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Tax Exporting Through Federal Deductibility of State and Local Taxes 

I. Introduction


Tax exporting can occur in many forms.  For example, tax exporting occurs when tourists from one state pay retail sales taxes in another state.  Exporting also results from the fact that state-and-local income taxes and property taxes are deductible from the federal individual income tax.  Among taxpayers who itemize their deductions on the federal return, a marginal dollar of state income tax paid does not cost the taxpayer one dollar.  Instead, in the simplest case, the marginal cost to the taxpayer is $(1-mtr), where mtr is the taxpayer’s marginal tax rate in the federal individual income tax.  For the State of Michigan, Menchik (2003) estimated that approximately 20 percent of state income-tax revenues (net of state tax credits) are exported due to this deductibility effect.


The purpose of this paper is to examine the degree of exporting of deductible state-and-local taxes, for states in the United States.  Using data from the Internal Revenue Service, we estimate the degree of tax exporting for the 50 states and the District of Columbia.  

In this paper, we provide calculations of the extent of exporting of state-and-local income taxes and real-estate taxes, for 2001.  We focus on the effects of (a) the rate of federal itemization among the taxpayers in a state, (b) the marginal tax rates in the federal income tax, (c) the distribution of adjusted gross income and deductible state-and-local taxes among those taxpayers, (d) the structure of exemptions and tax rates in the state-and-local income taxes, and finally (e) the distribution of the deduction subsidy across selected states.  

The chief data resource for this paper is provided by the Statistics of Income Division of the Internal Revenue Service for tax year 2001.  These data can be found at http://www.irs.gov/taxstats/bustaxstats/article/0,,id=130104,00.html.  This data set provides detailed information for a number of aspects of the federal individual income tax, for all 50 states and the District of Columbia.  The data set includes information on itemization status, filing status, deductible expenses claimed by taxpayers who itemize, the distribution of adjusted gross income, and other important details relevant to our research.

II. Itemization Patterns 

A necessary condition for residents of a state to be able to export a portion of deductible taxes is that they choose to itemize their deductions on their federal income tax return.  Taxpayers have a financial incentive to itemize if their aggregate allowable deductions (outlays for mortgage interest, state-and-local income taxes and real-estate taxes, charitable contributions, certain medical expenses, theft and casualty losses, and certain miscellaneous expenses) exceed the standard deduction for their filing status.  In 2001, the standard deduction was $4550 for a single person, $7600 for a married couple filing jointly, $3800 for a married person filing separately, and $6600 for a head of household. 

In which states will there be low itemization probabilities?  All else equal, one would expect states to have low itemization rates if (a) they do not have income taxes, and/or (b) they have relatively low property values (and hence low mortgage interest payments, and possibly low property taxes).  Since many of the activities that generate potentially itemizable deductions are positively correlated with income, we would generally expect that states with low levels of household income would have low itemization rates.  

Table 1 shows that the overall percentage of U.S. taxpayers who itemized on their federal income tax return in tax year 2001 is 34.33 percent. However, there are large differences across and within states.  The proportion itemizing was nearly three times higher in Maryland, at 47.85 percent, than in South Dakota, at 17.04 percent.  One would expect lower itemization rates in the states that do not have general income taxes (Alaska, Florida, Nevada, Hew Hampshire, South Dakota, Tennessee, Texas, Washington, and Wyoming), and Table 1 suggests that this is indeed the case.  

The Statistics of Income data allow a breakdown of state taxpayers into income categories, on the basis of adjusted gross income.  The data set has 12 income categories, including one category for those with zero or negative income.  We combine this category with the lowest group with positive income (under $10,000) to make a single category.  The eleven remaining income categories are the following: under $10,000; $10,000 to $20,000;  $20,000 to $30,000; $30,000 to $50,000; $50,000 to $75,000; $75,000 to $100,000; $100,000 to $150,000; $150,000 to $200,000; $200,000 to $500,000; $500,000 to $1,000,000; and $1 million and above.  Table 1 shows a great deal of variation in the proportion itemizing by income category.  For example, looking at the United States as a whole, the income category with the smallest proportion itemizing—the lowest income group—has 4.74 percent itemizing their deductions.  The income category that has the greatest proportion itemizing (the $200,000 to $500,000 income group) has 94.40 percent choosing to itemize.  It is certainly true that the likelihood of itemizing is positively correlated with income.  This is logical, since a key variable in one’s decision to itemize (the standard deduction) is an absolute amount, rather than a proportion of income.  However, it is also interesting to note the lack of strict monotonicity in itemization likelihood as we move to the very highest income levels.  The proportions itemizing for the two highest groups ($500,000 to $1,000,000, and above $1,000,000) are very high, at 92 percent, but a bit lower than in the $200,000 to $500,000 income group. 

 We also observe the substantial disparities in itemization rates among the income groups with the top itemization rates in the various states.  Not surprisingly, states that do not have general income taxes tend to have a lower proportion of itemizers in their top itemization categories than the states that do have a general income tax.  

III. Marginal Tax Rates

The taxpayer’s federal marginal tax rate is of fundamental importance in determining tax exporting.  We use the SOI data (which are broken out into filing statuses) to compute the average marginal tax rate in each income category in each state (where income is measured by adjusted gross income).
  We are also careful to adjust for double deductibility—in eight states, federal income taxes are deductible for state income-tax purposes, and we adjust the marginal tax rate appropriate for deductibility accordingly.

IV. Tax Exporting

 
In order to compute the amount of state-and-local tax exported by deductibility in each state, we use the Statistics of Income breakdown of the federal income tax by state in 2001.  Table 2 presents our estimates of tax exporting of state-and-local income taxes and real-estate taxes by federal income taxpayers, by state.  Note that there are no zeros for income tax exported, even in the states with no state-and-local income taxes.  This is because part-year residents and some non-residents are subject to state income taxes, even if they file their federal returns in a state that has no income tax.  Hence, it is entirely possible that some taxpayers from a state with no income tax would deduct some state-and-local income taxes on their federal return.  Taxpayers may also take deductions for property taxes paid to jurisdictions in another state.  If they do, they would also receive the corresponding federal offset.

Before we make further detailed comments on Table 2, a few additional considerations must be noted.  First, the numbers presented here are based on a taxpayer’s marginal tax rate on their taxable income—after all itemized deductions are computed—rather than on the “first” dollar deducted.  It is certainly possible that deducting an item could lead some taxpayers to change marginal tax brackets.  Second, in computing the amount of tax exporting for the two deductible taxes, we assume that the likelihood of taking itemized deductions for one tax is independent of the amount of the other tax.  Obviously, if one of these two taxes were no longer deductible, itemization rates would fall, but the table assumes away this interaction.

Table 2 shows large disparities among the states in the amount of tax exporting.  Certainly, the large differences in the sizes of the states are a part of the reason for this.  But much more is going on.  For example, Texas and Florida export smaller absolute amounts of taxes than Georgia, North Carolina, and Massachusetts, even though the latter three states have smaller populations and incomes than Texas and Florida.  The obvious reason for this is that Texas and Florida do not have income taxes.  By relying relatively less on deductible taxes, and relatively more on sales taxes and other non-deductible revenue sources, the people of Florida and Texas have chosen to forego a potential federal subsidy to their taxpayers.
  

A Tale of Two Dakotas


It is interesting to compare the relative amount of tax exporting in the two Dakotas.  Because South Dakota has no state income tax, its northern neighbor exports approximately twice as much to the federal taxpayer, even though South Dakota has a somewhat larger economy.  The difference in tax policies may reflect deep-seated ideological differences among citizens in the two Dakotas, or it may reflect simple inertia (since federal deductibility of sales taxation was removed only 18 years ago), or irrationality.

Another interesting contrast, closer to our home, is the one between Michigan and Maryland.  While Michigan raises over 58 percent more in state-and-local tax revenue than does Maryland, the two states export almost exactly the same amount in taxes due to deductibility.  This is partly due to the fact that the state income tax in Maryland is graduated, whereas Michigan is one of the states with a flat-rate income tax.  All else equal, states with a graduated income tax will be able to engage in more exporting than states with a flat-rate income tax.  As noted by Joel Slemrod (1986), “Because the proportion of itemizing households increases with income, in general the more progressive is the state income tax, the greater will be the degree of tax exporting.  In a sense, by loading the tax burden onto those high-income taxpayers who tend to be itemizers and also have high marginal federal income tax rates, the total net tax burden borne by Minnesotans declines.”  Another vivid comparison is that of Washington versus Oregon.  Washington has no income tax.  Consequently, even though state-and-local taxes are 116% higher in Washington than in Oregon, Washington exports only two-thirds as much.  

Tax Exporting Percentages

Table 2 contains estimates of the aggregate dollar totals for tax exporting.  The estimates in Tables 3 and 4 may facilitate comparisons among the states, because the dollar totals are compared against other yardsticks.  Table 3 provides estimates of the percentage of all state-and-local taxes exported.  Overall, states are able to export 8.8 percent of their revenues, but there are enormous disparities in exporting rates.  At the high end of the spectrum, we have Maryland, New Jersey, New York, and California.  Each of these states has a fairly large and graduated income tax.  At the other extreme, we have Wyoming, South Dakota, Nevada, and Alaska, which have no state income taxes, and Louisiana, which has a small income tax.  Middle-position states include Pennsylvania, Illinois, Michigan, and Colorado, which have flat-rate income taxes.
  

Tax Exporting Rankings

In Table 4, we show the rankings for the 50 states and the District of Columbia, in terms of the amounts of tax exported per tax return.  On the left side of Table 4, we have exported taxes per return.  On the right side of the table, we have exported taxes per itemized return.  The disparities among the states are very substantial.  The national average for exported taxes per return is about $600.  But the amount of exporting per return varies from more than $1200 in New York and Connecticut, to less than $100 in South Dakota.  

When we consider exported taxes per itemized return, the relative differences among the states are somewhat smaller than when we consider all returns.  Nevertheless, the interstate differences of exported taxes per itemized return are still very large.  The national average is about $1750, but the amount ranges from about $3300 for New York to less than $500 for Tennessee.

The rankings in the two parts of Table 4 are fairly similar.  New York, Connecticut, New Jersey, the District of Columbia, and California have the largest degree of exporting, regardless of whether we look at exported taxes per return or exported taxes per itemized return.  Wyoming, Tennessee, and South Dakota have the smallest degree of exporting by either measure.  However, the rankings differ somewhat for a few states, depending on the measure used.  For example, West Virginia ranks 40th in terms of exported taxes per return, but 28th in terms of exported taxes per itemized return.  This is because West Virginia has one of the lowest rates of itemization in the country.

Tax Exporting Across the Income Distribution


Table 5 provides some information on the distribution of the deduction subsidy, an amount estimated in Table 2 to be over $78 billion.  Overall, the deduction subsidy is distributed across taxpayers in a more unequal fashion than adjusted gross income.  For example, while 25 percent of AGI is received by taxpayers at $200,000 of income and above, these taxpayers receive 43.6 percent of the deduction subsidy.  (To be fair, this distributional analysis makes most sense among the upper income groups, since those below $50,000 disproportionately choose to file the standard deduction, since it is more profitable for them to do so.)  In any case, the distribution of the deduction subsidy does vary greatly across states.  The states that have graduated income taxes are also the ones in which the largest share of the deduction subsidy goes to top income recipients, a logical result.  

Florida is an interesting case of a state without an income tax, but with a hefty share of its deduction subsidy going to the wealthy.  Perhaps the income elasticity of housing demand, and consequently real-estate tax payments, is higher in Florida than in other states. 

V. Caveats and Conclusion

In this paper, we have used data for 2001 to estimate the exporting of state-and-local taxes, via deductibility of state-and-local taxes in the federal individual income tax, for the 50 states and the District of Columbia.  Our calculations suggest that, nationwide, taxpayers are able to export about $25 billion of state-and-local tax liability, because of their deductions for state-and-local property taxes on their federal individual income tax returns.  In addition, taxpayers are able to export more than $50 billion because of their deductions for state-and-local income taxes.  There is wide variation among the states in the degree of exporting.  All else equal, more exporting occurs for states with high levels of income, because higher incomes lead to a higher probability of itemizing deductions on the federal return.  Another important determinant of exporting is whether a state has an income tax.  Seven states have no income tax, and two states have an income tax that applies only to dividends and interest income.  All of these states rank near the bottom in terms of the relative amount of tax exporting.  Among the states that do have an income tax, those with a graduated rate structure tend to generate higher relative amounts of tax exporting.

In this paper, we have not dealt with the Alternative Minimum Tax (AMT), even though it has an effect on the degree of exporting of state-and-local taxes.  The AMT increases the federal tax liability for certain taxpayers whose federal taxes are calculated to be “too low”, as a result of personal exemptions and certain deductions.  State-and-local taxes are among the deductible items that can trigger AMT liability.  Thus, all else equal, a taxpayer with large deductions for state-and-local income taxes is likely to owe more AMT than a taxpayer with smaller deductions.  For taxpayers who are subject to the AMT, the benefit of deductibility is reduced, as is the extent of tax exporting.  

The percentage of AMT taxpayers in our data set is low (1.8%).  However, unless current law is not changed, AMT usage is forecasted to grow dramatically in the next few years (Congressional Budget Office, 2004).  This trend would have a very substantial effect on state-and-local tax exporting.  While this paper makes no adjustment for the effect of the AMT, we intend to incorporate these effects in our future efforts. 

As is so often the case, research findings suggest additional questions.  For example, why do so many states forego the “free lunch” available through deductible taxes, and to what extent does this free lunch affect states’ behavior?
  This leads to a related interesting question: If federal deductibility were to end, would states move away from distributionally progressive tax regimes?
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	Table 1

Percentage Itemizing Their Deductions by State in 2001

	State
	Percentage Itemizing
	Percentage Itemizing in Income Category in which Smallest Proportion Itemize
	Percentage Itemizing in Income Category in which Greatest Proportion Itemize
	
	State
	Percentage Itemizing
	Percentage Itemizing in Income Category in which Smallest Proportion Itemize
	Percentage Itemizing in Income Category in which Greatest Proportion Itemize

	USA
	34.33
	4.74
	94.40
	
	Missouri
	31.43
	3.49
	97.01

	Alabama
	30.41
	3.84
	91.44
	
	Montana
	31.64
	6.09
	95.73

	Alaska
	25.34
	2.01
	80.57
	
	Nebraska
	30.11
	3.51
	96.80

	Arizona
	30.09
	6.86
	96.80
	
	Nevada
	35.54
	6.61
	85.71

	Arkansas
	24.56
	3.15
	90.76
	
	New Hampshire
	35.22
	4.12
	90.62

	California
	38.53
	6.32
	98.36
	
	New Jersey
	43.69
	5.47
	98.63

	Colorado
	40.76
	6.09
	96.08
	
	New Mexico
	28.49
	3.87
	95.62

	Connecticut
	42.51
	4.60
	98.80
	
	New York
	38.66
	3.96
	99.11

	Delaware
	37.12
	3.33
	97.13
	
	North Carolina
	36.59
	4.84
	98.26

	Dist. of Col.
	39.68
	4.82
	98.98
	
	North Dakota
	19.75
	2.73
	92.74

	Florida
	28.75
	5.38
	83.08
	
	Ohio
	34.63
	2.98
	97.90

	Georgia
	37.80
	4.39
	98.21
	
	Oklahoma
	29.41
	3.64
	96.74

	Hawaii
	33.87
	5.50
	95.62
	
	Oregon
	41.75
	8.02
	98.30

	Idaho
	36.69
	6.21
	96.45
	
	Pennsylvania
	31.97
	3.05
	95.06

	Illinois
	35.24
	4.12
	96.03
	
	Rhode Island
	36.88
	3.71
	98.26

	Indiana
	31.80
	3.12
	96.09
	
	South Carolina
	32.67
	3.73
	97.50

	Iowa
	32.06
	4.09
	97.53
	
	South Dakota
	17.04
	2.32
	67.56

	Kansas
	31.29
	3.82
	97.82
	
	Tennessee
	23.44
	2.93
	82.62

	Kentucky
	31.37
	3.54
	96.46
	
	Texas
	22.55
	2.73
	82.48

	Louisiana
	21.25
	2.15
	90.31
	
	Utah
	40.96
	4.75
	92.16

	Maine
	31.68
	3.84
	97.52
	
	Vermont
	32.15
	4.58
	97.20

	Maryland
	47.85
	5.11
	99.06
	
	Virginia
	39.80
	3.85
	98.24

	Massachusetts
	39.93
	4.68
	97.70
	
	Washington
	34.66
	5.42
	85.57

	Michigan
	37.17
	3.77
	97.37
	
	West Virginia
	18.53
	1.56
	95.58

	Minnesota
	41.71
	4.12
	98.56
	
	Wisconsin
	38.46
	4.15
	97.42

	Mississippi
	22.81
	2.38
	94.56
	
	Wyoming
	20.62
	3.16
	72.09

	Source:  2001 Statistics of Income; U.S. Income Tax Data


	Table 2

	Amount of Real-Estate Taxes and State-and-Local Income Taxes Exported in 2001 

	(in millions of dollars)

	State
	Real-Estate Tax
	Income Tax
	Totala
	 
	State
	Real-Estate Tax
	Income Tax
	Totala

	USA
	25,282.4
	52,786.2
	78,068.6
	
	Missouri
	283.2
	791.7
	1,074.9

	Alabama
	81.3
	333.6
	415.0
	
	Montana
	36.8
	94.9
	131.7

	Alaska
	47.9
	4.1
	52.0
	
	Nebraska
	118.2
	241.6
	359.7

	Arizona
	266.5
	555.0
	821.5
	
	Nevada
	132.0
	71.8
	203.8

	Arkansas
	45.7
	272.8
	318.5
	
	New Hampshire
	209.3
	93.9
	303.2

	California
	3,370.9
	11,730.0
	15,100.8
	
	New Jersey
	2,068.4
	2,673.7
	4,742.0

	Colorado
	295.8
	812.3
	1,108.1
	
	New Mexico
	65.7
	263.4
	329.1

	Connecticut
	710.8
	1,371.7
	2,082.5
	
	New York
	2,733.8
	8,329.0
	11,062.8

	Delaware
	44.7
	160.5
	205.2
	
	North Carolina
	434.3
	1,536.0
	1,970.3

	Dist. of Columbia
	38.8
	275.0
	313.8
	
	North Dakota
	28.6
	34.0
	62.6

	Florida
	1,322.9
	342.5
	1,665.4
	
	Ohio
	850.1
	2,256.7
	3,106.8

	Georgia
	519.3
	1,470.6
	1,990.0
	
	Oklahoma
	96.5
	384.4
	480.9

	Hawaii
	33.0
	208.4
	241.5
	
	Oregon
	285.4
	821.3
	1,106.7

	Idaho
	62.3
	203.5
	265.8
	
	Pennsylvania
	1,172.6
	1,817.2
	2,989.9

	Illinois
	1,618.4
	1,667.5
	3,285.9
	
	Rhode Island
	133.9
	226.9
	360.8

	Indiana
	303.6
	791.1
	1,094.7
	
	South Carolina
	149.4
	542.9
	692.3

	Iowa
	146.9
	334.8
	481.8
	
	South Dakota
	25.9
	6.4
	32.2

	Kansas
	158.2
	420.2
	578.4
	
	Tennessee
	211.6
	81.4
	293.0

	Kentucky
	137.0
	617.7
	754.7
	
	Texas
	1,759.5
	149.1
	1,908.6

	Louisiana
	64.7
	277.3
	342.0
	
	Utah
	103.2
	331.2
	434.4

	Maine
	94.4
	229.8
	324.2
	
	Vermont
	68.8
	94.3
	163.1

	Maryland
	606.2
	1,861.0
	2,467.1
	
	Virginia
	620.9
	1,582.7
	2,203.6

	Massachusetts
	933.7
	2,099.0
	3,032.7
	
	Washington
	584.1
	96.4
	680.5

	Michigan
	952.6
	1,521.2
	2,473.8
	
	West Virginia
	26.4
	156.2
	182.6

	Minnesota
	483.9
	1,328.6
	1,812.5
	
	Wisconsin
	676.7
	1,031.3
	1,708.1

	Mississippi
	52.7
	176.3
	229.0
	
	Wyoming
	14.9
	13.3
	28.1

	a Total assumes no interaction effects
	
	
	
	
	
	

	Source: Authors' calculations using 2001 Statistics of Income; U.S. Income Tax Data


	                                                                                     Table 3

                                 Percentage of All State-and-Local Taxes Exported in 2001, By State


	State
	
	
	Percentage Exported
	
	State
	  Percentage Exported
	 
	

	United States
	 
	 
	             8.8
	
	Missouri 
	
	 
	 7.0

	Alabama
	 
	 
	             4.9
	
	Montana
	6.1
	
	

	Alaska
	 
	 
	             2.4
	
	Nebraska
	                 6.9 
	 
	

	Arizona
	 
	 
	             5.7
	
	Nevada                                           
	3.2
	 
	

	Arkansas 
	.
	 
	             5.0
	
	New Hampshire
	8.6
	 
	

	California
	 
	 
	           12.5
	
	New Jersey
	               13.9
	 
	

	Colorado
	 
	 
	             8.1
	
	New Mexico
	                 6.8
	 
	

	Connecticut 
	 
	 
	           13.7
	
	New York
	               12.5
	 
	

	Delaware
	 
	 
	             7.7
	
	North Carolina
	                 8.8
	 
	

	District of Columbia
	 
	 
	             9.7
	
	North Dakota
	                 3.6
	 
	

	Florida
	 
	 
	             3.8
	
	Ohio
	                 8.7
	
	

	Georgia
	 
	 
	             8.3
	
	Oklahoma
	                 5.8
	 
	

	Hawaii
	 
	 
	             5.7
	
	Oregon
	               11.2
	 
	

	Idaho
	 
	 
	             8.1
	
	Pennsylvania
	                 8.0
	 
	

	Illinois
	 
	 
	             8.0
	
	Rhode Island
	               10.1
	 
	

	Indiana
	 
	 
	             6.5
	
	South Carolina
	                 7.1
	 
	

	Iowa
	 
	 
	             5.8
	
	South Dakota
	                 1.7
	 
	

	Kansas
	 
	 
	             7.3
	
	Tennessee
	                 2.3
	 
	

	Kentucky
	 
	 
	             7.1
	
	Texas
	                 3.3
	 
	

	Louisiana
	 
	 
	             2.9
	
	Utah
	                 7.5
	 
	

	Maine
	 
	 
	             7.3
	
	Vermont
	                 8.4
	 
	

	Maryland
	 
	 
	           15.6
	
	Virginia
	               10.1
	 
	

	Massachusetts
	 
	 
	           12.7
	
	Washington
	                 3.5
	 
	

	Michigan
	 
	 
	             8.0
	
	West Virginia
	                 4.0
	 
	

	Minnesota
	 
	 
	             9.9
	
	Wisconsin
	                 9.2
	 
	

	Mississippi
	 
	 
	             3.5
	
	Wyoming
	                 1.6
	 
	

	Source:  Authors’ Calculations Based on 2001 Statistics of Income; U.S. Income Tax Data.  

 


Table 4

Rankings of States, By Measures of Tax Exporting
	
	
	
	
	
	Exported

	
	
	Exported
	
	
	Taxes

	
	
	Taxes
	
	
	Per

	
	
	Per
	
	
	Itemized

	Ranking
	State
	Return
	Ranking
	State
	Return

	      1
	New York
	$1,276.36 
	             1
	New York
	$3,306.97 

	      2
	Connecticut
	$1,240.28 
	             2
	Connecticut
	$2,917.39 

	      3
	New Jersey
	$1,159.96 
	             3
	Dist. of Columbia
	$2,801.01 

	      4
	Dist. of Columbia
	$1,111.55 
	             4
	New Jersey
	$2,655.25 

	      5
	California
	$1,002.24 
	             5
	California
	$2,600.90 

	      6
	Massachusetts
	   $976.33 
	             6
	Massachusetts
	$2,445.34 

	      7
	Maryland
	   $955.08 
	             7
	Maryland
	$1,995.98 

	      8
	Minnesota
	   $759.99 
	             8
	Rhode Island
	$1,972.75 

	      9
	Rhode Island
	   $727.48 
	             9
	Minnesota
	$1,822.11 

	    10
	Oregon
	   $704.13 
	           10
	Wisconsin
	$1,714.73 

	    11
	Wisconsin 
	   $659.49 
	           11
	Oregon
	$1,686.52 

	    12
	Virginia
	   $653.37 
	           12
	Vermont
	$1,683.60 

	    13
	Illinois
	   $568.98 
	           13
	Maine
	$1,675.89 

	    14
	Ohio
	   $560.03 
	           14
	Virginia
	$1,641.78 

	    15
	Georgia
	   $544.35 
	           15
	Ohio
	$1,617.30 

	    16
	Vermont
	   $541.33 
	           16
	Pennsylvania
	$1,615.22 

	    17
	North Carolina
	   $539.99 
	           17
	Illinois
	$1,614.69 

	    18
	Michigan
	   $539.52 
	           18
	Kansas
	$1,508.12 

	    19
	Delaware
	   $538.88 
	           19
	Nebraska
	$1,482.40 

	    20
	Maine
	   $530.85 
	           20
	North Carolina
	$1,475.94 

	    21
	Colorado
	   $525.38 
	           21
	Delaware
	$1,451.67 

	    22
	Pennsylvania
	   $516.42 
	           22
	Michigan
	$1,451.44 

	    23
	New Hampshire
	   $479.04 
	           23
	Georgia
	$1,439.90 

	    24
	Kansas
	   $471.83 
	           24
	Kentucky
	$1,367.60 

	    25
	Idaho
	   $471.34 
	           25
	New Hampshire
	$1,360.07 

	    26
	Utah
	   $454.90 
	           26
	New Mexico
	$1,359.08 

	    27
	Nebraska
	   $446.30 
	           27
	Missouri
	$1,332.47 

	    28
	Kentucky
	   $428.99 
	           28
	West Virginia
	$1,313.22 

	    29
	Missouri
	   $418.82 
	           29
	Colorado
	$1,288.90 

	    30
	Hawaii
	   $418.04 
	           30
	Idaho
	$1,284.80 

	    31
	Indiana
	   $387.61 
	           31
	Hawaii
	$1,234.27 

	    32
	New Mexico
	   $387.18 
	           32
	Indiana
	$1,218.73 

	    33
	South Carolina
	   $384.73 
	           33
	South Carolina
	$1,177.67 

	    34
	Arizona
	   $373.16 
	           34
	Arkansas
	$1,156.38 

	    35
	Iowa
	   $360.06 
	           35
	Iowa
	$1,123.03 

	    36
	Oklahoma
	   $326.55 
	           36
	Utah
	$1,110.57 

	    37
	Montana
	   $308.49 
	           37
	Oklahoma
	$1,110.35 

	    38
	Arkansas
	   $284.05 
	           38
	North Dakota
	$1,051.50 

	    39
	Washington
	   $244.01 
	           39
	Arizona
	   $979.57 

	    40
	West Virginia
	   $243.32 
	           40
	Montana
	   $975.06 

	    41
	Alabama
	   $219.23 
	           41
	Texas
	   $919.69 

	    42
	Florida
	   $218.26 
	           42
	Mississippi
	   $861.50 

	    43
	Nevada
	   $207.84 
	           43
	Louisiana
	   $855.47 

	    44
	North Dakota
	   $207.67 
	           44
	Florida
	   $759.04 

	    45
	Texas
	   $207.40 
	           45
	Alabama
	   $720.98 

	    46
	Mississippi
	   $196.53 
	           46
	Washington
	   $703.92 

	    47
	Louisiana
	   $181.81 
	           47
	Alaska
	   $616.08 

	    48
	Alaska
	   $156.13 
	           48
	Nevada
	   $584.83 

	    49
	Wyoming
	   $117.75 
	           49
	Wyoming
	   $570.94 

	    50
	Tennessee
	   $114.54 
	           50
	South Dakota
	   $532.49 

	    51
	South Dakota
	     $90.71 
	           51
	Tennessee
	   $488.60 

	
	
	
	
	
	

	
	 US Average
	   $602.88 
	
	 US Average
	$1,750.80 


Table 5

Distribution of the Deduction Subsidy

Distribution of U.S. Adjusted Gross Income, by Income Category:

        Under $50,000   

$50K to $100K   
$100K to $200K  
$200K and above
               21.8%
      
        33.4%

          19.8%

         25.0%    

Distribution of the subsidy received by deducting state-and-local income taxes and real-estate taxes from the federal individual income tax return:

          
     Under $50,000  
   $50K to $100K   
$100K to $200K  
$200K and above
United States     6.6%                         25.0%                         24.7%                          43.6%  

California          3.7%                        16.2%             
           23.6%                           56.6%

New York         4.8%                         18.8%            
           19.8%                           56.7%

Texas                 8.1%                        29.0%                          31.1%                           31.8%

Florida             10.7%                        24.9%                          22.6%                           41.8%

Illinois               7.7%                        28.9%                          26.4%                           37.0%

Pennsylvania     9.4%                        33.6%                          26.3%                           30.7%

Michigan           8.5%                        34.6%                          29.0%                           27.9%  

Ohio                 10.7%                        32.8%                         23.2%                           33.3%

New Jersey        5.4%                        21.1%                          26.5%                           47.0%

Georgia             6.9%                        26.5%                           26.5%                          40.1%

Appendix: Data Sources and Procedures

1. Internal Revenue Service Data for States for 2001


Federal individual tax returns are only available to researchers under very particular circumstances.  As a result, for this study, we have used data that are aggregated into cells within each state.  The primary source of these data is available at the web site of the Internal Revenue Service.  The file “Individual Tax Statistics – State Income for 2000 and 2001” is at http://www.irs.gov/taxstats/bustaxstats/article/0,,id=130104,00.html.  For each of the 50 states and the District of Columbia, this data source provides a wealth of information for each of 12 income classes, organized by Adjusted Gross Income (AGI).  The data source includes information for both 2000 and 2001.  We concentrate on the data from the more recent of these two years.

2. Adjusted Gross Income Classes for Each State

Fortunately, many of these procedures are likely to give fairly accurate results, since the disaggregation by AGI class is fairly detailed.  As a result, within each AGI class in each state, the group of taxpayers is likely to be fairly homogeneous.  The AGI classes in our data are those described early in our paper.  We have a total of 11 AGI classes for each of the 50 states and the District of Columbia.

3. Filing Statuses for Each AGI Class for Each State

These IRS data include information on the number of returns and the dollar amounts, for a large number of income sources, deductions, credits, etc.  For each AGI class within each state, this source also gives the total number of returns filed, as well as the number of returns for three of the four filing statuses (married filing jointly, single, and head of household).  On the basis of this information, it is then possible to calculate the number of returns for the fourth filing status (married filing separately).  In every state, in our lowest income class, the majority of taxpayers are single filers.  As AGI increases, there is a rapid increase in the proportion of returns that are married couples filing jointly.  

4. Itemization Rates for Each Filing Status for Each AGI Class for Each State


The marginal tax rates play a crucial role in determining the extent of tax exporting.  Consequently, it is important for us to distinguish among the four filing statuses, because each of them is associated with a different schedule of marginal tax rates.  The IRS data source provides the number of returns with itemized deductions, for each AGI class for each state.  However, these are not broken down further by filing status.  We assume that the total number of itemizers in each AGI class in each state is allocated across the four filing statuses according to the same proportions as the total number of returns in that AGI class in that state.  Not surprisingly, there is a rapid increase in the proportion of taxpayers who are itemizers, as we move up the income scale.  However, it is interesting to note that, in every state, some taxpayers in every AGI class choose not to itemize.  This even extends to the cells for those with AGI greater than $1,000,000.

5. Number of Exemptions


Our calculations depend critically on the marginal tax rates.  For each filing status, the marginal tax rates are a function of taxable income.  The IRS data set has information on taxable income for each AGI class for each state.  However, as mentioned above, the IRS data set does not disaggregate this information by filing status.  Since the marginal tax rates can be substantially different for taxpayers in different filing statuses, it is important to make an effort to calculate the taxable income for each of the filing statuses within each AGI class for each state.  It would be possible to allocate the totals for taxable income across the filing statuses on the basis of the number of returns in the filing statuses.  (This is the procedure that we followed in calculating itemization rates, above.)  However, even though we believe that itemization behavior in each AGI class is likely to be distributed across the four filing statuses in a fairly uniform way, we doubt whether taxable income is distributed uniformly.  The reason for this is that taxable income is a function of AGI and the number of exemptions.   We know that the number of exemptions differs substantially among the filing statuses.  By definition, single filers have only one exemption, whereas the other statuses have at least two.


Unfortunately, information on the number of exemptions is not available in the IRS data set.  Therefore, it is necessary to go outside the IRS data set, to find an approximation of the number of exemptions for each filing status for each AGI class in each state.  For this purpose, we use the Census Public Use Microsample (PUMS).  


The most recent PUMS data are from the 2000 Census, with data for 1999.  The income levels shown for each household in the PUMS data are different from the AGI levels in the IRS data, for two reasons.  First, the Census definition of income is not identical to the IRS definition of income.  Second, we are using Census data for 1999, whereas our IRS data are for 2001.  We do not have a good way of dealing with the first of these difficulties.  For the second, we multiply the PUMS income levels by the ratio of nominal personal income for 2001 to nominal personal income for 1999.  This gives us an income figure that can be compared to the AGI cutoffs in the IRS data.


We then group the records in the PUMS file that are in each income class for each state.  For those with more than one person in the household, we first distinguish between those with one adult and those with more than one adult.  We then calculate the average number of persons in the household.  For those with one adult, we use these numbers as our average numbers of exemptions for heads of household.  For those with more than one adult, we use these numbers as our average numbers of exemptions for married-couple households.

6. Exemption Amounts


Once we have calculated the average number of exemptions per household for each cell, the next step is to calculate the amount by which taxable income is reduced by the exemptions.  For most cells in the IRS data set, the dollar amount of the exemptions is equal to the product of (a) the average number of exemptions per household in the cell, (b) the number of returns in the cells, and (c) $2900, which was the personal exemption amount in 2001.  


However, for certain cells with higher levels of income, the personal exemptions are subject to a “claw-back”.  In tax year 2001, the exemption was phased out, or clawed back, over certain ranges for adjusted gross income (AGI).  The exemption was phased out over a unique AGI range for each filing status.


Define LOWER as the lower limit of the phase-out (i.e., the AGI level at which the phase-out begins).  Similarly, define UPPER as the upper limit of the phase-out range.  The per-person exemption amount is then defined by:

EXEMPTION = 

(a) $2900, 




if AGI < LOWER;

(b) $2900 – 0.0232*(AGI – LOWER),
if LOWER < AGI < UPPER;

(c) zero, 




if AGI > UPPER
The values for LOWER and UPPER are shown in a table available upon request.


On the basis of this formula, virtually all taxpayers with AGI below $100,000 receive the full exemption of $2900 per person.  The next few AGI classes have positive exemption amounts, although the amounts are less than the full $2900.  In the highest two AGI classes, the exemptions have been phased out completely, so that taxpayers do not receive any tax benefits from the exemptions.


As a result of the “phase-out” or “claw-back” of the personal exemptions, there is an income range over which a taxpayers’ effective marginal tax rate (MTR) associated with an increase in income is greater than the official MTR from the tax tables.  However, for our purposes, it is important to distinguish between the MTR on income and the MTR associated with deductions.  Economists usually think of each taxpayer as facing a single, unique MTR.  However, in this context, the taxpayer faces two different MTRs.  If we hold constant the amount of deductions, a taxpayer in the phase-out range of the personal exemptions will face an increased MTR on a marginal dollar of income.  However, if we hold constant the amount of income, this same taxpayer will face the standard statutory MTR for an additional dollar of itemized deductions.  This is because the claw-back of the personal exemptions is triggered only by AGI, and not by itemized deductions.  Thus, at the margin, itemized deductions do not have any effect on the MTR of a taxpayer whose income puts him or her in the phase-out range for personal exemptions.


Nevertheless, it is still important for us to calculate the personal exemptions, as modified by the claw-back.  This is because, as stated above, the personal exemptions have an important effect on taxable income (especially for large households).  Since the MTRs depend on taxable income, it is crucial to calculate taxable income as closely as possible.  In the lower AGI classes, taxpayers receive the full benefit of the exemptions, and their taxable incomes are reduced accordingly.  However, for those with higher AGI, the benefit of the exemptions is reduced or even eliminated.  Clearly, this will have an effect on the taxable incomes for some cells.

7. Deduction Amounts


The itemized deductions are also subject to a phase-out.  The phase-out for itemized deductions is even more complicated than the phase-out for personal exemptions.  This is because the claw-back for itemized deductions can be triggered by either of two distinct formulas.  One of these depends on the amount of certain itemized deductions.  If this formula were the one to trigger the claw-back, then the taxpayer’s MTR for itemized deductions would be affected, and our calculations of the amount of tax exporting would be affected.  (See #6, above, for the distinction between the MTR for income and the MTR for deductions.)  The other formula depends on AGI.  If this formula were the one to trigger the claw-back, then the taxpayer’s MTR for itemized deductions would not be affected, and our calculations of the amount of tax exporting would be unchanged.


The first part of the determination of the claw-back involves taking 80% of certain allowable deductions.  The deductions that are not included in this calculation are medical and dental expenses, investment interest, and casualty and theft losses.  In our main IRS data source, we have data for each cell for total itemized deductions, and for medical and dental expenses.  We approximate investment interest and casualty and theft losses for each cell, by using an IRS data source that has information on these items, although the data are disaggregated by AGI class, but not by state.  (See “Table 2.1—2001 Individual Income Tax Returns with Itemized Deductions: Sources of Income, Adjustments, Itemized Deductions by Type, Exemptions, and Tax Items, by Size of Adjusted Gross Income”, at http://www.irs.gov/pub/irs-soi/01in21id.xls.)  By using these data, which are not disaggregated by state, we assume effectively that investment interest and casualty and theft losses are distributed across AGI classes in each state, in the same way in which they are distributed across AGI classes for the nation as a whole.  (Note that the data in Table 2.1 could be used for the same AGI classes as the data in our main IRS data file, with one exception.  Table 2.1 has a single AGI category from $100,000 to $200,000, whereas our main IRS data file has separate categories for AGI from $100,000 to $150,000 and from $150,000 to $200,000.  Therefore, we make the same assumption for both of these AGI categories.)  After subtracting medical and dental expenses, approximated investment interest, and approximated casualty and theft losses from total itemized deductions, we multiply the result by 80%.  This becomes one of the pieces of information that is used in determining the claw-back for itemized deductions for selected taxpayers.  


The second part of the calculation involves taking 3% of the difference between the taxpayer’s AGI and a threshold amount of AGI.  For married persons filing separately, the threshold amount of AGI was $66,475 in 2001.  For all other filing statuses, the threshold amount of AGI was $132,950.  


If the taxpayer’s AGI is greater than the thresholds described in the previous paragraph, the taxpayer takes the smaller of these two results, and subtracts that amount from total itemized deductions.  The resulting difference is the amount that the taxpayer is actually able to deduct on Schedule A.  


In our calculations, we have to use cell averages for our state/AGI/filing-status cells.  According to our calculations, 3% of the difference between the taxpayer’s AGI and the AGI threshold is smaller than 80% of allowable deductions in every case.  Thus, as it turns out in our calculations, 3% of the difference between the taxpayer’s AGI and the AGI threshold is used in determining the claw-back for every cell.  This means that, in our aggregated data, the MTR for itemized deductions is unaffected by the claw-back.  We recognize, of course, that some individual taxpayers would face a claw-back determined by 80% of allowable deductions.

8. Marginal Tax Rates


Based on the procedures described above, we calculate an average value of taxable income for each filing status in each AGI class in each state.  Then, once we have a value for taxable income, we can calculate the MTR.  (The graduated schedule of MTRs is shown in a table available upon request.)  The brackets for married couples filing jointly are twice as wide as the brackets for married persons filing separately, and the brackets for heads of household and single filers are in between.


If we had tax returns for individual households, it would be straightforward to calculate the precise value of the MTR for each household.  However, with our aggregated data, some of the cells are associated with an income range that crosses one of the kinks of the MTR schedule.

In every state, for every filing status, our calculations indicate that the bottom AGI class has a MTR of zero.  (Of course, some individual taxpayers in this AGI class could have positive amounts of taxable income, but the average value of taxable income for the cell is negative.)  In every state, for every filing status, we also find that the top two AGI classes are faced with the top MTR of 39.1%.  Thus, in our data, the problem of crossing one of the kinks of the MTR schedule does not arise for these cells at the top and bottom of the income distribution.  However, the problem does arise for some of the other cells.  In these cases, it is necessary to make some assumption about the distribution of taxable income among the households within the cell, so that we can calculate a weighted-average MTR for the cell.

We begin by calculating a range of taxable income for each cell.  We already have an average value for taxable income for the cell.  We assume that this average value is at the center of the distribution of taxable income among the households in the cell.  Then, we assume that the range of taxable income for the cell is just as wide as the range of AGI for the cell.  (For example, for the $30,000 to $50,000 AGI class, we assume that the highest value of taxable income in the class is $20,000 greater than the lowest value of taxable income in the class.)  If this calculated range of taxable incomes does not cross a kink of the MTR schedule, we adopt the MTR from the tax table without further adjustment.  If the calculated range of taxable incomes does cross a kink, we assume that the households in the cell are distributed uniformly over the range.  We then calculate a simple weighted average MTR for the cell, based on the proportion of the households in the cell that are below the kink and the proportion that are above the kink.  

Clearly, this procedure is not perfect, since the income within each cell is not actually distributed uniformly.  However, the procedure is unlikely to introduce a substantial amount of bias, because the AGI ranges within each cell are sufficiently small.  (For the top AGI class, the range is open-ended, and the next AGI class covers a range of $500,000.  However, our calculations indicate that the lowest level of taxable income within each of these classes is above the final kink in the MTR schedule.  Thus, this procedure does not apply for those AGI classes.)

Before 1981, the MTR schedules had large numbers of brackets, with some of the brackets covering a relatively small income range.  If we had been following this procedure in the face of such narrow brackets, we would have had some cells that cross more than one kink.  However, the MTR schedule in 2001 had only five brackets, each of which applied to a fairly wide range of taxable incomes.  Consequently, we did not find any cells for which the range of taxable income crossed more than one kink of the MTR schedule.

9. Joint Deductibility of State and Federal Income Taxes


State-and-local income taxes are deductible from federal taxes for all taxpayers in the United States.  For taxpayers in most states, the reverse is not true—most states do not allow their taxpayers to deduct federal taxes from the state income tax.  However, such joint deductibility is allowed in eight states.  (These eight states, along with the top marginal tax rate in the MTR schedule in the state, are shown in a table available upon request.)  Information on the rate schedules for the individual income taxes in these and other states is available from the web site of the Federation of Tax Administrators, at http://www.taxadmin.org/fta/rate/ind_inc.html.  We gathered specific information for these eight states for 2001 from the state web sites.  These sources include the following: For Alabama 2001 income-tax instructions, http://www.ador.state.al.us/incometax/2001_forms/01f40bk.pdf.  For the Iowa 2001 income-tax form, http://www.iowaccess.org/tax/forms/0141001.pdf.  For the Iowa 2001 tax tables,

http://www.iowaccess.org/tax/forms/0141026.pdf.  For the Louisiana 2001 income-tax form,

http://www.rev.state.la.us/forms/taxforms/540(1_01).pdf.  For the Louisiana 2001 tax tables,

http://www.rev.state.la.us/forms/taxforms/TTRB(1_01).pdf.  For the Louisiana 2001 income-tax instructions, http://www.rev.state.la.us/forms/taxforms/540i(1_01).pdf.  For the Missouri 2001 income-tax form, http://www.dor.mo.gov/tax/personal/individual/forms/2001/m1040.pdf.  For the Missouri 2001 income-tax instructions, http://www.dor.mo.gov/tax/personal/individual/forms/2001/m1040i.pdf.  For the Missouri 2001 tax tables, http://www.dor.mo.gov/tax/personal/individual/forms/2001/moa.pdf.  For the Missouri 2001 income-tax instructions with tax tables, 

http://www.discoveringmontana.com/revenue/formsandresources/01forms/01-LONGBK.pdf.

For the Oklahoma 2001 income-tax instructions, forms, and tables, 

http://www.oktax.state.ok.us/oktax/forms01/511pkt01.pdf.  For the Oregon 2001 income-tax form, http://www.oregon.gov/DOR/PERTAX/docs/2001Forms/01-Form40.pdf.  For the Oregon 2001 income-tax instructions and tables, http://www.oregon.gov/DOR/PERTAX/docs/2001Forms/01-FullYr.pdf.  For the Utah 2001 income-tax return, http://tax.utah.gov/forms/2001/tc-40.pdf.  For the Utah 2001 income-tax instructions, http://tax.utah.gov/forms/2001/tc-40inst.pdf.  These sources provide valuable information on the tax brackets for the various filing statuses, in the eight states with joint deductibility.  (Note that these eight states adopt a variety of different configurations of filing statuses.  Many states do not use the same four filing statuses that are used in the federal individual income tax.)

Some six states (Colorado, Illinois, Indiana, Massachusetts, Michigan, and Pennsylvania) have a flat-rate individual income tax, with a single marginal rate on all taxable income.  However, every one of the eight states with joint deductibility has a graduated MTR schedule.  This means that the state tax rate against which federal taxes would be deducted will differ across the taxpayers in the state.  Using the state tax tables for each of these eight states, we calculate the state MTR on the basis of the assumption that their taxable income for state income-tax purposes is the same as their taxable income for the federal income tax.  (This assumption is unlikely to cause substantial bias in the cases of Alabama, Missouri, Oklahoma, Oregon, and Utah, because the state income taxes in these states reach their top MTR at very low levels of taxable income.)

Utah has a top MTR of 7.0%.  However, Utah taxpayers are only allowed to deduct half of their federal taxes on their state return.  Therefore, in our calculations, we use 3.5% as the effective MTR in Utah.  

The issue is also more complicated in Missouri and Oregon, because these states place a cap on the amount of federal taxes that may be deducted from the state income-tax return.  For Missouri and Oregon taxpayers whose federal income taxes are above the limit, this deduction works as a lump-sum rebate.  Consequently, for the cells with high AGI in Missouri and Oregon, the MTR for our calculations is unaltered.  Finally, Oklahoma has the most complicated system of all, because it allows taxpayers a choice of whether to deduct their federal taxes from their state return.  Those who choose to take the deduction have a different schedule of MTRs from those who do not.  

 ENDNOTES

� For the details of these calculations, see the data appendix.  


� When tax exporting is discussed in a policy context, the focus is on the choices made by the various state and local governments.  However, when we consider the state income taxes deducted from federal returns by taxpayers who reside in states with no income taxes, we are in a somewhat different category.  This type of tax exporting does not appear to be the result of any policy decisions made by the legislators in the states with no income taxes.


� We also assume that, when the residents of a state export their taxes “to Washington, D.C.”, there is no offsetting re-export.  In a sense, however, it is fair to say that when Washington, D.C. (i.e., the federal government) pays, so do we all.  Thus, if we were to assume that exported taxes are borne by all taxpayers in the United States, about one-eighth of the amounts exported by California would eventually be borne by California residents.  On the other hand, only an extremely small portion of the taxes exported by small states would boomerang in this fashion.  Our calculations do not include any adjustment of this type.


� At one time, state-and-local sales taxes were also deductible from the federal individual income tax, but that deduction was removed by the Tax Reform Act of 1986.  However, the deductibility of state-and-local sales taxes was partly resuscitated by the tax bill passed in 2004.  That new law allows taxpayers to choose to deduct either their state-and-local income taxes, or their sales taxes, but not both.  This new provision of the law does not show up in the data from 2001 that we use in this paper, but it could have an effect on our planned projections of tax exporting in future years.


� Table 3 shows exported taxes as a percentage of all state-and-local taxes, and not just as a percentage of potentially exportable taxes.  Thus, the numbers in Table 3 depend not only on the size and structure of the potentially itemizable taxes in each state, but also on the size of the other taxes.  Thus, there is no inconsistency between the fact that Michigan exports 8 percent of its taxes, and Menchik’s result that about 20 percent of Michigan’s income-tax revenues are exported.  Nevertheless, we should note that the results in Menchik (2003) are based on micro data, whereas the estimates in this paper are based on somewhat aggregated data.  Therefore, we would not expect the two results to be identical.


� The right part of Table 4 is exclusively concerned with taxpayers who itemize.  The left part of the table involves a comparison of exported taxes (which can only arise on itemizing returns) with the total number of returns (which involves both itemizers and non-itemizers).  Thus, caution should be used in comparing the two parts of the table.  Note that non-itemizers do receive the standard deduction.  Thus, even though state-and-local taxes paid by non-itemizers cannot be exported, it is still true that a substantial portion of the incomes of non-itemizers is shielded from tax.


� Michigan’s experience makes clear that states do not necessarily respond very much to the incentives provided by federal deductibility.  The Tax Reform Act of 1986 removed the deduction for state-and-local sales taxes, but left the deductions for income taxes and property taxes intact.  This would seem to give an incentive for states to rely more heavily on income taxes and property taxes, and less on sales taxes.  Surprisingly, however, the tax changes adopted in Michigan in 1994 moved in exactly the opposite direction.
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