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Fiscal Estimate Narratives
DOR 6/8/2007

LRB Number 07-0203/1 Introduction Number AB-0328 |Estimate Type  Original

Description
Adding payments to related entities to federal taxable income for state income tax and franchise tax

purposes

Assumptions Used in Arriving at Fiscal Estimate

For state income and franchise tax purposes, this bill requires a taxpayer to add to the taxpayer's federal
income any amount that the taxpayer deducted or excluded under the Internal Revenue Code for
management and service fees, interest expenses and costs, intangible expenses and costs, and any other
expenses and costs directly or indirectly paid, accrued, or incurred to, or in connection directly or indirectly
with one or more related entities. The addition to income is not required if all of the following apply: 1) the
transaction to which the expenses and costs apply did not have as its principal purpose tax avoidance, 2)
the related entity to whom the taxpayer paid the expenses or costs paid, accrued, or incurred such amounts
to a person who is not a related entity, and 3) the related entity was subject to tax on its net income in this
state or any state or foreign country, and a measure of the tax included the expenses or costs received from
the taxpayer.

The bill authorizes the department to allow the tax consequences of a transaction if the taxpayer
demonstrates that the transaction had a valid, good faith business purpose other than tax avoidance, that
the business purpose is commensurate with the transaction’s tax benefit, and that the transaction had
economic substance apart from the asserted tax benefit.

Fiscal effect

Data are not available to estimate the fiscal effect of disaliowing these deductions. This is because the data
do not distinguish between those deductions that are between related parties and those that are between
unrelated parties. The Department of Revenue believes the fiscal effect would be substantial.

As illustration, based on the corporate tax reporting sample compiled by the Department for tax year 2003, if
1% of deductions appearing on the federal income tax return under "rent," "interest" and "other deductions"
were payments to related parties and therefore disallowed as a result of this bill, corporate tax revenues
would increase by an estimated $7.5 million annually. If 10% of those deductions were disallowed, corporate
tax revenue would increase by an estimated $81 million annually. If 25% of those deductions were
disallowed, corporate tax revenue would increase by an estimated $222 million annually. Other types of
deductions not included in these estimates would also be disallowed as a result of this bill and would result
in an increase in revenue.

Because it is unknown what percentage of deductions are for payments to related parties, these estimates
should be considered speculative.

Long-Range Fiscal Implications
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Detailed Estimate of Annual Fiscal Effect
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Adding payments to related entities to federal taxable income for state income tax and franchise tax

purposes

I. One-time Costs or Revenue Impacts for State and/or Local Government (do not include in

annualized fiscal effect):

ll. Annualized Costs:
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