APPENDIX

.- Federal Tax Law Changes With a Minimal or Nﬁ Fiscal Effect

In addition to the provisions described above, the IRC update would adopt a number of
other federal law changes that would affect state taxpayers, but would have a minimal state fiscal
effect. These provisions are described below.

INDIVIDUAL INCOME TAX
Exclusion for Employer-Provided Adoption Assistance

An employe’s gross income will not include amounts paid by an employer for the
employe’s qualified adoption expenses as part of an adoption assistance program. The amount
excluded cannot exceed $5,000 ($6,000 for a special needs child). The exclusion is phased out
for taxpayers with AGI between $75,000 and $115,000. . The exclusion is not available for
amounts paid or exgenses zncurred after December 31 2001 for both special. naeds and non-

L specla}, neeﬁs adoptxons

Qualified adoption expenses include reasonable and necessary adoption fees, court costs,
-attorney fees, and other expenses that are directly related to, and for the principal purpose of, the
legal adoption of a child, including all expenses required by .a state as.a condition of adeption.
The expenses may not be: incurred in-violation of state or federal law, or incurred under a
surrogate parenting arrangement or the adoption - of a spouse’s child.

Wisconsin currently provides a deduction for adoption expenses of up to $5,000. The
Department recommends ‘adopting the federal provision and limiting the state deduction to
-amounts included in federal AGI. The provision would first be effective for tax years beginning
-after December 31, 1996, and-is estimated.-to have a minimal impact on state revenues.

Exclusion for Housing for Medical Research Institution .Employ&s

- Employes:of certain medical research institutions may exclude from income the value of
subsidized campus housing as long as they pay-annual rent that is at least 5% of the appraised
value -of the housing or, if market rents are less than that, the average amount paid. for
comparable housing. If the rent is inadequate, the employe must include in income the difference
between the actual rent paid-and the rent threshold -amount. Qualified campus housing must be

-located on the campus of the employer or, in the case of state university systems comprised of
. Tnany institutions with separate campuses, on the campus of . one of the component institutions.
This exclusion has been available to university employes since 1986.
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An eligible medical research institution must be eligible to receive charitable
contributions, receive social security payments for graduate medical training and have as one of
its principal purposes the providing and teaching of basic and clinical medical science and
research.

The Department reconumends adopting the provision for tax years begmmng onl anuaxy 1,
 1997.- This provision is estimated to result in a minimal revenue loss. .

Exclusion for Self-Insured Plans

Amounts received by a self-employed individual for a personal injury or sickness are
excludable from income when the payment is from a self-insured accident or health plan,
effective for tax years beginning after December 31, 1996. This provision is estxmated to rcsult .
ina mlmmal revenue loss.

- Accelerated Death Benef' ts

. Accelerated death benefits received under a life insurance contract on the hfe of an
- insured, terminally or chronically ill individual may be excluded from gross income: In addition,

" amounts received from a viatical settlement provider are- excludable. The excluszon is: not B

: apphcab}e to amounts pa.ld to any person other than the insured.

CA chromcaliy ill individual only may exclude: death benefits if- the am(}unt is rccewed
: under a rider or other provision of a contract which is treated as a qualified long-term insurarice
- contract. Payments made on per diem - basis are excludable up to $175 per day. ($63:875
annually); the maximum amount will be indexed for inflation beginning in 1998

_ A terminally ill individual is a person whom a physician- has ccrtxﬁed as havmor a

~ condition that is reasonably expected to result in-death within 24 months. A chmmcall’y it

~“individual is a person whom a licensed health care ‘practitioner has certified within the precedmg

- 12 months as being unable to perform at least two activities of daily living. for.a: penod of 90

'~ days, having a similar level of disability, or requmng supervision for health and safety reasons’
due to a cognitive impairment.’ - : S S

_ A viatical settlement provider includes any person that is'engaged in the trade or business
“of purchasing or ‘accepting assignment of life insurance contracts on the lives of temnnaliy or
'-chromcally ﬂi insured. 'i”he prowder must be licensed in the state in whlch the msnred res1des

- This provision is effective January 1, 1997. ’i‘he state. currently exempts amounts rece;ved

* under a viatical settlement contract. ' The Department recommends adopting the pmvxslon and

: limiting the existing state exemption to amounts included in federal AGL Th;s prc:wzsaton s
estimated to have no fiscal impact. - B
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IRA Distributions for Medical Expenses and Health Insurance Premiums

The 1{}% tax imposed on éariy ldistr.ibntions from IRAs will not apply to distfibutions used
to pay medical expenses in excess of 7.5% of AGL

The IO% tax would aiso not app}y fcr payment of hea}th insurance premmms after
separation from employment if the individual has received unemployment compensation for 12
consecutive weeks and if the distributions are made during the tax year the compensation is paid
or during the following tax year. This exception would not apply to distributions made after the
individual has been employed for at least 60 days. A self-employed person is considered to have
met the unemployment compensation requirements-if the individual would have received
compensation except for the fact of being self-employed.

This provision is effective for distributions made after December 31, 1996. Generally,
. under current law, if the federal 10% tax is imposed for each distribution from an IRA, the state
mmposes a tax equal to 33% of the federal tax. Adopting this provision is estimated to result in
a minimal loss of revenues.

| _Self-Empioyed E[ealth Insurance i)eductmn o

Under prmr federa} 1aw salf-empioyed persons were entztled to deduct 30% of amounts
paid for health insurance for themselves, their spouse and their dependents.. This deduction will
- be increased to 40% in tax vear 1997 and to 45% in tax years 1998 through 2002. In 2003, the
deduction is 50% and is increased by 10% each year, beginning in 2004, until the maximum of
80% is reached for 2006 and thereafter. The self-employed insurance deduction is also expanded
to.include longwterm care insurance premiums. - :

This provision is effectiv_e w_ith tax 'years; beginning after December 31;-1996. . The
provision allowing self-employed individuals to deduct long-term care insurance premiums would
result in a minimal revenue loss. Increasing the federal exclusion for health insurance would
‘have no impact since Wxsconsm cun'ent}y allows self-employed individuals to deduct 100% of
health insurance premiums. '

Long-Term Care Services and Insufance Premiums -

Unreimbursed. amounts paid. for long-term care services. provided to a taxpayer,.the
taxpayer’s spouse or dependents are treated as medical expenses for purposes of the medical
expense itemized deduction. Amounts paid for services provided by a relative, either directly or
indirectly, are not counted as a deductible medical expense, unless the relative .is a lcensed
professional. Long-term care insurance premiums that do not exceed the following annual
limitations are also treated as medical expenses for the deduction (these amounts will be adjusted
for inflation after 1997): ~$200 if age 40 or less, $375 up to.age 50, $750 up to age 60, $2,000
up to age 70, and $2,500 if over age 70. o _
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For federal tax purposes, medical expenses are deductible from income to the extent that
the expenses exceed 7.5% of AGI and if total itemized deductions exceed the standard deduction.

This provision is effective for tax years beginning after December 31, 1996. The
Department recommends adopting this provision for purposes of calculating the state’s itemized
' --d'eduction: tax credit. -Thisé'pzﬁvisien- is esthnaﬁed to result in a minimal loss in revenues.

- Aitematwe Mmamum Tax: Reszdual REMIC Interest -

Three rules were pmwded for: detemnmng th& alternative ‘minimum taxable incorne
(AMTT) of a taxpayer who holds residual interests in a real estate mortgage mvestment trust
(REMIC). These rules, which do not apply to thrift institutions, would: :

: a. ~ Prevent a taxpayer from having to inchide preference itemns for which no tax
“benefits were received by computing AMTI without regard to the rule that taxab}c income canzmt
- bé less than the amount of excess inclusions; " & :

b. Prevent nonrefundable credits from reducing the taxpayer’s income tax below an
amount equal to what the tentative minimum tax would be if computed only on excess inclusions

e by specxfymg that the AMTI of a taxpayer cannot bc }ess than the excess mc}usmns of REM{C L

o Ensure that.net- operatmg Josses: do not reduce any income attnbutab}e to excess
- inclusions, allowing a taxpayer subject to'the alternative minimum tax to pay a tax on’ excess
-"mcius;ons at the AMT rate, regardless of whcther the taxpayer has a net operatmg Icss

This provision is effective for tax years beginning after December 31, 1986 &n’less a
- taxpayer elects to apply the provisions only to tax years b@gmnmg after August 20, 1996 Thzs-
_ ."pl‘OVISIOH 1s estnnated 11s] result ina rmmmal ioss in revenues. :

i _'-E;Q;RNED INCOME TAX CREDIT
Phase»()ut Based on Modified Adjusted Gross Income

For credit claimants with an AGI greater than phase-out income, the credxt is: baseci on
“the “greater of ‘earned: income ‘or AGL - Beginning with ‘tax year 1996, the' AGI measure is
 modified by adding back certain 168ses: - (a) net capital losses if greater than zero; (b) et losses
“frofn trusts ‘and estates; (c) net Tosses from nonbusiness rents ‘and royalties; and (d} 50% ef the
="net losses from busmess (unicss thc loss is from the’ perfonnance of services as an employe)

i Forclaiznants' rec‘eivmg the adv‘an'c’e federal EITC as of Ju‘nc'26, 1996, this pr_c’:svxszon- is

k éf’fe:ctive' for tax years beginning after December 31,1996. For all other recipients, the effective
" date is for tax years beginning after December 31, 1995. Since the state credit is calculated as
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a percentage of the federal EITC, the modified AGI provision is-currently part of the base for
tax year 1996 and thereafter. Therefore, no additional fiscal effect is estimated.

Definition of i)lsquahfieﬁ Income

The credit is demed to individuals wzth dzsquahﬁeci income in excess of $2,200.
Disqualified income is-defined as taxable and nontaxable interest income, dividends, net income
from rents .and royalties not derived in the ordinary course of business; capital gain net income
and net passive income (if greater than zero) that is not self—employment mcome. The $2,200

- amount will be imndexed. for inflation after 1996. 3

For claimants receiving the advance federal EITC as of June 26, 1996, this provision is
effective for tax years beginning after December 31, 1996. For all other recipients, the effective
date is for tax years beginning after December 31, 1995. Since the state credit is calculated as
a percentage of the federal EITC, the disqualified income provision is currently part of the base
- for tax year 1996 and thereafter. Therefore, no additional fiscal effect is estimated. .

| ESTATE AND GIF’I‘ TAXES
" Special Valuation Rules

- :S.pecz‘ai’ rules.:app}-y for valuing the rights retained. in conjunction: with the: transfer of
- -Interest in a corporation or partnership to anapplicable: family member. The rtules apply to
+ retained interest with respect to liquidation, put, call-or conversion rights. The special valuation
rules are only in effect when the retained interest allows the right to receive payment, but does
not actually involve a liquidation, put, call or conversion. Retained interest in the form of
. distribution rights held as a junior equity. interest position are also:subject to the'rules. In order
for the rules to apply, the transfer must be to an applicable family member which includes any
lineal descendant of any parent or the transferor or the transferor $ spouse A]I rzghts under this
provision are valued at zero. SREL mplmioe o - ;

This provision is effective for transfers after October 8, 1990, and is estimated to result
ina nummal revenue loss.. : S o L

_ -Umfied Credxt Required by Treaty

Federal law cianfied that property exempted by treaty from U.S. estate tax is not treated
as situated in the U.S. when determining the pro rata unified credit for decedents dying with
property in more than one country.  This prevents the estate from using exempt property as an
- advantage when calculating the: pro rata unifiedcredit. - This provision is effective: August 20,
- 1996, and is estxmated to result in-a: minimal increase in revenues. - :
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ESTATES AND TRUSTS
Foreign Nongrantor Trusts

The Secretary of the Treasury is anthorized to issue regulations that apply to estates, trusts

and beneficiaries, including rules to prevent abusive transactions. A loan of cash or marketable

_securities by a.foreign nongrantor trust to a U.S. grantor or beneficiary is treated as:distributed.
- Exceptions are provided, including where the loan is structured with arm’s-length terms. -

The abusive transaction provision is effective August 20, 1996; the loan préﬁision applies
after September 19, 1995. These provisions are estimated to result in a minimal increase in
revenues.

Inhmmd Foreign Grantor Trusts

To prevent tax avoidance through the use of forezgn grantor trusts, the U S grantc)r trust
rules generally do not apply to any portion of a trust that would otherwise be deemed to be
owned by a foreign person. Rather, the rules are generally applied when they result in amounts

_ bemg taken into account in compuu:lg the income of a U.S. citizen, resxdent or corporatlon

Excepuons are provaded for: (a) revocable trusts where the power to ;evoke is exerczsable B

solely by the grantor and not conditioned on approval or consent of any person; (b) trusts where
- distributions of income or corpus during the grantor’s lifetime are only distributable to the grantor
or spouse; (c) trusts established to pay compensation for services rendered; and (d) trusts owned
- by the grantor, another person or trusts from which income is distributed or beld for. d;stnblmon
~only to the grantor or spouse, that are in existence on September 19, 1995. =

Thzs provision- is effective August 20, 1996, and is expected to resnlt in-a numma}
-increase in revenues. R

Outbound Foreign Granter Trusts

The grantor of a foreign trust with U.S. beneficiaries that received transfers of property
by a U.S. person will not be treated as an owner of the trust if the trust paid fair market value
to the transferor for the property. Obligations issued by the trust, any grantor or beneficiary, or
any related person are generally not taken into account when applying this exception; any

obligation that bears arm’s-length terms would qualzfy for the exeeptzon Thcse rules do not
' app}y to transfers to a charitable trust. . : SR

: A forezgn grantor- who becomes aU.S. rcsxdent wn:hm ﬁve years of transfemng property
“to a foreign trust is treated as transferring the property on the date of the grantor’s residency.
A U.S. citizen or resident who transfers property to a trust that becomes a foreign trust is treated
as transferring property to a foreign trust on the date it became a foreign trust. Beneficiaries are
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not treated as a U.S. beneficiary if they first became a U.S. person (described below) more than
five years after the date of the transfer.

This provision is first effective for transfers of property after Fébniary 6, 1995, and is
estimated to have a minimal fiscal effect. : Lo

Residence of Foreign Trust .

A trust is treated as a U.S. person if: (a) a U.S. court can exercise primary 'superv'isicn
over administration of the estate or trust; and (b) one or more U.S. fiduciaries have the authority
to control all substantial decisions of the trust. Currently, no guidance on residency is provided.

If-a domestic trust changes its situs and becomes a foreign trust, a 35% excise tax is
imposed on transfers intended to avoid tax (because the change in situs transfers all trust assets),
unless an exemption applies. Information reporting may also be required. .

The residence determination provision applies to tax years beginning after December 31,
1996; a trust may make an irrevocable election to apply the provision to tax years ending after
-~ August- 20, 1996. ‘The excise tax applies on August 20, 1996. These provxsxons are. esumated
 toresultin a xmmmal gain in revenues. - A

EMPLOYMENT TAXES
Fishing Crew Members

A measuring standard is established for determining the usual size of the crew of a fishing
vessel, which is used to determine whether the crew members are classified as employes or as
independent contractors. This change is effective for remuneration pa.ui after December 31, 1994,
~ and for remuneration paid after December 31, 1984, and before January 1, 1995, unless the payor
treated such payments- as- subject to FICA taxes.. This. provxsmn would. result in a minimal

' ‘revenue loss. o :

S CORPORATION SIMPLIFICATION
* “Permissible Number of Shareholders
The maximum number of eligible shareholders of an S Corporation is iric':'rea.séd' f.r.om 35

to 75. This provision is effective for tax years beginning after December 31, 1996, and is
estimated to result in a minimal revenue loss.
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" Electing Small Business Trusts

A small business trust may be a shareholder in an S corporation if all beneficiaries of the
“trust are individuals or estates eligible to be S corporation shareholders . (except: charitable
organizations may hold contingent remainder interests). For a small business trust 1o be eligible,
no interest in the trust may be acquired by purchase, but rather by gift, bequest or non-purchase
acquisition. Each potential current beneficiary of the trust is counted as a shareholder for-the 75
shareholder limitation.

The portion of the trast that consists of stock in one or more S corporations: is treated as
'a separate trust for income tax purposes. Taxable income includes: income, loss or deduction
allocated to the trust; gain or loss from the sale of the S corporation stock; any state or local
~ incomme taxes and administrative expenses of the trust:that are properly allocable to the stock; and
“allowable capital losses to the extent of capital gains. No income tax deduction is allowed for
amounts distributed to beneficiaries. This income is not included in the distributable net income
_of the trust. '

“When all or a portion of the trust is terminated, any unused Ioss CAITyOVers. Of eXCess

. deductions are taken by the entire trust. Items included in the S corporation part of the. trust. are.
dzsrega.rded in determining the tax liability of the remaining part of the trust. ~The trust’ S
distributable net income does not include any income attributable to the S corporatmn stock. If

a trust is terminated before the end of the S corporation’s tax year, the trust must prorate the S
corporation items for its final year. : :

This provision is effective for tax years beginning after December 31,1996, and is
estimated to result in a minimal revenue loss.

Tax-Exempt Orgamzatmns

~ Certain tax-exempt organizations (qualified retirement plans and chantabie crgamzatmns) _
“are ehglble S corporation ‘shareholders. Al items of income; loss, credit or deduction are used.
" in computing the unrelated business taxable income of the tax-exempt organization sharebeiders'

and will flow through to the tax-exempt shareholder.

Determinations of the long-term capital gain; if charitable contributions of § cérporation
stock had been sold by the contributor, are made under rules similar to those relating to
-unrealized receivables and inventory items of a partnership. - Rules relating to employe stock
ownersth plans do not app}y to S corporanons N

" This provision is effective beginning with tax years. after December 31, 3996 and is
estimated to result in a minimal revenue loss. Sl
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Post-Death Holding Period for Trusts

The post-death holding: period of S corporation stock of a grantor trust is expanded from
60 days to two years, beginning on the day of the grantor’s-death. A trust that becomes an S
corporation-shareholder pursuant-to the terms of a will is permitted to he an-S corporatzon
shareholder for two years, beginning-on the date of transfer. :

- This provision is effective for tax years begznnmg after December 31, 1996, and is
estimated to result in a minimal revenue loss. - SRR o

Financial Institutions Allowed as S Corporations

- Certain: financial institutions that do. not use-the reserve method of accounting for bad
“debts may. elect to beé S corporations: ' This provision is effective with tax years begmmng after
December 31, 1996 and is estxmated to: resuit mna mlmmaj revenue-loss.

'Fmancaal Instltutmns Permitted to Hold Safe Harbor Bebt

= ~The definition - of straight debt: is expanded for purposes: of ‘certain. safe harbor

o 'detemunatzons to mciude debt held by non~mdxv1dua} creditors that are. a:;uvely an(i reguiaﬂy
' 'engaged in the business of lending money, if the straight debt is not treateci as a dxsquahfymg '

second class of stock. . e S

The provision is first effective with tax’ years begmmng after December 31, 1996, and is
: csnmatcd to resuh: mn a mmlrnal revenue Ioss . : :

-OWHership- of'Subsiéiaries: :

An S corporation may own 80% or more of the stock of a C corporation. ' Dividends
received by an S. corporauon from a C.corporation subsxdlary are not treated as passive
. investment income to the extent the: dividends are attnbutab}e to-the earnings and profits of the
C corporation derived from the active conduct of a trade or busmess ‘The'S: corpcratmn cannot
file a consolidated return with its affiliated C carporanon

An S corporation is permitted to .own a quahfied subchapter S subszdzary (QSSS)
including any domestic corporation that qualifies as:an S'corporation and is 100% owned by an
=S corporatmn parent A QSSS is not treated asa separate corpc}ratwn from the parﬁnt

This provision is effect;ve Wlth tax years begmmng after December 31, 1996 The IRC
update would include specifying that the election to be treated as a QSSS for federal purposes
also applies for state purposes and that if an S corporation. parent or subsidiary has nexus in
Wisconsin then all related corporations have nexus. This provision is estimated to result in a
minimal revenue loss.
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Inadvertent Terminations and Invalid Elections

..+ The authority of the IRS to waive the effect of an inadvertent termination is éxtended to
cover:additional situations. The effect of an invalid election may be waived if caused by the
inadvertent failure to qualify as a small business: corporation or.to obtain required shareholder
consents. Late-filed S corporation elections may be treated as timely for reasonable. cause.

This provision is effective for elections for tax years begmnmg after December 31, 1982,
and is estimated to resuit in a minimal revenue loss. e SEEE T

Agreement to Terminate Year

; ‘The election to close the books- of an S corporation upon the termination of a

shareholder’s interest is made by the corporation and all affected shareholders, rather than by all
shareholders. . If the election is made, the closing of the books only applies to affected
 shareholders. "Affected shareholders” is defined as any shareholder whose interest is terminated .
and all shareholders to whom the terminating shareholder has transferred shares during the year.

.. This. provision is- effective with tax years begmmng after December. 31, 1996 and s

| '__:'_-_:-estamated to result in'a minimal revenue loss
Post~Termination Periods

. -’The post-termination transition period is expanded for a former S corporation to include
a 120-day period that begins on a final disposition of a claim for refund by the Secretary of the
Treasury and certain other agreements. The change allows distributions by a former S
cerporatien during its post-termination period to be treated as if the termination were- médé'by

. an S corporauon and dastnbuﬂons after the: post-temnnation period are treated as made ‘ny aC

The prowszon is effectwe for ‘tax years begmmng after Decernber 31 1996 and Is; '

e "esnmateci to result in'a minimal revenue loss.-

Five~Year Retroactive Re-election Period

: Any smaﬁ business corporatxon that tennmated its subchapter S eiccuon wzthm the five-
year pcnnd immediately preceding August 20; 1996, can re-elect: subchapter S status without the.
IRS’s consent. This provision is effective for terminations occurring in a tax year begmmng
'before January 1, 1997 and is estimated to result:in a minimal revenue loss. - ' :
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Carryovers into Post-Termination Period

Losses of an S corporation that are suspended pursuant to at-risk rules may be carried
forward to the S corporation’s post-termination period, effective with tax years beginning after
December 31, 1996. This provision is estimated to. result in a minimal revenue loss.

Distributions During Loss Years

Basis adjustments for distributions made by an S corporation during the tax year are taken
into account before applying the loss limitation. As a result, distributions reduce the adjusted
basis for determining the allowable loss for the year, but that loss does not reduce the adjusted
basis for purposes of determining the tax status of the distributions. The amount in the
accumulated-adjustments account is computed without regard to net negative adjustments when
determining the tax treatment of distributions which have accumulated earnings and profits. This
provision treats the distributions by an S corporation during a loss year the same. as for
paztnersths

This provision is effective thh tax years begmnmg aftcr December 31, 1996 and is
estzmated to resuit in a mmxmal revenue gam . : Lo

Inherlted S Ccrporatmn Stock

Any person who acquzred stock in an S corparation by reason of bcquest devise or
inheritance must treat the pro rata share of income of the corporation of the decedent as income
- acquired -directly from the decedent.. An estate tax deduction is allowed attributable to the
income. The stepped-up basis of the stock acquired from a decedentis reduced to the extent that
the value of the stock is attributable to income in respect to the decedent. This provxsxon treats
S corporation shareholders the same as partners under partnershxp rules. . .

This provision is effective. with decedcnts dymg after August 20, 1996, and is estimated
to resultin a numma} revenue gam e ; R SR R S

Subdw:ded Reai Estate

S corporatxons may quahfy for capltai gain pr&sumpuons that permit capzta} gain treatment
for unimproved subdivided real property held for five years that would otherwise constitute
ordinary income. property. - Previously, this treatment was only. available to :non-corporate
taxpayers. This provision is effective with tax: years beginning after December, 31 1996, and
is estimated to result in a minimal revenue loss. . - : S
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PENSIONS

- Tax-Exempt Organizations

Tax-exempt -organizations are allowed to established 401(k) plans for their employes.
This provision is effective with years beginning after December 31, 1996, and is estunated to
result in a minimal revenue loss.

. Church Pension Plans

| Self-employed ministers and ministers who are employed by organizations that are not

© tax-exempt entities may participate in church plans. A self-employed minister is treated as a tax-

exempt organization. Contributions made by ministers to church plans are deductible.

-~ Compensation that is used for purposes of determining contributions for-a church plan may ‘not
" be used in determining contributions for a non-church plan. S SRR

- No employe will be treated as an officer, shareholder, supervisory employe or hxgh}y
compensated employe unless that person also satisfies the Employee Retirement Income Security

N | _ Act (ERISA) definition of highly compensated employe. Church plans are required to use the
- .'.same definition of highly compensated empkoyes that is apphcable to other pensxon pians e 3_' o

~ Contributions made by employers on behaif of forezgn missionaries are mcludlble in the

' rmssmnanes basis in the pian

These--prowszox_gs are effect-ive with years beginning after December 31, 1996, and are

“estimated to result in a minimal revenue loss. . -

i Simplified Distribution Rules -

v Lump-Sum Distributions. Five-year forward averaging for lump-sum .diﬁs't'ributicns}'_is{_

- repealed for tax years beginning after December 31, 1999. Laws that apply to individuals who
. " attained age 50 before January 1, 1986, are still in effect (these laws allow an individual, trust
" or estate to elect 10-year forward averaging for a single lump-sum distribution and capital 'g'ains
o _'_treatment for the pre-1974 portzon of a Iump—sum chstnbuuon regardless if the employe is age

Death Benefits Exclusion. A provision that allowed a beneﬁmary or estate: of a deceasad

© “employe to exclude up to $5,000 in benefits paid by or on behalf of an employer by reason af

the employe’s death is repealed for decedents dying after August 20, 1996.

Annuity Contracts. A simplified method for determining the portion of an anriuity

g distribution plan that represents nontaxable return of basis was provided. The portion of edch

annulty payment that represents nontaxable return of basis is generally equal to the employe’s
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1996.

total investment in the contract as of the annuity starting date, divided by the number of
anticipated payments, which are determined by the age of the participant- as follows: . 360
payments if age 55 or under; 310 payments if age 56 through 60; 260 payments if age 61 through
65; 210 payments if age 66 through 70; and 160 payments if age 71 and over. If the number of

.- payments is fixed in the annuity, that number is used instead.

The investment in the contract is the amount of premiums and other consideration paid
minus the amount received before the annuity starting date that was excluded from gross income.

This simplified method does not apply if the primary annuitant has attained age 75 on the
annuity starting date unless there are fewer than five years of guaranteed payments: under the
annuity. If a person receives, in connection with commencement of annuity payments, a lump-
sum: payment that is not part of the annuity stream, this payment is taxed as if it was received
before the annuity starting date. The investmert in the contract used to calculate the simplified
exclusion ratio for the annmty payment is reduced by the amount of the payrnent

This prowszon is effectwe wnh anmnty startmg dates }ater than 90 days after August 20,

Detemnatmn of Unrecovercd Investment in. Annmtv Centract The entn"a mvestment in

g 'an annmty contract with a refund feature may-be recovered tax free in the event that annuity
- payments cease because of the death of the annuitant. Previously, the investment in the contract
- that could be recovered was reduced by the present value of the refund.  This pIOVlSiOIl apphes

to individuals whose annmty staz'tmg date is-after December 31,:1986. "

New Required Begmnmg Date for Dzstnbuuon Pamczpants n quahfxed plans wzth the
exception of 5% owners and IRA holders, are no longer required to begin receiving distributions
after attaining age 70%-if still employed. ~Distributions must begin by April 1 of the calendar

. year: following the later of the year in which.thie employe reaches 70% or retires. The accrued
* benefit must be actuarialy increased to reflect the value of benefits that would have been received

if benefits had begun at age 70Y%. Thas ;arovzsmn is effecuve for ycars begmmng after December

31, 1996.

The simplified distribution rules are estimated to result in a minimal revenue gain.

- Nendiscrimination Rules - -

Highly Compensated Employes and Family Aggregation Rules. An employe is considered

~ highly compensated if the individual was a 5% owner during the current or preceding year or had
- compensation in excess of $80,000 during the prior year and, if the employer elects, was.in the

top 20% paid group of the employer. An employer may be able to. designate those employes
with higher benefit percentages as being non-highly compensated. The $80,000 amount will be
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- indexed for inflation. The rule requmng the highest pmd officer to be treated as a hlvhly
. ~compensated emplcye is repealcd

: Family aggregation rules are eliminated. These rules required that compensation paid to
family members of certain highly compensated employes was treated as paid to or on behalf of
the cmploye

'I‘hxs prows;on is effective begmmng after December 31,.1996.

_ Application Participation' Requirements. A defined benefit plan must benefit at least the
~Jesser of: (a) 50 employes; or (b) the greater of 40% of all employes or two erﬁtﬁl‘eycs (or one
if only one employe). This rule may be applied separately to different lines of business with-the
- same employer. This provzsmn is effective for tax years begmnmg after December 31 1996

Olgk) Plan Nnndxscnnunanon Ruie A 401¢k) plan satisfies the nondzscrmnnatzon rules
if it meets a notice requirement and one of two contribution requirements. The notice
‘requirement is met if each eligible employe is given written notice of rights and obligations under
the plan. The notice must be within a reasonable period, accurate, comprehensive and understood
by the average eligible employe. The contribution requirement is met if: (a) the emp}oyer makes

. a matchmg coritribution -of 100% of the empioye s elective. contribution up {0 3% of . | _
. 'compensatzon and 50% of employe’s elective contributions that exceed 3% of ccmpensatmn not

-to: exceed 5%: or (b) the employer makes nonelective contributions of at least-3% of an
‘employe’s compensation to a defined contribution plan on behalf of each non-highly compensated
employe, regardless if the: employe makes elective contributions. - Under the matchmﬂ rule; the
match rate for highly compensated cmpioyes cannot exceed the match rate for non-hlghly
compensated employes . - : PR : e

. . A'safe harbor method of satisfying the nondiscrimination test is met if the plan meets the
= cenmbution and notice requirements and satisfies a special limitation on matching contributions.
- The special limitation is met: if: (2) matching contributions are not made in excess ‘of 6% of
- “compensation; (b) the rate of an employer s matching contribution does not increase as’ ‘the: rate
" ‘of employe’s contributions increases; and (c) the matching rate for highly compensatcd emp}oyes

is not greater than the rate for other employes -

Nondiscrimination testmg may be done by reference to prior year data. An employer is
~allowed to elect to use current year data, but that election can be revoked by the Secretary of the
'_Treasury

Excess contnbutxons are to- be cesns:dered attrzbutab}e ﬁrst to h1gh1y compensated
“employes with the greatest dollar amount of elecnve deferrals rather than those Wlth the hlghest
:actual deferral percentages - - e R
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These provisions are effective for years beginning after December 31, 1998, However,
the provisions regarding the use of prior year data and the distribution of excess contributions
are effective for years beginning after December 31,-1996.

. Compensation: for. Lm'uts on Conmbuucns and Beneﬁts For purposes of limits on
centrzbunons and benefits. under defined. contribution plans, the definition of compensation is
amended to include: (a) elective deferrals to 401(k) plans and other similar arrangements; (b)

“elective contributions to nongqualified- deferred. compensation plans; and (c) salary reduction
.contributions made to-a cafeteria plan: This. provxszon is effective for years bsgmmncr after
-Dacember 31, 1997. e :

Social Securitv Retirement Age. Qualified plans are permitted to continue to base benefits
. on the Social Security retirement age without failing nondiscrimination tests. This provision
- applies to years begmnmg after December 31, 1996. :

Alternative Nondzscmmnauon Ruies A 4{}1(1() plan may elect to dzsregard non-highly
compensated employes before they complete one year of service and reach age 21.. To make this
election, the plan must satisfy the minimum coverage rules taking into account only those
-employes who have not rnet ihe mzmmum age and service reqmremems o

_ A plan can adnpt a smgle actuai deferral pe:centage test that campares deferrals of Eughiy
--and non-highly compensated ehgxble employes A smiar rule applzes for a actual contnbunon
- percentage test. : e : T T

These provisions are effective for plan years beginning after December 31, 1998. The
: provzswns regardmg nondzscmnnnauon rules are estimated to result in a-minimal revenue loss.

State and Local Govemment Deferred Compensatmn Pians :

A state or local deferred compensatlon plan: may allow: participants. with accounts of
$3,500 or less to elect an in-service cash-out distribution without subjecting the total account to
~-tax. The amount can only be distributed two years after the last deferral and the partzczpant must
~ have not received any other distributions. - C ¥ e

o -A participant _ma‘y make'one election:-to;défer commencement of distributions if made
- before distributions begin and- after the participant attains age. 70V4, separates- from service or
experiences an unforeseeable-emergency.: The maximum deferral amount is the lesser of $7,500
or one-third of compensation. The amount will be adjusted. for inflation in $500. increments

This provision is effective with tax years beginning after December 31, 1996; and is
estimated to result in a minimal revenue loss.
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Limits on Compensation and Benefits of Governmental Plans

The rule limiting a defined benefit plan distribution to 100% of a participant’s average
compensation for the three highest years is inapplicable to governmental plans; these distributions
- -are-limited to $120,000 per year; indexed for inflation. Nongovernmental distributions remain

limited to the lesser of $120,000 or 100% of average campensatmn o :

State and Iocal governments may mamtam-*quahfied eXCess beneﬁts plans, subject to the
‘same rules as private employer excess benefit plans. However, participants under such plans may
not participate in deferred compensation plans. Certain limits do not apply to disability and
survivor benefits and a deadline for revocation of a grandfather rule election is established.

This provision is effective beginning after December 3},. .1994, except the deadline for
revocation of a grandfather rule election is effective for revocations adopted after August 20,
1996. This provision is estimated to result in a minimal revenue loss.

State and Local Governments Length of Service Awards

Reqmremcnts for deferred compensatmn plans for state and local govemments eio not

' ap;ﬁijr to'plans paying awards, based: solely.on length of service, to bona fide volunteers, such as -
~firefighters, emergency: ‘medical and ambulance service personnei ‘or their beneficiaries. - The

- samie ‘rules ‘apply - to vacation leave. . The length of service award does not qualify. for .this
* treatment if the total award exceeds $3,000 for the year. Exempted amounts are not considered
wages for social securzty taxes.

- 'This provision is effecuve after December 31, 1995, for accruals of length of service. The
~ exemption from social security taxes applies to remuneration paid after December 31 1996 Thls
- provision is estimated to result-in a minimal revenue lcss : L ELE

i _Vestmg Rules for Multxemployer Plan .

_ ' Mu}uemployer plans are sub}ect to the same vestmg rules that apply to szngle~empioyer-
- plans. Multiemployer plans must provide that a participants accrued benefits are fully vested

after five years; previously, accrued benefits were vested after 10 years for employes covered
“under a collective bargaining agreement. This provision is effective for plan years beginning on

- or after the later of January 1, 1997, or the date on which the last collective bargaining agreerient
“under which the plan is maintained terminates, but no later than J anuary 1, 1999 Thxs prcmsmn
- is'estimated to result in a minimal revenue loss. - : L

. Football Coaches Plan

A qualified football coaches plan will be treated as a multiemployer collectively bargained
plan and may include a qualified cash or deferred arrangement. This allows the American
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Football Coaches Association to - establish-401(k) plans for its members.. This provision is
effective for years beginning after December 22, 1987, and is estimated to result in a minimal
revenue loss. N : -

Mu}tlple Salary Redaetmn Agreements

A }aw that barred tax-sheltered annulty pamcxpants frorn -entering into more than one
salary reduction. agreement is repealed, allowing such participants .to be treated as 401(k)
participants. This provision is effective for tax years beginning after December 31, 1995, and
is estimated to result in a minimal revenue loss.

Indian Tribal Government Plans

Any tax-sheltered annuity contract purchased in plan.years beginning before 1995 by an

Indian tribal government is treated as purchased by an entity permitted to maintamn a tax-sheitered

-annuity plan. Rollovers may be-made to 401(k) plans maintained by the tribal government. This
provision is effective August 20, 1996, and is estimated to result in a minimal revenue loss.

Distributions Under Rural Cooperative Plans

A rural cooperative plan that includes a cash or deferred arrangement (CODA) may permit
distributions to plan participants after they reach age 59%: or on account of hardship, allowing
such plans to be treated the same as other CORAs. The definition of a:tural cooperative is
expanded to include certain public utiiity districts that provide electric service.

- The dlsmbunon prowszon is effecuve for distnbunons made after Aﬂgust 20, 1996; the
deﬁnmon .change ' is effective for plan -years beginning  after December. 31, -1996. - These
prov;slons are estimatcd to result:in a rmmmal revenues loss : o '

Combined Plan Limit

- The overall limit is repealed on annual contributions made on behalf-of an employe who
participates in both a defined contribution plan and a defined benefit plan. . The 15% excise tax
on excess distributions, those exceeding $155,000 per year or lump sums exceedmg $775 000,
is suspended until the repeal of the limit takes effect. . i

Repeal - of the combined plan limit takes effect for limitation years beginning after

December 31, 1999; suspension of the excise tax is effective for years beginning after December
31, 1996. This provision:is estimated to result in a minimal revenue loss.
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- Actuarial Assumptwns in Compntmg Maxunum Benefits

Ifa beneﬁt is payable before age 62 in a lump sum, the interest rate used to red&cea the
dollar limit on benefits cannot be less than the greater of the interest rate required by the General
Agreement on Trade and Tariffs (GATT) or the rate specified in the plan. The effective date of
the new interest rate and mortality assumptions that are used to calculate the limits on benefits
--and contributions is: conformed to the effective date of the provision relating to the calculation
-+ of lump sum chstnbutzons Transition rules are provzded for plans adcpted and in effect before
-DPecember 8, 1994, - g : P

This provision is effective for plan years and hrmtamon years begmmng after
December 31, 1994, and is estimated to result in a minimal revenue loss. T

B Contributions on Behalf of Disabled Employes

“An employer is no longer reqmred to make a spec1al eiectlon in order to ccntmue makmg '
deductzb}e contributions to a defined contribution plan on’ behalf of an employe who' is
permanently and totally disabled. However, the plan must provide for the continuation of
__contributions for all participants who are permanently and totally disabled. . This provision is
- effective: with years begmmng after December 31, 1996 and i is esnmated to result i ina Immmai _

- Tevenue loss

i I)efimtmn e)f Leased Empioyes

An cmpioyer wall not be reqmred to treat an 1nd1v1dual as a ieased employe unless the
individual’s services are performed under the "primary direction or control” of the recipient
-employer. The prior test that the individual perform services that were "historically performed"
by employes is repealed. Leased employes are eligible for benefits provided by:an employer, and
the revised definition reduces the risk that an individual for whom the empioycr contracts for
services will be eligible for benefits. : e -

- This provision-is effective for years begmmng after December 31, 1996, and is estimated
“~to result in a minimal revenue loss. : : o

Reemployment Rights of Veterans

‘Qualified retirement: plans may allow veterans returning to employment from military

“service to make up employe contributions and elective deferrals that were not made during ‘the

employe’s military service without risking disqualification for violating contribution and deferral

limits. Employers may make matching contributions at the rate that would have applied. Plans

" must permit reemployed veterans to make elective deferrals for the lesser of five years or the
period of military service multiplied by three, beginning with the date of reemployment.
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This provision is effective:December 12;.1994, and is estimated to result in a minimal
revenue loss. o

CORPORATE AND BUSINESS TAXES .
Involuntary Conversion Rules for Presidentially-Declared Disasters

Expand the involuntary conversion rules to allow business or investment property that is
~converted compulsorily or involuntarily as a-result-of a post-1994 Presidentially-declared disaster
to be treated as similar or related in -service or use to-any tangible personal property of a type
held for productive use in a trade or business. Under this rule, a taxpayer may elect not to
recognize gain with respect to the involuntarily converted property if the tang:eble business or
investment property is acquu'cd within a certain time penod ’

The provision apphes to tax years ending aftcr Presxdentlai declarations ef dxsastcrs made
after December 31, 1994, and would reduce state revenues by an estimated minimal amount.

Involuntary Conversion Basis Rules--Stock Purchases

Modify the involuntary conversion basis rules. When a taxpayer acquires control of a
~ corporation owning property that is intended to replace the taxpayer’s involuntarily converted
- property, and this taxpayer is required to reduce:the basis of the acquired corporation’s stock; the
- corporation must also reduce the adjusted basis of its assets by the same amount. The taxpayer’s
- basis is decreased by the amount of any-unrecognized gain from the-involuntary conversion.

- The adjusted basis of the corporation’s assets will not be reduced, in the aggregate, below
the taxpayer’s basis in the stock, as determined after the appropriate stock basis adjustment. In
addition, the basis of any individual asset will not be reduced below zero. The basis reduction

“is ‘first applied to property that :is ‘similar -or related-in service .or:use to the involuntarily

- converted propeity, in propomen to the. aétjusted basis of the assets in this group. -The reduction
~-is'then applied to other deprecaable property, ina smular manner, and, ﬁnaﬂy, itis applzed to any
Temaining property in the same manner.. Goe s o e

- The provision is effective fm' mvoluntary conversions occurnng after August 20, 1996
The estzmated state fiscal effect would be a minimal revenue gain.

. Priority for Earnings: Stmppmgs Limits on Interest Deductions
A corporation must apply earmngs stnppmgs limits to interest expense deduct:ons before

applying at-risk and passive activity limits. Earnings strippings rules apply when a corporation
has paid or accrued interest to certain related exempt persons. This provision nullifies a proposed
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IRS regulation that would have applied earnings strippings rules after the at-risk and passwe
activity limits. -

The provision is effective for interest paid or accrued in tax years beginning after July 10,
1989. It is estimated that it would result in a minimal state revenue loss. TR

Dues Paid to Agricultural or Horticultural Organizations -

: - Annual dues not exceeding $100 that are paid to a tax-exempt agricultural or horticultural
-organization are exempt from the unrelated business income tax. -The $100 amaunt wﬂ} ‘be
.-indexed for inflation in tax years bcgmnmg i a calendar year after- 1995, . i

- The -provisien. apphies retroactively--for tax years beginning after December 31,:1986." A
transitional rule also excludes dues paid in‘any: tax year beginning before January 1, 1987, from
" treatment as unrelated business taxable income if the organization to which the dues were paid
-+ did not treat any portion of its membership dues as derived in an unrelated trade or business, and .
it had a reasonable basis for doing.so. The provision is estimated to result in a minimal state
revenue loss. ”

" _I_Insurance Income of Controlled Forexgn Corporatmns

_ Anew 100k~through rule apphes in charactenzmg certain insurance income {}f a controﬂed
_ .forelgn corporation for unrelated business income tax (UBIT) purposes. Insurance income: eamed
by a controlled foreign:corporation and inchudible in the income of a U.S. shareholder is not
automatically characterized as dividends for UBIT purposes when the shareholder is a: tax«»exempt
organization. Instead, the insurance income is treated as income from an unrelated trade or
-business. to the extent that it -'would be charac:tenzed that way-if the tax-exempt orgam:zatzon had
':recelved the income dxrectiy e : : o :

. The"new iook—through rule does not apply to the:insurance income that is attﬁbura'ﬁie "t'é
- the insurance risks of the tax-exempt organization itself, certain- tax-exempt: afﬁhates ‘or:an

" individual who performs services for these affiliates, provided that the insurance covers pmmaniy

risks -associated with the performance of these services. When a controlled forexgn_;:orpor_atmn
insures the risks of more than one shareholder, one or more of which is a tax-exempt
-organization, exceptions from the iookvthmugh rule are apphed ona sha:eholderwbywshareholder
basis. : _ PR

This provision is effective for amounts includible in grossincome for tax years beginning

after December 31, 1995. It is estimated that the provision would result in a minimal state
“revenue loss. - i : SRR e
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Common Trust Funds

Assets may be transferred from a bank’s common trust fund to a regulated investment
company (RIC) on a tax-free basis, If a common trust fund transfers substantially all of its assets
-to one-or more RICs:solely in exchange for their shares, and then distributes the RIC shares to
the fund’s participants in exchange for their interests in the fund, no gain or l0ss.is recognized
by the fund or its participants. It is intended that the transfer of assets by the common trust fund
to. ‘one or-more RICs and the distribution: of ‘RIC shares 1o participants be made
contemporancously or pursuant to a single plan..  Assumption-of fund liability by an RIC and
property transferred by a fund that is subject to liability are dlsregarded in detemnmno whether
a fund transfer is solely in exchange for RIC shares. s . :

-QGenerally, the RICs receive a carry-over basis on any assets transferred from the common
- trust: ﬁmd ‘However, to. the exterit that.the RIC assumes liabilities of the trust fund in excess: of
‘the fund’s aggregate basis, the. fund will recognize gain in the: amount: of the excess, and the
RIC’s basis will be mcreased by the amount of the: recognized gain: The basis of RIC stock for
fund participants is the same as the basis in the common trust fund immediately before the
transfer but-adjusted for recognized gain. . If the assets of the fund are transferred to more than
. -one RIC, any increase in basrs is ailocated in propomon of the fa.tr market values of thc assets
recewedbyeachRiC ' - i o

The nonrecognition rule apphes to a common tiust fund that does ot have more than
25% of the value of its total assets m_vested the stock or securities of one issuer, and does not
have more than 50% of the value of its total assets invested in-stock or securities of five or fewer
1ssuers Gove:mrnent securities are not canszdered secunt:es of an.issuer: and are excluded in

. The provision is effecuve fﬁr transfers by common: trust: funds after Dcccmber 31 1995.
-The estxmated state’ ﬁscai effect wouid be a rmmmal revenue loss ST

: Water -I}'til‘i_ties' Contrihutio’ns:-in'Ai‘d vf Cmistmc;t_ion S

A regulated public utility that provides water or sewage disposal services is permitted to
treat any amount of money or property received from any person-as a tax-free contribution to its
.cap;tal if it: (a) is a contribution in aid of: comtmctmn, {b) is not included in the taxpayer’s rate
base for rate-making purposes;and (c) is: propcrty other than water or sewage dlsposal faczlmcs
'that meetsanexpendlmre rule: B i R o

: A- eontribution--. meets tha expcnditure:'m}e and-will:not be.includible in the utility’s gross
income if: (a) an amount equal to.the amount of the contribution is: spent for the acquisition-or

construction of tangible property used predominantly in the trade or business of furnishing water
or sewage disposal services; (b) the expenditure occurs before the end of the second tax year
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after the year in which the contribution was received; and (c) certain records are kept concerning
the contribution and expenditure.

_ The statute of hmztaﬂons for assessmg deﬁczencms attributable to contnbuuens extends
 for three years from the date the IRS is. properly notified of the expenditures. The baszs (af azzy
= pmperty a,cqmred with 2 contribution in aid of construction is $€} T

: 'I‘he prowsmn is effecuve for amounts recelved after June 12 }996 The state ﬁscal
_ -effect would be an estimnated minimal:revenue: loss. : S :

})efinition of Section 179 Pmperty

-Certain property that was previously eligible for expensing in the year it was placed in
- service is no longer eligible for such treatment. 'Generally, this property includes property used
outside the U.S., property used in connection with furnishing lodging, property used by tax
.cxempt orgamzatxons govemments and forexgn persons and air condmonmg or heatmg umts _

IR The ;n‘ewszon 18 effcctzve for property placad in service. in: tax years begmmng after
- December 31,.1990. Tt is estimated that there would be a minimal revenue gam 1f the provzslon _
_'-is adopted for state tax purposes : o fo

_'_-_-Gasoime Convemence Store Deprecnatwn

For deprecxatxon purposes depremable rea} property. that'is a retaﬂ motor fueis o&tlet 18

-15~year property-and; for the purposes of the alternative depreciation system, a retail motor fuels

outlet has a twenty-year class life. Real property qualifies as a retail motor fuels outk:t 1f either

-50% or more of the gross revenues are generated from petroleum sales or 50% or miore of the
floor space is-devoted to petroleum marketing sales. Determination of whether either of the tests

~ are met is based on an IRS Coordinated Issue Paper.- The paper gives guidance on whether gas'

o _stanon convenience store buildings and truck stop ‘structures are property that can be deprecxated'
.. .over 15 years, or whether the property is nonresxdent;ai real property that shouid be. ciepmczaied _

- over 31.5 years. g

For property that is placed in service in tax years that end after the effective date of thxs
_provzszon, determination of whether the property meets one of the 50% tests generally is made
~.in'the year the property is placed in service. If the property is placed in service near the en_d of
" the tax year and the use of the property during this period is not representative of the subsequent
- use of the property, then the test may be applied in the subsequent year. For property placed in
~service in a tax year before enactment, the determination is based on the IRS paper; but: with the
-test established by the: federal Act rather than the paper. - If, before enactment, a taxpaye:r has
_ 3_treated a motor fuel outlet as 15~year pmperty, the taxpayer will be treated as if a. vahd e:lectmn
WaSmade . ) L e : ; . . .
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The provision applies to property placed in service on or after August 20, 1996, and to
which the Accelerated Cost Recovery System (ACRS) of depreciation, as amended by the federal
Tax Reform Act of 1986, applies. Taxpayers may elect to have the amendments apply to any
ACRS property placed in service before the effective date. The provision would have an
estimated state fiscal effect of a minimal revenue loss.

Income-Forecast Depreciation Method

A number of changes have been made to the way depreciation is computed using the
income-forecast method.  This method is used to compute depreciation on property that cannot
be depreciated under either the Modified Accelerated Cost Recovery System (MACRS) or the
" intangible amortization provisions of the IRC. The method is used for property such as motion
picture films and video tapes, television films, book manuscript rights, patents, master sound
- recordings, -video game machines and other property of a similar character. New rules are
- provided for determining: (a) the amount of estimated income; (b) the adjusted basis of the
-depreciated property; (c) the final year’s allowable depreciation deduction; and (d) the payment
of interest based on the recomputation of depreciation under a look-back method based on actual
income verses estimated income.. : :

- Determi rmining Income U’nder The: Forecast Method Under the: mceme—forecast method,
'depmcxatzon is determined by muitip}ymg the cost of ‘the property (less the estimated salvage
~ value) by a fraction, the numerator of which is the income generated by the property during the
" year and the denominator is the total estimated income (forecasted income) derived from: the
- property during its useful life. Because the types of revenue that are treated as:estimated income
“from films is expanded, the cost of the films will not be recovered as rapidly as in the past.. The
- income that is taken into account to determine allowable depreciation under the income forecast
method is equal to the amount of income earned before the close of the 10th tax year following
- the year in which the property is placed in service. Consequently, there are 11 tax years-taken
into account: Generally taxpayers do not have to consider income expected to be generated after
the 11th year. Income from films, TV shows and similar property that is taken into. account
includes income from foreign and domestic sources, theatrical releases, television releases and
syndications, and video tape releases, sales, rentals and syndications. - When the depreciable
property is TV and motion picture films, income must generally include amounts derived from
the financial exploitation of characters, desxgns, scripts, scores, and other incidental income
associated with films. : : : :

Adjusted Basis of Depreciated Property. The adjusted basis of property under the income
forecast method: of depreciation only includes amounts that satisfy the economic performance

- standard of the IRC. ~If a taxpayer incurs a noncontingent.liability to acquire property from
another person, economic performance will be deemed to occur when the property is provided
- to'the taxpayer. Certain costs are treated as separate property and may result in excluded income
- for the purposes of applying the income forecast method to the original property: -Any costs
incurred after the property is placed in service and before the close of the 11-year depreciation

“General Fund Taxes (Paper #110) Page 35




period are treated as separate property, if the costs are significant and give rise to a significant
. increase in the income from the property that was not included in the estimated income from the
-property. Also, any costs incurred after the close of the 11-year period will be treated as separate
- property and these costs may be written off and deducted as they are generated.... .

Final Depreciation Deduction at the End of the 11-Year Period. The depreciéﬁon
deduction under the income forecast method for the last year of the 11-year depreciation period
is equal to the adjusted basis of the property as of the beginning of the tax year.

Interest Computed Under the Look-Back Method. Taxpayers: that claim: depreciation
- deductions under- the income forecast method pay (or are entitled to receive) interest based on
" the recalculation of depreciation under a look-back method for any recomputation year. “The
- look-back method does not apply to property that has a basis of $100,000 or less when placed .
in service. Generally, the recomputation years are the third and tenth tax years after the tax year
in which the property was placed in service, unless the actual income from the property for the
- period before the close of those years was within 10% of the estimated income from the property
for that period. The IRS has authority to permit a taxpayer to delay initial application of the
look-back method when the taxpayer is expected to have significant income from the property
~in the third year after the property is placed in service. ' '

The look-hack method is apphed in any recomputauon year by f"z.rst detemumng the
_depreciation deductions using the income forecast method that: would have been allowed: in:the
prior ‘tax years if the recomputation had been made using the sum of: (a) the dctual income
“(including income from the disposition of the property) from the property for periods. before the
“close of the recomputation year; and (b) an estimate -of future income for periods- after the
recomputation year and before the close of the 1l-year depreciation period. . Next' the

- ‘overpayment or underpayment of tax for each prior year that would resuit solely from the use

- of recalculated depreciation is determined. Finally, interest is computed on the overpayment or

: underpaymient using a speczﬁed rate. A s;mphﬁed look~back method is used for p&ss»thre}ugh _
: “-tenntzes e R

In appiymg the look- back rnethsd any cost that is mcuned after the property 18 placed
~in service, if it is not treated as separate property, is discounted to its value as of the date the
- property was placed in service. ‘Discounting is done by using the federal mid-term interest rate
at the time the costs were incurred. The taxpayer may elect not to discount any property:. .

Interest required to be paid by the taxpayer for any recomputation year is treated as an
““increase in tax for payment and collection purposes but not for estimated tax payments. ‘Because
" the new rules apply to property placed in service in-tax years that ended before the-date: of
" ‘enactment; no estimated tax penalty or penalty for the substantial understatement of income tax
“~will ‘be made for any.tax year ending before .the date of enactment, tothe: extant the
““underpayment was created or increased by the new rules pertaining to the mcome forecast
method of depreciation. : R T

" Page 36 " General Fund Taxes (Paper #110)




The provisions generally would apply to property placed in service after September 13,
1995. However, they would not apply to any property produced or acquired pursuant to a written
contract that was binding on September 13, 1995. The estimated state fiscal effect of these
provisions would be a2 minimal revenue gain. :

Leasehold Improvements

A lessor that disposes of or abandons a leasehold improvement, made by the lessor for
the lessee, upon termination of the lease may use the adjusted basis of the improvement at the
time of disposition or abandonment to determine gain or loss. ‘This basis may be used even if
there is no disposition of the underlying building. The provision does not-apply to the extent that
capitalization of demolition costs and losses appiy to the demolition of a structure.

The provisionis effect;ve for 1mprovcments dxsposed of or abandoned after June 12, 1996.
The-provision would result in a minimal state revenue. loss.: -

Deprecnatmn of Water Utlhty ?roperty

Water utxhty property is deprecxated using-a 25-year recovery pcnod and the straight-line
method for regular tax purposes ‘Water utzhty property is “defined as: (a). property that is an
integral part of the gathering, treatment; or:commercial: distribution: of water and that would
othemlse have had a 20-year recovcry permd and (b) any mumcxpal sewer.

The provision is effectzve for pmperty piaced 1in service after June 12 1996 other than
. property placed in service under a binding contract in effect before June 10, 1996 or latcr The
estimated state fiscal effect would:be a minimal revenue gam o

ESOP Lean Interest

The interest income excluszon for loans to empioye stock ewnershlp plans (ESOP) is
repealed. Consequently, banks, insurance compames, regulatéd investment cempanxes (such as
rmitual funds), and corporations actively engaged in the business of lending money may no longer
exclude 50% of the interest received on loans to ESOPs or to employer corporations for acquiring
employer securities from gross income.

. The 50% interest exclusion continues to apply to loans made.after August 20,1996, to
- refinance loans made on or before August 20, 1996, or to loans made pursuant to a binding
- contract in effect if the refinancing loan meets requirements: in effect before the exclusion was

“: repealed, the outstanding principal of the loan is not-increased immediately after the refinancing,
- and the term of the reﬁnancmg loan does not extend beyond the term of the- ongmal loan.

The repeal is effectzve for ioans maée after August 20 1996 The prowswn would
increase state revenues by a minimal amount.
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Modified Guaranteed Contracts of Life Insurance Companies

Life insurance companies are required to mark-to-market, at the end of each tax year,
assets held as part of a segregated account under modified guaranteed contracts. - The resulting
gain or loss is used in determining a company’s net increase or decrease in reserves in arriving
at a corresponding income inclusion or deduction. Life insurance reserves include reserves. for
modified guaranteed contracts that are computed based on rate of interest determined by reference
to a market rate of interest.- A-modified guaranteed contract provides for a guaranteed interest
- rate for a specified period of time and a market value adjustment in the event that:the owner

surrenders the contract for cash prior to the end of the guaranteed interest period.. A contract is
a modified guaranteed contract if it is not a variable contract under provisions of the IRC..' In
addition, the contract must meet the following requirements: (a) all or part of the amounts
received under the contract are required by state law or regulation to be segregated from the
‘company’s general asset account and valued at market value; (b) the reserves for the contract
must be valued at market value for annual statement purposes; and (c) the contract must provide
for a net surrender value or for a policyholder’s fund as dcﬁned under the IRC.

The provision would be effective for tax years beginning after December 31 1995 The
- estimated state fiscal effect would be a rmmmal revenue gmn

= "Spemal Deduction for Certam Health Grgamzatmns o

Health insurance prevxders orgamzed under, and governed by, state laws applicable only
“-to not-for-profit health insurance or health service type organizations are allowed to deduct 25%
~of claims and expenses incurred during the year, less adjusted surplus.  These rules under the
IRC that benefit Blue Cross and Blue Shield organizations are extended to organizations:that are
not Blue Cross or Blue Shield organizations but that otherwise meet the rcqmrements The
provision does not apply to health maintenance organizations. s : =

_ The provzsxon is effective for tax 'years- cndmg afte:r December 31, 1996.. It is estlmated
~that it would result in a minimum state revenue loss. . S S

s Contributions of 'A’ppreciated Stock. g

The deduction for contributions of stock to private foundations is extended for
““contributions made during the period.between July 1, 1996 and May 31, 1997. The deduction
" is-equal to the fair market value of qualified appreciated stock.” Qualified appreciated stock is
“publicly traded stock that is capital gain property. The deduction applies only to: the extent that
~-total donations of stock in a particular corporation do-not exceed 10% of the outstanding. stock
~ of the corporation. For purposes.of the 10% limit, an individual is treated as makmg all
. contributions that are made by any member of the individual’s family. The deduction does. not
--apply to contributions made after December 31, 1994, and before July 1, 1996.

i Page 38 - General Fund Taxes (Paper #110)




The provision is effective for contributions made after June 30, 1996, and before June 1,
1997. The estimated state fiscal effect would be a minimal revenue joss.

Research Credit

"The credit for increased research activities is extended for the period between July 1,
1996, through May 31, 1997. The credit expired on June 30, 1995, and it was not retroactively
extended so that expenditures paid or incurred from July 1, 1995 through June 30, 1996 are not
eligible for-the:credit. However, a taxpayer-that elects the alternative incremental credit regime
- for its first tax year beginning after June 30, 1996, and before July 1, 1997, may apply the credit
to amounts paid or incurred during the first 11 months of that-tax vear. If the credit is not
-extended after May 31, 1997, the credit base amount for a tax year affected by the modified
credit is reduced to account for the credit’s expiration. :

The definition of start-up company is expanded to include firms that have both gross
receipts and qualified research expenses for the first time in a.tax yéar that begins after 1983.
Under prior law, to qualify as a start-up company, a taxpayer had to have fewer than three tax
years beginning after December 31, 1983, and before January 1, 1989, in which the taxpayer had
both gross receipts and. quahﬁed research expenscs A taxpayer can qualify as a start-up
: company under elther definmon S AN ETT UL PO C I

A taxpayer may elect; for its’ ﬁrst tax year begmmng after ."fune: 30 1996 an aitemanve
~method of computing the research credit that uses three tiers of reduced fixed base percentages

and credit rates. The election applies to the tax year in which it is. made and to all subsequent

tax years, unless revoked with the consent of the IRS. Under the alternative computation, a
. taxpayer’s credit is equal to the sumof three tiers of credits::

Tier 1-credit: 1.65% of qualified research expenses: for the tax year in excess of a base
“amount computed using a fixed base percentage of 1%, but not in excess of a base-amount
computed using a fixed base percentage of 1.5%:; :

Tier 2 credit: 2.2% of qizaiiﬁed research expenses for the tax year in excess of a base
amount computed using a fixed base percentage of 1.5%, but not in excess of a base amount
computed using a fixed base percemage--of- 2%; and :

Txer 3 crccht 2 75% of quahfied research expenses foa: the tax year in excess of a base
amount computed using a fixed base percentage of 2%. . - o :

- The alternative computation would allow companies.that spend more on research and
development now than they did during the 1984-88 base period. to.claim the credit. The
alternative computation may also increase the credit for compames that can claim the research
credit using the standard computation. - S
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Taxpayers that conduct research through qualified research consortia are allowed to treat
75% of amounts paid or incurred for qualified research expenses. as eligible for:the research
credit. Prior law rules allowing 65% of contract research expenses paid or incurred for quatified
research to be eligible for the research credit continue to apply to amounts not paid to-a-qualified
research consortium. A qualified research consortium is a tax-exempt organization, other than
a private foundation, a business league, chamber of commerce or other similar entlty, that is
orgamzed and operated primarily to-conduct scientific research. -

Extension of the credit and the new definition of start-up company apply- to tax years
ending after June 30, 1996. The alternative research credit rules may be elected only for a first
© tax year beginning after June 30, 1996. The special rule for payments to qualified research
‘consortia applies to tax years beginning after June 30, 1996. The provision would result in an
estimated minimal state revenue decrease. :

MISCELLANEOUS PROVISIONS
: -Financial Asset Securitization Investment Trusts

" A new entxty is created, called a financaai asset securmzanon mvestment trust (FASI'T{' ) :
- AFASIT is used to hold a portfolio of qualified debt obligations, such as credit card recmvabies, '
: ~homie equity loans and auto-loans.. However, a FASIT can not engage mdependently in Iendmg
A FASIT issues asset-backed securities that are treated as debt for federai income tax: puspcscs
_:-.'FASITS are owned by a single taxable C corporation. - N

The FASIT offers an advam"age- to traditional vehicles for securitizing - loans, ‘such' as
revolving trusts. These trusts have certain administrative and financial commitment requirements
~“to ensure. that certificates issued by the trust will earn debt status for IRS purposes: . In addition,

. revolving trusts have certain costs associated with earning a rating agency ‘grade,’ xeqmnng the -

" ‘trust’s sponsor to retain a large equity stake in.the pool and may. necess;tate over
o collaterahzation T

~To qnahfy asa FASIT an entxty must: (a) make an e}ectxon to be treated as.a: FASXT for
the current year and all subsequent years; (b) have assets that are substantially pemntted assets;
(¢) issue only nonownership security instruments that meet the requirements for regular interests;
++(d) have a'single ownership interest which is held by a domestic bank or C corporatzon and (e)
" not qualify as a regulated investment company: (mutual fund).. SRR s

: - The asset test must be met on the 90th day.after formation and at all times: thereafter
.'S-Pe:mmted assets mciude - e

a. Cash and cash equivalents.
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b. Debt instruments which are considered debt for federal income tax purposes and

“bear either a fixed or variable rate of interest tied to a predictable index. Debt may include trade

receivables, regular interests in real estate mortgage investment conduits or another FASIT. Debt
may not be obligations that were issued by the owner of the FASIT or related person.

c. -Certam foreclosure property if the property would be foreclosure property for a
real estate Investment trust or for such property if not for leases entered into or construction
performed while the propert},f is held by a FASIT.

d. Interest rate or fore;gn currency nctzonai principal contracts, lettcrs of credit,
‘insurance, guarantees against payment defaults or similar instruments which are reasonably
required to guarantee or hedge against the FASIT's risk.

e ‘Securities issued by the FASIT that are treated as debt for federal income tax

- purposes.. - Allowable. securities- include: (1) regular interests yielding no more than five

- percentage points above the app}it:abie- federal rate; and (2) high-yield, high-risk, instruments that

may be held only by a domestic C corporation or by a dealer who acqulred the security for
resale. - -

oo A regular interest in: another FASI",{‘ that is an assetwbacked :security that has fixed
- terms and meets five requirertents: (1) the instrumient uncondmonal}y entitles the holder to
receive a specified principal amount; (2) the instrument pays either fixed interest or interest that
- is-indexed to a predicable schedule based on rates that measure current variations in the cost of
newly borrowed funds; (3).the instrument has a term to maturity of no more than 30 years; (4)
the instrument is issued to the public with a premium not exceeding 25% of the stated principal
amount; and (5) the instrument has a y};eld to matunty of no more than five pcrcentage pomts
- -above the. apphcable federal rate. v - S : : L

Hoiders of reguiar interest in-a FASIT ‘must account for the income: eamed using -an
+ acerual method of accounting.: Holders of high-yield instruments may not use net .operating
losses to-offset. any -income: derived from high-vield:debt; operatmg loss carryover ‘will be
'-computeci by dxsrcgardmg any income: from the disallowed loss. : SR

C A deafer may-acquire a hlgh-yzcld debt mstrument zssued by a FASI’Y only fc}r the purpose
of resale ‘An excise tax is‘imposed at the highest corporate rate (35%) if there is-a change in
dealer status. A safe-harbor rule allows:.a.dealerto bold a high-yield instrtument for a 31-day
grace penod before the instrument is treated as held for investment purposes

The: charactcr of income to. the owner is the same as the chaxacter to the FASIT .except
that tax-exempt interest is treated as ordinary income. All assets are treated as assets and
liabilities of the FASIT owner. As such, income, gain, deduction or loss is directly allocable to
the owner. Securities held by the FASIT are treated as held for investment by the owner. The
owner cannot offset income from ownership interest with any other losses. Any net operating
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Josscarryover of the owner is computed without income from the disallowed loss. The
- altermative minimum taxable income of an owner cannot be less than the FASIT income for the
year. beo - . . . .

Gain is recognized immediately by the owner of the FASIT upon the tfzmsfer of assets
~ to the FASIT. Assets transferred to the FASIT by someone other than an owner are treated as

o if they were first acquired by the owner. Any assets of the owner or related person:-used to

support the FASIT’s obligations are treated as contributed to-the FASIT. 'The FASIT- basis in
conmbuted assets 18 mcreased by any taxable gam recocrmzed by the owner.

The vaiue of the assets t:onn'ibuted to the FASIT is computed as the sum of the present
values of the cash flows expected from the obligations, discounted over the weighted average life
. of the contributed loans. The applicable discount rate is 120% of the applicable federal rate

E compounded semiannually. Each extension of credit is treated as a separate debt mstrument for
- computing the value of the contributed pools of revolving loan-accounts. . Instrument matunty
= is determined according to a reasonably anticipated periodic payment rate for principal payments,
""as a proportion of their aggregate outstanding principal balances, assuming payments are: ﬁrst
apphed to the earliest credit extension. L

Losses on assets centnbuted 1o a FASIT are recognmed by the owner when the FASIT :

dzspases of the assets::

_ FASITS are subject totax at the hlghest corporate rate on net income from any foreclosure
- 'property acquxred in connection with the defau}t or’ m:umnem default of its:loans. - :

To dzscourage FASITs from engaging in prohzbztcd acnvmes, an excise tax of 109% 1s
imposed on all net income derived from: (a) nonpermissable ‘assets; (b) dlsposmon of an asset
other than a perzmtted asset; {¢) income attributable to loans issued by a FASIT; and (d)

- --_'-=‘compensatxon for ‘services other than certain fées or waivers; -amendments or: conscnts under_
.. ‘permitted -assets.” - Permitted” élsposmons of assets include those resulting from a complete
- “'liquidation- of & ciass of regular interests; those incident to foreclosure,: default or imminent:

" “default of the asset; those incident to bankruptcy or insolvency: of the FASIT those necessary
" to avoid a default on an indebtedness of the FASIT attributable to a default on a loan held by
- -the FASIT; those facilitating a clean-up call; or those substituting a permitted debt mstrument for
* anothér instrument to avoid over-collateralization; if the purpose of the dlSposztxon is notto: avcnd
'-'i---recogmzmg gain fmm an increase m the assets market vaiue : £ S

This prowszon is effectwe September 1, 199’7 A transmonai rule pr0v1des guxdance for
: jentmes crcated prior to that date. This' pmwsmn is est:mated to result in a minimal: mvenue loss
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Insurance Coniract on Retired Lives

* The term "variable contract” may include contracts that provide for the funding of group
term life or group accident and health insurance on retired lives. The contract must provide for
the allocation of all or part of the amounts received to a segregated account. Payments in or out
must reflect the investment return and the market value of the segregated account. This provision
is effective with tax years beginning after December 31, 1995, and is estimated to result in a
minimal revenue loss.

Charitable Risk Pools

Qualified charitable risk pools are exempt from tax only if no substantial part of their
activities consists of providing commercial-type insurance. Insurance provided at substantially
below cost to a class of charitable recipientsis not commeércial-type insurance. A gualified
charitable risk pool is defined as an organization organized and operated solely to pool the
insurable risks of its members and to provide information to its members.

To qualify for tax-exempt status, a charitable risk pool must be organized as a nonprofit
organization; be exempt from state income tax; obtain at least $1 million in start-up capital from
- nonmember charitable organizations; be controlled by.a board of directors elected by its
members; and provide in its organizational documents that members must be tax-exempt
charitable organizations. If a member loses its tax-exempt status it must notify the pool
immediately. :

This provision is effective for tax years beginning after August 20, 1996, and is estimated
to result in minimal revenue loss.

State-Sponsored High-Risk Health Insurance Pools

State-sponsored membership organizations that provide high-risk individuals with health
coverage are exempt from income tax. - In order to be exempt, an organization must be
established exclusively for the purpose of providing medical care to high-risk individuals on a
not-for-profit basis through either insurance issued by the organization or a health maintenance
organization. Only state residents may receive coverage.

This provision is effective for tax years beginning after December 31, 1996, and is
estimated to result in 2 minimal revenue loss.

State-Sponsored Workmen’s Compensation Reinsurance Organizations
State-sponsored workmen’s compensation reinsurance organizations established by a state

before June 1, 1996, exclusively for the purpose of reimbursing their members for losses arising
under workmen’s compensation acts are exempt from income tax. An organization will qualify
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if the state requires that the organization’s membership consist of persons who issue insurance
covering workmen’s compensation losses in the state and all persons and governmental entities
who self-insure against such losses. The organizations must operate as a nonprofit organization.

This provision is effective with tax years ending after August 21, 1996, and 1s estimated
to result in a minimal revenue loss.

PROVISIONS WITH NO FISCAL IMPACT AND INAPPLICABLE FEDERAL
PROVISIONS .

-In addition to the items listed above, the IRC update would adopt a number of technical
.modifications and clarifications to federal law that would have no state fiscal effect. Also, a
number of provisions of federal law are not applicable to state taxes because the state has its own

statutory provisions.
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To:  Joint Committee on Finance

“From: Bob Lang, Director
Legislative Fiscal Bureau

ISSUE

Tax Amnesty Program (General Fund Taxes)

CURRENT LAW

Under current law, taxes become delinquent when they are not paid by the due date.
‘However, unpaid and ‘unreported taxes’ are not immediately entered into the delinquent tax
~collection system but ‘rather, when an’ unpald tax is identified, a: bﬂl 18 sent to the taxpaye:r -
- the bill is not paid within 60 days the tax is declared de}mquenz and an account is established
for the unpaid tax. Ten days after an account is established, a delinquent tax. hotice is sent to
the taxpayer. The notice indicates that the delinquent tax collection fee has'been imposed and
* that the taxpayer is subject to various kinds of involuntary collection actionis if the account is not
resolved. If the taxpayer does not respond to the delinquent tax notice, the account is sent to the
Central Coilection Section or referred to a ﬁeld agent

If the case is the first dehnquency for the taxpayer, it is asszgnﬁd to the Central Collection
Section. The case is then is referred to an agent who'is required-to send an: ‘informal notice to
the taxpayer. The notice attempts to schedule a meeting with the taxpayer to make arrangements
to settle the account. If the taxpayer ‘does not respond to the nonce or fails to follow through
‘on repayment arrangements made at the informal hearmg, the unit may proceed with involuntary
collection’ actions ‘'such as withholding delinquent tax amounts from wages or garnishing bank
accounts. Also, private collection agencies can be used to collect delinquent taxes. If an account
is sizeable and cannot be résolved by the Centrai Collecacn Secuon w;thm szx t() nine rnonths

1t is referred'to a ﬁe]d age.nt S o A : :

- In cases that involve repeat delinquencies for @ taxpayer where the taxpayer does not
‘respond to the delinquent tax-notice; a warrant is sent to the taxpayer-and the Circuit Court. The
‘warrant places-a lien on the delinquent taxpayer’s property for the amount of tax, “fees; interest
“and'penalty. After the lien is placed, the delinquent account is sent to a field agent who attempts
toarfange an informal hearing to resolve the delinquency. If the taxpayer 1gnores the colkecuon
-efforts or refuses to pay, the agent may use involuntary collection measures. S
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" ‘Delinquént $tate taxes are sithject to interest of 1.5% a month, *Generally, the penalty for
- failure to file a return is equal to 5% of the tax per month, up to a maximum of 25% of the tax.
~ Other penalties, such as those for fraud, negligence and filing false information, are also imposed
~and vary depending on the tax and circumstance. A delinquent tax collection fee equal to the
- greaier of $35 or 6.5% of the delinguent balance is also imposed on each new account. The

- revenue from the fee 1s used to fund DOR’s delinquent tax collection activities.

GOVERNOR

No provision.

- DISCUSSION POINTS

" Amnesty as Tax Policy

.1, Attachment 1 shows the year-end balance of delinquent taxes and the: number-of

B dehnquent tax accounts, by the type. of tax, for ﬂscal years 1989-90 through 1995-96. (The tabie__ _

. does not include accounts ‘under $10 and related accounts. - Related accounts are accounts - -

":__estabhshed with more than one taxpayer for the same dehnquent fax. habzhty ). The attachment' -
.:shows that the: delmquent account balance. has increased. 129. 2%, from $341 .7 million. on Tune

30, 1990 10.$783.2 million on. June 30, 1996, - The individua} i income: and wzthholdmg taxes and_
.the. sales a.nd use tax have consistently. been the primary sources of dehnquencxes "The number
:_of dehnquent accounts mcreased 29: 8%, __from 254,370 to 330,192, dunug that penoci L

Part of the increase reflects conversion of the fundmg source for deimqucnt tax collectmn

_'_-'.-__f_acuwues from GPR to ~program revenue. - ‘The conversion led to: actions that -affected the
R dehnquent tax balance. First, xm;}osmon of the: de}mquent tax: fee in July, 1992 mcreased the .
- amount owed by.each. accoum The fee was increased. -again in December, 1995.. In_._-addxticn :
- under the Bepartment s method of accounﬁng for the. deimquent balance; addltmnal mtéi‘cst was

: - _:added to-the ba}ance When the fee was 3mposcd and:increased. DOR: doesn t formally aecount o
'_"---'-_far accrued mterest on: delmquent accounts untﬁ a transactzon in the account ocCurs. - -

_. .- 2.' Smce 1995 five states have conducteﬁi amuesty programs under Wthh they havc
granted for a lmnted time, camplete or partial forglveness from civil and- cmmnal penaltzes and

- interest owed for certain taxpayers on the condition they voluntarily pay the taxes they owe. “The

. states are Connecticut; New York, New Eerscy, i’ennsy}vama and Rhode Island. Attachment 2
- provides descnptwe mfonnaﬁon conccrmng the state amnesty: programs. for these states.? 1-.-The
- attachment indicates that: the. &rrmesty provisions: generaily inyolved the suspension: (}r i

o of civil or cnmmal penalnes New Jersey provided amnesty from interest owed on: cieimquent o
" ‘accounts. - The- lével of -participation varied with New Iersey experiencing the hxghest IeveE

" Connecticut, New Jersey, New York and- Rhode Island had conducted amnesty programs eror :
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to the most recent ones. Total collections ranged between $359 million in New J&rsey to §7.8
million in Rhode Island.. : :

3. Wisconsin conducted an amnesty program from September 15,1985, through
November 22, 1985. The program generated $26.3 million in additional tax celiecuons The
A}}pendm prowdes a summary of the provisions of the pregram : S

4. -.Increases in _the -dehnquent tax. balance mdlcate that the state is losing revenue
- because many- taxpayers; both individuals and corporations,.are not filing tax returns .or. are
underpaying amounts owed. It is believed that some of these taxpayers did not file-because of
financial problems or simply due to oversight. These taxpayers may now be capable of paying
taxes, but may be fearful of the possibility of large penalties, and might come forward with
-amounts owed 1f they would not have to- fac& penalties : -

_ Tax amnesty -is viewed as a mechanism for'encomaging-such taxpayers to pay back the
taxes owed the state.. Proponents of tax amnesty believe: such programs provide a low-cost,
-~ efficient method of collecting delinquent taxes that would otherwise be collected through more
expensive methods or remain unpaid. - In addition, tax amnesty can encourage nonfilers to come
~ forward and; as a tesult, broaden the: tax base by bringing these individuals back onto the tax
: '.: rolls. “To the extent: amnesty would enc:oz:rage businesses; parucuiarly eut—af*state husmesses, _
to" file rcturns it would address the Department’s greatest compliance problem. * Finally, tax.
-amnesty programs «can provide both a shor&term revenue: gain-and, to: thf: extent nonfilers are
1dent1fied can’ generate mcreased revenues in future yeaz:s SO S S

- 5. 'However; fax amnesty-:-has beencritici'zed as_.-being: inequitable. Under: amnesty,
taxpayers that pay their taxes voluntarily and on time receive:no -benefit while others that
underpay or do not pay their taxes are not fully penalized for such actions. One could argue that
~this promotes: an injustice by -overlooking violations of the law by tax evaders and delinquents.
. The- cred1b1hty -of the: tax: system could ‘be ‘undermined, because the’ Iegal penalties: for
-noncompliance and dehnquency are not enforced under. amnesty. - ‘This is a- potennaliy serious
=problem because complxance is pnman}y voiuntary under the current tax system

Arguabiy tax amnesty :.-cgu}d:.actaaﬁy encourage’-tax evasion and reduce:.céliections in
subsequent years if taxpayers anticipate similar programs in the future. This would be of
+particuldr concern in Wisconsin if a second aminesty program was enacted so.soon after the first
program. Moreover, the majority of amnesty collections are often not from delinquent taxpayers.
In 1985, $19.2 million of amnesty cofiecuons were from assessments of additional habﬂzty from
_-'audlts in. progr&ss R S ECTIE Tt

i Suppé)rters would counter that the states: which recently. conducted amnesty programs for

a second time (Connecticut;: New Jersey, New York and Rhode Island) have indicated that the
programs were successful and not detrimental to compliance. The New Jersey program was
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* particularly successful generating the highest per capita revenue ($46.60) of any procram ever
administered in the U.S. while adding 2,000 new taxpayers to the tax rolls. it

Program Des:gn

State ofﬁcaals who have adnnmstered tax amnesty programs indicate that careful planmng
is necessary to ensure that the program will be successful. They point to a number of elements
of an arpnesty program that need:to be.considered in designing and implementing such a
program.. Included in these design factors to consider are eligibility, type of taxes covered; nature
- of amnesty provided, enhancement of enforcement actwmes, Jength of program administration
-and operatmnai procedures - : =

Eligibility. On a general level, a basic question related to ehgzbihty is: whethﬁr or not:to
include known delinquents in the amnesty program. It is likely that inclusion of known
"'deimquents will increase collections. and participation during the amnesty period.. Of the states

..which- have conducted amnesty programs, those which have extended ehgszhty tor knawn
- delinquents have generally had relatively larger  numbers of participants and-have - generated
‘relatively Jarger amounts of tax collections. Also, proponents contend that extending amnesty
...+ torinclude known delinquents reduced the costs of seeking out and prosecuting those: dehnquems
o -below the costs WblCh wonid be mcurred through normal coilectmn procedures S S

_ chever, thosc. who oppose.-_mc}umng known dehnquents in amnesty- .pr_ograms believe
that such individuals should be excluded in fairness to:honest: taxpayers. - From  this. view,
amnesty i§ seen solely a means of increasing the number of current and future taxpayers by
attracting nonfilers to-the tax rolls. - Most: of the states which have conducted tax amnesty
programs have extended ehglbxlxty to-known delinquents. : SR

. In 1985, both known de}mquents and other taxpayers ‘who' owed amounts: “to. the
o -'Dcpanment were eligible for amnesty. To be defined as dehnquent thc taxpayer 5 account had :
10, meet one of the followmg condmons - o :

1. An assessment emsted for thc:h the appea} penod had expn‘ed pnor to the .
N ehglbﬂzty date and an amount was- anpazd during the amnesty penod -

e Qo A nonappealable blilmg notice wh:ch had a due date prior to thc ehgfblhty date
-had been 1ssued and an amount was: still:unpaid dunng the amnesty pennd U

Other taxpayers who were ehglble mcluded taxpayers ﬁhng late returns: VGIGntanly or

upon request; taxpayers filing amended returns; taxpayers who had been assessed or billed; and

-taxpayers with pending appeals before the Department’s. Appellate Bureau, the WISCOBSIH Tax
. Appeals Commission or a court if they voluntanly wzthdrew the appeais e

The tax amnesty provisions dzd not apply in t.he foHowmg types of situations:
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1. The persons applying for ammesty were. the subject of tax-related criminal
investigations or pending criminal prosecutxons relating  to any tax administered by the
department. :

2. The amounts for which amnesty was requested were subject to a civil collection
action by the Department initiated before the amnesty application was received, or were similarly
subject to other types of creditor enforcement proceedings under other state laws. This provision
applied to delinquent accounts of nonresidents:assigned to a collection agency by the Department.

3. - The taxpayer was.notified during the amnesty period of an.adverse determination
of his or her appeal to the Wisconsin Tax Appeals Commission or any court.

4. The person applied for amnesty and was notified of the balance due, yet made no
‘payment or only partial payment of the balance within the period specified by the Department.
-In such cases, the forgiveness of amounts due or the waiver of penalties, fees and interest was
disallowed and the taxpayer owed the full amount of any delinquency or assessment (less the
amount of any partial payments made).

5. Amncsi:y was not a}lowed to taxpayers appealmg an assessment, determination or
notice to the Department, Wisconsin Tax Appcals Commlssmn or any court unless the appeal was
- withdrawn by the taxpayer - : L

Tvnes of Taxes ‘Most states wlnch have operatcd amnesty programs ha;ve mcluded aH
_ state taxes administered by the Revenue Department or similar agency.in the amnesty program.
Obviously, if all the state’s significant revenue sources are covered, the potential number of
participants and amount of revenue generated is greater. If an amnesty program is enacted, all
state taxes administered by the Department’s Income, Sales and Excise tax division could be
included in the program. The 1985 amnesty program applied to the individual income; corporate
income ‘and franchise, sales:and use, withholding, inheritance and gift, hquoz' beer, wine,
c1garette, tobacco motor fuel and Spec:la} fuel taxes and- hamesteaé and farmland tax credits.

- Type.of Anmestv The greater the mcentwes pmvuieci to: taxpaycrs the greater will be
the participation: and ‘revenues. that are generated. - However, if amnesty- provisions are t00
- generous they raise equity issues since they may reward taxpayers Who failed to abide by thc tax
laws or ;:egulauons o d e e

From one pomt of view, an amnesty progxam should not be des;gned to create a
- "competitive premium”: for dishonestly by reducing tax costs, including compliance costs, for the
. tax.evader. Therefore, an amnesty should not reduce any ordinary taxpayer responsibilities. (filing
. returns, supplying information), tax due, or normal interest on-the. liability. Providing any of
these forms of relief would create an advantage for the amnesty recipient compared to-the normal
-taxpayer. . It-is believed that whether or mot amnesty discriminates against-honest taxpayers
depends primarily on the interest rate the government applies to past due taxes. If the rate is

- General Fund-Taxes (Paper #112) Page 5




- below the market rate, the previously dishonest taxpayer in the amnesty gains from what is
effectively a low-interest government loan. However, if the interest rate is at or above the: market
rate, ammesty can provide relief from penalties and prosecution without creating any
discrimination favoring the evader. Thus, supporters of this view believe that amnesty should

“be provided primarily in the form of reduced or suspended civil and crnmna} penalties and
pessﬂ:iy wzth a reduction in interest. - : RS

On the other hand, some wouid argue that additional incentives should be provided. Total
interest forgiveness and possibly some other form of forgiveness would encourage more
‘widespread participation. In turn; this would attract more nonfilers than otherwise be the case,
and as a result, add to the state’s tax base. : :

As noted, most states which conducted amnesty programs suspended civil and criminal
penalties. Some have offered reduced interest. New Jersey was the only state to forgive all
mterest owed. The Department of Revenue has recommended that the type of amnesty c)ffered
should be easy to compute and consistent. : : :

In the 1985 state amnesty program the tax ammesty provisions apphed in the foliowmg
_ types of situations: : : :

1. For taxpayers who had a delinquent tax Hability on record as of the starting date
of the amnesty period, 20 percent of the delinquent balance as of the date of payment was
~forgiven. The maximum reduction was $5,000. Amnesty was not allowed. unless all tax returns
“or other documents.corresponding with the assessment, determination or notice of the tax: lahzlxty
were properly filed with the Department - I SRR

2 For taxpayers with an unpald tax liability that was not on record as. deIi'n'quent as
of the beginning of amnesty, the Department waived penalties and fees and lowered the. interest
.rate from 1 5% percent (the delmquent rate} to 1% (the normaj ratet) per month v

3. For taxpayers Wlth a tax hablhty that was nezther reported nor. estabhshed

" (unknown), the taxpayers were allowed to file returns and make payment. - Penalties; fees, and
" the right of the Department to seek prosecution were waived provided that proper payment was
~‘made. In addition; the interest on delinquent amounts was reduced from 1.5% to 1% per'month.

However, penalties and the full rate of interest could be imposed if additional taxes were die on
the returns filed by the taxpayer, or if the taxpayer defaulted on the amnesty agreement.

In considering the type of ammnesty provided, it is important to recognize that the
“: Department’s- delinquent tax collection activities are-entirely funded by the delinquén_t-_*:tax
“‘collection fee. The fee is equal to the greater of $35 or 6.5% of the delinquent balance due and
15 imposed on: each new delinquent account at the time it is entered into the delinquent tax
‘system. For 1997-98, base level funding for the Department’s delinquent tax collection system
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(DTCS) is $9,679,300 with 158.90 authorized positions. ‘If the fee was suspended as part of the
© ammnesty program, an alternative funding source would be needed for the DTCS.

Enhanced Enforcement of Tax Laws. The experience of states which have conducted
.amnesty programs indicates that an increased compliance effort by the state provides an incentive
for delinquent taxpayers to voluntarily participate in the amnesty program, rather than risk the
increased chance of detection by taxing authorities following the amnesty. All of the states that
operated amnesty programs indicated that they -had increased their compliance efforts in
conjunction with or subsequent to the amnesty program. As outlined in the Appendix, several
additional enforcement pm\rasxons were adopted along with the Wisconsin amnesty program in
1985. : :

Length of the Program. The recent amnesty programs conducted by other states have run
from 75 days to three months. Proponents suggest that the length of the program should be long
enough to allow taxpayers to complete the research and paperwork necessary to participate but
not so long so that the publicity and advertising associated with the program loses its
effectiveness. In 1985, the Wisconsin amnesty program ran 68 days, from September 15, 1985,
through November 22, 1985.

Adrmmstratzon Admxmstraﬁon of atax amnesty program involves a number of different
. activities. Preponents of -amnesty point out that one of the key elements in the success of such
‘programs is vigorous promotion and advertising of the program. In addition, returns must be
- processed, tax forms and supplemental-information must: be printed and -distributed -and
information must be provided to interested taxpayers. The cost of administering the 1985
amnesty program was $959,700.

Fiscal Effect. The amount of revenue which can be expected to be collected through an
amnpesty program is dependent on the specific structure of the program, including such elements
as eligibility requirements, the level of advertising and promotional activities and the current and
" expected future compliance activities undertaken by the Department of Revenue. As a result, it
is possible to provide only a general estimate of the potential revenues which might be raised
through amnesty. - If an amnesty program that was similar to-the 1985 program was instituted for
all taxes administered by the Income, Sales and Excise Division of the Department, an estimated
$40 million could potentially be generated. This amount would be offset by administrative costs
and funding provided to replacc the dehnquent tax fee

Department of Revenue Censiﬂerations

. When the Comrmttee was. conmdenng adoptmo an. amnesty p}:{)gram in 1985, the
Department of . Revem}e developed. guldeimes which were. used to establish and 1mplement the
program. To date, DOR has offered some general snggesnons for a. second amnesty program,
but has not prepared specific guxdehnes These suggestions, which are outlined below, are not
intended to be an indication of the Department’s support for tax amnesty.
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» Limit debts eligible for amnesty to liabilities that are already delinquent as of some:date
prior to enactment of the law. This discourages people from not paying current. liabilities in
anticipation of anmesty.

= For any estimated tax liabilities included in the eligible delinquent ba}ance, require all
returns to be filed before amnesty is granted e

* Make the amnesty easy to compute and consistent. The 1985 program alles#ed
forgiveness of 20% of the balance due, up to $5,000. -

* Leave the delinquent tax collection fee whole in order to provide adequate revenue to
fund collection efforts after the amnesty program ends.

* Limit the required payment.window to a period such as 90 days.

*» Provide increased enforcement authority after amnesty ends. The Department has not
provided specific suggestions for greater enforcement authority. :

Because DOR would implement the amnesty program and continue to be responsxble for _

- tax adm;mstratmn and collection activities after the program ends, the Comrmttee may wish to L

' obtain- additional input from the Department before adopting specific ammesty provisions.
- Therefore, the Committee could direct’'the Department to develop a specific. proposal for an
amnesty program to be considered by the Committee at the September, 1997, s: 13.10 meeting.

ALTERNATIVES TO BILL
1. Maintain current law.
2. Require DOR to develop a proposal for a tax amnesty program-td be :'céﬁ&t_i_c::te'd

in the 1997-98 fiscal year. Specify that the Department’s proposal must be developed and
presented for the Committee’s consideration for inclusion in the 1997-99 biennial budget bill.

Afternative 2 _ ' GPR
1997-99 REVENUE (Change to Bill $40,000,000
3. Require DOR to develop a proposal for a tax amnesty program to be conducted

in the 1997-98 fiscal year. Specify that the Department’s proposal must be déveloped and
~ presented for the Comimittee’s consideration at the September, 1997, section 13.10 meeting.
" Provide that the Department could’ not 1mplement the amnesty program w1thout approvai from
‘the Committee.
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Alternative 3 GFR

1997-99 REVENUE (Change to Bill) $40,000,000

Prepared by: Ron Shanovich

MO#

JENGEN Y N A
OURADA Y N A
HARSDORF Y N A
ALBERS ¥ N A
GARD Y N A
KAUFERT Y N A
LINTON Y N A
COGGS Y N A
BURKE Y N A
DECKER Y N A
GEORGE Y N A
JAUCH Y N A
WINEKE Y N A
SHIBILSKI Y N A
COWLES Y N A
PANZER ¥ N A
AYE NG ABS
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APPENDIX
1985 Wisconsin Tax Amnesty Program

The tax amnesty program was established by 1985 Wisconsin Act 29 (the 1985-87 biennial
budget act). The program was not included in the Governor’s budget recommendations but was
incorporated into the budget bill (1985 Assembly Bill 85) by the Joint Committee on Finance and
modified by the Legisiature. The foliowmg sections describe each of the specific components
of the program. -

-Eligibility. The amnesty program applied to delinquent taxpayers (as specifically defined
for the program); nonfilers who owed taxes, interest or penalties; taxpayers who filed late returns
voluntarily or upon request; taxpayers who filed amended returns; taxpayers that were assessed
or billed; and taxpayers with pending appeals before the  Department of Revenue’s (DOR)
Appellate Bureau, the Wisconsin Tax Appeals Commission or. a court that could:withdraw the
appeals. The program excluded certain taxpayers from eligibility for amnesty, such as accounts
involving criminal mvesugatmns or criminal complaints. '

Taxes. All state taxes that were administered by the Income, Sales, Inheritance and Excise
Tax Division in DOR" -were included-in the program.. Specxﬁcaily, the program: a,pphed to: the
* individual and corporate income and franchase taxes; sales and use taxes; withholding tax;
inheritance and gift taxes; liquor, beer, wine, cigarette and tobacco taxes; motor fuel and special
fuei taxes; and homestead and farm}and tax credits. : o

Amnesgy. Under the amnesty provisions, the Department of Revenue was authorized to: (a)
-waive civil and criminal penalties; (b) waive late filing fees; (¢) reduce from 18% to 12% the rate
of interest owed by nondelinquents; and (d) reduce tax liability by 20%, up to a maximum
amount of $5,000. The addition to tax penalty for civil fraud that was. assessed pnor to the date
of applying for amnesty was not waived. s g :

Enhanced Enforcement. In conjunction with the amnesty program, a number of compliance
provisions were enacted and strengthened. Included among these enhanced enforcement
provisions were the following:

(a) A levy law was established to allow for direct seizure of the assets of a delinquent
taxpayer;

{(b) The penalty for tax fraud was increased from 50% to 100% of the amount of the tax on
the underpayment;

(c) Late filing fees under the individual and corporate income and franchise taxes were
increased from $10 to $20 for returns filed more than 60 days late.
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In addition, there were a number of enhanced compliance provisions that were included in
Act 29 that were in the Governor’s recommendations and, thus, not directly linked to the amnesty
program but worked to increase the incentive :for delinquent taxpayers to participate. For
example, as submitted by the Governor, AB 85 contained provisions that authorized state
-agencies to revoke or refuse to remew or issue occupational licenses for persons who owed
._.dehnquent state taxes. : S L

Length of. Program The program ran- from September 15, 1985, through Novembe.r 22,
1985 Taxpayers could apply for amnesty only during this time period. S

- Miscellaneous Operational Provisions. The cut-off date after which taxpayers who became
delinquent or failed to file were no longer eligible to apply for amnesty was May 15,:1985.
~Taxpayers. were Tequired to submit a written application in order to participate in the program.
- All-amounts that were due had to be paid in full and all returns had to be filed, including returns
. for which an estimated assessment was issued. Payments were made in cash, money order,
“cashier’s check or other guaranteed amounts and had to be paid: within 90 days: after receiving
notification from the Department. All amounits paid under amnesty were final and conciuswe
No refunds were allowed at a later date, regardiess of other statutory changes

Admlmstratxon The Depanment of Revenue was prcvzded $959 ’700 to. adrmmster the_- S

o 'f'amnesty program.

Revenue In Act 29, the revenue generated by the amnesty . procrram was: piaced m a
separate segregated fund and used to cover the costs of operating and admlmstermg the elderly
 property tax deferral program. However, as part of a number of measures that were included in
1985 Wisconsin Act 120 (the 1986 Fiscal Management Bill) to address a pmJected $340 million
-revenue shortfall in 1986-87, amnesty collections were transferred to the: general fund.
~Originally, it was estimated that the amnesty program would generate $10 mzlhcn, actuai
_ 'coilectlons were approximately $26.3 million. D A
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