Paper #107 1997-99 Budget June 4, 1997

To:  Joint Committee on Finance

From: Bob Lang, Director
Legislative Fiscal Bureau

“ISSUE

‘Sales Tax on University Food Contracts (General Fund Taxes)

* Under current law, the sales tax is generally nnposed on sales of meals, food, food
~ products ‘and beverages for direct consumption on the premises. However, meals, food, food
‘products and beverages furnished in accordance with any contract or agreement by a public or
private institution of higher education are not taxable. The exernptlon does not apply to beer,

. other alcohohc beverages, soda and certaln other soft drinks. _ n

GOVERNOR

No provision.

" "'I_)__ISCUSSIG_N PQINTS'

1. The exemption for food and beverages sold under university contracts is intended
to assist college students in purchasing meals, because students living in dormitories do not have
the opportunity to prepare their own meals. R ' - '

2. The current statutory provision does not limit the exemption to purchases by
students, and the Legislative Audit Bureau indicates that UW-Madison and other state universities
have made broader use of this provision. For example, at UW-Madison and other state campuses,
debit cards may be used by faculty and staff (in addition to students) to purchase tax-free meals
at student unions and other campus locations. In addition, the student union at UW-Madison

General Fund Taxes (Paper #107) Page 1



operates & catering business for events held at Memorial Union,-and- applies ‘the ‘sales tax
exemption to sales of food through this catering business.

Other UW campuses and private colleges have used the exemption for similar purposes
and for food contracts with organwaﬁons outside. the university, such as professional football
teams that train on the campuses. ‘Officials for the Wisconsin Technical College System indicate
that these schools are currently not makmg use. af the exﬁmpnan for any sales of meals, food or
b&verages

3. It can ba argued +that, even though they.are allowed under current law, the
addxtmnal uses. of the exemption by the UW system campuses and private institutions are

contraxy to the ongmai intent of the Legislature in creating the exemption. Further, the salestax

.exempncn could pravxde a compeutave advantage o umverszty catermg services over: pr:tvate.

' 4 Tht: exempuen could be modlf‘ ed to. apply only to mea}s, food food products and S

beverages ﬁ}mlshe:d to students ‘who are enrolled at the institution of higher education. This " -
modlficanon would increase sales tax revenues by an estimated $100,000 in. 1997»»98 and
5200, 000 in }998-—99 “These figures assume an effective date of August 1, 1997, and that the”
. DEw provzszon would first appiy 10 contracts entered into on. or after that date. The lower fiscal -
. effect in the first yﬁax_reﬁects the. fact. that_many of the university food contracts have already

_ _been s;gncd Sucha provision ould reqﬁue campuses | that. cun:entiy allaw facuity members 1o

purchase food tax-free with. déb;t cards 10 modlfy thcse systems. . .

pmducts and beverages furnished for a purpose that is consistent with the institution”s educational
mission, and to specify that the exemption could not be used for purchases of meals by faculty

members The. intent of this aitematzve would be to allow universities and colleges to make use

of the exempuon for adult cammmng education programs, cducatxozzai -programs for hxgh school
students, conferences and other educational services and activities provided to mdwzduais who

are not enrolled at the institution. However, the exemption could not be used for meal purchases
by faculty members or for c)ther activities that are not related to the-institution’s educational
mission, such as catering weddings or providing meals to professional football teams. This
_.modification would increase sales tax revenues by a minimal amount in 1997-98 and $100,000
in-1998-99,. These estxmates also. assume an. effecﬁva date of August 1, 1997, and that the new
provision would first apply to contracts entered mto on .or a,ftﬁr that date. .

_ ALTERNATIVES 'I'O BXLL
1 Modlfy the currcnt saies tax excm;;tzon for meals, f(:aed feod pmducts and

_-_beveragcs ﬁzrmshed in.accordance w;th any contract or agreement by a pubhc or private
institution of higher education to provzde the exempnen only if these items are furnished to
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students who are enrolled at the institution. Specify that this provision would take effect on the
day after publication of the bill, and first apply to contracts entered into on or after that date.
This alternative would increase sales tax revenues by an estimated $100,000 in 1997-98 and

$200,000 in 1998-99.

Alternative 1 GPR
1997-95 REVENUE ({Change to Bill $300,000
2. Modify the current sales tax exemption for meals, food, food products and

beverages furnished in accordance with any contract or agreement by a public or private
institution of higher education to provide the exemption only if these items are furnished for
purposes that are consistent with the institution’s educational mission. In addition, provide that
the exemption could not be used for purchases of meals by faculty members and specify that this
provision would take effect on the day after publication of the bill, and first apply to contracts
entered into on or after that date. This alternative would increase sales tax revenues by a minimal

amount in 1997-98 and an estimated $100,000 in 1998-99,

Alternative 2 GPR
1997-98 REVENUE (Change to Bill) $100,000
3. Maintain current law.
MO#
) BURKE Y N A
Prepared by: Rob Reinhardt DECKER Y N A
GEORGE Y N A
JAUCH Y N A
WINEKE Y N A
SHIBILSKIE Y N A
COWLES Y N A
PANZER Y N- A
JENSEN Y N A
CURADA Y N A
HARSDORF ¥ N A
ALBERS Y N A
GARD Y N A
KAUFERT ¥ N A
LINTON Y N A
COGGS Y N A
AYE ____ NO ABS _
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“Paper #108 B e 1997-99 Budget - June 4, 1997

To: ~ Joint Committee on Finance

From: Bob Lang, Director _
~ Legislative Fiscal Bureau

: ISSUE

Reestlmate thdmg for the Earned Income Tax Cred:lt (Gem:ral Fund Taxes and
“Shared-Revenue and Property Tax Relief -- Other Credits) ~ =~ - |

- [LFB Summary: Page 25, #10 and Page 554, #1]

CURRENT LAW

“The'state earned income tax credit (EITC) is paid from a sum sufficient appropriation.

The.credit: prcmdes a.supplement to-the ‘wages and self-employment income of lower-income e

"'warkars w1th children living ‘with them. The credit is refundable; if the amount of the credit
exceeds tax due a check from the state is issued for the difference. The state credit is calculated
as a percentage of the federal EITC. In'1996 and thereafter, the percentages are as follows: 4%
for familiés with one child; 14% for families with two chzldren and 43% for families with three
or more children.

GOVERNOR

The Governor’s recommendation would provide an increase of $18,500,000 in 1997-98
and $31,000,000 in 1998-99 for estimated costs of the EITC. Tota} fundmg would be $75.5
million in 1997-98 and $88.0 million in 1998-99:

DISCUSSION POINTS |
1. The administration indicates that the recommended increase in funding includes

$11.0 million in 1997-98 and $18.0 million in 1998-99 to reflect increased participation due to
implementation of the Wisconsin Works (W-2) program. The remainder, $7.5 million in 1997-98
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-and $13.0 million in 1998-99, refiects mdexmg ef the credzt at the fcderal level and nc)mai
“participatiofi’ ‘growth over the base.” E R : i

2. Funding for the EITC has been reestimated to include an increase of $21.7 million
in 1997-98 and $31.2 million in 1998-99 from the base to provide total funding of $78.7 million
in 1997-98 and $88.2 million in 1998-99. This reestimate would be an increase of $3.2 million
in 1997-98 and $2{}0 GO{} in 1998-99 from the funding provxded in the bﬁi

3. Recent caseload pm;af;uons mdxcate that pcoplc wzil be leavmg the AFDC and W-
2 programs and entering the ‘workforce faster than previously estimated. Based on this data, it
is estimated that $13.5 million-in 1997-98 and-$16.9 million in 1998-99 would be required to
provide funding for increased EITC participation due to this factor, which is an increase of $2.5
uuﬂwn in 1997- 98 and a decrease of $1.1 million in 1998-99 from funding provided in the biH '

In addztion it is estlmated that an increase of $8.2 million in 1997-98 and $I4 3 '

mﬂ}mn m 1998~99 would:be needed to fund normal program growth.: These amounts are higher .
. than the amounts provzded in the. bill by. $’?0{) QQG in 1997- 98 and $1.3 million:in 1998-99.

" '5. “There have been two' recent federal law: changes relating to.the EITC for 1996.
The first change requires that certain losses be added back to adjusted gross income for taxpayers
with earned income above the phase-out income amounts. The second change dcmes thc crad,lt
to md;mduais Wlth certain investment income exceeding a base amount. : P

Quesnons havc been rmsed at the federal level regarding thetreatment. of gains and losses

i --fm -!_:he sale of business pmperty as it relates to these two law changes. Such property isnot
o conmdered a capztal asset; however, gams or Iosscs fmm the sale of: busmess preperty is treated H
as-a gam or loss for: ‘both federal and state t:apztai grains treatment purposes. . The Internal

‘Revenue Service is-currently reviewing this issue-and has yet to.make a ‘determination. . The
- estimates in’ th:s paper assume that gains.or losses: from the sale of busmess proparty will not be
counted for purpeses of these provisions. dein v

MGBIFICATION TO BILL

Reestimate funding for the earned income tax credit at $78.7 million in 1997~—98 and $88 2
million in 1998-99. These amounts exceed the base funding level by $21,700, 000 in the first
year and $31,200,000.in:the second year.. Compared. to-the bill, the revised estimates would
increase funding by $3,200,000 in 1997-98 and $200,000.in 1998-99. o et

Reestimate GPR |
1997-99 FUNDING (Change to Bill) $3.400,000

Prepared by:  Kelsie Doty
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Paper #109 1997-99 Budget June 4, 1997

To: Joint Committee on Finance

From: Bob Lang, Director
" Legislative Fiscal Bureau

ISSUE

Individual Income Tax Treatment of Nonresidents and Part-Year Residents {(General
Fund Taxes)

[LFB Summary: Page 26, #11]

- CURRENT LAW

Income may be taxed on ‘the basis-of where it is ea.med or on the ba513 of the taxpayer’s
legal residence; an individual may only have one legal residence. - Individuals who-do not have
legal - Tesidence ‘in Wisconsm but have income from Wisconsin sources {nonresidents) and
individuals who have moved into or out of the state (part-year residents) are required to file a
special state tax form called the 1NPR Form in Wisconsin. - For nonresidents, Wisconsin taxes
only the‘income from Wisconsin sources such as wages, business income or capital gains. Part-
'year residents pay taxes on income from all sources during the period the individual was a
Wisconsin resident and, during the period the individual was not a resident, taxes on income from
Wisconsin sources. A full-year resident may file the INPR form if the individaal has a spotise
who is a nonresident or part-year resident.

There is one exception to the general requirement that nonresidents pay taxes on income
from Wisconsin sources. Wisconsin has entered into reciprocity agreements with five states:
Dlinois, Indiana, Kentucky, Michigan and Minnesota. Under these agreements, the taxpayer is
only required to file a return and paytaxesin the state of legal residence. Wisconsin does not
tax the wage and salary income earned in Wisconsin by residents of these states and collects
taxes from income earned-in these states by Wisconsin residents. Likewise, these other states
do not impose their-income tax on the earnings of Wisconsin residents and tax income earned
in Wisconsin by their residents. As a result, an individual who is a resident of a neighboring
state, such as Illinois, and works in Wisconsin only files a return and pays: taxes to Illinois on
their Wisconsin wages and is not required to file the INPR return in Wisconsin. However, if the
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same Tllin6is resident also had non-wage income (such as capital gains) from a Wisconsin source,
taxes would have to be paid to Wisconsin on the capital gain income.

In filing the INPR form under current law, the taxpayer calculates their federal adjusted
gross income (AGI) and compares that amount to their Wisconsin AGI to determine their ratio
(called the proration factor) of Wisconsin AGI to federal AGL. The taxpayer then uses their
federal AGI to determine their sliding scale standard deduction, which is based on income and
filing status, and multiplies that amount by the proramn factor to arrive at their Wisconsin
standard deduction. The standard deduction is subtracted from Wisconsin AGI to determine
Wisconsin taxable income. The tax rates and brackets are applied to taxable income to determine
gross tax liability. The dependent credit, senior credit, itemized deduction credit and property
tax/rent credit are each multiplied by the proration factor and subtracted from gross tax. The
taxpayer then must determine whether the state alternative minimum tax applies. Finally, the
married couple credit is calculated (using only earned income taxable to Wisconssn) and
: subiracted fmm gross tax {o-arrive at net tax liability. .

GOVERNOR

The bill requires the Department of Revenue (DOR) to provide the Legislative Reference
Bureau (LRB) and the Department of Administration (DOA) with drafting instructions sufficient
to enable the LRB to include language in the 1997-99 budget bill that changes the proration
factor. for nonresident.and part-year resident individual income taxpayers. The new proration

. factor ‘would: first apply to taxable years beginning on. January. 1, 1998. The. bill: centmed a-:
' -nonstamtory provzsmn that outlzned requirements for the drafting instructions.” S

Thesc instructions. provxded thai a INPR ﬁier would: ﬁrst determme net tax using income
from aii sources. This amount would then be multiplied by a proration factor to determine the
final amount-owed to Wisconsin. The proration factor would be calculated by dividing: (a) the
amount of Wisconsin AGI considering only Wisconsin sources of income; by (b) the amount of
Wisconsin-AGI considering all sources of income.. o

-DISCUSSION POINTS.

S ST Approxxmateiy 2 5 mﬂkon tax returns were filed in Wisconsin in 1995, of. whlch
about 3.9% were Form INPR. These taxpayers paid about 2.4% of all taxes in that year..

2. ’I‘he bill proposal would ailow nonresident and part-year resident taxpayers to use
losses from activities in other states to reduce their Wisconsin income and Wisconsin tax. In
addition, it would complicate the calculation of the Wisconsin alternative minimum tax. Finally,
the initial proposal. would have requzred substantial changes to the INPR tax form and
instructions. :
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- On March 17, 1997, DOR issued drafting instructions to the LRB and DOA. A letter
accompanying the instructions indicated that, due to the concerns outlined above, an-alternative
method was proposed and instructions were issued based on this alternative. Under the proposal,
‘the‘income tax brackets would be prorated based on the ratio of Wisconsin AGI to federal AGI,
as calcuiated under current law. All other calcuianons would remain the same as current law

3. - Since the tax brackets are not prorated under current Iaw a: INPR filer genera}ly
has a lower effective gross tax rate than full-year residents with the same total income if the
percentage of gross tax to Wisconsin AGI is compared. Attachment 1 compares the effective

“gross'tax rates for hypothetical fall-year resident taxpayers to the effective gross tax rates of part-
year resident and nonresident taxpaycrs with- ti:le same total income. Gross tax is the amount of
tax befere credlts are subtxacted SR o SRR : :

For exampie as shown in Attachment 1, a smgie fullvyear remdent taxpayer thh
Wzsconsm income of $25 000 would have a gross tax of $1,337 and an effective tax rate of 5.3%
(31,337 /°$25,000). - A part-year resident with federal AGI of $25,000; of which $15,000 is
“taxable to Wisconsin, would have a gross tax of $737, which is 4.9% of Wisconsin income; This
~happens' ‘because the INPR filer has a greater share of their W:sconsm income being taxed at the
lower marginal tax rates than the fuﬂ-year resxdem

If the tax brackets were prorated as proposed, the part-year resident taxpayer in this
“example would have ‘a gross tax of '$802, an increase of $65 compared to current law. The
“effective tax rate would be 5.3% ($802 / $15,000), which is equal to the effective tax rate of the
ﬁlil-year resident. For this part-year resident individual; the tax bracket would be prorated: by
o muitlplymg the tax brackets for single taxpayers by the ratio ‘of Wisconsin income to total i income
($15.000 divided by $25,000 = 60%). The prorated tax brackets in this case would be as follows:

Current Law o Multiply Co RO Marginal
-~ Brackets - e - by Ratio - Prorated Brackets - + Tax Rates
Less than $7,500  x60% = Less than $4,500 4.90%
7,500 to 15,000 X 60% = 4,500 to 9,000 §.55
15,000 and Over x 60% = 9,000 and Over . 6.93
4, Under current law, once taxable income has been determined, INPR filers use a

table in the instructions to determine gross tax liability, which is similar to how all other
taxpayers determine their tax lability. By prorating the tax bzackets a tax table could not be
used because the tax brackets would be different for each taxpayer As a result, INPR filers
would have to complete a worksheet to determine gross tax. Attachment 2 to this paper contains
the steps that would need to be taken for the same hypothetical individual to determine their
Wisconsin gross tax liability under the proposal. The $13,140 amount on line 1 of the worksheet
is Wisconsin taxable income, which is calculated on the INPR form by multiplying the standard
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i _change_

--deduction: (bascd on:federal AGI) by the 60% prorat;on factor-and. subtractmg that amount from
- Wisconsin: AGI . b : BT o _

i Aithaugh 1t is: m)t }cnewn at thxs tzma, it 1s presuzned that the 17~step worksheet in. thc

attachmem would :be similar to the worksheet INPR filers would need to complete if this

provision is enacted. Requmng INPR filers to calculate their gross tax liability on a worksheet
rather than using a tax table would complicate the tax form.. In addition, this change could result
-in acidmon ermrs, which: cculd increase. precessmg tire. . o -

e B Proraung ahe tax brackets would resuit in the same e:ffecnve gross tax on: fuil-ycar- :
: reszdenzs ax}d INPR filers with the same total income.. In addition, since all.of the tax- credits,
except the married couple credit, are also multlphed by the proration factor, the effective net tax
would be the same for most full-year residents and INPR filers. (Net tax is the amount of tax B
=owed aftcr allewable, credns ‘are subtracted from gross tax) SR S

o 6 The bﬁl esnmated that mod:fy:ng the taxanon of INPR ﬁlers effectwe January 1
; 1998 weuld increase mdxvzdual income tax revcnucs by $4.0 Imlhon in 1998-99, based on the
proposal. outlined in-the bill.: The bill provision contmneé a.1998 tax year effective date because
it would have required significant time to rewrite the INPR: form and instructions and make data
precassmg changes which may not have been ready for the 1997 tax year

If the modafic;anen sub:mtted by DOR zs adogted mstead 11' is: sstxmted to increase -
revenues by $5. 5 million in-1998-99 from curtent law, or by $15 zmiimn from the bill provision.
-_-=-:-Smce the alternative pmpesal to prorate the tax. brackets wonid not require as substantial.of a '

1997 tax 3 yea.r, which would: generate.an additional $5.2 million in individual income tax révenues
in 1997-98,

T Attachmcnt 3 presents distributional -information from the 1995 Wisconsin tax
sample regardmg INPR filers who would be affected by the proposal. The tax sample includes
information from over 20, OGQ individual income tax returns, weighted to reflect all taxpayers in.
1995. Changes over time in the number of taxpayers ‘and the kinds and amounts of income,
deductions and credits they cla.xm cannot be shown. To the extent possfnle changes in the tax
laws between 1995 and later years have been included. The amount shownin the attachment and
the estimated fiscal effect differ because the attachment reflects 1995 data and the fiscal effect

. is for the 1997-99 bienninm.

8. ’}'.’he foll@wmg table, based on the 1995 tax samp}{e, shows the distribution of the

tax mcrease by thrce caiegoncs of INPR ﬁlers nonresxdant tax filers, part-year resadents Who
_ mcved mto the state and Qart—year rcs;dems whe mcved out of thc state
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Percent Percent Average

Count of Count Amount of Amount Increase
Nonresidents 21,000 34.6% $1,722.000 37.6% $82
New Residents 20,200 332 1,538,000 33.5 76
Former Residents 19,600 322 1,327,000 289 68

60,800 100.0% $4,587.000 106.0% 3§75

As shown in the table, approximately one-third of INPR filers were nonresidents, one-
third were new state residents and one-third were former state residents. Nonresident filers would
pay slightly more than one-third of the total increase and former residents would pay slightly less
than one-third of the increase. If the distribution-of the tax increase from the 1995 tax sample
is applied to the estimated fiscal effect for 1998-99, nonresident taxpayers would pay 37.5% of
the $5.5 million total fiscal estimate, or $2.1 million, new state residents would pay $1.8 million
and former residents would pay $1.6 million of the total. '

ALTERNATIVES TO BILL

1. Delete the bill provision and adopt DOR’s recommendation to prorate the income
“tax brackets for nonresident and part-year resident taxpayers, based on the ratio of Wisconsin
_ AGI to federal AGI, effective January 1, 1998. :

Alternative1 . GPR
1697-99 REVENUE (Change to Bill $1,500,000
2. Delete the bill provision and adopt DOR’s recommendation to prorate the income

tax brackets for nonresident and part-year resident taxpayers, based on the ratio of Wisconsin
AGI to federal AGI, effective January 1, 1997.

Alternative 2 GPR

1897-99 REVENUE (Change to Bill) $6,700,000
3 Maintain current law.

Alternative 3 GPR

1897-99 REVENUE (Change to Bill} - - $4,000,000

Prepared by: Kelsie Doty
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10.

1.

12.

13.

14,

15.

16.

17.

ATTACHMENT 2

Exam;;ile of Form INPR Worksheet to Determine Gross Tax Under Proposal

Enter Wisconsin taxable income {(from line 32 of Form INPR).

Enter $7,500 if single or head-of-household, $10,000 if married filing
jointly or $5,000 if married filing separately.

Enter the proration factor (frorﬁ line 28 of Form lNPR).

Muiﬁply 1ine 2 by line 3.

Enter the lesser of line 1 or line 4.

First bracket tax rate..

Multiply line 5 by line 6; enter the amount here and on line 15 below.

Subtract line 5 from line 1. If line 5 equals line 1, enter $0 on lines 14 and
16 below, and go on to line 17.

~ Enter _th@:_l_g_sser of line 8 or lzne 4.

Second bracket tax rate.
Muitiply §£ﬂe 9 by line 10; enter the amount here and on line 16 below.

Subtract line 9 from line 8. If line 9 equals line 8, enter $0 on line 14
below, and go to line 17.

Top bracket tax rate.

Multiply line 12 by line 13; enter the amount here.

. Amount from line 7.

Amount from line 11,

Add lines 14, 15 and 16. This is gross tax. Enter this amount on line 33
of Form INPR.

General Fund Taxes (Paper #109)

$13,140

7,500
60%
4,500
4,500
4.90%
220

8,640

4,500
6.55%
295

4,140

6.93%
287
220
295

$802
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ATTACHMENT 3

Distribution of Tax Increase Under a Proposal
to Prorate the Tax Bracket for INPR Filers

Federal Adjusted Percent of  Amount of Percent of Average
Gross Income Count Count Tax Increase Increase Increase
Under $5,000 0 0.0% $0 0.0% $0
5,060 to 10,000 0 0.0 0 0.0 0
10,060 to 15,000 2,800 4.6 29,000 0.6 10
15,000 to 20,000 7,900 13.0 220,000 48 28
20,000 to 25,000 6,300 104 206,000 4.5 33
25,000 to 30,000 4,200 6.9 222,000 4.8 53
30,000 to 40,000 7,600 125 365,000 12.3 74
40,000 to 50,000 4,900 8.0 450,000 9.8 92
50,000 to 75,000 11,900 19.6 1,164,000 254 98
75,000 to 100,000 3,200 53 313,000 6.8 ' 98
100,600 to 200,000 7,200 11.8 852,000 186 118
200,000 to 300,000 1,600 2.6 149,000 33 93
300,000 and Over 3,200 53 417.000 _91 130

TOTALS 60,800 100.0% $4,587,000 100.0% $75

SOURCE: 1995 Wisconsin Tax Sample

* Approximately 60,800 taxpayers would be affected by the proposal. Of the 2.5 million
total taxpayers in 1995, the proposal would affect approximately 2%.

* According to sample data, there would be no taxpayers with federal AGI below $10,000
affected by this proposal. Because of their low incomes, these taxpayers would have no tax
liability under current law or under the modification.

*» Taxpayers with federal AGI between $10,000 and $25,000 would pay 9.9% of the tax
increase and make up 28.0% of the taxpayers impacted by the proposal. '

* Taxpayers with federal AGI above $100,000 make up 19.7% of the count of affected
taxpayers and would pay 31% of the tax increase.

* The average tax increase would be $75. By income level, the average increase would

range from $10 for taxpayers with income between $10,000 and $15,000 to $130 for taxpayers
with income above $300,000.

General Fund Taxes (Paper #109) Page 11



Paper #110 1997-99 Budget June 4, 1997

" To: ] oi_n@; -Qc}mn;i_t_tee__oﬁ Finance

From ‘Bob Lang, Director
Legls}atwe I*’zscal Bureau

Internal Revenue Code Update (General Fund Taxes)

CURRENT LAW

State tax provisions are generally referenced to definitions under federal law. With
limited exceptions, changes to federal law take effect for state purposes only after action by the
Legislature. Each year, the Legislature reviews the previous year’s federal law chaﬂges to update
state references to the federal Internal Revenue Code (IRC). With exceptions ‘current state tax
provmons reference the code: in effect as of December 31 1995 o

GOVERNOR

No provision.

DISCUSSION POINTS

1. In a letter dated April 21, 1997, the Secretary of the Department of Revenue
» requested that the Committee incorporate an IRC update into the }omt Comnnttee on Finance
version of the budget. : :

The majority of changes in federal law that affect the IRC were part of the Small
Business Job Protection Act, the Health Insurance Portability and Accountability Act and the
Personal Responsibility and ‘Work Opportunity Reconciliation Adt. o
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e D Thc;-:Eegartmem“*mcoménﬂé that; beginning in‘tax year 1997, state individual
income, corporate and franchise income, estate tax and excise tax provisions referenced to the
federal IRC would refer to the code in effect on December 31, 1996.

3 State references to federal law generally provide greater simplicity for taxpayers
in preparing returns and reduce the administrative burden and cost for both taxpayers and the
Department in assuring compliance with tax laws. The IRC references are used to determine
which items of income are subject to taxanon pnor 1o spemﬁc state modifications. The state uses
separate tax rates and brackets and sepa:ate provzszons regardmg standard deductions, itemized
deductions and tax credits:

4.  The majority of items are estimated to have a minimal, unknown or no fiscal
effect. The following table provides a summary of the items that are estimated to have an impact
on state revenues. In total, these provisions are estimated to decrease gencra} fund revenues by
$5 1-million in 1997-98 and $900,000.in1998- 99. . e o

Summary of Federal Law Changes with Substantive Fiscal Effects . ...~

($ in Millions)
- 199798 . 1998-99
- ._Indm&uai Income Tax e ot e e o T
... Limit.on Damage Awards - . . 804 . 304
-- Excluszon for: Empieyer—Promded _ Do i oo
- - Educational Assistance I X1 00 s
Long Term Care Insurance Payment Exclusion -4.8 -4.6
Medical Savings Accounts -1.5 =9
Maximum Deductible Contributions to Spousal IRA  -0.5 -0.5
Individual Total -$9.4 -$6.6
Corporation and Business Taxes . :
Energy Subsidies 0.4 0.5
. Election to Expense Depreciable Property : -0.7 -1.2
- Company-Owned Life Insurance . .42 . 59.
Thrift Savings Associations- . -
Bad Debt Reserve Method 0.7 0.9
-SIMPLE Retirement Plans e B3 =04
Corpcrate and Busmess 'I‘otal : | - 843 o : $5..7
IRC Update Total -$5.1 -$0.9
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5. The following sections briefly outline the new federal provisions that would have
a state fiscal effect. The Appendix provides descriptions of the other federal provisions that
would be adopted, but are estimated to have a minimal state fiscal effect or no fiscal effect.

: INDWIDUAL INCOME ’I‘AX
'-'ant on: Damages Excluswn

Add1tzona1 restrictions are placed on the exclusion from income of punitive damages and
compensatory damages awarded on account of a nonphysical personal injury or sickness (such
- ‘as‘age ﬁiscnmmatzon and injury to reputation).  In general; punitive damages are not excludable

from the: Tecipient’s: income. Damages for emotional distress and other nonphysical injuries or
““sickness remain excludable to the extent attributable to a physical'i m;ury or sickness. ‘Damages
- for: ﬂmotzonal distress would ‘continue te be: exciudable to the extent of the amount paad for
' -medu:al ca:e for the dxstrcss g - HEE SRR i

Thls provision is effective for amounts received after August 20, 1996, and for tax years
ending after August 2@ 1996 The esnmated fzscal effect is an increase in revenues of $400,000
--azmualiy B
-Excluszon for Employer«Prowded Edncatmnal Assnstance

+The: excziusxon (up to $5,250 per person) for cmpioyer—provzded educat;onal asmstance i

"1'extended retroacuvely from December 31, 1994, to May 31, 1997.. For tax year 1997, oniy_ o

- expenses: paid: for courses beginning ‘before July 1, 1997, are excludable. Tn addition, the
exclusion for graduate-level educational expenses for courses beginning after June 30, 1996, is
dxsauowed

The Department recommencis adoptzng the federal change for tax years begmmng on
January'1, 1997, for courses beginning before July 1; 1997, and that the state not adopt -the
retroactive extension since that would require taxpayers to file amended returns for tax years
1995 and 1996 Thxs prov1510n is estzmate to reduce revenues by $3 {} zmlhon in 1997 98.

Excluswn for Long-’I‘erm Care Insurance Payments

: © Amounts receweci' under a ieng-term care insurance contract are excluded from income.
~The maximum amount that can be excludedis $175 per day ($63,875 annually); which will.be
indexed for inflation.  Premiums paid for long-term care insurance by an employer as partof a

cafeteria plan are not excludable.

This provision is first effective for contracts issued after December 31, 1996, and is
estimated to reduce revenues by $4.8 million in 1997-98 ‘and by $4.6 million in 1998-99. -
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- Medical Savmgs Accounts

- A medzcal savmgs account (MSA) pliot program was - created, to operate frem 1997
through 2000, lx:_m_lted to the first 750,000 participants nationally each year. Eligible participants
are limited to self-employed individuals and employes of small businesses (having 50 or fewer
employes on average during the two preceding years). After a small employer is .qualified,
contributions may continue to be made until the year following the first year in which the
employer has more than 200 employes. After that, participating employes may take over the
contributions as iong as they remain empioyed by the empioyer nonpartxmpaunc emp}.oyes may

: Paxﬁcxpation inan MSA is conditioned upon coverage under a high deductible health plan,
.whxch has the follawmg deductibles and. Qut-of-gocket Imntanons -(a)for individual- coverage,
. the deducublc must range. from $1, 500 10:$2,250, with a maximum out-of-pocket limitation of
=83, 000 ‘and.(b). for: fan:nly covarage the deductible must range from $3,000 to $4,500, ‘with a

maximum out~of~pocket limitation of $5,500. These amounts will be indexed for inflation after

1998 Ehg;bﬁ:ty is demed if an individual has separate coverage that fails the high-deductible _

Contnbu{zons to an MSA by an mdwuiuak are deductlble and contnbunons made by -an
employer are excludable from income. Account earnings are not included in taxable income.
Contributions are subject to an annual-limitation; which is a percentage-of the deductible for a
high deductible health plan. For individual coverage, the annual contribution limit is 65% of the

- deductible; the annual contribution is limited t0.75% of the deductible: for family coverage. The .

_contributions of self-employed mdw:duals are also hzmted by the income eared from the =

_business; employe contributions are hxmteé by the amount of compensation. earned -by the
cmp}oye o . S . ; . :

If contributions are made by an employer, the same amount must be contributed for each
employe or the same: percentage of the deductible must be contributed (part-time employes are
treated separately). An.excise tax is imposed for noncompliance with this requirement equa} to
35% of the aggregate amount contributed by the empioym‘ : C e

Dlstnbuuons from the account fer qualxﬁed medzca} expenses mcurred for the beneﬁt of
the individual, spouse or dependent are generally excluded from income. . Health insurance may
not be purchased with distributions, except for continuation coverage required by federal law,
qualified long-term care insurance, or a health plan purchased while the individual is receiving
unemployment compensation.. Distributions from MSAs that. are not used for medical expenses
are taxed. ‘An additional 15% penalty tax also applies unless the distribution is made after age
65 or upon death or disability. :

“The value of an MSA is includible in the gross estate of its owner, unless a surviving
spouse is specifically named as beneficiary: - :
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Due to the national limit of 750,000 participants, the federal Internal Revenue ‘Service

(IRS) will announce a cutoff when the limit is reached. At that point, no new MSAs could be

'estabhshed “but contnbutlons to existing” MSAS could continue. For ‘each year of ‘the pilot

procram MSA trnstees and custodlans wﬂ} be reqmred to report the number of partzczpants as
0f }une 3{} '

" The MSA provision is first effective with tax years beginning after December 31, 1996.
The Department recommends adopting the federal change, which is estimated to reduce revenues
_by $1.5 million in 1997-98 and by $1.9 million in 1998-99.

" Wisconsin enacted 4 MSA program beginning on January 1 of the' year in which-the
federal government enacts a broad-based MSA program, as certified by the Secretary of DOR.
~The Secretary | has not yet determined whether the federal pilot program is sufficient to implement
the state 'MSA program. The Department recommends repealinig’ the  state’s ‘existing’ MSA

_;)mgram m ordar to aveld cenﬂlcts wu:h federal 1aw regardlng thc d;fferences bemeen the two

programs o
' 'Spﬁusal IRA Deduction |

__ Nonworkmg spouses ‘will be allowed to contribiite up to $2 000 per year to'a deducuble
" individual retirement account (IRA); the aggregate contribution for both spouses cannot exceed
“$4,000. 'If the working spouse participates in“an ‘employer-spofisored retirement plan and earns
" over $40,000, the maximum allowable deduction would be reduced proportionately as under

B :_f_.cuzrent law. Previously, if one spouse had no compensation, a married couple was ailowed a:
D maxzmum annua} deducnble 1RA contnbunen of $2 250. = :

_ ‘This’ prowsmn is effective with tax years beginning after I)ecember 31 3996 and would
_:_reduce genera} fand revenues by an esnmated $500 OD{) annuaily :

CORPQRATIQN AND BU_S_I_NE_SS TAXES
E';:'ergy' SubSidi&s

_ " The pamal exclusion for any subsady provided by any utzhty for the: ;aurchasc or
installation of an energy conserva{mn measure on ncnreszdem;{a} ;}roperty is repeaied

The provision is effective for subsidies received after December 31, 1996, unless received
pursuant to a ‘binding ‘written contract in effect on September 13, 1995, or later. It is estimated
that the provision would increase state tevenues by $400,000 in 1997-98 and $500,000 1998-99.
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‘Election to Expense Depreciable Property

o Ehg1b1etaxpayers 'ﬁié,y_'é_lcg'::t:_,to deduct, ra_t,ﬁé:_ than _de_ﬁ%ecigté pyé_f the useful life 6_f the
property, up. to $25,000 of the cost of qualified business property in the year that the property

is placed in service. Under prior law, the maximum expense deduction was $17,500.. The
increase in the maximum expense deduction is phased in as follows: $18,000 in 1997; $18,500
in 1998; $19,000 in 1999; $20,000 in 2000; $24,000 in 2001 or 2002; and $25,000 in 2003 and
thereafler. . oo e o o o ' _

This provision is effective for property piﬁced in ser\}'.'icé in tax ye:érs ﬁeginning after
.December.31,.1996. The estimated state. fiscal effect would be a decrease in revenue of $700,000
n1997-98 and $1.2 million in 1998-99. . e |

 Company-Ovned Life Insurance

The interest expense deduction for debt incurred on corporate-owned life insurance
policies purchased after June 20, 1986, that cover officers, employes, or financially interested
individuals is generally repealed. A limited interest deduction is allowed for debt incurred for
life insurance policies and annuity or endowment contracts owned by the corporation on key

-people; - The-interest is deductible to the extent that the aggregate amount of debt does not exceed
. $50,000. . In addition, the. interest -rate is capped and interest that. exceeds the cap is. not
deductible. The interest rate cap applies to interest paid or accrued for any month beginning after

 Offcers and 208 owners r considrs key persons. However, he ftal mumberof key

pefsons is the lesser of 20 individuals or 5% of the total officers and employes of the taxpayer,

“but-cannot exceed five individuals. - For. corporations a.20% owner is any person who owns

directly at least 20% of the outstanding stock or stock _possesSin_g__ 20%. or more of the total

combined voting power of all stock of the corporation. For noncorporate taxpayers, a 20% owner
is any person who owns at least 20% of the capital profits interest in the employer.

Income received under life insurance policies or endowments or annuity contracts on their
complete surrender, redemption, or maturity during calendar years 1996, 1997 and 1998 is
includible in gross income ratably over four tax years, beginning with the tax year in which the
amount would otherwise. be includible. This treatment is also provided for full discharge of the
obligation ‘under the policy. or contract as a refund of lhﬁ..cg)ns_idé;ratig)x_i_ paid, to the extent the
amount is includible in income for the tax year in which the discharge occurs. -

.=+ Unamortized balances of certain. defe'rr;d':poiiéﬂ;acquis_iti_étx:é;_ipg::nse__s att_tibuiabie_ to the
contract cannot be capitalized. A deduction is allowed for the unamortized balances.

The interest expense deduction is eliminated over a transitional period (after October 13,
1995 and before January 1, 1999) for certain existing indebtedness. Any otherwise deductible
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interest incurred during the transitional period is allowed to the extent that the rate of interest
does not exceed the lesser of the borrowing rate specified in the contract as of October 13, 1995,
or the applicable percentage of Moody’s rate. During the transition, the applicable Moody’s rate
for a calendar year equals the fol}owmg percentage of tha rate 100% for 1996 90% for 1997
80% for 1998 and 0% thereafter

These provisions apply to interest paid or accrued after October 13, 1995. The state fiscal
effect i is esumated to be an mcrease in reve:nues of $4 2 mlihon in 1997-98 and $5.9 rm}lmn in
1998-99 : :

Thnft Savmgs Assucxatmns«-Bad Debt Reserve Method

The reserve method of accountmg for bad debts used by’ qualzfied thrift ‘institutions is
'repealed “Thrift institutions that qualify as small banks ‘can use ‘the expenence method: of
accounting for bad debts. Thrift institutions that are treated as large banks are required to use
the specific charge—off method. A thrift institution that is required to change its method of
computing bad debts must treat the ‘change as a change in accounting methods and request
approval from the Treasury Secretary. Any adjustment reqmred by the changc in accounting
methods is solely based on the applicable excess reserves of the thrift and is generally taken into
account ratably over the six-year period beginning with the first tax year after 1995.

I a thrift ‘instinition becomes a 1a.rge bank, the amount of the institution”s applicable
excess reserves generally is the excess of the balance of its reserves at the close of its: last tax

'“:'year begmmng before January 1, 1996, over the. balance of its reserves as of the close of its last o

tax year begmmng before }annary 1, 1998 Consequentiy, a thrift msntu!:zon that is treated as
a‘large bank generally is required to recapture its post-1987 additions to its bad debt reserves
‘whether the addxtmns are made undcr the percentage of taxab}e mcome method or the expenence
method ' : : : -

If a thrift institution becomes a small bank, the amount of the institution’s apphcable
excess Teserves will be the excess of the balanice of its reserves as of the'close of its last tax year
* beginning before January 1, 1996, over the greater of the balance of either its pre-1988 reserves
or what the institution’s reserves would have been at the close of its last tax year beginning
before January 1, 1996, had the thrift always used the experience method.” If a thrift institution
‘no longer qualifies as a bank, the balance of the institution’s pre-1988: reserve ‘is restored to
income ratably over a six-year period; beginning in the year that the thnft institution no ionger
qualifies as a bank. -

A 'thrift institution that meets the residential loan requirement for a tax year may suspend
the recapture of applicable excess reserves that are otherwise required to be considered for a
change of accounting method adjustment for the year. A thrift institution meets the residential
loan requirement for the tax year, if the principal amount of residential loans made by the
institution 1s not less than its base amount. The base amount generally is the average of the
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. principal amounts. of the residential loans made by the thrift during the six most recent tax years
-_begmmng bafors }anuary 1, 1996

: A thr;ft mstztunan that convcrts 10 a credu umcm because of repcal of the bad debt rcse:rve
method will be treated as an institution that is not a bank. Consaquenﬂy, the adjustment rcqmred
to be included in gross income is treated as derived from an unrelated trade or business.

P Thc zamwsxon 18- e:ffcctwe f{:ar tax years beglrmmg after I}ecember 31 1995 ‘However,
amendments to shareholder distribution provisions do not apply to any distribution of preferrad
stock if the stock is outstanding at all times after October 31, 1995, and the distribution is made
before August 21, 1997. The repeal of provisions related to. foreclosure on property securing
loans is effective for property acqmred in tax years beginning after December 31, 1995.
__:Amcndments 1o the treatment of income in excess of daily accruals on residential interests do not
apply to any. res1denual mterest held by a thnft 1f the mt;erest has been held for all times after- s
_Qctober 31, 1995 e o P : T

- The estzmaxed state ﬁscal effect of thc prows:tons would bc an mcrease cf revenues of -
$7GO 000 in 2997~98 and. $9000{}O in.1998-99. -

"SIMPLE Retirement Pians

- Emp}oyers with: 100 or. fewer employes who received at least $5,000 in compensation in
P _the precedmg year may adopt the Savings 1 Im;e:nnve Match P}an for: Empic:yes (SIMPLE).if they

L _g;cio not currently maintain amther quahﬂed pian Tha pian must be. .open to.every. cm;)loy:: who . ..

receive-at least $5,000; durmg the current. year. Scif—empleyed mdxwduals may pammpate

. Employers: who maintain a plan for at least one year, but lose ehgxbxhty may. continue to maintain
the plan for two years. The: SIMPLE p}an is not subject to the nondiscrimination rules. reiatmg
o’ eiectzve deferra}s and empioyer matchmg requirements apphcable to quahfied plans.

The pian aliows empioyes ia maka elcctave centnbuaons of up te $6 00(} per year.
Account assets are not taxed until distributed. An employe’s. elective contribution. will be treated
as.wages for employment tax purposes; nonelective contributions wﬂ} not be. i’reated as wages.
. Emplover: contributions. are generally deductible .by. the employer and are cxcluded from the
employe’s income. Distributions may. be rolled-over to another SIMPLE account or IR.A w1mout
penalty if the employe has participated for at least two years, but distributions may not be rolled
over to a qualified plan.

: . Early withdrawals- (before age 59%) are generally subject to the 10% penalty applicable
10 IRAS, except employes who withdraw within two years from establishing the account will be
assessed a2 25% penalty
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AR employe may elect to participate by making elective deferrals during the 60-day period
before the. begmnmg of ‘the year. ‘During this period, the ‘employe may modify contribution
amounts. Participation may be terminated by discontinuing contributions at any time during the
yea:f C(}nmbunons may be made to a desagnated trustee or 1ssuer

'SIMPLE pians may be stractured as an IRA-orasa quahﬁed cash or deferred arrangement
{4{}1(k) plan]. Employe contributions are expressed as a percentage of compensation. The
$6 {}O() hﬁut is indexed for mﬂatxon n $S£}O increments. AH cantnbunons to the plan are 100%

Empioyf:rs are’ generally reqmred to match employe contributions up to 3% of the
'empioye s -annual compensation. - However, an’ empioyer may elect, upon ‘notification to
: emp}c)yes, to limit its - match'to a smaller percentage of'no'less than 1%, except that the election
'-may riot be made in more’ than two out of every five years: - An employer does not have the
‘option to reduce the matching’ contnbutzon t0 Icss than 3% 1f th& SIMPLE is: stmcmred as a
491&) . . o

As an alternative to'the matching requirement; an employet may make a nonelective
contribution '0f 2% of compensation for each eligible employe who has earned at least $5,000.
However, a $150,000 compensation limit applies to this option, which results in a maximum
‘contribution ‘of '$3,000. Empioyers must nonfy employes of ttns elecuen pnor to the 6Gth day

c before the begmnmg of the year i

50t 4 The trustee ‘must: p,rcv:lde employers with the- followmg mfcrmauon annually: (a) name

' and add.ress of the emplayer and trustee; (b)’ ehglbihty reqmremenzs (c) plan benefits; {d) time -
and ‘method of making salaxy reduction elections; (e) procedures for-and effect of withdrawals;
and (f)'procedures for and effects of rolling over ‘distributions. The trustee must also provide
statements of account activity and balances to each participating individual within 30 days after
each calendar year. Finally, the trustee must file an annual report with the Secretary of the
Treasury. A trustee who fails to provide the above mformataon is sub_;ect to a $50 per day
penalty unless due to reasonable cause. :

Emi;lbyersmust notify each employe of the right to make salary reduction contributions
under the plan and of the contribution alternative elected by the employer. Employers who fail
to furnish notice are subject to a penalty of $50 per day, unless due to reasonable cause.

Employers are relieved of fiduciary liability from actions taken by participants or
beneficiaries who exercise control over the account. A participant or beneficiary will be treated
as exercising control once the account -has been established for one year, once an affinmative
election regarding the initial investment is made, or a rollover to another SIMPLE or IRA
account is executed.
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. Salary reduction. simplified. empioye pensions (SARSEPs) may not be established after
_Dec&mber 31, 1996 Employers may make contributions under pre-1997 rules. Employes hired
_after December 31, 1996, may paxt;czpate in SARSEPs established befom 1997

The SIMPLE retirement plans are effectxve begmnmg after December 31, 1996. Thls
provision-is estimated to reduce gencral fund revenues by $300,000 in. 1997-98.and $400,000 in
.1998-99. . . SR e ;

6. There are three provzszons that DOR reccmmends not be adoptcd as part of tlze:
IRC update. These include modifications to: (a) the federal work opportunity credit; (b) audlt
procedures for S corporations;. and () treatment of certain accumulated earnings and proﬁts of
S corporations. . The meodification regarding. the work: opportunity.- credit- would change the
_defimt;on of targetad 301) members which is used by the Department of Commerce for the. state |
-_develoymcnt zones. _]Ob credit. Commerce has. indicated that it would. prefer to continue usmg _
the definition- under pnor fcderal law. The federa} audit: med;ficatmns for S corporatmns would :
not be adopted because the state has its own reqmrements : o

The third federal provision reduces accumulated earnings and profits of .an. § corporation
dunng its. first tax year beginning -after. December 31, 1995, by the earnings and. profits
accumu}ated in any tax. years beginning before. January-1, 1983, during which it was an.S
._.corporatzon .This ensures that-an S. -corporation’s. accumulated: earmngs and profits are solely
attributable to'tax years for which its S corporation election was not in effect. This pmvxswn
applies to tax years beginning after December 31, 1996. .DOR recommends that this provision

not-be -adopted: because; with: this change, some. income  would not be taxed either to the

,coxpcratzon or its owners In addmon, S corporat:ons would net be reqmrf:d to kccp additional - -
records-if this. provision is not adopted. because differences in. state and federal treatment of
corporations: prior to 1983 required separate records.. If this provision is adopted, there would
be:a revenue Ioss However, the fiscal effact is unknown. : : : Co

ALTERNATIVES TO BILL
- 1.~ Adopt the provisions requested by the Department of Revenue to update state tax

referem:es to the federal Internal Revenue Code in effect as of December 31, 1996. .. In addition,
repeal the: current statutory .provisions regarding the state medical savings account program.

AIternat:ve? S P GPR

1967-99 nevguus {Change to B;li) . $6,000,000

Page 10 General Fund Taxes (Paper #116)




2. Modify the provisions requested to be ado

pted by DOR to update the state tax
feferences to the federal IRC in effect as of December 31, 1996, by not adopting one or more
items.

3. Maintain current law.

Prepared by: Ron Shanovich and Kelsie Doty

MO#
BURKE Y N A
DECKER Y N A
GEORGE Y N A
JAUCH Y N A
WINEKE Y N A
: _ SHIBLSKI ¥ N A
COWLES Y N A
PANZER Y N A
JENSEN k4 N A
OURADA Y N A
HARSDORF Y N A
ALBERS Y N A
GARD Y N A
KAUFERT Y N A
LINTON Y N A
COGGS Y N A
AYE NO____ ABS __
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APPENDIX

Federal Tax Law Changes With a Minimal or No 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.

'INDIVII)UAL INCOME 'I’AX
“‘Exclusion” for Employer-Provided: Adoptmn ‘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 expenses mcurred after Becember 3} 2901 for beth syeczal needs and non-
*special needs adoptions.” '

Qualified adoption ‘expenses include reasonable and necessary adoption fees, court costs,
attomey fees, and other expenses that are directly related to, and for the principal ‘purpose of, the
3':_.iﬁgai adoPnon of a child,. mcludmg all expenses required by a state as a'condition of adoption.
- The ‘expenses may - not be - incurred in violation of state ‘or federal law, or incurred under a-
‘surrogate parenting arrangemient or the adoptmn of a spouse’s child. :

: Wxscon&m currently provides a deduction for adoption expenses of up to $5,000. The
I)epaxtmem recommends adopting the federal provision and limiting ‘the state deduction to
“amounts mciuded in'federal AGIL. The provision would first be effective for tax years beginning
'aﬁer December 31 1996 and is esnmated to have a rrnmmal mpact on state revenues.

Exclusion for Housmg for Medical Research Institution Employes -

Employes of certain medical research institutions may exclude from income the value of
subsidized camipus 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 carnpus housing must be
located on the campus of the employer or, in the case of state university systems comprised  of
many institutions with separate campuses, on the campus of one of the component institutions.
This exclusion has been available to university employes since 1986.

General Fund Taxes (Paper #110) Page 13



" contract, ' Payments made

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 recommends adopting the provision for tax years beginning on }amraxy 1,
- 199’7 This. provision 1s cstimated to.result in a minimal revenue loss. . S

Exclusion for Self-Insured Plans

Amounts received by a self-employed individual for.a. personal injury or. sickness are
exciudabie from income when the payment is from a self-insured accident or health plan,
effective for. tax years begmmng af{er Decsmber 31 1996 This pmvxsxcn is estimated to rcsu}t -
ina mxmma} Tevenue k}ss L L -

Accelerated dcath beneﬁts recewed unéer a i;fe msurance con’i:fact on ihe hfa of an
. nsured terminally or chronically:ill individual may be excluded from gross income. In addition,
amounts received from a viatical settlement provader are excludabie The exclusion . is. not
apphcabie to amounts paid to any person other than the insured.

o .' A chmmcaﬁy 11} mdwn:lual eniy may exciude death beneﬁts 1f the amount is recmved
undc a rzder or:other provision of a contract ‘Whl{:h is: txeated asa quahﬁed long-term insurance

annualiy) the maximum. améxint will be. mdcxed for inflation beginning in 1998. -

: - A terminally .ill .individual is a person whom a. physician has certified as having a
-condition that 1s reasonabiy ﬁxpected to Tesult in death within 24 months. A chromcally ill
__-mdxvxdual is a person. whom a licensed. health care. yract;tmner has certified ’wzt}:nn the preceding
12 months as being unable to perform at least two activities of . dally living for a period of 90
days having a similar level of dlsabxhty or reqmnng supervision for health and safety reasons
due to a cognitive impairment.. - L : : :

- :A viatical settlement provider includes any person that-is angaged in the trade or business
3 of purchasing or: accepting, assignment of life insurance.contracts on the lives of terminally or
: chromca,ily ill insured. - The prowdf:r must be licensed in the state in which the insured resides.

: This prowsmn is effecnve J anuary 1 199’7 The state curremiy exempts amoamts recezved
- .under a viatical settlement contract. . The Department recommends-adopting the provision 4 and
limiting the existing state exemption {0 amounts included in.federal AGL. This provxsmn is
estimated to have no fiscal impact. :
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IRA D:stmbutwns for Mae&ica} Expenses and Health Insurance Premmms

The 10% tax zmposed on early chstnbutzons from IRAs will not appiy to distributions used
‘to pay medlcal expenses m excess of 7. 5% of AGI -

The: 10% tax would aiso not appiy fer payment of health ‘insurance .premiums 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 atleast 60 days. A'self-employed person is considered to have
met -the ‘unemployment compensation requirements ‘if the- individual- wouid have received
compensanon except for the fact of being self-employed: - B R RN

. This prcm-smn is-effective for distributions made after December 31, 1996. Generally,
‘under current Taw, if the federal 10% tax is imposed for each distribution from an IRA, the state
imposes a tax equal to 33% of the federal tax. Adopting this provision is estimated to result-in
a m;mmal 1oss of revenues,

Se]f-Employed Heaith Insurance Deductxon :

Under prior federal law, self«—employed pEersons were ennﬂed to cieduct 30% of amounts

. 'paid-for health insurance for themselves, their spouse and their dependents. “This deduction will

= be increased to 40% in tax year 1997 and to 45% in tax years 1998 thmugh 2002.- In 2003, the

‘deduction i is 50% and is increased by 1{}% each year, beginning in 2004, until: the’ maximum of

'80% is reached for 2066 and thereafter. The self-employed insurance deductaon is also cxpanded
to mclude iong—term care msurance premxums R

This provision is effectzve w;th tax years. bcgmm:ag after December 31, 1996. ’I‘he
provision allowing seif-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 Wisconsin currently allows self-employéd individuals to deduct 100% of
health insurance premiums.

Long-Term Care Services and Insurance 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 licensed
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.
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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.

Thls prowswn is effecuvc for tax years begmnmg after December 31,.1996.. The
Department recommends adopting this provision for purposes of caiculatmg the state’s iternized
deduction tax:credit. This prows;on 18 estxmatcd to result in a minimal loss in revenues.

A.ltemauve memum 'I'ax. Resxdual REMIC Interest

’E’}aree mies wWere promded for detenmnmg thc altematwe rmmmum taxable mc:ome
.(AMTI) of -a taxpayer who holds residual interests in a real estate mortgage investment trust
(RELﬂC) These rules, whxch do not apply.-to thrift institutions, would: -

ol sz:vent a taxpaycr from having: to-include preference ‘items for which no tax
-benﬁﬁts were recewati by computing AMT1 without rcgard to the rule that taxable income cannot
be less than the amount of excess inclusions;. .- e R

b. Prevent nonrefundable credits from reducing the taxpayer’é income tax below an
amount equal to what the tentative minimum tax would be if computed only on excess. inclusions
by s;)ecxfymg tha{ the AMTI of a taxpayer cannot be less than the excess inclusions of REMIC.

ORI Y Ensure that net cperatmg 1essas do: not reduce -any:income attnbutabie 10 excess
mc}us;ons, ailowxng a taxpayer subject to:the alternative minimumn tax. to pay a tax.on.excess
L f:-mciuszons at the AMT :rate, rcgardless of whather tha taxpayer has a net operaung loss.

’l‘hxs prowsxon is effectxve for tax years beg;nmng after December 31 1986 unless a
taxpayer elects to apply the provisions only to tax years beginning after August 20, 1996. This
-pravzsxon is estlmated to result in a minimal loss in revenues.

EARNED INCOME TAX CREDIT
Phase-Out Based on Modified Adjusted Gross Income

For credit claimants with an AGI greater than phase:«out income, the credit is based on
the -greater of earned.income or AGL  Beginning with-tax year 1996, the AGI measure is
modified by adding back certain losses: (a) net capital losses if greater than zero; (b) net losses
“from trusts-and estates; (¢) net losses from nonbusiness rents and royalties; and (d) 50% of the
net losses from business (unless the loss is from the perfomance of services as an employe)

- For cimmants receiving the ax:ivancc federal EITC as of June 26, 1996 this provmon 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
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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.

I}eﬁnit_ion of Disqualified Income

‘ The credit is denied to individuals with disqualified income in excess of $2,200.

' Dzsquahﬁed 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 wa be indexed for inflation after 1996.

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 caléulated 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 addltmna} fiscal effect is estimated.

ESTATE AND GIFT TAXES

Special Valuation Rules

Special'ruies apply for valuing the rights retained in conjunction with the transfer of

~ Interest in"a corporation or parmershlp to an’ applicable family. ‘member. - The rules apply to
retained interest with respect to liquidation, put, call or conversion nghts 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 8 spouse All nghts under this
provision are valued at zero.

This provision is effective for transfers after October 8, 1990, and is estimated to result
in a minimal revenue loss.

Unified Credit Required by Treaty

Federal law clarified 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 unified credit. This provision is effective August 20,
1996, and is estimated to result in a minimal increase in revenues.
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Foreign Nengramor Tmsts o

The Secretary of the Treasury is authorized 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 provision applies
after September 19, 1995. These provisions are estimated to result in a minimal increase in
revenues. S Getad et o R

"To prevent tax avoidance through the use of foreign grantor trusts, the U.S. grantor rust
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
being taken into account in computing the income of a U.S. citizen, resident or corporation.

Exceptions are provided for: (a) revocable trusts where the power to revoke is exercisable

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 fo the grantor

" or spouse; (¢) trusts established to pay compensation for services rendered; and (d) trusts owned

oy e tanton, amother prson o tusts fom which incomme is disributed or hld fordisribution
_only to the grantor or spouse, that are. in existence on September 19,1995. .

- This provision is effective August 20, 1996, and is expected to result in 2 minimal
increase in TEVENUES. ... . L : i R

Outbound Foreign Grantor 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 qualify for the exception. These rules do not
. apply to transfers to a charitable trust. .. ... ... .

o A fofe:_i_gn gxamarwhobecomes '._a.U.:S.'. résidéﬁt:Wi't}ﬁi;_ﬁve y;ﬁgrs of transfamng 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 1o a trust that becomes a foreign trust is treated
as transferring property to a foreign trust on the date it became 2 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 datc of the transfer

Tlns provaswn 1s ﬁrst effecnve for E:ransfers of property after February 6, 1995, andis

" Residence of Foreign Tms"t

A trust is treated as a U.S. person if: (a) a U.S. court can exercise primary supervision
“over administration of the estate or trust; and (b) one or'more U.S. fiduciaries have the authority
“to controi all substannal decxs:ons of the trust Currentiy, no guzdance on r&s;dency is provxded

“Ifa domestlc trust changes its-situs and’ becomes ‘a formgn 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. - nformation reporting mady 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 prov;sions are estimated
o result in a mzmmai gam in Tevenues.

EWLOYMENT TAXES
--Fzshmg 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 paid after December 31, 1994,
and for remuneration pa.td after December 31, 1984, and before J anuary 1, 1995, unless the payor

treated such paymcnts as sub}ect to’ FICA taxes This provision would result in a minimal
revenue 1oss. ' ' o

S CORPORATI{)N SMLIFICATION :
Perimsszbie Number of Shareholders
The maximum nurmber of eligible shareholders of an S Corporation is increased from 35

to-75. - This provision is effective for tax years beg;rmmg 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 to 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 hmitauon

The pomon of thc trust thai conmsts of stock n. one Or more. S corporauans 1s treated as
a scparate trust:for income: tax. purposes. . Taxable income includes: income, loss or deductlen
allocated to the trust; gain or loss from the sale of the S corporatxon stock; any state or local
~income taxes and administrative expenses:of the trust that are properly. allocable to the stock; and
_._-aliowabla capn;al losses to: the extent of capatal gains.. No income tax. deducman is. allowed for.
amounts dlsmbuted to benefic;anes This income is: not included in tha dlsmbutable net mcnme s
of the trust. : '

When all ora. pomen of the trust is- ter;:mnated any unuscd ioss carryovcrs or. ‘excess
: dcducuons are taken by the entire trust. Items included in the S corporation part of the trust are
disregarded in determining the tax kabzlzty of the remaining part. of the trust. . The trust’s
distributable net income does not include any income atiributable to the S corporatlon stock. If
a-trust is terminated before the end of the S corporation’s tax year the trust must pmrate the S
corporaﬂon items for its ﬂnal year _— T

Th:s pravxswn is affecnve for tax years begmnmg aftr—.:r Dccember 31 1996 and is
estlmaied to result in a mmzma} revenue loss.

: Tax-Exempt Orgamzatwns |

Certmn taxﬂexempt orgamzauons (quahﬁed reurcmcnt plans and chantable orgamzanens)
are ehglbie S corporation shareholders. - All items. of income, loss, credit or deduction are used
in computing the unrelated business taxable income of the tax-exempt organization. shareholders
and will flow through to the tax-exempt shareholder.

Determinations of the long-term capital gain, if charitable contributions of 5. corporation
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
ownﬁrsinp plaas do not appiy oS corporauons

’I‘has provzszon is effactlve begmnmg wzth tax. years aftcr Deccmber 31, 1996 and is
estimated to result in a minimal revenue loss. -
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Post-Death Holding Period for Trusts

- The post-death holding permd of S corporatxon stack ofa grantor trust is expanded from
60 day& o 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 perrmtted to be an S corporatxon
shareholder for'two years, beginning on the date of transfer.

 This provision is effective for tax yea:s begmmng after December 31, 1996, and is
estimated to result in a minimal revenue loss. = -

Financial Institutions Allowed as S Corporations

Certmn financial mst;tﬂnons ‘that do not use the reserve method of accountmg for bad
‘debts may elect to be'S co:poratlons This pmvzsaon is effect;.vc with tax years begmmng after
December 31 1996 and is esm:aa’{ed to result in a nummal rcvenue }oss '

Financial Institutions Permitted to Hoid Safe Harbor Debt

‘The definition of straight debt is expanded for purposes of ceértain safe harbor
determinations to include debt held by non-individual creditors ‘that are actively and regularly
engaged in the business of lending money, if the straight debt is not treated as a dlsquahfymg
“second class of stock.

_ 'The prowsmn is first effective with tax years. begmnxng a:fter Decefnber 31 1996, and is
-esnmated to resuit m a mzmmal revenue 3oss ' -

Ownershlp of -Subsnd:arms :

An S corporation may own 80% or more of the stock of a C corporation. Dividends
received by an S corporation from a C corporation subsidiary are not treated as passive
investment income to the extent the dividends are attributable to the earnings and profits of the
C corporation derived from the active conduct of a trade of business. The S corporation caniot
file a consolidated return with its affiliated C corporanon

An S corperation is permitted to own a qualified subchapter S subsidiary (QSSS),
mciudmg any domestic corporation that qualifies as an S corporation and'is 100% owned by an
S carporat:on parent A QSSS is not treated as a separate corporation from the parent.

This provision is effective with tax years beginning 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 temnanon is extended to
__ cover addmonal situations.. The effect of an mvahd eiectxon may be waived if caused by the
_fmadvextent failure to quahfy as a small busmess corporation o to obtain required shareholder
consents. Late-filed S corporat;on e}ectmns may be. treatcd as tlmely for reasonable cause.

... This provision is effective for elections for tax years beginning after December 31, 1982,
and is estimated to result in a minimal revenue loss. :

Agreement to Terminate Year

The electmn to close the books of an § corporation upon the termination of a: .

'_'s.haraholdﬁr s mterest is made by thc corporatmn and all affected sharﬁholders, rather than by all - o

‘'shareholders.” If the elecnfm is. made the - closmg of the books . only -applies: to affected
-sharehalders Affccted shaxeholders is defined as any. shareholder whose interest is temunaied
and all shareholders to whom the terminating shareholder has transferred shares during the year.’

. This provision is effective with tax years beginning after December 31, 1996, and is
esumated to resuit ina mmmai reverme loss 2

Pdst-’?ei*iiﬁxiaﬁoﬂ-?érieds

. i The pastutenmnanon transition period is-expanded for a former S corporation to include - - -
oa 120—day period that begins on a ﬁnal dzs;aosmon of a claim for refund hy the Sez:retary of the

Treasury and certain other agreements. The change allows distributions by a former . S
corporation during its post-termination period to be treated as if the termination were made by

an S corporauan and distributions after the post—tezmmatxon period are treated as made by a C
corporatmn :

. ’j{‘he provxsmn xs effccnve for tax years begmmng after December 31, 1996 and is
estimated to result.in a mxmmai revenue loss.

Five-Year Retroactive Re-election Périod
_ Any small busmcss corporatwn that temnnated its subchapter S eiecnon w;.thzn the five-
year period. zmmedzately precedmg 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 beginning
before Januvary 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 resuit, 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 adjustinents when -

" determining the tax treatment of distributions which have accumulated earnings and profits. This
provision treats the dlsmbutions by an:§ cerporamm during a-loss year the same as for
pamwrsm;)s

’I‘hls ‘provision is effecuve with. tax. years begmmng after December 31 1996, and is
'estlmated to rcsult in‘a zmmmal revenue gam ot e : - :

Inherxted S Corporatmn Stock

Any person who acqnzred stock in an S ccrporanon by. reason. of bequest, 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 decedent is 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 partnership rules. . S

Thxs provision is effective with decedents dymg after. August 20,1996, and is estimated
o result mna xmmmal revenue gain. S : L -

Subdl?:ded Real Estate

S corporations may qualify for capital gain presumptions that permit capital 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. ‘Thisiprovision is effective with tax years begmmng after December, 31, 1996, and
is estimated to result in-a minimal revenue loss. - :
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PENSIONS
: --..-Tax~Exexnpt Grgamzanons

Tax-exempt orgamzaﬁans are- auowed 10 estabhshed 401(1:;} ;ﬁans for thelr employes
This provision is effective with years beginning after December 31, 1996, and is estimated to
result in a minimal revenue loss. R - I

S Church Penswn I’ians

: Self*employed ministers. and mm1sters who Are. employeri hy orgamzataons that are not
; -tax-—exempt entities may participate in church plans. A self-employed minister is. treated as a tax-

--%-.exempt Orgamzatlon C_onmbutmns made by ministers - 10+ church plans.. are.. deducnbie SR

+:Compensation that is used for purposes of determining cenmbumons fm‘ a church plap may. not:
-"'be used in detcmnmng canmbuuans for a nan»church plan b et e T

No empioye will be - treated as an ofﬁcer, sharehoidar, supe:msory employc or hzghly; '
compensated employe unless’ that person also satisfies the Employee Retirement Income Security '
Act (ERISA) definition of highly compensated employe.. Church plans-are: .Tequired to use the
same definition of highly compensated employes that is appl:cable to o{her pensmn plans

. Contributions made by empicfyers on behalf of ferexgn rmssmnartes are mcludlble in the
m;ss;onanes baszs m the pla:n BEEHEE = ey : :

- '.These pmv;smns 'are effccnve wnh years begmmng _after Decembcr 31 1996 and arej o
' -estxmated 1o result ina mm1ma§ revenue loss. : L - : - g

Simphf‘ed Dlstnbutmn Rulas

: Lumg-Sum DlSt{‘inthﬂS Five-year forward -averaging for lump-sum distributions 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 gains
treatment for the ;}re-1974 pomcn of a lump~sum chstnbutmn rega:dless if the employe is age

Death Benefi!:s Excinszon A prewsmn thai aliowed a beneﬁcxary or estate of a decaascd
employe 10 exclude up to $5,000-in benefits paid by or-on bebalf of an employer by.reason of
the employe’s death is repealed for decedents dying-after August 20,-1996. - o

Annuity Contracts. A simplified method for determining the portion of an annuity
distribution plan that represents nontaxable return of basis was provided. The portion of each
annuity payment that represents nontaxable return of basis is generally equal to the employe’s
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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
63; 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 arount 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 appiy if'the- pnmary annuitant has attamed age 75 on the

annmty stam:;g ddte unless there are fewer than five years of guaranteed payments under the

“annuity. ‘Ifa person receives, in connection ‘with commencement of annuity payments, a lump-

sum payme:nt that'is not part of the annuity ‘stream, this payment is ‘taxed as if it was received

before the annuity starting date. The mvestment in the contract used to calculate the simplified
excluszon rano for the annmty paymem is reduced by the amount of the payment

ThlS provxslon is effectwf: mth a.;mmty startmg datcs iater than 90 days after August 20
' 1996

Determination of Unrecovered Investment in Annuity Contract. ‘The entire investment in

“an” annuzty 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 ThlS provzsxon apphes
o mdwxduals whose annmty staxtmg date is. after December 31, 1986 o :

New Regmred Begmnmg Date for Dlstmbut;on Partxcxpants in quahfied pians, with the
exception of 5% owners and IRA holders, are no longer required to begin receiving distributions
after attaining age 70% if ‘still empioyed Distributions must begin by April 1 of the calendar
year foﬂowmg the later of the year in which the employe reaches 70% or retires. The accrued

""benefit must be actuanaiy mcreased to ref}ect the va}ue of beneﬁts that would have been rccelved

31, 1996.
- The simplified distribution rules are estimated to result in a minimal revenue gain.
Nondiscrimination Rules”

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

hzghly 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 requiring the hlghesﬁ paid officer to be treated as a highly
compensated employe.is. repeaied _

Pamﬂy aggregaxzon rules are ehnnnated These mies reqmrcd that campensauon pzud to
fa;tmiy members of certain hzghly compensated empioyes was treated as paid to or on behalf of
the employe

| Th;s provxsu}n is. effecuve begmmng after {)ﬁcember 31 1996

Agghcanon Participation Requirements. A defined benefit plan must benefit at least the
__}csscr of (a) 50 employes; or (b) the greater of 40% of all cmpioyes Or two cm;;loyes (or one
if only one. empieye} This: ruie Jmay be applied segaratc}y to different lines of business with the
.__;same: emplayer Thxs provxsmn is. effecnvc for tax. yea.rs begmmng after December 31, 1996

_ 4{}1 ( k:) Pian ﬁondascnmmanon Rules A 401(1{) plan satisﬁes the nondlscmnnatum mles
if . it meets a notxce requﬂement and one of two conmbunon requirements. The notice ;
;requ;rement is met if each eligible employe is given written notice of rights and obizgaumzs under
the plan. The notice must be within a reasonable pencd accurate, comprehcns:ve and understood
by the average eligible employe. The contribution requirement is met if: (a) the employer makes
a matching contribution of. 100% of the employe’s. elective contribution . up .to 3% of
compensation | and 50% of empioye s.elective contnbuuons that exceed. 3% of compensaxxon, not
to.exceed 5%; or. (b) the empleyer 1mnakes noxxelactive conmbnnons of at least 3% of an -
employe’s cempensatzon to-a defined contnbuucan p}an on behalf of each non-&ugh}y compensated "
-_employe, regardless if the. employe: makes elecuvc cenmbunons Under the matchmg mle, the. .
~*'match rate for l'nghly cempensated employes cannot exceed the match rate for non-hxghly i

compensated employes. ‘ : :

: A safe harbor methﬂd of satxsfymg the nonmscnmauon test is met if the plan meets the
contnhut;on and notice requirements and satisfies a specxal limitation. on. matchmg conmbunons

The spec:ial limitation .is met if: (a) matchmg contributions. are not made in excess of. 6% of
compensation; (b) the rate of an employer’s matchmg conmbutxon does not increase as the rate
of employe’s contributions increases; and (c) the matcfnng rate for highly compensated employes
is not greater than the rate for other employes.

Nond.iscriminéﬁén' téséing 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 cenmbuuons are 1o bc considered atmbutabie ﬁrst t{) highly compensatcd
empioyes with the greatest dollar amount of elective deferrals, rather than those with the highest
actual deferral percentages.
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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 contnbuuons
“:are effecuvc for years begmnmg after December 31 1996. o

Comggnsatlon f@r Limits on Contnbuncms and Bencﬁts For purposes of limits on
contributions 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- nonqualified deferred compensation plans; and (c): salary reduction

contributions ‘made t{; a cafetena pian This prov1smn is effecuve far years beomnmg after
& {Decembex 31 1997 : : :

Sec:al Secuntv Reurcment Ag__ Quahﬁed pians are permitted to continue to base benefits

“on'the Soc1a1 Secamty retirement-age without failing nondxscnnnnatmn tests. Thas pl"GViSlOI}

'ﬁf-appiles to years begmmng after December 31 1996

Altemat;ve Nond:scnmmanon Rnies A 4{)1(1{) pian may eiect to disregard non~h1gh1y
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 met the minimum age and service requntements 2

: A pla:n ‘can adopt a smgle actual deferral percentage test that compares deferrals of hxgh}y
“and non-highly ‘compensated e:hgzble empioyes A smniar Tule apphes for a actual contribution
Permntage test : o . i R

’I’hese pro#iSions"are"éffectivé for piéz:: years beginning after December '31 1998 The

- prowsmns rega:dmg nondascnmnatmn rules are est:mated to result in-a minimal revenue loss.
State and Locai Government Deferred Cempensatmn Plans

A state or local deferred compensation 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 pamgpant must
have not’ recewed any othcr d;stnbut:zons

A parﬂcxpant ‘may make one election to defer commencement of distributions if made
‘before distributions begin and after the participant attains age: 70%%, separates from service or
‘experiences an unforeseeable emergency. The maximum déeferral 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 Cempaensatwn and Benei‘ ts of. Govemmental Plans

The mif: hm;tmg a defined benaﬁt plan distnbuuon to 10{}% of a yarm:lpant 5 averagfz
compensation for the three highest years is inapplicable to govermnental plans; these distributions
.are. limited to $120,000 per year, indexed for inflation. Nongovernmental: distributions remain
. lmnted to the: lesser of: $12{} m or 100% ef average compensatzon o

State and lscal vovemmﬁnts may mamtam quahﬁed €Xcess benefits pians, subject to thc
same mies as przvatc cmpioyer £XCess: benefit plans. However, participants under such plans may
not pamczpatc in deferred compensation plans. Certain limits do not apply to disability and
survivor beneﬁts and a deadime for ravocatxon of a grandfather mle elecuon is estabhshcd

.. Tins pmwsmn 13 effecuve bcgmnmg aftcr December 31 1994 except the dzaéime for
revoca,tzon of a grandfather rule’ election is. effectzve for revocations adopted. after August 20
}996 Th.zs provasmn zs esnmated to rﬂsu}t in a Hnmmai revenue less

| .State aud.Locai Gevemmams Length af Serwce Awards

Reqmraments for deferred compensanon pians for statc aaci loca.l gcvamments do not
apply to plans paymg awards, based solely on length of service, to bona fide volunteers, such as
-.--sﬁreﬁghters, emergency. medical and: -ambulance: service personnel, -or their beneficiaries. The.
~same-rules apply:to vagation: leave.: The iength of :service :award -does. not- qua;hfy for this -
treatment if the total award exceeds $3 OG{} for the year Exem;azed amounts are:not consxdered
__.:-wages fer socia} secunty taxes - o : o S "

Thxs prev;sxon is: effccnvc after December 31§ 1995 for accruais of }ength {}f service. The.
exempnon from social security taxes applies to remuneration pa1d after December 31 1996. Thzs
provzsmn is estlmated to resnit md Hummai revenue loss. R,

-Vestuxg Ruies fsr Mulnemployer Plan

Muiizem;:ioyer pians are sub;ect to the same vestmg rules that apply to smgle—empleyer
plans. Multiemployer plans must provide that a participant’s accrued benefits are fuolly vested
after five years; previously, accrued benefits were vested after 10 years for employes covered
undér 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 agreement
under which:-the plan is maintained terminates, but no later. than January .1, 1999. This provision
is estimated t6 result in:a minimal revenue loss. - : :

Foothall Coaches Plan:.

A qualified football coaches plan will be treated as a multiemployer collectively ba:gainéd
plan and may include a qualified cash or deferred arrangement. This allows the American
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Football Coaches Assocxanon to “establish 401(k) plans-for its members. This provision ‘is
effective for years begmmng after December 22 198’7 a.nd is estxmated to rcsuit in a minimal
revenue }053 : : : -

: Muitxple Saiary Rednctmn Agreements

“A law that barred tax-sheltered ‘annuity participants from entering into more than one
“salaryreduction’ 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
1s est:tmated to resnlt ina nnmmal revenue loss

Indxan Tnba! Govermnent Plans

Any tax-shéltered annmty contract purchaseéi in plan years beginning before 1995 by an
Indxan tribal government is treated as purchased by an entity permitted to maintain a tax-sheltered
*Tannuzty pian Rollovers may be made to 401(k) plans maintained by the tribal government. This
pmvzsmn 1s effec:twe August 20 1996 and 1s csumateé to result in a m:mxmai revenue loss.

] sttnbutmns Under Rural Cooperatwe Plans Bohe

: A rural cooperative plan that mcludes acash or deferred arrangement (CODA) may perinit

+ distributions to plan participants after they reach age 59% or on account of hardship, allowing

Zsuch pians to be treated the same as other CORAs. The definition of a mral cooperatwe is
f:xpanded tc; mclude certam pubhc uﬂhty dxs{ncts that jprovxde eiectnc service.

’i‘he dlstr:buucn provmon is effecuve for: dxstnbutwns made after August 20 1996; the
defnuﬁon change ‘is effective for plan ‘years” begmmng after December 31, 1996. These
provzszons are estxmated to. result ina mlmmai revenues Ioss : :

Combmed Plan l,mt

*The overall limit is repealed on-annual contributions made on behalf of an empioye 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 iump sums exccedmg $775 OOO
is suspended until the repeal of the limit takes effect. SR

Repeal “of ‘the ‘combined plan limit takes ‘effect: for limitation years beginning after

December 31,71999; suspension of the excise tax is effective for years beginning after December
:31 1996 Thls prevzswn is e:st:mated to result ina n’nmmal revenue Inss :
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_Actuarial Assumptions in Computing Maximum Benefits.

If a benefit is payable before age 62 in a lump sum, the interest rate used.to reduce 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 _cc__nt;{ibn_tien_s_-_ is conformed to the effective date of the provision relating to the calculation

of Jump sum distributions. Transition rules are. provided for plans adopted and in. effect before

This provision is effective for plan | ycérs éxﬁci 'Ii.nﬁté.tién yéars beginning after
December~31., 1994, and is estimated to result in a minimal revenue.loss. . . o0 i)

* Contributions on Behalf of Disabled Employes

f i

S .;_An%-cm?_};tige:gs_.na"-iongar;-i;eqiﬁrﬁd‘%i?:make;'assméial-_el_cctién_ in order to continue making

deductible_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 beginning afier December 31, 1996, and is estimated to result in a minimal

 An employer will not be required to treat an individual as a leased 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 .elifg_ibl,e for benefits provided by an employer; and

the revised -definition reduceés the risk that an individual for whom the employer contracts -for

services will be eligible for benefits.

- - This provision is effective for years beginning after December 31, 1996, and is-estimated
to result in a minimal revenue loss. - . ot ‘ s :

Réém;ilﬂymeni nghts of Véte.z;an.s o

.- 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' Decermber 12, 1994, and is estimated to result in a mmnnai
revenue loss.

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 compulsenly or mvoluntaniy 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
recﬁgmze gain with respect to the involuntarily converted property if the tanglble busmess or
“1nvestment pro;:eny is acqmmd wzthm a certam nme penod

after December 31, 1994 ‘and ‘would reduce state reventes by an esumateci ‘minirnal amount!
Involuntary Conversion Basis Ruies-«Stock Purchases

Modify the involuntary conversion basis mles When a taxpayer acquires control of a
* corporation-owning property that is mtended to replace the ‘taxpayer’s involuntarily converted
- property, and this taxpayer is required to reduce the basis of the’ acquired ccrporanon s stock; the

t: icerpumnon must also reduce the adjusted basis. of its. assets by the same amount. The taxpayer s
: -has;s 1s decreased by the amcunt of any unrecogmzed gam frc«m the mvo%untary cenversxon

“The. adjnsted 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
addmon, 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 property, in proportion to the ad;usted basis of the assets in this group. The reduction
is'then applied to other depreciable property, in a snmiar manner, ancl ﬁnaﬂy, it is applmd to any
'remazmng propcrty m the ‘same manner '

The provision is effective for involuntary conversions occurring after August 20, 1996
The estimated state fiscal effect would be a minimal revenue gain.

I’r:ority far Earmngs Stnppmgs anrts on Interest Beductmns :
A corporation must apply earnings strippings hrmts to interest expense deductions 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 passive
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... TS

Dues Paid to Agricaltural or: Horticultural Organizations

- Annual dues not exceeding $100 that are paid to.a tax»cxempt agricultural or horticultural
. orgamzauon are exempt. from the . unmlatcd business income tax. . The $100 amount will be
. indexed. for mﬂation in tax: yea,rs begmmng na calendar year after. 1995

The p;ov;s;{cm apphes rctroactxveiy fer tax years begmnmg aﬁer Becember 31 3986 A'

transmona} rule also excludes dues:paid in.any, tax. year, begmnmg before Januaxy 1; 1987 frcm' '
treatment as unrelated business taxable income if the organization to which the dues: were paid
.did not treat any portion of its members}u}a dues as denvad in an unrelated trade or busmess, and
it.had a mascnablc basis for doing so.. The provision is est;mated to result in a minimal state
revenue 10ss.

Insurance Income of Controlled Foreign Corporatmns -

A new lﬁek-through ruie applles in characten&ng certam msuranca mcozma of a controiied
forexgn carporatmn for unrelated business income tax (UBIT) ;)urposes lnsurance income ¢arned

by a controlled formgn cerporauon and mciudlbie in the income of a U.S. shareheléer is.not-

' automatxcaily charac{enzcd as diwdends for UBIT purposes when zhc shaxehoider isa tax&xempt -

organization. Instead, the insurance income is treated as income from an unrelated trade. or

_business. to the extent that it would. be charactenzed that way if the tax-exempt organmanon had
recewed the income: dwectly : e o .

§ The new ieok-through mle does nat appiy to £he insurance. income that is attnbutabie to
the maura.nce risks of the tax-exempt organization itself, certain tax-exempt affiliates, or an
individual who performs services for these affiliates, provided that the insurance covers pnmaﬁly
risks -associated with the performance of these services.. When a controlled foreign corporation
insures the risks of more than one shareholder, one or more of which is a tax-exempt
organization, exceptions from the look-through rule are apphed ona sharehoider—by*shareholder
basis. . I . :

This provision is effective for amounts includible in gross income for tax years beginning
after December 31, 1995. It is esumated that the provision would result in a minimal state
revenue-loss.. - :
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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 loss is recognized
by the fund or its partzclpants It is intended that the transfer of assets by the common trust fund
‘to “one'‘of 'more RICs and. the - distributioni’ of RIC shares ‘to pamczpants ‘be made
contemporaneously 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 dzsregarded in deterrmnmg whether
a fund transfer is solely in exchange for RIC shares. e SRR

Generally, the RICS receive a carry-over basis on any assets transferred from the- common..
Ctrust: fand Howevcr to' the extent that the RIC assumes liabilities of the trust fund in excess'of
the fund’s: aggregate basis, the fund ‘will Tecognize ‘gain in’ the-amount ‘of the ‘excess, and the
RIC’s basis will be increased by the amount-of the rccogmzed 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 basis is allocated in propottion of the fan' market values of t.he assets
received by each RIC. - i B

The nonrecognition rule applies to a common:trust fund ‘that -does not -have' more than
%23% of the value of its total assets invested the stock or securities of one issuer, and does not

5 have more than 50% of the value: of its total assets invested in stock or securities of five or fewer.*i.‘-_: L

' -xssuerzs Government securities. are not- conszdered secunﬁes of an. 1ssuer and areexcluded in
'detemunmg total assets ' L : . e

The ‘provision is effecnve for transfers by common trust funds after December 31, 1995
: The esumatcd s:ate fiscai effer:t weuld be a minimal revenue loss ' &

Water {}‘txlmes Centnbnt:ons in Aad of Constructmn

A regulated pubiic utility that provides water or sewage disposal services is permitted to
‘treat any amount of moneéy or property received from any person as a tax-free contribution to its
capital if it: (a) is'a contribution in aid of construction; (b) is not included in the taxpayer’s rate
base for rate-making purposes; and (c} 18 pro;mrty other than water or scwagﬁ dxsposai facﬂmes
that meets an expendlture mie :

A corzmbutm:z meets the. expenditure rule‘and wzil not be mcludzble in the utahty 'S ETOSS
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 ex;aendzture

o ’I‘he statute of hﬁmatums for assessmg deﬁmenc;es atmbutable to conmbuuens extends
for three years from the date the IRS is properly notified-of the expenditures. The basis of any
éProperty acqmmd with-a conmbuﬁon in aid of construction:is $0. - :

The pmmszon is. affecuve for amounts recewed after June 12 19% The state ﬁscal
-effect would be an estimated mgmmal revenue loss, s : - s

Definition ofsécﬁm 179 Property

) Cenam property: that was.previously eligible for. ex;;enamg in the year it was placed in,
"_serv;ce ismo. }mlger ahgible for such treatment. ‘Generally, this property includes property used .
~outside the U .',i-propcrty used in: connection with furnishing lodging, property used by tax
'-exempt orgamzanons, govemments and farcign persons, and air - conmnenmg or heating units. -

Thc provxsmn is- cffectwe for pro;}erty p}aced in service in. tax ycars bf:gmnmg after
-December 31,:1990; It is estimated that there would be a minimal revenue gam if the provision
is adopted for state tax purposes. -

.Gasolme Conyemeuce ‘Store: Deprecxannn

'.-'___Fm- é@prec:iatmn purposvcs depremable reai propeny that isa rctaﬂ motor fuels outlet iso T

s 1S;yeér property and, for the purposes of the alternative depreczaﬂon system, a retail motor fuels =

outlet has a twenty-year class life. Real property quahﬁes as a retail motor fuels outlet if either
50% -or more of the gross revenues are generated from petroleum sales or 50% or more of the
ﬂeor 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
station convenience store buildings and truck stop structures are property that can be depreciated
over 15 years, or whether the property is-nonresidential real property.that should be depreciated
over 31.5 ycars

g For ?roperty that is: piaced in service in tax years that end after th@ effectzve date of this
provision, 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: end 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 taxpayer has
treated a motor fuel outlet as. 15~year property, the. iaxpayer will be treated as if a valid election
was made. - : et : Co o
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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
recordmgs, video ‘game machines and other property of ‘a similar character. New rules ‘are
provided for dctemnmng (a) the amount of estimated income; (b) the adjusted basis of the
g deprecxated property, (c} the final year’s allowable depreciation deduction; and (d) the payment
‘of interest based on the recomputation of deprecaanon under a }ook-back method based onactual
income verses estimated income. :

Deterxrﬁning Income Under The Forecast Method. Under the income-forecast method,

depreciation is ‘determined by multiplying the cost: of the property (less the ‘estimated salvage
“value) by a fraction, the numierator of which is the income generated by the property during the
"year and the ‘denominator-is the fotal estimated i income (forecasted income) derived-from'the
. properfy dunng 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 equai 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, incoine must generally include amounts derived from
the financial exploitation of characters, deszgns scnpts, scores, and other incidental income
asscczated 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
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._._penod 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. mcluded in-the estimated income from the
. property.. Also,.any costs. mcurred afterthe close af the 1Inyear period wﬂ} be treated as separate
__property and these costs may be written off and deducted as they are gcnerated

Final Depreciation Deduction at the End of the 11~Year Penod Thc dcpreczatzon
deduction under the income forecast method for the last year of the 11-year depreciation period
is equai to the. ad;ustcd basis of the property as of the begmmng of the tax year.

Interest Computed Under the Look~Back Mathod 'i‘axpayers that c}axm deprecxaﬂon
._:_deducnons mzdcr the income forecast. method pay (or. are entitled to. recexve) interest based on
the. recajculatlen of. deprec;anon undar 2 look-back method for.any. recomputation year. The_
:=i_:;_;-_1ook-back method does | ot apply to property that has a: bas:s of $100,000 or less when piaced_ -
.-in service. Generally, the. reccmputatm years are the thxrci and. tenth zax yeazs after the tax year
. in which the, pmpsrty was placed in service, uniess the.actual income: from the property. for the .

" period: e the close ¢ ihose years was within 10% of the estimated income from the preperty e
. for. that penod The IRS ‘has_authority to permit a taxpaycr to.delay. n:ntxal apphcamm 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 Ioak—back method is. apphed m :my recemputaﬁon yeax by ﬁrst detennmng the
: _;depremauen deductzons ‘using: thc income: forecast method that. would hava been-allowed in the

. prior 1ax. ’yaars 1f the recomputation had been made using. the sum.of: (a).the actual income

~ - (inel income from th '"E__msposm n of the propﬂrty) from the property for: penods before the - -
«close of the. racemputaxmn year; and. (’b) ani. estimate. of futnre income for periods . after the‘:"- '

recomputation. year: and . before, the close of the. 11-year depreciation period. - - Next the
overpayment .or underpaymem of tax for each .prior year that wounld result solely from, the use

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

. undexpayment us:ng 2 speczﬁed rate:. A snnplzﬁcd loak»-bac:k method is used for. pass~through _
entmf:s _ o ce

In applymg the lcok«back method any cost ihat is mcuxrecl after the propcrty is placed
in: servzce, 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 prepeny

.- Interest required to be paid by the taxpayer for any Tecomputation 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 understatsment of income tax
will- be.-made for any tax year ending before the date of enactment, to the extent the
underpayment was created or increased by the new rules pertaining to the income forecast
- method of depreciation. : : - :
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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- esnmated ‘state. ﬁscal effect of these
-'prov:siens would be a nnmmai revenue’ gam S : :

Leaseheld 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 tio disposition of the undezlying building. The provision:does not apply to the extent that

:capitaimat;on of demohtzon costs and losscs appiy to the demolmon of a structure.

The prawsxon is effecave for 1mprovements d:sposed of or abandoncd after J une. 12 1996
‘-The prowszon Wouid resn}t ina Immmal state Tevenue ioss ' : R

Depreclatmn of Water Uuhty Property

Water utility property is depreciated using.a 25-year recovery period and the straight-line
method for regular tax purposes. Water utility property is defined as: (a) property that is an
" integral part of the gathering, treatment, ‘or commercial distribution of water and that would
utherwme have had a 20—year recovery penod and (b) any mumcxpal sewer,

The pravzsmn is effect:ve for preperty placed in service after June 12 1996 other than -~

' '-'-.propexty placed in service under a binding contract in effect before June 10, 1996 or later. The
ﬁsnmated state ﬁscal effect ‘would be a mmlmal revenue: ga;n oo :

ES{)P Lean Interest

"“The interest income exclusion for loans to employe stock ownership plans (ESOP) is
repealed. Consequently, banks, insurance companies, regulated investment companies (such. as
mutual 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
Tepealed, the outstanding principal of the loan is not increased immediately after the refinancing,
“and ‘the term of the reﬁnam:mg loan dees not extend beyond the term of the. (}ngmal loan.

The repeal is effective for loans made after August 20, 1996 The provision wouid
increase state revenues by a minimal amount.
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‘Modified. Guaranteed -'Eontgaﬁggz 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 2 company’s net increase or decrease in reserves in arriving
ata cafresponding 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'mo_dif_i_sd-::gﬁar_a?;:;.’tgf:_d;;'c;;;_ntraqt;:_,if it is not a variable contract under provisions -of the IRC.. In

addition, the contract must meet the following requirements: () all or part of the amounts
~received under the contract are required by state law or regulation to be segregatedfrom 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 defined under the IRC. B e T

~ The provision would be effective for tax yeafs beéinﬁing after Dééember 31, | 1995 ;l.f"'he
- estimated: state fiscal effect-would be.a minimal revenue gain. oo

Special Deduction for Certain Health Organizations

o ﬁaai;h._ins.uranﬁt_: prowciers orgamzed undc.r, and govemcd by, .state. laws aﬁpli_cébié o'nly

- to not-for-profit health insurarice 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 requirements. The
provision does not apply to health maintenance organizations. B S

© "%/ ' Theprovision is effective for tax years ending after December. 31, 1996... It is ‘estimated
- that it would result-in-2 minimum state revenue loss.. - o

: Contribi:tions of:.A-ﬁpreciated. Stock - .

The deduction for contributions of stock to private foundations is extended for
. contributions made diring 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 zﬁh_at-.i‘s--capitai-:gai-xa--apropérty;_ﬁ}?he- 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 making. 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,
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‘The provision is effective for contributions made after June 30, 1996, and beforc June 1,
'199’7 The estzmated state ﬁscal effec:t wouid be a xmmmal revenue loss.

g :Research Credzt

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
ehgibie for the credit. However, a taxpayer that elects the alternative incremental credit regime
* forits first tax. yea;r beginning affer June 30, 1996, and before July 1, 1997, may apply the credit
“to amounts pmd or mcurred dmng the first 11 months of that tax year. If the credit is not
) 'exterzdeci after May 31, 1997, the credit base amonnt’ for a tax year affected ’cy the modlfied
credlt is reduced to account for the credit’s expiration.

~ -The deﬂmuon of. stamup company is expanded to include firms that have both gross
recezpts and qualified research expenses for the first time in a tax year 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 Jamiary 1; 1989, in which the taxpayer had
both gross receipts and qualified research expenses A taxpayer can qualify as a start-up
'- company under elther deﬁnmon ' R

TA tax;:iayer may el‘éet for its first tax year beginning after June 30, 1996, an alternative
zmethod. of computmg the research credlt that uses three tiers of reduced fixed base' percentages

-and credit rates. - The election applies. 10 the tax ‘year in wh;ch it is made and to all subsequcnt' wE

tax years, unless revoked with the consent of the IRS. Under the a%tematwe cemputatxon a
- taxpayer s credit as equa} m the snm of three ncrs of credxts '

* Tier 1 eredit: 1:65% of qualzfied research expenses for the tax'year in excess of a base
amount com@uted using a fixed base percentage of 1% but not in excess of a base amount
computed using a fixed base percentage of 1.5%; -~ Cn

Tier 2 credit: 2.2% of qualified research expenses for the tax year in excess of a base
amount computed using a fixed base percentage of 1.5%, but not m excess of a hase amount
computed usmg kS fin:d basc percentage of 2% and o c

Tier'3 credit: 2.75% of quaiafied research expenses for thc tax year in excess of a base
amount computed using a fixed base percentage of 2%. '

* ‘The alternative compuitation 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 companzes that can claim the research
credit using the standard computation.
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_Taxpayers that conduct research through qualified research consortia are allowed to treat
75% of amounts paz,d or mcurrcd for qualified research expenses as. eligible for the research
credit. Prior law rules allowmg 65% of contract research expenses paid or incurred for qualified
research to be eligible for the research credit continue to apply to amounts not paid o a qualified
research consortium. A qualified research consortium is a tax-exempt organization, other than
a private. fcundatmzz, a business league, chamber of commerce or other similar entity, that is
orgam:r:ed and o;)erated ynmaniy to cenduct scmnufic research.

e Extenszon of the credlt and thc new deﬁmuon of staxt~up company apply to tax years
. _endmg after June 30, 1996. The altcmanva resea.rch credit rules may be elected only for a first
. tax cyear bﬁgmmng after June 30, 1996 _The special. rule for payments to qua.lxﬁed rcsearch
consortia. apphes 10 tax years begmnmg after June 30, 1996 The provzsmn would result i in an
esnmated nnmmai state revenue decrease B : : '

__-_E\IIISCELLANEO{JS PROVISIONS
Fmancxal Asset Secuntlzatmn Investment Trusts ..

A new ennty is c:reateti calied a ﬁnanczal asset secum;zauon mvcsﬂnent frust. (FASI‘I‘)
A FASIT is used to hold aportfolio of qualified debt obligations, such as credit card receivables,
- home equity loans and auto loans.. However, a FASIT can not engage. independently in lending.
A FASIT issues asset-backed securities that are treatcd as. debt for federai income tax purposes _
L _:FASIT s are. owned by a smgle taxable C corporauan R L . o

’I‘he FASXT offers an advan{age to. tradzﬂonal vehlcles for secunnmg loans, such as
revolving trusts. These trusts have certain administrative and financial commitment requm’:ments
to ensure that certificates. issued by the trust will earn debt status for IRS purposes. In addition,
: revaivmg trusts have certain costs assoc:ated with eammg a rating agency grade, requiring. ‘the
trust’s sponsor to retain. a large equity stake .in the pool and may neccssztate over
collateralization.

JE—— To quahfy asa FASI’I‘ an. &rmty must: (a) make an eiectzon to be {reatcd as a. FASI'{‘ for
the current year and all subsequent years; (b) have assets that are sabstannaliy penmtted assets;
(c) 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 corporation; and (¢)
not qualify as a regulated investment company. (mutual fund). . _

. ‘The asset test must be met on the 90th day after formation and at all times thereafter.
: Pexmim:d assets include: -

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 iridex. Debt may include trade

receivables, regular interests in real estate mortgage investment conduits or another FASIT. Debt
may not be obhgatzons that were 1ssued by the owner of the FASIT or reiated person

"¢, “Certain foreclosure property if the property would be foreclosure property for a
real ‘estate investment trust or for such property" zf not for }eases cmered mnte or constmctwn
performed while the property is held by a FASIT ' : ' -

d. Interest rate or ferezgn currency notional principal contracts, letiers of credit,
insurance, guarantees against payment defaults ‘or-similar instruments whxch “are reasonably
"requared to guarantee or hedge agamst the FASIT’S nsk ' RAR

et Secunnes issued by the FASIT that are treated as debt: far federal income ' tax
purposes. - A&lowabie securities include: (1) regular interests yielding no more than five
: pementagc points above the applicable federal rate; and (2) high-yield, high-risk; instraments that
may be held only by a domestic' C corporation or by a dealer who acqmred the secunty for
resale.

% f7 7 Acregular interest in another FASIT that is an asset-backed security that has fixed
‘terms and meets five requirements: (1) the instrument unconditionally 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’ mstrument is issued to the pubhc with a prermum not exceeding 25% of the stated principal
amount; and (5) the instrument has a‘yield to matunty of no more than ﬁve percentage pomts
'above the apphcable federai rate. : : :

Hoiders of reguiar interest'in-a FASI’T must account for the income earned using an
“accrual method of accounting.’ Holders of high-yield instruments may not use net operating
losses ‘to ‘offset any -income’ derived from high-yield debt; operating loss carryover will be
cemputed by dlsregardmg any income from the dlsalloweci Ioss :

A dealer may-acqmre'a-lnghwyie}d debt instrument issued by a FASIT only for 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 dealer'to hold a high-yield instrument for a 31-day
grace period before the instrument is treated as held for investment purposes.

~The character of income to'the owner is the same as the character 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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loss. carryover. of the owner:is computed. without income from.the disallowed loss. The
altamatwe minimum- taxable income of. an ownet cannot be less than the FASIT income for the

Gain is recognized immf:diately by the owner of the FASIT upon the transfer of assets
.to-the FASIT. -Assets transferred to the FASIT by someone other than an owner are treated as
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
contributed assets is mcreased by any taxable gam recogmmd by the owner.
_ The value of the assets conmbuted to thc FASIT 15 computed as the sum of thc _present
values of the cash flows expected from the obligations, . discounted over the weighted. average life
of the: comnbuted loans.’ The. apphcabie discount rate is 120% of the applicable federal rate
;;campnunded semlamaually ‘Each extension of credit is treated:as a separate debt instrument for .
~computing the value of the cenmhuted poals of revolvmg loan accounts. Instrument maturity -

-is determined. accordmg to:a reasenabiy anticipated periodic payment. rate for pnna;pal payments,. -

.as a proportion  of their aggregate. outstanding principal balances, assuming payments. are first - |
applied to the earliest credit extension. :

: dxspeses of thc assets

FASIT S are. subgect to. tax at the mghest corporate rate, on net mcame from any fcreciosure _
. 'property" qmred i eannectmn W'*&r the default or mmnent defau}t cf its. loans s

To dzscourage FASITS fmm engagmg in prohzbzted actwmes -an e:xczse tax of IGO% is
1mposcd on all net income derived from: (a) nonpermissable assets; (b) disposition of an asset
other than a permitted asset -{¢) income attributable ‘to }eans issued by a FASIT; and (d)
compensatzon for services. other than certain fees ‘or ‘waivers, amendments or CORsents under
permitted . assets. . - Permitted. dls;aosmons of assets include those resulting. from.a complete
liquidation of a c}.ass of regular interests;. those incident to .foreclosure, default: or- imminent
default of the asset; those incident to banicxuptcy 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 instrument for
another instrument to avoid over-collateralization, if the puxpose of the dzsposxt:on is not to-avoid
recognizing gain from an.increase in- the assets.market value. - S Lo

This provxswn is effecuve September I 1997 A transztmnai ruie provrdes guxdance fer
entities created prior to that date.  This provision is estimated to result in-a minimal revenue loss.
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‘Insurance Contract 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 charitablé recipients is not ‘commercial-type insuraice: A qualified
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 conmtrolled 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 a minimal revenue loss.

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

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 agaznst such losses. The argamzatmns must operate as:a nonproﬁt organ;zauon

Th:s yrovxsmn is effe&:txve thh tax. years endmg after August 21 1996 -and is csumated
to result in.a minimal revenue loss... e o s

PROVISIONS WITH NO FISCAL IMPACT AND INAPPLICABLE FEDERAL
PROVISIONS _ NS ERTi

. In addition to the items.listed above, the. IRC update would adopt a number of technical
_.mﬁdiﬁcatmns and clanﬁcaﬂens 10 fed::ral 1aw that would have. no state ﬁscal effect. . Also, a
-number of prowsmns of. fe:deral law are not. apphcable to staxe taxe:s bez:aase the state has its. own

statutory pmvxsmns
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