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SPONSOR: Senator Maes

BILL SHORT TITLE: Phased Deduction For Net Capital Gains on Personal Income Tax Returns

DESCRIPTION: The bill provides a deduction against personal income tax for net capital gains. 1/3rd of net capital gains may be deducted for taxable years beginning in 2001; 2/3rd for taxable years beginning in 2002; and all net capital gains may be deducted for taxable years beginning on or after January 1, 2003. 1999’s flat $1,000 capital gains deduction is repealed. This creates a few losers for the first two years of this phased proposal. For example, anyone with capital gains less than $3,000 for TY 2001 will lose. (1/3rd of $2,900 is $967, which is less than the currently deductible $1,000). Anyone with capital gains less than $1,500 for TY 2002 will lose.

EFFECTIVE DATE: applicable for tax years beginning on or after January 1, 2001. Deductible fractions are scheduled in the bill.

FISCAL IMPACT (Thousands of dollars):  

Note: Parenthesis ( ) indicate a revenue loss:

	
	
	Recurring or
	

	Estimated Impact on Revenues
	Nonrecurring
	Funds 

	 FY 2002 
	FY 2003
	FY 2004   
	     Impact     t     
	             Affected          .             

	(37,400)
	(91,800)
	(154,000)
	Recurring
	General Fund

	0
	3,000
	7,400
	Recurring
	Local Governments

	(37,400)
	(88,800)
	(146,600)
	Recurring
	Other State Funds

	0
	13,300
	31,800
	Recurring
	Federal Deduction Recovery

	37,400
	75,500
	114,800
	Recurring
	Net Taxpayer Benefit


ADMINISTRATIVE IMPACT: minimal. Forms, instructions, taxpayer seminar materials and auditor instructions changes, as well as changes to the automated systems occur every year. These routine updates are budgeted.

TECHNICAL ISSUES: As explained in the description, there are a few losers in the change from $1,000 deduction per return to 1/3rd of capital gains. The fiscal analysis assumes the bill is amended to provide for the “greater of $1,000 or 1/3rd, 2/3rd or all of net capital gains.” The cost difference is less than $100K. 

OTHER IMPACTS AND ISSUES:

1. Five-year impact is as follows (in thousands):

	Summary
	FY 2002
	FY 2003
	FY 2004
	FY 2005
	FY 2006

	    Gross General Fund Impact
	(37,400)
	(91,800)
	(154,000)
	(167,000)
	(178,200)

	    less: State Deduction Recovery
	0
	3,000
	7,400
	12,400
	13,400

	    equals: Net General Fund
	(37,400)
	(88,800)
	(146,600)
	(154,600)
	(164,800)

	    Less: Federal Deduction Recovery
	0
	13,300
	31,800
	52,800
	57,300

	    equal: Net Taxpayer Benefit
	37,400
	75,500
	114,800
	101,800
	107,500


2. Note that the major impact of this bill is a transfer from the state treasury to the federal treasury of over 1/3rd of the net general fund cost. The mechanism of this transfer is federal deductability of state taxes. Federal personal income taxes on capital gains are limited to 20%. However, there is no limit on the amount of the deduction for state income taxes.  As itemizers have less state tax to deduct (in the following federal tax year), both federal and state taxes rise.  

3. There are three problems with this proposal as an economic development strategy. The first is that any benefit or stimulus of a tax-based economic development strategy is measured by the benefit to taxpayers and the way the net effect after taxes changes individuals’ investment strategies. With over 1/3rd of the general fund cost being paid to the U.S. Treasury through higher federal personal income tax payments, the benefits of this bill are only 2/3rd as great as the cost to the state treasury. The second problem is that over 95% of capital gains derive from the sale of financial instruments, primarily stocks and bonds, and personal residences. A very modest 5% (or less) of about $2 billion in capital gains realizations in New Mexico in the forecast period is derived from the sale of productive business assets in the state. This estimate includes the value of stock options exercised. And the third problem is that the greatest share of investment in manufacturing and high-tech business in New Mexico comes from the corporate sector. These are not Subchapter S and LLC corporate organizations, but regular, multistate and multinational corporations. And protection from capital gains on personal investments will simply not hit the radar screens of most corporate decision makers. The state in the long term may see perhaps a 25% increase in venture capital and a 1 to 2% annual increase in jobs in primary manufacturing or business services (approximately 10% of the current job base in the state). Thus, the job gain would be on the order of 500 to 1,000 jobs per year. The revenue loss is annual as is the job gain. Each new job would cost the state on the order of  $100 to $200 thousand from this mechanism. Other credits and incentives available to manufacturers and high-tech service providers range from under a few thousand dollars per job (rural job credit, job mentorship credit, welfare to work credit) to well over $50,000 per job (investment credit plus industrial revenue bonds plus in-plant training grants). 

4. Most of the new investment of tax savings will go back into the same type of investment that generated the capital gain initially. It is only the relatively small amount of capital gains that derives from sales of productive business assets that has a substantial probability to enhance the venture capital pool in New Mexico. 

5. In the opinion of Governor Johnson and his business advisors, the state’s 8.2% top personal income tax rate is a greater impediment to economic development in the state than is the tax on capital gains..

6. Detail by filing status and income follow.  Most of the tax benefits go to taxpayers with taxable incomes over $75,000. 

	Gross General Fund Impact
	TY 2001
	TY 2002
	TY 2003
	TY 2004
	TY 2005

	    Single
	8.89
	22.41
	37.80
	40.34
	43.04

	    MFJ
	27.77
	65.81
	109.01
	116.28
	124.01

	    MFS
	1.60
	3.56
	5.77
	6.15
	6.56

	    HH
	1.16
	2.74
	4.50
	4.80
	5.12

	        Total
	39.42
	94.52
	157.08
	167.57
	178.73

	
	
	
	
	
	

	              0 to 15,000
	0.67
	2.22
	4.07
	4.35
	4.65

	    15,000 to 25,000
	0.00
	0.32
	0.77
	0.83
	0.90

	    25,000 to 40,000
	0.06
	1.10
	2.34
	2.51
	2.70

	    40,000 to 75,000
	0.49
	3.63
	7.33
	7.85
	8.41

	            over 75,000
	38.20
	87.24
	142.57
	152.03
	162.07

	        Total
	 39.42
	 94.51
	 157.08
	 167.57
	 178.73


7. The following estimate of capital gains returns and realized net capital gains have been used for this estimate.

	1997 Capital Gains
	124,627
	1,413,608
	11,343

	1998 Capital Gains
	129,988
	1,561,479
	12,012

	Est TY 2001 Total Capital Gains
	149,889
	1,881,564
	12,553

	Est TY 2002 Total Capital Gains
	157,538
	2,005,968
	12,733

	Est TY 2003 Total Capital Gains
	165,578
	2,138,179
	12,913

	Est TY 2004 Total Capital Gains
	174,028
	2,278,655
	13,094

	Est TY 2005 Total Capital Gains
	182,909
	2,427,897
	13,274


