv i ce .  - 
The Commission a l s o  recommended t h a t  an inventory be made of t h e  information 
a v a i l a b l e  i n  S t a t e  t a x  f i l e s  t h a t  would p o t e n t i a l l y  be u s e f u l  t o  t h e  I n t e r n a l  
Revenue Serv ice .  While t h e  mere ex i s t ence  of coopera t ive  agreements and 
t h e  p u b l i c i t y  surrounding t h e i r  ceremonial s ign ing  by t h e  Governor and t h e  
Commissioner of I n t e r n a l  Revenue may s t r eng then  enforcement e f f o r t s  through 

I n t e r n a l  Revenue Serv ice ,  Research Div is ion ,  "Federal-State  Program 
f o r  Coordination of Tax Adminis t ra t ion ,"  December 1964 (mimeographed). 

Advisory Commission on Intergovernmental  Re la t ions ,  Intergovernmental  
Cooperation i n  Tax Administrat ion (A-7) ,  June 1961, p .  10.  

I b i d  p .  11. -' ' 



b e t t e r  vo luntary  taxpayer  compliance, t h e  f u l l  enforcement p o t e n t i a l  of such 
agreements has  y e t  t o  be  r e a l i z e d .  

S t a t i s t i c a l  Se rv i ces  

I n  1962 t h e  Congress amended t h e  I n t e r n a l  Revenue Code au tho r i z ing  
the .  Sec re t a ry  of t h e  Treasury 

. . .upon w r i t t e n  r e q u e s t ,  t o  make s p e c i a l  s t a t i s t i c a l  s t u d i e s  
and compilat ions involv ing  d a t a  from any r e t u r n s ,  decl-ara- 
t i o n s ,  s ta tements ,  o r  o t h e r  documents r equ i r ed  by t h i s  t i t l e  
o r  by r e g u l a t i o n s  o r  from any records  e s t a b l i s h e d  o r  main- 
t a i n e d  i n  connection w i t h  t h e  admin i s t r a t i on  and enforcement 
of t h i s  t i t l e ,  t o  engage i n  any such s p e c i a l  s tudy o r  
compilat ion,  upon t h e  payment by t h e  p a r t y  o r  p a r t i e s  making 
t h e  r eques t ,  of t h e  c o s t  of t h e  work o r  s e r v i c e s  performed 
f o r  such p a r t y  o r  p a r t i e s .  1/ 

The a u t h o r i z a t i o n  a l s o  provides  t h a t  any f e e s  c o l l e c t e d  by t h e  I n t e r n a l  
Revenue Se rv i ce  under P.L. 87-870 a r e  t o  be  c r e d i t e d  t o  i t s  app ropr i a t ion ,  
thus  making it p o s s i b l e  f o r  t h e  Se rv i ce  t o  b o l s t e r  i t s  s t a f f  f o r  t h i s  purpose. 

This p rov i s ion  opens up a  s i g n i f i c a n t ,  a s  y e t  l a r g e l y  untapped, flow 
of  information p o t e n t i a l l y  u s e f u l  t o  S t a t e  t a x  admin i s t r a to r s .  Such informa- 
t i o n  can he lp ,  f o r  example, t o  measure t h e  d i s t r i b u t i o n  of  revenue i n  a  
S t a t e ,  t o  a s s e s s  t h e  revenue e f f e c t s  of changes i n  income t a x  p rov i s ions ,  
and t o  measure t h e  e f f e c t i v e n e s s  of S t a t e s f  t a x  enforcement e f f o r t s .  

As of a  r e c e n t  r e p o r t ,  t h e  I n t e r n a l  Revenue Se rv i ce  has provided 
s p e c i a l  s t a t i s t i c a l  s e r v i c e s  under P.L. 87-870 t o  only t h r e e  S t a t e  t a x  de- 
par tments .  De ta i l ed  t a b u l a t i o n s ,  by source of income, have been prepared 
f o r  New York annual ly  s i n c e  1962, and Georgia reques ted  a  s i m i l a r  t a b u l a t i o n  
i n  1962. I n  connect ion w i t h  t h e  overhaul  of i t s  g ross  income t a x  i n  1963, 
Indiana obta ined  f o r  r e sea rch  use  information from t h e  I n t e r n a l  Revenue 
Se rv i ce  " S t a t i s t i c s  of  Income" sample of Indiana t a x  r e t u r n s .  

S t a t i s t i c a l  s e r v i c e s  a r e  a v a i l a b l e  under P.L, 87-870 t o  l o c a l  govern- 
ments and t o  p r i v a t e  i nd iv idua l s  and o rgan iza t ions ,  a s  w e l l  a s  t o  S t a t e s .  
Numerous r eques t s  have been rece ived  from p r i v a t e  i nd iv idua l s  and organiza-  
t i o n s  and about a dozen such p r o j e c t s  have been completed. The I n t e r n a l  
Revenue Serv ice  w i l l  f i l l  such r eques t s  only i f  t hey  can be  f i t t e d  i n t o  i t s  
work schedule and if t h e  information i s  u s e f u l  t o  t h e  Treasury Department 
a s  w e l l  a s  t o  t h e  i n d i v i d u a l  o r  o rgan iza t ion  r eques t ing  t h e  s e r v i c e .  It 
makes no s p e c i a l  e f f o r t  t o  " s e l l "  t h i s  s e r v i c e .  

I/ P.L. 87-870, Sec. 3. This  implemented a recommendation of t h e  Advisory 
Commission (1b id  -' 7 p .  1 2 ) .  



Train ing  of S t a t e  Tax Personnel 

Publ ic  Law 87-870 a l s o  au tho r i zes  t h e  Sec re t a ry  of t h e  Treasury t o  
admit S t a t e  t a x  personnel  t o  t r a i n i n g  courses  conducted by t h e  I n t e r n a l  
Revenue Serv ice  and t o  provide them wi th  textbooks and o the r  t r a i n i n g  a i d s .  
The I n t e r n a l  Revenue Serv ice  conducts many classroom t r a i n i n g  courses  f o r  
i t s  agents  i n  t h e  var ious  f i e l d  o f f i c e s  and a l s o  makes correspondence course 
m a t e r i a l s  a v a i l a b l e  t o  them. Some 40,000 employees p a r t i c i p a t e  each yea r .  

To he lp  p l an  a  program f o r  S t a t e  t a x  personnel ,  t h e  National  Associa- 
t i o n  of Tax Administrators  i n  1964 p o l l e d  t h e  S t a t e s  a s  t o  t h e i r  p rospec t ive  
needs and d e s i r e s  i n  t h i s  a r e a .  The f ind ings  of t h a t  survey i n d i c a t e d  t h a t  
S t a t e s  a n t i c i p a t e d  making r a t h e r  modest demands upon t h e  I n t e r n a l  Revenue 
Serv ice :  t h a t  about 150 S t a t e  t a x  people would a t t e n d  classroom t r a i n i n g ,  
a'bout 1500 would use  correspondence course m a t e r i a l s ,  and about 600 would 
r eques t  t e x t u a l  and o the r  t r a i n i n g  a i d s .  The I n t e r n a l  Revenue Se rv i ce  would 
have l i t t l e  d i f f i c u l t y  f i t t i n g  a  program of such modest propor t ions  i n t o  i t s  
ex tens ive  t r a i n i n g  ope ra t ions .  

Fede ra l  Co l l ec t ion  of S t a t e  Personal  Income Taxes 

Any inventory  of Federa l -S ta te  coopera t ive  e f f o r t s  of n e c e s s i t y  should 
inc lude  t h e  p o s s i b i l i t y  of Fede ra l  c o l l e c t i o n  of t h e  S t a t e  income t a x .  This  
k ind  of device,  sometimes r e f e r r e d  t o  a s  a  t a x  supplement, i s  f a m i l i a r  t o  
Americans only i n  i t s  use  f o r  S t a t e  c o l l e c t i o n  of l o c a l  s a l e s  t a x e s .  1/ I n  
t h e  iricome t a x  f i e l d ,  only Kentucky could e x p l o i t  t h i s  coord ina t ion  device 
because only i n  t h a t  j u r i s d i c t i o n  a r e  both S t a t e  and l o c a l  income t a x e s  
l e v i e d  a t  t h i s  t ime.  

The use  of a  t a x  supplement i n  income t a x a t i o n  i s  f a m i l i a r  i n  Canada. 
There,  when t h e  National  Government r e s t o r e d  t o  t h e  provinces t h e  r i g h t  t o  
levy income t a x e s  r e c e n t l y ,  it undertook t o  c o l l e c t  t h e  p r o v i n c i a l  t a x e s  f o r  
t h e  provinces e l e c t i n g  t o  accept  t h e  o f f e r .  

Fede ra l  c o l l e c t i o n  of S t a t e  pe r sona l  income t a x e s  can be considered 
t o  involve fou r  s t a g e s ,  s t a r t i n g  wi th  simply adding t h e  S t a t e  t a x  t o  t h e  

Eight  S t a t e s  a r e  now us ing  t h e  approach succes s fu l ly  i n  adminis te r ing  
genera l  s a l e s  t a x e s  ( C a l i f o r n i a ,  I l l i n o i s ,  Mis s i s s ipp i ,  New Mexico, 
New York, Tennessee, Utah, and wyoming). They allow t h e i r  l o c a l  govern- 
ments t o  levy  a  gene ra l  s a l e s  t a x  (gene ra l ly  $ o r  1 percen t )  a s  a  supple- 
ment t o  t h e  S t a t e  t a x .  The l o c a l  supplement i s  c o l l e c t e d  by t h e  S t a t e  
t oge the r  w i th  i t s  own t a x .  By and l a r g e ,  t h e  l o c a l  t axes  a r e  r equ i r ed  
t o  conform i n  a11 r e s p e c t s  w i th  t h e  S t a t e  t a x e s ,  f o r  ease  of adrninistra- 
t i o n .  See,  Advisory Commission on Intergovernmental  Re la t ions ,  Tax 
Overlapping i n  t h e  United S t a t e s ,  1964 (M-23), J u l y  1964, p .  107-ew 
York and Wyoming enacted l o c a l  s a l e s  t a x  supplements i n  1965).  



Fede ra l  withholding system and progress ing  t o  a  comprehensive system t h a t  
would inc lude  t h e  S t a t e  t a x  i n  t h e  e n t i r e  I n t e r n a l  Revenue Serv ice  a u d i t  
procedure. The fou r  success ive  s t ages  of Federa l  c o l l e c t i o n  a r e  a s  fo l lows:  

( 1 )  Withholding of income a t  t h e  source;  

(2) The taxpayer  ' s  d e c l a r a t i o n  of es t imated  income; 
( 3 )  I n i t i a l  a r i t h m e t i c  v e r i f i c a t i o n  of  t h e  t a x p a y e r ' s  

r e t u r n ;  o r  

(4)  Audit of t h e  t a x p a y e r ' s  r e t u r n .  

Stage 1--Withholding--The s imples t  s t a g e  a t  which Fede ra l  c o l l e c t i o n  
can be implemented i s  t o  add t h e  S t a t e  t a x  t o  t h e  amount wi thhe ld  f o r  Fede ra l  
t a x  purposes.  The employer would merely withhold on t h e  b a s i s  of t h e  S t a t e  
withholding r a t e s  o r  t a b l e  ( p r e f e r a b l y  on t h e  amount of t axab le  wages a s  
def ined  f o r  Fede ra l  purposes) ,  make cu r ren t  payments on both t a x e s  i n  ac- 
cordance wi th  t h e  Fede ra l  depos i t a ry  r e c e i p t  system, and render  a  s i n g l e  
q u a r t e r l y  r e t u r n  covering both  S t a t e  and Fede ra l  wi thhe ld  t a x e s .  I/ The 
depos i t a ry  r e c e i p t s  and q u a r t e r l y  t a k  r e t u r n s  would d i s t i n g u i s h  t h e  p o r t i o n  
of t a x  t o  be c r e d i t e d  t o  t h e  S t a t e  i n  which t h e  employer 's p l ace  of bus iness  
i s  l o c a t e d .  The i n d i v i d u a l  taxpayer  would cont inue  t o  f i l e  an  annual r e t u r n  
w i t h  t h e  S t a t e  t a x  agency, t a k i n g  a  c r e d i t  f o r  t h e  amount wi thhe ld .  The 
Fede ra l  Reserve System and t h e  I n t e r n a l  Revenue Serv ice  would c r e d i t  t h e  
app ropr i a t e  S t a t e ' s  account wi th  t h e  t o t a l  amounts wi thhe ld  by a l l  employers 
i n  each S t a t e .  The S t a t e  t a x  agency would be r e l i e v e d  of handl ing  t h e  
withholding system bu t  would cont inue t o  r e c e i v e ,  p rocess  and a u d i t  annual 
r e t u r n s .  The annual  W-2 Forms would be  expanded t o  provide t h e  d e t a i l e d  
i n f o ~ m a t i o n  by ind iv idua l  taxpayers  f o r  purposes of S t a t e  a u d i t .  

S tage  2--Declarat ion of es t imated  income--At t h i s  s t a g e ,  t h e  I n t e r n a l  
Revenue Serv ice  would adminis te r  bo th  t h e  withholding and d e c l a r a t i o n  systems. 
The i n d i v i d u a l  taxpayer  w i t h  income not  covered by withholding would f i l e  
h i s  d e c l a r a t i o n  wi th ,  r e c e i v e  b i l l s  from, and make q u a r t e r l y  payments d i r e c t l y  
t o  t h e  I n t e r n a l  Revenue Se rv i ce ,  i n  accordance wi th  Fede ra l  r u l e s  covering 
bo th  t h e  Federa l  t a x  and t h e  S t a t e  t a x .  As i n  s t a g e  ( I ) ,  he would f i l e  an 
annual  r e t u r n  wi th  t h e  S t a t e  t a x  agency. The I n t e r n a l  Revenue Se rv i ce  would 
c r e d i t  t a x  payments rece ived  t o  t h e  app ropr i a t e  S t a t e ' s  account and f u r n i s h  
an annual  information r e t u r n  t o  t h e  S t a t e  showing t h e  amount r ece ived  on 
es t imated  t a x  from each taxpayer  f o r  purposes of S t a t e  a u d i t .  

S tage  3--Arithmetic ver i f ica t ion- -The  I n t e r n a l  Revenue Se rv i ce  would 
handle withholding,  d e c l a r a t i o n s ,  and annual  r e t u r n s .  The taxpayer  would 
f i l e  a  s i n g l e  r e t u r n ,  w i t h  an appropr i a t e  schedule a t t ached  t o  r e f l e c t  

i-,/ Under t h e  Fede ra l  depos i t a ry  r e c e i p t  system, an employer withholding 
$100 o r  more pe r  month d e p o s i t s  h i s  withholdings monthly i n  a l o c a l  
Nat ional  o r  S t a t e  bank (almost  a l l  Nat iona l  and S t a t e  banks have been 
des igna ted  " ~ e d e r a l  depos i t a ry  banks") .  He r e c e i v e s  a  r e c e i p t ,  v a l i d a t e d  
by a  Fede ra l  Reserve bank, which he a t t a c h e s  t o  h i s  q u a r t e r l y  t a x  r e t u r n .  



adjustments t o  Federa l  ad jus t ed  gross  income and computation of S t a t e  t a x ,  
wi th  t h e  I n t e r n a l  Revenue Serv ice  i n  accordance wi th  Fede ra l  f i l i n g  r equ i r e -  
ments a s  t o  forms, t ime and p l ace  of f i l i n g ,  e t c .  The Serv ice  would process  
t h e  S t a t e  schedule only t o  t h e  ex t en t  of checking it f o r  a r i t h m e t i c  accuracy 
( inc lud ing  t h e  amount of any refund due o r  overpayment), and c r e d i t  any 
remi t tances  rece ived  t o  t h e  S t a t e ' s  account.  It would then  send a  copy of 
each r e t u r n  t o  t h e  appropr ia te  S t a t e  t a x  agency f o r  a u i i t .  When t h e  taxpayer  
i s  sub jec t  t o  t a x  i n  more than  one S t a t e ,  he would f i l e  an a d d i t i o n a l  copy 
of t h e  e n t i r e  r e t u r n  f o r  use by each t ax ing  S t a t e ,  inc luding  t h e  support ing 
S t a t e  schedules .  

Stage 4--Audit--AS i n  s t age  ( 3 ) ,  t h e  taxpayer  would f i l e  a  s i n g l e  
r e t u r n  l w i t h  support ing S t a t e  t a x  schedules)  wi th  t h e  I n t e r n a l  Revenue Ser -  
v i c e ,  covering both  Federa l  and S t a t e  t a x e s .  I n  add i t i on  t o  i t s  r egu la r  
mathematical v e r i f i c a t i o n ,  revenue co l l ec t ion , and  accounting processes ,  
I n t e r n a l  Revenue would apply i t s  r egu la r  c o l l e c t i o n ,  audi t , and  a p p e l l a t e  
procedures t o  t h e  S t a t e  schedule a s  w e l l  a s  t o  t h e  Fede ra l  p o r t i o n  of t h e  
r e t u r n ,  t a k i n g  appropr ia te  a c t i o n s  t o  e f f e c t  any f i n a l  adjustments  w i th  t h e  
taxpayer  a s  t o  refunds,  c r e d i t s ,  a d d i t i o n a l  assessments ,  p e n a l t i e s ,  and 
i n t e r e s t .  A t  t h i s  s t a g e ,  t h e  Serv ice  would be r e l i e v e d  of having t o  f u r n i s h  
t o  t h e  S t a t e s  any formal information r e p o r t s  f o r  i nd iv idua l  taxpayers  r e l a t i n g  
t o  e i t h e r  d e c l a r a t i o n  of est imated t a x  o r  annual t a x  r e t u r n s .  Of course,  
S t a t e s  would cont inue t o  have t h e  r i g h t  of i n spec t ion  of t a x  r e t u r n s  and be 
informed a s  t o  t h e  s t a t u s  of any compliance ac t ions  i n  connection w i t h  t ax -  
payers  of a  p a r t i c u l a r  S t a t e .  Employers would be r e l i e v e d  of provid ing  
a d d i t i o n a l  copies  of W-2's f o r  S t a t e  u se ,  and S t a t e  t a x  agencies  would no 
longer  be burdened wi th  handl ing information and t a x  r e t u r n s .  The S t a t e  t a x  
agency would be expected t o  a s s i s t  t h e  Serv ice  only i n  handl ing those  r e t u r n s  
r e q u i r i n g  ad jud ica t ion  a s  t o  res idence  and r e l a t e d  ques t ions  of t ax ing  j u r i s -  
d i c t i o n .  

Advantages t o  Taxpayer--Federal c o l l e c t i o n ,  p a r t i c u l a r l y  i f  app l i ed  
a t  s t a g e  (3 )  o r  (4) ( a r i t h m e t i c  v e r i f i c a t i o n  o r  a u d i t ) ,  has obvious a t t r a c -  
t i o n  t o  taxpayers  because it f r e e s  them of t h e  neces s i ty  of f i l i n g  sepa ra t e  
S t a t e  and Fede ra l  t a x  r e t u r n s  and t h e r e f o r e  minimizes t h e i r  compliance burdens 
s u b s t a n t i a l l y .  Applied a t  s t a g e  (1) (wi thhold ing) ,  t h e  t a x  supplement w i l l  
not a f f e c t  t h e  taxpayer ,  a s  he w i l l  s ee  no change i n  t h e  withholding p a t t e r n  
and he w i l l  s t l l l  have t o  f i l e  a r e t u r n  wi th  t h e  S t a t e .  The ind iv idua l  who 
i s  r equ i r ed  t o  f i l e  a  d e c l a r a t i o n  of es t imated  income (under s t a g e  ( 2 ) )  w i l l  
have t h e  advantage of f i l i n g  a  s i n g l e  d e c l a r a t i o n  form wi th  I n t e r n a l  Revenue, 
bu t  he w i l l  s t i j l  have t o  f i l e  s epa ra t e  annual Fede ra l  and S t a t e  r e t u r n s .  

Advantages t o  Bnployer--The employer would f e e l  t h e  impact of Fede ra l  
c o l l e c t i o n  a t  s t ages  ( 1 )  and ( b )  only.  His paperwork would be reduced sub- 
s t a n t i a l l y  a s  he would be depos i t ing  h i s  c o l l e c t i o n s  a t  one p l ace  r a t h e r  than  
two. He would s t i l l  have t o  send information r e t u r n s  t o  t h e  S t a t e  t a x  agency 
a t  s t a g e  (l . ) ,  bu t  t h i s  requirement would be e l imina ted  i f  I n t e r n a l  Revenue 
performed t h e  a u d i t  func t ion  ( s t a g e  ( 4 ) ) .  

Advantages t o  S t a t e  Tax Agency--The g r e a t e s t  ga in  t o  t h e  S t a t e  t a x  
agency from a  Fede ra l  c o l l e c t i o n  system would be increased  taxpayer  compliance 
t h a t  would r e s u l t  from automat ica l ly  covering a i l  employees i n t o  Federa l  



withholding f o r  S t a t e  t a x  purposes.  There would a l s o  be s u b s t a n t i a l  adminis- 
t r a t i v e  sav ings ,  p a r t i c u l a r l y  a t  ~ t a g e s  ( 3 )  and ( 4 ) .  While t h e  I n t e r n a l  
Revenue Serv ice  may r e q u i r e  reinbursement ot' any a d d i t i o n a l  expenses it 
incu r s  i n  hana l ing  t h e  S t a t e  t a x ,  i t s  c o l l e c t i o n  c o s t s  a r e  cons iderably  
below those  of t h e  S t a t e s .  It has been es t imated  t h a t  t h e  average cos t  of 
adminis te r ing  S t a t e  personal  income t a x  approximates 2 percent  of t h e  t a x  
col. lections . This  rough e s t ima te ,  based on t h e  experience of 13 S t a t e s  
i n  1960, i n d i c a t e s  a  cons iderable  expenditure  of S t a t e  funds--upwards of $80 
m i l l i o n  a  yea r .  The Internal .  Revenue S ~ r v i c e  spends about one-half b i l i i o r i  
d o l l a r s  annual ly t o  c o l l e c t  about $100 b i l l i o n  i n  t axes  (be fo re  r e funds ) ,  
about h a l f  of which comes from t h e  pe r sona l  income t a x .  I t s  admin i s t r a t i ve  
cos t  t hus  approximates $ of 1 percent  of c o l l e c t i o n s .  

Pol icy  I ssues- - I f  t h e  supplement system were administered a t  any of 
t h e  f i r s t  t h r e e  s t a g e s ,  t h e  I n t e r n a l  Revenue Serv ice  would be a c t i n g  pure ly  
i n  an admin i s t r a t i ve  capac i ty ,  s o  t h a t  few po l i cy  i s s u e s  would be involved. 
With one p o s s i b l e  except ion,  t h e r e  would be no need t o  r e s t r u c t u r e  any of 
t h e  p re sen t  S t a t e  pe r sona l  income t a x e s .  Because withholding i s  geared t o  
p l ace  of employment, t h e  I n t e r n a l  Revenue Serv ice  might w e l l  i n s i s t  t h a t  
t hose  S t a t e s  now al lowing a  c r e d i t  t o  nonres idents  drop t h a t  p rov i s ion  t o  
q u a l i f y  f o r  i n c l u s i o n  i n  a  Federa l  c o l l e c t i o n  system. This  would e l imina te  
t h e  need t o  r e q u i r e  employers t o  withhold t a x e s  from employees w i t h  t a x  
l i a b i l i t i e s  t o  another  income t a x  S t a t e .  

A s t a g e  ( 4 )  supplement system, involv ing  t o t a l  handl ing of  t h e  S t a t e  
t a x  by t h e  I n t e r n a l  Revenue Se rv i ce ,  r a i s e s  a number of important p o l i c y  
i s s u e s .  P lac ing  t h e  a u d i t  func t ion  wi th  I n t e r n a l  Revenue means tha- t  it 
has complete r e s p o n s i b i l i t y  f o r  enforcement of S t a t e  income t a x  laws.  I n  

I/ "Third In t e r im  Report t o  t h e  Committee on Cost of Taxpayer Compliance - 
and Adminis t ra t ion ,"  Nat ional  Tax Assoc ia t ion ,  Proceedings of F i f t y -  
F i f t h  Annual Conference, Miami Beach, September 3-7, 1962 ( ~ a r r i s b u r ~ :  
Nat iona l  Tax Assoc ia t ion ,  1963),  p .  304. 

Considerat ion of a  system of Federa l -S ta te  c o l l e c t i o n  would have t o  ex- 
p l o r e ,  among a  v a r i e t y  of admin i s t r a t i ve  problems, t h e  ques t ion  of Fede ra l  
v s  S t a t e  p r i o r i t i e s :  (1) Under p re sen t  Fede ra l  law, i f  remi t tances  from - 
employers of wi thhe ld  t axes  and from taxpayers  on d e c l a r a t i o n s  and annual 
t a x  r e t u r n s  were t o  amount t o  l e s s  than  t h e  a g g ~ e g a t e  of Fede ra l  and S t a t e  
t axes  due, t h e  Federa l  t a x  l i a b i l i t y  would have t o  be s a t i s f i e d  f u l l y  
be fo re  any amounts could be c r e d i t e d  t o  t h e  S t a t e  account.  Presumably, 
t h e  I n t e r n a l  Revenue Code would have t o  be amended t o  permit  t h e  I n t e r n a l  
Revenue Serv ice  t o  apply some o the r  p r i o r i t y  r u l e - - f o r  example, i n  pro-  
p o r t i o n  t o  t h e  balance due each t a x i n g  j u r i s d i c t i o n .  ( 2 )  The p r i o r i t y  
i s s u e  would a l s o  have t o  be reso lved  i n  connect ion wi th  t h e  enforcement 
of t a x  l i e n s  and l e v i e s ,  p a r t i c u l a r l y  under 3. s t a g e  ( l c )  agreement. One 
p o s s i b l e  approach might be t o  amrrld t h e  I n t e r n a l  Revenue Code t o  t h e  
e f f e c t  t h a t  a  S t a t e  t a x  s h a l l  be deemed a  Fede ra l  l i a b i l i t y  f o r  enforce-  
ment purposes.  



t h e s e  circumstances,  t h e  I n t e r n a l  Revenue Serv ice  would probably i n s i s t  t h a t  
t h e  S t a t e s  a t  l e a s t  adopt a s  t h e i r  t a x  base t h e  Fede ra l  d e f i n i t i o n  of e i t h e r  
ad jus t ed  gross  income, t axab le  income, o r  t a x  l i a b i l i t y .  The e f f e c t  on 
S t a t e  t a x  p o l i c y  of u s ing  each of those  bases  i s  descr ibed  below. 

Adjusted gross  income--The use of t h e  Federa l  definition of ad jus t ed  
gross  income would permit  t h e  S t a t e s  cons iderable  t a x  p o l i c y  l a t i t u d e .  They 
would have complete freedom on t h e  t a x  r a t e  s i d e  and they  would a l s o  be ab le  
t o  determine t h e  amount of pe r sona l  exemptions. Even i f  t hey  were simply 
t o  t a k e  t h e  Indiana  approach of a l lowing t h e  deduction of pe r sona l  exemptions 
from Federa l  ad jus t ed  gross  income and applying a  f l a t  r a t e  t o  t h e  r e s u l t i n g  
" taxable  income," t hey  would achieve some degree of p r o g r e s s i v i t y .  

The revenue e f f e c t  of such an approach on S t a t e  personal  income t a x  
revenue i s  shown i n  t a b l e  23 . &/ I f  a l l  50 S t a t e s  and t h e  D i s t r i c t  of 
Columbia were t o  levy  a  f l a t  2 percent  t a x  aga ins t  Federa l  ad jus t ed  gross  
income l e s s  pe r sona l  exemptions of $600 pe r  c a p i t a  ( t h e  Fede ra l  exemption), 
t h e  1964 y i e l d  of S t a t e  personal  income t axes  would have been increased  by 
more than  one-half ,  from $3.4 b i l l i o n  t o  $5.2  b i l l i o n .  For t h e  33 S t a t e s  
w i th  broad-based pe r sona l  income t a x e s  and t h e  D i s t r i c t  of Columbia, t h i s  
method would r e s u l t  i n  a  s l i g h t  r educ t ion  i n  t o t a l  y i e l d  because t h e  high- 
y i e l d  S t a t e s ,  notably New York, t a x  income a t  considerably higher  r a t e s  t han  
2 percent  of ad jus t ed  gross  income. However, t h e  g r e a t  ma jo r i t y  of t h e  
S t a t e s  would ga in  f r a n  a  f l a t  2 percent  t a x  on Federa l  ad jus t ed  income r e -  
duced by t h e  Federa l  personal  exemptions. 

Taxable income--A second a l t e r n a t i v e  i s  t o  levy  a  S t a t e  r a t e  ( o r  a 
s e r i e s  of graduated r a t e s )  aga ins t  Federa l  t axab le  income--that i s ,  t h e  
f i n a l  income f i g u r e  on t h e  Federa l  r e t u r n  from which t h e  taxgayer  computes 
h i s  Federa l  t a x .  This approach would have t h e  d i s t i n c t  advantage of r e -  
ducing both  t h e  taxpayer  compliance burden and t h e  admin i s t r a t i ve  burden t o  
an absolu te  minimum. It would involve one a d d i t i o n a l  c a l c u l a t i o n  i n  t h e  
case  of a  f l a t - r a t e  supplement and s e v e r a l  computations i n  t h e  case  of a  
graduated r a t e  schedule.  It would, however, t i e  t h e  S t a t e s '  t axes  d i r e c t l y  
t o  t h e  Fede ra l  t a x  s t r u c t u r e ,  w i t h  t h e  except ion,  a l b e i t  a  s i g n i f i c a n t  one, 
o f t h e  r a t e  schedule.  The S t a t e s  would thus  be adhering t o  t h e  Congressio- 
n a l l y  determined d e f i n i t i o n  of income, inc luding  provis ions  p e r t a i n i n g  t o  
c a p i t a l  ga ins ,  investment income, dep rec i a t ion ,  dep le t ion  allowances, e t c .  
Personal  exemptions and deductions from income would be i d e n t i c a l  t o  t h e  
Federa l  p rov i s ions  ( inc lud ing  t h e  deduction of S t a t e  income t a x e s  and t h e  
d e n i a l  of d e d u c t i b i l i t y  f o r  t h e  Federa l  personal  income t a x ) .  

One p re roga t ive  i s  reserved  t o  t h e  S t a t e s  under t h i s  supplement 
approach. Because t h e y w o u l d  have complete freedom on t h e  t a x  r a t e  s i d e ,  
t h e  S t a t e s  could s t i l l  determine t h e  d i s t r i b u t i o n  of t h e  t a x  burden among 
income c l a s s e s .  By us ing  Fede ra l  t axab le  income a s  t h e  base ,  t hey  can make 
t h e  S t a t e  t a x  mi ld ly  progress ive  w i t h  a  f l a t - r a t e  t a x ;  o r  they  can r a i s e  t h e  
p r o g r e s s i v i t y  by levying a  graduated r a t e  schedule.  

See p .  103. 



Fede ra l  t a x  l i a b i l i t y - - A  s i m i l a r  r e s u l t  could be obta ined  by al lowing 
t h e  taxpayer  t o  compute h i s  S t a t e  t a x  a s  a percentage of h i s  Fede ra l  t a x .  

- 

This  approach has been used by S t a t e s  a t  var ious  times--most r e c e n t l y  by 
West V i r g i n i a  and Alaska. However, t h e r e  a r e  some inhe ren t  problems which 
even tua l ly  l e d  West V i r g i n i a  t o  abandon and Alaska t o  modify t h e  procedure.  

One disadvantage i s  t h a t  a f l a t  percentage of  t h e  Fede ra l  t a x  l i a b i l i t y  
au tomat ica l ly  t i e s  t h e  S t a t e  t a x  t o  t h e  s t e e p  graduat ion  i n  t h e  Federa l  t a x .  
While i n  t heo ry  t h i s  e f f e c t  could be o f f s e t  by applying a diminishing S t a t e  
r a t e  s t r u c t u r e  t o  t h e  Fede ra l  t a x  l i a b i l i t y ,  i n  f a c t  no S t a t e  has  ever  adopted 
a seemingly r e g r e s s i v e  r a t e  s t r u c t u r e  f o r  obvious p o l i t i c a l  reasons .  Also, a s  
i n  t h e  previous p l a n  (use  of Fede ra l  t axab le  income), t h e  S t a t e ' s  t a x  i s  
l i n k e d  t o  t h e  Fede ra l  system of pe r sona l  exemptions, deduct ions,  and income 
exc lus ions .  The v u l n e r a b i l i t y  of t h e  t a x  y i e l d  t o  Congressional  income t a x  
dec i s ions  s t ands  out  a s  t h e  t h i r d  disadvantage.  A S t a t e  d e s i r i n g  a s p e c i f i c  
t a x  burden p a t t e r n  would have t o  r e v i s e  i t s  own r a t e  s t r u c t u r e  every t ime 
Congress changed t h e  Federa l  r a t e s .  

Other p o l i c y  considerations--From t h e  viewpoint of t h e  S t a t e s ,  t h e  
r e c e p t i v i t y  t o  Fede ra l  c o l l e c t i o n  can be expected t o  b.e in f luenced  by s e v e r a l  
cons ide ra t ions .  The device would probably be most a t t r a c t i v e  t o  any non- 
income t a x  S t a t e  a t  t h e  t ime it considered adopting one. The non-income t a x  
S t a t e s  would not  be confronted w i t h  t h e  vexing ques t ions  of abandoning t h e i r  
own s t a t u t o r y  design,  of r ea s s ign ing  t h e i r  own t a x  s t a f f ,  and of t h e  need 
t o  app ra i se  t h e  comparative m e r i t s  of t h e i r  own versus  t h e  Fede ra l  Government's 
enforcement. 

The idea  of Fede ra l  c o l l e c t i o n  would probably be l e a s t  a t t r a c t i v e  t o  
t h e  S t a t e s  t h a t  a l r eady  have personal  income t axes - - e spec i a l ly  t hose  wi th  
well-developed s t a t u t o r y  concepts embedded i n  l o c a l  p o l i t i c a l  p references  
and w i t h  e f f e c t i v e  t a x  enforcement machinery. Not a few S t a t e s  can be 
expected t o  hold  t h e  view t h a t  t h e  q u a l i t y  of t h e i r  enforcement, p a r t i c u l a r l y  
a t  t h e  lower income l e v e l ,  compares favorably  wi th  coun te rpa r t  Fede ra l  en- 
forcement.  

Because most S t a t e s  l abo r  under t h e  handicap of inadequate  enforcement 
personnel ,  t hey  would have no d i f f i c u l t y  i n  making very e f f e c t i v e  use  of  t a x  
enforcement personnel  made su rp lus  by s h i f t i n g  t h e  r e s p o n s i b i l i t y  f o r  income 
t a x  admin i s t r a t i on  t o  t h e  I n t e r n a l  Revenue Serv ice .  However, r a t i o n a l i t y  
cannot always be  expected t o  govern. S t a t e  p o l i t i c a l  l eade r sh ip  t a k e s  p r i d e  
i n  i t s  admin i s t r a t i ve  o rgan iza t ion  and t h e r e  i s  a p r e d i s p o s i t i o n  t o  p r o t e c t  
it. 

Undoubtedly, t h e  most fundamental po l i cy  i s s u e  regard ing  t h e  appl ica-  
t i o n  of s t a g e  ( 4 )  t o  S t a t e  pe r sona l  income t a x e s  ( b u t  not  t h e  f i r s t  t h r e e  
s t a g e s )  revolves  around t h e  ques t ion  of S t a t e  sovereignty--and t h e  ex t en t  t o  
which even t h e  non-income t a x  S t a t e s  would be w i l l i n g  t o  t r a n s f e r  t o  t h e  
Congress t h e  power t o  shape t h e i r  gene ra l  income t a x  s t r u c t u r e  and, more 
p a r t i c u l a r l y ,  t h e  d e f i n i t i o n  of t axab le  income. An obvious case  i s  t h e  
exemption of i n t e r e s t  earned on S t a t e  and l o c a l  s e c u r i t i e s  from Federa l  
t a x a t i o n .  Even i f  t h e  S t a t e s  were t o  agree  t o  t i e  t h e i r  pe r sona l  income 
t a x e s  t o  one of t h e  f i g u r e s  on t h e  Fede ra l  t a x  r e t u r n  ( a d j u s t e d  gross  income, 



t axab le  income, o r  t a x  l i a b i l i t y ) ,  t hey  would s u r e l y  i n s i s t  on re ta i -n ing  
Federa l -S ta te  comity i n  t h e  mat te r  of r e c i p r o c a l  exemption of i n t e r e s t  on 
government s e c u r i t i e s .  

From t h e  viewpoint of t h e  I n t e r n a l  Revenue Se rv i ce ,  t h e r e  a r e  a  number 
of a d d i t i o n a l  p o l i c y  cons ide ra t ions .  The Treasury Department has t r a d i t i o n a l l y  
taken  t h e  p o s i t i o n  t h a t  any n a t i o n a l  system f o r  c o l l e c t i n g  S t a t e  t a x e s  would 
r e q u i r e  a l l  S t a t e s  t o  levy  a  uniform t a x  and t o  p a r t i c i p a t e  i n  t h e  system. 
Since one - th i rd  of t h e  S t a t e s  s t i l l  l a c k  a  personal  income t a x  and t h e r e  i s  
cons iderable  v a r i e t y  i n  t h e  e x i s t i n g  S t a t e  income t a x e s ,  such a  p o s i t i o n  would 
prec lude  us ing  t h e  I n t e r n a l  Revenue S e r v i c e ' s  f a c i l i t i e s  f o r  c o l l e c t i n g  S t a t e  
income t a x e s .  However, r ecen t  developments i n  t h e  use  of e l e c t r o n i c  d a t a  
process ing  equipment--Internal  Revenue expects  t o  be completely automated by 
1967--change t h e  p i c t u r e  considerably.  JYIoreover, Treasury would r epor t ed ly  
have no r e s e r v a t i o n s  about a  p i l o t  p r o j e c t  w i th  one o r  more S t a t e s ,  governed 
by mutually s a t i s f a c t o r y  cond i t i ons ,  t o  permit  experimentat ion w i t h  Fede ra l  
c o l l e c t i o n  of t h e  S t a t e  t a x .  

INTERSTATE RELATIONS 

The growing tendency f o r  i nd iv idua l s  t o  c ros s  S t a t e  l i n e s  t o  earn a l l  
o r  p a r t  of t h e i r  l i ve l ihood  p o i n t s  up two kinds of i n t e r s t a t e  problems. The 
f i r s t  stems from t h e  l e g a l  and admin i s t r a t i ve  problems i n  regard  t o  a  S t a t e ' s  
t ax ing  j u r i s d i c t i o n  over i t s  own r e s i d e n t s  and over r e s i d e n t s  of o the r  S t a t e s  
earn ing  income wi th in  i t s  bo rde r s .  The second involves t h e  ex t en t  t o  which 
S t a t e s  cooperate  i n  enforc ing  t h e i r  personal  income t a x  laws. 

Taxing J u r i s d i c t i o n  

It i s  a w e l l  e s t a b l i s h e d  p r i n c i p l e  i n  S t a t e  personal  income t a x a t i o n  
t h a t  a  S t a t e  can t a x  i t s  r e s i d e c t s  on a l l  t h e i r  income, wherever it i s  
earned, and can t a x  t h e  income of nonres idents  earned w i t h i n  i t s  borders .  
S t r i c t  adherence t o  t n i s  p r i n c i p l e ,  where both S t a t e s  employ income t a x e s ,  
would n e c e s s a r i l y  sub jec t  any income an ind iv idua l  earns i n  a  S t a t e  o the r  
than  where he r e s i d e s  t o  double taxat ion--by h i s  S t a t e  of res idence  and by 
t h e  S t a t e  i n  which he earns  t h e  income. 

To avoid double t a x a t i o n ,  t h e  S t a t e s  have devised a  system of r e s i d e n t  
and nonresident  c r e d i t s  ( t a b l e  29 ) .  A l l  of t h e  income t a x  S t a t e s  bu t  Alaska 
allow c r e d i t s  t o  t h e i r  r e s i d e n t s  f o r  t a x e s  pa id  t o  o the r  S t a t e s ,  and i n  most 
i n s t ances  t h i s  res idence  c r e d i t  i s  allowed whether o r  not  t h e  S t a t e  of employ- 
ment r e c i p r o c a t e s .  Eleven S t a t e s  allow c r e d i t s  t o  nonres idents  f o r  pe r sona l  
income t a x  l i a b i l i t i e s  t o  t h e i r  own S t a t e s  ( app l i cab le  p r imar i ly  t o  income 
from personal  s e r v i c e s )  provided those  S t a t e s  r e c i p r o c a t e ;  two S t a t e s  (west 
V i r g i n i a  and ~ i s c o n s i n )  exempt nonres idents  from t h e i r  pe r sona l  income t a x e s  

1/ Alaska t axes  only income derived w i t h i n  t h e  S t a t e .  



TABLE 29 .--CREDIT ARRANGEMEXYTS FOR PERSONAL INCOME TAXES PAID TO OTKER STATES 

S t a t e  

Ala . 
Alaska 
Ariz. 
Ark. 
Ca l i f .  
Colo . 

Dela . 
D.C.  
Ga . 
Hawaii 
Idaho 
Indiana 

w 
C. Iowa 
W 

Kansas 
I KY. 

La. 
Md . 
Mass. 

Credi -- 
Resident 

X - - 
X 
X 
X 
X 

:2/ 
X 
X 
X 
X 

:y 
X 
X 

Nonresident 

Denotes "yes"; -- denotes "no" or  "not appl icable .  " 1/ 
Credit i s  given i f  t h e  o the r  S t a t e  does not g ive  
c r e d i t .  
Personal income t a x  on res iden t s  only. 

El 
For income and in tangibles  taxes  required  t o  be 
paid a S t a t e  as a domicil iary.  

2/ 
Provides f o r  exemption i f  o the r  S t a t e  rec iprocates  1C/ 
(by agreement). 
~ e d u c t i o n s  l imited.  
Exempts income of nonresidents i f  o ther  S t a t e  

11/ 
reciprocates f o r  i t s  res iden t s .  

Limited t o  taxes  on profess ional  and business 
income. 
Residents may deduct from gross income t h e  
income on which t a x  is paid t o  another S t a t e .  
Credit  l imi ted  t o  1* percent  of t axab le  income 
earned outs ide  of S t a t e .  
Limited t o  taxes  paid  on compensation f o r  
personal  services .  
Exempts income of nonresident commuters i f  t h e i r  
S t a t e s  provide s imi la r  exemption (app l i es  t o  
res iden t s  of Kentucky, Maryland, West Virginia ,  
D i s t r i c t  of Columbia. 



i f  t h e  res idence  S t a t e s  do l ikewise ;  and t h e  D i s t r i c t  of Columbia t a x e s  only 
r e s i d e n t s .  Of t h e  11 S t a t e s  t h a t  a l low r e c i p r o c a l  nonres ident  c r e d i t s ,  four--  
Indiana,  Kentucky, Maryland, and Virginia--have p rov i s ion  f o r  r e c i p r o c a l  
agreements w i t h  o the r  S t a t e s  t o  mutually exempt nonres idents  ( t h e  Vi rg in i a  
p rov i s ion  a p p l i e s  t o  commuters on ly ) .  Thus, i n  6 S t a t e s  and t h e  D i s t r i c t  of 
Columbia it i s  p o s s i b l e  f o r  nonres idents  t o  be r e l i e v e d  of f i l i n g  income t a x  
r e t u r n s  on t h e i r  s a l a r i e s  and wages wi th  t h e  S t a t e  i n  which they  a r e  employed. 

C lea r ly ,  t h i s  system of r e s i d e n t  and nonresident  c r e d i t s  and exemptions 
meets t e  o b j e c t i v e  of minimizing, i f  not  e n t i r e l y  e l imina t ing ,  double taxa-  
t i o n .  8 However, it gives  r i s e  t o  a  number of complicat ions.  

With almost u n i v e r s a l  adopt ion of withholding,  t h e  S t a t e  income t a x e s  
of most i nd iv idua l s  r e s i d i n g  i n  one income t a x  S t a t e  and employed i n  another  
a r e  wi thhe ld  i n  t h e  S t a t e  of employment and p a i d  over t o  t h a t  S t a t e .  Such 
a  taxpayer  i s  t hen  r equ i r ed  t o  f i l e  income t a x  r e t u r n s  w i th  both S t a t e s .  I f  
h i s  res idence  S t a t e ' s  income t a x  i s  higher  t han  t h a t  of h i s  S t a t e  of employ- 
ment, he w i l l  pay t h e  d i f f e r e n c e  between t h e  two t a x  l i a b i l i t i e s  t o  h i s  own 
S t a t e  (having p a i d  t h e  o the r  S t a t e ,  through withholding,  t h e  t o t a l  amount he 
owes it under i t s  income t a x  law) .  

The u s u a l  s i t u a t i o n  i s  f o r  a S t a t e  t o  c r e d i t  i t s  own r e s i d e n t s  f o r  
t a x e s  t hey  pay t o  another  S t a t e ,  i n  e f f e c t  s h i f t i n g  t h e i r  income t a x  l i a b i l i t y  
from t h e i r  own S t a t e  t o  t h e i r  S t a t e s  of employment. There has been a d i s -  
c e r n i b l e  t r e n d  i n  S t a t e  pe r sona l  income t a x a t i o n  away from t h e  allowance of 
a  nonresident  c r e d i t ,  l e av ing  it up t o  t h e  S t a t e  of r e s idence  t o  a d j u s t  f o r  
double t a x a t i o n .  As r e c e n t l y  a s  1956, when 31 S t a t e s  and t h e  D i s t r i c t  of 
Columbia (only  t h r e e  l e s s  t han  now) taxed  personal  incomes, 19 S t a t e s  and 
t h e  D i s t r i c t  of Columbia e i t h e r  exempted o r  allowed c r e d i t s  t o  nonresidents--  
7 more than  a t  p re sen t .  I n  1941, when t h e r e  were a l s o  31 income t a x  
S t a t e s ,  20 exempted o r  allowed c r e d i t s  t o  nonres idents .  21 

Two f a c t o r s  a r e  c h i e f l y  r e spons ib l e  f o r  t h e  inc reas ing  tendency on 
t h e  p a r t  of S t a t e s  t o  t a x  each o t h e r s '  r e s i d e n t s  under t h e i r  pe r sona l  income 
taxes- - the  ques t  f o r  revenue and t h e  in t roduc t ion  of p a y r o l l  withholding.  

Maximization of revenue--The r i g h t  of S t a t e s  t o  t a x  t h e  income of 
nonres idents  der ived  wi th in  t h e i r  borders  was sus t a ined  a s  e a r l y  a s  t h e  

Some double t a x a t i o n  i s  s t i l l  p o s s i b l e  because of d i f f e r e n c e s  i n  t h e  way 
S t a t e s  de f ine  " r e s iden t "  and "nonresident ."  Conceivably, a  taxpayer  
could f i n d  himself a  l e g a l  r e s i d e n t  of two S t a t e s  because of d ive r se  
d e f i n i t i o n s ,  t hus  l i a b l e  t o  both  S t a t e s '  t a x e s  on t h e  same income. 
Conversely a  taxpayer  could t a k e  advantage of t h e s e  d i f f e r e n c e s  t o  
evade S t a t e  income t a x e s .  See d iscuss ion  below. 

Federa t ion  of Tax Adminis t ra tors ,  Provis ions  Limit ing Double Taxat ion of 
Income by S t a t e s ,  RM-340, September 1956. 

Roy G. Blakey and Vio le t  Johnson, S t a t e  Income Taxes ( ~ e w  York: Commerce 
Clear ing  House, I n c . ,  1942) p .  86. 



1920 ' s .  I n  t h e i r  search  f o r  a d d i t i o n a l  revenue t h e  S t a t e s  found nonres idents  
f a i r  game, f a c i l i t a t e d  by t h e  f a c t  t h a t  each could r e a d i l y  safeguard i t s  own 
r e s i d e n t s  aga ins t  t h e  r e c i p r o c a t i n g  l e v i e s  of o the r  S t a t e s  by means of a  
r e s i d e n t  c r e d i t .  

Taxing nonres idents  was p a r t i c u l a r l y  f r u i t f u l  f o r  t h e  i n d u s t r i a l  
S t a t e s  when indus t ry  w a s  concent ra ted  i n  a  few S t a t e s .  As more S t a t e s  become 
i n d u s t r i a l i z e d  and t h e  incidence of i n t e r s t a t e  commutation becomes more wide- 
spread,  t h e  imbalance between t h e  numbers of commuters moving i n t o  and ou t  
of a  p a r t i c u l a r  S t a t e  tends  t o  diminish and w i t h  it t h e  revenue advantage of 
t a x i n g  nonres idents  and t h e  s i g n i f i c a n c e  of t h e  method s e l e c t e d  f o r  e l imina t ing  
double t a x a t i o n .  

The f a c t  t h a t  S t a t e s  can e i t h e r  t a x  nonres idents  o r  g r a n t  them r e l i e f  
from t a x e s  has produced some anomalcus s i t u a t i o n s .  When New J e r s e y  enacted 
i t s  "commuters' income t a x "  i n  1961, t h e  i n t e n t  was t o  levy  t h e  t a x  on New 
York r e s i d e n t s  working i n  New J e r s e y  and on New J e r s e y  r e s i d e n t s  working i n  
New York. A t  t h a t  t ime,  New York allowed a  c r e d i t  t o  nonres idents  f o r  t a x e s  
t hey  p a i d  t o  t h e i r  own S t a t e s .  However, t o  minimize t h e  revenue l o s s  from 
t h e  New J e r s e y  t a x ,  New York repea led  t h e  nonresident  c r e d i t .  Since New 
J e r s e y  al lows a  c r e d i t  t o  i t s  r e s i d e n t s  f o r  t a x e s  p a i d  another  S t a t e ,  New 
J e r s e y  r e s i d e n t s  working i n  Nev~ York pay only t h e  New York t a x .  S i m i l a r l y ,  
New York r e s i d e n t s  working i n  New J e r s e y  pay only  t h e  New J e r s e y  t a x ,  a s  
New York al lows a  c r e d i t  t o  i t s  r e s i d e n t s  who earn  t h e i r  l i v e l i h o o d  and a r e  
t axed  i n  another  S t a t e .  

Although New York repea led  i t s  nonresident  c r e d i t  p r i m a r i l y  i n  r e -  
t a l i a t i o n  a g a i n s t  t h e  New J e r s e y  t a x ,  t h i s  a c t i o n  a l s o  a f f e c t e d  r e s i d e n t s  of 
o t h e r  S t a t e s .  Thus, a s  a  r e s u l t ,  Delaware no longer  al lows a  c r e d i t  t o  i t s  
own r e s i d e n t s  f o r  income t a x e s  t hey  pay t o  New York because t h e  Delaware 
c r e d i t  i s  cont ingent  upon r e c i p r o c a l  t rea tment  of Delaware r e s i d e n t s  by t h e  
o t h e r  S t a t e .  Delaware r e s i d e n t s  may t a k e  t h e  t a x e s  they  pay t o  New York a s  
a  deduct ion  from income, b u t  not a s  a  t a x  c r e d i t .  

Another example occurred i n  1961, when Wisconsin enacted l e g i s l a t i o n  
exempting nonres idents  from t h e  Wisconsin t a x  i f  t h e i r  own S t a t e s  t r e a t e d  
Wisconsin r e s i d e n t s  i n  a  l i k e  manner. That same year  Minnesota repea led  
i t s  nonresident  c r e d i t  i n  r e t a l i a t i o n  t o  a  s i m i l a r  a c t i o n  by North Dakota, 
t hus  prec luding  Wisconsin from extending t h e  p rov i s ion  of i t s  1961 law t o  
Minnesota r e s i d e n t s .  As a  r e s u l t ,  bo th  S t a t e s  c o l l e c t  t h e  t a x  from each 
o t h e r ' s  r e s i d e n t s  and al low a c r e d i t  t o  t h e i r  own r e s i d e n t s  f o r  income t a x e s  
t hey  pay t o  t h e  o the r  S t a t e .  To d a t e ,  Wisconsin has agreements w i t h  only  
t h r e e  S ta tes - - Indiana ,  Kentucky, and Maryland--for mutual forbearance  i n  
t h e  t a x a t i o n  of nonres idents  ' income. 

As a  r e s u l t  of t h i s  a c t i o n ,  New J e r s e y ' s  annual t a k e  from i t s  "commuters' 
income t a x "  was reduced by some $30 m i l l i o n ,  which would otherwise have 
been s h i f t e d  from New York. 



An i n t e r e s t i n g  s i t ~ a t i o n  developed i n  t h e  Maryland-Virginia-Distr ic t  
of Columbia a r e a  i n  1962 when V i r g i n i a  introduced withholding.  These t h r e e  
j u r i s d i c t i o n s  exempt t h e  s a l a r i e s  and wages of nonres idents  from t h e i r  own 
income t a x e s :  The D i s t r i c t  of Columbia exempts a l l  nonres idents  whi le  
Maryland and Vi rg in i a  do so  on condi t ion  of r e c i p r o c i t y .  When V i r g i n i a  i n -  
t roduced withholding,  it repea led  t h e  s e c t i o n  r e l i e v i n g  commuters of f i l i n g  
income t a x  r e t u r n s .  Maryland and D i s t r i c t  of Columbia r e s i d e n t s  working i n  
V i rg in i a ,  many of them employees of t h e  Fede ra l  Government, complained about 
t h i s  a c t i o n .  The V i r g i n i a  Commissioner of Taxation a s s e r t e d  t h a t  i f  t h e  
Federa l  Government would arrange t o  withhold Vi rg in i a  income t a x e s  from 
Vi rg in i a  r e s i d e n t s  employed by it i n  Maryland and t h e  D i s t r i c t  of Columbia, 
he would recommend r e s t o r a t i o n  of t h e  exemption f o r  nonresident  commuters. 
Such a c t i o n  was even tua l ly  taken  by t h e  Federa l  Government ( app l i cab le  t o  
r e s i d e n t s  of a l l  j u r i s d i c t i o n s )  and by Vi rg in i a ,  so t h a t  V i rg in i a ,  Maryland, 
and D i s t r i c t  of Columbia r e s i d e n t s  employed a s  nonres idents  i n  any of t hose  
j u r i s d i c t l o n s  need not f i l e  nonresident  r e t u r n s .  

The e f f e c t  of withholding--Recognizing t h e  va lue  of c o l l e c t i o n  a t  t h e  
source f o r  maximizing S t a t e  pe r sona l  income t a x  c o l l e c t i o n s ,  t h e  S t a t e s  d i d  
not l a g  f a r  behind t h e  Fede ra l  Government i n  e s t a b l i s h i n g  withholding systems. 
Oregon adopted withholding i n  1948, t h e  f i r s t  S t a t e  t o  do so ,  and withholding 
a s  a  means of c o l l e c t i n g  income t axes  from wage and s a l a r y  r e c i p i e n t s  a t  t h e  
source i s  now v i r t u a l l y  a  u n i v e r s a l  f e a t u r e  of S t a t e  pe r sona l  income t a x  
laws ( t a b l e  3 0 ) .  On December 31, 1965, gene ra l  withholding,  app l i cab le  t o  
both  r e s i d e n t s  and nonres idents ,  was on t h e  s t a t u t e  books of 30 S t a t e s  and 
t h e  D i s t r i c t  of Columbia, and Nebraska has adopted t h e  system beginning 
January 1, 1967 a s  p a r t  of i t s  new income t a x  law, which i s  sub jec t  t o  r e f e ren -  
dum. That leaves  only Miss i s s ipp i ,  North Dakota, and C a l i f o r n i a  without  
gene ra l  withholding ( C a l i f o r n i a  does r e q u i r e  withholding from nonres idents ,  
however). More than  h a l f  of t h e  S t a t e s  t h a t  now employ withholding have 
adopted it s i n c e  1959. 

Like t h e  Fede ra l  Government, S t a t e s  r e q u i r e  withholding from s a l a r i e s  
and wages, bu t  not  i n t e r e s t ,  dividends,  r e n t s ,  o r  r o y a l t i e s .  However, most 
S t a t e s ,  inc luding  those  t h a t  do not  u se  withholding,  r e q u i r e  payers  of i n t e r -  
e s t ,  dividends,  e t c . ,  t o  f i l e  in format iona l  r e p o r t s .  Hawaii, New Mexico, 
and New York r e q u i r e  employers t o  remi t  wi thhe ld  income t a x e s  every month; 
a l l  o the r  S t a t e s  withholding from r e s i d e n t s  r e q u i r e  q u a r t e r l y  r e t u r n s .  A 
number of S t a t e s  t h a t  use  t h e  q u a r t e r l y  r e t u r n  system, however, r e q u i r e  
monthly payments when t h e  aggregate  withholdings of i nd iv idua l  taxpayers  
exceed a  s p e c i f i e d  amount. 

Withholding has improved income t a x  enforcement s t r i k i n g l y .  The 
inc rease  i n  c o l l e c t i o n s  has been e  t imated  t o  range up t o  25 pe rcen t ,  w i th  
a  median inc rease  of 10 pe rcen t .  These inc reases  have been a t t r i b u t e d  

Alan P. Murray, "Wage-Withholding and S t a t e  Income Taxes, " National  
Tax Jou rna l ,  Vol. X V I I I ,  No. 4 ,  December 1964. 



TABLE 30. --WITHHOLDING OF STATE PERSONAL INCOME TAXES 

S t a t e  

Alabama 
Alaska 
Arizona 
Arkansas 
Ca l i fo rn ia  

Colorado 
Delaware 
Dis t .  of Col. 
Georgia 
Hawaii 

Idaho 
Indiana 

I Iowa 
r Kansas 
C - Kentucky 
I 

Louisiana 
Maryland 

Withholding 
required 

Year 
e f f e c t i v e  

1956 
1949 
1954 
1966 
- - 

1954 
1949 
1956 
1960 
1.957 

195 5 
1963 
1966 
1966 
1954 

l%l 
1955 

P e r i o d i c i t y  of 
5m~lover  r e t u r n s  

Q u a r t e r l y  
do 
do 
do 

Annually 

Q u a r t e r l y  
do 
do 
do 

Monthly 2/ 

Q u a r t e r l y  
do 
do 
do 
do 31 

X Denotes "yes; " -- denotes "no" o r  "not a p p l i c a b l e .  " 
I/ Withholding app l ies  t o  nonres idents  on ly .  
3 The Director of Taxation may g r a n t  permission t o  

employers wi th  an annual l i a b i l i t y  t o  pay over 
withheld income t a x e s  no t  exceeding $200 t o  make 
r e t u r n s  and payments on a q u a r t e r l y  b a s i s .  
Except t h a t  employers withholding income t a x e s  
amounting t o  $100 o r  more pe r  month a r e  requ i red  
t o  remit  on o r  be fore  t h e  15 th  of t h e  fol lowing 
month. 

k /  At t h e  request  of t h e  employer, t h e  Col lec to r  of 
Revenue may permit a wi thholding t a x  r e t u r n  t o  
be submitted and t h e  tax t o  be  p a i d  on a monthly 
bas i s .  

S t a t e  

Massachusetts 
Minnesota 
Miss i s s ipp i  
Missouri  
Montana 

Nebraska 
New Mexico 
New York 
North Cara l ina  
North Dakota 
Oklahoma 

Oregon 
South Carol ina  
Utah 
Vermont 
V i r g i n i a  

West V i r g i n i a  
Wisconsin 

Withholding 
requ i red  

Year 
e f f e c t i v e  

1959 
1961 - - 
1961 
1955 

1967 
196 1 
1.953 
1953 - - 
1961 

1948 
1959 
1959 
1951 
1963 

1961 
1962 

F e r i o d i c i t y  of 
employer r e t u r n s  

Quar te1 .1~  do 21 
- - 

Quarter ly  
do 5' 
rio 

Monthly 
do 

Quar ter ly  
- - 
do 

Except t h a t  r e t u r n s  and payment of t a x e s  wi thheld  by 
any employer who can reasonably expect t h a t  t a x e s  
wi thheld  w i l l  exceed $600 f o r  t h e  calendar  year  a r e  
due monthly. 
I f  t o t a l  q u a r t e r l y  t a x e s  wi thheld  are l e s s  than  $10, 
an employer may make an annual r e t u r n .  
Subject  t o  referendum. 
Except t h a t  where t h e  amount wi thhe ld  i s  a t  l e a s t  $200 
p e r  calendar  month o r  exceeds $600 per  calendar  q u a r t e r ,  
employers are  requ i red  t o  r e p o r t  monthly. 

9/ The Tax Commission may by r e g u l a t i o n  provide f o r  - 
r e t u r n s  and payment on t h e  15 th  day of each month f o r  
employers wi thholding t a x e s  of $100 o r  more f o r  t h e  
preceding calendar  month. 



almost e n t i r e l y  t o  t h e  improved taxpayer  compliance produced by withholding.  
S t a t e s  w i th  l a r g e  numbers of nonresident  ea rne r s  f i n d  withholding p a r t i c u l a r l y  
h e l p f u l  i n  t h e i r  t a x  c o l l e c t i o n  e f f o r t s .  

The widespread adoption of p a y r o l l  withholding i n  r e c e n t  years  was 
probably more i n f l u e n t i a l  i n  pushing t h e  S t a t e s  toward t h e  e l imina t ion  of 
t h e  nonresident  c r e d i t  than  was t h e  ques t  f o r  revenue. Since t h e  income t a x  
i s  c o l l e c t e d  by t h e  employer, t h e  nonresident  employee can be r e a d i l y  i n -  
cluded. Why f o r e g o t h e  revenue when it i s  r e a d i l y  a t  hand? It i s  s i g n i f i c a n t ,  
i n  t h i s  connection, t h a t  8 of t h e  9 S t a t e s  t h a t  dropped t h e i r  nonresident  
c r e d i t  o r  exemption s i n c e  1956 have i n s t a l l e d  a  withholding system s i n c e  t h a t  
t ime . 

Def in i t i on  of "Residence" 

While t h e  system of r e s i d e n t  and nonresident  c r e d i t s  e f f e c t i v e l y  
minimizes t h e  p o s s i b i l i t y  of double t a x a t i o n  under S t a t e  income t a x  laws, t h e  
v a r i a t i o n  i n  l e g a l  d e f i n i t i o n s  and admin i s t r a t i ve  i n t e r p r e t a t i o n s  a s  t o  t h e  
condi t ions  under which an ind iv idua l  i s  considered a  r e s i d e n t  of a  p a r t i c u l a r  
S t a t e  g ive  r i s e  t o  some cases  of double t a x a t i o n .  It i s  a l s o  p o s s i b l e  f o r  an 
ind iv idua l  t o  avoid S t a t e  income t axes  because of t h e  d i f f e r e n t  res idence  
d e f i n i t i o n s  used by t h e  S t a t e s .  

A Committee of t h e  National  Tax Assoc ia t ion  i d e n t i f i e d  a t  l e a s t  f i v e  
kinds of d e f i n i t i o n s  i n  t h e  S t a t e  income t a x  laws of 1947. These were: 

(1) A " r e s iden t "  i s  a  person who e i t h e r  i s  domiciled 
w i t h i n  t h e  S t a t e  o r  maintains  a  permanent p l ace  of abode f o r  
any l eng th  of t ime t h e r e i n  during t h e  t a x a b l e  yea r .  

(2) A " re s iden t "  i s  a  person who e i t h e r  i s  domiciled 
w i t h i n  t h e  S t a t e  on t h e  l a s t  day of t h e  t a x a b l e  year  o r  
maintains  a  p l ace  of abode w i t h i n  t h e  S t a t e  f o r  a spec i -  
f i e d  p o r t i o n  of t h e  t axab le  yea r .  

( 3 )  A " r e s iden t "  i s  a  person who e i t h e r  i s  domiciled 
w i t h i n  t h e  S t a t e  o r  maintains  a  p l ace  of abode w i t h i n  t h e  
S t a t e  and spends i n  t h e  aggregate  a  s p e c i f i e d  p o r t i o n  of 
t h e  t a x a b l e  year  w i t h i n  t h e  S t a t e .  

(4) A " re s iden t "  i s  a  person who i s  i n  t h e  S t a t e  f o r  
o the r  t han  temporary purposes and every person domiciled 
wi th in  t h e  S t a t e ,  w i th  a  presumption t h a t  a  person who spends 
i n  t h e  aggregate  a  s p e c i f i e d  po r t ion  of t h e  t axab le  year  
w i t h i n  t h e  S t a t e  j.s a  r e s i d e n t .  

1/ National  Tax Assoc ia t ion ,  "Report of t h e  Committee on Mul t ip le  Personal  - 
Income Taxes," Proceedings of t h e  F o r t i e t h  National  Conference, 1947, 
PP. 308-313. 



( 5 )  A " r e s iden t "  i s  a  person coming w i t h i n  t h e  scope of 
a s p e c i a l  s t a t u t o r y  d e f i n i t i o n  o r  a  member of a  group un- 
def ined  by s t a t u t e .  

Although t h e  Committee recommended a  uniform d e f i n i t i o n  f o r  adoption 
by a l l  S t a t e s ,  t h e r e  has  been l i t t l e ,  i f  any, progress  i n  t h i s  d i r e c t i o n .  
The v a r i e t y  of d e f i n i t i o n s  i s  a s  wide now a s  it was i n  1947. They range 
from a simple s tatement  i n  t h e  Kentucky law t h a t  " ' r e s i d e n t '  means any ind i -  
v i d u a l  domiciled w i t h i n  t h i s  S t a t e ,  " t o  extremely lengthy  d e f i n i t i o n s  i n  
t h e  New Mexico and V i r g i n i a  s t a t u t e s .  I n  between i s  t h e  d e f i n i t i o n  
adopted by C a l i f o r n i a  and a  few o t h e r  S t a t e s ,  and t h e  one used by New York. 
The C a l i f o r n i a  law de f ines  a  " r e s iden t "  t o  inc lude  t h e  fol lowing:  kl 

" ( a )  Every ind iv idua l  who i s  i n  t h i s  S t a t e  f o r  o the r  t han  a  
temporary o r  t r a n s i t o r y  purpose. ( b )  Every i n d i v i d u a l  domi- 
c i l e d  w i t h i n  t h i s  S t a t e  who i s  o u t s i d e  t h e  S t a t e  f o r  a 
temporary o r  t r a n s i t o r y  purpose. Any ind iv idua l  who i s  a  
r e s i d e n t  of t h i s  S t a t e  cont inues  t o  be a  r e s i d e n t  even 
though temporar i ly  absent  from t h e  S t a t e . "  

The New York d e f i n i t i o n  i s  somewhat more p r e c i s e :  

" . . .A  r e s i d e n t  i nd iv idua l  means an ind iv idua l :  ( 1 )  who i s  
domiciled i n  t h i s  s t a t e ,  un le s s  he main ta ins  no permanent 
p l ace  of abode i n  t h i s  s t a t e ,  maintains  a  permanent p l ace  
of abode elsewhere, and spends i n  t h e  aggregate  not  more 
than  t h i r t y  days of t h e  t a x a b l e  year  i n  t h i s  s t a t e ,  o r  
( 2 )  who i s  not  domiciled i n  t h i s  s t a t e  b u t  main ta ins  a  
permanent p l ace  of abode i n  t h i s  s t a t e  and spends i n  t h e  
aggregate  more than  one hundred e igh ty - th ree  days of t h e  
t a x a b l e  year  i n  t h i s  s t a t e . .  ." 
The major p o i n t s  of d i f f e r e n c e  i n  t h e  var ious  d e f i n i t i o n s  of " r e s i -  

dent ' '  a r e :  

( 1 )  The l eng th  of  t ime a  person must have r e s i d e d  i n  t h e  
S t a t e  t o  be considered a  r e s i d e n t ;  

( 2 )  The d i s t i n c t i o n  between "domicile," "place of abode," 
and "residence" ; and 

(3)  The handl ing of "temporary absence. I' 

Kentucky Revised S t a t u t e s ,  Sec. 141-010. 

New Mexico S t a t u t e s ,  Sec. 72-15-3. 

2/ V i r g i n i a  -3 Code Sec.  58-77(8). 

4/ C a l i f o r n i a ,  Revenue and Taxat ion Code, Sec. 17014. 

New York, Consolidated Laws, Ch. 60, A r t .  22,  Sec. 605(a) .  



U n t i l  t h e s e  d i f f e r ences  can be reso lved ,  S t a t e  t a x  admin i s t r a to r s  
and t h e  cou r t s  w i l l  cont inue t o  spend an ino rd ina t e  amount of  t ime ad judi -  
c a t i n g  res idence  ques t ions  and taxpayers  w i l l  be  l i a b l e  t o  double t a x a t i o n  
o r  they  w i l l  use  t h e i r  ingenui ty  and t h a t  of t h e i r  a t t o r n e y s  t o  evade S t a t e  
income t a x e s .  

I n t e r s t a t e  Cooperation i n  Enforcement 

Most S t a t e  income t a x  la7.m make some p rov i s ion  t o  permit  au thor ized  
personnel  of ou t -o f -S ta t e  t a x  agencies  t o  i n spec t  t h e i r  t a x  r eco rds  i n  
connection wi th  t h e  a u d i t  of income t a x  r e t u r n s .  Some S t a t e s  permit  only 
l i m i t e d  exchange of information o r  provide t h a t  t a x  information can be  made 
a v a i l a b l e  only on a  r e c i p r o c a l  b a s i s .  

There i s  no evidence of formal  agreements between S t a t e s  o r  among 
groups of S t a t e s  f o r  massive exchange of t a x  information.  A t  one t ime,  New 
York S t a t e  entered i n t o  agreements w i th  20 S t a t e s  f o r  r e c i p r o c a l  exchange 
of personal  income t a x  information.  These arrangements have apparent ly  
been d iscarded ,  probably because of t h e  expanded use  of Federa l -S ta te  
cooperat ive agreements. Nevertheless ,  it i s  common f o r  S t a t e  t a x  agencies  
t o  s o l i c i t  he lp  from o the r  S t a t e s ,  on an informal  b a s i s ,  i n  t r ack ing  down 
former r e s i d e n t s  who have moved without  paying t h e i r  income t a x  l i a b i l i t i e s  
o r  t o  s u b s t a n t i a t e  a  c r e d i t  f o r  t axes  pa id  t o  another  S t a t e .  General ly ,  
such a  r eques t  simply involves a  te lephone c a l l  o r  a  l e t t e r ,  and most S t a t e  
t a x  admin i s t r a to r s  be l i eve  t h e r e  i s  l i t t l e  o r  no need f o r  more formal  
arrangements.  

A l l  bu t  s i x  S t a t e s  w i t h  pe r sona l  income t a x e s  have r e c i p r o c a l  comity 
s t a t u t e s  al lowing o the r  S t a t e s  t o  sue i n  t h e i r  c o u r t s  f o r  t h e  c o l l e c t i o n  of 
unpaid t a x  l i a b i l i t i e s  ( t h e  S t a t e s  without  such comity s t a t u t e s  a r e  Colorado, 
Missouri,  Montana, New Mexico, Utah, and ~ e r m o n t ) .  Missouri has a  gene ra l  
s t a t u t o r y  p rov i s ion  pe rmi t t i ng  s u i t s  i n  i t s  cou r t s  "...whenever a  c laim 
e x i s t s  under t h e  law of another  S t a t e .  . . " z/ Massachusetts i s  t h e  most 
r ecen t  t o  accord r e c i p r o c a l  i n t e r s t a t e  comity, having enacted such l e g i s l a t i o n  
i n  i t s  1964 l e g i s l a t i v e  se s s ion .  L i t t l e  u se  i s  made of t h e  comity l a w s  i n  
connection w i t h  income t a x  enforcement, except where t h e  t a x  l i a b i l i t y  i s  
p a r t i c u l a r l y  l a r g e .  Undoubtedly, t h e  very ex i s t ence  of such laws has some 
d e t e r r e n t  e f f e c t  on t h e  evasion of income t a x  l i a b i l i t i e s  by those  moving 
out  of a  S t a t e  and t h e  adoption of uniform comity laws by a l l  S t a t e s  would 
be h e l p f u l .  

1/ Mortimer M. Kasse l l ,  "Progress Toward Achieving Uniformity i n  S t a t e  - 
Income Tax Administrat ion,"  i.n Symposium on Income Tax Administrat ion 
(New York: Tax I n s t i t u t e ,  I n c . ,  December 15-17, 1948),  p .  301. 

Missouri Revised S t a t u t e s ,  Sec. 

Massachusetts General Laws, Chap. 58, See. 28 C .  
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Technical Paper 1 

THE PERSONAL INCOME TAX AND STATE CONSTITUTIONS 

Two basic State constitutional issues are relevant to an examination 
of Federal-State coordination of personal income taxes. The first involves 
the extent to which State constitutions specifically authorize or prohibit 
State personal income taxes, or, in the absence of explicit constitutional 
language, how the courts have interpreted State legislative authority to levy 
such a tax. Involved here are questions relating to the kind of rate schedule 
that can be levied (graduated or flat rate) and whether personal exemptions 
and deductions can be allowed. 

The second issue concerns the constitutionality of a State adopting 
the personal income tax provisions of the Federal Internal Revenue Code. Is 
such action an unconstitutional delegation of a State's legislative authority 
and responsibility to the Federal Government? 

These constitutional questions are relevant to determining the extent 
to which recommendations that may be made by the Commission about State use 
of personal income taxes, or to minimize differences between the State and 
Federal income tax may run afoul of existing State constitutional provisions; 
whether they could be implemented by State legislation or whether constitutions 
would need to be amended, Such restrictions do not necessarily require abandon- 
ment of efforts to secure the maximum degree of uniformity between Federal and 
State income taxes or to secure adoption by all States of an income tax where 
such recommendations might conflict with an individual State constitution, 
However, the nature and extent of the constitutional questions that may be 
present could well determine the approach that should be taken in a given situ- 
ation. If the basic goal can be achieved with or without a constitutional 
amendment, the latter course is obviously to be preferred. 

Many of the 34 States that now levy a broad-based personal income tax 
amended their constitutions before doing so, believing it necessary or ad- 
visable. Others were able to do so without constitutional action. The 
following brief survey of State constitutional provisions sheds some light 
on the course that State personal income taxation has taken thus far and on 
possible constitutional problems that face the 16 States that do not now tax 
personal incomes. 



AUTHORITY TO LEVY AN INCOME TAX 

A number of factors have more or less influenced constitutional 
questions concerning State personal income taxes. The decision of the , 

1 / United States Supreme Court in Pollock v. Farmers' Loan and Trust Compdny,- 
declaring the Federal income tax statute of 1894 unconstitutional, was based 
on grounds which should not have affected the authority of State legislatures 
to adopt income taxes. Nevertheless, the Court's reasoning undoubtedly pre- 
sented a psychological block to State adoptions. The important constitutional 
issues in the States concerned the nature of State constitutional provisions 
affecting tax uniformity, proportionality, definitions of property for tax 
purposes, and inherent powers of the legislature. Whether or not such re- 
quirements were included in individual State constitutions, and the way each 
State Supreme Court interpreted their meaning, affected the course of the 
income tax development in the individual State. The impact of this deselop- 
ment is apparent from table 31,which shows the basic constitutional provisions 
affecting the levy of personal income taxes in the 34 States that impose such 
a tax at the present time. 

The constitutions of 20 of these 34 States contain specific provisions 
authorizing the legislature to impose an income tax. In 12 of the 20, this 
authorization was contained in a specific amendment to the State constitution 
adopted since 1900. As will be made apparent below, it is questionable whether 
a constitutional amendment was a necessary prelude to income taxation in each 
of these States. The other eight States, with the exception of California and 
New York, adopted their constitutions since 1900. The California Constitution, 
adopted in 1879, contains the earliest specific authorization for an income tax 
among the constitutions of the 34 States utilizing the tax. 

Thirteen States levy an income tax, although their State constitutions 
contain no specific authorization for imposing such a tax. In four--Alaska, 
Hawaii, Iowa, and Vermont--the State constitution contains no specific refer- 
ence which would in any way affect the authority of the legislature to levy an 
income tax. The constitutions of Delaware, Georgia, Idaho, Kentucky, Maryland, 
Minnesota, Mississippi, New Mexico, North Dakota, and Oregon contain specific 
uniformity provisions. In each, the uniformity requirement is phrased in terms 
of the class of subjects, objects, or the property that may be taxed by the 
legislature. With the flexibility thus granted, and in the context of general 
powers of legislative bodies, these provisions have been held not to bar the 
levying of a progressive income tax by the States. The Nebraska Constitution 
gives the legislature broad authority to adopt nonproperty taxes, but prohibits 
a State property tax, except for capital improvements, whenever an income tax 
is adopted. 

11 157 U.S. 429 (1895). - 



S t a t e  

.- - 

Alabama 

Alaska 

Arizona 

Arkansas 

Californii  

Colorado 

Delaware 

Georgia 

Hawaii 

Idaho 

Indiana 

Iowa 

Kansas 

TABLE 31.  --CONSTITUTIONAL PROVISIONS OF STATES 
WITH BROAD-BASED P33RSONAL INCOME TAXES 

Year 
t ax  

adopted 

1933 

1949 

1933 

1929 

1935 

1937 

1917 

1929 

1901 

1931 

1963 

1934 

1933 

Date of 
present  

cons t i tu t ion  

Consti- 
tu t iona l  
amendment 

Provision 

Authorizes tax on n e t  income. 
Speci f ies  maximum r a t e  and 
minimum exemption. 

No reference.  

Authorizes graduated tax .  

Graduated t a x  levied by 
s t a t u t e  incorporated i n  
cons t i tu t ion  may be increased 
by 314 vote  of l e g i s l a t u r e  o r  
referendum approval. 

Income taxes assessed a s  
provided by law. 

Authorizes graduated tax .  

Uniform on same c lass  of sub- 
j e c t s .  May provide exemptions. 

Uniform on same c l a s s  of sub- 
j ec t s .  Legis la ture  f r e e  t o  
c l a s s i f y .  Includes money. May 
tax  c lasses  a t  d i f fe ren t  r a t e s .  

No reference.  

Uniform on same c lass  of sub- 
j ec t s .  Legis la ture  t o  def ine  
and c l a s s i f y  property. 

Authorizes tax  on income a t  
r a t e s  determined by law. 

No reference.  

Authorizes graduated tax.  

See footnotes a t  end of table .  



- - 

S t a t e  

Kentucky 

Louisiana 

Maryland 

Massachusetts 

Minnesota 

Mis s i s s ipp i  

Missouri 

Montana 

Nebraska 

N.  Mexico 

New York 

TABLE 31. --CONSTITUTIONAL PROVISIONS OF STATES 
WITH BROAD -BASED PERSONAL INCOME TAXES (Cont ' 

Year 
tax  

adopted 

Date of 
present  

c o n s t i t u t i o n  

Const i-  
t u t i o n a l  
amendment 

Provis ion  

Uniform on same c l a s s .  May 
levy t ax  based on income. 

Authorizes graduated t ax .  
S p e c i f i c  s t a t u t e  w i th  r a t e s  
incorpora ted  i n  c o n s t i t u t i o n .  

Uniform r a t e s .  L e g i s l a t u r e  
may c l a s s i f y  land  and 
personal ty  . 
Authorizes income tax .  Dif-  
f e r e n t  r a t e s  based on source,  
bu t  uniform on income derived 
from same source.  Exemptions 
au thor ized .  

Uniform on same c l a s s  of 
sub jec t s .  

Uniform and equal .  Proper ty  
taxed i n  propor t ion  t o  va lue .  

May tax  income. Rates uni -  
form on same c l a s s  of  
sub jec t s .  

Authorizes graduated t ax .  

Taxes o t h e r  than on proper-  
t y  may b e  au thor ized  by law. 
No S t a t e  proper ty  t ax ,  except  
f o r  c a p i t a l  improvements, on 
adoption of  income tax.  

Tangible proper ty  i n  propor- 
t i o n  t o  va lue .  Others equal  
and uniform on s u b j e c t s  of 
same c l a s s .  

Authorizes graduated t ax .  

See footnotes  a t  end of t a b l e .  



S t a t e  

No. Carolina 

North Dakota 

Oklahoma 

Oregon 

So. Carolina 

Utah 

Vermont 

Virginia 

W .  Virginia 

Wisconsin 

TABLE 31. --CONSTITUTIONIIL PROVISIONS OF STATES 
WITH BROAD-BASED PERSONAL INCOME TAXES (Concl Id) 

Year 
tax  

adopted 

1921 

1919 

1915 

1930 

1922 

1931 

1931 

1916 

1961 

1911 

Date of 
present  

cons t i tu t ion  

Consti- 
t u t  ional  
amendment 

1918, 1920, 
1924, 1936 

Provision 

Only "net income" may be 
taxed. Maximum r a t e  and 
minimum exemptions 
speci f ied .  

Uniform on same c l a s s  of 
property,  

Authorizes graduated tax.  

Uniform r u l e s  f o r  assessment 
and taxat ion.  Uniform on 
same c l a s s  of subjects .  

Authorizes graduated tax .  

Income tax  must be 
graduated. Revenue fo r  
public school system. 

No reference . 
Authorizes income tax  on 
incomes i n  excess of $600. 

Authorizes graduated tax.  

Authorizes graduated tax.  

1/ Effect ive  January 1, 1967, subject  t o  referendum. - 
2/ To be submitted t o  e l e c t o r a t e  a t  general e l ec t ion  November 1966. - 
Source: Columbia Universi ty,  Legis la t ive  Drafting Research Fund, Const i tu t ions  

of the United S ta tes ,  National and S ta te .  (Dobbs Ferry,  N.Y.: Oceana 
Publications,  1962). 



At the present time, four States--Indiana, Massachusetts, Maryland, 
and Nebraska--levy a flat rate income tax with personal exemptions; the 
other 30 States levy a graduated tax with exemptions. The Massachusetts tax 
was levied pursuant to a 1915 constitutional amendment, authorizing a 
"proportionarf tax on income. TP$ amendment has been interpreted as pro- 
hibiting a graduated income tax.- In Maryland, a proposed constitutional 
amendment authorizing the imposition of a personal income tax was defeated 
at the polls in 1933, Despite this, the Maryland Court of Appeals in 1935 
upheld the imposition of the flat rate income tax wit a differential tax 
rate on income (above $500) derived from investments.2' An Attorney General 
Opinion to the Montgomery County delegation (of the State legislature) dated 
March 4, 1955, indicated that the State legislature has the power to levy a 
graduated income tax. 

The constitutional provisions of the 16 States that do not presently 
levy a general person 1 income tax vary somewhat more than do the provisions 
of the other States.2' Essentially, they fall into four groups (table 32 ) . 

The first group consists of Florida and Tennessee. The constitution 
of Florida contains a specific prohibition against the levying of an income 
tax of any kind, The Tennessee Constitution specifically authorizes a tax 
on the income derived from stocks and Sqnds, and thus has been interpreted 
as prohibiting any general income tax.- 

The States of Michigan, Ohio, South Dakota, and Texas form the second 
group. The constitutions of these States specifically, or by necessary 
implication, authorize the imposition of an income tax, although a tax 
"graduated as to rate or base" is prohibited in Michigan. The Attorney 
General of Michi n has interpreted this as permitting a flat rate tax 87 with exemptions .- 

The third group of States includes Connecticut, Maine, New Hampshire, 
and Rhode Island where there appears to be no State constitiononal provision 
which would in any way prevent them from imposing a personal income tax. Thus, 
the inherent power of the legislature would be a sufficient basis for the 
adoption of the tax, In New Hampshire the authority to levy a tax on net 

6 / income is clear, but use of graduated rates appears to be unconstitutional.- 

Opinion of the Justices (1929) 266 Mass, 583, 165 NE 900, 

Ousler v. Tawes (1940) 178 Md. 471, 13 Atl. 2d 763. 

Two of these States, Tennessee and New Hampshire, levy an income tax 
on income from stocks and bonds, 

Evans v. McCabe (1912) 164 Tenn. 672, 52 SW 2nd 159. 

Opinion No. 4415, to State Senator Basil W. Brown, February 25, 1965. 

See Opinion of the Justices, (1927) 82 N.H. 561; Opinion of the 
Justices, (1949) 95 N.H. 537; and Conner v. State (1925), 82 NOH. 126. 



S t a t e  

Connecticut 

Flor ida  

I l l i n o i s  

Maine 

Michigan 

Nevada 

1 I New Hampshire- 

New Jersey 

Ohio 

Pennsylvania 

Rhode Is land 

South Dakota 

TABLE 3 2 .  --CONSTITUTIONAL PROVISIONS OF STATES 
WITHOUT A BROAD-BASED PERSONAL INCOME TAX 

Date of present  
cons t i tu t ion  amendment 

- - 

Provision Const i tu t ional  

No reference.  

- 

Income tax  spec i f i ca l ly  
prohibited.  

Proportional  to  value.  
subjects  and objects  
o ther  th.an land may be  
taxed. 

No reference.  

Tax "graduated a s  t o  
r a t e  o r  base" prohibited.  

Uniform and equal r a t e s  
of assessments and 
taxat ion.  

Proportional  and 
reasonable assessment 
r a t e s  and taxes.  May 
t a x  p o l l s ,  e s t a t e s ,  and 
o the r  c lasses  of property. 

Property assessed and 
taxed by uniform ru les .  

Authorizes graduated 
tax .  

Uniform on same c l a s s  
of subjects .  

May provide f o r  valuat ion 
of property and assessment 
of taxes.  

Authorizes graduated 
tax.  

See footnotes a t  end of table.  



State 

2 / Tennessee- 

Texas 

Washington 

Wyoming 

TABLE 32. --CONSTITUTIONAL PROVISIONS OF STATES 
WITHOUT A BROAD-BASED PERSONAL INCOME TAX (Concl 'd) 

Date of present 
constitution 

Constitutional 
amendment 

1/ Tax on income from stocks and bonds imposed since 1923. - 
2/  Tax on income from stocks and bonds imposed since 1931. - 

Provision 

May tax income from 
stocks and bonds not 
subject to property 
tax. 

May tax income. 
Taxation equal and 
uniform. Property 
taxes in proportion 
to value. 

Uniform on same class 
of property. Property 
means tangible or 
intangible "subject 
to ownership. " 

All taxation equal 
and uniform. 

Source: Columbia University, Legislative Drafting Research Fund, Constitutions 
of the United States, National and State (Dobbs Ferry, N.Y.: Oceana 
Publications, 1962) . 



Finally, there is a group of six States in which the authority 
of the legislature to impose a graduated or flat rate income tax with 
exemptions is subject to some degree of uncertainty. These States are 
Illinois, Nevada, New Jersey, Pennsylvania, Washington, and Wyoming. In 
each instance the question of the authority of the legislature to act 
depends upon court interpretation of uniformity provisions, or the defi- 
nition of taxable property contained in the State's constitution, and on 
the relationship between the two. In Wyoming and Nevada no court case 
directly in point is available. In Wyoming the constitution appears to 
contain no restriction on the power of the legislature, but the "uniform 
rate" requirement of Nevada may prohibit an income tax with graduated 
rates. While the authority of fpe New Jersey Legislature to impose an 
income tax has been questioned,- in 1961 it did levy a graduated income 
tax on New York residents working in New Jersey--the so-called "commuters' 
income tax," This act has not been challenged. 

In three States--Illinois, Pennsylvania and Washington--a personal 
income tax has been declared unconstitutional.2' In each instance the tax 
on which the highest court of the State ruled was a graduated income tax. 
Some observers feel, however, that if the question were posed today, the 
court's finding may be different. The view has been expressed that 
graduated income tax with exemptions would be sustained in Illinoise3/ In 
Pennsylvania the actual court decision indicates the likelihood that a 
flat rate net personal income tax with certain specified exclusions might 
well be sustained, Analysis seems to indicate, on the other hand, t 

4Yt in Washington any income tax would require a constitutional amendment.- 

To summarize, of the remaining 16 non-income tax States, the legis- 
latures of 11, if they so desired, probably could levy either a graduated 
or flat rate income tax, In two States--Florida and Tennessee--the State 
constitution apparently prohibits the legislature from imposing any kind 
of a tax measured by income. Finally, in three States--Pennsylvania, 
Illinois, and Washington--the authority of the legislature to adopt a 
personal income tax of any kind is debatable. 

1/ See Proceedings of New Jersey Constitutional Convention - Monograph - 
on Taxation - The Tax Clause, by Aaron K. Neeld. 

2/ Bachrach v, Nelson (1932), 394 Ill. 579, 182 NE 909; Kelly v. Holodner - 
(19351, 320 Pa. 180, 181 A. 598; Bronson v. Henneford (1936), 185 Wash. 
209,53P 2d 607.  

3/ Report of the Comission on Revenue, State of Illinois,(~pringfield: Frye - 
Printing Company,l963) pp. 362-373. 

4 /  James V. O'Conner and Robert E. Schillberg, "A Study of Income Taxation - 
in Washington,'' 33 Wash. L. Rev. 398 (1958). 



USE OF FEDERAL CODE OR DEFINITIONS 

Constitutional issues involved in securing maximum uniformity 
between State and Federal personal income taxes raise several questions. 
The maximum degree of uniformity and minimum taxpayer compliance burden 
would be achieved by basing the State income tax on the individual's Fed- 
eral tax liability. A lesser degree of uniformity wouldebe achieved by 
utilizing some other figure derived from the Federal income tax return 
such as taxable income, or adjusted gross income, making a series of spe- 
cific adjustments to that figure and then applying the appropriate State 
tax rate. Obviously, from the viewpoint of the taxpayer's compliance 
burden, maximum uniformity ranks highest. However, the constitutional 
issues involved in such an approach are more complicated than that in- 
volved in utilizing some earlier starting point for computing the State 
tax. In addition to the question of delegation of legislative authority 
discussed below, a Federal constitutional question and a number of other 
State constitutional questions are raised, 

The Federal constitutional question relates to the authority of 
a State to tax the securities of the Federal Government since interest 
received on Federal securities is included in income reported for Federal 
income tax purposes. In the absence of an Act of Congress authorizing 
States to tax such income, such a tax would be unconstitutional, though 
there can be no doubt that Congress possesses the authority to consent 
to such State taxation. Conversely, since some States tax the income 
from State and local securities, complete Federal-State uniformity would 
bring into question the power of Congress to impose a tax on such income. 

At the State level, applying a State rate to the Federal tax lia- 
bility persents additional constitutional difficulties. The consti- 
tutions of some States (Louisiana, North Carolina, and Alabama), £or 
example, specify minimum personal exemptions. Where State constitutions 
prescribe exemptions from State taxation, or limit the legislature's 
authority to provide exemptions, such constitutions would need to be 
amended before this method could be employed, 

Levying the State tax against Federal adjusted gross income or 
taxable income could resolve the above-mentioned constitutional questions 
by permitting adjustments to the Federal base figure necessary because of 
constitutional requirements. Such adjustments could be made according to 
State constitutional and statutory requirements and the appropriate State 
rate--graduated orflat--could be imposed against the final income figure. 
Under such a procedure, the only constitutional question remaining is the 
authority of the State to utilize Federal terms, definitions, etc. It is 
clear that one way or another the States could adopt for these purposes the 
Federal statute in effect on a specified date. 



Since Federa l  income t a x  law i s  amended f r equen t ly ,  S t a t e  conform- 
i t y  w i t h  Federa l  law on a cont inuing b a s i s ,  i n  absence of annual l e g i s -  
l a t i v e  a c t i o n , l /  would r e q u i r e  t h a t  t h e  S t a t e  adopt t h e  I n t e r n a l  Revenue 
Code provis ions ,  inc luding  any subsequent amendments. This  might e n t a i l  
a  de l ega t ion  of S t a t e  l e g i s l a t i v e  a u t h o r i t y  t o  t h e  United S t a t e s  Congress, 

2  / which may be  u n c o n s t i t u t i o n a l  i n  some Sta tes . -  

Recognizing t h e  va lue  t h a t  may b e  secured i n  fol lowing t h i s  pro- 
cedure, Colorado, New Mexico, and New York r e c e n t l y  adopted c o n s t i t u t i o n a l  
amendments au tho r i z ing  t h e  S t a t e  l e g i s l a t u r e  t o  d e f i n e  income s u b j e c t  t o  
S t a t e  axa t ion  by r e fe rence  t o  p rov i s ions  of t h e  Federa l  I n t e r n a l  Revenue 
Code.?' The language of t h e  New Mexico amendment reads  a s  follows: 

Notwithstanding t h e  foregoing o r  any o t h e r  p rov i s ion  
of t h i s  c o n s t i t u t i o n ,  t h e  l e g i s l a t u r e  i n  any l a w  imposing 
a t a x  o r  t axes ,  may d e f i n e  the  amount on, i n  r e s p e c t  t o  o r  
by which such t a x  o r  taxes  a r e  imposed o r  measured, by 
r e fe rence  t o  any p rov i s ion  of t he  laws of t h e  United S t a t e s  
a s  t h e  same may be  o r  become e f f e c t i v e  a t  any t ime o r  from 
time t o  t ime, and may p r e s c r i b e  except ions  o r  modi f ica t ions  
t o  any such provis ion .  

The language of t h i s  amendment c l e a r l y  au tho r i zes  a s  a  s t a r t i n g  p o i n t  f o r  
computing t h e  S t a t e  income t a x  any f i g u r e  a s  i t  may be  def ined  on t h e  d a t e  

1/ A c e n t r a l  i s s u e  i n  t h i s  approach i s  t h e  f a c t  t h a t  t h e  Federa l  income t a x  - 
law i s  u s u a l l y  amended every year .  Therefore ,  cont inued uni formi ty  would 
r e q u i r e  annual l e g i s l a t i o n  i n  t h e  S t a t e s .  Whether such adopt ion  could be 
made by r e fe rence ,  o r  whether it would r e q u i r e  a formal p r i n t i n g  of t h e  
f u l l  Federa l  s t a t u t e  would aga in  have t o  be  answered i n  t h e  context  of  
i nd iv idua l  S t a t e  c o n s t i t u t i o n a l  requirements .  Obviously, where t h e  terms 
of a  S t a t e  income t a x  law must be  p r i n t e d  i n  f u l l ,  t h e  annual  p r i n t i n g  of 
t h e  f u l l  t a x  s t a t u t e  would c r e a t e  an  impossible  s i t u a t i o n .  I n  a d d i t i o n ,  
t he  a d m i n i s t r a t i v e  d i f f i c u l t i e s  may p r o h i b i t  t h e  e f f e c t i v e  u t i l i z a t i o n  of 
such a  procedure i n  many S t a t e s .  Thus, when Congress amends t h e  income 
t a x  law i n  J u l y  of a  g iven  yea r ,  most S t a t e  l e g i s l a t u r e s  d e s i r i n g  t o  con- 
form t h e i r  t a x  law t o  accord wi th  t h e  Federa l  a c t i o n  could no t  a c t  u n t i l  
a f t e r  they  convene on the  fol lowing yea r ,  I n  many i n s t a n c e s  such a c t i o n  
could no t  be made r e t r o a c t i v e  t o  t h e  preceding y e a r ' s  t a x  r e t u r n .  

2/ For d i scuss ion  of numerous cases  involving de lega t ions ,  s e e  79 LEd. 474, - - 
133 A.L.R. 401, 166 A.L.R. 516, and 177 A.L.R. 467. See a l s o  Report  of 
t h e  Commission on Revenue, S t a t e  of  I l l i n o i s ,  01. &., pp. 373-380. 

3/ Colo. Const. A r t .  X ,  Sec. 19 ,  approved 11/6/62; N,M. Const., A r t .  IV, Sec. - 
18,  amended 11/3/64; and N.Y. Const., A r t ,  111, Sec, 22, amended 11/3/59. 
A s i m i l a r  c o n s t i t u t i o n a l  amendment (L.B. 79, 1965) w i l l  be  placed on t h e  
Nebraska b a l l o t  i n  November 1966. 



of adoption of  t h e  S t a t e  a c t ,  o r  i n  t h e  f u t u r e ,  appearing on the  Federa l  
income t a x  r e tu rn .  

Other S t a t e s  have found t h a t  use  of Federa l  d e f i n i t i o n s  a s  subse- 
quent ly redef ined  have no t  r e s u l t e d  i n  cou r t  a c t i o n  dec lar ing  t h e i r  a c t i o n  
uncons t i t u t iona l .  Thus, t h e  Connecticut corpora t ion  bus iness  t a x  de f ines  
gross  income a s  follows: "'Gross income' means g ros s  income a s  def ined  i n  
t h e  Federal  corpora t ion  n e t  income t a x  law i n  f o r c e  on t h e  l a s t  day of t h e  
income year." I t  goes on t o  p r e s c r i b e  subsequent modi f ica t ions  r equ i r ed  t o  
s a t i s f y  o t h e r  c o n s t i t u t i o n a l  pfqvis ions  and po l i cy  dec is ions  t h a t  t h e  l e g i s -  
l a t u r e  may make i n  t h e  future.-  Montana, by s t a t u t e ,  has adopted t h e  Federa l  
d e f i n i t i o n  of ad jus t ed  gross  income appearing i n  Sec t ion  62 of t h e  I n  e r n a l  
Revenue Code of 1954, "or a s  t h a t  s e c t i o n  may be  l abe l ed  o r  amended. 125 

Alaska, by s t a t u t e ,  incorpora tes  a l l  p r o v i s i  n s  of t h e  Fede ra l  income 
3 7 t ax ,  s u b j e c t  t o  c e r t a i n  except ions i n  i t s  t a x  law.- A s i m i l a r  s t a t u t e  was 

adopted under i t s  T e r r i t o r i a l  Organic Act, g ran t ing  t h e  T e r r i t o r i a l  Govern- 
ment t h e  p r i v i l e g e  of levying taxes  and c o l l e c t i n g  revenue i n  a  manne tlsimi- lar t o  a  S t a t e .  Based on t h i s  g r a n t ,  t h e  T e r r i t o r i a l  Act was upheld.- 

Vermont has adopted a  somewhat d i f f e r e n t  approach designed t o  secure  
t h e  maximum degree of uniformity.  Sec t ion  5603(8), T i t l e  32, Vermont S t a t u t e s  
Annotated, de f ines  Vermont personal  income i n  terms of t h e  I n t e r n a l  Revenue 
Code of t h e  United S t a t e s  i n  e f f e c t  January 1, 1963, o r ,  "However, i f  t h e  t ax -  
payer so  e l e c t s ,  'Vermont t axab le  income f o r  any t axab le  y e a r '  means t h e  same 
a s  t axab le  income a s  def ined  under t h e  laws of t h e  United S t a t e s  i n  e f f e c t  f o r  
such yea r ,  . . . I 1  Under e i t h e r  s e c t i o n  deduct ions r equ i r ed  pursuant  t o  c o n s t i -  
t u t i o n a l  immunity ques t ions  and o t h e r  po l i cy  dec i s ions  of t h e  l e g i s l a t u r e  a r e  
made, The p rov i s ion  i n  Vermont law apparent ly  has no t  y e t  been t e s t e d  i n  cou r t .  

Before concluding t h i s  d i scuss ion  of t h e  c o n s t i t u t i o n a l  ques t ions  t h a t  
may be  r a i s e d  by a  S t a t e ' s  a t tempt  t o  adopt Federa l  income t a x  d e f i n i t i o n s  a s  
amended i n  t h e  f u t u r e ,  i t  i s  app ropr i a t e  t o  t ake  noteof o t h e r  i n s t ances  where 
s i m i l a r  techniques have been used, Recognizing t h a t  s tandards  f o r  de l ega t ion  

11 Laws of Connect icut ,  T i t l e  12,  Ch, 208, Sec. 12-213. - - 
21 Montana S t a t u t e s ,  Sec. 84-4950. The same approach i s  used f o r  deduct ions,  - 

Set. 84-4906. 

31  Alaska S t a t u t e s ,  Sec. 43-20.300 adopting I n t e r n a l  Revenue Code "as now - 
i n  e f f e c t  o r  h e r e a f t e r  amended." 

41  Alaska Steamship Company v. Mullaney (1950) 12 Alaska 594, 180 F - 
2nd 805. 



of legislative authority may be somewhat different under the Federal 
Constitution, some reference thereto seems appropriate. Thus, we see 
Federal statutes incorporating State law prospectively for purposes of 
imposing health and safety standards in areas subject to Federal 
regulation.l/ The delegation at the Federal level goes even further in 
that a Federal criminal statute--fugitive Felony Act--bases a Fede ZY1 criminal act itself upon State definitions of individual felonies.- 

At the State level, in addition to the references made above to 
delegation in the income tax f Id, extensive use of the procedure is 
made in estate and gift taxes .i7 State food and d g requirements often 
follow statutory requirements of the Federal law,&' In the latter instance, 
it is clear that much can be accomplished pursuant to State law under which 
an administrator may promulgate appropriate regulations. However, while 
exhaustive State studie in this area are few, a recent Wisconsin study 
points up the problem.~g It notes that the State estate tax is applicable 
in any instance where an estate is subject to the Federal tax. Similarly, 
various regulatory agencies have authority to adopt regulations adopted by 
a corresponding Federal agency, e.g., State conservation department, fish 
and game commission, and regulations of the Department of Interior, Further, 
the State Aviation Commission is directed to let "contracts in the manner 
prescribed by the Federal authority,..notwithstanding another State law to 
the contrary.. . ."$' And finally, the study notes that in a number of 
instances State legislatures either authorized or directed the prospective 

See, for example, Walsh-Healy Act, 41 U.S.C. 35(e). 

Forty-five States to one degree or another base their estate or 
inheritance tax on liability under the Federal estate tax. In 
five States the tax is limited to estates subject to the Federal 
tax and to the amount of the Federal tax credit. Advisory Com- 
mission on Intergovernmental Relations, Coordination of State and 
Federal Inheritance, Estate and Gift Taxes (A-1) January 1961, 
pp. 34-5. But see, also, Charleston National Bank v. Fox, 116 W. Va, 
487 (1935). 

See Public Administration Service, A Study of State and Local Food 
and Drug Programs, 1965, Table 111-5. 

James 0. Huber, "Constitutionality of a Federalized Income Tax," 
Wis. L. Rev., May 1963, p. 445. 

Wisconsin Statutes, Sec, 114.32(2), 1961. 



use of material developed by private organizations. The study cites use 
of mortality tables, definitions of drugs, and the meaning of the term 
"kosher." The Wisconsin article, concerning problems with the income tax 
concludes as follows: "A number of factors seem to favor an 'intergovern- 
mentall~elationsl exception to the usual analysis afforded the delegation 
issue .- 

It appears reasonable to conclude that if a State legislature 
determines that there is merit in the adoption of Federal income tax 
definitions as they may be amended in the future, a substantial number 
of States could do so without a constitutional amendment. States con- 
sidering this course will want to make a careful study of their statu- 
tory laws and constitutional interpretations in other areas where such 
a procedure had been followed, The conclusion reached will necessarily 
be affected by the significance of the revenue measure, A court decision 
declaring adoption of future FDA regulations for drug tolerances to be 
unconstitutional cannot necessarily be presumed to govern a tax question. 

A possible adverse court decision involving a State income tax 
cannot be contemplated lightly because of its immediate budgetary con- 
sequences. This consideration suggests that in the event of doubt 
respecting the constitutionality of the adoption of a Federal definition, 
as it may be later amended, the State might want to consider testing the 
question by starting with a tax with relatively minor revenue significance. 
This kind of approach would afford a practical opportunity for resolving 
constitutional issues without jeopardy to the State's financial position, 



Technical  Paper 2 

THE EXTENT OF FEDERAL-STATE CONFORMJlT 
I N  STATUTORY DEFINITIONS OF NET INCOME 

Our d i scuss ion  i n  Chapter 7 of a l t e r n a t i v e  approaches t o  conformity 
between S t a t e  and Federa l  personal  income t a x  p rov i s ions  emphasized t h e  s i g -  
n i f i c a n t  v a r i a t i o n s  t h a t  s t i l l  remain, e s p e c i a l l y  a s  t o  t h e  exc lus ion  and 
deduct ion adjustments t o  g ros s  income i n  a r r i v i n g  a t  n e t  income f o r  t a x  pur- 
poses.  This  Technical  Paper d i scusses  t he  s p e c i f i c s  of t hese  v a r i a t i o n s ,  
which a r e  d e t a i l e d  i n  t a b l e s  36-39 a t  t he  end of t he  paper.  

EXCLUSIONS UNDER THE FEDERAL INTERNAL REVENUE CODE 

F i f t e e n  S t a t e s  have adopted e x p l i c i t l y  by r e fe rence  t h e  d e f i n i t i o n  of 
ad jus t ed  g ros s  income t h a t  appears  i n  t h e  Federa l  I n t e r n a l  Revenue Code of 
1954, a s  amended. These conforming S t a t e s ,  w i th  a l l  t h e  o t h e r  income t a x  
S t a t e s ,  a l s o  exclude i n t e r e s t  on United S t a t e s  Government o b l i g a t i o n s ,  a  pro- 
v i s i o n  t h a t  i s  requi red  by t h e  C o n s t i t u t i o n  and by Federa l  s t a t u t e s .  

F ive  of t h e  15  S t a t e s  (Alaska, Ind iana ,  New Mexico, Vermont, and 
Wisconsin) fo l low t h e  Federa l  p r a c t i c e  and exclude i n t e r e s t  on a l l  S t a t e  and 
l o c a l  s e c u r i t i e s .  Three (Hawaii, Iowa, and Montana) do no t  a l low any such ex- 
c l u s i o n -  Four of t he  conforming o r  "IRC," S t a t e s  (Minnesota, New York, 
North Dakota, and West V i rg in i a )  exclude only i n t e r e s t  pa id  by themselves and 
by t h e i r  own l o c a l  governments; Colorado does so  only  i f  t h e  s t a t u t e  au tho r i z -  
ing  t h e  bond i s s u e  s p e c i f i c a l l y  exempts t he  i n t e r e s t ;  and t h e  remaining two 
(Idaho and Kentucky) permit  t h e  taxpayer t o  exclude only  p a r t i c u l a r  types  of 
t h e i r  own i n t e r e s t  payments. The only  o t h e r  except ions ,  among t h e s e  I R C  S t a t e s ,  
t o  the  l i s t  of Federa l  exc lus ions  a r e  a s  fol lows:  Hawaii does n o t  accept  t h e  
Fede ra l  dividend exc lus ion  and t h e  exemption of c o s t - o f - l i v i n g  allowances 
(Kentucky and Alaska, r e s p e c t i v e l y ,  concur w i t h  one o r  t h e  o the r  of t h e s e  ex- 
c e p t i o n s ) ;  Kentucky a l s o  does no t  provide f o r  exemption of  g a i n s  on the  s a l e  
of a  res idence  by a  taxpayer 65 and o lde r ;  and Wisconsin r e q u i r e s  t h a t  a  new 
res idence  be loca ted  i n  t h a t  S t a t e  t o  q u a l i f y  f o r  t he  gene ra l  sa le -of - res idence  
ro l l -ove r  provis ion .  

With r e spec t  t o  only  two of t h e  Federal. exc lus ions  a r e  t he  p rov i s ions  
of t he  19 non-conforming S t a t e s  11 u n i v e r s a l l y  t h e  same a s  t h e  I n t e r n a l  

11 Inc luding  t h e  D i s t r i c t  of Columbia, which i s  t r e a t e d  he re  a s  a  S t a t e .  - 



Revenue Code, as amended to January 1, 1965: life insurance payments made by 
reason of the death of the insured; and gifts, bequests, and inheritances. 
Only Oregon applies more restrictive standards than the Federal Code in 
defining excludable compensation or damages received for injury or sickness. 

Conversely, only one Internal Revenue Code exclusion (the $100 dividend 
exclusion) is not available to the taxpayers of any of the 19 non-conforming 
States. Federal Government cost-of-living allowances for civilians are not 
excludable in any of the non-conforming States except Louisiana which treats 
such allowances as excludable reimbursement for travel away from home. In 
addition, only California, Louisiana, North Carolina, and Oregon follow the 
Internal Revenue Code in not requiring the reporting of reimbursements received 
by existing employees for their moving expenses, and only Oklahoma allows the 
exclusion of income earned abroad. 

Retirement Income 

Every State but Mississippi excludes Social Security Act benefits from 
gross income. veterans' pensions are fully excludable every State but 
Oregon, which limits the exclusion to $3,000 per year. 1' Similar universality 
does not extend to Railroad Retirement Act benefits, which must be reported as 
gross income in 3 of the 19 non-conforming States (Arizona, Arkansas, and 
Georgia). 

The treatment of income from annuity and endowment and life insurance 
contracts under the IRC--the exclusion ratio--is followed completely only by 
Kansas, Louisiana, and Oklahoma. North Carolina applies the exclusion ratio 
test to annuities but not to endowment and life insurance contracts. Either 
or both of the following formulas are employed by States as alternatives to 
the Federal exclusion ratio: 

(1) Amounts received under such a contract, whether 
during the term or at maturity or upon surrender of the 
contract, need not be reported as gross income until the 
aggregate amount received equals the total amount of pre- 
mium; paid. 

(2) Amounts received in each taxable year that 
exceed 3 percent of the aggregate premiums paid for the 
contract are excluded from gross income until the total 
exclusion equals the sum of the premiums. 

The first rule is applied by 10 of the non-conforming States to endowment/life 
insurance and annuity contracts alike. / The first rule is applied to 

1/ Oklahoma excludes all compensation of military personnel, and this treat- - 
ment presumably extends to pensions. 

21 Alabama, Arizona, Arkansas, Delaware, Mississippi, Oregon, South Carolina, - 
Utah, Virginia, Wisconsin. 



endowment and life insurance contracts and the second Lo annuity contracts 
by five States (California, District of Columbia, Georgia, Maryland, and 
Missouri). North Carolina uses the first formula for endowment and life in- 
surance contracts, and Massachusetts taxes these classes of income at special 
rates. 

Interest on State and Local Securities 

We have noted that the States are constitutionally barred from taxing 
interest paid by the Federal Government on its obligations, and that, as the 
situation is currently interpreted by the courts, the Federal Government is 
required to accord the same privileged status to interest on State and loc'al 
securities. No such constraints stand in the way of one State taxing inter- 
est paid by the others, and only the District of Columbia, of the 19 non- 
conforming States, has elected to follow the Internal Revenue Code practice 
of excluding all State and local intqrest from gross income. Utah does not 
provide for any exclusion. The most common practice is to include in gross 
income only interest paid by other States and their local governments. F i f -  
teen of the non-conforming States have adopted this approach, though Oregon 
allows the exclusion only in the case of obligations issued after May 24, 
1961. Kansas and Oklahoma permit the exclusion only of interest on their own 
turnpike authority bonds. 

Gain on Sale of Residence 

Gain from the sale of the taxpayer's principal residence is treated by 
10 States as it is under the Internal Revenue Code. Oklahoma also allows the 
exclusion on the condition that the taxpayer's new residence is located with- 
in the State. Of the remaining non-conforming States, five (Alabama, Delaware, 
Louisiana, Mississippi, and Missouri) do not permit any such exclusion. The 
District of Columbia, Maryland, and Massachusetts make no special provision 
for this case, but such gains are not taxable under other sections of their 
revenue laws. 

Only California, of the non-conforming States, follows the Federal 
law's broadening of the exclusion in the case of taxpayers 65 years of age 
and older. Such gains are not reportable, of course, in the three States-- 
mentioned in the paragraph irmnediately above--that have broader provisions 
excluding non-business, non-profit gains from the sale of property. 

Compensation of Armed Services Personnel 

Only South Carolina, of the non-conforming States, follows the Federal 
law exactly in its treatment of military combat pay. Aside from the 6 States 
that provide for its exclusion only in the context of their broad exemption 
of military compensation from taxation, 10 States require that such pay be 
included in gross income, and 2 States--Alabama and Maryland--treat such com- 
pensation somewhat differently than does the Internal Revenue Code. 



Mustering-out payments of military personnel are expressly excluded 
from gross income--the Internal Revenue Code policy--by six of the non- 
conforming States (Arizona, California, Kansas, Maryland, North Carolina, 
and South Carolina). Taxpayers in Arkansas and Oklahoma presumably may ex- 
clude their mustering-out pay under these states' general policies of (un- 
limited and limited, respectively) exclusion of military compensation. The 
remaining 11 States require mustering-out pay to be included in gross income. 

The Internal Revenue Code treatment of the subsistence and rental 
allowances of armed services personnel is followed in 8 of the 19 State tax 
laws under discussion here (Arkansas, California, Louisiana, North Carolina, 
Oklahoma, Oregon, South Carolina, and Utah). Arizona and Kansas provide for 
exclusion of rental but not subsistence allowances, and the remaining States 
require inclusion of all allowances in gross income. 

Miscellaneous Exclusions 

The Internal Revenue Code's provision for exclusion of a limited amount 
of death benefits paid by an employer appears in the laws of six of the non- 
conforming States (Arizona, California, Louisiana, Mississippi, North Carolina, 
and Oklahoma). Arkansas and Oregon do not limit the amount of such benefits 
that may be excluded. 

Provisions identical to the Federal exclusion of si-ck pay from gross 
income appear in the laws of California and Maryland. The Federal provision 
as it was prior to the 1964 amendments is followed by three States (Kansas, 
Louisiana, and Oklahoma). The District of Columbia provides for an exclusion 
in the cases of plans that have been approved by its Revenue Division. The 
other non-conforming States require the inclusion of sick pay in gross income 

Only five of the non-conforming States require taxpayers to report 
their employers1 contributions to sickness and health plans as gross income 
(Alabama, Arkansas, Arizona, Massachusetts, and Utah). The other 14 follow 
the Internal Revenue Code in excluding such contributions. 

The Federal provision that a clergyman may exclude from his gross in- 
come the rental value of a residence furnished for personal use by his church 
or synagogue (or a rental allowance) is followed by I1 of the non-conforming 
States, and Missouri also allows the exclusion if the house or apartment is 
owned by the clergyman's church. The other non-conforming States do not per- 
mit the exclusion. 

The Federal treatment of scholarships and fellowships is followed by 
seven of the non-conforming States (California, District of Columbia, 
Louisiana, Maryland, North Carolina, Oklahoma, and Oregon). Massachusetts 
restricts the exclusion to degree candidates; Arizona and Delaware allow the 
eftclusion only for government grants to ex-servicemen. 

Meals and lodging furnished by an employer at his convenience to his 
emplpyees at the place of employment are not reportable as gross income--the 



IRC provision--in all but three of the 19 non-conforming States (Delaware, 
Mississippi, and South Carolina). 

Unemployment compensation payments may be excluded from gross income, 
Eollowing Federal practice, in eight of the States (California, Kansas, 
Louisiana, Maryland, Massachusetts, Oregon, South Carolina, and Virginia) 
but they must be included in the other I1 non-conforming States. 

The Federal provision for the exclusion of unsolicited prizes and 
awards has been adopted by five of the non-conforming States (California, 
Kansas, Louisiana, Missouri, and Oregon). Such receipts must be reported 
as gross income in the remaining four. 

Periodic payments received for the support of minor children (but not 
alimony) are excluded from gross income, as provided in the Federal Code, by 
the laws of all the States except the District of Columbia and Mississippi. 

Very few States appear to have followed the Federal example with re- 
spect to the remaining categories of exclusions from gross income. The Inter- 
nal Revenue Code restriction on the excludability of accident and health in- 
surance benefits has been adopted by only four of the non-conforming States 
(California, Kansas, Louisiana, and Oklahoma). Income from the discharge of 
business indebtedness is excluded from gross income--the IRC provision--by 
three of the 19 States (Arkansas, California, and Louisiana). Income real- 
ized by a lessor on termination of a lease from improvements made by the 
lessee is excludable in only three States (Arizona, California, and Oregon). 
The Federal provision for excluding income from recovery of previously de- 
ducted bad debts (where no tax benefit resulted from the original deduction) 
appears in the laws of six of the States (Arizona, California, Georgia, 
Louisiana, Oklahoma, and Oregon). Finally, only California, Louisiana, and 
Oklahoma have adopted the recent amendment to the IRC provision for exclusion 
of premiums paid by an employer for his employees1 group life insurance, but 
five other States (Arkansas, Kansas, Mississippi, North Carolina, and Oregon) 
have on their books the Federal provision as it stood prior to the 1964 
amendment. 

EXCLUSIONS UNIQUE TO STATE LAWS 

Only two of the 15 IRC States (Indiana and New Mexico) have succeeded 
in restricting their exclusions to interest on Federal obligations and to those 
enumerated in the Internal Revenue Code. In general, however, the remaining 
13 conforming States have held the line against additional exclusions more 
firmly than the non-conforming States. 

The major categories of additional exclusions are retirement and in- 
vestment income. Of the 15 conforming States, 10 exclude one or more forms of 
retirement income, with the most frequently excluded type being public teach- 
ers' retirement system benefits. Ten of the IRC States (Alaska, Colorado, 
Hawaii, Idaho, Minnesota, Montana, New York, Vermont, West Virginia, and 



Wisconsin) have elected to provide this form of subsidy to their teachers' 
retireme~t systems. The next most important retirement income exclusion is 
provided by seven of the conforming States (Colorado, Hawaii, Minnesota, 
Ekntana, New York, Vermont, and West Virginia) to their government employees. 
Eleven of the 19 non-conforming States permit complete or partial exclusion 
of teachers' retirement benefits, and 10 allow the same exclusion for State 
employees. Four of the IRC States (Colorado, Hawaii, lsiinnesota, and Montana) 
and 6 of the other 19, provide for full or partial exclusion of U. S. Civil 
Service Retirement System annuities. Eight States (Colorado, Delaware, 
Hawaii, Louisiana, Massachusetts, Montana, Oklahoma, and Wisconsin) exempt, 
in full or in part, other types of retirement income--4 of the 8 are among 
the IRC States. Hawaii is the most generous of all the States in exempting 
retirement income, but it is followed closely by Colorado and Massachusetts. 

In general, fewer States exempt dividends and interest, and none of 
those that do has the sort of very broad exclusion that is found in the case 
of retirement income. Seven of the 15 IRC States (Colorado, Iowa, Kentucky, 
Minnesota, Montana, New York, and Vermont) exempt some type of investment in- 
come, but only Vermont and New York exclude more than one type, as these 
classes are defined in this analysis. Twelve of the 19 non-conforming States 
provide for the exclusion of some type of investment income; 7 of these States 
(Arkansas, Georgia, Kansas, Louisiana, Maryland, Massachusetts, and Virginia) 
exempt more than one class of dividends and interest. 

Of the remaining types of exclusions that are not found in the Inter- 
nal Revenue Code, only the exclusion of the. pay of members of the U. S. Armed 
Forces is of reasonably widespread incidence in State tax laws. Twelve States 
exempt regular niilitary pay in one way or another, but only 4 (Alabama, Hawaii, 
Minnesota, and Vermont) are among the IRC States. 

Several (Alabama, Arkansas, Delaware, and Kansas) of the eight States 
that do r~ot permit alimony to be deducted by the payer provide for its exclu- 
sion from the gross income of the recipient. Maryland, Vermont, and the Dis- 
trict of Columbia do not include capital gains (variously defined) in gross 
income. Arkansas, Louisiana, and North Carolina exclude gains from certain 
involuntary conversions of property. Massachusetts and Louisiana permit many 
employees to exclude from their gross income their own contributions to re- 
tirement plans, and they also provide for exclusion of rental income from 
real estate. Each of the remaining types of exclusions is unique to the law 
of a single State, and few would appear to be of appreciable revenue 
significance. 

DEDUCTIONS UNDER THE FEDERAL INTERNAL REVENUE CODE 

Taxes 

The 13 States that have adopted by reference the Federal definition of 
taxable income, with the exception of Hawaii and Wisconsin (and Vermont effec- 
tively) differ from the Federal treatment of taxes with respect only to income 



taxes. Seven of the conforming S ta tes  do not permit deduction of t h e i r  own 
income taxes, and the remaining three (Colorado, New York, and West Virginia) 
do not permit t h e i r  taxpayers to  deduct any S t a t e  and loca l  income taxes. 

Similar provisions pertaining t o  the deduc t ib i l i ty  of S ta te - loca l  
income taxes appear i n  the laws of the 19 non-conforming S ta tes .  L! Eleven of 
these S ta tes  prohibi t  deduction of Sta te- local  income taxes,  f ive  (Arkansas, 
Delaware, Louisiana, Minnesota, and Utah) permit deduction of other S t a t e s '  
income taxes but not of t h e i r  own; Arizona allows a deduction only for  i t s  
own; and two (Missouri and Oklahoma) provide fo r  deduc t ib i l i ty  only of taxes 
on income from personal services o r  of municipal income taxes on personal 
services.  

With respect  to  other taxes the laws of the non-IRC Sta tes  conform 
qui te  c losely  to  the Federal provisions. Real and personal property taxes 
a re  f u l l y  deductible i n  16 of the  S ta tes ;  3 forbid deduction i f  the taxes 
are  paid t o  other S ta tes  and t h e i r  local  governments. S t a t e  and local  gen- 
e r a l  sa les  (and use) and motor fue l  taxes are  t rea ted  by 13 of the  19 S ta tes  
as  they a r e  i n  the Federal Code. Georgia allows deduction of general sa les  
taxes but not motor fue l  taxes, and Mississippi  allows only out-of-s ta te  
sa les  taxes. Maryland permits only i t s  own sa les  and fue l  taxes t o  be de- 
ducted. North Carolina prohibi ts  deduction of these taxes unless they a r e  
re la ted  t o  the taxpayer's business and profession, and Louisiana follows 
t h i s  policy with respect t o  motor fue l  taxes only. Oregon forbids deduc- 
t ion  of sa les  taxes paid to  other S ta tes  and t h e i r  l o c a l i t i e s ,  and i t  permits 
motor fue l  taxes t o  be deducted only i f  they a r e  re la ted  t o  the taxpayer's 
business and profession. Every one of the 19 S ta tes  (not including Indiana 
and Massachusetts) allows the taxpayer t o  deduct any other S t a t e  and loca l  
taxes tha t  qual i fy  as  business expenses, and 6 Sta tes  a lso  provide fo r  deduc- 
t ion  of any Federal taxes tha t  qual i fy  as business expenses. 

Losses 

Three of the I R C  S ta tes  (Hawaii, Kentucky, and Vermont) have retained 
exceptions to  the Federal treatment of losses.  Only Cal i fornia  among the 
non-conforming S ta tes  has the same loss  provisions as  the  Federal law. 
Cal i fornia  i s  not cluded i n  the f igures  tha t  appear i n  the following d i s -  
cussion. Sixteen i' of the non-conforming S ta tes  follow Federal p rac t ice  
with respect  t o  individuals '  losses from t rade,  business, o r  profit-making 
transactions.  Three of these S ta tes  (Minnesota, Oklahoma, and South Carolina) 
require t ha t  the loss  involve property located within the  S t a t e  t o  be 

1/ Not counting Indiana, which allows no deduction for taxes (or  any other - 
personal deductions), and Massachusetts, which permits taxes t o  be deducted 
only t o  the  extent they a r e  re la ted  to  the taxpayer's business or profession. 

2/  Including Indiana, which must be mentioned i n  t h i s  context because t h i s  - 
provision i s  a deduction allowed i n  arr iv ing a t  adjusted gross income i n  
the Federal law. 



deduct ib le .  Delaware does not permit deduction of l o s ses  a r i s i n g  out  of 
t r a n s a c t i o n s  en tered  i n t o  f o r  p r o f i t  un less  t he  t r a n s a c t i o n s  were r e l a t e d  t o  
t h e  taxpayer ' s  t r a d e  or  business .  

of t he  13  I R C  S t a t e s  permit c a s u a l t y  l o s s e s  t o  be deducted i n  
f u l l .  1 This  pre-1964 Federa l  provis ion  appears i n  the  laws of 16 of t h e  
non-conforming S t a t e s .  Three (Alabama, Maryland, and Missouri) of t he  non- 
conforming S t a t e s  provide t h a t  only i n t r a s t a t e  c a s u a l t y  l o s s e s  a r e  deduct i -  
b l e ,  and these  th ree  S t a t e s  happen a l s o  t o  be among those  al lowing f u l l  de- 
d u c t i b i l i t y .  Only Massachusetts does not  permit deduct ion of such lo s ses  
under any circumstances.  

Gambling l o s s e s  may be deducted t o  t h e  e x t e n t  of gambling ga ins  ( t h e  
Federa l  provis ion)  i n  11 of t he  non-conforming S t a t e s .  This  deduct ion i s  
not  a v a i l a b l e  t o  taxpayers  i n  e i g h t  of the  non-conforming S t a t e s ,  and Maryland 
permits  on ly  l e g a l  t r ansac t ions  t o  q u a l i f y .  

~ n d i v i d u a l s '  c a p i t a l  l o s s e s ' a r e  not deduct ib le  by Vermont taxpayers ,  a  
provis ion  t h a t  i s  t he  counterpar t  of the  exemption accorded c a p i t a l  ga ins .  
The same s i t u a t i o n  p r e v a i l s  i n  t h e  two non-conforming S t a t e s  t h a t  do no t  t a x  
c a p i t a l  ga ins  (Maryland and t h e  D i s t r i c t  of Columbia). Five of t h e  non- 
conforming S t a t e s  (Ca l i fo rn i a ,  Georgia,  Ind iana ,  Minnesota, and Oregon) 21 
fo l low the  Fede ra l  lead  w i t h  r e spec t  t o  t h i s  deduct ion;  seven have no s p e c i a l  
p rovis ions  f o r  c a p i t a l  l o s s e s ,  thus permi t t ing  such l o s s e s  t o  be deducted i n  
f u l l .  The remaining s t a t e s '  p rovis ions  d i f f e r  from the  Federa l  Code i n  ce r -  
t a i n  s u b s t a n t i a l  r e spec t s .  

Expenses of Ind iv idua l s  

The t reatment  by every S t a t e  of t he  t r a d e  and bu i n e s s  expenses of i n -  
d iv idua l s  i s  e f f e c t i v e l y  the  same a s  the  Federa l  law. 2' Differences  i n  
admin i s t r a t i ve  and j u d i c i a l  i n t e r p r e t a t i o n  s u r e l y  e x i s t ,  bu t  they  cannot be 
considered here.  

1/ Kentucky, s i n c e  i t s  l a w  r e f e r s  t o  t h e  IRC a s  i t  was before  t h e  1964 amend- - 
ments, which added a  provis ion  bar r ing  deduct ion of t h e  f i r s t  $100 of each 
c a s u a l t y  o r  t h e f t ,  and Hawaii, which r e t a i n e d  t h i s  provis ion ,  a l though i t  
amended i t s  law i n  1965 t o  conform t o  the  1964 amendments i n  many r e spec t s .  

2 1  Inc luding  Indiana,  s i n c e  t h i s  i s  a  deduct ion t h a t  i s  allowed by t h e  Fede ra l  - 
Code i n  a r r i v i n g  a t  ad jus t ed  g ros s  income. 

31 I n  t h e  I n t e r n a l  Revenue Code these  expenses a r e  c l a s s i f i e d  a s  deduct ions - 
from g ross  income r a t h e r  than  from ad jus t ed  g ros s  income. The d i s t i n c t i o n  
has no p a r t i c u l a r  s i g n i f i c a n c e  f o r  t h i s  d i scuss ion ,  and we ignore  i t  except  
i n s o f a r  a s  t h e  unique case of Indiana i s  concerned. 



In the case of individuals' expenses for the production or collection 
of income, for the management of income property, and in connection with 
taxes, all the States but Indiana are very close to the Federal provisions. 
Since these expenses are classified as deductions from adjusted gross income 
rather than from gross income by the Federal Code, Indiana parts company with 
the rest of the States. The only other significant exceptions are ~ar~land's 
refusal to permit deduction of expenses incurred in the payment of taxes; the 
policies of Massachusetts and South Carolina confining tax expenses to those 
related to the taxpayer's business, trade, and profession; and the Massachusetts 
provision that bars deduction of expenses involved in the management of personal 
investments. 

Interest on Personal Indebtedness 

Taxpayers in every income tax State may deduct, in full or in part, in- 
terest paid by them on personal indebtedness. Apart from the cases of Indiana 
and Massachusetts, which only allow deduction of interest incurred in tra s- 

19 actions related to the trade-business-profit interests of the taxpayer, - 
the differences between the State laws and the Federal Code are confined to 
the treatment of interest paid on installment purchases of personal property. 
Seventeen States, including the IRC States, explicitly follow the Federal rule, 
which permits the taxpayer to assume a six percent rate on the average unpaid 
balance whenever the exact interest rate cannot be ascertained. In the absence 
of contrary indications, we assume that 10 other States also permit their tax- 
payers to use this procedure to estimate interest payments. The remaining 
States (Alabama, Kansas, Maryland, Missouri, and Utah) take the position that 
interest is not interest unless it is separately stated in the contract and 
definitely ascertainable; the deduction may not be claimed unless these two 
conditions are met. Interest attributable to property located outside the 
State may not be deducted by Oklahoma taxpayers. 

Charitable Contributions 

Charitable contributions may be deducted from adjusted gross income by 
taxpayers in every State except Indiana and Massachusetts. The provisions of 
only two of the conforming States (Hawaii and Kentucky) differ from the Fed- 
eral Code, and these exceptions are insignificant to all but a very small 
minority of taxpayers. The Federal law provides that, with certain excep- 
tions, the deduction may not exceed 30 percent of the taxpayer's adjusted 
gross income. Mississippi limits the deduction to 10 percent of net income, 
and ten other non-conforming States do not permit the deduction to exceed 15 
percent of income (variously defined). Among the States limiting the deduc- 
tion to 15 percent is the District of Columbia, which also provides, as does 
Oregon, that only organizations "the activities of which are carried on to a 

I/ Massachusetts does allow limited deductibility (from interest and divi- - 
dends income) of interest paid on certain kinds of personal unsecured 
indebtedness. 



substantial extent" within the State qualify as objects of deductible contri- 
butions. The exceptions to the Federal Code that appear in the laws of the 
remaining States are relatively insignificant. 

Child-Care Expenses of Working Parents 

Thirteen States provide the same deduction as the Federal Code for 
expenses incurred by working parents for necessary care of their children. 
Of these, California is again the only non-conforming State. The remaining 
IRC State (Kentucky) differs because it has not yet adopted the 1964 amend- 
ments to the Federal Code, a situation shared by two of the non-conforming 
States (Maryland and Oklahoma). Fourteen of the non-conforming States (in- 
cluding Indiana) do not permit the deduction of any child care expenses. 
Arizona and Georgia allow a somewhat more liberal deduction than the Internal 
Revenue Code; Oregon's provision is somewhat tighter. 

Alimony 

Alimony and separate maintenance payments (by court order or by writ- 
ten agreement), following the Federal Code are deductible by the payer in the 
13 IRC States and in six (Arizona, California, Minnesota, Missouri, North 
Carolina, and Oregon) of the non-conforming States. Seven of the non- 
conforming States do not permit the deduction of payments made pursuant to a 
written separation agreement. The remaining eight States do not allow the 
deduction. 

Movinp Expenses 

A new provision in the Federal law permits individuals to deduct non- 
reimbursed moving expenses incurred by new or continuing employees in connec- 
tion with certain changes in job locations. Because this provision is classi- 
fied as a deduction in arriving at Federal adjusted gross income, it has been 
adopted by Indiana; since the provision was new in 1964, it does not appear in 
the Kentucky law. Among the non-conforming States only Utah and California 
have adopted the provision, but California restricts its applicability to 
cases in which both the new and the old residences are located within the 
State. 

Medical Expenses 

The range of provisions governing the deductibility of medical ex- 
penses is a dramatic illustration of the diversity that remains in State indi- 
vidual income tax laws after several decades of trend toward uniformity. The 
nature of these provisions permits us to summarize the chief areas of diversity 
in two tables, which take into consideration only the 20 States whose provi- 
sions differ significantly from the Internal Revenue Code. The IRC State that 
has not yet incorporated the 1964 amendments to this section of the Federal 



Code (Kentucky) is joined by another IRC State 1' and27y all of the non- 
conforming States in differing from the Federal law. - 

Table 33 shows that slightly greater diversity exists in the case of 
the general provisions governing the "deductible" portion of medical expenses 
than exists in the case of provisions pertaining only to elderly taxpayers. 
Five or six of the 20 States in question, depending on the case, do not limit 
the amounts that may be deducted, and the remaining States have upper limits 
that. range from $750 to $40,000, depending upon the taxpayer's status (table 34). 

Miscellaneous Deductions 

The Federal Code allows the taxpayer to deduct any debt that becomes 
worthless during the tax year, but non-business bad debts must.be treated as 
short-term capital losses. The same deduction for bad debts is provided for 
in the laws of 18 States. Eight of the non-conforming States do not allow a 
deduction for worthless non-business debts; the remaining non-conforming States 
permit the taxpayer to treat all bad debts as if they were attributable to busi- 
ness or profit-making transactions. 

In nearly all other respects the State laws are quite similer to the 
Federal Code. The non-conforming States' provisions tend to be less restric- 
tive than the Federal as far as entertainment, business gifts, and foreign 
travel expenses are concerned. Some differences of treatment and definition 
appear with regard to some highly technical issues such as depreciation, de- 
pletion, and pension and annuity plans, but the lengthy discussion that an 
examination of these questions would require cannot be entered into in this 
report. 

DEDUCTIONS UNIQUE TO STATE LAWS 

Taxes account for nearly all the deductions allowed by States that are 
not also available to the taxpayer on his Federal return. Nineteen States 
(seven of them IRC States--Colorado, Idaho, Iowa, Kentucky, Montana, 
New Mexico, and North Dakota) provide for the deductibility of Federal per- 
sonal income taxes. Although the definition of the exact amount deductible 
in a particular year varies from State to State, only Massachusetts restricts 
the deduction to the Federal income tax liability attributable to income from 
the taxpayer's profession, employment, trade, or business. The deduction may 
not exceed $500 on South Carolina returns and $300 ($600 on a joint return) on 

11 North Dakota, which permits deduction in full of all medical expenses not - 
compensated by insurance or otherwise. 

21 The tables also exclude Indiana, Louisiana, and Mississippi, none of which - 
permits any deduction for medical expenses. 



TABLE 33.--STATUTORY DIVERSITY AMONG TWENTY SELECTED STATES 
WITH RESPECT TO THE AMOUNTS THAT MF,DICAL EXPENSES 

MUST EXCEED TO BE DEDUCTIBLE - 1/ 

(Number of S t a t e s  using each provision)  

S t a t u s  of taxpayer  

I n  gene ra l  

Taxpayer and/or spouse 
i s  65 years  o r  o l d e r  

- -- 

Minimum i s  expressed-- 

Note: The Federa l  p rov i s ions  a r e  i nd ica t ed  by t h e  underscored 
f i g u r e s  . 

I n  d o l l a r s  

11 S t a t e s  providing f o r  a medical deduction t h a t  d i f f e r s  i n  - 
some r e s p e c t  from t h e  Fede ra l  provis ion.  

As percentage 
of ad jus t ed  

21 Sing le  taxpayer only: $200 i n  the  case  of a j o i n t  r e t u r n .  - 
3/  For a l l  taxpayers;  payments f o r  dependent parents  65 years  - 

and o lde r  a r e  not  s u b j e c t  t o  a minimum exclus ion  i n  t h r e e  
a d d i t i o n a l  S t a t e s .  

41 The provis ion  of one of t h e s e  S t a t e s  r e f e r s  t o  "gross income." - 
5/  The provis ions  of two of t hese  S t a t e s  r e f e r  t o  "gross income." - 
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returns filed in Delaware. Table 35 summarizes the frequency with which cer- 
tain other taxes are deductible by State income taxpayers. 

Five States (California, Hawaii, Minnesota, Missouri, and Utah) permit 
deduction of limited amounts of political contributions. 

The remaining additional deductions are unique to the laws of one or 
two States. Among the most important and interesting of these are the fol- 
lowing: New York provides for deduction of the first $150 of premiums paid 
for an endowment or life insurance policy on the taxpayer (an additional $150 
may be deducted on a joint return for premiums on a policy on the taxpayer's 
spouse). Minnesota allows its taxpayers to deduct their personal political 

1 / campaign expenditures to the extent that they are not paid by others. - 
Limited amounts of the costs incurred in constructing fallout shelters are 
deductible by taxpayers in Alabama and Oklahoma. Finally, Arizona and 
California allow their taxpayers to deduct expenses they incur in the process 
of adopting children. 

1/ The deduction is limited to $5,000 for a candidate for Governor or U. S. - 
Senator, $3,500 for other State offices and for U. S. Representative, 
$500 for State Senator and Representative and for Presidential-Elector- 
at -Large. 



TABLE 35.--FREQUENCY W I T H  WHICH TAXES THAT ARE NOT DEDUCTIBLE ON FEDERAL 
RETURNS ARE DEDUCTIBLE ON STATE PERSONAL INCOME TAX RETURNS 

Tax 

Socia l  Securi ty and Railroad Retirement Act taxes 

11 Certain S t a t e  and l oca l  tobacco taxes - 

Certain S t a t e  and loca l  alcoholic 
beverage taxes 11 

S ta t e  and loca l  admissions taxes 

S t a t e  and l oca l  occupancy taxes 

Po l l  taxes 

Automobile d r ive rs '  l icense  fees  

Automobile r eg i s t r a t i on  fees  

Federal t ranspor ta t ion and telephone- 
telegraph t o l l s  taxes 

Import du t ies  paid d i r e c t l y  by the taxpayer 

Miscellaneous other Federal excise and 
stamp taxes paid d i r e c t l y  by the taxpayer 

Federal e s t a t e  taxes 

Federal g i f t  taxes 

Number of S t a t e s  
permitt i  

IRC 

5 deduction 

Non-IRC 

11 Reference i s  (approximately) t o  the Federal r u l e  (repealed i n  1964) t ha t  - 
declared such taxes e l i g i b l e  for  deduction " i f  the amount of the tax  i s  
separate ly  stated. . . to the extent-that the amount so s t a t ed  is- paid by 
the consumer.. . t o  the s e l l e r . "  - / ~ e c .  164 (c) (1) , I R C  of 19531. 



X X X  X X  X X  X  X  X X X  X  X X  X  

X X X  X X  X X  X  X  X X X  X  X X  X  
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TABLE 36. --STATE PERSONAL INCOPE TAXES: EXCLUSIONS FROM GROSS INCOME THAT ARE ALSO EXCLUDABLE UNDER THE FEDERAL INTERNAL REVENUE CODE 
OF 1954, AS MENDED TO JANEARY 1, 1965 (~ont'd) 

PART A - States That Have Adopted The Federal Definition Of 
Adjusted Gross Income By Reference To The IRC (~oncl'd) 

Item I Alaska 
Scholarships and fellow- 
ships .................... 

Meals & lodging furnished 
employee at convenience 

.............. of employer 
Social Security Act 
benefits................ . 

Unemployment Compensation.. 
Railroad Retirement Act ... annuities and pensions 
veterans ' pensions (not 

.......... retirement pay) 
cost-of-living allowances: 
Foreign Service Officers 
& Federal civilian 

0 employees abroad......... 
Subsistence and rental 
allowances: Armed 

I ....... Services personnel 
Moving expenses of 

existing employees 
(reimbursement payments) . 

Gain on sale of residence 
of taxpayer 65t- ......... 

Gain on sale of residence 
when new residence is 

.. purchased within year.. 
Premium paid by employer 

for employee's group 
...... term life insurance 
...... Income earned abroad. 

Prizes and awards.......... 
Interest on State and ......... local securities 
Periodic payments received 

for the support of minor 
children... .............. 

Colo. Hawaii Idaho 1 I d .  1 Iowa Minn . Mont. d .  Va. 

X 

X 

X 
X 

X 

X 

X 

X 

X 

X 

X 

X 
X 
X 

6 / - 

X 

Wis. 

See footnotes at end of table. 
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TABLE 36. --STATE PERSONAL INCOME TAXES, EXCLUSIONS FROM GROSS INCOME TKAT ARE ALSO EXCLUDABLE UNDER THE FEDERAL INTERNAL REVENUE CODE 
OF 1954,  AS AMENDED TO JANUARY 1 ,  1965 (Cont 'd )  

X - - s i g n i f i e s  S t a t e  exc lus ion  i s  e f f e c t i v e l y  t h e  same a s  t h e  F e d e r a l .  
+ - - s i g n i f i e s  on ly  a  minor d i f f e r e n c e  between S t a t e  and  F e d e r a l  e x c l u s i o n s .  
... - - s i g n i f i e s  t h e r e  i s  no such S t a t e  e x c l u s i o n .  

PART B - "Non-Conforming" S t a t e s  (conc l  f d )  

- 
New r e s i d e n c e  must be  l o c a t e d  i n  t h i s  S t a t e .  
Not excluded i s  i n t e r e s t  on  o b l i g a t i o n s  o f  S t a t e s  (and t h e i r  p o l i t i c a l  s u b d i v i s i o n s )  o t h e r  t h a n  t h i s  S t a t e  and i t s  p o l i t i c a l  s u b d i v i s i o n s .  - 
I n t e r e s t  on o b l i g a t i o n s  of  Colorado (and i t s  p o l i t i c a l  s u b d i v i s i o n s )  exc luded  o n l y  i f  s p e c i f i c a l l y  exempted by p a r t i c u l a r  a u t h o r i z i n g  s t a t u t e s .  
Not excluded i s  i n t e r e s t  on  a l l  S t a t e  and l o c a l  o b l i g a t i o n s  o t h e r  than  t h o s e  i s s u e d  t o  f i n a n c e  p u b l i c  works by t h i s  S t a t e ' s  m u n i c i p a l i t i e s .  - 
~ o t  excluded i s  i n t e r e s t  on a l l  S t a t e  and  l o c a l  o b l i g a t i o n s  o t h e r  t h a n  Chose i s s u e d  by County and Regiona l  Housing C o m i s s i o n s  i n  t h i s  s t a t e  i f  - 

they  a r e  t h e  l i a b i l i t y  e x c l u s i v e l y  of  such commissions. 
Not excluded i s  i n t e r e s t  on o b l i g a t i o n s  of  S t a t e s  (and t h e i r  p o l i t i c a l  s u b d i v i s i o n s )  o t h e r  than  t h i s  S t a t e  and i t s  p o l i t i c a l  s u b d i v i s i o n s ,  where - - 

t h e  o b l i g a t i o n  i s  " c r e a t e d  by compact o r  agreement  t o  which t h i s  S t a t e  i s  a  p a r t y . "  
NO maximum l i m i t  on t h e  amount of  d e a t h  b e n e f i t s  e x c l u d a b l e .  
~ o t  exc ludab le  a r e  d e a t h  b e n e f i t s  p a i d  f o r  any r e a s o n  o t h e r  t h a n  " a c c i d e n t a l  i n j u r y  a r i s i n g  o u t  o f  and i n  t h e  c o u r s e  o f  employment." 
Excludable on ly  u n t i l  t h e  t o t a l  amount r e c e i v e d  e q u a l s  t h e  a g g r e g a t e  premiums o r  o t h e r  c o n s i d e r a t i o n  p a i d  f o r  t h e  c o n t r a c t .  
A  s p e c i a l  t a x  r a t e  of  1 .5 p e r c e n t  a p p l i e s  t o  a n n u i t y  income i n  e x c e s s  of t h e  f o l l o w i n g  exemptions:  t h e  s m a l l e r  o f - -  

(1) $1,000,  o r  $1,500 i f  t axpayer  (o r  e i t h e r  p a r t y  t o  a  j o i n t  r e t u r n )  i s  65+ b e f o r e  c l o s e  of  c a l e n d a r  y e a r  p r e c e d i n g ;  
(2) Unused p o r t i o n  of t h e  exemption a l lowed  f o r  income from p r o f e s s i o n s ,  e t c .  

P rov id ing  t h a t  income from a l l  s o u r c e s - - t a x a b l e  o r  n o t - -  
(a) of  s i n g l e  person i s  l e s s  than  $5,000;  
(b) of  husband and w i f e  i s  l e s s  t h a n  $7,500.  

Excludable on ly  t o  t h e  e x t e n t  t h a t  t h e  amount r e c e i v e d  d u r i n g  t h e  t a x a b l e  y e a r  exceeds 3 p e r c e n t  of  t h e  a g g r e g a t e  premiums o r  c o n s i d e r a i i o n  pa id  
f o r  t h e  c o n t r a c t ,  and then  on ly  u n t i l  t h e  t o t a l  amount exc luded  e q u a l s  t h e  a g g r e g a t e  premiums o r  o t h e r  c o n s i d e r a t i o n .  

Except s i c k n e s s  d i s a b i l i t y  b e n e f i t s  and d i s a b i l i t y  pens ions  ( o t h e r  t h a n  f o r  a c c i d e n t a l  i n j u r y  i n c i d e n t  t o  employment) which  re not  r e c e i v e d  
through a c c i d e n t  o r  h e a l t h  i n s u r a n c e ,  and  which a r e  n o t  c o l l e c t i b l e  a s  damages o r  i n  l i e u  of damages. 

Each p l a n  must be approved by t h e  Revenue D i v i s i o n .  No a v a i l a b l e  i n d i c a t i o n  of  t h e  c r i t e r i a  a p p l i e d  i n  e v a l u a t i n g  p l a n s .  
F e d e r a l  law p r i o r  t o  1964 amendments: 

(1) I f  absence i s  due t o  p e r s o n a l  i n j u r y ,  t h e  employee need n o t  be  h o s p i t a l i z e d  t o  q u a l i f y  f o r  e x c l u s i o n  dur ing  h i s  f i r s t  7 days absence .  
(2) No requ i rements  t h a t  s i c k  pay be  l e s s  t h a n  75 p e r c e n t  of  r e m l a r  pay,  o r  t h a t  i t  n o t  exceed $75 p e r  v e e k .  
(3) S i c k  pay up t o  $100 p e r  week i s  e x c l u d a b l e  a f t e r  7 days absence  from work. 

Not exc ludab le  i s  r e n t a l  a l lowance  used  t o  r e n t  a  house /apar tment  n o t  owned by t h e  c le rgyman ' s  church .  
F u l l  amount of combat pay i s  exc ludab le  by 9 f u l l - t i m e  armed s e r v i c e s  p e r s o n n e l  d u r i n g  and w i t h i n  s i x  months fo l lowing  p e r i o d  o i  war o r  

h o s t i l i t i e s .  

(Footnotes  con t inued  o n  n e x t  page). 

I tem 

P e r i o d i c  payments 
r e c e i v e d  f o r  t h e  
s u p p o r t  o f  
minor c h i l d r e n  ....... 

C a l i f .  

X 

A l a .  

X 

Del.  

X 

A r i z .  

X 

D. C. 

... 

Ark.  

X 

Ga. 

X 

Kans.  

X 

Okla.  La.  Oreg. Md. S .  C. u t a h  Mass. Miss .  Mo. N .  C. 



TABLE 36. --STATE PERSONAL INCOME TAXES, EXCLUSIONS FROM GROSS INCOME THAT ARE ALSO EXCLUDABLE UNDER T I E  FEDERAL INTERNAL REVENUE CODE 
OF 1954, AS MENDED TO JANUARY 1 ,  1965 (Concl'd) 

No specia l  provision,  but see  t a b l e  3 7  f o r  a  general  exclusion o f  the pay of armed se rv i ces  personnel. 
Only payments up t o  $1,500 per year  a r e  excludable,  and hospi ta l ized  personnel appear t o  f o r f e i t  t he  exclusion i f  they leave the combat zone. 
Not excludable a r e  scholarships  and fellowships o the r  than those granted by Federal  o r  S t a t e  l e g i s l a t i o n  wi th  respect  to s e rv i ce  i n  t he  armed 

forces of the U .  S. 
Not excludable a r e  scholarships  and fellowships o the r  than those received under t he  G.I. B i l l  of Rights by members of the armed forces  during 

World War 11. 
Exclusion appear t o  be ava i l ab l e  only i f  r ec ip i en t  i s  a  degree candidate.  
Pensions may not be excluded i n  excess of $3,000 per year and then only pensions a r i s i n g  out of physical  d i s a b i l i t y  incurred in  the  performance 

of ac t ive  s e rv i ce  i n  the  armed fo rces ,  except i n  cases where pensions a r e  exempted i n  f u l l  from S t a t e  taxes  by Federal  law. 
Treated as  reimbursement received f o r  t r ave l  away from home. 
Subsistence allowances a r e  not excludable,  only r e n t a l  allowances. 
No specia l  provision,  but  ga ins  from s a l e  of property held f o r  more than two years  and not  r e l a t e d  to  taxpayer ' s  t r ade  o r  business a r e  excluded 

from taxable income. 
No specia l  provision,  but gains from s a l e  of property not r e l a t e d  to  taxpayer ' s  t r ade  or business a r e  excluded from taxable  income. 
No specia l  provision,  but gains from t r ansac t ions  not " inc ident  to  the  taxpayer ' s  t r ade  o r  business nor entered i n t o  f c r  p r o f i t "  a r e  excluded 

from taxable income. 
(1) Exclusion does not appear to  be ava i l ab l e  t o  r e t i r e d  employees. 
( 2 )  No l imi t  on the  amount of coverage the  premiums f o r  which a r e  excludable.  

(1) No instance has been discovered of t he  imposit ion of a  t ax  on such income of a  r e t i r e d  employee. 
(2) No l i m i t  on the  amount of coverage t h e  premiums f o r  which a r e  excludable.  
Not excluded i s  i n t e r e s t  on a l l  S t a t e  and l o c a l  ob l iga t ions  o the r  than those of t h i s  S t a t e ' s  Turnpike Author i ty .  - 
Not excluded i s  i n t e r e s t  on ob l iga t ions  of S t a t e s  (and p o l i t i c a l  subdivisions of S t a t e s )  o the r  than t h i s  S t a t e  ( i ssued a f t e r  May 24 ,  1961) - 



TABLE 37. --EXCLUSIONS FROM GROSS INCOME THAT ARE UNIQUE TO STATE PERSONAL INCOME TAXES 
PART A - States That Have Adopted The Federal Definition Of 

Adjusted Gross Income By Referenre To The IRC 

- 
Inc 

X 

... 

... 

... 

... 

... 

... 

... 

... 

... 

... 

... 

Minn. Item Hawa i 

- 
Idahc 

- 

X 

X 

... 

Colo Iow N. Dak. Vt. 

- 

X 

X 

Wis. 

Interest on Federal .... Government obligations 
Payments from State 

teachers' retirement 
system of this State...... 

Payments from State 
employees' retirement 
system of this State...... 

U.S. Civil Service 
Retirement System 
payments.................. 

Retirement benefits from 
political subdivisions 
of this State...... ....... 

Retirement benefits from 
"any other public ... sys- . tem". ..................... 

Miscellaneous other types 
of retirementbenefits.... 

, Pay of members of the 
. Armed Forces of the U.S.. 

Dividends from corp's that 
have paid income taxes to 
this State. ............... 

Dividends from stock of 
national banks.... ........ 

Dividends from stock of 
banks and trust companies 
incorporated in this State. 

Interest on obligations of 
industrial development 
corporations in this State. 

Interest & dividends rec'd 
by non-residents of this 
State (non-business) ....... 

Miscellaneous other types of 
interest and dividends..... 

Employee contrib's to this 
State's pub. school 
teachers' retirement sys- 
tem........................ 

See footnotes at end of table. 



TABLE 37. --EXCLUSIONS FROM GROSS INCOME THAT ARE UNIQUE TO STATE PERSONAL INCOME TAXES (conttd) 
PART A - States That Have Adopted The Federal Definition Of 

Adjusted Gross Income By Reference To The IRC (~oncl'd) 

rl. Dak. 

- 
Vt. W. Va. 

- 
Wis. 
- 

... 

... 

... 

... 

... 

... 

... 

X 

... 

... 

... 

... 

... 

... 

Hawaii Idaho Ind. Iowa 

... 

... 

... 

... 

... 

... 

... 

... 

... 

... 

... 

... 

... 

... 

Minn . 
- 

... 

... 

... 

... 

... 

... 

... 

... 

... 

X 

... 

... 

... 

... 

N. Mex. Item 

Employee contrib's to this 
state's public employee ........ retirement system. 

Employee contrib's to the 
U.S. Civil Service 
Retirement Syste m......... 

Employee contrib's to the 
retirement systems of this 
state's political sub- 
divisions................. 

Employee contrib's to 
private retirement 
plan associations......... 

Alimony and separate mainte- 
nance payments received... 

Gains from the (non-trade/ 
business) sale of capital 
assets.................... 

Rental income from leasing 
1 and subleasing real estate. 

Rental income and gains from 
dealings in real estate 
located outside this State. 

Income rec'd by legal rep. of 
decedent administering est. 
subj. to this state's taxes 

Income from carrying goods/ 
passengers on high seas in 
interstatelforeign co~erce 

Pay of patient with Hansen's 
disease employed in place 
where the disease is treatel 

Gain from certain involuntary ... conversions of property. 
Non-government unemployment 
compensation ............... 

All income derived from 
sources located outside thi 
State except income from 
intangibles ................ 

See footnotes at end of table. 



TABLE 37.  --EXCLUSIONS FROM GROSS INCOME THAT ARE UNIQUE TO STATE PERSONAL INCOME TAXES (Cont 'd)  
PART R - "Non-Conforming" S t a t e s  

I tem 

I n t e r e s t  on F e d e r a l  
... Government o b l i g a t i o n s  

Payments from S t a t e  
t e a c h e r s '  r e t i r e m e n t  

... sys tem of  t h i s  S t a t e . .  
Payments from S t a t e  

employees' r e t i r e m e n t  
.... system of  t h i s  S t a t e .  

U .S . C i v i l  S e r v i c e  
Ret irement  System 
payments........ ......... 

Retirement  b e n e f i t s  from 
p o l i t i c a l  s u b d i v i s i o n s  

......... o f  t h i s  S t a t e . . .  
Ret i rement  b e n e f i t s  from 

"any o t h e r  p u b l i c  ... s y s -  
. tem".................... 

, Misce l laneous  o t h e r  types . of r e t i r e m e n t  b e n e f i t s . .  
Pay o f  members o f  t h e  

, Armed F o r c e s  o f  t h e  U.S.. 
Dividends from c o r p ' s  t h a t  

have p a i d  income t a x e s  
t o  t h i s  S ta te . . . . . . . . . . . .  

Dividends from s t o c k  of 
n a t i o n a l  banks. . . .  ....... 

Dividends from s t o c k  of 
banks and t r u s t  companies 
i n c o r p o r a t e d  i n  t h i s  
S ta te . . . . . . . . . . . . . . . . . . . .  

I n t e r e s t  on o b l i g a t i o n s  
of  i n d u s t r i a l  development 
c o r p ' s  of  t h i s  S t a t e . . . . .  

I n t e r e s t  and d iv idends  r e c '  
by n o n - r e s i d e n t s  of  t h i s  ..... S t a t e  (non-business)  

Misce l l aneous  o t h e r  types  
of  i n t e r e s t  and d iv idends  

Employee c o n t r i b ' s  t o  t h i s  
S t a t e ' s  pub. schoo l  
t e a c h e r s '  r e t i r e m e n t  
system... . . . . . . . . . . . . . . . .  

- 
A r i z .  

- 

X 

... 

... 

1 7 1  - 

... 

... 

... 
241 

... 

... 

... 

... 

... 

... 

... 

- 
Del . Ark. Kans 

- 
U t a b  Mass, Okla 

X 

X 

... 

... 

... 

... 
2/23, 

231 - 

... 

... 

... 

... 

... 

... 

... 

Ore 

- 

X 

X 

X 

1 8 1  - 

X 

... 

... 
0125 - - 

... 

... 

... 

... 

... 

... 

... 

Miss 

See f o o t n o t e s  a t  end of  t a b l e .  
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TABLE 37. --EXCLUSIONS FROM GROSS INCOME THAT ARE UNIQUE TO STATE PERSONAL INCOME TAXES (Concl'd) 

x --signifies there is such an exclusion. 
... --signifies there is no such exclusion. 

The exclusion may not exceed $3,600 per year. 
For policemen and firemen only. 
pensions received from union welfare funds or by agreement between union and employer, and payments from emeritus retirement plans of colorado 
institutions of higher education. 

Pensions received from employers. 
Benefits paid under the Montana Highway Patrol Retirement Act. 
Milwaukee city and county employee retirement system pensions. 
Pay received in the armed forces of the United Nations may also be excluded. 
No limit on amount excludable if the serviceman dies while on active duty. 
If serviceman dies while on active duty; (a) all unpaid taxes, penalties, additions, etc. are cancelled, and (b) all taxes paid for years after 
12/31/49 during which decedent was in active service may be received as refund on application filed within 7 years of return for which claim 
is made. 

The exclusion may not exceed $3,000 per year. 
The exclusion is reduced proportionately when a corporation pays this State's income tax only on a portion of its income. 
The exclusion does not apply when bank does not have situs in this State. 
Interest on postal savings accounts. 
"/ - Non-public -/ obligations . . . to the extent exempt from income tax under the laws of this State." For example, under the New York Private 
Housing Finance Law. 

The amount of the exclusion may not exceed the amount provided by the unemployment security laws. 
The exclusion may not exceed $2,000 per year. 
The exclusion may not exceed $2,500 per year. 
The exclusion may not exceed $2,400 per year. 
Excludable where specific retirement act so provides. 
Income from any Savings Bank Employees Retirement Association, from any Cooperative Banks Retirement Association; pensions paid directly by the 
Carnegie Foundation; and pensions paid by the Massachusetts Board of Ministerial Aid and Unitarian Service. 

Retirement annuities of any form paid to nonresidents. 
Military retirement pay. 
The exclusion may not exceed $1,500 per year. 
The exclusion may not exceed $1,000 per year. 
The serviceman must be on full-time active duty. 
Not excludable other than compensation attributable to "the customary training periods" of this State's national guard or the reserve components 
of the U.S. Armed Forces. 

The exclusion is not allowed if less than 50 percent of a corporation's net income was earned in this State. 
The exclusion is not allowed if less than 15 percent of a corporation's net income is derived from sources within this State. 
The exclusion does not apply to banks domiciled outside this State unless the State of domicile provides for a similar exclusion. 
Dividends or interest from building, saving and loan, or homestead associations, if: (1) they are not withdrawn; and (2) the association is 
declared by a court to be insolvent and is placed in receivership. The exclusion not allowed in the taxable year in which the receivership 
is terminated and the assets are distributed. 

Interest received from: (1) "any savings bank chartered by the Cornonwealth" or deposits smaller than the legal maximum; c2) credit unions 
chartered by the Commonwealth; (3) banks in certain States; (4) mortgage loans secured by real estate taxed as such in this State; 
(5) cooperative banks incorporated in the Cornonwealth; and (6) deposits in the Massachusetts Hospital Life Insurance Company. 

Obligations of certain educational institutions (including William and Mary College, University of Virginia, VMI, and VPI). 
Providing that the payer is subject to this State's tax on the income from which the payments are made. 
"Apparently excluded in any amount under ORS 316.110(12) ." 
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\ 
X  X  - 1 1  X X  X  X X X X X X  X X X  X X X  X  X X X  X X  X  X  

. 
X  X  - 1 1  X X  X  X X X X X X  X X X  X X X  X  X X X  X X  X  X  

. 
X  X  - 1 1  X X  X  X X X X X X  X X X  X X X  X  X X X  X X  X  X  

-. 
X  X  - 1 1  X X  X  X X X X X X  X X X  X X X  X  X X X  X X  X  X  

X  X  : X X  X  X X X X X X  X X X  X X X  X  X X X  X X  X  X  

1 
X  X  - 1 1  X X  X  X X X X X X  X X X  X X X  X  X X X  X X  X  X  



X X X X X  x X X X X X X X  

X X X X X  X  X X X X X X X  

X X X X X  X  X X X X X X X  

- -  -- 

X X X X X  X  X X X X X X X  

X X X X X  X  X X X X X X X  

X X X X X  X  X X X X X X X  

- -- 

X X X X X  X  X X X X X X X  

X X X X X  X  X X X X X X X  

X X X X X  X  X X X X X X X  

X X X X X  X  X X X X X X X  

K X X X X  X  X X X X X X X  

U . .  . U .  



TABLE 38. --STATE PERSONAL INCOME TAXES: DEDUCTIONS FROM GROSS INCOME THAT ARE ALSO DEDUCTIBLE UNDER THE FEDERAL INTERNAL REVENLIE 
CODE OF 1954, AS AMENDED TO JANUARY 1, 1965 (Cont'd) 

PART B - "Non-Conforming" S ta t e s  

- 

t ab l e .  

- 
Del , 

- 

Ore 

- 

21/ - 

21 / - 

... 

21 / - 

20 / - 

29/ 

X 

3  / - 

X 

X 
4 3 1  - 

X 

X 

+ 
X 

X 

X 
X 

tah 

X 

X 

1 I - 

X 

X 

+ 

X 

3 1  - 

X 

33 /  - 
X 

461 - 

+ 
X 
X 

X 

+ 
+ 

Item Ala Ariz Ark. 

X 

X 

11 - 

X 

X 

+ 

X 

3 / - 
... 

14/35 
T 3 T  - 
x g  

X 

X 
X 

+ 
+ 
+ - 

D.C. 

- 

X 

X 

... 

X 

X 

281 - 

X 

3 / - 

X 

... 
44/ - 

< 471 

X 

X 
X 

X 

X 
X 

Kan: La. Mass. Minn. Miss N.C. Okla. 

S t a t e ,  l o c a l ,  foreigr 
r ea l  property 
taxes.. ........... , 

S t a t e  and local  
personal property 
taxes.  ............. 

Sta t e ,  Local, foreigr 
income and p r o f i t s  
taxes............., 

S t a t e  & l oca l  gener- 
a l  s a l e s  (& use) 
taxes.............. 

S t a t e  and loca l  
motor fue ls  taxes. .  

, A l l  o ther  Sta te- local  
taxes--business 
expenses........... 

, Losses of individuals 
- - t rade ,  business,  
p r o f i t  trans..... . .  
--casualty & 

theft.... . . . . . . . .  
--from wagering 

transactions. .  ... 
- -capi ta l :  non- 

corporate. . . . . . . ,  
Bad debts.. .......... 
I n t e r e s t  paid on 

indebtedness..... . ,  
Trade-business ex- 

penses--salaries 
& compensation. ... 
- - t ravel ing  

expenses........ 
- - rent  payments... 

Individuals '  ex- 
penses--production 
/col lec t ion  
income............ 
--management 

income, property.  
--&ggnn. with ............ 





TABLE 38. --STATE PERSONAL INCOME TAXES: DEDUCTIONS FROM GROSS INCOME THAT ARE ALSO DEDUCTIBLE UNDER THE FEDERllC INTERNAL REVENUE 
CODE OF 1954, AS AMENDED TO JANUARY 1, 1965 (Cont'd) 

PART B - "Non-Conforming" States (Concl'd) 

La. 
- 

+ 

X 

+ 

X 

X 

18/ - 
181 - 
181 - 

X 

- 
Okla Mo. 

... 

X 

X 

18/ - 
181 - 
X 

- 
Ore Md. 

X 

X 

181 

%/ 

181 

X 

N.C 

. . . . . .  

X 

... 

...... 

. . . . . .  

X 

X 

X 

X 

- 
Jtah Mass 

. . . . . .  

... 

... 

. . . . . .  

. . . . . .  

%/ 

181 

181 
X 

Item Ala, 
- 

... 

... 

X 

971% - 
... 

181 - 
181 - 
181 - 
X 

- 

I 
Ariz. Ark. Calif 

- 

X 

X 

X 

X 

X 

181 - 
181 - 
181 - 
X 

Del . 
- 

... 

X 

... 

... 

... 

181 - 
181 - 
181 - 
X 

- 

D.C. 
- 

... 

... 

... 

... 

... 

181 - 
181 - 
181 - 

X 

- 

Kans . 

Interest on debt 
incurred for 
certain ins. 
policies. ........ 

Expenses & interest 
incurred to 
obtain tax-free 
income........... 

Taxes--carrying 
charges chargeabl 
to capital acct.. 

Losses & unpaid 
interest-- 
vis 5 * - 
"relatives I....... 

I Debts owed by 
political parties 

Entertainment 
I expenses 

(restrictions). .. 
Business gifts 

(restrictions) ... 
Foreign travel 

(restrictions). .. 
Local benefit- 
based assessments 

X --signifies State deduction is effectively the same as the Federal. 
+ --signifies only a minor difference between State and Federal deductions. 
... --signifies there is no such State deduction. 
11 This State's income tax is not deductible; foreign income taxes are deductible in full. - 
21 Foreign income taxes are deductible in full. - 
31 Full amount of eligible loss may be deducted. - 
4 /  Eligible losses may be deducted in equal installments over 5 years. - 
51 No "special" or "'unlimited" deduction provisions. - 
61 "~~ecial" provision applies only to contributions to (a) a church or a convention or association of churches, (b) an educational institution, - 

or (c) a hospital or a medical research organization. 
71 The appropriate New York deduction is defined by the amount of the Federal, rather than literally by the provisions--pertaining to percentages - 

and dollar amounts--in the Federal Code. 

(Footnotes continued on next page) . 



TABLE 38. --STATE PERSONAL INCOME TAXES: DEDUCTIONS FROM GROSS INCOME THAT ARE ALSO DEDUCTIBLE UNDER THE FEDERAL INTERNAL REVEWE 
CODE OF 1954, AS AMENDED TO JANUARY 1, 1965 (Cont'd) 

Expenses of dependent parents 65+ are subject to 1 percent drug and 3 percent total deductibility provisions. 
Maximum amounts of deduction are: (1) Taxpayer or spouse 65+ disabled, for disabled spouse's expenses (normal limit for other)--15,000; 
(2) Both 65+ and disabled--$30,000; (3) Single persons and married but separated, per dependentlreturn--$2,500/$5,000; (4) Married and head 
of household--$2,500/$10,000. 

Expenses are deductible in full up to maxima. 
No special provision pertaining to medicine-drug expenses. 
No maximum amounts of deduction. 
Deduction not available to man with living wife. 
Deduction may not exceed $600 for taxable year. 
Case of married woman living with husband: maximum deduction reduced by amount combined gross income of husband and wife exceeds $4,500. 
Married couple living together may claim dpduction only if both are working. 
Federal Code restriction L Sec. 264(a)(3)-/ does not apply. 
No special rule: general rules for expenses apply. 
Not deductible if paid to jurisdictions outside this State. 
Deductible only to extent related to taxpayer's business or profession. 
Deductible when paid to jurisdictions outside this State only if properly business expenses, or if related to the production or collection of 

income or to property held for the production of income. 
No State or local income tax is deductible; foreign income taxes are deductible in full. 
Income taxes paid to jurisdictions other than this State are not deductible. 
Deductible only to extent taxes are on income from taxpayer's business, etc.; eligible foreign taxes are deductible in full. 
Only municipal taxes on income from personal services are deductible. 
Only taxes on income "derived from compensation for personal services" are deductible. 
This State's sales/use taxes are not deductible. 
Franchise taxes imposed by D.C. law are not deductible. 
Federal taxes that qualify as business expenses are also deductible. 
Losses on property without situs in this State are not deductible. 
Non-resident taxpayer may only deduct losses on property located in this State. 
Only losses from lawful gambling are deductible--against gains from lawful gambling. 
No special provision for capital losses--hence, they are fully deductible in the year incurred. 
Losses incurred in transactions involving real estate located outside this State are not deductible. 
No distinction between short-term and long-term capital losses. 
Losses may not be deducted in excess of gains. 
No capital loss carryover provision. 
Limit of deductibility is $2,000 plus amount of gains. 
Only capital losses on assets "employed in the taxpayer's business" may be deducted, and they may be deducted in full. 
Limit of deductibility is $2,500 plus amount of gains. 
No limit on amount of long-term losses deductible. 
Non-business bad debts are not deductible. 
Non-business bad debts are deductible as business bad debts. 

(Footnotes continued on next page). 



TABLE 38. --STATE PERSONAL INCOME TAXES: DEDUCTIONS FROM GROSS INCOME THAT ARE ALSO DEDUCTIBLE UNDER THE FEDERAL INTERNAL REVENUE 
CODE OF 1954, AS AMENDED TO JANUARY 1, 1965 (Cont'd) 

Non-business bad debts a r e  deduct ib le  a s  business debts only t o  extent  al lowable a s  l o s se s  incurred i n  a  t r ansac t ion  f o r  the  production of income 
taxable under the  law. 

Business bad debts a r e  deduct ib le  i n  f u l l  from o ros s  income. 
I n t e r e s t  on ins ta l lment  purchases i s  d e d u c t i b l g  only where (a) d e f i n i t e l y  a sce r t a inab le ,  and (b) s epa ra t e ly - s t a t ed  i n  the  con t r ac t .  
No e x p l i c i t  provision regarding i n t e r e s t  charges on ins ta l lment  purchases. 
I n t e r e s t  incurred i n  non-business/non-profit-making t r ansac t ions  i s  not deduct ib le .  
 on-busine~s/~rofession i n t e r e s t  paid on unsecured debt i s  deduct ib le  from i n t e r e s t  and dividends income up t o  spec i f i ed  l i m i t s .  
I n t e r e s t  a t t r i b u t a b l e  t o  property owned ou t s ide  t h i s  S t a t e  i s  not deduct ib le .  
Only tax expenses incurred  i n  r e l a t i o n  t o  bus iness ,  t r ade ,  o r  profess ion a r e  deduct ib le .  
Maximum amount of genera l  deduction i s  15 percent of n e t  income computed without regard t o  t h i s  provis ion.  
No "special" deduction provision.  
"Unlimited1' deduction: a l l  cont r ibut ions  e l i g i b l e  f o r  genera l  deduction a r e  e l i g i b l e .  
Contributions ( p l u s  income, war and excess p r o f i t s  taxes) must have equaled 90% of taxable  income (without regard t o  t h i s  ~ r o v i s i o n )  j.n eachof  

preceding 10 taxable years t o  qual i fy  f o r  unlimited deduction. 
Maximum amount of general  deduction i s  defined a s  percentage of "net income, a s  computed without the bene f i t  of t h i s  paragraph." 
Only t h i s  S t a t e  and i t s  subdivisions qua l i fy  a s  ob jec t s  of cont r ibut ions  t o  governmental i n s t i t u t i o n s .  
Maximum amount of genera l  deduction i s  15 percent of A . G . I .  
Only organizations "the a c t i v i t i e s  of which a r e  ca r r i ed  on to  a  subs t an t i a l  extent"  i n  t h i s  S t a t e  qua l i fy  a s  ob jec t s  of cont r ibut ions .  
"Unlimited" deduction: the  90% r u l e  app l i e s  to  "each of the  preceding 8  taxable  years." 

Deduction must be pro-rated: only propor t ion  represented by r a t i o  of n e t  income taxable  i n  S t a t e  to  t o t a l  ne t  income i s  deduct ib le .  
Maximum amount of general  deduction i s  10 percent of ne t  income computed without regard to  t h i s  provis ion.  
Contributions to  governmental agencies do not  qua l i fy .  
Only the  Federal Government and t h i s  S t a t e  and i t s  subdivis ions  qua l i fy  a s  ob jec t s  of cont r ibut ions  t o  rovernmental i n s t i t u t i o n s .  
"Special" provision app l i e s  only t o  "churches, conventions o r  a s soc i a t ions  of churches, educational i n s t i t u t i o n s ,  hosp i t a l s  o r  medical research  

organizations s i t u a t e "  i n  t h i s  S t a t e .  
No "unlimited" provision.  
Maximum amount of general  deduction i s  15 percent of gross  income. 
Maximum amounts of deduction are :  (1) none; (2) none; (3) $2,500; and (4) $5,000 (see footnote  9) .  
No specia l  provisions f o r  taxpayers o r  dependents 65+. 
The 3 percent t o t a l  d e d u c t i b i l i t y  provis ion r e l a t e s  t o  gross  income. 
Maximum amounts of deduction a re :  (1) $2,500/$5,000; (2) $2,5OO/$5,000; (3) $2,500/$5,000; (4) $~,~OO/$LO,OOO ( see  footnote  9) . 
Maximum amounts of deduction are :  (1) $15,000; (2) $30,000; (3) $1,250; (4) $2,500 (see footnote  9). 
Only expenses i n  excess of 5  percent o f  gross  income may be deducted. 
I f  taxpayer or spouse i s  6% t h e i r  f u l l  expenses a r e  deduct ib le .  
Only expenses i n  excess of 5  percent of A G I  may be deducted. 
Maximum amounts of deduction a re :  (1) $1,250/$2,500; (2) $1,250/$2,500; (3) $1,250; (4) $1,250/$2,500 (see footnote  9) . 
The 1 percent drug d e d u c t i b i l i t y  provis ion app l i e s  i n  a l l  cases .  
Only expenses in excess of $50 per r e tu rn  may be deducted. 
Maximum amounts of deduction are :  (1) $2,500; (2) $2,500; (3) $1,250; (4) $2,500 (see footnote  9). 
Maximumamounts of deduction a re :  (1) $5,000; (2) $5,000; (3) $5,000; (4) $5,000 (see footnote  9 ) .  
Only expenses i n  excess of $100 per r e tu rn  may be deducted by s ing le  taxpayer;  expenses i n  excess of $200 per r e t u r n  by husband and wi fe .  
Maximun amounts of deduction a re :  (1) $1,500; (2) $1,500; (3) $750; (4) $1,500 (see  footnote  9).  

(Footnotes continued on next page) . 



TABLE 38. --STATE PERSONAL INCOME TAXES: DEDUCTIONS FROM GROSS INCOME THAT ARE ALSO DEDUCTIBLE UNDER THE FEDERAL INTERNAL REVENUE 
CODE OF 1954, AS AMENDED TO JANUARY 1, 1965 (Concl'd) 

Maximum amounts of deduction a re :  (1) $15,000; (2) $15 ,OOO/$3O,OOO; (3) $l,250/$2,5OO; (4) $1 ,25O/$5,OOO (see footnote  9) .  
Deduction may not exceed $100 per month. 
Dependent must be under 16 years of age. 
Deduction permitted only i f  gross  household income i s  under $6,000. 
No r e s t r i c t i o n s  regarding physical  condi t ion  of spouse. 
Only individual who would o r d i n a r i l y  care  f o r  ch i ld  i s  e l i g i b l e  t o  claim the  deduction.  
Deduction may not exceed "taxable gross  income from personal services"  of t he  e l i g i b l e  taxpayer.  
Deduction not allowed i f  e l i g i b l e  taxpayer ' s :  

(a) "gross income, l e s s  business expenses, from sources o the r  than personal services"  exceeds $4,000 plus  c r e d i t s  f o r  dependents;  
(b) spouse has "taxable gross income l e s s  business expenses" exceeding $4,000 plus  c r e d i t s  f o r  dependents. 

Dependent must be under 12 years of age. 
Deduction may not exceed $720 per taxable  year .  
Deduction permitted only i f  household A G I  i s  under $3,000. 
Dependent must be under 18 years of age. 
Payments pursuant t o  wr i t t en  separa t ion  agreement a r e  not  deduct ib le .  
New and old  residences must be located  i n  t h i s  S t a t e .  
Losses between "re la t ives"  a r e  deduct ib le  i f  t r ansac t ion  i s  genuinely "at  arms length." 
Appears to  be no prohibi t ion  s imi l a r  t o  Sec. 267(a)(2) of the  Federal  Code. 
Substant ia t ion  and j u s t i f i c a t i o n  r u l e s  a r e  more s t r i n g e n t  than f o r  genera l  expenses. 





TABLE 39. --DEDUCTIONS FROM GROSS INCOME THAT ARE UNIQUE TO STATE 
PERSONAL INCOME TAXES.~' (Cont d) 

- 
N.C. 

- 

... 

... 

... 

... 

... 

... 

... 

... 

... 

- 
A r i z  

- 
Ark La. 

- 

X 

X 

... 

... 

... 

... 

... 

X 

X 

I tem Ala.  Del D.C. I n d .  Kans . 
- 

... 

... 

... 

... 

... 

... 

.,. 

... 

... 

Oreg.  

Misc. F e d e r a l  e x c i s e s  & ........... stamp taxes . .  
Federa l  e s t a t e  and g i f t  

taxes.. . . . . . . . . . . . . . . . . .  
Premiums on endowment 

o r  l i f e  i n s .  p o l i c y  on 
t axpayer  &/or  spouse up 
t o  $150/$300 ............ 

Campaign expendi tu res  
p e r s o n a l l y  p a i d  by 
c a n d i d a t e ,  unreimbursed,  
t o  s p e c i f i e d  l i m i t s . . , . .  

Cost of c o n s t r u c t i n g  
f a l l o u t  s h e l t e r s .  ....... 

Expenditures  by t e a c h e r s  
f o r  g r a d u a t e  s tudy  t o  
improve t e a c h i n g ,  t o  

I max. o f  $1,200 .......... 
N Expenses i n c u r r e d  by 

t axpayer / spouse  t o  
, adopt  a  c h i l d . .  ......... 

Deductions from income 
der ived  from o r  r e l ~ t e d  
t o  i l l e g a l  a c t i v i t i e s .  .. 

C o n t r i b u t i o n s  t o  any 
"person" invo lved  i n  
l i t i g a t i o n  t o  which 
s a i d  pe rson  i s  n o t  
pa r ty . . . . . .  ............. 

X - - s i g n i f i e s  t h e r e  i s  such a d e d u c t i o n .  
... - - s i g n i f i e s  t h e r e  i s  no such deduc t ion .  

- ~ ~ ~ - c o n f ~ ~ ~ i n g "  S t a t e s  on ly .  The o n l y  "unique" d e d u c t i o n s  t o  be  found i n  t h e  p e r s o n a l  income t a x  laws o f  t h e  S t a t e s  t h a t  have adop ted  t h e  
" ~ e d e r a l  d e f i n i t i o n  of  t a x a b l e  income a r e :  (1) F e d e r a l  income t a x  (Colorado,  Idaho ,  Iowa, Kentucky, Montana, New Mexico, and North Dakota); 

(2) p o l i t i c a l  c o n t r i b u t i o n s  ( ~ a w a i i - - $ l o 0  maximum); and (3) premiums on  endowment o r  life i n i z n n c e  p o l i c y  on t axpayer  a n d / o r  s p o ~ s e  up t o  
$50/$300 New York) . 

2, Max~mum of $100. - - 
3/  Maximum of :  $300 s i n g l e  r e t u r n  and $600 j o i n r  r e t u r n .  - 
4 /  Maximum of $100. - 
5/  Maximum o f  $100, s p e c i a l  p r o v i s i o n s  f o r  p a r t y  o f f i c i a l s .  - 

(Footnotes  cont inued on nex t  page) . 



TABLE 39. --DEDUCTIONS FROM GROSS INCOP3 THAT ARE UNIQUE TO STATE 
PERSONAL INCOME TAXESLI (Concltd) 

6 /  Maximum of $50. - 
71 Maximum of $25 per year. - 
81 Gift taxes only. - 
91 Maximum of $1,000 for family or community shelter. 
101 Maximum of $1,500 (single family dwelling), $750 (multi-family unit), and other restrictions. - 
111 h l y  excess over 5% A G I  (unless medical + adoption expenses 5%), to maximum of $1,250/$2,500. - 
121 Deductible as medical expenses. - 
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