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The size of Vermont’ stax base is akey aspect of the tax system’ s sustainability. A broad
and diverse tax base means lower tax rates throughout the state and some insulation from
economic changes. A narrow tax base means fewer people pay more and more to fund
Vermont’s social contract. Y et, the tax base is narrowed typically by the promotion of public
policy goas through the tax code. The question of whether and how to broaden the tax base, and
the complex forces at work in this discussion, are key concerns of tax reform.

This Commission’s white paper presents three snapshots of the tax system that illustrate
complex questions regarding the proper size and scope of the tax base. First, the Commission
will examine the effect on the tax base of defining income as federal Taxable Income for
personal income tax purposes. Second, the Commission will review Vermont’s use of tax
expenditures. These are exceptions to the normal rules of the tax structure that favor a particular
industry, activity, or class of persons. Third, the Commission will discuss the ramifications of
broadening the tax base by more generally taxing services. Each snapshot offers acompelling
view of the complex forces that grow or shrink the tax base.

The Definition of Income and the Tax Base

Vermont, as 36 other states, ties its definition of income to afederal definition of income.*
The IRS defines income three different ways: Total Income, Adjusted Gross Income, and
Taxable Income.? The policy choice of how to define incomeisa$5 billion dollar question for
Vermont’'stax base. Asthe chart below depicts, Vermont’s personal income tax base varies
dramatically, depending on whether the starting point is federal Total Income, Adjusted Gross

Income, or Taxable Income. 8

Total Income Adjusted Gross Taxable

Income Income

* $15.3 Billion e 515 Billion  $10.2 Billion

L A list of the tax liability starting point for each state isavailable at http:/www.taxadmin.org/ftalrate/stg_pts.pdf

2 Total Incomeisline 22 on IRS Form 1040. Adjusted Gross Incomeisline 37 on IRS Form 1040. Taxable Income
isline 43 on IRS Form 1040. For amore detailed discussion of these three definitions of income, see Cordes et al,
The Encyclopedia of Taxation and Tax Policy, 2™ edition (Washington, DC: The Urban Institute Press, 2005), 2-4.
3 2007 statistics courtesy of the Vermont Department of Taxes. See,

http://www.leg.state.vt.us/jfo/ T ax%20Commi ssion/A Gl -T1%20Summary%20Stats%62008-2009%20SM . pdf




