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This study examines the incidence of ve Kentucky
taxes: the sules and use tax, the motor vehicle usage
tax, the corporate income tax, the individual inconie
tax, and the inheritance and estate tax, Taken
together, these five taxes account for approximately
63 percent, or nearly two thirds, or all state revenue.
The five taxes also have received attention regarding
tax reform in Kentucky. *

Kentacky Taxes

The sales and use tax rate of 5 percent applies to in-
state retail sales and out-of-state purchases consumed
in Kentucky. Notable exemptions inchude food con-
sumed in the howme, preseription medicine, and utils
ities. A legally separate tux, the motor vehicle usage
tax, is from a cenceptual standpoeint, essentially 2 3
percent sales tax on new and used motor vehicles.
Combined, the sales and use tax and the motor vehi-
cle usage tax generated 32 percent of Kentucky's tax
revenue in Fiscal Year 1851

The individual income tax is a graduated tax on net
income of individuals with an initial rate of 2 pureent
on the first $3,000 of taxable income and a maximum
rate of 6 pereent on tuxable income in excess of
$8,000. An important feature of the tax is that the
standurd deduction is $630. As 4 consequence, muny
more state than federal income tax returns contain
itemized deductions. Federal income tax payments
are deductible when caleulating Kentucky adjusted
gross income. Moreover, il is generally advantageous
for married taxpayers 1o file a separate, but combined
return, rather than to file jointly when both spouses

*This paper is based on our contributien to a more com-
prehensive tax study for the Kentucky Revenue Cubinet
(1982}, While we gratelully acknowledge suppart from the
Kentucky Revenue Cabinvt, the views expressed in this
paper are those of the authurs and do not necessarily reltect
the position of the eabinet, Richard Thalheimer contributed
valuable constructive comments and criticism from the out-
sel, Roger Cohen provided computativnal assistance,

are income earners. In Fiscal Year 1981 the indi-
vidual income tax generated 23 percent of the total
state revenue.

The corporate income tax is an anmuaf tax on corpo-
rate Kentucky net income. The rate increases from 3
percent on the first $25,000 of net income, to 6 per-
cent on net incine over $100,000. For multistate
firms, allocation of net income is based upon an equal
weighing of Kentucky's share of sales, property, and
payroll income. In Fiscal Year 1981, the Corporate
income tux aecounted for 7 percent of state revenue,
The inheritance and estate tax contains sizeable
exemptions and rates range from 2 percent to 16 per-
cent. # aceounted for only § percent of state revenue
in Fiscal Year 1951,

Incidence of Taxes

An important issue in taxation is the qguestion of
incidence: who bears the burden of the tax in the
sense of a reduced command over resources? Supey-
ficially, incidence is easy to determine if legal inci-
denee is tuken. Legal (initial) incidence of the retail
sales tax s on retaiters, since they are required to
submit tax pavinents based on their sales, and legal
incidence of the corporate income tus is on the corpo-
ration itself, since the firm mast submit tux payments
based on its income. While legad incidence is readily
determined, it is not necessarily a useful indicator of
who bears the burden of the tus or an sccurate meas-
ure of the respurces relinquished. The incidence issue
turns un the question of how much of the burden is
shifted to others legally unaflected by the tux. To the
extent that retailers and corporations can raise their
product prices following the imposition of the tax, the
govermnent pulls resources away from retail and cor-
porate consumers {forward shifting). Consumers hear
part of the barden by paying more to consume the
same products. To the extent that retailers and corpo-
rations can reduce the wages, interest, dividends, and
rents they pay following the imposition ol the tay, the
government pulls resources uway from workers, sav-
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ers, investors, and property owners (backward shift-
ing). The owners of factors of production bear part of
the burden by receiving less for the production serv-
ices they provide. The issue of incidence grows from
the different views of how the market economy
responds to tax imposition,

There are two approaches to tax incidence, one
which abstracts from expenditures and the sther
which considers them. The differential incidence
approach considers the distributional effects of replac-
ing the extant tax structure with a new tax structure
which yields the same revenue with the amount and
pattern of expenditures unchanged. The balanced-
budget incidence approach considers the distribu-
tional effects of both changes in the tax structure and
the accompanying changes in expenditures (see
Mieszkowski 1969, p. 1105). Several empirical studies
have estimated the distribution of burden of varivus
tax structures.

Pechman und Okner (1974) used the differential
incicence approach to determine the distribution of
tax burden in the United States in 1966, refative to a
comparable proportional income tax. For the entin-
tax structure, the distribution of the burden is shightly
progressive. Pechman and Okner (1974, p. 6) con-
cluded that for a broad range of income, which
includes 87 percent of all family units and 1966
incomes hetween $2,000 to $30,000, the tu systen iy
slightly progressive or proportional, depending on the
set of assumptions; however, the system is regressive
for the very poor and progressive for the very rich,
These Andings on tux incidence are broudly consistent
Jwith another major national study conducted by Mus-
wrave, Case and Leonard in 19741

The question of tax incidence changes markedhy
when attention is focused on a tax imposed by a sub-
national unit, such us Kentueky. Produet trade, factor
migration, and tax exporting hecome eriticy! clements
in the analysis. In a 1951 article, Mebure (demon-
strated how residents of the twany region, for exan-
ple, a state, are more likely to bear the tax burden
because of changes in factor incomes. The driving
force which determines incidence is the presence of
the national markets for products and capital. This
means, for exsample, that the burden of u state corpo-
rate income tax usually falls on the residents of the
taxing state as cousumers, hmmobile workers, and
owners of immobile property.

Incidence has been estimated for taxes impused at
the state level. Eapen and Eapen in 1973 took an
essentially balanced-budget incidence approach in
estimating the incidence of tes and expenditures in
Connecticut. They allowed for shilting to other states
through out-of-state sales and ownership by out-of-
state residents, and for shifting to the federal govern-

Beowning 11970 presents iy ahernative yeew that the tay
Hructure 13 progressive vanambituomly.

ment through federal deductions for state corporate
and personal income taxes. They estimated that: (1)
The Connecticut tax structure is regressive, primarily
due to the prominence and regressivity of the prop-
erty tax; {2} The expenditure pattern favors low-
incuine groups because of public welfare and hospital
services; and (3) The net jucidence of tuxes and expen-
ditures is slightly progressive. In 1980, Phares exam-
ined the distributional hapact of state and local taxes
within the context of all fifty states. Making the
assumptions commonly made in national incidence
studies and allowing for tax eaporting, he estimated
the tax burdens for each state. Among the states, he
found a great deal of variation in the share of taxes
exported and in the degree of progressiveness, Heavy
reliance on the individual income tax leads to more
exporting through the federal incone tax and progres-
siveness, Reliance on the property tax leads to more
Fegressiveness,

In whut follows, the distribution of the hurden of
five important Kentucky taxes {sales and use, motor
vehicle usage, corporation income, indnidual income,
and inheritanee and estate} is estimated, relative to a
comparahle proportional income tax. Particulsr atten-
tion is given to the openness of the Kentucky econ-
emy, the amount of tax exported from Kentucky and
the effeet of deductions on the nominally progressive
state income tax. The next section of this paper,
methodology, gives the incidence assumptions, dis-
casses shilts of burdens wmong taxes, and deseribes
duta sources und measurement problems. The section
eutitled “Incidence Results,” presents jncidence esti-
mates for the individual taxes and for the five taxes
combined. The lust section contains conclusions based
on the incidence results,

Methodology

Incidenee Assumptions, It is stundard 1o assume
that the hnndew of the individual income tax is borne
by the uwume recipients from whows the tax is col-
lected and that the sales fux is shifted forward to the
comumers of the taxed commodities. In like manner,
the motor vehirele usuge tax is borne by the consumers
of automobiles. A standard practice in incidence stud-
ies Musgrave, et al., 1974, Phares, 19505 s to impute
inheritanee and estate taxes to the highest income
cluss. A unalysis of Kentucky's inheritance and estate
tux collections, published in the Keitucky Depart-
ment of Revenue Annuwal Report for 1975-76, indi-
cated that this is wn uppropriate assumption.

The questwon of who bears the burden of a national
corpurate mcome tax has been the subject of much
dehate during the pasi thirty years. Feonomists would
fenerally agree that the incidence of the tax does not
rest solely on the owners of capital employed in the
corporate sector, To what extent its burden is bome
by owners of capital in both the corporate and noncor-
purate sectors, and to what extent it is shifted forward

to consum
to employ
unsettied,
studies ha
sequence
of shifting
Musgrave
ing three .
by the ow
distribute:
tal incom
consurmer:
dence is ¢
ing: and (!
and 30 pe;
The pri
federal co
state cory
Eapen and
doing bus
sharehold
part of th
winch is
exported
Eapen, 19
implicithy
in a given
ing capital
vincing ar
state corpx
of the stat
ucts, or as
the purpo
income ta
by Kentuc
employee:
While +
hurden o
through r
shurchold
portion ol
form of r(
ments. If
ers nor b.
income. F
absorbed
payments
income ta
portion o
exported
primary fi
Ataxw
factors of
amount of
able incor
by an eq
payments
tiplied by



STATE TAX INCIDENCES IN KENTUCKY 191

to consumers in the form of higher prices or backward
‘0 employees in the form of lower wages, is still an
ansettled, theoretical question. Morcover, empirical
studies have provided conflicting evidence. As a con-
sequence of the uncertainties surrounding the issues
of shifting, studies of incidence (see, for example,
Musgrave, et al., 1974) generally proceed by provid-
ing three shifting scenarios: (1) The tax is borne wholly
by the owners of capital and, hence, the incidence is
distributed over income classes on the basis of a capi-
tal income; (2) The tax is wholly shifted forward to
consumers in the form of higher prices, and the inci-
dence is distributed on the basis of consumer spend-
ing; and (3) Fifty percent of the tax is shifted forward
and 50 percent is borne by owners of capital.

The procedures for allocating the burden of the
federal corporate income tax have been employed for
state corporate income taxes as well {Phares, 1960,
Eapen and Eapen, 1973). Further, since corporatums
doing business within a state are owned in part by
shareholders residing in other states, a substantial
part of that portion of a state corporate income tax
which is not shifted forward is treated as being
exported to nonresident sharcholders {Eapen and
Eapen, 1973). This methodology is questionable as it
implicitly ignores the fact that corporations operating
in a given state are both selling products and obtain-
ing capital in national markets (McLure, 1881). A con-
vincing argument can be made that the burden of a
state corporation income tax is horne by the residents
of the state imposing the tax—as consumers of prod-

- ts, or as suppliers of immobile capital or fabor. For

e purposes of this study, the Kentucky corporation
income tax is assumed to be borne in equal proportion
by Kentucky shareholders, Kentucky wage and salary
employees, and Kentucky consumers.

While we discount the possibility of exporting the
burden of the Kentucky corporation income tax
through reduced dividend income o non-Kentucky
sharcholders, we do take into uccount the export of a
partion of the tax to the federal govermment in the
form of reduced federal corporation income tax pay-
ments. If the tax is neither shifted forward to consum-
ers nor backward to employees it reduces corporate
income. Part of this reduction in corporate income is
absorbed by reduced federal corporate income tax
payments. Thus, if the marginal federal corporate
income tax is 46 percent, 46 pereent of the nonshifted
portion of the Kentucky corporation inconte tax is
exported to the federal tax structure. We call this the
primary federal tux offset.

A tax which is shifted backward to the owners of the
factors of production reduces factor income by the
amount of the tax shifted. Consequently, federal tax-
able income of the affected factor owners is reduced
by an equivalent amount. Their federal income tax
payments are reduced by their marginal tax rates mul-
tiplied by the reduction in adjusted gross income.

This represents a secondary federal tax offset for a
backward shifted tax.

Allocation of Burden Among Taxes. The problem of
measuring the burden of sales taxes and income taxes
separately is complicated by the deductibility of one
tax in determinig the base of the others when indi-
viduals itemize deductions. For one who itemizes
deductions on state income tax retums, the real bur-
den of the sales tax is reduced by the product of the
state marginal tax rate and the allowable sales tux
deduction. Accordingly, the burden of the stute indi-
vidual income tax is increased by an cquid amount, Of
course, when the combined burden of the two taxes is
considercd this »hift between taxes cancels out.

To the extent that individual income recipients ite-
mize deductions for federul income tives, @ portion of
the burden {equal to the murginal tederal ncome tas
rate multiplied by the state tax payments) of both
individual income tax and the sules tas is exported to
the federal tax structure. Put annther way, actual sales
tax payments and state income payments oy erstate
the real burden of these taxes as their payment
reduces ledenal jucome tax paviments. For some six-
teen stutes (Kentucky included), federal incomne taxes
are deductible in arriving at the state income tax base.
Thus. to the extent that federal incom& s payments
are reduced, the read burden of the state income tax is
increused by the product of the marginal state tas rate
and the reduction of federal tux payments. These bur-
den shifts are recorded in Table T and 1. 1t is impor-
tant to nate that these burden shifts are contingent
upon taxpayers itemizing deductions.

Data Sources and Meusurement Problems. The
basic sources of duta for income and individual income
taxes are the 1RS individual income master file (INF)
tape for Kentucky for 1980, and the Kentucky audit
file tape. Taxpuyers were classified into fourteen
income classes on the busis of adjusted gross income:
that is income from all sources after adjustinents to
incame. The lowest represents returns with adjusted
gross ascome les than $3,000, and the highest repre-
sents returns with adjusted gross income of $35,000
and above. Dividend income, and wage and salary
income by income clasy also were obtained from the
IMF tape,

For welfare comparisons, a more relevant coneept
of income would be that of personal income which
would include such money transfers as unemployment
compensation and social security benefits (Pechman
and Okner, 1974). An v broader coneept of income
would include the value ol in-kind trausfers, such as
food stamps and Medicare (Browning, 1976 These
data were not available for Kentucky by income class
and, consequently, the narrower concept of adjusted
gross income was used. The effect of using the nar-
rower income concept is to overstate the burden of
the tax structure on lowcer income groups where trans-
fer income is a relatively more important source of
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income and, thus, to overstate the regressivity of the
tax structure. An approximate adjustment is mude to
bring the income meusure closer to that of totul per-
sonal income to facilitate determining the net burden.

A potentially serious problem arises in estittting
the distribution of the sales tux, the motor vehicle
usage tax, and that portion of the corporte income tax
which is shifted forward. Data on expenditures for
Kentucky consumers by expenditure category and by
income class simply are not available. Estimates of
expenditures subject to the Kentueky sales tax,
expenditures an motor vehicles, wnd total consumer
expenditures were taken from the 1972-1973 edition of
the Consumer Expenditure Surcey (U.5. Department
of Labor, Burean of Labor Statistics, Interview Sur-
vey Summary Use Tupe), and adapted to the Ken-
tucky adjusted gross income distribution. This
involved the implicit assumption that the 1980 dis-
tribution of consumner expenditures was the same in
Kentucky as that of the 1973 sumple of consumer units
in the South and North Central regions, the two suly-
sets of the national sumple which we used.

Using the methodology and dutn deseribed above,
the incidence of a major purt of RKentueky's tax strue-
ture is estimated by income group for cuch tax sUpi-
rately and the taxes taken together, «

Incidence Results
Incidence of Motor Vehicle Usage and Sales Use

Tax. The motor vehicle usage tux has been combined
with the sales and use tax in Table 1. Column one
represents the allocation of the 1980 total receipts
{rom the two taxes by income class and is based on
the 1972-1973 Coustmer Expenditure Survey. Esti-
mates of the burden of the two tuxes which is shifted
to the Kentucky individual income tax is recorded in
columnn two while column three contains estimates of
the federal income tax offset. Note that the dollar
amouts in each column rise with income, because
eflective marginal tax rates rise and the preportion
Hemizing rises with income. The net burden of the
two taxes by income class is obtained by subtracting
column two and three from column one and is
recorded as column four.

The net burden of the two taxes {column four) as a
pereentage of adjusted gross income is presented in
colwmn five, The high burden (27.] percent tor the
less than $3,000 income class) in the lowest income
clusses overstates the regressivity of the hixes both
hecause adjusled gross income is a sidler pricentage
of total personal income at the lower end of the
income speetrum, and because the expenditure
attributable to this class probably has been over-
stated. Even allowing for this qualification. the
regressivity of these two taxes is pronsunced. The
averige, net burden is 2.9 pereent of adjusted gross
inconte. but the net burden on all income elasses
below $25,000 exeeeds the mean, declining steadily as

Tuble {

Burden of the Kentucky Sales and Use and Motor Vehicle
Usage Taxes by Income Chns, 1950

Keatucky Income

Incomne Class Cross Burden Tux Ollet

Net Burden
as i Percentase
of Adjusted
Cross Incomne

Federal Tncome

Tinn Ot Net Burden

h i 3 &3 5!
Less than § 3,00t § 25,404,755 S 198,401 5 43 § 25,206,310 27.1
S 3,000 - 3,999 17,040 608 236,346 5,027 16,634,235 8.2
000 - 489y UTS, 975 251 THS 31LTHT 13,793,461 3.4
5,000 - 594y 16,434,635 J57 U4 HhiRd 16,338,537 3.3
6,000 - §.9y49 149,503,064 452,267 114,979 I Y45 518 4.7
T,HH . Tuyy ULAEGE, AT 3349259 162,033 R{EN 51 AT 4.7
5,000« 444y T TTI, 088 1,150,345 614,644 39,9675 4.2
10,000 - 11,9494 40,968,437 1,373,573 LU e 35,360,171 4.1
12,000 - 13,999 50,7751 2,334,232 2.57Th 479 34,799,070 3.7
15,000 - 19,4994 163, 136,34 4,695,447 5,226,282 40,214,666 3.3
20,000 - 24,909 HI3, 794,473 3,263,0n 14,768,655 53,822 101 3.0
23,000 - 29,494 82,566,635 4,448,968 670,63 60,747,032 2.5
30,000 « 34,99y 39,524,569 3,246,200 £7.073,827 34,454,542 2.1
§35,000 & ubove 109,017 029 6,192,717 45,612 541 57,211,771 _Li
Total $717,056,265 $30,515,640 $107,4933,396 $378,307.230 2.4b

*The burden an the ket sicame Rrenapss iy exaggzerated beeause gross incone dees not include trasfer iamme,
YTutal Net Burden ws & Percontuge of Fotal Adjusted Gross Incomse
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income increases, By contrast, the net burden on the
highest income class ($35,000 and above) is only 1.1
sercent of adjusted gross inconie.

Incidence of the Corpurate Income Tax. Estimates
of the burden of the Kentucky corporate income tax
are presented in Table I1. It is assumed that the tax is
one-third shifted forward in the form of higher prices
to Kentucky consumers and two-thirds shifted back-
ward; one-third in the form of lower wage and salary
payments to Kentucky employees, and one-third in
the form of lower dividend income to Kentucky divi-
dend recipients.

Column one represents the distribution of one-
third of the corporation income tax to wages and saj-
aries. As wages and salurics are reduced by this
amount, the lederal income tax payments of uffected
employees are reduced by an amount equal to the
marginal federal individual income tax rate multiplicd
by the reduced income. This secondury sifset, caleu-
lated by multiplication of column one by the average
of marginal federal income tax rates for each class, is
recorded as column two, The net burden of the tax on
wugte and salary recipients is obtained by subtracting
column two from column one and is entered in col-
umn three.

Column four represents the distribution of one-
third of the corporation income tax by consumption
expenditures. As this portion of the tax is shifted for-
ward and not backward, no sccondury offset results,
Columns five, six, and seven represent the distribu-
tion of one-third of the tux on the basis of the distriby-
tion of dividend income. Again, a secondary offset is
Aevant.

The net burden and the net burden as a percentage
of adjusted gross income are presented in columns
eight and nine respectively. By our estimates, even
allowing for the absence of bausfer puyments in the
income base, the corporate income tux is mildly
regressive. Perhaps more important, however, is the
fact that because of the primary and secondary federal
offsets, the mean burden of the tax is only about 0.3
percent of adjusted gross income.

Incidence of the Individual fncome Tax. The pri-
mary burden of the Kentucky individual incone tax is
borne by the taxpayer who incurs the stafutory la-

bility. Colummn one of Table 11} contuins the distribu-
tion of Kentucky individual income tax payments by
income class. This distribution does not include the
369,821,250 paid by non-residents which is not prop-
erly part of the burden on residents. Column two rep-
resents that part of the burden of the wutor vehicle
usage tax, and the sales and use tax that is shifted to
the Kentucky individual income tax and s identical to
column two of Table I, except that it is added to cal-
culate the net burden of the income tax. The federal
tax offset is contained in column three. The column
total, $80,416,270, represents the amount of the Ken-

o

A

Stk
AR R

193

tucky individual income tax which is exported to the
lederal income tax structure,

To obtain the net burden of the tax, which is
recorded in column four Ly income cluss, columm two
is added to column one and column three is sub-
tracted. At the lower end of the income scale, the
burden shift from sales tax, and motor vehicle usage
tax outweighs the burden shilt to the federal income
tax, The net burden of the Kentucky individual
income tax us u percentage of adjusted gross income is
presented in column five. The mean burden is 2.3
percent of adjusted gross income. The tax is pro-
gressive up to an income of about $15.100, rising from
1.2 percent of adjusted gross income in the lowest
class, to 3.6 percent ol adjusted gross income in the
512,000 to 814,999 income class. For incomes above
$20,000, the income tax becomes regressive, falling to
L3 percent of adjusted gross income in the $33,000
over income class. This pattern oceurs for three rea-
sons. First, despite the nominal progressivity in rates,
the masimum marginal rate (8 percent) is reuched at a
Kentucky adjusted gross income of 88,(000. Second, as
income rises, itemized deductions rise faster than
income. Third, and myst important, the federal
income tax deduction, coupled with steeply pro-
gressive federal rates, prevents state income tax pay-
ments from rising in proportion to income.

Incidlence of the Five Taxes. The combined burden
of the taxes now can be examined for Kentuckions and
non-Kentuckiuns. Results regarding the exporting of
the sules, motor vehicle usage, corporate income, and
individual itcome taxes are stimiarized in Table 1V,
It is estinnated that the total, §308,055,910, or 20.9
pereent of the total gross burden of these tuxes is
expurted, largely through federal tux offsets.

For Kentucky residents, Table V' presents our esti-
mates of the combined burden of the five tases on a
percendage basis, The first three columns are the last
columns of Tables 1, 11, and 111, respectively, and are
included to highlight the contribution of each of the
respective taxes to the total tax burden by jocome
cluss. Colu lour is ealeulated by summing the esti-
mated net dollar burdes by jncome olass and divid-
ing adjusted gross income class. As explained earlier,
the entire inheritance and estate tax payments are
added to the burden of the highest income cluss.

An exmnination of column four reveals that when
adjusted gross income is used as the base, the five
taxes combined are regressive. The net burden as a
percentage of adjusted gross income falls sharply over
the first two income classes, then, for incomes in the
§4,000 to 815,000 ranges it remains approximately
constant, falling steadily fur tncomes above $13,000,
The five taxes combined are regressive for the lowest
quintile of the income distribution, proportinal for the
three mickdle quintiles, and regressive for the highest
quintite. This result should hardly be surprising.
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STATE TAX INCIDENCES IN KENTUCKY 195

Table 1T

Burden of the Kentucky Individual Income
Tax by Income Class, 1950

Burden $hift Net Burden as
from Sales and a Percentage
Motor Vehicle Federal of Adjusted
Income Class Gross Burden Usage Taxes Tax Offset Net Burden  Gross Income
n {2} (3 CH &) -

Less than $ 3,0002 § 1,078,918 $ 198,401 5 2 3 L277.318 | )

§ 3,000- 3,999 1,964,354 236,346 1.641 2,204,054 1.1
4,000 - 4,949 3,237,024 251,795 6,843 3,451,938 1.3
5.0 - 5,959 5,076,241 357,034 11,070 4415183 1.7
6,000 - 6,849y 8,144,731 452,267 43,038 8,351,041 2.1
7.000- 7,999 10,784,263 529,289 55,545 11,225,006 2.8
8,000 - 9,999 27,025,205 1,186,395 356,344 27,825,291 3.0

10,000 - 11,999 31,378,038 1,373,873 745,026 32,006,885 3.4
12,000 - 14,999 53,228,135 2,334,232 2,161,186 53,401,151 3.6
15,000 - 19,999 91,664,410 4,605,447 6,874,109 89,454 778 3.3
20,000 - 24,999 79,841,553 5,262,653 LG4, 004 74,510,522 2.7
25,000 - 29,999 56,042,58+4 4,445,968 11,234,716 44,256,836 - 2.0
30,000 - 34,899 35,197,306 3,296,200 9,443,065 29,050,440 L.5
835,000 & ahove 98 547,957 6 142,717 I8, 767,645 B3,973,029 13
Total $503,270,050 530,815,640 §50,416,270 §433,669,420 2,2b

*The burden on the lowest income groups is exagerated because adjusted gross meome does not include transter income,
®Total net burden as a percentage of total adjusted gross income.

Table 1V
Taxes Exported Under Lxisting Tax Structure, 1980

A i As a
Totul Perewnituge of Pereentage of
Tax & Source of Export Exported Respective Tax Totul of 5 Taxes
Sales and Motor Vehicle
Usage
Federal Income Tax
Offset $107,933,3596 15.05 7.32
Corporation Income Tax
Primary Federal
Ollset 23,733,867 B3 1.61
Secondury Federal
Offset 26,184,117 1G6.92 1.78
Individual Income Tax
Federal Income Tax
Offsat 50,416,270 14.03 5.46
Nonresident Taxpayers 64,821,260 12.18 4.74
Total $305,088.910 20.91
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Table V

Net Combined Burden of Sales and Use Tax, Motor Vehicle Usage Tax, Corporation Income Tax, Individua} Income Tax, -
and Estate and Inherilance Tax by Income Class, 1050

Net Burden of

Sales & Use Net Burden Net Burden
and Motor of Corporation of Individual Net Combinud

Vehicle Usage Income Income Net Combined Burden As a

Tax As a Tax As a Tax As a Burden As « Percentage of

Percentage of Percentage of Percentage of Percentage of Approximate
Adjusted Gross Adjusted Cross Adjusted Gross Adjusted Gross Tulal

income Income Income Income Income
(a @2 3 ) (5

Less than § 3,000 21.1 4.22 1.2 32.6 11.4
$ 3,000 - 3,99% §.2 0.97 1.1 10.3 3.6
4,000 - 4,999 5.4 0.76 1.3 7.6 3.5
5000 - 3,949 53 0.71 L7 7.7 55
6,000 - 6,999 4.7 0.66 2.1 1.5 3.4
7000 - 7,849 4.7 0.64 2.6 H.6 4.6
8,000 - 9,999 4.2 0.60 3.0 14 h.6
10,000 - 11,989 4.1 0.58 3.4 8.0 6.6
12,000 - 14,959 3.7 0.55 3.6 7.8 6.5
15,000 - 19,999 3.3 0.52 3.3 7.2 6.3
20,000 - 24,999 3.0 0.44 37 6.2 3.7
25,000 - 29,999 2.5 0.45 2.0 49 4.5
30,000 - 34,999 2.1 0.43 1.5 4.1 3.5
§35,000 & above 1 . 0.45 L3 35 3.2
Totals 2.9 0.53 2.3 3.9 4.5

“Total Net Burden as A Percentage of Total Adjusted Gross Income for colurnns | through 4 and approximate total income for column 5.

When considered separately, only the individual
income tax showed any degree of progressivity and it
bevame regressive at incomes above $20,000.

Throughout this study we have used adjusted £ross
income as the income buse recognizing its shorteom-
ings. To get some idex of the overregressiveness of
our results, the relative burden is recaleulated using
Browning's (1978, p. 636) national estimates of the
share of transfer income in total income hy income
class. These results are presented as column five of
Table V. The base income is increased and, conse-
quently, the relative burden is dvercased for each
income class. For the lowest income chisses, however,
income is increased more and relative net burden s
decreased more than for middle or higher income
classes. The reason is that transfer income is the
lurgest percentage (63 percent) of total income for
those with adjusted gross income Jess than $4,000 and
declines to only a small percentage (8 percent) for
those with adjusted gross income greater than
§20,000.2 While the basic conclusiun regarding the
regressivity of the five taxes is unaltered, the degree
of regressivity is reduced,

#Hor a review of the importance of transfer income see
Danziger, Haveman and Plotnick (1981),

Conclusions

This <tily has presented estimates of the inei-
dence, or distribution by income class of the burden
of five Kentucky tases whicls wgether aceount for 63
percent of state revenue. As with any incidence
study, asswmptions must be made regarding tax shift-
ing. Purticvlarly controversial are the assuinptions
pertaining to the shifting of the corporate income tax.
We have adopted the posture that assumptions which
are applicable at the federal Ievel are not appropriate
for a stute corporate icoule tax.

Incidenee studies alyo are hindered by data and
measurcment problems. This study benefited from a
rich sowee of tax data available throngh the Kentucky
Revenue Cabinet. The estimates of expenditure on
motor vehivdes and on items subject to the sales tax
based on e 1972.1973 Consumer Expenditure Sur
sey, however, must be viewed with caution. Another
potential shortcoming is the kick of reliable data on
total income.

The conclusion that a state tax structure is regres-
sive is neither new nor surprising. A surprising aspect
of this study is that the Kentucky staie income tux,
while nominally progressive, becomes regressive for
incomes above $20,000. The relatively low income at
which the maximuam rate beconres offective combined
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SUNSETTING TAX EXEMPTIONS

with federal tax deductibility produces this result.
Another result which we found surprising was the
degree of regressivity of the sales tax. While our con-
clusions must be qualified, as adjusted gross income is
used as the base, one would expect,that the exemp-
tions of food, prescription drugs, and utilities would
reduce the regressivity of the sales tax. The deduct-
ibility of the sales tax from both federal and state
income taxes, however, increased its regressivity,
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SUNSETTING TAX EXEMPTIONS: THE WASHINGTON STATE EXPERIENCE

MATTHEW J. COYLE
Deputy Director, Washington State Deapartment of Revenue

It started in Colorado: somebody woke up one day
with the idea that government was too big. Somebody
else observed that it was the fault of governmnent
itsel; while new governmental programs were heing
created in response to changing demands, old pro-
grams continued merrily along without examination.
And somebody else (wiser than most, and perhaps a
student of mass psychology) observed that neither the
executive nor legislative branches of government
were likely to do anything about it.

The solution was brilliant: require governmental
agencies and progrums to justify their continued exis-
tence or be terminated. Furthermore, require the
legislative branch to «ffirmatively approve the con-
tinuation of these programs. In action, delay or indif-
ference would result in termination. Existing pro-
grams would thereby be forced to compete on the
same footing with new programs for scarce tax dollars,
Presumably, some would lose out and government
would be smaller. At the very least, governmental
growth would be reluted to the current demand for
governntental services,

This solution hecame known as the “sunsetting”
process. 1t spread like wildfire among the states,

"eﬁff‘}‘%ﬁf&f&’x :
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- Boards, commissions, agencies, and programs which
had outlived their usefulness were terminated,
reduced, or merged into other programs. Govern-
ment hecame better organized to meet current
demands. Everyone congratulated themselves on how
wise they had been to institute the sunset process . . .
until they tried to sunset tax caemptions in Wash-
ington State.

This is a report un what happened. The focus is pri-
marily upsu the assigned role of the department of
revenue tn the sunset process. However, because the
sunset process is largely legislative in uature, some
attention will be given to legisltive reaction and the
interaction between the department and the legisla-
ture. It will conclude with some personal observations
about the utility of the sunset process as applivd to
reviewing tax exemptions and the role of tax admin-
istrators in that process.

Tax Structure

The department administers virtually all significant
tax exemptions. This includes exemptions from the
property tax, which is otherwise administered locally
by eclected county assessors. Washington's major
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