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Overview

The federal tax code offers a shovel-ready definition of
passive proceeds derived from wealth—such as capital gains,
dividends, interest, and certain business profits—that states
can use as the starting point for levying their own Wealth
Proceeds Taxes on wealthy families. These taxes have the
potential to raise considerable revenue. If all states enacted

a modest 4 percent Wealth Proceeds Tax, for instance, state
revenues would rise by more than $45 billion a year. Under our
preferred approach to apply that rate to an enhanced tax base
that covers realized capital gains more comprehensively, state
revenues would rise by more than $57 billion a year.
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States can levy Wealth
Proceeds Taxes based on
the federal Net Investment
Income Tax (NIIT), which
applies to the proceeds or
profits generated by the
wealth holdings of high-
income households.

Most proceeds generated
from wealth are tax-
preferred at the federal
level, facing effective rates
roughly 40 percent lower
than earned income.

Approximately three
quarters of state Wealth
Proceeds Taxes would fall
on millionaires.

State Wealth Proceeds
Taxes could raise
substantial revenue.

State Wealth Proceeds
Taxes would be
straightforward to
administer for taxpayers
and tax departments.
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KEY FINDINGS

The federal NIIT was implemented in 2013 to fund health care
reforms and address disparities in the tax treatment of earned
income from work versus passive proceeds derived from wealth.
It applies to types of income that can only be generated from
wealth such as interest, dividends, and capital gains, and it
applies exclusively to high-income households.

More than three quarters of the Wealth Proceeds Tax base
proposed in this report is derived from long-term capital gains
and qualified dividends, which are taxed at preferential federal
rates ranging from O to 20 percent, while ordinary earned income
is taxed at rates between 10 and 37 percent. Capital gains are
also tax deferred, which provides an additional advantage over
income from work. These disparities create inequities in the tax
system as wealthier households see their income taxed much
more lightly than individuals relying on wages.

Only 4.4 percent of taxpayers paid any amount of the applicable
federal tax in 2022. Households with incomes under $250,000
for married couples or $200,000 for single filers do not pay this
tax. Households with incomes over $1 million, on the other hand,
account for 73 percent of all revenue collected by the federal tax.

Universal adoption of a modest 4 percent tax on wealth proceeds,
for instance, would raise $45 billion for states in 2026 if they
chose to structure their taxes to largely mirror federal rules.
Under our preferred approach to create a more robust Enhanced
Wealth Proceeds Tax, which makes one simple modification to
more comprehensively tax high-income individuals’ capital gains,
that same 4 percent rate would raise $57 billion a year.

States can use federal tax filings as the starting point for their
Wealth Proceeds Taxes, reducing the need for complicated
worksheets or for writing new definitions. In Minnesota, the first
state to adopt such tax, the statute is just 223 words long and
the form that taxpayers file with the state fits on a single page.
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Background

The federal government has applied a 3.8 percent tax to the passive
income—that is, the proceeds generated from wealth holdings—of high-
income households since 2013. This tax, the Net Investment Income Tax
(NIIT), is targeted toward wealthy households in two ways. First, it applies to
types of income that can only be generated from wealth and that therefore
disproportionately flow to the wealthiest households. And second, the tax
applies only to income that exceeds a relatively high threshold.

The federal NIIT base is made up of passive wealth proceeds including capital
gains, dividends, interest, and certain types of rent, royalty, business, and annuity
income. The tax applies to married couples with income exceeding $250,000
and individuals with income exceeding $200,000, and only the portion of wealth
proceeds that exceeds those thresholds is subject to the tax. For example, an
individual with $150,000 in salary income and $75,000 in capital gains would
owe NIIT on just $25,000 of their capital gains.

The federal NIIT is a general fund revenue source that was enacted both to
offset some of the cost of expanding access to health care and to advance
parity in the taxation of wealth and work." States can create their own Wealth
Proceeds Taxes, piggybacking on the federal NIIT, to fund their priorities and
diversify their revenue streams to include more deliberate taxation of the
wealthy.

Minnesota Enacts the Nation's Most Comprehensive
State Wealth Proceeds Tax

Minnesota became the first state to enact a law piggybacking on
the federal NIIT in 2023. Minnesota’'s levy assesses a 1 percent
tax and applies only to the portion of wealth proceeds that
exceed $1 million. We expect this tax to raise more than $60
million next year.

Other states also apply higher rates to certain types of proceeds
generated from wealth. In Massachusetts, filers pay a tax rate on
short-term capital gains that is 3.5 percentage points higher than
the ordinary income tax rate. In 2025, Maryland enacted a 2
percent surcharge on both long-term and short-term capital gains
for households with income over $350,000.
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The Case for a State Wealth
Proceeds Tax

Economic inequality in the U.S. is large, growing, and highly unpopular. A large
majority of Americans across the political spectrum are concerned about the
rising gap between wealthy people and average Americans.® Meanwhile, the U.S.
tax code is failing to live up to its potential in addressing this urgent concern,
and many aspects of the tax system are making inequality worse.

There is growing awareness, and frustration among many, that current federal
and state tax laws are not well suited to taxing wealthy families in a way that
genuinely reflects their ability to pay. This shifting understanding has been
informed by a mix of careful economic analysis and reporting of leaked IRS
data showing that wealthy families often pay exceptionally low tax rates when
measured relative to a comprehensive measure of economic income.®

Part of the reason that wealthy families pay so little federal tax is that the
passive forms of income created by their wealth are usually subject to much
lower rates than earned income such as salaries and wages.” Under federal
law, regular income tax rates applying to workers span from 10 to 37 percent
whereas long-term capital gains and qualified dividends enjoy preferential
income tax rates of 0 to 20 percent. Some states also apply a lower income tax
rate to certain wealth-related income, such as capital gains.®

Before 2013, the federal government’s Medicare payroll tax worsened the
disparity in taxes on income from wealth and work by taxing earned income

at 2.9 percent while entirely exempting unearned income derived from wealth.
But the Affordable Care Act and the Health Care and Education Reconciliation
Act largely resolved this imbalance in the context of federal health care taxes.®
Specifically, those bills boosted high-earners’ Medicare payroll tax rate to 3.8
percent and created a parallel structure—the NIIT—with an identical 3.8 percent
rate on income derived from wealth.

As Figure 1 shows, the combined effect of these reforms is that high-income
families face a top federal tax rate of 40.8 percent on their labor income while
paying just 23.8 percent on most income generated by their wealth. Moreover,
wealthy families typically pay comparatively little in Social Security and
unemployment payroll taxes, as most of their labor income is exempt from these
levies and unearned, passive income created by their wealth is exempt entirely."®
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FIGURE 1

Top Federal Tax Rate on High-Income Individuals,
by Income Type

B ndividual income tax
Medicare and additional Medicare tax

. Met Investment Income Tax (MIIT)

lop ftax rate:

AD Y

Top tax rate:

23.8%

Wages and salaries Long-term capital gains and
qualified dividends

Note: Top federal tax rates on wages and salaries apply at taxable income levels over $640,600 (single)
and $768,700 (married filing jointly) in 2026, while top rates on long-term capital gains and dividends
apply starting at incomes over $545,500 (single) and $613,700 (married filing jointly).

Source: Institute on Taxation and Economic Policy

For state lawmakers concerned about under-taxation of the wealthy, Wealth
Proceeds Taxes that piggyback on the federal NIIT offer a practical and effective
path forward.

The federal definition of net investment income offers a simple way for states
to identify proceeds derived from the ownership of wealth and make progress
toward equalizing the tax treatment of those proceeds with how earned income
is currently taxed. Nearly 78 percent of the tax base that would be subject

to a Wealth Proceeds Tax is granted preferential treatment under the federal
individual income tax. Under our preferred proposal for a more robust Enhanced
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Wealth Proceeds Tax, fully 83 percent of the tax base is granted special
treatment under the federal income tax (see Appendix Table C.2).

A state Wealth Proceeds Tax would be simple to implement and would not
require a large amount of administrative effort by taxpayers or state tax
departments. Taxpayers potentially subject to the federal NIIT are already
required to fill out a one-page federal tax form (Form 8960) calculating the
amount of wealth proceeds subject to the NIIT, and the IRS is responsible for
auditing those forms to ensure their accuracy.

Our recommended version of a state Enhanced Wealth Proceeds Tax would
make just three simple adjustments to the amounts reported on that federal
form:

Subtract interest generated by U.S. federal bonds, as states are legally
prohibited from taxing this interest. In states with income taxes, the filer
will already know this amount as this subtraction already exists under
state income tax law. This routine adjustment is a necessary part of
adopting a state Wealth Proceeds Tax.

Add interest generated by municipal bonds issued by other states or its
localities. Again, in states with income taxes the filer is likely to already
know this amount as states generally tax this interest.

@ Add capital gains that are exempt from the federal NIIT but that the state

wishes to include in its Wealth Proceeds Tax. Using the 2024 version

of federal Form 8960 as the starting point, for example, the taxpayer
would simply need to copy the amounts found on lines 5b and 5c to
their state forms and add those amounts to their pool of taxable wealth
proceeds. For states looking to tax realized capital gains even more
comprehensively, federally excluded gains associated with so-called
“Qualified Small Business Stock” could also be added to the base.™

While Minnesota's tax on wealth proceeds does not precisely follow this model,
it does make a handful of adjustments to the federal NIIT base and, even so, its
statute clocks in at just 223 words long. The relevant Minnesota tax form also
fits onto a single page.'

INSTITUTE ON TAXATION AND ECONOMIC POLICY
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Components of
Wealth Proceeds

Wealth Proceeds Taxes would be
tied to the federal definition of
passive incomes subject to the
federal NIIT. The federal tax code
defines five major components
of wealth proceeds subject to

the NIIT: capital gains, dividends,
interest, and annuities, along with
certain kinds of rents, royalties,
and business income.

The bulk of these proceeds are
made up of capital gains and
dividends, which together comprise
between 82 and 86 of the state
tax bases proposed in this report,
depending on which proposal

is being examined (see Figure

2). The remainder is comprised

of certain rents, royalties, and
business income (8-10 percent of
the base), interest (6-8 percent),
and annuities (0.2-0.3 percent).
Generally, these components are
passive income sources and the
tax base does not include income
derived from active participation
in a business or retirement income
such as Social Security, pensions,
401(k)s, and IRAs.

This section describes the
components of a Wealth Proceeds
Tax base, and Appendix C offers

a summary breakdown of the tax
base and its current treatment
under federal law.

FIGURE 2

Components of State Wealth
Proceeds Tax Bases

8% | $83.6B 0.3% | $3.1B

Interest Annuities

\ _

10% | $106.8B

Rents, royalties,
business

$1.05 trillion

Total Wealth Proceeds
Tax Base

22% | $224.8B

Dividends 60% | $632.5B

Capital gains

6% | $83.6B 0,29 | $3.1B
Interest Annuities
8% | $106.8B

Rents, royalties,
business

17% | $224.8B
Dividends

$1.36 trillion
Total Enhanced Wealth
Proceeds Tax Base

69% | $943.1B
Capital gains

Note: These amounts are the proceeds generated by the ownership of wealth,
after deducting investment expenses and considering the impact of the income
thresholds that would shield most families from the tax. While the starting point
for these calculations is the federal tax base subject to NIIT, the definition of
taxable interest has been adjusted for purposes of state taxation by removing
federal bond interest and adding out-of-state bond interest. The Enhanced
Wealth Proceeds Tax Base uses a more comprehensive definition of capital gains
that includes all gains currently subject to the federal individual income tax.

Source: Institute on Taxation and Economic Policy (ITEP) analysis of data from
the IRS and state tax departments. Data presented at 2022 levels.
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Capital Gains

Capital gains are profits generated from the increase in value of assets such
as stocks, bonds, real estate, and other property. Under a provision known as
“deferral,’ federal and state income tax on capital gains is paid only when an
asset is sold. Thus, a stockholder who owns a stock over many years does
not pay any tax as it increases in value each year. If the stock is sold during
the investor's lifetime, the “realized” capital gain is calculated by taking the
difference between the original purchase price, or “basis,” and the sale price.
Around two-thirds of capital gains are generated from the sale of corporate
stocks.™

Most of the gains from the sale of a primary home would not be subject to

a Wealth Proceeds Tax. Home sale profits (that is, increases in home value
relative to what the owners paid for the home) up to $250,000 for single filers
and $500,000 for joint filers are excluded from federal and state personal
income taxes as well as the federal NIIT, and would be excluded from a state
Wealth Proceeds Tax as well. Capital gains generated in tax-preferred retirement
accounts such as 401(k)s and IRAs are also generally exempt.

While the federal NIIT includes most realized capital gains income in its base,
it does allow for some sizeable exemptions of dubious merit that we propose
including in the tax base of an Enhanced Wealth Proceeds Tax.

Most significantly, gains arising from certain sales of businesses or shares in a
business partnership or pass-through entity are exempted from the federal NIIT
if the seller actively participated in the business. Because wealthy individuals
receive much higher returns on their business sales than the average business
owner, this exemption is likely to be particularly skewed toward the wealthiest
families.™ In one instance, this carveout allowed the owner of a sports team to
avoid the NIIT on roughly $2 billion in gains generated by the sale of that team.'®
In addition to avoiding the federal NIIT, many of the gains in question are also
subject to preferential capital gains rates under the federal individual income tax
that are significantly lower than the tax rates on wages—a fact that strengthens
the case for including those gains in the base of a state Wealth Proceeds Tax.

Separately, a significant amount of capital gains associated with the sale of so-
called Qualified Small Business Stock (QSBS) is exempted from both the federal
individual income tax and the federal NIIT. Despite being billed as a benefit for
“small businesses,’ this arcane provision of federal law is inaccessible to most
of the general public and tends to be used most heavily by venture capitalists.

INSTITUTE ON TAXATION AND ECONOMIC POLICY
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Roughly 94 percent of gains excluded from tax by the QSBS provision flow

to households with annual incomes over $1 million per year.’® It would be
straightforward for states to add these QSBS gains to the base of their Wealth
Proceeds Taxes.

Capital gains are divided into short-term and long-term gains for tax purposes.
Short-term gains are those derived from assets held for less than one year and
are taxed at the same ordinary federal income tax rates as salaries and wages.
Our analysis of IRS data suggests that just 2.4 percent of capital gains subject
to NIIT are short-term in nature. The other 97.6 percent are long-term gains on
assets held for one year or more. These long-term gains are subject to a top
federal income tax rate of just 23.8 percent, including the basic 20 percent
federal personal income tax and the 3.8 federal NIIT. This is 17 percentage
points lower than the federal income tax rate that applies to salary and wage
income, as seen earlier in Figure 1.

Dividends

Dividends are business profits distributed to the shareholders of that business.
More than four in five dividend dollars flowing to federal NIIT filers are subject
to preferential federal income tax rates.' These dividends, known as qualified
dividends, are those associated with stock holdings that the filer owned for at
least 61 days of the 120-day period surrounding the date of the dividend payout.

Less than one in five dollars of NIIT filers’ dividend income is associated with
stock held for 60 days or fewer, and these dividends are taxed as ordinary
income.

Both qualified and non-qualified dividends are subject to the federal NIIT and
would be taxed under a state Wealth Proceeds Tax. The qualified dividends that
account for the bulk of all dividends flowing to NIIT filers are taxed by the federal
government at a maximum rate of just 23.8 percent, including the preferential
20 percent federal personal income tax and the 3.8 percent federal NIIT. Just

as with long-term capital gains, this rate is 17 percentage points lower than the
federal income tax rate that applies to salary and wage income.

Rents, Royalties, Partnerships, S Corporations, and Trusts
The federal NIIT base includes a variety of income sources from passive

business involvement. For each of these income types, the income is excluded
for filers who can show they materially participated in the business that

INSTITUTE ON TAXATION AND ECONOMIC POLICY
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produced the income. What remains are the passive proceeds created by asset
ownership, including:

Rental income from real estate properties

Royalty income from the authorized use of property such as copyrights,
patents, or mineral rights

Income from passive ownership in partnerships and S corporations

Income from trusts

Business owners do not owe federal NIIT on their active business income
because the intent of the NIIT is not to tax the income derived directly from

the work that a business owner puts into their business. To screen out active
business income, the IRS uses a test of “material participation” that can be
established under several criteria, but the most common test is whether the filer
spent at least 500 hours, or roughly 10 hours per week, working on the business
in the given tax year.’® This generous test ensures that even business owners
who are only working at their business in a very part-time capacity are not
paying NIIT on their business income. This income would also be exempted from
a state Wealth Proceeds Tax.

Taxable Interest

Most interest payments received from bank accounts, as well as savings
instruments such as Treasury and corporate bonds and Certificates of Deposit,
are taxable income. Interest generated by these savings vehicles is taxed as
ordinary income at the federal level and is also subject to the NIIT.

Adapting the federal NIIT to state tax purposes requires at least one adjustment
to the taxation of interest. While the federal NIIT applies to federal bond interest,
states are legally prohibited from taxing federal bond interest and states must
therefore carve out this interest from their Wealth Proceeds Taxes.®

On the other hand, the federal government does not tax state and local bond
interest under the individual income tax or the NIIT. As a result, a state that
chooses to use the federal NIIT as the starting point for its Wealth Proceeds Tax
will automatically exempt this form of interest unless it chooses to selectively
decouple from the exemption. A state exemption may be prudent in the context
of bonds issued by that state or its localities, but there is little reason for a state
to exempt interest paid on bonds issued by other states and their localities.
Most states already tax out-of-state bond interest under their individual income
taxes and would presumably wish to also do so under a state Wealth Proceeds

Tax.
INSTITUTE ON TAXATION AND ECONOMIC POLICY
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Our analysis of data reported by state revenue agencies indicates that modifying
the federal NIIT base to remove federal bond interest but add out-of-state bond
interest would slightly expand the taxable base overall and increase the revenue
yield of a Wealth Proceeds Tax. The revenue estimates contained in this report
reflect these modifications.

Non-Qualified Annuities

Annuities are investment products that individuals or their employers pay
into upfront. In return, individuals receive guaranteed payments later in life or
upon the individual's death. For tax purposes, annuities are broken into two
categories: qualified and non-qualified.

Most annuities are qualified annuities, meaning three things. First, they are
subject to an annual limit on the amount individuals can contribute toward the
annuity each year. Second, they are funded with pre-tax dollars, meaning the
income used to fund the annuity is not taxed in the year it is contributed and
instead owners pay taxes on the annuity income when it is distributed later in
life. And third, once an individual reaches age 73, they are required to draw down
minimum distributions from the account.

Non-qualified annuities, on the other hand, are paid for with after-tax income and
allow for unlimited contributions. Once the annuity begins to pay out, individuals
owe tax on the portion of the payout that exceeds their initial contribution.

For example, if someone invested $1 million in a non-qualified annuity but

is expected to eventually receive $1.5 million in payouts from that annuity,

then two-thirds of every dollar paid out would be a considered a tax-exempt
withdrawal of their initial investment.?°

Only non-qualified annuity income is subject to the federal NIIT. A state Wealth
Proceeds Tax would apply to these annuities.

Wealth Proceeds Tax Effects by
Income Level and Race

State Wealth Proceeds Taxes would affect a relatively small number of affluent
households. Just 4.4 percent of people filing federal tax returns in 2022 owed
any NIIT, and very high-income people contributed the bulk of the tax dollars
collected under this tax.

INSTITUTE ON TAXATION AND ECONOMIC POLICY
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According to the IRS, almost three quarters (73 percent) of all federal NIIT
payments in 2022 came from the highest-income 0.5 percent of filers, or those
with incomes over $1 million.?" An even more detailed breakdown of NIIT liability
by income level is available from the IRS for 2019, and it shows that a third of
the NIIT was paid by the top 0.01 percent of households by income, or those
with income over $10 million.?

FIGURE 3

Share of Wealth Proceeds Taxes Paid by Income Group

0.1%

Incomes below $200,000

26%
Incomes between

$200,000 to
S1 million

74%
Income of $1 million
and above

Note: The very small amount paid by returns with incomes below $200,000 is attributable to differences in the income
definitions used for sorting this chart versus for calculation of the NIIT, and because a small number of married couples filing
separately face an income threshold ($125,000) that is one half the level faced by married couples filing jointly ($250,000).

Source: Institute on Taxation and Economic Policy analysis of 2022 IRS data on the federal Net Investment Income Tax.

While IRS data do not allow for examination by wealth level, the Federal
Reserve’s Survey of Consumer Finances underscores that the wealth that
generates passive income is highly concentrated. In 2022, the wealthiest 10
percent of households received 44.7 percent of pre-tax income and controlled
73 percent of all wealth. Meanwhile, the top 1 percent captured 15 percent of
all income and held 35 percent of the nation’s wealth. Because the NIIT applies

INSTITUTE ON TAXATION AND ECONOMIC POLICY
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exclusively to proceeds generated from wealth, it is clear that ultrawealthy
families are paying a large share of this tax.

The concentration of wealth is more pronounced than income in part because
of the multigenerational nature of wealth accumulation. Recent estimates
suggest that more than a third of all wealth owned in the U.S. was acquired
through inheritance. Because inheritance represents the transfer of wealth from
one generation to another, it tends to solidify inequality and reduce opportunity
by imposing the wealth inequality of the previous generation on the current
generation.

Estate taxes on very large wealth transfers have historically helped curb this
entrenchment of intergenerational inequality, but aggressive tax avoidance
and repeated cuts to these levies by federal and state lawmakers have greatly
reduced their effectiveness in this regard.

As a result, large inheritances are tending to lock in historical policy and
economic realities, many of which stood in the way of allowing historically
marginalized populations to build wealth. As evidence of this, consider

that ownership of corporate stocks in ordinary taxable accounts—which is
responsible for generating most of the income included in the federal NIIT
base—is highly concentrated among white Americans. Eighty two percent of
stock held by people with incomes high enough to be subject to the NIIT is
held by white families, even though white families make up just 67 percent of
households overall.

Revenue Potential of State Wealth
Proceeds Taxes

Wealth Proceeds Taxes have significant revenue potential for states.

Appendix Table A.1 presents state-by-state estimates of the revenue potential
of levying a Wealth Proceeds Tax in its simplest form, with a single rate applied
to a tax base that closely resembles federal rules (that is, federal net investment
income minus federal bond interest but including out-of-state bond interest).
Applying a 4 percent tax to this base in all states could raise more than $45
billion in new revenues a year.

Higher rates could also be considered, especially in states that have no income
tax, low-rate income taxes, flat income taxes, or preferential treatment of capital
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gains. Applying a higher rate would do more to equalize the tax treatment of
earned and unearned income. The top federal income tax rate on long-term
capital gains and qualified dividends is 17 percentage points lower than the
top federal income tax rate on salaries and wages—and capital gains and
dividends are exempt from federal payroll taxes that fund Social Security and
unemployment insurance as well.

FIGURE 4

Nationwide Revenue Potential of Applying 4 Percent
Taxes to Wealth Proceeds in Every State in 2026

$57.4B

$45.5B

Wealth Proceeds Tax Enhanced Wealth Proceeds Tax

Note: Wealth Proceeds Tax base includes proceeds subject to the federal NIIT, minus federal bond interest and plus
out-of-state bond interest. The enhanced tax base adds capital gains specifically exempted from the federal NIIT.

Source: Institute on Taxation and Economic Policy analysis of data from the Internal Revenue Service (IRS),
Congressional Budget Office (CBO), and state tax departments.

For states interested in a more robust and comprehensive tax on proceeds
generated from wealth, we also examine a proposal for an Enhanced Wealth
Proceeds Tax in Appendix Table A.2. Among high-income families filling the
relevant NIIT forms, current federal rules exempt roughly one-third of their
realized capital gains income from the NIIT. For instance, gains derived from
selling a business in which the owner actively participated are exempt from
the federal NIIT. A state Enhanced Wealth Proceeds Tax would discard this

INSTITUTE ON TAXATION AND ECONOMIC POLICY
ITEP.orq 16 I I



exemption in favor of a more robust and comprehensive tax base that captures
all capital gains currently subject to the federal individual income tax.

Rolling these capital gains back into the tax base would boost the revenue-
raising potential of taxing wealth proceeds at the state level. Applying the same
4 percent tax rate to this enhanced definition of wealth proceeds would yield
more than $57 billion a year across all states, or 26 percent more than what
could be raised by the narrower tax tied more closely to federal law. Such a tax
would also be less prone to aggressive tax avoidance or evasion, as wealthy
people could no longer seek to sidestep the tax by claiming to have actively
participated in the businesses they are selling.

The methodology underlying these calculations is described in Appendix D.

Revenue Stability of Wealth Proceeds
Taxes

States considering adopting Wealth Proceeds Taxes may wish to consider the
stability of the revenue stream generated by those taxes. This tax base will
fluctuate over time due to changes in the economy and decisions investors
make regarding whether to sell or hold assets.

While the revenue potential of a state Wealth Proceeds Tax is substantial, it
would still represent only a small fraction of state budgets, meaning that swings
would not meaningfully threaten the stability of state general fund revenues.

If policymakers intend to earmark Wealth Proceeds Tax revenue to a specific
program, on the other hand, careful planning is warranted to ensure the funds
are allocated sustainably. One possible approach is to limit spending from such
a fund to 90 percent of the average revenue collected by the tax over the past
five years. Historical data on the last decade of federal NIIT collections show
that such a condition would have resulted in sustainable funding streams in
every state except for Arkansas, which appears to be an outlier in its volatility
level because of its unusually high concentration of wealth in the hands of a
small number of extraordinarily wealthy people.

INSTITUTE ON TAXATION AND ECONOMIC POLICY
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Protecting Wealth Proceeds Taxes from Tax-Avoiding Trusts

It is no secret that high-income and wealthy individuals often employ tax
accountants and lawyers to help them avoid paying taxes in ways that
circumvent the spirit of the law. Tax avoidance is an issue affecting virtually
every tax in existence, and the Wealth Proceeds Tax is no exception.

Of particular concern are trusts established with the purpose of shifting
wealth proceeds, on paper, into low-tax states. Incomplete non-grantor trusts
(ING trusts), for example, are often used with this purpose in mind and have
attracted significant scrutiny from state tax authorities in recent years.

Fortunately, California and New York have shown that this problem can be fixed
by treating ING trusts as grantor trusts instead. In short, these states assign
the income of the trust to the grantor—or the person who created the trust—
rather than to the trust itself.* The effect is to tax the person based on where
they actually live, rather than attempt the futile task of taxing a trust housed in
a tax haven state such as Delaware, Nevada, South Dakota, or Wyoming.

*Griswold, Don and Michael Mazerov. “States Should Follow New York's Lead and Shut Down Tax-Avoiding
‘ING Trusts.” Center on Budget and Policy Priorities. January 2023.

States can also promote greater stability in their Wealth Proceeds Taxes by
taking care not to design them with direct, active linkages to federal law. The
federal NIIT has proven to be a durable reform, having been in effect for nearly
12 years as of this writing. But there is always a risk that a future Congress
could chip away at the NIIT base or repeal the tax entirely. To safeguard against
this outcome, states can use what is known as “fixed date” conformity under
which they link their tax rules to the federal tax code as it exists on a certain
fixed date. Under this approach, which many states already use in their income
tax codes, if Congress decides to change the NIIT, the changes will not affect
state Wealth Proceeds Taxes unless and until state lawmakers review the
federal change and vote to adopt it in their state tax code by updating their
conformity date. The result is that states can retain most of the simplicity
benefits of federal conformity without putting their tax laws on an autopilot
system that is vulnerable to disruption by Congress.
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Conclusion

State Wealth Proceeds Taxes are a clear opportunity to generate substantial
revenue by diversifying state tax systems with a measure tailormade to ask
more of the wealthy. The simplicity of administering Wealth Proceeds Taxes
based on federal filings, along with the promise of increased parity in the
treatment of earned and passive income, make this an attractive option for
states. By enacting their own Wealth Proceeds Taxes, states can advance
more equitable taxation of wealth relative to work, reduce income and wealth
inequality, and secure funding for essential programs.
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Appendix A

Appendix Table Al

Revenue Potential of State-Level Wealth Proceeds Taxes (WPT) in
2026 at Various Rates (figures in millions)

State 1% Rate 2% Rate 3% Rate 4% Rate 5% Rate 6% Rate 7% Rate 8% Rate 9% Rate | 10% Rate
Alabama $77.7 $153.4 $227.0 $298.6 $368.3 $436.2 $502.3 $566.7 $629.4 $690.6
Alaska $14.9 $29.4 $43.6 $57.4 $70.9 $84.0 $96.9 $109.4 $121.7 $133.7
Arizona $198.4 $391.2 $578.3 $760.2 $936.9 $1,108.6 $1,275.4 $1,437.7 $1,595.5 $1,748.9
Arkansas $100.7 $199.5 $296.4 $391.6 $485.0 $576.8 $666.9 $755.5 $842.5 $928.2
California $1,724.2 $3,398.5 $5,024.8| $6,604.6 $8,139.8 $9,631.8| $11,082.5 $12,493.1| $13,865.3| $15,200.4
Colorado $258.2 $508.9 $§752.4 $988.8 $1,218.4 $1,441.5 $1,658.3 $1,868.9 $2,073.8 $2,272.9
Connecticut $237.5 $469.0 $694.8 $915.1 $1130.1 $1,340.0 $1,544.8 $1,745.0 $1,940.5 $2,131.5
Delaware $19.8 $39.0 $57.8 $76.2 $94.1 $111.6 $128.7 $145.4 $161.7 $177.6
D.C. $61.3 $120.8 $178.6 $234.8 $289.5 $342.6 $394.3 $444.6 $493.5 $541.1
Florida $1,761.5 $3,472.8 $5,135.6 $6,751.6 $8,322.4 $9,849.4 $11,334.3| $12,778.4 $14,183.2 $15,550.1
Georgia $234.6 $462.8 $684.8 $900.7 $1,110.9 $1,315.4 $1,514.5 $1,708.4 $1,897.3 $2,081.3
Hawaii $53.9 $106.6 $158.4 $209.2 $259.0 $308.0 $356.0 $403.2 $449.5 $495.1
Idaho $53.3 $104.9 $154.9 $203.4 $250.4 $296.0 $340.2 $383.1 $424.7 $465.1
Illinois $385.9 $761.4 $1,126.9 $1,482.7 $1,829.2 $2,166.6 $2,495.4 $2,815.8 $3,128.1 $3,432.5
Indiana $88.8 $175.5 $259.9 $342.3 $422.7 $501.1 $577.7 $652.5 $725.5 $796.8
lowa $56.1 $110.6 $1637 $215.2 $265.4 $314.2 $361.7 $408.0 $453.0 $496.9
Kansas $60.2 $118.8 $175.8 $231.2 $285.2 $337.7 $388.8 $4387 $487.2 $534.5
Kentucky $69.1 $136.5 $202.1 $266.2 $3287 $389.7 $449.2 $507.4 $564.1 $619.6
Louisiana $83.7 $165.5 $245.5 $323.7 $400.2 $475.1 $548.4 $620.2 $690.5 $759.4
Maine $25.9 $51.2 $75.8 $99.7 $123.0 $145.7 $167.8 $189.3 $210.3 $230.8
Maryland $144.0 $284.3 $421.1 $554.6 $684.7 $811.7 $935.7 $1,056.7 $1174.9 $1,290.4
Massachusetts $398.0 $784.5 $1,160.1 $1,525.0 $1,879.7 $2,224.5 $2,559.8 $2,886.0 $3,203.2 $3,512.0
Michigan $178.5 $352.8 $523.0 $689.2 $851.6 $1,010.4 $1,165.6 $1,317.4 $1,465.9 $1,611.3
Minnesota $44.2 $1537 $260.8 $365.5 $4679 $568.0 $666.0 $761.9 $855.8 $947.8
Mississippi $37.6 $74.2 $109.8 $144.4 $178.1 $210.9 $242.9 $274.1 $304.4 $334.0
Missouri $133.4 $264.0 $3917 $516.9 $639.4 $759.5 $877.2 $992.6 $1,105.7 $1,216.7
Montana $63.9 $125.7 $185.5 $243.4 $299.4 $353.7 $406.2 $4571 $506.3 $554.0
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Appendix Table Al (continued)

Revenue Potential of State-Level Wealth Proceeds Taxes (WPT) in

2026 at Various Rates (figures in millions)

State 1% Rate 2% Rate 3% Rate 4% Rate 5% Rate 6% Rate 7% Rate 8% Rate 9% Rate| 10% Rate
Nebraska $417 $82.3 $122.0 $160.8 $198.8 $235.8 $272.0 $307.5 $342.1 $376.0
Nevada $194.8 $3837 $566.9 $744.6 $916.9 $1,084.1 $1,246.4 $1,403.9 $1,556.7 $1,705.1
New Hampshire $56.3 $110.9 $163.8 $215.2 $265.0 $313.4 $360.3 $405.9 $450.2 $493.1
New Jersey $304.5 $601.4 $890.8 $1,173.0 $1,448.4 $1,717.1 $1979.4 $2,235.5 $2,485.7 $2,730.1
New Mexico $34.2 $67.4 $99.9 $131.5 $162.4 $192.5 $221.9 $250.6 $278.6 $306.0
New York $1,059.3 $2,090.6 $3,095.1 $4,073.7 $5,027.2 $5,956.7 $6,862.9 $7,746.8 $8,609.2 $9,450.9
North Carolina $233.9 $461.1 $682.0 $896.7 $1,105.4 $1,308.4 $1,505.9 $1,698.0 $1,884.9 $2,066.9
North Dakota $26.6 $52.7 $78.3 $103.4 $128.1 $152.4 $176.2 $199.7 $2227 $245.4
Ohio $201.4 $397.9 $589.6 $776.7 $959.3 $1137.5 $1,311.6 $1,481.7 $1,647.9 $1,810.4
Oklahoma $79.4 $156.9 $232.6 $306.5 $378.8 $449.4 $518.4 $585.9 $651.9 $716.6
Oregon $95.7 $188.9 $279.5 $367.7 $453.6 $537.3 $618.8 $698.2 $775.6 $851.1
Pennsylvania $308.4 $608.8 $901.5 $1186.7 $1,464.8 $1,735.8 $2,000.2 $2,258.0 $2,509.7 $2,755.2
Rhode Island $29.2 $57.5 $85.0 $1M.8 $137.8 $163.1 $187.7 $211.6 $234.9 $257.5
South Carolina $108.6 $214.2 $317.0 $416.9 $514.2 $608.9 $701.0 $790.8 $878.2 $963.4
South Dakota $31.2 $61.5 $91.1 $119.9 $148.0 $175.4 $202.1 $228.1 $253.5 $278.3
Tennessee $199.1 $392.2 $579.4 $761.0 $9371 $1,107.9 $1,2737 $1,434.6 $1,590.7 $1,742.3
Texas $1,314.5 $2,592.8 $3,836.3 $5,046.1 $6,223.3 $7,369.1 $8,484.6 $9,570.8| $10,628.7 $11,659.2
Utah $105.7 $208.1 $307.4 $403.6 $496.9 $587.3 $675.1 $760.2 $8427 $922.8
Vermont $15.9 $31.5 $46.7 $61.6 $76.1 $90.3 $104.2 $17.8 $1311 $144.2
Virginia $258.5 $509.8 $754.1 $991.8 $1,22341 $1,448.1 $1,667.1 $1,880.4 $2,088.0 $2,290.3
Washington $360.9 $712.2 $1,054.0 $1,386.9 $1,711.0 $2,026.8 $2,334.4 $2,634.3 $2,926.6 $3,2117
West Virginia $18.0 $35.6 $52.8 $69.6 $86.1 $102.2 $117.9 $133.4 $148.5 $163.4
Wisconsin $102.5 $202.8 $300.9 $396.9 $490.8 $582.8 $673.0 $761.3 $8479 $9327
Wyoming $65.8 $130.0 $192.7 $253.9 $313.6 $371.9 $428.9 $484.6 $539.0 $592.3
Z?.IASLT"ATES $11,811.2 | $23,366.3 | $34,608.5| $45,548.7| $56,197.6 | $66,565.2| $76,661.6| $86,496.3| $96,078.8| $105,417.9

Note: Minnesota figures are net of the $68 million we expect will be raised in 2026 by the state's
existing 1 percent tax on most passive wealth proceeds over $1 million.

Source: Institute on Taxation and Economic Policy (ITEP) analysis of data from the Internal Revenue
Service (IRS), Congressional Budget Office (CBO), and state tax departments.
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Appendix Table A2

Revenue Potential of State-Level Enhanced Wealth Proceeds Taxes

(EWPT) in 2026 at Various Rates (figures in millions)

State 1% Rate 2% Rate 3% Rate 4% Rate 5% Rate 6% Rate 7% Rate 8% Rate 9% Rate| 10% Rate
Alabama $103.0 $202.6 $299.1 $392.4 $482.8 $570.4 $655.1 $737.2 $816.7 $893.7
Alaska $18.7 $36.8 $54.4 $71.4 $88.0 $104.2 $119.9 $135.1 $149.9 $164.3
Arizona $283.3 $556.9 $821.2 $1,076.6 $1,323.2 $1,561.5 $1,791.7 $2,014.0 $2,228.8 $2,436.4
Arkansas $119.0 $235.3 $348.9 $459.9 $568.4 $674.5 $778.3 $879.9 $979.3 $1,076.6
California $1,978.6 $3,893.4 $5,746.5 $7,540.2 $9,276.7| $10,958.0| $12,586.2 $14,163.3 $15,691.0 $17,171.3
Colorado $331.3 $651.6 $961.2 $1,260.6 $1,550.1 $1,830.0 $2,100.6 $2,362.4 $2,615.6 $2,860.5
Connecticut $291.5 $574.4 $849.0 $1,115.6 $1,374.5 $1,625.9 $1,870.2 $2,107.5 $2,338.1 $2,562.3
Delaware $25.1 $49.5 $731 $96.1 $18.4 $140.0 $161.0 $181.4 $201.2 $220.5
D.C. $65.8 $129.7 $191.6 $251.7 $309.9 $366.5 $421.4 $474.7 $526.5 $576.8
Florida $2,495.2 $4,907.2 $7,238.8 $9,492.6 $1,671.4 $13,777.6 $15,813.9 $17,782.5| $19,686.0| $21,526.4
Georgia $328.8 $646.6 $953.8 $1,250.7 $1,537.8 $1,815.3 $2,083.7 $2,343.2 $2,594.1 $2,836.7
Hawaii $59.7 $na.l $175.2 $231.0 $285.6 $339.0 $391.3 $442.5 $492.7 $541.8
Idaho $73.0 $143.4 $211.3 $276.7 $339.9 $400.7 $459.4 $516.1 $570.6 $623.3
Illinois $508.7 $1,001.2 $1,4779 $1,939.5 $2,386.4 $2,819.2 $3,238.4 $3,644.4 $4,037.7 $4,418.8
Indiana $138.4 $272.2 $401.6 $526.8 $647.8 $764.9 $878.2 $987.7 $1,093.7 $1,196.3
lowa $75.2 $148.0 $218.3 $286.4 $352.2 $415.9 $477.6 $537.2 $595.0 $650.8
Kansas $79.9 $157.2 $232.1 $304.4 $374.5 $442.3 $507.9 $571.4 $632.9 $692.5
Kentucky $88.3 $174.0 $2571 $337.8 $416.1 $492.1 $565.8 $637.5 $7071 $774.7
Louisiana $100.9 $199.1 $294.7 $387.8 $478.5 $566.8 $652.9 $736.8 $818.6 $898.4
Maine $35.2 $69.2 $102.0 $133.9 $164.6 $194.4 $223.2 $251.1 $278.1 $304.2
Maryland $174.5 $3437 $507.9 $667.4 $822.1 $972.3 $1,118.2 $1,259.9 $1,397.6 $1,531.4
Massachusetts $473.4 $931.5 $1,375.0 $1,804.2 $2,219.8 $2,622.1 $3,01.7 $3,389.0 $3,754.5 $4,108.6
Michigan $236.0 $465.0 $687.4 $903.2 sin27 $1,316.2 $1,513.9 $1,705.9 $1,892.4 $2,073.8
Montana $78.8 $154.9 $228.3 $299.1 $367.4 $433.3 $496.9 $558.2 $617.4 $674.5
Nebraska $58.5 $115.3 $170.3 $2237 $275.4 $325.6 $374.3 $421.5 $467.4 $511.9
Nevada $264.0 $519.1 $765.4 $1,003.2 $1,233.0 $1,454.8 $1,669.1 $1,876.1 $2,076.0 $2,269.1
New Hampshire $91.8 $180.3 $265.6 $3479 $4271 $503.5 $577.2 $648.1 $716.5 $782.4
New Jersey $356.5 $702.6 $1,038.6 $1,364.9 $1,681.9 $1,989.8 $2,289.1 $2,580.0 $2,862.9 $3,137.9
New Mexico $41.0 $80.8 $119.4 $157.0 $193.4 $228.8 $263.2 $296.6 $329.1 $360.7
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Appendix Table A2 (continued)

Revenue Potential of State-Level Enhanced Wealth Proceeds Taxes
(EWPT) in 2026 at Various Rates (figures in millions)

State 1% Rate 2% Rate 3% Rate 4% Rate 5% Rate 6% Rate 7% Rate 8% Rate 9% Rate | 10% Rate
New York $1,226.7 $2,416.4 $3,570.5 $4,690.2 $5.776.7 $6,831.4 $7,855.2 $8,849.5 $9,815.1| $10,753.3
North Carolina $309.7 $609.2 $898.9 $1,179.0 $1,450.0 $1,712.0 $1,965.6 $2,210.8 $2,448.1 $2,677.7
North Dakota $29.3 $58.0 $86.1 $113.6 $140.6 $167.0 $192.9 $218.3 $243.2 $267.6
Ohio $268.6 $529.1 $781.7 $1,026.8 $1,264.7 $1,495.5 $1,719.5 $1,936.9 $2,148.1 $2,353.1
Oklahoma $95.3 $188.0 $278.2 $365.9 $451.2 $534.2 $614.9 $693.6 $770.2 $844.8
Oregon $119.8 $235.7 $348.0 $456.6 $561.8 $663.7 $762.4 $858.0 $950.6 $1,040.4
Pennsylvania $399.3 $786.3 $1161.5 $1,525.3 $1,878.0 $2,220.1 $2,551.9 $2,873.8 $3,186.1 $3,489.1
Rhode Island $38.0 $74.7 $110.1 $144.4 $177.6 $209.7 $240.7 $270.7 $299.8 $327.8
South Carolina $147.6 $290.3 $428.4 $562.0 $691.3 $816.4 $937.4 $1,054.6 $1167.9 $1,277.7
South Dakota $40.4 $79.7 SN7.7 $154.6 $190.3 $225.1 $258.7 $291.4 $323.1 $353.9
Tennessee $279.1 $548.5 $808.6 $1,059.7 $1,302.1 $1,536.1 $1,762.0 $1,980.1 $2,190.6 $2,3937
Texas $1,618.5 $3,187.2 $4,707.7 $6,181.8 $7,611.0 $8,996.8| $10,340.7| $1,644.2| $12,9087 $14135.5
Utah $153.7 $301.9 $444.6 $582.3 $714.9 $8427 $965.8 $1,084.5 $1,198.8 $1,309.0
Vermont $19.7 $38.9 $57.5 $75.6 $93.2 $110.3 $126.9 $143.1 $158.9 $174.2
Virginia $328.1 $645.6 $953.0 $1,250.5 $1,538.5 $1,817.4 $2,087.4 $2,349.0 $2,602.3 $2,847.7
Washington $417.5 $822.3 $1,215.0 $1,595.9 $1,965.4 $2,324.1 $2,672.2 $3,010.2 $3,338.3 $3,657.1
West Virginia $20.6 $40.7 $60.3 $79.4 $98.0 $ne. $133.8 $151.1 $167.9 $184.4
Wisconsin $140.8 $277.6 $410.3 $539.3 $664.5 $786.3 $904.5 $1,019.5 $1131.3 $1,240.0
Wyoming $91.0 $179.2 $264.7 $347.8 $428.3 $506.5 $582.4 $656.0 $727.5 $797.0
TOTAL,

ALL STATES $15,007.2 | $29,605.2| $43,742.6| $57,435.4| $70,699.0 | $83,548.6| $95,998.7 | $108,063.5| $119,756.6 | $131,091.3

Note: The Enhanced Wealth Proceeds Tax is distinguished from the basic Wealth Proceeds Tax by

its use of a more comprehensive definition of capital gains that includes all gains currently subject
to the federal individual income tax. Minnesota figures are net of the $68 million we expect will be
raised in 2026 by the state's existing 1 percent tax on most passive wealth proceeds over $1 million.

Source: Institute on Taxation and Economic Policy (ITEP) analysis of data from the Internal Revenue
Service (IRS), Congressional Budget Office (CBO), and state tax departments.
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Appendix B

Appendix Table B1

Characteristics of Federal NIIT Filers by State in 2022

Number of Percent of | Share of NIIT paid by filers in various income bands
All Federal Filers that Filers that

State Tax Filers Owe NIIT Owe NIIT| $200k-$500k $500k-$1M $1M or more
Alabama 2,149,560 57,600 2.7% 16.4% 18.8% 64.6%
Alaska 348,250 12,960 3.7% 22.4% 22.8% 54.6%
Arizona 3,373,850 122,000 3.6% 16.6% 19.0% 64.3%
Arkansas 1,295,860 33,120 2.6% 71.6% 8.5% 83.8%
California 18,487,690 1,187,550 6.4% 11.5% 15.0% 73.3%
Colorado 2,972,380 159,590 5.4% 14.8% 17.7% 67.4%
Connecticut 1,823,240 114,010 6.3% 8.9% 10.7% 80.3%
Delaware 503,140 18,570 3.7% 20.8% 20.7% 58.3%
DICS 348,690 32,220 9.2% 8.2% 9.4% 82.3%
Florida 11,130,320 470,590 4.2% 7.9% 10.6% 81.4%
Georgia 4,932,040 183,250 3.7% 15.7% 17.6% 66.6%
Hawaii 689,960 24,390 3.5% 13.6% 15.2% 71.1%
Idaho 869,500 29,410 3.4% 15.4% 19.0% 65.6%
lllinois 6,112,890 277,780 4.5% 13.8% 14.5% 71.6%
Indiana 3,246,780 85,920 2.6% 20.0% 21.2% 58.7%
lowa 1,485,900 48,430 3.3% 21.4% 20.7% 57.8%
Kansas 1,361,370 47,410 3.5% 171% 19.0% 63.8%
Kentucky 1,975,890 47,140 2.4% 15.9% 17.8% 66.3%
Louisiana 1,970,500 54,820 2.8% 16.1% 20.3% 63.4%
Maine 710,860 22,100 3.1% 22.0% 23.3% 54.6%
Maryland 3,095,140 159,920 5.2% 19.6% 18.8% 61.4%
Massachusetts 3,567,790 254,040 T1% 10.9% 13.6% 75.4%
Michigan 4,871,390 147,660 3.0% 17.2% 17.6% 65.1%
Minnesota 2,871,840 122,400 4.3% 20.1% 19.9% 60.0%
Mississippi 1,245,240 23,860 1.9% 14.7% 16.1% 69.0%
Missouri 2,880,050 87120 3.0% 14.6% 15.3% 701%
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Appendix Table B1 (continued)

Characteristics of Federal NIIT Filers by State in 2022

Number of Percent of | Share of NIIT paid by filers in various income bands
All Federal Filers that Filers that

State Tax Filers Owe NIIT Owe NIIT| $200k-$500k $500k-$1M $1M or more
Montana 550,380 19,620 3.6% 9.6% 1.9% 78.4%
Nebraska 940,690 31,930 3.4% 17.8% 19.2% 62.9%
Nevada 1,553,270 52,070 3.4% 7.6% 10.0% 82.3%
New Hampshire 731,910 38,260 5.2% 16.4% 18.1% 65.3%
New Jersey 4,638,510 303,760 6.5% 15.6% 17.1% 67.2%
New Mexico 987,790 23,530 2.4% 18.9% 20.5% 60.5%
New York 9,767,160 524,070 5.4% 7.3% 8.9% 83.7%
North Carolina 4,943,390 192,880 3.9% 18.0% 19.5% 62.3%
North Dakota 368,090 15,640 4.2% 18.7% 21.7% 59.5%
Ohio 5,692,070 171,620 3.0% 18.3% 20.1% 61.3%
Oklahoma 1,713,370 46,670 2.7% 15.3% 20.0% 64.6%
Oregon 2,030,990 82,680 4.1% 19.9% 20.3% 59.7%
Pennsylvania 6,325,490 253,390 4.0% 17.6% 18.8% 63.6%
Rhode Island 568,360 21,640 3.8% 16.0% 16.8% 66.9%
South Carolina 2,481,150 76,320 3.1% 17.7% 20.2% 62.0%
South Dakota 441,520 16,340 3.7% 16.0% 17.7% 66.2%
Tennessee 3,247,910 108,490 3.3% 13.5% 16.4% 70.0%
Texas 13,641,000 566,300 4.2% 9.9% 13.6% 76.4%
Utah 1,514,460 56,130 3.7% 11.9% 15.7% 72.4%
Vermont 336,880 12,220 3.6% 21.3% 22.4% 56.1%
Virginia 4,160,340 226,570 5.4% 17.3% 16.4% 66.2%
Washington 3,757,410 244,930 6.5% 13.3% 16.0% 70.6%
West Virginia 776,010 14,430 1.9% 22.5% 25.2% 52.1%
Wisconsin 2,940,980 93,540 3.2% 19.7% 19.6% 60.7%
Wyoming 280,750 10,560 3.8% 5.3% 7.8% 86.9%
Z?II:ASL'I"ATES 158,710,000 7,027,450 4.4% 12.2% 14.5% 73.2%

Source: Institute on Taxation and Economic Policy (ITEP) analysis of data from the Internal Revenue Service (IRS).
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Appendix C

Appendix Table C1

Federal Tax Treatment of Income, by Source, Under Net Investment

Income Tax (NIIT), Individual Income Tax (lIT), and Payroll Tax

Treatment Under | Treatment Under
Treatment Under | Federal Individual FICA, SECA Share of Federal
Federal NIIT Income Tax Payroll Tax NIIT Base
Capital Gains
Long-Term Gains Taxed Tax Preferred Exempt 59.2%
Short-Term Gains Taxed Ordinary Income Exempt 1.5%
Qualified Small Business Stock Exempt Exempt Exempt
First $250k/$500k of Home Sale Profits Exempt Exempt Exempt
Profits from Sale of Active Business Exempt Tgstng:r;zi:f Exempt
Profits from Sale of Company Stock in
Employer-Sponsored Plan Exempt Tax Preferred Exempt
Unrealized Gains Exempt Exempt Exempt
Dividends
Qualified Dividends Taxed Tax Preferred Exempt 17.6%
Non-Qualified Dividends Taxed Ordinary Income Exempt 4.0%
Supplemental Income
Passive Rents, Royalties, Pass-Through Taxed Ordinary Income Exempt 10.2%
Active Rents, Royalties, Pass-Through Exempt gaé(l I(Dsrifce:gagd/-\l; Exempt
Interest
Interest from Private Sources Taxed Ordinary Income Exempt 6.4%
U.S. Federal Government Bond Interest Taxed Ordinary Income Exempt 0.8%
. State and L'ocaI Bond Interest Exempt Exempt Exempt
(received from resident's home state)
State apd Local Bond Interest Exempt Exempt Exempt
(received from other states)
Retirement Income
Social Security Exempt Tax Preferred Exempt
Pensions and IRAs Exempt Tax Preferred Exempt
Qualified Annuities Exempt Tax Preferred Exempt
Non-Qualified Annuities Taxed Ordinary Income Exempt 0.3%
Earned Income
Wages and Salaries Exempt Ordinary Income Taxed
Tips and Overtime Exempt Tax Preferred Taxed
Self-Employment Exempt Ordinary Income Taxed

Note: Tax base shares calculated after deductions for investment expenses and application of income thresholds.

Source: Institute on Taxation and Economic Policy (ITEP) analysis of data from the IRS and state tax departments
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Appendix Table C2

Composition of Proposed Wealth Proceeds Tax (WPT) and Enhanced

Wealth Proceeds Tax (EWPT) Bases, and Federal Tax Treatment of

Income, by Source, Under Individual Income Tax (lIT), Net Investment
Income Tax (NIIT), and Payroll Tax

Exempt from

Share of Share of Preferenced Exempt from FICA, SECA
WPT Base EWPT Base Under IIT Federal NIIT Payroll Tax
Long-Term Gains Subject to Federal NIIT 58.7% 44.8% Yes No Yes
Long-Term Gains Exempt from Federal NIIT 0.0% 23.7% Yes Yes Yes
Qualified Dividends 17.4% 13.3% Yes No Yes
Passive Rents, Royalties, Pass-Through 10.2% 7.8% No No Yes
Interest from Private Sources 6.4% 4.9% No No Yes
Non-Qualified Dividends 4.0% 3.0% No No Yes
Interest on Out-of-State Bonds 1.6% 1.2% Yes Yes Yes
Short-Term Gains 1.4% 1.1% No No Yes
Non-Qualified Annuities 0.3% 0.2% No No Yes
Totals as a % of WPT Base 100.0% - T77.7% 1.6% 100.0%
Total as a % of EWPT Base - 100.0% 83.0% 24.9% 100.0%

Note: Tax base shares calculated after deductions for investment expenses and application of income thresholds.

Source: Institute on Taxation and Economic Policy (ITEP) analysis of data from the IRS and state tax departments
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Appendix D
Revenue Estimation Methodology

The starting point for the revenue calculations performed for this report is

the amount of federal Net Investment Income Tax (NIIT) paid by each state’s
residents in 2022, as reported in IRS Historic Table 2 (HT2). Dividing that figure
by 3.8 percent yields the amount of Taxable Net Investment Income (TNII)
received by each state’s residents that year—defined here as Total Investment
Income (TIl) minus deductible investment expenses and income exempted by
the NIIT's income thresholds. TNII by state is an important target used in our
revenue calculations.

To estimate the revenue potential of state Wealth Proceeds Taxes, it is
necessary to disaggregate TNIl into its various components because capital
gains realizations are somewhat responsive to changes in tax rates. In other
words, the size of this component of the tax base depends in part on the rate of
the Wealth Proceeds Tax being analyzed.

We separate the portion of the tax base comprised of capital gains from the rest
of the base using a method that allows us to account for the fact that capital
gains make up a larger share of high-income tax units’ income in some states
than in others. Specifically, we first examine the relevant sources of income in
HT2, by state, flowing to tax units with Adjusted Gross Income (AGI) of $200,000
or more per year. These are the tax units most likely to be impacted by the NIIT
and they account for 99.9 percent of all federal NIIT revenues. Each income
source from HT2 is then scaled using a ratio derived by comparing the IRS line
item estimates for Form 8960 to the HT2 data to determine the expected share
of each income source that will appear in TIl. For instance, most income from
rent, royalty, partnership, and S corporation profits is not derived from a passive
activity and thus is not included in TII. Our analysis reveals that, for tax units
with AGI above $200,000 per year, just 11 percent of the total income derived
from these sources is included in TII.

After deriving this preliminary estimate of the composition of Tll in each state
we must make two adjustments to whittle this income definition down to the
narrower TNII category actually subject to tax. The first adjustment involves
deducting relatively minor amounts of investment expenses from the rent,
royalty, partnership, S corporation, and capital gains categories, which we do

in proportion to the share of each of those income sources included in TIl. The
second adjustment is more complex and involves estimating the ways in which
the federal NIIT's income thresholds are shielding various forms of Tl from tax.
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Our review of the IRS line item estimates indicates that 13 percent of TlI, net

of investment expenses, received by Form 8960 filers is ultimately exempted
because of the NIIT's income thresholds. Among tax units receiving incomes
high enough to file Form 8960, the thresholds are most beneficial to tax units
whose incomes are derived almost entirely from passive sources included in
TII. A single filer with $200,000 or more of salary or active business income, for
example, derives no benefit from the thresholds and sees the entirety of their
Tll subject to tax. On the other hand, a single filer who does not earn a salary

or generate active business income, and whose entire income is comprised

of TlI, can exclude the first $200,000 of their TIl from tax. Because tax units
living primarily or solely off passive investment income can be found at various
points throughout the top of the income scale, we distribute the total tax
savings associated with the income thresholds (as measured in the IRS line
item report) to each income band, in each state, in accordance with the number
of federal NIIT returns found in that band. In doing so we take into account the
ways in which income composition varies by band to determine the degree to
which various categories of Tll are excluded from TNII as a result of the income
thresholds.

At this point we have a preliminary estimate of TNII, by income source, for each
state and nationally that we can compare to the more authoritative TNII target
described at the outset of this methodological writeup. While the preliminary
estimate is on target nationally, it deviates somewhat from the target in each
state which is unsurprising because the share of business and capital gains
income that is passive and thus potentially includable in TIl varies across
states. We now take this variation into consideration by adding or subtracting
the amount of income needed to bring us in line with our state-by-state
targets. Those adjustments are made entirely from the business and capital
gains income categories and are done in proportion to those sources’ relative
importance to the income composition of tax units with AGI above $200,000.

The result of the work up to this point is an estimate of TNII by source that
matches the authoritative TNIl aggregate targets, by state, derived from HT2 for
2022. We then make two slight adjustments to adapt these estimates for state
tax purposes. First, we use state tax expenditure report data in conjunction with
HT2 to estimate the amount of taxable interest income associated with federal
government bond interest and we remove this income from the state Wealth
Proceeds Tax base because 31 U.S. Code § 3124 prohibits states from taxing
this income. Second, we again use state tax expenditure report data along with
HT2 to estimate the share of federally tax exempt interest that each state’s
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residents derive from their investments in out-of-state bonds, and we add this
income to the base in expectation of the fact that states are likely to include this
income in their Wealth Proceeds Tax bases just as they already typically include
it in their personal income tax bases.

With 2022 estimates of the Wealth Proceeds Tax base, by state, now in hand we
age those amounts to 2026 levels using the Congressional Budget Office (CBO)
forecast for growth in federal NIIT collections from 2022 to 2026.

Calculating the revenue yield of a Wealth Proceeds Tax on income sources
other than capital gains is then a straightforward exercise of multiplying that
portion of the tax base by the applicable tax rate. For realized capital gains
the calculation is considerably more complicated, as increases in the tax
rate on realized gains cause investors to reduce the extent to which they sell
appreciated assets, thereby reducing the size of the applicable tax base.

We estimate that behavioral response using an equation preferred by the
Congressional Research Service (CRS) to adjust capital gains realizations based
on the elasticity response to rate changes. The equation takes into account
current combined federal, state, and local capital gains tax rates in each state,
which we obtain by reviewing state tax forms and recently enacted legislation.

It also requires the use of a realization coefficient, which we take to be 2.28—
representing a balance among the range of estimated coefficients found in the
credible economic literature reviewed by CRS. Although our estimates provide
useful guideposts, we note that there may be features of specific state tax
systems that have not been fully accounted for in this analysis.

We have now estimated the level of capital gains realizations under various
levels of state Wealth Proceeds Tax rates. Multiplying those realizations by the
applicable state rate yields the expected revenue gain from subjecting those
gains to a new state Wealth Proceeds Tax. And adding the more straightforward
non-capital gains revenues mentioned above to that total yields the grand total
revenue estimates found in Appendix Table A.1. The revenue gain estimates
presented in that table are reported net of any reduction in state and local
personal income tax revenue resulting from changes in capital gains realization
levels.

As a supplement to our analysis, we also present estimates for a more
expansive policy proposal in Appendix Table A.2, which we call an Enhanced
Wealth Proceeds Tax. This tax would include all the same income components
as the Wealth Proceeds Tax analyzed in Appendix Table A.1, plus capital gains
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that are subject to federal individual income tax but specifically exempted from
the federal NIIT, such as those derived from the sale of company stock in an
employer-sponsored retirement plan or from a business in which the owner
actively participated. (One could imagine an even more expansive version of
the tax that also included federally exempt gains such as those derived from
Qualified Small Business Stock, or QSBS, though we do not quantify the revenue
potential of that more expansive version in this report. ) The IRS line item
estimates reveal that around 35 percent of capital gains reported by filers of
Form 8960 are exempted from TII.

We then adapt the analytic framework that we used to estimate the amount

of capital gains included in the basic Wealth Proceeds Tax base to the task of
estimating the amount included in our Enhanced Wealth Proceeds Tax base.
That is, we estimate the state-by-state impact of adding gains that are exempted
from the federal definition of Tll to the base of our proposed Enhanced Wealth
Proceeds Tax.

The amount of gains exempted from the basic Wealth Proceeds Tax is estimated
by starting from total capital gains flowing to tax units with $200,000 or more

of AGI, making relatively modest adjustments to remove certain investment
expenses and income shielded by the federal NIIT’s income thresholds, and

then subtracting gains previously estimated to be included in the base of the
basic Wealth Proceeds Tax. The result is a value for gains exempt from the
federal NIIT, by state, that is then aged from 2022 to 2026 levels using the CBO'’s
forecast for growth in realized capital gains income between these years. The
revenue yield of taxing this broader base under an Enhanced Wealth Proceeds
Tax is calculated in the same manner as described above for the basic Wealth
Proceeds Tax, with separate estimation techniques employed for realized capital
gains versus other sources of income generated from owning wealth.
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