
444 North CacitOI St . NW Washngtm. 0 C 20001 (202) 624-5890 

December 23,1993 

Mr. Marina Weirs 
U.S. Department of 'lheaaury 
3446 Main Treaeury 
1500 Pemy1vania Ave., NW 
waahqton, DC 20220 

Dear Me. Weim: 

In reeponee to your request for information on the impact of the 
Administration's health care propoaalr on atate revenue rystmm, I have 
enclosed an FTA Bulletin outlining those revenue proposalr of greatert 
interest to the stater and (m FTA report on the "Impact of Federal Tar 
Changes on State Tax Syrteme" which rhould aid in underatanding the 
relationshipa between state and federal income tax rtruchues. Your 
inquiry a100 prompted ua to perfom a "quick and dirty" analysis of the 
question you p o d .  The key poinu of our review are preanted below. 

Cigm3t te~ 'Rxe r  
Each of the 50 etatea and D.C. levies an excise tar on aaarettee and 

thua will be dected by the.expected reduced consumption that-kll follow if 
the M d e n t ' r  o m d  to incream the federal excise tax by 8.76 per pack in 
enacted. In F~ 1h2, states wllected about $5.9 billion & dgarit teteexa~ 
taxes, and cigarette taxer comprired about 2.0 percent of all state tar 
revenues. The median etate tax rate wae 25.76 cents per pack 

In the attached table, we have estimated the impact of a 5-76 per pack 
increase in the federal excise tax on cigarette tax revenuer in each atate 
and the Dirtrict of Columbia. . . As shown, we projm a decline in cigarette 
revenuer of over in FY 1996- a . . of for FY 1996-1999. This amount# to an 
average reduction of nearly 14 percent in state cigarette excise tax 
revenuer.' 

You will not4 C3 the t i g m n  in the t.bk for Califomir ur well hlon tbr (200 million per 
year figure I quotd you from the Lagirldw Andynt'n OfRa. It .ppr.n they wad m 
e r t i d  elasticity of h u t  4.90, whrrur we u d  .n elutieity of -0.45. Sea n u t  
paragraph. 



Ms. Mlrina Weiu  PW 2 

The aaaumptions and methodology for deriving the ertimater is 
attached to the table. Eraentially, we have tried to trend FY 1992 wllectiona 
and comumption on a atate-by-ntate barin to FY 1996 leveln using the mwt 
recent data available and to a m m t  for rtata cigaretta tax increasw already 
enacted. We applied the $.75 per pack inmare to the weighted average 
prim by #tau in FY 1992 and used an wtimated price eleeticity of demand 
for cigaretted of -0.46, meaning that for every 1 percent increase in agaret%e 
prima, a ~ u m p t i o n  declines by 0.46 percent. 

The rtandard revenue estimating methodology of the Treasury 
Department nud Joint Committee on Taxation for exam taxer iaduder an 
"income tax offret" to reflect an estimating convention that the proposal 
doen not caue  economic aggregates (e-g., GDP or national income) to 
ehange. Thu,  an increase in exdw tsrw will redurn income aomewhero 
elre in the economy and caw income tax receiptr to decline by the amount 
of the excine tax in- multiplied by the average margi.d tax rate. 
Applying this rame methodology to r tab taxes producw a mult that the 
6-75 per pack cigarette tax inmane will reduce state income tax receipts by 
about b. . .  . . . 

AB a 6nal nota. rtates are concerned that the magnitude of the 
propod federal i n a e a ~  wi l l  have a rutmhntid *crowding out" effect, i.6.. 
i t i e s o ~ r e l p t i v ~ t o t h a p r i c e o f ~ t t o r t h r t i t n i n d e i t ~ t f o r  
stater to incream their tax rater. Am you know, a number of etatea have 
inmared or propod to incream cigarette excine taxer u a meanm of 
financing atate-level health care refonn propolala. hcmaahg them for 
health care or to o t b t  any revenue lora becoma problematic when the 
federal government haa just incre~ed the price of the commodity by one- 
third by a tax increaw. 

rnmnv'raxm 
In addrearing the impact of the Preaident'r pmpaoed income tax 

c h a w  on atate incame taxea, the key question M the degm to which and 
the manner in which a atate income tax conforr~ ta the federal Internal 
Revenue Code. The key data are an followa: 

Of the 12 stobr with a broad-baaed individual h m c  br (including 
D.C.), all but five - Alabama, Ark-, Miamamppi, New Jersey 
and Pen~ylvania - conform to a "federal atarthg point," i.8.. atata 
law provider that the computation of e t a b  income tax beginn at a 
aped& point in the federal computation which bar the &act of 
incorpomiing all federal tax law featwee prior to that point dm 
state law rpcdcally providea otherwire.1 

8t.t.r un .ad m u t  ML. madif*.tionr to the frbrrl ntdbg  point ( e . ~ ,  to a-t lor 
inamw which u tued at t h m  W e d  I d  krt annot ba d &a mltll I m l ~ ~  inLmrL) 
md vice ~cno. Othar modifio.tioar to ddmna puLiculu atat. pobcg conaraa U a  dm 
u d  in a number of am, but the w of Rleh modiiiutioua r u . r r d d  -m 
&r the Tax Rahm M of 1988. 
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Twenty-nix atatan llm federal Adjusted Groan Income as the starting 
point, eight begin with federal taxable income, and three - North 
Dakota, Rhode Island and Vennont -- d e h e  state tru liability an a 
epecified percentage of federal liability. 

State conformity to the IRC i n  of two typer. Twenty-one stater 
conform proepectively or on n "current" barir to the IRC which 
meam that the rtate automatically conforms to and adopb changer 
eDacted in the federal code which affect itr rtarting point and other 
items tied to the Code unlws state legislative action to the contrary is 
taken. The remaining ntater conform to the IRC ar of a particular 
date which meanr the rtate muat enact legislation to update its 
reference to the Code and incorporate any dmgee in federal law. 
Moat etatee rather routinely enact legislation to conform to federal 
changer because of the wmpledty that f a m  tarpayen and the rtab 
tax agency when state and federal tax ruler are significantly 
different.' (The points and nature of e t ab  conformity on a stabby- 
state bad8 are prerented in Table 1 of the "Impact of Federal Tax 
Changes ... report.) 

Statee also conform eubrtantially to federal itemized deductiom. 
Twenty states uae federal deductions as a starting point (and make 
m&catioas thereto, wually for rtate income tax payments), and 
nine othela conform fully to federal i ternid deductionr. Eight rtabr 
do not allow itemized deductionr, and the remainder build 
independently to their own deduction amounb (but even here they 
an likely to track federal deductio~ to a degree.) (See Table 2 in 
Impact of Federal Tar Changer .... 
With reepect to corporation income taxer, all but five of the 47 
jurisdictiom which levy such a tax begin the state calculations with 
federal taxable income. Twenty-four rtatea conform to federal law on 
a prorpective barin, and the remainder require legislation to 
incornrate any new federal rules. (Sea Table 7 in hwct of F e d 4  
Tax Changer..-..) 

- 

With thin aa background, the impact of the President's financing 
propode on stab income taxes can be e m  aa followr: 

This is not always the e w .  In 1981, l number of states dsclind to conform to the 
Aceelentad Cost Ikcowy S y l m  beam of the revenue IOU involved. Onr time, 
however, the complexity of differing dsprsciation l e h a m ~  I d  nurly all W ta 
conform to ACRS aad subwquant federal regimsl. Similuly. mly h u t  one-h.lt of the 
s h t n  currently conform to the federal syttrm tor taxing a pmth  of Social M t r  
b n d k  (the other hdf  uemptn the braetitr) and wrtdu of the trdng s t a b  are 
conddering not conforming the & a n p a  contained in the Omnibru Budget Ihcsn- 
k t  d 1993 although that is likely to pprarant m n ~ i d d a  complaity to the tup.yrt. 
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The three piggy-back etatee -- North Dakota, Rhode Island and 
Vermont -- will be affected by all the propoeed income tax changes, 
including those that expand or reduce the baee and the tax credit 
provisions. 

Presuming that states maintain their conformity, the increased 
deduction for health ins- premiums of + %e self-employed will 
flow through to most state income taxes and 1 iuce the tax baee. I 
know of only one state that haa taken steps to non-conform to the 
current 25 percent deduction for self-employed persone. 

The exclusion of long term care benefits fiom income and the 
inmaned allowance for the erpeneing of certain medical equipment 
wil l  reduce the barn in most s t e t a .  

Allowing an itemized deduction for long ~ r m  care premiums and 
lo= tenn can, expenses will be automatically incorporated in only 8 
stater, but a number of othera would likely conform by virtue of 
etarting with federal itemized deductiow. I h o w  of few states that 
currently make any adjuetment to the medical expense deduction. 
This will, of courm, not affect the states which do not allow itemizad 
deductions. 

The limits on the excluion for employer-paid inrurance premiums 
as  well as  the restrictionr on cafeteria planr and flexible spending 
accountd wi l l  increaae~ the tax baw in most h o m e  tax stater. 

State ineome nill not automatically be affected by the tar credit 
proposal8 (other than the piggy-back rtatar) or the compliance 
provisions relating to self-employment taxes for Subchapter S 
shareholders and increased 1099 filing penalties. Likewise the 
corprate alliance asmrment dl not &ct the s t a h .  I am not able 
to determine the impact, if any, of the providons related to the 
treatment of retiree benefit reaervee aad the tax treatment of HMOs 
and other health care organizatione. 

On balance, ' it would seem that the President'e 
pmpOd8 wd- tax base eomewhat beeawe of the 
impact of the limita on the exclusion for employer-paid ineurance 
premiuma and the restrictionr on cafebria plans and flexible 
spending accounts relative to the itama that reduce the state tax haw. 
Importantly, however, thia expanded base doee not come into play 
until FY 1997 undnr the propod. 

InrPrursRamipm~ 
All states alm levy an excire tax (usually ranging from 1.0-3.0 

percent) on insurance pmmiuma including health and accident premium 
wld by for profit entitieu. Not being m d h g l y  Fam;lirr with h k e u  or 
ell facets of the Administration'r pro*, I am unable to detarmine what, 
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if any, impact it will have on premium tax receipt& To the extent the 
propod a l r  the number of people covered by employer-paid or other 
insurance, it ahould wme to i n w  receipts, including any offeetr for 
reduced inswance premiuma terulting from the proposal'r coat control 
mechanirmr. On the other hand, if the proposal caueee people to ehiR to 
exempt plane or plaar not involving imuranw premiums, receiptr would 
dacreaae mmpared to current 1aw.l 

s-==v 
In short, by far the largeat impact of the Preeident's propod ir on 

expected reaim from atate cigarette excim t .  where atate collections 
can be axpected to !hll by nearly $4.2 billion fmm FY 1996-1999. Thir 6gum 
ie i n e r e a d  by over 60 percent when the "income tax offset" effect of an 
exdm tax increase is included. In addition, the magnitude of the propod 
federal i n m e  ir likely to have a "crowding out" affect making it more 
diflicult for rtatea to increase tobacco taxer to either o h t  the tax reductian 
or to finance their own health cam reformr e r  several have done or 
p r o v e d  to dab. The impact of the Adminirtration propadale on aletab 
income taxer are relatively marginal, but rhould have a alight positive 
impact on revenues over the fivsyear period, preruming statas maintain 
their current degree of conformity. 

I hope you h d  this information helpful. P l e u  do not heritab to 
contact me ehould you have any questiom or commenta or if I may be of 
aeeietanca to you on thin or any other matter. 

Sincerely, - 
~ A l e y  $. ~ u n -  
Executive Director 

cc. Joe Huddlerton. Commirdoner 
Tenneesee Dept. of Revenue and 
President, F'TA 

Ray Sclmppd, Executive Director 
National Governors' ~ o c i a t i o n  

l ~ u 6 . r  information may be rvrilable from the National hmcirtion of Insut.na 
Cornmidon- Tbe addmu u Sh. 309,444 North Capibl a, W d h g h ,  DC 20M)l. Pb. 
mX24-m 
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Estimated FY 1995 Tax Collections were estimated by projecting FY 1992 
couectionn G o b a m  Imtitute, The Tar Burden on Tobacco, March 1993) baaed on 
the changes in aalalw for the Brat three quartere of FY 1993 for each individual 
atatr: an reportad by the Tobacco Imtitute. Note: Adjustments were made for 
states that i n m a d  ths cigarette excise tax rates. The overall Balea trend wm 
estimated using the national average for the first three quartera of FY 1993 (- 
2.87%) in lieu of the state trend. State revenues were increased in pmportion ta 
the tax rate &angee, with eales losaes estimated using a price elastiaty of -0.45. 

The Revenue Loss wan estimated by multiplying the FY 1995 tar oollectio~ by the 
percentage dectine in sales due to the Federal tar increase. First, the price 
increaw was determined by adding the 75 cent Federal tax increase to each . . .  weighted average price for cigarettes, November 1992. (reported 
by the Tobacco Institute, The Tax Burden on Tobacco, March 1993) The 
percentage decline in Bales was calculated for each state llssuminn a price 
elasticity of -.MS. Note: No attempt war made to adjust the 1992 prices b inflation 
or include any wholesalelretail Mark-ups on the tax inaealle. 

The 5-year Revenue Loss war calculated aaRlrminn the same trend for atatea d e a  
as d e d b e d  above. 

The State Income Tax Offeet was calculated by multiplying the increase in 
Federal Tax payments (less state revenue losees) by the applicable State income 
tax rate. Note: For them calculatio~, we eesume that the applicable marginal 
rate is the highest rate for each etate. Nots: An income tax Offmt is conriatent 
with Federal revenue eetimating procedurer w d  by the Joint Committee on 
Taxation and the U.S. Treasury, A detailed d e e p t i o n  of the income tax o&t is 
given by Emil Sunley and Randall Weiss, in The Revenue Estimating Process, 
Tax Notes, June 10,1991, p. 1299-1314. 



Net Impct of S0.75mPck Federnl Cigarette Tax Increase on State Revenues 
(Sl ,ooo) 

SYur Told (1995-99) 
l.for fa T d  h Tu TOW 

STATE mar ~ e t  ~d 

ALABAMA 10% 18,911 
ALASKA 0 1.812 
ARaONA 10925 
ARKANSAS 9 S P  
CALlPDRNU 98875 
COU)IUW 6.69 
C O m m  5.523 
DeUWARE 3263 
Dm. OP CDLUMBlA 1.932 
FURIDA 0 
CfEoRoU 219m 
HAWM 3% 
m m  4.087 
lllMDlS 14269 
WOIAU* 11992 
IOWA 11.060 
KANSAS 8.863 
KPTTUCKY 20.m 
LOUISAHA 13.47.4 
MMh'e 5388 
MARYLAMl 11.617 
IMMsACHUSElTS 13339 
MICHIGAN 21921 
t . i m ? w m A  14,108 
MlSSLPSm 7365 
MISSOURI 18.064 
MmTANA 3.6% 
NEBRASKA 4514 
NEVADA 0 
NEWlUMPSHIRE 0 
NEWJERSEY 19531 
NEwMEXlm 4.401 
NEW YORK 49,869 
NOR'IH CAROLMA 40.787 
NOR'IH DAKOTA 2.46s 
OH10 39329 
OKLAHOMA 10.255 
0 ~ 6 0 0 ~  11,774 
p p n r s n v ~  15m 
RHODE ISLAND 3.619 
SOUIW CAROLMA 16947 
SOUTH DAKOTA 0 
TmNxSsFE 0 
'IEXAS 0 
mAH 4355 
VERMONT L W  
VIRGINIA 19.03 
w A S m  0 
WEST VIROINU 6,441 
WISCONSIN 14.782 
WYOMING 0 

U. S. 619,445 

~ ~ o l T u A d m i u i 8 m u n  
* c . h J . t l d ~ s k h i ~ t ~ h r o m c w . ~ c i n  
~ L a o f m n S u r s E x c i I e T u a ~ I n s r r m c T u ~  

Net Lor*! - 
83m 


