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Executive Summary

The 2002 Vermont Legidaure will facing anumber of important fisca
matters, incduding deding with funding for education, a generd fund
revenue shortfdl resulting from the economic downturn, and how to dedl
with the fiscal impact of federd tax law changes. This report focuses on
how Vermont can ded with revenue shortfal arising from federa income
tax law changes since the Vermont persona income tax is computed based
on 24% of the federd income tax liability.

The report briefly describes Vermont’ s overdl tax structure and how the
persond income tax fitsinto it by comparing Vermont' s taxes to the
national average for state and local governments. It lays out four possible
options for the Legidature to consider, then discusses what characteristics
should be examined when looking at these options.

Rather than focusing on those options and characterigtics here, this
summary presents ameatrix with which to consder any planned changes to
the VVermont income tax.



Options®

Decisionmaking Framework for 2002 Tax Changes

1. Keep state tax rate at
24% of federal liability.

2. Keep current income tax
structure and raise state
rate from current 24%.

3. Continue 2001 solution.

4. Set tax rates based on

federal adjusted grossincome
or taxable income.

Summary®

Keep Vermont tax at 24%
of federal liability and pass
on federal tax cutsto
Vermonters.

Current Vermont piggyback
tax structure would be
maintained. For revenue
neutrality, Vermont rate
would haveto rise as
additional tax cuts take effect
in future years.

Vermont taxpayers recalcul ate
federal income taxes as if
federd tax law had not changed,
then pay 24% of that
hypothetical amount of federal
tax

Vermont would set its own tax
rates, number of brackets, and
exemptions/deductions, and
would have to decide whether to
base atax on adjusted gross
income or taxable income.

Goals

Adequacy of
Revenues

Does not raise sufficient
revenues to fund existing
programs.

State tax rate can be easily
adjusted to offset impact of
federal tax cutsto bringin

expected revenues.

Revenues would be the same as
if federal tax law had not
changed; they would still
fluctuate with economic
conditions.

Revenue base would grow with
economy so revenues should be
sufficient to fund programs;
revenues would fluctuate with
economic conditions.

Equity

New federal tax law creates
new loopholes and
distortions of horizontal
equity. Big controversy
over impact on vertical
equity at national level; new
10% rate benefits low
income workers propor-
tionately more than high
income earners, but high
income earners get a bigger
dollar tax cut.

Equity would be identical to
current level.

Existing equity would be
preserved, but over time, it
would be increasingly difficult
to do this as different provisions
of the federal tax law are
implemented.

Legislature could set rates to
obtain any level of vertical
progressivity it desires.
Horizontal equity would differ if
income baseis AGI or taxable
income. Legislature could
change brackets or rates
annually without much problem.

Neutrality and
Competitiveness

Vermont's high marginal
tax rates would fall and be
closer to other states but
federal changes mean more
tax-induced changesin
behavior.

High state marginal tax rate
would continue so existing
competitive issues would not
change; tax-induced
behavioral changes are
encouraged.

Tax-induced behaviora changes
are encouraged and it would be
increasingly difficult for
Vermont to design atax
which compensates for these.

Impact on competitiveness of
Vermont economy and tax-
induced behavior depends on
rates and number of brackets; if
they are changed frequently,
uncertainty over tax
environment is increased.

L ow Cost No new costs for Tax No new costs for Tax Very costly to Tax Department  Major one-time cost to Tax
Department or taxpayers. Department or taxpayers. and taxpayers; major changes Department. If Vermont's
would have to be made each definition of income deviates
year as new deductions and from simply using federal
exemptions appear and then definitions, cost is higher for
disappear from federal tax code.  taxpayers. If changes are made
frequently, higher cost
especially for tax planning.

Simplicity and  Same as status quo. Same as status quo. Vermont tax code will become  Can be made simple, but it will

Transparency increasingly complex and hard  be easy to add complexity to tax

to understand for anincreasing  structure; AGI -based tax is

number of taxpayers. easier for taxpayers to
understand than is taxable
income-based tax.

Stability No change from current No change from status quo. Vermont tax code should not be  AGI fluctuates | ess than taxable
level of stability; tax any less stable than current income so AGI base would be
revenues fluctuate with structure. more stable.
economy and federal tax
law changes.

Notes The state would forego As federal tax code becomes  In future years, this option wot  Legislature would have to make

increasing amounts of
revenues over time;
Vermonters would benefit
from higher disposable
income.

more complicated, with new
tax law changes, it becomes
more difficult to calculate
hypothetical revenue loss to
Vermont and set appropriate
new state tax rate.

be very difficult toimplement &
more confusing to taxpayers,
especialy if Congress changes.

many major decisions with far
reaching impacts. This should
entail amajor study of options,
which will probably not happen
if the Legislature wants to pass
something during the 2002
session.






|. Introduction

The U.S. Congress recently passed the Economic Growth and Tax Relief Reconciliation Act of 2001
(EGTRRA). That law dramatically changes a number of parts of the U.S. tax code, especialy the federa
income tax. The immediate impact was to provide atax rebate to most American families and many
individuals during the summer of 2001. That rebate was actudly part of a reduction in margina income
tax rates that will continue to occur on a phased-in basis over the next ten years. Other parts of the
EGTRRA affect definitions of income, credits, and deductions, but the most significant impact is on the
reduction in income tax rates.

Rate reductions are important to all states

because of their economic impact, but have
aparticularly important effect in Vermont
because of the unique structure of
Vermont’sindividua income tax. Vermont
36% isthe only dtate that levies state income tax
342/0 T as apercent of federa tax liability. All other
32% | states with a broad-based income tax levy
30% i
28% the tax as a percent of federal adjusted gross
26% 1 $H AL income or federal taxable income." In those
22% - --R-B-BREBREEEEEEREEREEEREEEEEREEREEEEEEEBREE SR EBERB Chmg% are fdt Only Wha’] the ddi niti Ons
20% :

and measures of income are changed, not

when rates change. Thus, achangein federal

Figurel.
Vermont Income Tax Rates

1968 1972 1976 1980 1984 1988 1992 1996 2000
Note: Between 1991 and 1993, there were two tax rates; the top rate was 34% for income tax rates di rectly affects the revenue-
upper income taxpayers and 28% for all others. .. . .
raising potential of the Vermont income tax.

The Vermont income tax rate is currently pegged at 24% of the federa income tax liability. Figure 1
shows that Vermont’ s income tax rate has fluctuated over the past two decades as economic conditions
have changed and as the state’ s need for revenues led to tax rate increases or the collection of surplus
revenues prompted tax rate cuts.

The lowest state rate was a 23% rate between 1979 and 1982 and again in 1988. The highest rateswerein
the late 1960s, early 1970s, and in the early 1990s. In the early 1990's, higher income Vermonters paid a
higher percentage of their federal tax liability than did other Vermont taxpayers.®

The most recent Vermont income tax rate change was on January 1, 2000, when the state reduced the
income tax rate from 25% of the federd liability (where it had stood since January 1, 1994) to 24%. The
reduction was enacted due to surplus income tax revenues generated from an expanding economy and
especidly from significant capital gains tax revenues resulting from a booming stock market.

The new federal income tax rates would have reduced Vermont’sincome tax revenues if Vermont had not
changed its tax law. In 2001, the Legidature changed the state income tax law to attempt to hold the state
harmless from any reduction in revenues caused by federal income tax rate changes, although it did not
exempt the state from revenue reductions caused by declining economic activity. As aresult of the state
tax law change, al Vermonters will essentialy have to reca culate their 2001 federal income tax liability

! Nine states levy no broad-based state income tax.

2 Between 1991 and 1993, two higher rates wereimposed on higher income tax payers: a31% rate for anyone with
afederd tax liahility of between $3,400 and $13,100, and a34% rate on anyone with afederal tax liahility of more
than $13,100.



based on the federal tax code as of December 31, 2000 and then take 24% of that amount as their 2001
date income tax liability. This complexity will be reflected in additiona lines on the state income tax
forms and new tax forms for taxpayers with unusual or special circumstances.

The 2001 legidative fix was a one-year solution to the problem. The Legidature that meetsin 2002 is
expected to enact a permanent response to the federal income tax law changes. The Legidature has a
number of options. Among the most likely to be considered are the following:

1. It can do nothing and forego the revenues that the state would have received at higher federal tax
rates, essentialy giving Vermonters a state income tax cut.

2. It can increase the Vermont income tax rate (currently 24% of the federa tax liability) to make up for
the revenue lost due to federd rate cuts, essentially preserving the existing piggyback tax structure
with arevenue neutral tax rate increase.

3. It can continue the solution that it enacted in 2001.

4. 1t can decouple the Vermont income tax rate from the federal tax liability and have taxpayers
caculate their state income tax liability as a percentage of federal adjusted gross income or federa
taxable income.

The entire federal tax law passed last June sunsets in ten years. Therefore, whatever changes the
Legidature decides to make in Vermont' s tax structure, it also might wart to sunset those changes with
the federal sunset. That would mean any legidative changes enacted in 2002 would end in 2011 and
Vermont would then go back to the tax structure Vermont has had in place for the past three decades.

This report does not analyze the impact of these aternatives in terms of revenues or many other issues
that will be important to the Legidature and to Vermonters as they consider what, if any, changes should
be made to the Vermont tax code. Rather, the report looks at some of the fundamental tax policy issues
that should be considered as these changes are considered.

1. Vermont'sOverall Tax Structure

In fiscal year 1999, Vermont's state and local governments combined raised $1.78 hillion in tax revenues
and the 50 states combined raised $816 hillion in state and loca taxes. A comparison between Vermont
and the 50-state average is best done in two ways. One is by looking at the total taxes Vermont raises
compared to other states and the second compares the distribution of tax revenue sources to the average
state.

Although this study focuses on the state income tax, it is best to put that in perspective by first focusing
on dl state and local government tax revenue combined. Vermont is a small state and many state level
government functions in Vermont are handled by local and county governments el sewhere in the nation.
Therefore, focusing only on state tax burdens would not accurately capture the true nature of Vermont’s
tax system.



All taxes

Property tax

Sales taxes

Personal income tax
Corporate income tax
Vehicletaxes

Other taxes

Department.

Table 1.

Vermont
$122.82

$52.70
30.86
26.39
3.42
2.32
7.13

Taxes per $1,000 of Personal Incomein FY99

$109.96

Source: Survey of Government Finances 1999, U.S. Commerce

us.

$32.36
39.22
25.52
4.57
2.07
6.21

Table 1 shows that Vermont’s
combined state and local tax burden
on income, relative to the 50-state
total, is about 12% above the national
average. Our property tax burden is
well above the nationa average,
while our total sales tax burden
(which includes the general salestax,
meals and rooms tax, and taxes on
beer, wine, and alcohol, among
others), is about 20% below the
national average. Vermont’s persona
incometax is nearly identica,
relative to total persona income, as
the national total for al state and
local governments.

Table 2 shows how Vermont ranksin
terms of total state and local tax

collections as a share of total persona income earned in the state. Vermont ranks sixth in the nation by
this measure of tax burden. Within New England, only Maine is higher than Vermont and neighboring
New Hampshire is second lowest in the nation. Connecticut and Rhode Idand rank just below Vermont,
and Massachusetts is the only New England state other than New Hampshire to rank below the national

average.
Table2.
State and Local Taxes asa Percent of State Personal Income FY 99
1 New York 14.03% 18 Arkansas 11.26% 34 lllinois 10.50%
2 Maine 13.91% 19 Delaware 11.23% 35 Oklahoma 10.48%
3 Wisconsin 12.71% 20 Washington 11.13% 36  South Carolina 10.48%
4 Minnesota 12.33% 21 Kentucky 11.10% 37 Indiana 10.47%
5 Hawaii 12.30% 22 Mississippi 11.05% 38 Maryland 10.46%
6 Vermont 12.18% us. 11.05% 39 Alaska 10.26%
7  New Mexico 12.17% 23 Ohio 10.99% 40 Colorado 10.22%
8  Connecticut 12.15% 24 Montana 10.88% 41  Nevada 10.18%
9 Utah 11.68% 25 Arizona 10.87% 42 Virginia 10.16%
10 West Virginia 11.67% 26 Massachusetts 10.85% 43  Missouri 10.16%
11 Rhode Island 11.56% 27 Louisiana 10.80% 44 Florida 10.02%
12 North Dakota 11.49% 28 lowa 10.80% 45  Oregon 10.02%
13 New Jersey 11.37% 29 Georgia 10.77% 46  Texas 9.68%
14 Michigan 11.36% 30 Nebraska 10.77% 47  South Dakota 9.51%
15 Cadlifornia 11.36% 31 Kansas 10.76% 48  Alabama 9.11%
16 Wyoming 11.34% 32 Pennsylvania 10.72% 49  New Hampshire 8.84%
17 Idaho 11.26% 33 North Carolina 10.55% 50 Tennessee 8.80%

Source: U.S. Census Bureau 2001.




Table 3 shows the structure of tax collectionsin Vermont compared to the U.S. Vermont raises a
significantly larger share of its state and local taxes from property taxes and alower share from sales and
consumption taxes than do other states. Vermont's sales tax raises dightly over one fifth of all the taxes,

dightly below the national average.

Table3.
Distribution of Taxes Raised in FY99

Vermont us

Property Taxes 43% 29%
All salestaxes 25% 36%
Personal income taxes 21% 23%
Corporate income taxes 3% 4%
Motor vehicle taxes 2% 2%
Other taxes 6% 6%

Source: Survey of Government Finances 1999, U.S. Commerce
Department.

I11. Characterigticsto Evaluate Tax Policy

The tables show Vermont’s overall tax burden is
higher than the national average and that we rank
sixth in the nation in our totd tax burden on
income. Vermont’ s income tax provides generaly
the same relative share of taxes to Vermont
government as the national average and the
income tax burden, measured as a share of
income earned in the state, is aso close to the
national average. What the tables do not show is
that Vermont’ s income tax raises afar larger
share of revenues from upper income taxpayers
compared to most states with an income tax. This
study looks at thisin more detail.

Taxes bring in revenue, but they also have many other impacts on peopl€’ s behavior and on government
— the costs of operation, the degree to which government policies affect the private sector, and the size of
government itself. In order to assess the impact of atax, or of a change in tax policy, the tax needsto be
evaluated against a number of criteria, not smply how much revenue the tax will generate in the coming

fiscal year. These criteriainclude:

Adequacy of Revenues: The tax must raise the revenues needed to finance the requirements of state
government. More broadly, the entire range of taxes needs to be able to finance the expenditures
desired. The expenditures are developed by the political process, reflecting the views of the electorate
through their elected representatives. A tax which meets al the other criterialisted below and has
public support, but does not raise sufficient revenues to finance the desired government programs,
either in the short run or in the longer run, will fail to meet this test. Here we consider the income tax
in isolation rather than examining its place in the overall state tax structure. We assume that any

newly structured state income tax will raise the same amount of revenue as the past structure would

have.

Equity: The overal tax structure should be fair. Again, the focus of this report is to compare likely
aternatives to the current structure of the state income tax and examine fairness in a comparative
context. Equity has the following two components: vertical equity and horizontal equity.

Equity in Vermont is usualy discussed in terms of the progressivity of the tax structure. This means
that those with higher incomes are taxed at a higher percentage of their income than are those with
lower incomes. A family earning $30,000 and paying $600 in taxes spends 2% of its income on taxes.
A family earning $60,000 and paying $3,000 in taxes pays 5% of itsincome. This tax would be
considered progressive since the higher income family pays alarger share of itsincome than does the

lower income family.

If the $60,000 income family paid $900 in taxes, this would not pass the test of vertica equity, since
the $900 in taxes represents 1.5% of its income. Even though the higher income family pays morein
taxes than the family earning $30,000, the percentage of its income needed to pay the tax bill is



higher for the lower income family (2% of income for the lower income family and 1.5% for the
higher income family).

Horizonta equity means that people with the same incomes have the same tax ligbility; that is, the tax
system does not discriminate against different types of income, or tax different types of income or
spending differently. Nor does it give preference to different types of spending. Under horizontal
equity, one family with $50,000 in wage income would pay identical taxes as a second family with
$20,000 in wage income, $10,000 in municipa bond income, and $20,000 in socia security income.
Smilarly, two families, each earning $50,000, would pay the same taxes if one spent $10,000 on rent
and a second spent $10,000 on the principal and interest for a mortgage on their house.

Neutrality and Competitiveness: All taxes distort economic activity of businesses and households.
It isaconscious design of public policy that taxes on cigarettes and alcoholic beverages are levied to
discourage smoking and drinking, as well as to raise revenues. However, all taxes discourage the
activity being taxed, whether it is drinking or smoking, or purchasing other products or services. A
tax on telephone services will discourage people from using telephone services. A tax on income will
discourage people from earning income or channel their income-earning activities into earning
untaxed types of income. Sometimes, as with alcohol or tobacco, discouraging the activity isamajor
goal of the tax. At other times, atax has the unintended consequence of discouraging an activity that
society would like to encourage, such as entrepreneurship, job growth, or workforce participation.
However, the higher the tax on any specific activity, the more likdly it is to have significant
disincentive effects.

Therefore, any specific tax on business and household activity should be as low as possible.
Deviations from this principle can be considered where the tax-induced economic distortion
encourages economic development or achieves some other public policy gods (i.e., a high cigarette
tax discourages smoking).

Low Cost: The tax should have alow cost for administration and compliance. Tax revenues used for
administration of the tax by the Vermont Tax Department are not available to meet other public
policy goas. The more complex and complicated the tax, the more difficult and costly it will beto
administer and to enforce. Complexity adds to the cost of compliance not just for government but also
for the taxpayers. For example, in Vermont, half of al federal income tax forms are prepared by paid
tax preparers, no doubt in part due to the complexity of the federa tax code. Thisis not just a cost
paid by high income tax filers. More than one-third of taxpayers earning under $10,000, for example,
use paid tax preparersto fill out and calculate their federa income tax forms and presumably their
state tax forms. Moreover, frequent changes in tax laws create additional costs for both the Tax
Department and for taxpayers. An uncertain tax environment, or a frequently changing one, can create
an environment that makes it difficult for businesses and individuas to plan their investment and
savings decisions.

Exportability: State residents benefit if taxes are paid by non-residents. The exportability is
enhanced if the state has a unique product or service to tax. Alaska, for example, relies on oil taxes
for alarge share of its state revenue. States with large tourism sectors may have tax structures that
attempt to extract revenues from tourists. This report does not discuss the issue of tax exportability in
relationship to the income tax because it has limited applicability to the current debate over changes
in the income tax structure.

Simplicity and Transparency: Individuals and firms make optimal economic decisions to enhance
their own well being when they understand the true costs and benefits of their actions and decisions.
Vermonters should be able to easily understand what items are taxed, what the actua tax rateis, and



what programs the tax revenues fund. Taxes that are clearly labeled as taxes and are readily apparent
enable people to make better purchasing decisions and give them vauable information about the
extent of their government’ s role in the economy and how it affects the price of products and the cost
of different types of economic activity. Taxes that make it difficult to calculate the true cost of some
economic activity mean that individuas are unable to properly weigh aternatives and decide which
actions to undertake.

The Vermont income tax has become increasingly complex in the recent past. One measure of thisis
smply the length of the state income tax form and ingtructions. In tax year 1995, the Vermont income
tax book was 28 pages long, and included seven forms for a variety of taxes, tax relief programs, and
other programs. For tax year 2000, the state income tax book was 64 pages long and included 11
different forms. The 2001 form will be more complicated than last year’'s. For example, a recent draft
shows an additional 24 lines on the basic form as well as additiona lines on supplementa forms
including those to be completed by all taxpayers who report capital gains.

In 1995, the basic income tax form (Form 103) had 22 lines, and for most Vermonters, those were the
only lines that had to be filled out. In 2000, the basic form (Form IN-111) had 19 lines. However,
most taxpayers aso had to file at least one other form (for Act 60), and that form had 16 lines.
Taxpayers also had to determine which of the three Act 60-related forms was appropriate to their
circumstances.

The Vermont income tax has become increasingly complex, in part because Act 60 partialy
transformed the loca property tax into a state income tax. In large part, that was done in the name of
vertical and horizontal equity, but the cost was aloss of smplicity and transparency as well as
increased administrative costs to the state and compliance cost to the taxpayer.

Stability: The tax should be a stable source of revenue, not varying a great deal each year. In
addition, the revenue raised by the tax should grow over time with economic activity. Revenues
which show a great ded of volatility year to year can cause unexpected surpluses and deficits which
are difficult to accommodate and make it difficult to rely on for budgeted programming expenditures.
If the tax does not grow with economic activity, either the tax rate will have to be raised or new taxes
will have to come from some other source.

Each characteristic, while desirable if considered in isolation, often conflicts with other characteristics.
For example, a high margina income tax rate meets the goal of vertical equity but it does not meet the
efficiency goal because it distorts work incentives. Similarly, the property tax is a very stable tax revenue
source, but some question its equity features.

How the Current Vermont | ncome Tax Works

Vermont's persona state income tax raised a net amount of $400 million in 1999. (About $34 million of
that was raised from non-Vermont residents, or 8.5% of thetotal.) Vermont is unique in the way it levies
its state income tax by calculating the state income tax liability by applying a fixed percentage to the

3 Although the property tax is commonly thought to be regressive, current economic research casts serious doubts on
this assertion. See George Zodrow, “ Reflections on the New View and the Benefit View of the Property Tax,” in
Property Taxation and Local Government Finance, Walace Oates (ed), Lincoln Indtitute of Land Policy, 2001, pp.
79-111.



federa income tax liability. The current rate is 24% of the federal tax liability but, as Figure 1 showed,
the rate has varied widely over the past two decades.

Figure 2 Although the state income tax
. islevied as aflat percentage of
Effective VT Income Tax Rate | tefedera taliability, it does
1 not mean that al Vermonters
By Income Class in 1999 o the orra sheve of ther
5% income to the state for income
5% - e taxes. Because the federal tax
4% | is progressive, higher income
Vermonters pay alarger share
3% T C L of their income to the state for
39 | state income taxes than do
lower income Vermonters, as
l I Figure 2 shows. Very low
0% .— income Vermonters pay no
L . . : income tax or a negative
| s5 | s15 | 525 | s35 | 45 | s60 |s100/$150 5300 income tax, as they take
50 310 $20 $30 $40 S50 $75 $125 $200 $500 | advantage of the state’s
. refundable earned income tax
Lower End of Income Range in $1,000 credit. Midde-income

taxpayers pay between 2% and

3% of their income as income tax payments. Taxpayers earning over $100,000 pay an effective tax rate of

over 4%.

Figure 3 and Table 4 show these issues in more detail. Upper income Vermonters pay a disproportionate
share of the state' s income taxes. Taxpayers earning over $100,000 represent fewer than 6% of al the
taxpayersin Vermont, earn dightly over 30% of al income, and they pay nearly haf of al the income
taxes. For every category of taxpayers earning under $75,000, the share of taxes paid is |ess than the share
of income earned.

Income Range

$0 -$19,999
$20,000-$39,999
$40,000-$59,999
$60,000-$74,999
$75,000-$99,999
$100,000+

Table4.

Number of Taxpayersand
Total Vermont Income Taxes Paid in 1999

Number of
Taxpayers

116,200
73,400
43,000
19,600
15,300
16,500

Total Income Taxes Paid
($millions)

$ 31
43.3
54.5
38.0
44.4

172.1

This high reliance on upper income
taxpayers gives Vermont’s income tax a
very different base than most states with an
income tax. Most other states levy atax asa
percentage of income, with exemptions for
the number of people in the family. Some
dates have high exemptions and others low,
but in most other states with an income tax,
middle income taxpayers pay a higher share
of the total income tax package than in
Vermont and they pay a higher effective
income tax rate than they do in Vermont.



Figure 3.
Percent of Filers, Income, and Taxesin 1999 by Income Class

60%
@ Percent of filers
50% O Percent of income earned
W Percent of taxes paid
40% 4]
30% 1+
20% 1
0)/0 T T T ’7 T r T ’7

$0-$20  $20-$40 $40-$60 $60-$75 $75-$100  $100+
Lower End of Income Range (in thousands)

V. What aretheimportant consderationsfor each possible new incometax structure?

This section looks at four options and examines them in light of the characteristics for evaluating tax
policy discussed earlier. The discussion assumes that any changes in the income tax structure are not
designed to increase the amount of income taxes paid by Vermonters or the share of state revenues
coming from the income tax. That is, the assumption underlying this report is that legidative action will

be revenue neutral. Any change in Vermont’s income tax law will be designed to bring in the same
amount of revenues that would have been raised by the state income tax had there been no change in the
federa income tax law.

Option 1. Do nothing and keep the Vermont income tax at 24% of the federal liability.

Adequacy: Vermont will forego revenues as lower federal tax liabilities for most Vermonters
trandate into lower state income tax revenues. Without a corresponding increase in some
other tax, revenues will not be available for ongoing or new programs and corresponding
budget decisions will have to be made.

Equity: The progressivity of the state income tax will remain. It is difficult to determine
whether progressivity will be reduced because of the new federd tax law. Lower income
Vermonters will pay alarger share of their income at the new, lower, 10% tax rate rather than
the 15% rate that prevailed before the tax cut, so proportionately, their taxes will be reduced
more than upper income Vermonters. However, the absolute magnitude of the dollar



reduction in taxes will be larger for upper income Vermonters, especialy given that they pay
alarger share of the income tax bill in Vermont.

There are also horizontal equity issues. The new federa tax bill creates many new tax
loopholes and ways to shelter income from taxes. For example, income can be sheltered from
taxes if it used for specified retirement savings or for education. In addition, families with
children are treated differently than families with identical incomes that have no children. If
Vermont continues to piggyback to the federa tax liability, horizonta equity will be
worsened.

Neutrality and competitiveness: Vermont has one of the highest marginal tax ratesin the
nation, and it will remain among the highest if this option is taken, with corresponding

impacts on economic behavior. Federal marginal tax rates are scheduled to decline, which
will reduce the tax rates the highest income Vermonters pay. However, Vermont’ s top
margina tax rates will still be higher than in most other states. High margina tax rates reduce
the returns to business activity and entrepreneuria innovation, which, al other things being
equal, has a negative impact on economic activity and growth in Vermont.

Low Cost: Continuing to peg Vermont’s income tax as aflat percent of the federd liability
would be the cheapest aternative for both the state and for taxpayers. The Vermont Tax
Department would not have to change any of its forms nor would there be any increase in
compliance costs for the Tax Department. For taxpayers, multiplying the federa ligbility by a
flat 24% does not involve any significant increase in their own tax preparation time or cost if
they hire atax preparer.

Simplicity and Transparency: The Vermont income tax is smpleto caculate and it is easy
for Vermonters to understand how much they owe and why they owe that much. The only
drawback to this option is that many Vermonters think that the Vermont income tax is not
progressive since everyone pays the same flat state tax rate, even though thisflat rate isa
percent of a progressive federa liability. Thisis true not only for average Vermonters, but for
key policymakers aswell.*

Stability: The Vermont income tax is one of the least stable taxes the state levies, since
incomes fluctuate over the business cycle. When the economy grows, tax revenues grow
faster than economic growth, and the Legidature must make tough choices about whether to
spend the additional revenues, cut taxes, or bank the surplus revenuesin arainy day account.
When the economy declines, income tax revenues decline faster since not only the base of the
tax (income) falls, but also the federal tax rates decline as well. In part, that is due to the
nature of an income tax, but it isintensified by the progressivity of the Vermont income tax.

Other Considerations: One might question why Vermont would want to reduce its income
tax level smply because the federal government decided to reduce income taxes. After al,
most other states that levy a state income tax will suffer little or no decline in their income tax
collections because of federal income tax changes. Mot states levy their income tax by
collecting a certain percent of income, rather than Vermont’s method of levying the state
income tax as a share of the federd tax liability.

* Ralph Wright, former Speeker of the \Vermont House, did not understand the progressive structure of the Vermont
incometax, as he makes dear in his autobiography, All Pdliticsis Personal, p. 135.



One reason for thisis that in the past Vermont has not reduced its tax rate to insure revenue
neutrality when the federal government raised taxes. In 1990, under President Bush, and then
again in 1993 under President Clinton, the top margina tax rates were increased in order to
help balance the federal budget. Vermont received windfalls since the new, higher federa
taxes in upper income taxpayers meant Vermont also received higher state income taxes. If
the state did not lower its tax rate when the federal government raised its rate to offset the
impact, one might ask why the state should raise its rate when the federal government
lowered federal tax rates.

Option 2: Keep the Vermont income tax piggybacked to the federal tax liability.

For revenue neutrality, raise the Vermont tax rate to a higher percent of the federd liability. Thiswould
keep revenues equal to what they would have been had there been no federal tax change. The issues and
characteristics of good tax policy in this case are very similar to the previous option.

Adequacy: Raising the Vermont tax rate to alevel that would generate the same level of
income as the 24% rate without federal tax reform would preserve the status quo in terms of
adequacy. The tax could be structured relatively easily to raise the identica amount to what
would have been expected under the old tax law caculation. Since spending plans are based
on the anticipated level of the tax revenues from the income tax, and the tax would raise the
same as it would have in the status quo situation, the tax would raise an adequate amount of
revenues.

Equity: The vertical equity, or progressivity, of the Vermont state income tax would also be
essentially preserved if the state tax rate were increased. The new federal tax law has not
substantially changed the progressivity of the federd tax code, which means that a flat
percent of the federal tax liability would not significantly change the progressivity of the
Vermont income tax.

Horizontal equity would change, however, because of the new deductions and credits put into
the federal tax code. The horizontal equity impacts would be identical to the discussion in
Option 1.

Neutrality and competitiveness: Raising the state income tax rate would continue to give
high income Vermonters a higher margina tax rate than if the state did nothing, which means
there would be more reason for taxes to affect behavior. That means a greater distortion of
economic activity, either by promoting illegal behavior to earn income off of official books,
less entrepreneuria activity, and more opportunities and reasons for firms to look el sewhere
in New England or in other states to locate their businesses. However, the marginal tax rates
would not be much different from what they would have been had the federal government not
changed the tax code and had Vermont maintained its 24% state income tax rate.

Low Cost: Similar to the discussion in Option 1, pegging the state tax rate to a fixed percent
of the federal rate means alow administrative and compliance cost for the Vermont Tax
Department and alow cost of calculating the Vermont income tax for personal income tax
filers.

Simplicity and Transparency: Just like Option 1, the Vermont income tax issmple to
calculate and it is easy for Vermonters to understand how much they owe and why they owe
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what they do. There would be no change in thisif the state merely increases the state tax rate
as a share of the federa income tax liability. Continuing with an easy to understand tax
structure fits in wel with this god of tax policy.

Stability: A Vermont income tax that was calculated as a higher share of the federal tax
liability than the current rate would not change the stability of the state income tax from its
past level of stability.

Option 3: Continue the legislative solution imposed at the end of the 2001 |egislative session.

The legidative solution was designed to be a temporary, one-year fix to the problem. The state Tax
Department will have new tax forms and new lines on the 2001 state tax form so that Vermonters will
recalculate their federal tax liability in order to hold the state harmless from the 2001 impacts of the tax
law change.

Adequacy: Recalculating the tax to essentially hold Vermont harmless from the 2001 federa
tax law changes maintains the same tax revenues to the state. If this method continues, state
income tax revenues will still fluctuate with the changing economy, and the fluctuations will
be the same as they would have been with the Vermont tax code that existed prior to 2001.

Equity: The vertica and horizontal equity of the Vermont state income tax would probably
be preserved. Because different provisions of the federal tax law changes take effect at
different times, it would be increasingly difficult for the state Tax Department to calculate
how much taxes would have been owed under the old tax law and to preserve the existing
levels of horizontal and vertical equity in Vermont.

Neutrality and Competitiveness: The federa tax code is becoming increasingly complex
under the new tax bill, which means the tax law encourages certain types of behavior and
activity, and discourages other types. It will be increasingly difficult for the state to design a
state tax law that gets around these changes. As a result, behaviors will be encouraged not
based on economic fundamentals but simply in response to the tax law.

Low Cost: The administrative cost will rise as the federa tax code changes each year. The
Tax Department each year will have to redesign its state income tax form in order to insure
that it is not losing revenues from the tax cuts and tax law changes. It will become
increasingly complicated for Vermonters, especially those with complex federal tax
calculations, to comply with the new and ever-changing Vermont tax forms and tax code. In
2001, the Vermont Tax Department had a great dedl of difficulty implementing a new
computer system.® This type of change may be very difficult, costly, and time consuming for
the Tax Department to make each year.

Simplicity and Transparency: The Vermont tax code will become increasingly complex if
it attempts to estimate how much a taxpayer would have paid in federa income taxes in the
absence of the federa tax law changes of 2001. Moreover, Vermonters will not have a good
sense of exactly why they are paying what they do, since the underlying calculationsto arrive

® See“Review of Income Tax Return Processing Vermont Department of Taxes” by the State Technical Assistance
Team, Federation of Tax Adminigtrators, September 7, 2001 for adiscussion of the problem and its causes.
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at that number will not be obvious or clear. Therefore, over time, the tax code will become
more complex, and less easily understood by Vermonters.

Stability: The stability of income tax revenues received would probably not be any different
that it was under the previous tax structure.

Option 4: Decouple the Vermont income tax from the federal tax liability and instead levy a
tax based on federal adjusted grossincome (AGI) or federal taxable income.

If Vermont decouples by applying a certain percentage tax rate to AGI or taxable income, there are a
number of options, and the option chosen will influence many of the characteristics we examine. The AGI
option means that Vermont will tax a broad measure of total income earned, including al income derived
from wages and saaries, taxable dividends and interest, business income (or losses), and other types of
income. It does not include other types of income, including tax-exempt municipa bond income, most
socia security income, or child support payments. AGI also includes deductions for expenses such as

IRA contributions, sdf-employment taxes, and health insurance premiums, among others. Of the 41 states
that levy a state income tax (nine states have no broad-based income tax®), 25 base their tax on the federal
AGI.

Ten dtates levy their state income tax as a percentage of the federal taxable income.” Federal taxable
income differs from adjusted gross income and is calculated by subtracting a number of exemptions and
deductions from AGI. These include the standard deduction or itemized deductions. The standard
deduction is afixed dollar amount based on filing status.

The firg option isto have aflat tax on income with no deductions or exemptions. Thisis unlikely to be
considered in Vermont because of our concern over vertical progressivity. No other states levy an income
tax thisway.

Most of the states that levy atax on AGI or taxable income have a diding percentage tax rate that rises
with income, and most aso grant exemptions based on the number of dependents claimed on the tax
form. It isthis option that we will consider, athough we will not specify either the rates themsalves, at
what income levd the rates change, or the level of persona exemptions allowed to be deducted from
income. The Legidature will have to make these decisions and they are important. It will be difficult to
calculate revenue impact resulting from the mix of rates, deductions, and exemptions that would make the
new income tax revenues identical to the existing Vermont income tax. It will be tempting for the
Legidature to raise more revenues to fund desired state programs, especially given that the 2002
Legidature will be dedling with falling revenues caused by the recession.

It will aso be important to consider whether to index the dollar values of exemptions for inflation and at
what income leve different rates are applied. Vermont would not want to emulate Alabama, which has
income tax rates ranging from 2% of AGI to 5% of AGI. This seems like a progressive structure, but the
highest tax bracket hits taxpayers with incomes of only $3,000. Moreover, the exemptions granted are
modest, with an exemption of only $3,000 for married filers and $300 per dependent. Most likely, these
were |legidatively set some time ago and were not indexed for inflation. There will also be a temptation
not to index these for inflation, since not indexing would automatically give the state a revenue windfall.

® They are Alaska, Florida, Nevada, New Hampshire, South Dakota, Tennessee, Texas, Washington, and Wyoming
" The states are Colorado, Hawaii, Idaho, Minnesota, North Carolina, North Dakota, Oregon, Rhode Iland, South
Cardling, and Utah.



The U.S. Congress indexed exemptions and tax brackets for inflation decades ago. Since Vermont's
income tax is essentially piggybacked to these indexed deductions, the Vermont tax code today is
implicitly indexed for inflation as well.

Most states with an income tax use either the adjusted gross income or taxable income as the base for
their tax. They then apply exemptions and deductions and set the number of brackets, the cutoff points for
bracket changes, and the rates prevailing in each bracket. The Appendix to this report gives a brief
overview of the income tax structure of al the states.

Adequacy: A state income tax levied as a share of adjusted gross income or taxable income
could be structured to bring in the level of income needed to fund existing state requirements.
The tax would be elastic, meaning that it would grow with the economy and therefore be able
to meet the future revenue needs of existing state programs.

Equity: The extent of vertica equity, or progressivity, would be a choice that the Legidature
will have to make with a combination of rates, income brackets, and personal exemptions.
The vertical equity could be very similar to the existing state income tax structure or it could
be made more or less progressive. The tax rates could increase with income, as many states
now do. The determination over how many rates to have and at what income level the rates
would take effect would have to be made by the Legislature in the design of the new tax
structure. The Legislature would have to decide the level of personal exemptions. The higher
the dollar value of exemptions, the more revenue will be foregone.

In more genera terms, the Legidature will have to decide how much of the income tax
should be levied on low income Vermonters, on middle, and on upper income Vermont
taxpayers. As was shown in Figure 3 and Table 4, upper income Vermonters pay a larger
share of the total income tax bill in the state as well as higher rates than middle or upper
middle income Vermonters.

If the state used the federa definition of adjusted gross income, taxpayers with the same
incomes but from different sources would generally pay the same taxes, with a few notable
differences. Firgt, there would be a difference based on the number of peoplein the family if
exemptions were given for family size. Second, some types of income are treated differently
in the caculation of AGI, including the exemption of certain types of dividend and interest
income, a portion of socia security income, and the treatment of business income and losses.
The latter especially has a great potential for loopholes and crestive tax accounting and hence
equity issues. But, in generd, this method of taxation does afairly good job at preserving
horizontal equity.

If the state elected to levy a state income tax based on federal taxable income, more of the
loopholes, complications, and problems of the federa tax code would be brought into the
Vermont tax structure.

Neutrality and Competitiveness: Like any other income tax, the more progressive an
income tax, the more likelihood there is of taxes influencing economic behavior, including

the attractiveness of Vermont as a place in which to locate a business or to earn a high
income. The more tax rates that are imposed, especially higher rates for high income
taxpayers, the more competitive impacts the tax would have.

Low Cost: Although there will be transition costs for the Vermont Tax Department to move
to atax based on AGI or taxable income, it will be a one-time cost. The ongoing
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administrative costs for this aternative should not be onerous for the Tax Department,
assuming the state adopts the same definitions of income as the federal government. The
more the state deviates from the federa definitions and calculations, the higher the cost will
be to the state and to Vermont taxpayers. And if the Legidature elects to change rates, add
new tax brackets, and make other changes, the more costly the new structure will be to the
Tax Department and to taxpayers. However, if the Legidature makes frequent changesin
rates or brackets, the Tax Department may aso have problems with implementation, just as
was discussed in Option 3.

Simplicity and Transparency: Adopting a state tax based on federal definitions of income
can be made smple to calculate and to understand. It can aso be made more difficult
depending on how much the state deviates from federal definitions and calculations of AGI or
taxable income. A simple exemption for each person in the household would aso not detract
from the smplicity or transparency. Making the exemptions more complicated, for example,
by having different exemptions based on AGI, would make it harder for Vermonters to
understand how their taxes are caculated, why they are paying the amount they owe, and the
reasons for the level of taxation they face.

The concept of taxable income is not intuitive to most people, while the concept of AGI is
much more intuitively understandable. When people are asked what their family income s,
their answer will more closely approximate AGI than taxable income. Therefore, any tax
based on taxable income will not be as easy for people to understand as would a tax based on
AGI.

Stability: The stability of this dternative would differ depending on the definition of income
chosen. AGI tends to fluctuate |ess than taxable income, so an AGI -based tax would be more
stable than one based on taxable income. However, the income tax is less stable than other
taxes since an economic downturn will result in lower income and hence lower tax revenues
to the state. Finally, atax based on federd taxable income would exhibit less stability than a
tax based on AGI since changesin the federal tax code are common, and more of these affect
the calculation of taxable income than of AGI

V. Concluson

Vermont's Legidature will be facing two very important fiscal decisions when it meets in January 2002.
One will be how to deal with the revenue shortfall caused by the recession that began last summer. The
second is how to deal with the revenue shortfal resulting from the significant changes in federal tax law
enacted by Congress last summer. Our eected officials should address these two issues separately as they
determine what specific actions to take in response to each of them.

The recession’ s impact on revenues is a short-run problem that legidatures have dedlt with many timesin
the past. The impact of federal tax law changesis different. The Legidature’ s decisions will affect the
Vermont economy and Vermont taxpayers for years to come. This report has laid out some of the basic
issues surrounding changes in Vermont’ s personal income tax. By considering these issues, as they
wrestle with tax levels and tax structures, our elected officials will hopefully be able to make more
informed and thoughtful decisions.

8 Any tax law change that affects AGI will automatically affect taxableincome. The converseis not true.
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State Income Tax Rates, Brackets, and Feder al Definition of |ncome Used

Appendix

STATE INDIVIDUAL INCOME TAXES
(Tax rates for tax year 2001 -- as of January 1, 2001)

TAX RATE RANGE Number FEDERAL
(in percents) of INCOME BRACKETS PERSONAL EXEMPTIONS INCOME TAX
Low High Brackets Lowest Highest Single __Married Jependents DEDUCTIBLE
ALABAMA 20 - 50 3 500 (b) - 3,000 (b) 1,500 3,00 300 *
ALASKA No State Income Tax
ARIZONA 287 - 504 5 10,000 (b) - 150,000 (b) 2,100 4,200 2,300
ARKANSAS 10 - 70() 6 2999 - 25000 20 () 40 (c) 20 (c)
CALIFORNIA (a) 10 - 93 ] 5,454 (b) - 35,792 (b) 72 (c) 142 (c) 227 ()
COLORADO 4.63 1T e Flat rate-— —mmemeneNONEm - mmeen
CONNECTICUT 30 - 45 2 10,000 (b) - 10,000 (b) 12,000 (f) 24,000 () 0
DELAWARE 22 - 595 7 5,000 - 60,000 110 (c) 220 (c) 110 (c)
FLORIDA No State Income Tax
GEORGIA 10 - 6 750 (g) - 7,000 (g) 2,700 5,400 2,700
HAWAIT (h) 156 - 85 8 2,000 (b) - 40,000 (b) 1,040 2,080 1,040
IDAHO 20 - 82 8 1,000 (i) - 20,000 () 2,900 (d) 5,800 (d) 2,900 (d)
ILLINOIS 3.0 L Flat rate--—-- 2,000 4,000 2,000
INDIANA 34 L Flat rate--—- 1,000 2,000 1,000
IOWA (a) 036 - 898 9 1,162 - 52290 40 (c) 80 (c) 40 (¢) *
KANSAS 35 - 645 3 15,000 (b) - 30, ,250 4,500 2,250
KENTUCKY 20 - 6.0 5 3,000 - 8,000 20 (c) 40 (c) 20 (c)
LOUISIANA 20 - 6.0 3 10,000 (b) -  50,000(b) 4,500 () 9,000 () 1,000 () *
MAINE (a) (k) 20 - 85 4 4,150 (b) - 16,500 (b) 2,850 5,700 2,850
MARYLAND (a 20 - 48 4 1,000 - 3,000 2,100 4,200 2,100
MASSACHUSETTS 56 1 e Flat rate-—— 4,400 8,800 1,000
MICHIGAN (a) 42 () 1 - 2,800 5,600 2,800
MINNESOTA (a) 535 - 7.85 3 17570 (m - 57,710 (m) 2,900 (d) 5,800 (d) 2,900 (d)
MISSISSIPPI 30 - 50 3 5,000 - 10,000 6,000 12,000 500
MISSOURI 15 - 860 10 1,000 - 9,000 2,100 4,200 2,100 )
MONTANA (a) 20 - 10 10 2,100 - 73,000 1,610 3,220 1,610 *
NEBRASKA (a) 251 - 6.68 4 2,400 (n) - 26,500 (n) 91 (c) 182 (c) 91 (c)
NEVADA No State Income Tax
NEW HAMPSHIRE State Income Tax is Limited to Dividends and Interest Income Only.
NEW JERSEY 14 - 637 6 20,000 (0) - 75,000 (o) 1,000 2,000 1,500
NEW MEXICO 17 - 82 7 5,500 (p) - 65,000 (p) 2,900 (d) 5,800 (d) 2,900 (d)
NEW YORK 40 - 685 5 8,000 (b} - 20,000 (b) 0 0 1,000
NORTH CAROLINA 60 - 7.75 3 12750 (q) - 60,000 (@) 2,500 (q) 5,000 (§ 2,500 (q)
NORTH DAKOTA 267 - 120() 8 3,000 - 50,000 2,900 (d) 5,800 (d) 2,900 (d) *(n
OHIO (a) 0691 - 69805) 9 5,000 - 200,000 1,050 (s) 2,100 (s) 1,050 (s)
OKLAHOMA 05 - 675() 8 1,000 - 10,000 1,000 2,000 1,000 *®
OREGON (a) 50 - 90 3 2,350 (b) - 5,850 (b) 132 (c) 264(c) 132(c) *(u)
PENNSYLVANIA 28 1 Flatrate——- e NONg--nnnnnemm
RHODE ISLAND 25.5% Federal tax liability (v) - — -— -
25 - 70 6 2,310 - 11,550 2,900 (d) 5,800(d) 2,900 (d)

SOUTH CAROLINA (a)
SOUTH DAKOTA

No State Income Tax

TENNESSEE State Income Tax is Limited to Dividends and Interest Income Only.

TEXAS No State Income Tax

UTAH 230 - 70 6 750 (b) - 3,750(b) 2,175(d) 4,350(d) 2,175 (d) *{w)
VERMONT 24.0% Federal tax liability (x) — -- -— -

VIRGINIA 20 - 575 4 3000 - 17,000 800 1,600 800
WASHINGTON No State Income Tax

WEST VIRGINIA 30 - 65 5 10,000 - 60,000 2,000 4,000 2,000

WISCONSIN 46 - 675(y) 4 1,500 - 112,500 700 1,400 400

WYOMING No State Income Tax

DIST. OF COLUMBIA 50 - 902z 3 10000 - 30,000 1,370 2,740 1,370

FEDERATION OF TAX ADMINISTRATORS -- FEBRUARY 2001



Footnotesto Accompany State Individual Income Taxes

a) Seven states have statutory provision for automatic adjustment of tax brackets, personal
exemption or standard deductionsto the rate of inflation. Michigan, Nebraska, and Ohio index the
persona exemption amounts only.

b) For joint returns, the taxes are twice the tax imposed on haf the income.

c) Tax credits.

These states allow aIper::JonaI exemption or standard deductions as provided in the IRC. Utah alows
apersond exemption equal to three-fourths the federal exemptions. ]

€) A special tax table is available for low-income taxpayers reducing their tax payments.

f) Combined persona exemptions and standard deduction. An additional tax credit is alowed
ranging from 75% to 0% based on state adjusted ?ross income. Exemption amounts are phased out for
higher income taxpayers until they are eliminated for households earnlerfljghover $52,500.

(g) The tax brackets reported are for single individuals. For married households filing separately, the
same rates apply to income brackets ranging from $500 to $5,000; the income brackets range from $1,000
to $10,000 for joint filers.

o h) For tax years beginning after 2001, the tax rates range from 1.4% to 8.25% for the same tax
rackets.

(i) For joint returns, the tax is twice the tax imposed on haf the income. A $10 filing tax is charge for
each return’and a $15 credit is alowed for each exemption.

j) Combined persona exemption and standard deduction.

) Income levels in each tax bracket with income for tax years 2002 and beyond.

[) Tax rate scheduled to decrease to 4.1% for tax year 2002.

m) The tax brackets reported are for sngle individuas. For married couples filing jointly, the same
rates applﬁ/ for income under $25,680 to over $102,030.

(n) The tax brackets reported are for single individuas. For married couples filing jointly, the same
rates apply for income under $4,000 to over $46,750.

(0) The tax brackets reported are for single individuas. For married couples filing jointly, the same
rates apply for income under $20,000 to over $150,000.

(p) The tax brackets reported are for single individuals. For married couplesfiling jointly, the same
rates apply for income under $8,000 to over $100,000. Married households filing separately pay the tax
imposed on half the income.
~ (9) Thetax brackets reported are for sing(l)e individuals. For married taxpayers, the same rates apply to
![ ncome brackets ranging from $21,250 to $100,000. Lower exemption amounts alowed for high-income

axpayers.

(r) Taxpayers have the option of paying 14% of the adjusted federal income tax liability, without a
deduction of federal taxes. An additiona personal exemption is allowed for joint returns or
unmarried head of households.

(s) Plus an additiona $20 per exem(%i on tax credit. Rates reported are for tax year 2000; the 2001
rates will not be determined until July 2001.

(t) The rate range reported is for single persons not deducting federal income tax. For married persons
filing Jointly, the same rates apply to income brackets ranging from $2,000 to $21,000. Separate
schedules, with rates ranging from 0.5% to 10%, apply to taxpayers deducting federal income taxes.

43 u _Deguction is limited to $10,000 for joint returns and $5,000 for individualsin Missouri and to
,000 in Oregon.

V) Tax rate scheduled to decrease to 25% of Federa tax liability for tax years 2002.

w) One-haf of the federal income taxes are deductible.

x) If Vermont income tax liability for any taxable year exceeds the tax liability determinable under
federa tax law in effect on December 31, 1999, the taxpayer will be entitled to a credit of 106% of the
excess tax.

The tax brackets reported are for single individuals. For married taxpayers, the same rates apply to
incor%l% brackets ranging f%)m $10,000 to $lg0,000. Py ey

Ez) Tax rate decreases are scheduled for tax years 2002 and 2003.

aa) Top tax rate is scheduled to decrease to 4.75% for tax years beginning after 2001.

Source: The Federation of Tax Administrators Web site (http: //www.taxadmin.or g/fta/rate/ind_inc.html).
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A

Individual Income Tax Starting Points

A~ <
STATE PERSONAL INCOME TAXES: FEDERAL STARTING POINTS
Relation to
Internal Revenue
STATE " Code Tax Base
ALABAMA -—- -
ALASKA no state income tax
ARIZONA 1/1/00 federal adjusted gross income
ARKANSAS -
CALIFORNIA 1/1/98 federal adjusted gross income
COLORADO Current federal taxable income
CONNECTICUT Current federal adjusted gross income
DELAWARE Current federal adjusted gross income
FLORIDA no state income tax
GEORGIA 1/1/00 federal adjusted gross income
HAWAIL 12/31/99 federal taxable income
IDAHO 1/1/99 federal taxable income
ILLINOIS Current federal adjusted gross income
INDIANA 1/1/98 federal adjusted gross income
IOWA 1/1/99 federal adjusted gross income
KANSAS Current federal adjusted gross income
KENTUCKY 12/31/99 federal adjusted gross income
LOUISIANA Current federal adjusted gross income
MAINE 12/31/99 federal adjusted gross income
MARYLAND Current federal adjusted gross income
MASSACHUSETTS Current federal adjusted gross income
MICHIGAN Current (a) federal adjusted gross income
MINNESOTA Current federal taxable income
MISSISSIPPI -
MISSOURI Current federal adjusted gross income
MONTANA Current federal adjusted gross income
NEBRASKA Current federal adjusted gross income
NEVADA no state income tax
NEW HAMPSHIRE  on interest & dividends only
NEW JERSEY -
NEW MEXICO Current federal adjusted gross income
NEW YORK Current federal adjusted gross income
NORTH CAROLINA 6/1/99 federal taxable income
NORTH DAKOTA Current federal liability (b)
OHIO Current federal adjusted gross income
OKLAHOMA Current federal adjusted gross income
OREGON Current federal taxable income
PENNSYLVANIA -
RHODE ISLAND Current federal liability
SOUTH CAROLINA 12/31/99 federal taxable income
SOUTH DAKOTA no state income tax
TENNESSEE on interest & dividends only
TEXAS no state income tax
UTAH Current federal taxable income
VERMONT Current (c) federal liability
VIRGINIA Current federal adjusted gross income
WASHINGTON no state income tax
WEST VIRGINIA 1/1/00 federal adjusted gross income
WISCONSIN 12/31/99 federal adjusted gross income
WYOMING no state income tax

DIST. OF COLUMBIA Current federal adjusted gross income

Source: Compiled by the Federation of Tax Administrators from various sources.

--- state does not employ a federal starting point. Current indicates state has adopted IRC as currently in
effect. Dates indicate state has adopted IRC as ammended to that date.

(a) or 1/1/96, taxpayer's option.

(b) or federal taxable income based on current IRC

(c) not to exceed tax computed using IRC as of 12/31/99..

1ofl 10/9/01 1:59 PM
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Maxine N. Brandenburg, Vermont Business Roundtable; Secr etary: Staige Davis, Lang Associates; Treasur er: Glen A. Wright, KPMG
LLP

Directors: Christopher L. Dutton, Green Mountain Power Corporation; John K. Dwight, Dwight Asset Management Company, Inc.;
Gary N. Farrell, Clarion Hotel & Conference Center; Michael D. Flynn, Gallagher, Flynn & Company, PLC; Linda P. Hudson, General
Dynamics Armament Systems; Thomas W. Huebner, Rutland Regional Medical Center; A. Jay Kenlan, Reiber, Kenlan, Schwiebert &
Facey; Spencer R. Knapp, Dinse, Knapp & McAndrew, P.C.; Peter R. Martin, Mt. Mansfield Television Company, Inc.; Daria V. Mason,
Central Vermont Medical Center; V. Louise McCarren, Verizon — Vermont; Thomas F. McLaughlin, RCC Atlantic, Inc. d/b/a Cdlular
One; Martin K. Miller, Vermont Electric Power Company, Inc.; William R. Milnes, Jr., Blue Cross and Blue Shield of Vermont; R. John
Mitchell, The Times Argus; Roger H. Perry, Champlain College; Chris A. Robbins, EHV-Weidmann Industries, Inc.; Dale A. Rocheleau,
Downs Rachlin Martin PLLC; Lawrence E. Sudbay, SymQuest Group, Inc.; Francis G. Voigt, New England Culinary Institute; Timothy
R. Volk, Kelliher Samets Volk; Patrick E. Welch, The National Life Group

Members: Harry Arnold, Goodrich Corporation Fuel and Utility Systems; Christopher G. Barbieri, Vermont Chamber of Commerce;
Ross P. Barkhurst, Vermont Yankee Nuclear Power Corporation; Pennie Beach, Basin Harbor Club; Frederic H. Bertrand, Member
Emeritus; Scott F. Boardman, Hickok & Boardman, Inc.; William V. Boettcher, Fletcher Allen Health Care Deborah M. Borow, Charter
One Bank; Dale P. Breed, Johnson & Dix Fuel Corporation; James M. Carey, The Burlington Free Press; Richard M. Chapman, Member
Emeritus; Frank Cioffi, Cynosure, Inc.; Robert G. Clarke, Vermont Sate Colleges; John C. Collins, Dartmouth-Hitchcock Clinic,
DHMC; Edwin I. Colodny, The University of Vermont; Reggie G. Cooper, Topnotch at Sowe Resort and Spa; Yves M. Couette, Ben &
Jerry’s Homemade, Inc.; Anne E. Cramer, Eggleston & Cramer, Ltd.; Edward W. Cronin, Jr., Manchester Capital Management, LLC;
John E. Cronin, ipCapital Group, Inc.; John P. Crowley, Keyser Crowley, P.C.; James L. Daily, Porter Medical Center, Inc.; Philip R.
Daniels, Banknorth Vermont.; Lawrence Delia, ABC 22, WV/NY: Thomas M. Dowling, Ryan Smith & Carbine, Ltd.; Philip M.
Drumheller, The Lane Press, Inc.; Argie Economou, Morgan Sanley; Carolyn Edwards, Competitive Computing; Otto A. Engelberth,
Engelberth Construction, Inc.; James B. Foster, Foster Real Estate Devel opment and Edlund Properties; Peter H. Gallary, Putnam
Investments; Henry J. Geipel, Jr., IBM Microelectronics; A. Donald Gilbert, Jr., Vermont Gas Systems, Inc.; Luther F. Hackett, Hackett
Valine & MacDonald, Inc.; Eleanor G. Haskin, Waitsfield/Champlain Valley Telecom; James A. Hester, MVP Health Plan, Vermont
Region; Paul Kaza, Paul Kaza Associates; Donald S. Kendall, Mack Molding Systems, Inc.; F. Ray Keyser, Jr., Member Emeritus; John
S. Kimbell, Member Emeritus; John E. King, Vermont Public Television; Peter H. Kreisdl, Kreisel, Segear & Co.; Paul J. LeBlanc,
Marlboro College; Henry B. Lunde, Mt. Mansfield Company, Inc.; Richard W. Mallary, Member Emeritus; John M. McCardell, Jr.,
Middlebury College; Stewart H. McConaughy, Gravel and Shea; Marilyn R. McConnell, American International Distribution
Corporation (AIDC); T. Kent Mitchell, House of Troy; Stephen Morris, Husky Injection Molding Systems, Inc.; Mark R. Neagley,
Neagley & Chase Construction Co.; George A. Powch, Huber + Suhner North America Corporation; Elisabeth B. Robert, Vermont
Teddy Bear; A. Wayne Roberts, Lake Champlain Regional Chamber of Commerce; John A. Russell, Jr., John A. Russell Corporation;
Mark W. Saba, Formula Ford, Inc.; Thomas P. Salmon, Member Emeritus; John T. Sartore, Paul, Frank & Collins, a Professional
Corporation; Richard W. Schneider, Norwich University; William H. Schubart, Resolution, Inc.; Charles P. Smith, KeyBank National
Association; Robert L. Snowdon, Adelphia; Richard W. Stammer, Cabot Creamery; Calvin C. Staudt, Jr., International Paper; Robert P.
Stiller, Green Mountain Coffee Roasters; Robert F. Stott, Verizon Wireless; William P. Stritzler, Smugglers’ Notch Resort; Richard E.
Tarrant, IDX Systems Corporation; Dawn Terrill, Hill Associates, Inc.; Kevin Tibbits, Kinney Pike Insurance, Inc.; Thomas J. Tierney,
Vermont Mutual Insurance Company; William H. Truex, Jr., Truex Cullins & Partners Architects; Rodolphe M. Vallee, R. L. Vallee,

Inc.; Marc A. vanderHeyden, Saint Michael’s College; Mark A. Vogelzang, Vermont Public Radio; Steven P. Voigt, King Arthur Flour
Company, Inc.; Douglas J. Wacek, Union Mutual Fire Insurance Co. and New England Guaranty Insurance Company, Inc.; J. Alvin
Wakefield, Wakefield Talabisco International; Michael G. Walker, NewsBank, Inc.; Dennis B. Webster, Wiemann-Lamphere Architects,
Inc.; Stuart W. Weppler, Copley Health Systems, Inc.; Allen W. Wilson, Killington Resort; Joseph L. Woodin, Gifford Medical Center,
Inc.; Darrell J. Woulf, Wiyeth Nutritionals Inc.; L. Kinvin Wroth, Vermont Law School; Harvey M. Y orke, Southwestern Vermont Health
Care Robert H. Young, Central Vermont Public Service Corporation
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