The Compliance Cost of Itemizing Deductions:
Evidence from Individual Tax Returns

By MARK M. PITT AND JOEL SLEMROD*

The U.S. income tax system allows tax-
payers to deduct certain expenses from tax-
able income in order to improve horizontal
equity and to encourage certain activities,
such as charitable giving, deemed socially
desirable. There is, though, a resource cost to
inducing taxpayers to document and claim
the allowable deductions. This paper esti-
mates that in 1982 this privately borne cost
amounted to $1.44 billion, or $43 per itemiz-
ing taxpayer, with the social cost being
somewhat higher. An increased standard de-
duction, such as was legislated in the Tax
Reform Act of 1986, may enhance progres-
sivity and diminish the horizontal equity and
incentive effects of itemization, but it also
saves resource costs. We estimate that in-
creasing all taxpayers’ standard deduction
by $1,000 would save approximately $180
million in privately borne costs, and increas-
ing it by $2,000 would save $370 million.

In contrast to all previous studies of the
compliance cost of taxation which rely on
survey evidence (for example, Joel Slemrod
and Nikki Sorum, 1984), we infer this evi-
dence from data reported on tax returns,
which of course contain no direct informa-
tion on compliance costs. We do, though,
observe enough information about itemizing
and non-itemizing taxpayers to suggest that
there exist taxpayers who would save money
by itemizing but who choose not to. We
postulate that they so choose because the
compliance cost of itemizing exceeds the tax
saving that can be obtained. This allows us
to estimate the magnitude and determinants
of the cost of itemizing deductions.
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That legitimate reductions in tax liability
are frequently foregone by taxpayers has
been recognized in the past. Perhaps the
most striking example of this was docu-
mented by Eugene Steuerle, Richard
McHugh, and Emil Sunley (1978), who found
that only 31.3 percent of those eligible (and
who therefore could have saved money) for
income averaging did so in 1971. Eligible
non-electors on average passed up potential
savings of $114 (1971 dollars). They noted
that the fraction of those eligible using in-
come averaging increased substantially with
adjusted gross income.

The phenomenon of nonparticipation in
apparently rewarding government programs
has been observed in other contexts. Robert
Moffitt (1983) noted that, in 1970, only 69
percent of families eligible for Aid to Fami-
lies with Dependent Children participated in
the program, while the food-stamp participa-
tion rate was only 39 percent. Moffitt mod-
eled this behavior as resulting from “stigma,”
the disutility arising from participation in a
welfare program per se. However, he re-
marks in a footnote that

Another possible explanation is that
the costs of applying for the program
and of complying with the myriad pro-
gram regulations make the benefit not
worth the effort in obtaining and keep-
ing it; that is, the transaction costs of
receiving benefits may be too high. This
phenomenon is almost impossible to
distinguish from stigma, so it is ig-
nored here.

[Moffitt, 1983, p. 1023]

There is no stigma attached to itemizing
one’s deductions on a tax form. We conclude
that it is the transactions cost of itemizing
that causes some taxpayers who would pay
less in taxes by itemizing to choose instead
to use the standard deduction.
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Section I of the paper describes the empir-
ical model that underlies the analysis. The
data are described in Section II. The econo-
metric results are presented in Section III,
along with the estimates of the costs of com-
pliance and tax saving foregone by not item-
izing for various groups of taxpayers. In
addition, the model is used to predict the
effect of alternative minimum standard de-
duction levels. Section IV offers some con-
cluding remarks.

1. The Empirical Model

At the beginning of the tax year, taxpayers
are assumed to know their income, marginal
tax rate, and other factors that influence the
dollar amount of deductible activities that
will be undertaken during the tax year. In
addition, they know all factors that affect the
“cost of itemizing.” This cost may include
actual and imputed compliance costs such as
the value of time required to collate receipts
and fill out forms and the cost of purchased
accounting services. In addition, the private
cost of itemizing includes the psychic costs
(or benefits) related to the compliance activ-
1ty.

The alternative to itemizing deductions is
to take the standard deduction, which is a
known amount depending only on marital
and household status. The taxpayer will
itemize only if the tax saving from itemizing
(TS,)—defined as the tax bill if the mini-
mum standard deduction is chosen less the
tax bill if itemizing is chosen—exceeds the
(private) cost of complying with the require-
ments of itemization. The tax savings from
itemizing depends on the demand for de-
ductible items by the ith taxpayer and the
tax function. Tax savings, 7S,, are modeled
as a function T( X;, B) of a vector of observ-
able exogenous variables (X;) which may
affect both the demand for deductible items
and the tax function conditional on this de-
mand, and a vector 8 of unknown parame-
ters. Formally,

(1) TS, =T(X,.B)+u,

where u, is an error term summarizing all
the unobservable influences on 7.;, includ-
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ing preference heterogeneity and the misesti-
mation of tax saving. The cost of compliance
(C,) is similarly modeled as a function
C(Z,v) of a set of observable exogenous
regressors (Z;) and unobserved parameters
v, plus an error term (v;)

(2) C,=C(Z,vy)+v,.

The errors u, and v; are assumed to be
distributed as joint normal with zero means
and covariance matrix

Taxpayers will itemize only if 7S,>C.
Define a dummy variable /; such that

(3) I,=1iff TS;> C,
I, = 0 otherwise.

It is clear that TS, is only observed when
I,=1 and that C; is never observed. We do
know if TS, < C, and can write the probabil-
ity of this event as (assuming linearity)

(4) Prob(TS <C)

=®((C(zy)-T(XB))/o),

where ®( ) is the standard normal cumula—
tive function and o = (02 + 02 —20,,)"/? i

the standard deviation of (u— u) Deﬁnmg
f(u,v) as the bivariate normal density of u
and v, then the likelihood function is

(5) L(B.v.2)
H[TS Yi(Ts - XB,v) dv

I=1

x[]®

o

(C(ZY)—T(XB)
This model corresponds to the censored re-
gression model with an unobserved stochas-
tic censoring threshold considered by Reuben
Gronau (1973) and Forrest Nelson (1977).
Nelson demonstrated that for a linear model
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identification of y requires that either o,, = 0
or that at least one variable in X, is not
included in Z,. The elements of B are identi-
fied without exclusion or covariance restric-
tions. The zero error covariance restriction,
requiring that unobservables that influence
tax savings are orthogonal to unobservables
influencing compliance cost, does not have
clear justification. Fortunately, a strong case
can be made that not all variables in X;
which influence tax savings also influence
compliance cost. These restrictions arise from
the belief that compliance cost depends on
the complexity of the itemization process but
not on the dollar value of the individual
deductions, so that variables which affect
dollar values and not complexity are sources
of identifying restrictions. The actual identi-
fying restrictions used are described below.

II. Data

The data used for this study are drawn
from the 1982 Treasury Tax File. This is a
stratified random sample of individual in-
come tax returns which heavily oversamples
high income tax returns. Although the 1982
sample contains over 116,000 records, for
computational economy we drew a one-in-
four sample of the original file, totaling
29,407 tax records. The sample used in the
estimation contained only those tax returns
for which adjusted gross income lay in the
interval $5,000 to $100,000 and which were
not excluded for certain other reasons de-
scribed below.! The sample used in the esti-
mation totaled 13,409 tax returns.

There are four classes of taxpayers who
were required to itemize deductions even if
these deductions sum to less than the stan-
dard deduction. Clearly the model described

'Taxpayers with reported adjusted gross income of
less than $5,000 are a mixture of the truly poor and
people with either temporarily low annual income or
low income for tax reasons only. We suspected that the
small fraction of non-itemizing taxpayers with income
over $100,000 did so for reasons that we could not
model well. Moreover, state of residence was not avail-
able for taxpayers with income over $200,000, and thus
the identifying variables were not present.
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above does not apply to these taxpayers.
These classes are (i) married taxpayers who
file separate returns, (ii) individuals with
earned income less than the standard deduc-
tion claimed as a dependent on their parents’
return, (iii) nonresident alien individuals, and
(iv) U.S. citizens who exclude income from
sources in U.S. possessions. We deal with
class (i) by eliminating from the sample all
married taxpayers filing separately, and deal
with class (ii) by eliminating all single tax-
payers with earned income less than the
standard deduction. We do not have the
information required to identify taxpayers
who are in categories (iii) and (iv). We rely
on the fact that these situations are rare.

The dependent variable in the tax savings
equation is scaled as In(TS, +1700).>This
form restricts predicted tax savings to be no
less than minus $1,700, which is the lowest
possible potential tax saving, occurring when
potential itemized deductions are zero and
the marginal tax rate is 0.5, the statutory
maximum. Hence this functional form re-
stricts potentially deductible expenses to be
nonnegative. The unobserved dependent
variable in the associated cost of itemizing
equation becomes In(C,+1700), thus pre-
serving the taxpayer’s decision rule (equa-
tion (3)).

The explanatory variables in X; and Z,
are described in Table Al of the Appendix.
The taxpayer characteristic variables (in-
come, age status, marital status, number of
personal exemptions, and business status)
are assumed to potentially affect both the
cost of compliance and the amount of item-
izable deductions. Adjusted gross income

ZWe also drop from the sample all taxpayers whose
observed itemized deductions were less than the stan-
dard deduction.

*The tax savings we calculate pertain only to the
federal income tax. Many taxpayers will also have state
tax savings from itemizing. If, as seems plausible, the
incremental cost of itemizing for state tax purposes is
zero, then this omission will cause us to underestimate
true compliance cost. When observing itemizing taxpay-
ers whose estimated tax saving is low, our procedure
infers that compliance cost is even lower. The alterna-
tive explanation is that total tax saving, including saving
at the state level, is actually higher than we calculate.
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represents both its important effects on the
tax function and income effects on the de-
mand for deductible items of expenditure.
We posit that the average rates of taxation in
a state and the prices of medical services
affect the level of deductible expenses of
otherwise identical taxpayers but do not af-
fect the cost of compliance, which depends
on the complexity of the itemization process
and not on the dollar value of the individual
deductions. For example, the resource cost
of deducting a $1,000 hospital bill is equal to
the resource cost of deducting a $2,000 hos-
pital bill for the same set of hospital services.
(Hospital services are particularly attractive
in this regard, since it seems unlikely that the
complexity of deductible expenses is respon-
sive to this price). Likewise, the complexity
of deducting a property tax bill does not
seem likely to depend on its magnitude.*
Prices of certain itemizable deductions and
tax rates affect only dollar values of deduc-
tions and not the complexity of itemizing
them. Positive investment income is also ex-
cluded from the cost of itemizing equation
with similar reasoning. Investment income
generates deductible interest expenses of
greater value but not greater complexity than
ordinary consumer credit.’

“The existence of a state income tax is likely to
complicate the itemization procedure. Adding a dummy
variable for the presence of a state income tax in the
cost of compliance equation was unsuccessful— the like-
lihood would not converge. Of the 13,409 records, only
80 were from states without an income tax, so that this
influence is unlikely to be qualitatively important.

The sensitivity of these results to the choice of
identifying restrictions was tested. First, each of the
zero restrictions was relaxed in turn and the model
reestimated. In every case, the null hypothesis that the
zero restriction was valid could not be rejected. Noting
that identification can also be achieved with the restric-
tion 6, = 0 and that the estimate of this covariance was
not statistically different from zero in the model re-
ported in Table Al (z=0.09) or in any of the variants
described above, we imposed o,, =0 so as to jointly
relax and test all four zero restrictions in the cost of
compliance equation. A likelihood ratio test finds that
the four identifying variables do not jointly affect the
cost of itemizing (x3(4) = 4.96), conditional on the va-
lidity of the covariance restriction. This last model in
which all regressors appear in both the tax savings and
cost of itemizing equation was used to predict the
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III. Results

The itemization decision model described
by equations (1) and (2) was estimated by
maximizing the likelihood given in expres-
sion (5). Parameter estimates and z-ratios are
presented in Table Al in the Appendix. If
compliance costs are identically zero for all
taxpayers our stochastic censoring threshold
model would collapse to a standard Tobit
model. A likelihood ratio test strongly rejects
the hypothesis that compliance costs are
identically zero (x?*(9) = 59.4). Furthermore,
the cost of compliance is confirmed to vary
with taxpayer characteristics, since a test of
the null hypothesis that the slope parameters
of the estimated stochastic cost of compli-
ance equation are zero is also rejected (x“(6)
= 21.0). Similarly, the null hypothesis that
tax saving does not vary with taxpayer char-
acteristics is also conclusively rejected
(x%(10) = 20309). Finally, a test of the null
hypothesis that the identifying variables in
the tax savings equation are jointly zero is
rejected (x*(4) = 750.2).

Because the parameter estimates are dif-
ficult to interpret directly, Table 1 presents
the implied impact effects of each variable,
when evaluated at the mean characteristics
of each of three income classes. These are
changes in the unconditional expectations of
potential tax saving and the cost of item-
izing.

Each of the statewide indicators has the
expected positive sign in the tax savings
equation. An increased price of hospital ser-
vices, a higher level of state income and sales
taxes, and a higher level of property taxes all
are positively related to tax savings. Over
most of its range, higher income is associ-
ated with higher tax saving, as are more
personal exemptions and the presence of
business or farm income. Being married or

average cost of compliance. The average cost of itemiz-
ing was found to be $44.01, only one dollar more than
that estimated from the model with the four identifying
restrictions (Table Al), thus confirming the general
insensitivity of our results to the choice of identifying
restrictions.
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TABLE 1 —EFFECTS OF CHANGES IN EXOGENOUS VARIABLES ON TAX SAVING AND
THE COST OF ITEMIZING®

Adjusted Gross Income Class

Tax Savings

$10,000-$14,999

25,000-29,999 50,000-74,999

AAGI® = $1,000
A Exempt =1

A Business =1
AMar=1

AAged =1 —100.31
A Invinc® = $1,000
A Medcost = $100
AStatetax = 0.01
A Proptax = 0.01
Cost of Itemizing
AAGI = $1,000

A Exempt =1

A Business =1
AMar=1

AAged =1

38.67
52.09
166.43
-29.21

36.00
115.13
22.86
33.02

1.21
2.44
-10.97
-19.82
—8.53

60.78 99.72
92.97 221.74
297.07 708.51
—52.14 —124.35
—-179.05 —427.04
47.66 35.65
205.49 490.09
53.89 158.20
77.96 229.16
2.03 1.69
2.47 2.54
—-11.11 —11.45
—20.06 —20.69
—8.64 —8.91

“Based on regression results reported in Table Al. These are changes in the
unconditional expectations of tax saving and the cost of itemizing. The AAGI calcula-
tions do not include the effect of changes in AGI on the variables Statetax or Proptax.
The AStatetax and Proptax calculations refer to changes in the tax rates, holding AGJ

constant.

PAs noted in Table Al, both AGI and Invinc are defined as logarithms. These
changes refer to the unlogged values of adjusted gross income and investment income.

having an aged exemption is each associated
with lower tax savings, other factors being
held constant.

The explanatory variables in the cost item-
izing equation were not as successful as in
the tax saving equation. The presence of a
farm or business reduces the cost of itemiz-
ing by about $11, presumably because de-
tailed records need to be kept even in the
absence of itemizing, so that the incremental
cost is lower than otherwise. Increased in-
come increases the cost of itemization over
most of its range (the cost of itemization is
at a minimum at $9,568 of adjusted gross
income), although a $1,000 increase raises
cost only by a dollar or two. The impact of
personal and aged exemptions is not signifi-
cantly different from zero, although being
married is associated with a significant de-
cline in cost of about $20.

The estimated private cost of itemizing
deductions for itemizers, by adjusted gross

income class, is presented in the second and
third columns of Table 2.¢ These conditional
expectations were calculated by applying the
mean vector of characteristics of itemizers
within a class to the estimated equation of
Table Al. The average cost of itemizing for
all itemizers is estimated to be $43.00, which
implies an aggregate compliance cost of $1.44
billion in 1982.7 The average cost of $43 is
nearly one-fifth of the survey-based estimate

®The results reported in Table 2 for the lowest and
highest adjusted gross income classes were obtained by
applying the mean characteristics of the adjacent in-
come class except in the case of income, in which case
$5,000 was used for the less than $5,000 class and
$100,000 was used for the over $100,000 class.

As noted in fn. 1, our omission of the tax saving
from itemization for state tax purposes implies that it is
likely to be an underestimate of true compliance costs.
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TABLE 2—ESTIMATED COST OF ITEMIZING BY ADJUSTED GROSS INCOME CLASS, 1982

Total Cost of
Itemizing for

Number of
Itemizers

Average Cost
of Itemizing

Additional Itemizers
If Cost of Itemizing = 0

Foregone Total
Adjusted Gross

Tax Saving

Income Class (Thousands) for Itemizers (3)* Itemizers ($ Millions) (Thousands) ($ Millions)
Less than 5,000 690 23.95 16.52 38.7 1.90
5,000-9,999 1,700 15.77 26.81 60.5 1.53
10,000-14,999 2,745 12.26 33.66 60.4 2.43
15,000-19,999 3,219 16.33 52.57 74.1 13.61
20,000-24,999 4228 25.08 106.02 108.7 41.00
25,000-29,999 4,706 33.02 155.40 115.8 53.98
30,000-39,999 7,657 45.01 344.63 153.3 54.64
40,000-49,999 4,217 62.10 261.89 54.8 16.14
50,000-74,999 2,871 86.43 248.15 12.8 7.99
75,000-99,999 677 126.89 85.90 0.2 1.60
100,000 and 723 146.93 106.23 0.1 1.36
Above
Total 33,433 43.00 1,437.78 679.3 196.18

E(C|I,=1= Zy—oa,, =
(it exp{ " Gm((b((Xiﬂ'Z,?)/a)

of the average compliance cost of federal
and state income taxes found by Slemrod
and Sorum (1984). Because only about one-
third of taxpayers itemize deductions, the
estimated compliance cost of itemizing rep-
resents less than 10 percent of the total
compliance cost of 1982 of between $17 and
$27 billion found by Slemrod and Sorum. To
put this latter figure in some perspective, it is
helpful to note that it is more than twice as
high as recent estimates of the efficiency cost
of nonneutralities in the taxation of invest-
ment (see Lawrence Summers, 1987).

Except for the lowest income class, the
average cost of itemizing increases monoton-
ically with income.® This reflects predomi-
nantly the positive direct effect of income on
cost, where income undoubtedly proxies for
the value placed on an individual’s time.

8The nonmonotonicity probably reflects the fact that
taxpayers with low reported adjusted gross income are
often not “poor,” but have temporarily low annual
income or have taken tax losses that reduce their in-
come subject to tax.

¢((xB-27)/0) )} 1700,

The final two columns of Table 2 provide
information about the tax savings that are
foregone because some taxpayers are dis-
suaded from itemizing by the transaction
cost. The first of these columns indicates
that there are 679,300 taxpayers who chose
not to itemize given the current cost of item-
izing (so that TS, < C;) but who would have
itemized if the cost were zero (i.e., if T'S; > 0).
The last column of Table 2 shows that the
foregone tax savings of these taxpayers
amounts to $196.2 million. This is the rev-
enue loss that the Treasury would suffer if
the itemization process were costless. This
highlights that the general goals of a tax
system can conflict. In this case making the
tax system less costly to comply with com-
promises the revenue collection objective of
the tax system.

Finally, we calculate the impact of increas-
ing the minimum standard deduction al-
lowed for all taxpayers. This policy change
has implications for vertical equity, as it
eliminates all tax liability for many low-
income households. Presumably it also has a
deleterious effect on horizontal equity, as it
limits the applicability of a case-by-case
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TABLE 3— NUMBER OF ITEMIZERS AND COST OF ITEMIZING FOR DIFFERENT LEVELS
OF THE STANDARD DEDUCTION

Standard Standard

1982 Level Deduction Deduction
of Standard Increased by Increased by
Deduction $1,000 $2,000

Number of

Itemizers

(Millions) 334 26.6 20.0

Total Cost

of Itemizing

($ Billions) 1.44 1.26 1.07

Cost per

Itemizing

Taxpayer ($) 44.0 474 535

standard for allowing deductions from tax-
able income. It also eliminates the tax incen-
tive for increased charitable contributions
and other deductible activities for those tax-
payers who no longer itemize. Our analysis
allows us to measure another impact of in-
creasing the standard deduction, the reduc-
tion in the aggregate cost of compliance.
Table 3 shows how, as the standard deduc-
tion is increased, the number of itemizing
households declines and the total cost of
itemizing declines. An across-the-board in-
crease of $2,000 in the standard deduction
reduces the cost of compliance from $1.44 to
$1.07 billion, or by $370 million. Note also
that the average cost of those households
who remain itemizers increases. This occurs
because the increased standard deduction re-
duces itemizing predominantly among lower
income taxpayers, who on average have a
lower private cost of itemizing.

The Tax Reform Act of 1986 contained
several changes which affect the extent of
itemization, including the disallowance of
the sales tax deduction, phaseout of the de-
duction for personal interest, and a floor on
the deductibility of miscellaneous expenses.
It also substantially increased the standard
deduction for each category of taxpayer, by
less than $1,000 for singles and more than
$1,000 for married couples filing jointly and
single heads of households. Our estimates
suggest that this latter provision will reduce

the private cost of complying with the tax
law by approximately $180 million.’

IV. Conclusions

Earlier studies of the compliance cost of
taxation have been based on survey re-
sponses, and therefore are subject to error
due to faulty memory or deliberate misrepre-
sentation. How to value taxpayers’ time spent
on tax matters is also a difficult problem in
such studies. In addition, only tangible re-
source costs of compliance can be measured
with any accuracy. Because this paper pro-
poses a methodology to infer the cost of
compliance from taxpayers’ observed behav-
ior, it is not biased by survey response inac-
curacy and captures psychic costs as well as
the taxpayer’s valuation of time and other
resources used in tax compliance. These ad-
vantages make it a promising methodology
for estimating the compliance cost of other
regulatory requirements.

9All of the foregoing estimates apply to the privately
borne cost of itemization, as valued by the taxpayers.
The social cost of compliance may, though, differ from
the private cost. Most significantly, for monetary expen-
ditures the social cost exceeds the privately borne cost
due to the deductability of these expenses. The social
cost of these expenditures is approximately 1/(1—1)
times the privately borne cost, where ¢ is the marginal
tax rate.
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APPENDIX

TABLE A1 —MAXIMUM LIKELIHOOD PARAMETER ESTIMATES OF THE
ITEMIZATION DECISION MODEL

Asymptotic
Tax Savings Equation: Parameter t-Ratio
Intercept 9.346 85.21
AGI —0.882 -13.73
AGISQ (x10%) 25.892 21.62
Exempt (X10?) 457 12.01
Business (x10?) 13.928 14.06
Mar (x10?%) —2.658 -1.92
Aged (X10?%) —9.439 -9.30
Invine (X10?%) 1.073 6.36
Medcost (X10?) 9.837 15.20
Statetax (x10?) 1.161 17.97
Proptax (X 10%) 0.807 3.42
o, 0.474 148.83
Cost of Itemizing Equation:
Intercept 7.527 216.90
AGI —0.069 -2.79
AGISQ (X10%) 1.530 2.97
Exempt (X10?) 0.142 1.02
Business (X10?) —0.643 -1.75
Mar (x10%) —1.165 —-2.60
Aged (x10%) —0.500 -131
a, 0.013 6.52
o, 0.0003 0.09
Log Likelihood —919.69
No. of Observations 13409
Variables are defined and scaled as follows:
Tax Savings = In(TS +1700)
Cost of Itemizing = In(C +1700)
AGI = In(Adjusted Gross Income)
AGISQ = AGI?
Exempt = Number of Personal Exemptions
Business =1 If Farm or Business Income (Schedule C) is Present,
Otherwise 0
Mar =1 If Married, Otherwise 0
Aged = Number of Aged Deductions Taken
Medcost = Expense per Day at Community Hospitals in the State®
Invinc = If (Dividends + Interest Income + Capital Gains) > 0,
then In(Dividends + Interest Income + Capital Gains);
Otherwise 0
Statetax = the Average Rate of State Income and Sales Tax in
1982 at $40,000 (1979 Dollars) of Adjusted Gross Income
Times AGI®
Proptax = the Average Effective Rate of Property Tax in the State in

1982, times AGI¢

#From Levit (1985), p. 23, column 3.
®Tax rates from Feenberg and Rosen (1986), Table 6.11a, Column 13.

°Tax rates taken from Advisory Commission on Intergovernmental Relations
(1985), p. 106.
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