Fiscal Note

BILL # HB 2133 TITLE: incometax subtraction; capital gains
SPONSOR: Olson STATUS. AsIntroduced

PREPARED BY: HansOlofsson

Description

HB 2133 would eliminate individual and corporate income taxation of net capital gains from assets acquired after
December 31, 2011.

Estimated | mpact

HB 2133 is estimated to reduce individual and corporate income taxes by $(7) millionin FY 2013 and $(209) million in
FY 2014. This reduction would grow to $(282) million by FY 2017. The estimate is uncertain, however, asit depends on
both the future price of assets and their holding periods, which are difficult to predict. The direct revenue loss associated
with HB 2133 is expected to increase over time, however, asincreasingly more assets acquired after 2011 are sold and thus
result in capital gains (or losses). At some unknown point after FY 2017, all assets acquired starting in 2012 will be sold
and state individual and corporate taxes on capital gains would be eliminated. The current dollar value of these capital
gainsis estimated to be about $500 million.

The legislation may result in capital investments that would not have occurred absent the bill. Any additional economic
growth spurred by these increased investments may also have a“dynamic impact” in the sense of generating additiona tax
dollars for the state. Dynamic models typically place the offsetting impact of individual and corporate tax reductions at a
range of 2% to 20%.

The Department of Revenue (DOR) estimates that the removal of capital gains taxation will reduce individual and corporate
income taxes by a minimum of $(200) million. DOR characterizes this amount as a“low-end estimate,” however, sinceit
reflects capital gains data from the bottom of the business cycle (Tax Year 2009). For this reason, DOR expects the

Genera Fund revenue loss to increase over time.

Analysis

HB 2133 would eliminate individual and corporate income taxation of net capital gains for assets acquired after Tax Y ear
(TY) 2011. Capital gainson assets acquired in TY 2011 or earlier, however, would not be affected by HB 2133. Although
HB 2133 would eventually phase out capital gainstaxesin Arizona, the state’ s income tax |oss would be gradual and occur
over anumber of years, beginning in TY 2012.

Although HB 2133 would eliminate state income taxes on capital gains, Arizonataxpayerswould continue to pay federal
taxes on capital gains. At the state level, capital gains are taxed at the same marginal tax rates as other Arizonaincome.
The federal long-term individual capital gainsrateis currently 15%, which islower than the marginal rate on ordinary
income for most households with capital gains.

A 2010 report by the Statistics of Income Division of the Internal Revenue Service (IRS) indicates that more than half of
realized capital gains and losses are for assets held 5 years or less. The IRS report, which is based on federal individual
incometax returnsfiled for TY 2007, indicates that 1.2% of net capital gainsincluded in federal adjusted gross income
(FAGI) werefor capital assets that had been held for less than 1 year, 40.1% for assets held up to 2 years, 46.2% for assets
held up to 3 years, 51.5% for assets held up to 4 years, and 55.8% for assets held up to 5 years. The remaining 44.2% of
net capital gainsin TY 2007 were for assets sold more than 5 years after initially acquired.

Based on the University of Arizona s Capital Gains Model, the state is estimated to collect individual income taxes from
capital gains averaging $400 million annually between TY 2012 and TY 2016.
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It should be noted, however, that capital gains can vary considerably over time. To provide some perspective, capital gains
contributed between $150 million and $750 million annually to individual income tax collections in the period between FY
2000 and FY 2010. Assuming that the asset holding timesin the 2010 IRS report apply to the estimated Arizona net capital
gainsforthe TY 2012 to TY 2016 period, HB 2133 would exempt approximately $5 million [1.2% of $400 million] in
individual income taxes from capital gainsin TY 2012.

This amount would increase to $160 million [40.1% of $400 million] in TY 2013, $185 million [46.2% of $400 million] in
TY 2014, $206 million [51.5% of $400 million] in TY 2015, and $223 million [55.8% of $400 million] in TY 2016. These
estimates are uncertain, however, since the amount of capital gains depends on both future asset prices and holding periods,
which can fluctuate considerably over time.

The University of Arizona does not forecast capital gains earned by corporations located in Arizona. Federal tax-filing data
reported by the IRS, however, suggests that capital gains by corporations tend to be significantly below the amounts earned
by individuals. For example, federal returnsfiled for TY 2008 indicate that the net capital gains earned by corporations
were slightly more than one-fifth of the amounts reported by individual taxpayers. This analysis assumesthat Arizona
corporate capital gains will be approximately one-fifth of estimated Arizonaindividual capital gainsin the period between
TY 2012 and TY 2016. Additionally, since data on the holding period of assets sold by corporationsis not available, this
analysis assumes the same holding times for assets owned by corporations as those owned by individuals.

After adjusting for the difference between individual and corporate tax rates, it is estimated that HB 2133 would reduce
Arizona corporate income taxes from capital gains by an estimated $(2) millionin TY 2012, $(54) millionin TY 2013,
$(58) million in TY 2014, $(59) millionin TY 2015 and TY 2016. (Note: Asaresult of the corporate income tax rate
reduction under Laws 2011, 2™ Special Session, Chapter 1, the “dollar value” of the corporate capital gains subtraction is
reduced, beginning in TY 2014.)

Based on federal tax-filing data provided by the IRS and the University of Arizona s Capital Gains Model, it is estimated
that HB 2133 would result in total income tax revenue loss of $(7) million in FY 2013 and $(209) million in FY 2014. The
revenue loss would increase to $(243) million in FY 2015, $(265) million in FY 2016 and $(282) millionin FY 2017. As
noted previoudy, the estimates are uncertain since they depend on both future asset prices and the length of time assets are
expected to be held.

HB 2133 will eventually phase out capital gainstaxesin Arizona. In current dollar value, thiswill result in an estimated
direct General Fund revenue loss of an estimated $(500) million annually.

This estimate is based on a static model and as such does not incorporate “dynamic” effects. Dynamic forecasting goes
beyond the static approach and attempts to predict changes in the economy brought about by changes in tax policy. For
example, areduction in capital gains taxation increases the after-tax return on investment, which over time tends to increase
capital formation. A larger capital stock resultsin higher output and incomes throughout much of the economy.

Dynamic estimates are based on complex econometric models. Based on national research, these models typically
generate dynamic revenue feedbacks ranging from 2% to 20% of the static revenue impact within 5 years. In other words,
up to 20% of the static revenue loss would be offset by revenues generated by greater economic activity. The specific
feedback will depend on the type and magnitude of the tax reduction.

L ocal Government I mpact

Each year, incorporated cities and towns receive 15% of income tax collections from 2 years prior. Thisbill would reduce
local government distributions by $(1) millionin FY 2015 and $(31) millionin FY 2016.
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