
MINUTES OF THE MEETING 
TAXATION COMMITTEE 

50TH LEGISLATIVE SESSION 
HOUSE OF REPRESENTATIVES 

January 8, 1987 

The meeting of the Taxation Committee was called to order by 
Chairman Ramirez on January 8, 1987, at 9 a.m. in Room 312 B 
of the State Capitol. 

ROLL CALL: All members were present with the exception of 
Rep. Harrington, who was excused by the Chairman. 

DEPARTHENT OF REVENUE PRESENTATION ON FEDERAL TAX REFORM: 
Dan BUCKS, Deputy Director, DOR, told the Committee that the 
recently enacted federal tax reform law provided the most 
sweeping changes in tax reform since 1954. He said the 
Internal Revenue Code had been relabled the Internal Revenue 
Code of 1986. 

Mr. BUCKS advised committee members that he would attempt to 
explain how this legislation affected federal and state 
taxes paid by Montanans, in terms of total numbers. He said 
tne new tax law eliminated and/or reduced various tax bases, 
deductions, and/or exclusions, which were estimated to be 
revenue-neutral at the federal level. Mr. BUCKS explained 
that this action increased Montana state taxes, as t~ey are 
tied to the federal tax base, but that it did not increase 
rates, personal exemptions, and standard deductions. He 
stated that, in actuality, Montanans are net gainers in the 
general tax scheme. 

Mr. Bucks said capital gains, which were formerly taxed at 
60%, would now be fully taxed, and that the state anticipat
ed an increase in state revenue as a result of these chang
es. He told committee members that DOR made a presentation 
to the Revenue Oversight Committee on November 14, 1986, 
estimating a state tax liability increase for individuals 
and corporations of $43.5 million, and a net decrease of $8 
million for individuals and corporations. 

Mr. Bucks read from page 4 of his Impact of Federal Tax 
Reform on Montana and Montanans (Exhibit #1) and explained 
graphs contained in the report. He said the DOR uses a 
broad definition for income, called expanded income. He 
stated it is a better measure of ability to pay and doesn't 
change its significance in response to change in tax law, as 
well as a means of measuring that remains static. 

Mr. Bucks told the Committee the term "old law" refers to 
existing Montana state income tax law and the old federal 
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tax law, and that "current law" refers to existing Hontana 
state income tax law and the new federal law, effective in 
1988. 

He advised committee members that the DOR used a mean of 
28,800 households in the state, of equal size and said 
statistics were somewhat skewed for the lowest income group 
because of the mixed composition and yet undefined informa
tion. He said the first three charts state changes in 
dollars and the remaining three, changes in percentages. 

QUESTIONS FROM THE COMMITTEE: Rep. Ream asked Dan Bucks how 
Montanans would be net gainers with the recent tax changes. 
Mr. Bucks replied he had no complete answer, but that he 
knows the numbers and suspects the gain is due to the 
national scheme, a mix of economics, level, and composites 
of income and family size. 

Rep. Sands asked Dan Bucks what individuals would pay in 
Montana income tax for CY88. Mr. Bucks replied Montana 
taxpayers paid $713 million in FY84 which, used as a data 
base, could result in a reduction of up to 15.5%. he added 
that CY88 is a year of provisional change because of the new 
tax law, making it difficult to provide an accurate esti
mate. 

Mr. Bucks said DOR uses three types of information to 
estimate tax changes: 1) the income levels of 
Montanans-what kind and how it is distributed; 2) tax law 
information; 3) assumptions about taxpayer responses, 
available from the Joint Subcommittee on Taxation. He 
stated DOR hasn't projected that distribution, as it would 
be overwhelming to estimate detailed changes and that is why 
his department used 1984 as a tax base. r<lr. Bucks added 
that he believed this was the firmest foundation on which to 
base figures. 

Rep. Harp asked Mr. Bucks if it would appear that corpora
tions and small business would experience an increase of $44 
million in taxes because of the new federal tax law changes, 
and if middle-class wage earners would be similarly affect
ed. Mr. Bucks replied that wage earners would be affected 
less, on the average, and that the most affected will be 
those who had a lower than average effective tax rate prior 
to the new changes. 

Mr. Bucks said he could not comment on the tax situation of 
small corporations versus that of larger corporations, 
because of insufficient data, but did comment that it is a 
very complicated issue. He stated that repeal of investment 
credi t does appear to focus on small corporations. Mr. 
Bucks told the Committee corporations will have to make 
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accounting changes to capitalize certain deductions which 
are currently expensed, and certain gains from installment 
sales previously deducted over a period of time. 

Rep. Koehnke asked Hr. Bucks if those taxpayers who have 
been choosing to take standard deductions will benefit more 
from the changes than those who choose to itemize. Mr. 
Bucks replied it appeared they would. 

Rep. Gilbert asked how corporate accounting rules would be 
affected. Mr. Bucks replied that the income of subchapter S 
corporations passes to the individual and is not paid on the 
corporate side. He added that regular corporations received 
increases, but a more specific answer would require further 
research on his part. 

Rep. Asay asked Mr. Bucks if this situation were a result of 
tax incentive changes or of excluding certain formerly 
deducted costs. Mr. Bucks replied that the general princi
ples of ordinary and necessary expense of doing business 
still apply and are not affected, but that some specific 
preferences were expanded upon and/or liberalized, while 
others were deleted. Mr. Bucks stated he did not entirely 
understand the process, adding that the joint committee on 
revenue estimating may want to look at different sectors of 
industry which were previously taxed at very different 
rates. He told the Committee congress was attempting to 
bring these rates closer together. 

Rep. Hoffman asked how capital gains were treated as a 
result of the new tax law. Mr. Bucks replied all capital 
gains are taxed now. 

Rep. Hoffman asked, if the Department could come up with 
more realistic figures for its estimates if it had more 
time. Mr. Bucks replied the Department could always use 
additional time and staff, but that he believed the numbers 
would not change significantly. He said a governmental 
consul tant group/ advisory commission came out with numbers 
close to those of the DOR. 

Rep. Harp asked what the difference is between expanded 
income and personal income. Mr. Bucks replied that expanded 
income does not include transfer payments such as social 
security and public assistance, while personal income does. 
He stated that most social security and similar payments, 
are not shown on tax returns, adding that expanded income is 
the best information available from tax returns. 

Rep. Patterson asked Mr. Bucks if most states would realize 
greater withholding or a decrease. Mr. Bucks replied that, 
beginning January 1, 1987, both state and federal tax tables 
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changed, and the net effect should be a significant decrease 
in the amount withheld, in most instances. He stated that 
wage earners should be in a favorable situation. 

Rep. Asay asked at what point withholding stabilizes. Mr. 
Bucks replied that Chairman Ramirez had already requested 
this information and the data is being compiled. 

Rep. Sands asked Mr. Bucks why Montana taxpayers experienced 
such a decrease in federal taxes. Mr. Bucks replied Montan
ans on the average don't have as much income to be affected. 
He told committee members an example of eight taxpayers (put 
together by a group of accountants, wherein all eight were 
utilizing exclusions and deductions allowed by the old tax) , 
showed such taxpayers would be greatly affected. He said 
those utilizing standard deductions would be less affected. 

Rep. Ream asked what effect federal tax changes would have 
on the mean used by the DOR. Mr. Bucks replied it would 
reduce the variable at given income levels, as some would go 
up and others would go down, but it would be an improvement 
toward tax equity. He said DOR must still look at the 
average effective rate prior to tax reform, as well as 
post-reform. 

Rep. Ream asked how the mean would be affected in the area 
of corporate tax. Mr. Bucks replied he did not have enough 
information to address the question at that moment. 

Rep. Ellison asked if the changes would affect the amount of 
capi tal available in Montana. Mr. Bucks replied that the 
national experts can't seem to answer this question and that 
there has been great debate on the outcome. He told Rep. 
Ellison the question is extraordinarily difficult and 
complicated to answer, but that history would tell. 

Chairman Ramirez asked if there would be problems adjusting 
to eliminated windfall and if DOR had information on how the 
actual rate structure would be affected, other than using 
increments of 10%. Mr. Bucks replied he did not have that 
information at that moment and would need to confer with his 
staff. He added that it would be like trying to compare 
apples and oranges. 

Mr. Bucks told Chairman Ramirez the rate structure is like 
comparing tax income before and after changes, and that 
reform spread income among many different brackets, changing 
the measuring stick of income and the distribution of 
taxpayers. He stated he was willing to work with the 
Committee in this extremely complicated situation. 
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Chairman Ramirez stated that if DOR used the average wind
fall tax increase, it would need to ascertain whether it had 
the necessary data to make an informed decision on the 
adverse impact of the new tax reform, to an estimated number 
of taxpayers. Mr. Bucks replied he could generate informa
tion on the distribution levels, and said averages are not 
all the Committee needs and/or wants. 

Chairman Ramirez asked if assumptions on capital gains were 
compared to those of the Vasquez Policy Economics Group, a 
private consulting firm in Washington, D.C. Mr. Bucks 
replied that information is somewhat spelled out on page 3 
of the DOR report, and told Chairman Ramirez the DOR stayed 
with the same assumptions Congress relied upon for its 
estimates. 

Chairman Ramirez asked about the basic indicators from the 
data on page 5 of the DOR report. Mr. Bucks replied CY87 
estimates showed the increase in state taxes for individuals 
and corporations would be less, and would appear to be 
closer to the levels for CY86, than those for CY88. He 
stated he did not have the figures on the exact differences. 

Chairman Ramirez asked what would happen to net income fade 
if the federal government were to make a significant in
crease in rates by CY88. Mr. Bucks replied benefits from 
the federal rate reduction would be removed. He added that 
DOR is just completing work on the Governor's figures. 

Chairman Ramirez asked if it were difficult to obtain 
accurate information and if data were insufficient on the 
corporate side. He also asked if DOR had any suggestions to 
correct this situation. Mr. Bucks replied he did not have 
much hope on the corporate side, as key information is 
contained in manual files of great volume. He said that, in 
his opinion, the information available to DOR is as good as 
an excellent data base and that the key difference will be 
to apply r~ifferent assumptions than those chosen by DOR, to 
the data base. Mr. Bucks urged the LFA to understand what 
the different experts are saying about the ultimate effect 
to the taxpayers. 

Dan Bucks continued, and told the Committee that DOR can 
respond effectively to its data base. He said the key in 
the subcommittees is to ask whether we are asking the right 
question and understanding the problem correctly. He asked 
subcommittees to make their requests for assistance through 
the DOR director's office. 

OTHER BUSINESS: Rep. Sands asked if Taxation Committee 
would hold an overall hearing for the public on tax issues. 
Chairman Ramirez replied that meeting would be held on 
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Monday, January 19, at 7 p.m., in the old Supreme Court 
chambers of the Capitol. He stated interested persons would 
be notified via a press release, so that they would have an 
opportunity to voice their opinions at the meeting. 

ADJOURNMENT: There being no further business before the 
Committee, the hearing was adjourned at 10:25 a.m. 

resent~~ez. 
al.rman 
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This presentation sUMMarizes the iMpact of federal tax reforM 
on both Montana taxpayers and state reuenues including: 

* The estiMated change in indiuidual incoMe and 
corporate tax liabilities incurred by Montana 
taxpayers for both state and federal taxes in 1988_ 

* The distribution of the change in indiuidual incoMe tax 
liabilities aMong taxpayers at different inCOMe leuels~ 
again for both state and federal taxes in 1988_ 

* The estiMated 
87~ 88~ and 89 

change in state reuenues for fiscal Years 
as a result of federal tax reforM_ 

I will also discuss the procedures inuolued in Making these 
estiMates and SOMe of the priMary changes in federal tax law that 
cause the changes in tax liability_ 

This is an introductory presentation_ I aM certain that you 
will want additional inforMation beyond what is prouided here_ We 
want to prouide that inforMation~ and I would hope that the 
DepartMent could return to discuss those iteMs at future Meetings 
of this COMMittee_ 

The inforMation presented here is a refineMent of inforMation 
presented on HoueMber 14 and DeceMber 13~ 1986 to the Reuenue 
Duersight COMMittee_ I will be presenting today a new estiMate of 
the change in federal taxes paid by Montana residents_ This new 
estiMate incorporates assuMptions about the change in capital 
gains earned as a consequence of the changes in federal tax law_ 
The old estiMate is also presented for cOMparison_ 

This saMe assuMption about changes in capital gains had already 
been worked into the estiMates of state tax liability, so those 
estiMates are not affected by this refineMent_ 

InforMation Behind the EstiMates 

Three kinds of inforMation are used to Make the estiMates 
presented here: 

1) IncoMe InforMation -- how 
it is distributed aMong 
taxpayers_ 

Much, what 
different 

kinds, and how 
categories of 

2) Tax Law InforMation -- what changes in law andwh.,_ 

3) Taxpayer Responses -- what taxpayers do in response to 
changes in laws to MiniMize their taxes_ 

1 



for inCOMe 7 the OepartMent used a database of apprOXiMately 
45

7
000 returns for 1984. This database includes lOX of the 

returns with adjusted gross inCOMes below $40 7 000 and 100X of the 
returns above that level. This database was reviewed for the 
Reuenue Oversight COMMittee by two Montana econoMists~ Myles Watt 
of M5U and Maxine Johnson of the U of M~ and they certified the 
database as valid for estiMating purposes. 

In grouping taxpayers by inCOMe level~ we use a broad Measure 
of inCOMe that includes Montana adjusted gross inCOMe plus all 
inCOMe declared on returns that is excluded frOM taxation. The 
excluded iteMS that are added to arrive at this inCOMe Measure 
include: the excluded portion of capital gains~ paYMents to 
retireMent plans~ the Marriage deduction 7 excluded interest 7 

exeMpt retireMent incoMe 9 and other exeMpt inCOMe reported on 
returns. We refer to this Measure as "expanded inCOMe." 

We use expanded inCOMe for two iMportant reasonsl 

1) It is a better Measure of ability to pay inCOMe taxes 
than other Measures available_ to us~ and 

2) It does not change significantly as a result of 
changes 1n tax law. It is a constant Measure against 
which changes in federal and state tax law can be 
eualuated. Thus~ we avoid COMparing apple and orange 
inCOMe. 

The changes in tax law used in these estiMates are priMarily 
those changes in federal law that will be in effect during 1988. 
Although pOrtions of the new federal tax law will be phased in 
through 19917 Most provisions are effective in 1988. 1987 is a 
unique transition year during which fewer portions of federal tax 
reforM will be effective than in later years. Except for the fY 
88 estiMate of state revenues~ the tax law effective for 1987 is 
not used in these estiMates. 

Whenever I refer to the terM "old law~" I will be referring to 
existing state law and the federal law before tax reforM. The 
terM "current law" is used to refer to existing state law and the 
new federal tax law for 1988. 

Taxpayers are expected to change the way they earn or spend 
their inCOMes because of the new federal law. ConSUMers are 
expected to borrow less in the future because of the phase-out of 
the conSUMer interest deduction. Investors are expected to shift 
frOM investMents in stocks to in~estMents in assets with fixed 
returns because of the increase in the effective tax rate on 
capital gains. Other investors are expected to shift out of tax 
shelters and into investMents based on their real econOMic return. 
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Overall~ these taxpayer responses 
and Must be anticipated in order 
estiMates. 

Taxpayer responses~ without 
direction: they reduce the level 
otherwise have paid. 

are expected to be significant 
to generate reasonably valid 

exception~ operate in one 
of taxes that taxpayers would 

For estiMates of taxpayer responses~ we have relied on the saMe 
people that Congress has relied on for their estiMates: the Joint 
COMMittee on Taxation. 

The Most iMportant assuMption concerning taxpayer responses is 
the one involving capital gains. The capital gains assuMption is 
Critical for two reasons: 

1) 

2) 

The repeal of the 
one of the largest 
in the new federal 

60% exclusion of capital gains is 
single changes in taxable inCOMe 

law~ and 

The taxpayer response 
strongest for the first 
reforM is effective. 

is expected to be aMong the 
few years that federal tax 

The Joint COMMittee on Taxation~s capital gains aSSUMption is as 
follows. 

For 1986~ capital gains will be 30% higher than in 1985 
because of the early sale of assets that would otherwise 
have been sold in 1987 or later years. for 1987~ capital 
gains inCOMe will be 15% lower than in 1985. for 1988 
through 1991~ capital gains inCOMe will be on a recovery 
growth path that will bring total capital gains to a level 
in 1991 equal to what they would have been without any 
federal tax changes. 

In sUMMary~ for the estiMates presented we have used 198~ 
inCOMe data as a base. for "old tax law" estiMates we use 
existing state law and the old federal tax law before reforM. for 
"current law" estiMates we use existing state law and the new 
federal law for 1983. finally~ we use the Joint COMMittee on 
Taxation~s aSSUMptions of taxpayer responses to the new federal 
law. 
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Statistics on Total IMpact 

On HoveMber 11~ 1986 9 the DepartMent presented to the Revenue 
Oversight COMMittee the following estiMates of the effect of 
federal tax reforM on Montana taxpayers: 

IMPACT Of fEDERAL REfORM OH MOHTAHA TAXPAVERS 
CY 1988 Tax liabilities (Millions of Dollars) 

STATE fEDERAL TOTAL 

Individuals $ 37_48 $ (89_12) $ (51_64) 
Corporations 6_09 37_69 43_78 

Total $ 43_57 $ (51_43) $ <7_86) 

In these estiMates 9 overall tax liabilities decline by alMost $8 
Million_ Individuals see their cOMbined taxes fall by nearly $52 
Million, while cOMbined corporate taxes increase by $11 Million_ 

We have recently revised the estiMate for federal tax 
liabilities to incorporate the assuMption about the response of 
taxpayers to the change in capital gains taxation -- the dOMinant 
taxpayer response anticipated in the next few years_ That 
assuMption was already incorporated in the state tax figure~ so 
that estiMate is not changed_ The revised estiMates are as 
follows: 

REUISED IMPACT Of fEDERAL REfORM OH MOHTAHA TAXPAYERS 
CY 1988 Tax liabil1ties (Millions of Dollars) 

Individuals 
Corporations 

Total 

STATE 

$ 37_48 
6_09 

$ 13_57 

fEDERAL 

$(110 _31) 
37_69 

$ (72_62) 

TOTAL 

$ (72_83) 
43_78 

$ (29_05) 

With this change in the analYSiS, the total reduction in state and 
federal taxes is estiMated at $29 Million_ COMbined corporate 
taxes are still estiMated to increase by $44 Million, but COMbined 
state and federal taxes for Montana residents are expected to 
decline by $73 Million_ 

SOMe national experts believe that the taxpayer response to the 
new federal law will result in even lower levels of capital gains 
than aSSUMed by the Joint COMMittee on Taxation_ If assuMptions 
advocated by other experts were used, the estiMated state and 
federal taxes would be even lower than indicated above, Meaning 
that the COMbined taxes for indiViduals would decrease More than 



the nearly $73 Million listed above. The total decrease for all 
taxpayers would also be More than $29 Million. 

The DepartMent~s estiMates of increased state revenue because 
of federal tax reforM are as follows: 

IMPACT Of fEDERAL REfORM ON STATE REUENUES 
(Millions of Dollars) 

fiscal Year Individuals Cgrgorations Total 
1987 $ 4.40 $ 1.07 $ 5.47 
1988 ZZ.58 4.72 Z7.30 
1989 39.83 6.Z1 46.04 

Total $ 66.81 $ lZ.00 $ 78.81 

89 BienniuM Only $ 6Z.41 $ 10.93 $ 73.34 

These are the estiMates presented to the Revenue Oversight 
COMMittee on NoveMber 14~ 1986. The Revenue EstiMating Advisory 
Council reduced these estiMates by lOX in its forecasts of future 
revenue. 

Reasons for the Changes 

federal tax reforM generally broadened the base of the 
corporation and indiVidual inCOMe taxes by eliMinating or reducing 
various credits~ deductions~ and exclusions. In exchange., both 
corporate and indiVidual inCOMe tax rates were reduced. In 
addition, personal exeMptions and standard deductions were 
increased significantly for indiViduals. for exaMple, personal 
exeMptions will double to $Z.,OOO per person in 1989. 

Although estiMated to be revenue neutral at the federal level., 
the federal tax reforM law increases state taxes. This change 
occurs because Montana~s tax law is tied to federal law for the 
base of its inCOMe and corporation taxes, but it is not tied at 
present to the federal personal exeMptions and standard 
deductions. Nor is Montana tied to the federal rate structure. 
Because the inCOMe base expands, state taxes increase. 

The oPPosite occurred, 
federal tax law reduced 
Montana~s tax base. 

of course, in 
the base of the 

1981 when changes in 
federal tax as well as 

The changes in federal law that have the greatest iMpact on the 
state taxes paid by indiViduals are as follows: 

1) Repeal of the 60X exclusion for capital gains., 
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2) LiMitations on 
ordinary incoMe. 

"passive" losses used to offset 

3) LiMitations on deductions for nonbusiness interest. 

4) Repeal of the investMent credit, and 

5) LiMitations on deductions for 
retireMent plans_ 

About one-half of the increase in state taxes for individuals is 
estiMated to be attributable to the repeal of the capital gains 
exclusion alone_ It is by far the MOst significant federal tax 
reforM feature that will affect Montana_ 

The changes in federal law that have the greatest iMpact on the 
state taxes paid by corporations are as follows: 

1) Capitalization of certain costs that are currently 
expensed., 

2) Repeal of the investMent credit., and 

3) Recognition of gains on 
obligations_ 

pledges of installMent 

For both individuals and corporations., state tax paYMents will 
be reduced slightly because of the liberalization of depreciation 
deductions for equipMent_ 

Distribution of the IMpact AMong Individuals 

Attached are tables and graphs that SUMMarize the iMpact on 
individuals of federal tax reforM_ 

Montana households are divided into ten incoMe groups of nearly 
equal size_ ApproxiMately 28,880 households are represented in 
each inCOMe group_ 

The statistics represent averages for each group_ Within each 
group, there are taxpayers who will experience either an increase 
or decrease in taxes and to varying degrees_ 

There are tables for both the first estiMate ("Uersion I") the 
DepartMent Made of Calendar Year 1988 tax liabilities and the 
second estiMate ("Uersion II") that is presented today for the 
first tiMe_ Graphs are attached for Uersion 11_ Graphs can also 
be Made available for Uersion I if desired_ 

Although the statistics indicate a slight increase in taxes for 
the lowest inCOMe group., the Majority of taxpayers at this level 
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will actually experience a decrease_ The results indicated in the 
table for this group are attributable, in part, to the fact that 
the statistics are not adjusted for tax sheltering activities. 
Consequently, the inCOMe of SOMe individuals is understated, and 
even though their actual inCOMe is Much higher, they are included_ 
Taxes will increase for individuals investing in tax shelters, and 
their increases overweigh the decrease in taxes that will occur 
for Most persons in this inCOMe group. 

Except for this lowest inCOMe group, 
that the average taxpayer at every 
reduction in cOMbined incoMe taxes_ 
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inCOMe level will see a 
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