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Tax reform, such as the Tax Reform act of 1986, generally pays for rate reductions through
base broadening - eliminating deductions and exclusions that reduce the income subject to tax.
When the federal government broadens its income tax base, states whose tax laws are tied to
the federal law also have their tax bases broadened, and they can decide whether to spend the
extra revenue, use it to reduce other taxes, or change their income tax laws to keep revenue
unchanged.

The two bills under consideration in congress do not qualify as tax reform in this sense.

The House bill contains large rate reductions, but its base-broadening provisions make up only
a small portion of the lost revenue.

The bill passed by the Senate cuts rates and narrows the tax base. The only significant base-
broadening provision it includes is the elimination of deductions for state and local income and
sales taxes, while it exempts part of the non-labor income of business owners from taxation.

The House bill would increase state income tax revenue by about $30 million per year, but
would cause larger reductions in other state revenues. It increases income tax revenue
primarily because of Montana'’s ties to federal law. When Congress eliminates deductions,that
generally eliminates them for the state, which increases the state tax base.

The Senate bill would reduce state income tax revenue by about $80 million per year, because
it reduces the state tax base.

Both bills give preferential treatment to non-labor income from pass-through businesses. The
House bill does it through preferential rates, which has a small, indirect effect on Montana
revenue through the deduction for federal taxes. The Senate bill does it by giving a deduction
equal to 23% of qualifying income. Since Montana law allows all deductions allowed by federal
law, this decreases Montana’s income tax base.

If either of these bills becomes law, the state will have to reduce spending, increase other taxes,
or amend its laws to prevent the revenue loss.

The attached table illustrates the state impacts due to federal tax reform on Montanans.
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