MINUTES OF THE MEETING
TAXATION COMMITTEE
MONTANA STATE SENATE

February 24, 1987

The thirty-first meeting of the Senate Taxation Committee
was called to order at 8:00 A.M. on February 24, 1987

by Chairman George McCallum in Room 325 of the Capitol
Building.

ROLL CALL: All committee members were present.

FURTHER CONSIDERATION OF SB 307: Senator McCallum
opened the hearing for Gary Carlson, from the Montana
Society of CPA's, to furnish information from their data
base. "

Gary Carlson, Montana Society of CPA's, furnished additional
information to the committee from their data base. The
summary of his comments and packet of information are
attached as Exhibit 1. Patrick Hanley, Montana Society

of CPA's, assisted Mr. Carlson in his presentation.

Also enclosed as Exhibit 1, is additional information
furnished from the CPA's and a summary of their concerns
with SB 307.

QUESTIONS FROM THE COMMITTEE: Senator Mazurek referred
to the graph which showed the percentage increase in
1988 federal taxes compared to 1985 taxes paid and it
shows a dramatic increase in the two lower brackets.

He asked Mr. Carlson if that was because of the loss

of shelter write-offs. :

Gary Carlson said be sure you use the percentage graph in
relation to the average dollar graph. You can see the

effect on the average dollar is $283. That is the increase

in tax. The percentage increases are very dramatic and

that has got to be because of the attributes of the

returns that we have in our data base, which we caution

you does not represent the average low income person in

the state of Montana. Capital gains, loss of passive losses,
limitations on itemized deductions, would cause that percentage
to move dramatically.

Senator Mazurek said the taxpayers that you have selected,

the reason they are in the 0-10 and now will have an increase,
is because they have had deductions that have reduced their
preferential treatment. He wonders why they are down in that
category.
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Gary Carlson said it is the real possibility of capital
gains, deduction exclusion, passive losses, limitations

on itemized deductions, offset by increases in exemptions.
We point that out. They are not your normal $6,000 a year
wage earner. They are people who are in business and have
variations in their business activity.

Senator Eck said you don't have data that combines state
and federal payments with this packet but do you have
that information available. Most of what we have seen in
the Governor's proposal looks at those combinations.

Gary Carlson said we can show a net impact within the
data base of those particular taxpayers, netting the
federal difference and state to cause an increase or
decrease. This would conform with the presentation from
the Department of Revenue combining the effect. He

said he could make that available.

Senator Neuman said on the graph on average dollar decrease
in Montana 1988 taxes under Ramirez' tax proposal, it was
stated by Patrick Hanley that the decrease to the upper

end was $2,163 but the graph shows $675.

Gary Carlson said that one goes off the graph. Some of
these are off the graph because the ranges are so broad.

Senator Neuman said you show a lot of distortion between
the various tax groups. He asked if it was possible to
do tax reform that is revenue neutral, without having
distortions in the various classes.

Pat Hanley said probably not. It probably isn't possible
to do tax reform without having some movement among the
brackets.

Senator Neuman said if we take the proposal that you
advance, the flat 25% type approach, won't that higher
marginal rate tend to be a red flag to businesses that
want to come to Montana because we would have to have
such a high rate.

Gary Carlson said that is a very difficult PR point to
make, that Montana's rate is 25%. The important point
you have to take, if you really seriously consider the
proposal, is that it is not 25% of taxable income, it

is 25% of the federal tax rate. 1In the 15% range that
equates to the 3.75 range. ‘

Senator Hirsch said in Mr. Carlson's comments he talked
about the NOL's carry back and carry forward and how
they impact small business and incorporated farms in
Montana. He is wondering if Mr. Carlson has run any

average return or selective group of returns to give an
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idea of how that change will affect those businesses
given the Governor's proposal.

Gary Carlson said all the graphs seen this morning are
individual income tax returns. The proposal in SB 307

is just affecting the corporate NOL's. There is no pro-
posal in the Governor's proposal to impact the individual
tax filers NOL. That covers the individual proprietor,
those that are in partnerships, those that are in small
business corporations. They are not impacted by the
change in NOL's promulgated by the bill.

Senator Hirsch said a subchapter farm would be affected
by the sole proprietorship, would it not.

Gary Carlson said no, the sub-S corporation is not
affected.

Senator Halligan said he does not know exactly what is in
the Ramirez bill. He asked Mr. Carlson if he could go
through a few of the things Ramirez is doing.

Gary Carlson said the rates have been reduced from the
current rate structure that you have on page 2 of the
Montana return, handed out with Exhibit 1. The Ramirez
bill takes the rates on page 2 and changes them, reducing
them to try to take care of the impact of the windfall.
At the same time, the rates also changed the brackets.
So, the 0-13 also changed.

Senator Halligan asked how Ramirez dealt with capital
gains and some of the changes that the feds made.

Gary Carlson said the impact was just let the windfall
happen and lower the rates.

Senator Mazurek asked if Mr. Carlson had done any detailed
evaluation on the loss of the federal tax paid deduction,
combined joint filers requiring to be filed joint at the
state level and retirement income. He asked Mr. Carlson
if he could elaborate on how he sees the impact of those
three features.

Gary Carlson said we are trying to calculate the impact

of the consolidation of married, filing separately to
determine a fixed number. To have true simplification,

that is being proposed, you have to start somewhere and

its either start with federal taxable income, and then

you can control that by the rates in the Governor's bill.
That would mitigate the loss of the deduction for federal
income taxes. We do not have the data to specifically
calculate the individuals on the federal itemized deduction.
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We are trying to come up with numbers on the married,
filing separately issues in the state.

Senator Crippen said he liked the idea of a flat percentage
of federal tax. That would then piggyback on the federal
tax, which would eliminate the deduction that we presently
have for the federal taxes paid. What effect would you
have on this if you did that, but allowed a deduction after
that.

Gary Carlson said he knows the Department of Revenue has
the talent to design the form to work. But, again, that
is not true simplification when you start doing that.

It is possible to mitigate that, but you can mitigate
that just as easily with the rates.

Senator Crippen said then as an alternative you would
say let's take that into account with the use of rates.
He asked how he would do that.

Gary Carlson said you would have to make some assumptions
and definitely impact brackets differently from the stand-
point of the rate you select as the single rate. He sees
that as a rate that could be changed easily by the legisla-
ture.

Senator Eck said when you talked about the flat percentage
of the federal tax, you described the kind of form and
there was the percent of tax and then three or four adjust-
ments. What were the adjustments.

Gary Carlson said the adjustments are the same as those
that the Governor's simple tax return shows.

Senator Eck said how about the various credits that we
have, the credit that we just passed for capital companies,
for instance.

Gary Carlson said those are items on the lower part of the
return.

Senator Halligan said since we are talking of a possible
sales tax, 1is it possible to do a scenario using the
various proposals we have here and the impact of the
non-deductibility of that at the federal level and see
what the impact on income tax payers would be at the
various levels.

Gary Carlson said it would be very difficult from the
data base they have.
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Senator Halligan asked John LaFaver if he could provide
information showing what a sales tax of 4-5% would have

on the various income groups, given federal tax reform and
non-deductibility.

John LaFaver said he would certainly attempt to respond

to whatever requests come from the Senate Taxation Committee.
He is not aware of an analysis that he could pull off the
shelf. To do the kind of analysis that they have done on
the income tax, depends heavily on what the sales tax looks
like, what products are being taxed and what products are
being excluded.

Senator McCallum advised that Representative Phillips
had requested a few minutes of the committee's time to
speak on SB 307.

Representative Phillips, House District 33, gave testimony
in opposition to the repealér in SB 307 that active

duty military pay is exempt from state income tax. A

copy of his written statement and a proposed amendment to
SB 307 is attached as Exhibit 2.

Senator Mazurek said he would be curious to hear the
Department's response to the presentation by the Montana
Society of CPA's.

John LaFaver said he had an opportunity to go over this
data with the CPA's last evening. He said this data is

not worthless but one has to be cautious in looking at

this to the extent that it gives the impression that this
is a representative sample of Montana taxpayers. That is
wrong. The CPA's have said that a number of ways and a
number of times it is not a statistically valid sample

of Montana taxpayers. The first chart that they have, the
one that says percentage increase in 1988 federal taxes
compared to 1985 federal taxes and then it shows the

income brackets from 0-10 and then over 75. That chart
gives the impression that we are looking at 100% of Montana
taxpayers and the chart gives the impression that the average
would be somewhere around 30-40, but the average taxpayer
is less than 10. The average taxpayer is way to the left.
What this is showing is an analysis of a select group of
taxpayers that are above average. The chart in the state
analysis which says percent who change, state income tax,
page 4 in the income tax portion, there are a number of
bars that represent what percent,by income level, the
taxpayers who pay more or less. In looking at the informa-
tion furnished by the Department and the information that
was furnished by the CPA's, the CPA's information is not
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aggregate information, it is only a small part of the

total information in terms of analyzing what the impact

on Montanans is. One of the obvious examples of their

samples is that 44% have capital gains and only 16% of

total Montana taxpayers have capital gains. The informa-

tion that they have presented is not inaccurate but it is

not representative of all of Montana taxpayers. He asked

the committee and the Society of CPA's if he could have

access to their data base and relate that to the comprehensive
data base that the Department is using.

Senator Crippen asked Mr. LaFaver if he was overlooking
the fact that the graphs presented by the Montana Society
of CPA's deal with actual returns.

John LaFaver said so do our graphs.

Senator Crippen said if that is the case then we should
probably look at all the graphs.

John LaFaver said the data that we use and methodology
that we use has been analyzed by the Bureau of Business
Research at the University of Montana and they agree that
the methodology in the data base we are using, accurately
portrays the entire population of Montana taxpayers. -
Also, this committee, and the legislature as a whole,

has hired an outside expert to look at the bottom line
numbers that we came up with and the conclusions of that
analysis is that we are apart from his analysis by a small
fraction of one percent.

Senator McCallum said if the Montana Society of CPA's has
no objection to your using their data base, the committee
has no objection.

John LaFaver asked if the committee would like to see a
comparison or not.

Senator McCallum said what he wantsto see is what they
will be showing on actual returns and what will happen
to actual returns. His understanding is that is what
the Society is going to try to put together. Not an
average because averages can mean so much. Whenever you
bring something down to neutral, one will come down and
one will go up. -

Gary Carlson said as to the availability of the data base,
there is nothing secret, we can put it onto two floppy

disks and the Department can have the information as soon
as they want it. -

George Anderson, CPA, Helena, said the only thing that
bothers him about the graphs is he thinks there is a

complete difference between the two data bases. He
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believes the Montana Society of CPA's shows the windfall

in their increases and decreases and he does not believe
the information furnished by the Department shows the wind-
fall, but after the windfall.

John LaFaver said there are two charts in the report that
was passed out that include the so called windfall.

One is a pie chart that says percent who change, total
income taxes, old law to proposed law. That includes

the so called windfall. The bar chart that is under that
pie chart, likewise shows the windfall. What both of
those charts show, is that for total Montana taxpayers,
77% will pay less total income tax at the federal and at
the state level combined, including the windfall, than
they paid without federal or state tax reform.

Senator Halligan said even the specific data that you
will come up with this week or next week, will not deal
with behavioral changes of taxpayers by 1988.

Gary Carlson said that is very true. We will take exact
1985 data and interpret it for 1988.

The additional information referred to in these minutes
dealing with individual actual returns, which was presented
by the Montana Society of CPA's to the House Taxation
Committee, is attached in Exhibit 1.

ADJOURNMENT: The meeting adjourned at 9:25 A.M.
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February 24, 1987

Testimony by Gary B. Carlson, CPA
on Behalf of
The Montana Society of Certified Public Accountants
Report to Montana Legislators

o Impact of the 1986 Tax Reform Act on Montana Taxpayers

o Implications of Selected Proposals to Reform Montana
Income Taxes

This database and report was developed by the voluntary efforts of
members of the Montana Society of Certified Public Accountants, staff
members, and a volunteer staff teacher from the Great Falls Vocational
Technical Center.

We have in excess of 1700 hours invested in the database
development, which equates to one year of work by a CPA staff member of
one of our firms.

Our purpose:

o Independence
o Specific data based on information in our database
o Provide additional information for decision making
o Directed to reflect a relationship of alternatives:
- A relational database
o Windfall
o Montana Ta# 1988 with no change
o SB 307 ‘

o HB 444--because it was available
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Caution—--as explained later, our lower income groups may not be;
most likely is not representative of all filers. It represents those in
our data. We caution you that Montanans may have different strategies
than the nation.

We used "live" data--actual returmns for 1985.

We will emphasis numerous times that our report is based on the
500 actual 1985 returns in the database we developed. It was not
prepared to depict the exact impact on all Montana taxpayers. It DOES
NOT show TOTAL REVENUES.

(Review SUMMARY OF DATABASE METHODOLOGY, page 2 of Report to
Montana Legislators.)

We requested 52 specific data items from CPA firms, and 62
responded.

We have created a RELATIONAL database from the information. We
then utilized the actual data from the 1985 returns filed, which differs
from the 1984 information base utilized by the Department of Revenue and
the 1981 database used by the Policy Economics Group.

We then determined the impact of‘the Tax Reform Act of 1986 on EACH
of the returns placed in the database INDIVIDUALLY. We went through
each of the returns to assess the changes caused by the Tax Reform Act

of 1986.

This is where our database may be significantly different from

others.

We identified the specific impact after the Tax Reform Act of

1986 as we were best able. We will review the significant assummptiona‘v

on page 3 in a moment. ‘ SENATE TAXATION
EXHIBIT NO.___ /
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SUMMARY OF

DATABASE METHODOLOGY d//

The database was created using a questidnnaire requesting 52
specific items from actual Federal and state tax returns filed by
Montana residents for the 1985 tax year. The 52 questions
included such items as husband’s and wife’s occupations; earnings
and wages; pension income; interest income; various itemized
deductions; Federal and state adjusted gross income and filing
status on the Federal and state returns. /X 2 P AP

The questionnaire was sent to all Montana Society of CPA
practitioners; 62 firms submitted information for the 500 returns
used in the database.

The total amount of 1985 Federal tax paid was $5,122,000;
the total amount of 1985 Montana tax paid was $1,026,000.

Methodology

Each CPA preparer was instructed to select and submit a
variety of tax returns from client files. The selection process,
therefore, was &Eﬁbstatistical and does not allow for the
extrapolation of data to all Montana individual taxpayers.

The effects shown on the various taxpayers in this database
may or may not be representative of other Montana taxpayers
within each bracket.

The MSCPA data has nof been adjusted for behavioral ch
which may occur, due to changes in Federal tax law. %Eﬁﬁ% TAXATION
Exman Nno.__ /
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It is important to emphasize the database is 500 actual returns.

i

i

i

We did NOT.adjust for behavior response. We did NOT adjust for the new %
tax advice we CPAs will be offering to our clients to adjust behavior

based upon the new law! We converted actual returns through ?

utilization of a recognized tax software program to project taxable %
income in 1988, reflecting the impacts of the Tax Reform Act of 1986.

(¥ Refer to SUMMARY OF SIGNIFICANT ASSUMPTIONS. x) %

All our assumptions were intended to be conservative.

GRAPH #1 %
This is a summary graph which shows the relationship of the 1985 g
actual Montana income taxes paid based upon the 500 returns in our
database to other proposals. ) ‘i'§
The vertical axis reflects dollars of Montana income taxes payable
by various groups of taxpayers. %
Each color depicts a separate proposal: %
RED Actual 1985 Montana Taxes
GREEN 1988 Tax with No Change in Law %
PURPLE SB 307 Proposal
BLUE HB 444 Ramirez-return a portion of the

so-called windfall

This bill was available so we utilized i1t--Rep.

b

Ramirez has publicly stated the rates need adjustment.
The measurement of the projected windfall from the returns in the
&
Montana Society of CPA database initially is the difference between the %

red bar and the green bar. ‘;ﬁ
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SUMMARY OF SIGNIFICANT ASSUMPTIONS

In completing this analysis, certain assumptions were made
to simplify calculations and to make calculations possible when
information was not available. We believe the application of
these assumptions does not have a material effect on the analysis
results.

Following is a list of assumptions used in the various tax
calcuations:

o The database was developed using actual 1985 income tax
return information. The information was recalculated to
reflect the changes effected by the Tax Reform Act of 1986
and various Montana income tax proposals.

<2ZéZ) o No assumptions were made regarding taxpayer behavior in
response to tax law changes.

o The impact of the Residential Property Tax Credit, under
the SB 307 proposal, was not included in the tax
calculations. Although this tax credit may have a
favorable impact on many Montana taxpayers (particularly
lower income taxpayers), information to make the
calculations was not available.

H o We assumed IRA contribution deductibility limitations will
. not apply to any taxpayers in the database.

o All interest other than home mortgage interest has been

assumed to be personal interest and has been reduced by
60%.

o Miscelleaneous itemized deductions have been reduced by
the 2% threshold adopted in TRA ’86.

o Moving expenses, not subject to the 2% threshold under
Federal law, have been subjected to the threshold for
purposes of this analysis.

o Passive losses were assumed to be 100% deductible up to
$25,000; the deduction was reduced by 60% for amounts over

$25,000. The phase-out, effective for incomes over
$100,000, has been ignored.

o Investment credit recapture has been ignored.

o It was not possible to calculate the effects of the
proposed Montana alternative minimum tax for purposes of
this analysis.

o Investment credit (eliminated under Federal law) was
assumed to be eliminated for Montana income tax purposes.
All other tax credits have been treated as though
unaffected by the tax law changes.

A
s

£}

o All adjustments to income and deductions resulting from
federal and proposed Montana tax law changes have been

meodae +mn Fha M"Aamrndarmyr A Frmwrmermeo!T i cmmenaw $ o 4L M_ _2



The horizontal axis is 1985 federal taxable income in 000s

(thousands). We have consistently retained each taxpayer in each of

these ranges for each analysis.

You will see this axis--federal taxable income~-remains the same on

almost all graphs.

s 2 Geass 2 SEmE 0 eEmm 00 S

To 1llustrate the change in tax projected, let’s look at a copy

[

of this graph. (not in the report)

GRAPH #2

Dropped the over 75,000 taxpayers (’85 Federal taxable income) to

change the horizontal axis (not in your book) from $16,500 to $6,000.

The $20-30 columns on graph #2 shows:

The 1985 Tax $ 798 q’i
1988 Tax, no change in Law $1050 a change of $252 (32% change)
Gov. 1988 $1400 a change of $602

Ramirez $ 987

Each of the graphs Pat Hanley will momentarily present to you will
show each of the proposals separatel?. We will conclude showing this
graph.

GRAPH #3 (Your second)

This graph is placed here to help you set the relationship between
adjusted gross income and taxable incomne.

(Look at your copy of the Montana Return <{Form 2>, Page 1, Line

22.) p
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Adjusted Gross Income is the bar portion of thé graph. The line
shows taxaBle income, the difference being basically itemized deductions
and exemptions. (Taxable income is line 43 page 2)

Again we retain the same ranges of 1985 federal taxable income in
the horizontal axis for comparability.

We emphasis again to you these returns are CPA prepared
‘returns—--they may not be representative of taxpavers across Montana,
even though we had 62 firms from large and small towns across the state
submit returns.

We recognize the clients we havé in the $0-10,000 range of taxable
income are most likely not the same as the self-prepared returns filed
or those of H & R Block. They may have different attributes, which in
1985, placed the return in this range.

In the remainder of the presentation, we stress in the open face
graphic presentation in the report--YOU MUST ALWAYS utilize the percent

and the dollar graphs, assimilating them. They are NOT fairly

presented separately. Each could be misrepresentative separately.

I now introduce Pat Hanley from Billings, a member of the Montana
Society of CPAs’ State Taxation Committece and member of our database
group to present the Selected Database Attributes and further graphs.

¥%% Hanley Presentation Took Place *Xx
The next graph we present to you is the percent of federal tax to

Montana tax, comparing the various proposals.
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The percent is equal to the single rate concept we have proposed .
for further simplification. The vertical axis shows actual 1985 Montana %

returns to 1985 federal returns. If you run a line across the graph at

20%, all but one range is below.

Each relationship is determined for each proposal:

PURPLE 1988 Montana no change to 1988 Federal - drawing a

line across the graph at the 25% level shows that most

of the percentages are at or below 25%.

GREEN

RED

|

Attached to our concerns regarding SB 307, you have a schedule of

rates shown as:

*¥%% See MONTANA EFFECTIVE TAX RATES (FOR EXAMPLE ONLY) MARRIED .
FILING JOINTLY--1987 & 1988 *xx %
Finally, we return to our starting graph, which summarized the

three proposals and 1885 actualvMontana taxes.
%% QUESTIONS ¥¥x

Presentation next Tuesday with the House Taxation Committee.
-Provide specific examples

-Tables which relate to the graphs
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IFederal
tax rate

117
157
28%
35%
38.5%

LU
" SF50-71 P00
-] N6 Fo
/729D

15%
28%
33%
287

MONTANA EFFECTIVE TAX RATES
(FOR EXAMPLE ONLY)

MARRIED FILING

JOINTLY - 1987

Montana 7

of federal

tax rate
times 25% =
times 25% =
times 25% : =
times 25% =
times 25% =

MARRIED FILING

times
times
times

times

JOINTLY - 1988

257% =
25% =
257 =
25% =

Montana
effective

tax rate
2.75%
3.752
7.00%
8.75%
9.625% -

3.75%
7.00%
8.25%
7.00%

7’
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ATTACH PAYMEN(n ERE

THHOLDING STATEMENTS HERE

(\

ATTACH wi

FORM 2

ORFISCAL yearbeginning_____________ 1986 and ending

1986 — Montana Individual Income Tax Retmd"-—ms&’;i.i??

OLNAIL 1AXAIIUN
EXHIBIT NO___/

DATE_Z -2ef_ g7

Residency Status Resident I2 Nonresident
Check One -) Full Year e Full Year

4 PLACE LABEL HERE & Correct label if necessary. File on or before April 15, 1987 (Fiscal year see instructions).
LAST NAME First Name & Initial Your Social Security No. Chief Occupation Yours
En!orcode no. ’ E
— — page 14 ;

Spouse’s Last Name If Different Spouse’s First Name & Initial Spouse's Social Security No. of Instmcﬂons Spouse's i

City State Zip Code i
MAILING 3
ADDRESS
Fllm Status I Sungle ’ Married filing l Married and both filing l Married and both filing | Married filing

One 1 2 D joint retumn 3 D separate retums on 4 separate returns 5 D separate retum
on separate forms and spouse is not ming

B 3 D Resident Part Year | Give date of change

State movedto: -
~ From: -

For all other retums, use Column A only.

\f married filing separate on this form is elected, use Column A for yourself and Column B for spouse.

COLUMN A (For single COLUMN B (For spouse
joint, separate, or only when filing separate,

. Blind :
1. Yourself ......... A . [0 Enter number checked
2. Spouse [0 Enternumber checked

... Regular bt

DO NOT USE THIS SPACE

4. Number of exemptions claimed for handicapped children. See page 3of instructions . . .

3. Number of exemptions claimed for dependents See page 3of instructions .......

head of household) .and box 3 is checked)

5. Addlines 1, 2, 3, and 4 for TOTAL number of exemptions ... .i......... B N N

INCOME REPORTED ON FEDERAL RETURN

YOU MAY ROUND TO NEAREST DOLLAR

6. Wages, salaries, tips,etC. ........ ..o i e e 6. 6.
7. Interest income (Attach Federal Schedule Bifover$400) ................. 7. 7.
8. Dividend income (Less federal exclusion) (Attach Schedule Bif over $400) .... 8. 8.
9. Net business income (Attach Federal ScheduleC) ...................... 9. 9.
10. Capital gain or (loss) (Attach Federal ScheduleD) ....................... 10. 10.
11. Supplemental gains or (losses) (Attach Federal Form4797) ................ 11. 11.
12. Rents, royalties, partnerships, estates, trusts, etc. (Attach Federal Schedule E) . 12. 12.
13. Net farm income (Attach Federal ScheduteF) ........................ 13. 13.
14. Taxable portion of Social Security . ....... ... ... . il 14, 14,
15. Otherincome (Specify; fees, retirement, StateRef. ______etc) ........ 15. 15.
16. Totaloflines6thru15 ... ... .. ... .. .. .. .. . it Total 16. [ [ 16
Adjustments from Income:
17. Moving expense (Attach Federal Schedule3903) ...................... 17. 17.
18. Employee business expenses (Attach Federal Schedule2106) ........... 18. 18.
19. Payments to an IRA, Keogh, and other retirementplans ................ 19. 19.
20. Other adjustments: (Marriage deduction, etc.) (Attachlist) .............. 20. 20.
21. Totaloflines17thru20 ............ ... .. ... .. ... et .. Total 21. 21,
22. Adjusted gross income same as federal return (Line 16 minusline21). . .. .. 22. 22.
ADDITIONS TO INCOME SEE PAGE 3 OF INSTRUCTIONS
23. Interest on state, county or municipal bonds (Non-Montana) ............ 23. 23.
24. Federal income tax refunds received (For taxes deducted in an earlier year) 24. 24,
25. Other additions: (Marriage deduction, social security,etc) .............. 25. 25.
26. Transferallocationofincome .......... ...t iinininenenennnn 26. 26.
27. Total additions to income (Add lines23thru26) .............. Total 27. 27.
28. Addlines22and27,enterresult ........... ... .. . . ... 28. 28.
REDUCTIONS OF INCOME SEE PAGE 4 OF INSTRUCTIONS
29. Enter private retirement income, $360 or total (Whicheveris smaller) ...... 29, 29.
30. Interestexclusionforelderly .......... .. . i e 30. 30.
31. Interest exclusion for savings bonds, etc. (Specify) 31. 31.
32. Income from sources outside Montana (Part-year & nonresidents only) .... 32. 32.
33. Exempt retirement income (Specify) '33. 33.
34. State refund (If included inline15above) ............ ... ... ... .. ..... 34. 34.
35. Other reductions (Specify; tips, social security, Indian Reservation, etc )_ 35. 35.
36. Transferallocationofincome ............coiiniiiiiniiiiinnennn, 36. 36.
37. Total reductions to income (Add lines 29thru36) ............ Total 37. 37.
38.

38. Line 28 minus line 37. Enter amounton ine 39, page2 ............ 38.




Form2 PAGE2 1986

Last Name and Initial Social Security Number COLUMN A (For single COLUMN B (For spouse
. joint, separate or only when filing separate,
: - —_ head of househoid) and box 3 is checkad)
39. Montana adjusted gross income (Fromline38) ....................... 39.
DEDUCTIONS-Check one
40. [ (A) ltemized Deductions: Enter total from Form 2A, line 85
(0 (B) Standard Deduction: Enter 20% of line 39 but not more
than $1,990. Not more than $3,980 if filing joint or head of household .. 40. 40. =
41. Line39minusline40andenterbalance .................c.cccovvinn.. 41, 41, %
EXEMPTIONS
42. Multiply $1,060 times the number of exemptions on line 5
Nonresidents and part-year residents see instructions, page 12&13 .. ... 42, 42, ?
43. Taxable income. Line 41 minus line 42 (But not lessthanzero) ........... 43. 43.
44. Tax fromtaxtablebelow ........ ... i it it it 44, 44,
45. Tax on lump sum distributions (See instructions page5). ............... 45. 45. %
46. Total tax—Addlinesd44andd4s. .....................c.n.. Total 46. 46.
47. Credits fromForm 2A,line93 ... ...ttt it i i
48. Balance—Line 46 minus line 47 and enter difference
. (But not less than zero)
49. Investment credit recapture from Form 2A, ScheduleV .................
50. Public Campaign Fund. You and your spouse each may contribute $1.00 .
51. Foreach of the programs below you and your spouse each may contribute
$5, 10, 20 or any amount. Enter totals in boxes. See instructions for details.
Nongarme Wikt Progam _ Chid Abuse Provention Mgt WTachook  Enter geand total of
(52.] | s3] | |s4) | boxes52,53&54 .. 51.
65. Total tax—Add lines 48,49,50and51 ..................... Total 55.
56. Combine amounts shownonline55,columnsA&B ................... 56. .
57. Montana tax withheld (Attach withholding statements) . 57. 57.
Payments 58. Payments on 1986 estimated tax and amounts credited - ,%
and frompreviousyear ............ . ittt 58. “‘
Credits 59. Homeowner or Renter Credit from Form2EC ........... 59. 59.
60. Total of lineSS7thrud9 ...............ccevvn..s 60. %
61. Combine amounts shown on line 60 columns A & B 61.
62. Ifline 61 is larger than line 56 enteramountOVERPAID ..................... 62. 62.
63. Amount of line 62 to be Refunded to You (Line 62 minus #
Refund line 63 if crediting an estimate to 1987) ................... REFUND— 63 %
or 64. Amount of line 62 to be credited to 1987 estimated tax .... 64. [ ]
TaxDue 65. If line 56 is larger than line 61 enter TAX DUE. Attach check or money @
order for full amount if $1.00 or more, payable to State Treasurer . .. . TAX DUE—»"65, 65.
Malte: Late filing penalty 66. 66.
Income Tax Division
PO. Box 5805 Late payment penalty 67. 67.
Montana Dept. of Revenue
Helena, Montana 59604 Interest 68. 68.
Total of Lines 65, 66, 67, 68 69. 69.

Name, Address and Telephone number of preparer

Make remittance payabie to State Treasurer

It you do not need state income tax forms and instructions mailed to you next year, check box. D

I declare under penalty of false swearing that the information in this return and attachments is true, correct and complete.

Your signature and date Telephone Number Spouse's signature and date
. (It filing jointly or combined separate retums, both must sign)
TJAXTABLE

If Taxable Income on Line 43 is: If Taxable Income on Line 43 is:

Over Butnotover  Muitiply by and Subtract = Tax Over Butnotover  Muitiply by

$ 0 $ 1300 x 2% $ O $ 10600 $ 13200 «x 7%

$ 1300 $ 2600 x 3% $ 13 $ 13200 $ 18500 x 8%

$ 2600 $ 5300 x 4% $ 39 $ 18500 ., $ 26500 «x 9%

$ 5300 $ 7900 x 5% $ 92 $ 26500 $ 46400 x 10%

$ 7900 $ 10600 x 6% $ 1M $ 46400 - x 11%

Example = taxable income $6000 x 5% (.05) = $300 subtract $92 = $208 tax

and Subtract = Tax

$
$
$
$
$

/

277
409
594
859
1323




FORM2A raGge1 1986 Montana

Last Name and Initial

Social Security Number

¢ SCHEDULE | — ITEMIZED DEDUCTIONS

r
o’

Medical and

SENATE TAXATION
EXHIBIT NO.____/

COLUMN A (For COLUMN B
Dental Expenses soparste o noad (For spouse)
of househoid)
Prescription medicines, drugs, insulin,
doctors, dentists, hospitals, ins. prems.,
transportation, lodging, hearing aids, COLUMN A COLUMN B
70. dentures, eyeglasses ......... Total 70.
71. Enter5%ofline33, Fom2 ........ 71.
72. Line 70 minus line 71 and enter balance in applicable column
(ifless thanzeroenterzero.) .................... 72. 72.
Taxes
Federal Income Tax (Do not include self-employment tax)
73. Paid by withholding or declarationin1986 .......................... 73. 73.
74. Balanceof 1985taxpaidin1986 ......... ... . . it 74, 74.
75. Additional tax for years paidin1986 ............ 75. 75.
Other taxes (Do not include Montana income tax).
76. Real estate, personal property, motor vehiclefees ................... 76. 76.
77. Other deductible taxes (Specify) 77. 77.
Interest Expense
78. Homemortgageinterest . ......... ... i e 78. 78.
79. Creditcardsandchargeaccounts ...........coviiiiiinnenienennn 79. 79.
80. Other (List) »
80. 80.
81. Contributions ....................... e, 81. 81.
.82. Child and Dependent Care Expense—Montana Form 2441M
(Federal schedule notaccepted) .................. 82. 82.
83. Casualty and Theft Losses (Less exclusion—attach federal schedule) . . . 83. 83.
84. Miscellaneous Deductions (List) Dues, political contributions, etc.
84. 84.
85. Total Deductions— . .............iiiiiiiniiiiiiiiiiinnn.
Add lines 72 thru 84. Enter your total here, and on Form 2, line 40 . . . 85. 85.
SCHEDULE Il — CREDITS AGAINST TAX
COLUMN A (For COLUMN B
single, joint, (For spouse)
ity
86. Credit allowed residents for income taxes paid to other states or countries
(FromSchedulelll) ....... ... i 86. 86.
87. Contractor's gross receipts tax credit (Attach computation) ........... 87. 87.
88. Investment credit (From Schedule!V) ....... .. ... ... ... i, 88. 88.
89. Credit for installation of nonfossil energy systems (From Form2B) ..... 89. 89.
90. Credit forinvestment in energy conservation installations (From Form 2C) 90. 90.
91. Credit for wind-powered generation equipment (From Form 2WPC) .. ... 91. 91.
92. All other credits attach detail explanation. ............. e 92, 92.
93. Total credits—Enterhereandon Form2,1lined7, ................ 93. a3.

DATE._2~-2 4 -87

BILL NO.__S. &, 307




FORM2A rage2 1986 Montana

Last Name and Initial Social Security Number

R

SCHEDULE Il — CREDIT ALLOWED RESIDENTS FOR INCOME TAXES PAID OTHER STATES OR COUNTRIES
(See page 7 of instructions)

ATTACH COPY OF OUT-OF-STATE RETURN COLUMN A (For COLWMN B

yourself, joint (For spouse)
separate or single)

1. Adjusted gross income from other state or country included in Montana

GrOSS NGOG .« . ittt it et ittt et e s e e ea e s 1. 1.
2. Total Montana adjusted gross income fromline39ofreturn .............. 2. 2. i
3. Income tax liability to other stateorcountry ............ ... ... ........ 3. 3. s
4. Montana tax liability from line46of Form2 ............. .. ... ... ...... 4. 4.
5. Line (1) divided by line (2), but notmorethan100% ...................... 5. % %15 =
6. Multiply amount on line (4) by the percentageonline(®) .................. 6. 6. %

7. Allowable credit is the smaller of the amount on line (3) or (6). Enter here
and on line 86, Schedule Il

SCHEDULE IV — INVESTMENT CREDIT
(See page 7 of instructions)

-
~
SR

COLUMN A (For COLWMNB
yourself, joint ({For spouse)
separate or single)
1. Allowable investment credit from line 7 of 1986 federal Form 3468 ......... 1.
2. Enter5% of line 1(Nottoexceed $500) ........ ... iiiiiininnnt, 2.
3. Carryover of unused Montana investment credit (Attach breakdown by year) . 3.
4. Tentative Montanainvestment credit (Add lines2and3) .................. 4.
5 TaxfromlinedBof FOrm 2 .. ... . ... . i i e i 5.
6. (a) Credit forincome taxes paid to other states and countries ............. 6.9 .
(b) Contractor's gross receiptstaxcredit ............... ... ... . L, 6.b
7. Addiines B (@ and (D) . ...oovvvinrin i i e e 7.
8. LineominUS NG 7 .. ... i e e e 8.
9. Enter here and on line 88, Schedule |1, the amount from line 4 or line 8,
whicheverissmallern ...t ittt 9.

NOTE: 1. Married persons filing separately will each use $500 as the limits if both qualify for the credit.
2. The unused portion of the 1986 investment tax credit may not be carried back or carried over.

SCHEDULE V — RECAPTURE OF INVESTMENT CREDIT

COLUMN—A COLUMN—-B
Column A-1 Column A2 Column A-3 Column B-1 Column B-2 Column B-3
Pre-81 Property | 1981-82 Property | 1983-85 Property | Pre-81 Property | 1981-82 Property | 1983-85 Property

Total tentative
recapture from
Line 14 of 4255 . .[1. 1. 1. 1. 1. 1.
Line 1 column < Line 1 Column
A-1times 20% .. 2. 2. B-1times 20%

Line 1 Column A2 < Line 1 Column
3.Times30% ...........c.coent. 3. 3. B-2 times 30%

Line 1 Column B-3

4. Line 1 Column A-3times5% ...............o.... 4.1 times5% .................. > |4
5. Total tentative Montana recapture tax ’ Add Lines 2,3,and 4

Addlines2,3,and4ColumnA .................. 5| ColumnB .................. > |5.
6. Previous Montana investment Previous Montana investment

creditunused. ......... i 6.| creditunused. .............. A K ’
7. Montana investment credit recapture MT investment credit recapture g \

Line 5minuS LiNe 6 . ....iveervnnaneenenn.. 7.] Line5minusLine6 .......... >|7. W

Enter these amounts on Line 49, Form 2. Do not use this amount to reduce your current year investment credit.
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THE MONTANA SOCIETY OF CERTIFIED PUBLIC ACCOUNTANTS

Diamond Block Building * 44 West Sixth Avenue ¢ P.O. Box 138 » Helena, Montana 59624-0138 e Telephone 406/442-7301

MEMBERS OF THE SENATE AND HOUSE TAXATION COMMITTEES:

At your request, the accompanying analysis has been developed on the
basis of information accumulated from 1985 individual Federal and state
income tax returns.

The database:

o assesses the impact of the 1986 Federal Tax Reform Act on Montana
taxpayers

o reflects the effects of SB 307 and HB 444
o shows the impact of no change in the current rate tax structure

The database includes responses from over 60 Montana CPA firms,
representing 500 CPA-prepared income tax returns. The returns were not
selected using a statistically valid method. Consequently the information
is not necessarily representative of all Montana taxpayers.

The information has not been audited and, accordingly, we can express
no opinion on the accuracy, completeness or reasonableness of the
information. The information should be read in the context of the
assumptions used (more fully described on page 3). The accompanying
exhibits provide selected database details.

The purpose of this presentation is to provide additional data to
assist tax proposal analysis. We are available to discuss the report in
more detail. :

Members of the Montana Society of CPAs appreciate the opportunity to
present this information to you.

Helena, Montana Montana Society of
February 24, 1987 Certified Public Accountants

SENATE TAXATION
EXHIBIT 1D /

DATE___2- 24 -87

BILL NO S.8. 307




SUMMARY OF DATABASE METHODOLOGY

The database was created using a questionnaire requesting 52 specific
items from actual Federal and state tax returns filed by Montana residents
for the 1985 tax year. The 52 questions included such items as husband’s
and wife’s occupations; earnings and wages; pension income; interest
income; various itemized deductions; Federal and state adjusted gross
income and filing status on the Federal and state returns.

The questionnaire was sent to all Montana Society of CPA

practitioners; 62 firms submitted information for the 500 returns used in
the database.

The total amount of 1985 Federal tax paid was $5,122,000; the total

amount of 1985 Montana tax paid was $1,026,000. \ 4

Methodology

Each CPA preparer was instructed to select and submit a variety of tax
returns from client files. The selection process, therefore, was not

statistical and does not allow for the extrapolation of data to all Montana
individual taxpayers.

The effects shown on the various taxpayers in this database may or may
not be representative of other Montana taxpayers within each bracket.

The MSCPA data has not been adjusted for behavioral changes which may
occur, due to changes in Federal tax law.

SENATE TAXATION
EXHIBIT NO. /

P e

-

DAT: - -&
BILLNO. <S$.B. 307
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SUMMARY OF SIGNIFICANT ASSUMPTIONS

In completing this analysis, certain assumptions were made to simplify
calculations and to make calculations possible when information was not
available. We believe the application of these assumptions does not have a
material effect on the analysis results.

Following is a list of assumptions used in the various tax
calculations:

o The database was developed using actual 1985 income tax return
information. The information was recalculated to reflect the
changes effected by the Tax Reform Act of 1986 and various Montana
income tax proposals.

o No assumptions were made regarding taxpayer behavior in response to
tax law changes.

o The impact of the Residential Property Tax Credit, under the SB 307
proposal, was not included in the tax calculations. Although this
tax credit may have a favorable impact on many Montana taxpayers
(particularly lower income taxpayers), information to make the
calculations was not available.

o We assumed IRA contribution deductibility limitations will not apply
to any taxpayers in the database.

o All interest other than home mortgage interest has been assumed to
be personal interest and has been reduced by 60%.

o Miscellaneous itemized deductions have been reduced by the 2%
threshold adopted in TRA ’86.

o Moving expenses, not subject to the 2% threshold under Federal law,
have been subjected to the threshold for purposes of this analysis.

o Passive losses were assumed to be 100% deductible up to $25,000; the
deduction was reduced by 60% for amounts over $25,000. The
phase-out, effective for incomes over $100,000, has been ignored.

o Investment credit recapture has been ignored.

o It was not possible to calculate the effects of the proposed Montana
alternative minimum tax for purposes of this analysis.

o Investment credit (eliminated under Federal law) was assumed to be
eliminated for Montana income tax purposes. All other tax credits
have been treated as though unaffected by the tax law changes.

o All adjustments to income and deductions resulting from federal and
. proposed Montana tax law changes have been made to the "column
A~taxpayer"; none to the "column B-spouse."

SENATE TAXATION
EXHIBIT NO.___/

DATE 2.2 -7
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SENATE TAXATION
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SELECTED DATABASE ATTRIBUTES

Number of returns in database
# with 1985 Federal taxable income between:

below 0 40

0 - 10,000 78
10,000 - 20,000 84
20,000 - 30,000 83
30,000 - 40,000 79
40,000 - 50,000 - 44
50,000 - 75,000 46
over 75,000 46

Number of preparers submitting returns
Number of self—-employed businesses included
Number of farmers or ranchers included
Number of returns where at least one taxpayer
is retired
Number of returns claiming IRA deductions
- single status, AGI more than $35,000
~ married status, AGI more than $50,000
Number of returns which include taxable
unemployment benefits
Number of returns with a Federal filing status of
"married filing joint" and a Montana filing
status of "married filing separately on one form"
Number of returns claiming exclusions for
retirement benefits

~ Railroad retirement 5
— PERS/Teachers retirement 24
— Other 60

Number of returns claiming elderly interest
exclusion
Number of returns claiming passive losses
Number of returns claiming exemptions for children
Number of returns showing profits on Schedule C
Number of returns showing losses on Schedule C
Number of returns showing profits on Schedule F
Number of returns showing losses on Schedule F
Number of returns showing long-term capital gains
deductions
Total amount of 1985 Federal taxable income
Total amount of Federal tax paid (1985)
Total amount of Federal taxes claimed as
itemized deductions on Montana returns
Total amount of 1985 Montana taxable income
Total amount of 1985 Montana income taxes
paid

500
62
191
68

96

10
84

259

89

92
24
476
145
46
28
49

221
$18,127,394
$ 5,122,623

$ 5,664,469
$11,451,013

$ 1,026,105



We extend special recognition to the following people for the
commitment and personal sacrifice they exhibited to complete the
database used in this report.

Kent Borglum
Coordinator

Roger Stone
Great Falls Vo-Tech
Programming and Illustration

Bill Eidel
Junkermier, Clark, Campanella, Stevens PC
Graphics

Ron Aker *‘
Technical

Pat Hanley
Technical

The Junkermier, Clark, Campanella, Stevens firm for the support
provided to Kent and the Task Force

The 62 MSCPA firms who provided the tax return information to
develop the database.

Others involved:

Fletcher Mulvaney and Edward Clinch
Galusha, Higgins & Galusha

Bonnie Swanson and Kathy Johnson
Anderson ZurMuehlen & Co. PC

Kirsten Johnson
Peat, Marwick, Mitchell & Co.

Monte Malnaa
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REPORT OF THE STATE DEPARTMENT OF REVENUE

Components of Reported Income S
(Percent Distribution — 1982 Returns) o
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278,675 Taxpayers

Federal Taxes 49.4%

Child Care 0.2%
Casualty Loss 0.8%

Other 4.8%

Standard 32.1%

131,558 Taxpayers

Contributions 6.4%

© Medical
Expenses

Other Taxes 6.1%

Number of Taxpayers Claiming Standard Type of Deduction (by %) Claimed on ltemized Returns
Deduction and itemizing




Percentage of Returns and Tax Paid
(By Income Brackets in 1982)
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MONTANA SOCIETY OF CPA'S
LEGISLATIVE COMMITTEE
SUMMARY OF CONCERNS
SENATE BILL 307

INDIVIDUAL INCOME TAX PROVISIONS

Flat percentage of federal tax

Simplification could be taken as far as a fixed percentage
of federal tax, instead of a percentage of federal income.
The advantages are many, while the only serious drawback is
the percentage will have to be fairly high, which will have
a negative public relations value. The negative public
relations value, however, could be handled as is illustrated
on the attached tax rate tables.

SB307 eliminates the ability of married couples to file
separately on their Montana income tax returns. Filing
separately under current Montana law results in a
significant tax savings for couples who can file separately.
Basing Montana tax on federal tax would mitigate the penalty
for these married couples because the federal tax rates for
married couples filing jointly are lower than those for
single persons,

Alternative minimum tax (AMT)

Aside from the public relations value of using the lower
percentage of income (lower than a percentage of federal
tax), there is no reason for Montana to have its own AMT
structure, form, and administrative costs.

One-line on the tax return providing for a flat percentage
of federal AMT would suffice, and may well be more
equitable. Adopting an AMT will result in a negative public
relations perception on the part of the business world.

Care should be exercised.

AMT for non—residents

By implementing SB307, non-residents will be subject to a
Montana AMT. This tax will be calculated on the basis of
the ratio that their Montana adjusted gross income bears to
their federal adjusted gross income.

This method will result in severe distortions. For examplé,
a wealthy California taxpayer who is subject to a federal
AMT because of large deductions for accelerated depreciation
on California real estate investments could be syhjec
ERARHSAnbN
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a excessive Montana tax even though the Montana income &
consisted only of capital gains. -

The Montana AMT for non-residents should be based on the
ratio of Montana AMT income to total federal AMT income.

S corporation shareholders

Current Montana law allows a shareholder in an S corporation
which has not elected to be treated as an S corporation in
Montana to deduct this income on the individual return.

SB307 repeals that deduction. Implementing SB307 will cause
the same income to be taxed both at the individual level and
at the corporate level in Montana. A provision to handle
this problem equitably should be considered.

Non-resident deductions

Although all other taxpayers will determine Montana tax on
the basis of federal taxable income, non-residents are
allowed only a few, specific itemized deductions. Taxes,
interest other than for a home mortgage, and miscellaneous
itemized deductions are disallowed.

This causes a hardship for non-residents. For example, a
non-resident would be denied an itemized deduction for
investment interest on indebtedness carried on Montana |
property, even though that same property may have generated
the income which necessitated filing a Montana return.

We can't identify any significant reasons why non-residents
shouldn't base their Montana tax on a prorated portion of
their federal taxable income, just as residents and part-
year residents,

Innocent spouse rule

We commend the administration for including an innocent
spouse rule, but fear the provision may become window
dressing rather than substance.

The provision provides, in part, "...unless the department
determines, based on the criteria in section 6013(e) of the

Internal Revenue Code, that a spouse is relieved of
liability." (emphasis added)

While it is understandable that a determination will have to

be made by the Department, they have had the ability to

authorize corporations to file consolidated returns, but -
chose not to allow many to do so. ' Accordingly, we feel the

SENATE TAXATION
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provision should direct the Department to accept the rule if
the criteria are met.

Extension of time for filing

Under federal law, a 4-month automatic extension is
available for filing an individual income tax return. An
additional 2 months may be granted for good cause. Under
existing Montana law, an automatic extension is granted for
the entire 6-month period, without requiring cause.

SB307 proposes to allow only a 2-month automatic extension,
and requires cause for the additional 4 months. This
provision gives paid preparers and Montana taxpayers 4
deadlines to monitor. Except for fiscal year taxpayers,
individual returns are due on April 15th. With an automatic
extension, the federal return is due on August 15th, but the
Montana return would be due on June 15th, All calendar year
returns, with the appropriate extensions, become due on
October 15th, at the latest.

The proposed law requires not only an unnecessary and
duplicative Montana form applying for an extension, but also
requires a copy of the federal form be attached. It would
be much simpler to require a taxpayer to file only a copy of
the federal extension request.

The provision also provides that "...filing of an appeal
from a denial of the application for another extension does
not stay the time for filing the return”". In other words,
if a taxpayer requests the additional extension and it is
denied, the late filing penalties will automatically apply.
Although no protection is provided taxpayers in similar
circumstances by the Internal Revenue Code, the IRS provides
a 10-day grace period once a request for extension has been
denied. We propose some assurance be given that a similar
protection will be afforded to Montana taxpayers.

Federal tax refunds

It appears that section 17 of the bill should cover federal
tax refunds received in years after 1987, which are refunds
of federal taxes deducted on Montana returns for years prior
to 1987. Refunds will be paid to taxpayers after 1987 as a
result of amended returns,: NOL carrybacks, and audits. The
taxable portion of the refund, however, should be limited to
the extent that the taxpayer has obtained a tax benefit from
deducting the tax when it was paid. ‘

SENATE TAXATION
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10.

Tax exempt bonds

SB307 will serve to deny tax-exempt status for Montana
municipal bonds which do not meet the tax-exemption
requirements of the Internal Revenue Code. The Legislature
should be aware of this result, since it may be a major

policy decision which should be addressed independently of
tax reform.

Penalties and interest
(a) Amount

Sections 57 through 67 of SB307 propose changes in the laws
dealing with delinquent returns, late payment, and
understatement of tax. The penalty and interest provisions,
when viewed together, are a little frightening.

The penalty resulting from a late payment or delinquent
return can reach as high as 307 of total tax, and the
penalty for understating the tax would be an additional 257
of the tax.

While we do not oppose assessing penalty and interest to
improve and enforce collection of taxes and compliance with
the tax laws, the proposed penalty and interest sections may
be somewhat excessive,

(b) Abatement

Again, the Department of Revenue has been given the
discretion to waive or abate penalties where reasonable
cause exists. However, it has been our experience that
penalties are rarely waived, because the statute does not
direct the department to waive penalties when reasonable
cause exists.

The existing statutes do not provide for any possible waiver
or abatement of interest, even where assessing interest may
unnecessarily cause a hardship. A provision should be added
to SB307 to allow for the waiver, abatement, or compromise
of interest charges where the taxpayer has reasonable cause
for the late payment and where the assessment of interest
would be an undue hardship for the taxpayer.

(c) Time for determining

The Department of Revenue presently interprets the statute
as requiring that penalties and interest be assessed on the
basis of an originally filed return, even though the correct

SENATE TAXATION
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tax might be determined at a later date and an amended
return filed.

This treatment unfairly adds to the tax burden of those who
over-report their income, but who have filed or paid late.
These same taxpayers could have avoided penalty and interest
altogether by filing a return which reflected no tax, and
then paying their legitimate tax on an amended return at a
later date. This interpretation would motivate a
knowledgeable taxpayer to file a fraudulent return. The
public interest would be better served by a provision which

adjusted penalties and interest if an amended return was
filed.

Internal Revenue Code section 6651(c)(2), three lines long,
is such a provision as we would like to see added to address
fairness and equity in the penalty sections.

As tax professionals, we have serious reservations about the
corporate alternative minimum tax, for the following

- taxpayers lack awareness or understanding of the

- it may cause business to relocate out of state, and
- there is a lack of good data with respect to its

The attached chart illustrates the AMT calculations for
individuals and corporations. These calculations require
preparation of a separate depreciation schedule and, in many
cases, require other accounting adjustments which are not

We believe that it is extremely important for the Department
of Revenue to determine specifically which industries and
Montana businesses will be impacted. We suspect it may be
banks, utilities, mining, oil and gas and other large

IT. CORPORATE INCOME TAX PROVISIONS
1. Alternative Minimum Tax
reasons:
alternative mimimum tax,
~ the AMT is very often an insidious tax bite,
impact.
described except in the Internal Revenue Code.
corporate taxpayers.
2.

Net operating loss (NOL) carrybacks and carryovers

To use an old cliche, this provision is tantamount to
swatting flies with a baseball bat.

M 11 busi es and family farms ar nized as
any sma usiness a y fa e orga IS%NATE AR
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corporations. Many of these businesses incur net operating
losses frequently. It is quite common in the cattle
business to operate at a loss for 5 to 10 years, and then
report a substantial profit because of a herd dispersal (not

always voluntary) or because of a brief improvement in
cattle prices.

The incorporated farm or small business deserves NOL
carryovers and carrybacks to offset high income in the year
in which the farm or business is sold. Even though the
taxable income may be high, by the time the creditors are
paid, there is not always enough money left for retirement.

Liberal NOL carryback and carryover provisions are needed to
eliminate hardships caused these businesses. This provision
is more important to small business and start-up companies
than to large corporate taxpayers.

If a few banks are causing budget problems for local
governments, the Legislature should review the distribution
of the corporate license tax or limit the NOL carryback
provision for banks, allowing only a carryforward rather
than a carryback.

While we believe this is most likely the reason for the
proposal, it seems unfair to single out banks. They are
major tax revenue contributors to Montana during the "good
times". If NOL carrybacks create revenue problems for local
government, then the alternative is to discontinue
carrybacks and lengthen the carryforward period, for
example, to 10 years.

UNITARY TAX

Most Montana CPA's do not deal with the unitary tax, and the
Montana Society of CPA's has not performed the in-depth
analysis of the unitary tax provisions of SB307 as was done
for the individual and corporate income tax provisions,
However, several of our members have pointed out that
compliance with the water's edge election would be very
burdensome. The proposed election form seems to reflect the
accumulated frustrations of the Department of Revenue in
dealing with multi-national companies, rather than a
reasonable approach to the problem.

SENATE TAXATION
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MONTANA EFFECTIVE TAX RATES
(FOR EXAMPLE ONLY)
MARRIED FILING JOINTLY - 1987

Montana 7 Montana

Federal of federal effective
tax rate tax rate tax rate
117 times 257% = 2.75%
157 times 25% = 3.75%
28% times 257 = 7.00%
35% times 257 = 8.75%
38.5% times 25% = 9.625%

MARRIED FILING JOINTLY - 1988

157 times 25% = 3.75%
287 times 25% = 7.00%
33% times 25% = 8.25%
28% times 257% = 7.007%

SENATE TAXATION
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ALTERNATIVE MINIMUM TAX COMPUTATION

Individual Corporate
Start with Adj. gross Taxable
income income
Deduct: Casualty losses, medical
expenses in excess of 10%
of AGI, estate tax ded'n,
& qualified interest
Add back "tax preference items"
- ACRS depreciation in excess of
1507 declining balance method
for personal property yes yes
- ACRS depreciation in excess of
st. line for real property yes yes
~ Research and experimentation costs yes
~ Completed contract accounting income
over 7 completion method yes yes
- 1007 of the gain on an installment sale
(subject to certain exceptions) . yes yes
- 5-year amortization of pollution control
facilities yes yes
~ Untaxed appreciation on charitable
contributions of appreciated property yes yes
~ Mining and exploration and development
costs (excess of expense over 10-year
amortization) yes yes
~ Intangible drilling costs in excess of
65%Z of net income from oil, gas &
geothermal properties yes yes
- Incentive stock options (excess of fair
market value over purchase price) yes
— Percentage depletion yes yes
~ Circulation expenditures (excess of
expense over 3-year amortization) yes
- Passive losses yes
~ Tax-exempt interest on nonessential
function bhonds (issued after 8/7/86) yes yes
~ Excess of 1/2 of financial statement
income over taxable income yes
- Reserves for bad debt losses of financial
institutions yes :
Deduct exemption: . $40,000 joint $40,000
$30,000 single
$20,000 married,
filing sep. .
Phased out for alternative minimum
taxable income in excess of $150,000 $150,000
Fquals alternative mimimum taxable income
Taxed at 212 202

(Altertive minimum tax is paid if greater than regular tax)
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HOUSE DISTRICT 33 COMMITTEES:
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February 23, 1987

TESTIMONY BEFORE THE SENATE
TAXATION COMMITTEE ON SENATE BILL 307

Mr. Chairman and members of the Senate Taxation Committee,

for the record I'm Representative John Phillips, District 33,
Great Falls.

I'm here before you to testify for a group of people who
couldn't be with you today due to commitments around the globe
and whom I'm sure that over 99% of them are unaware that what
is happening with this piece of legislation, may affect them.

Buried within this massive bill is a repealer that deletes
one small section of the codes which says in effect, that active
duty military pay is exempt from state income tax.

Normally we look at taxes as something we pay for which
the taxing authority provides us a service. I would simply ask
each of you what service the state of Montana is providing to
that young sailor from Missoula on a carrier in the Mediterranean,
the soldier from Billings peering across no man's land in Korea,
the airman from the Bitterroot looking at a radar scope on some
lonely mountain top in Alaska or even the marine from Miles City
living it up down in Oceanside, California.

You may say that's a pretty decent arguement but what about
the troops at Malmstrom, they live in the state and we provide
service for them. Maybe, but how much? For the individual living
at Malmstrom, the Air Force provides police and fire protection,
maintains and lights the streets and the Federal Government kicks
in to the Great Falls school system to educate their kids (over
$850,000 last year). They pay the same gas taxes at the pump for
the roads they drive on, the same liquor and beer taxes, and if
a resident, the same auto license fees as every other Montanan.

SENATE TAXATION
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John Phillips Testimony
February 23, 1987
Page 2

If they live and own a home downtown, they pay the same property
tax as everyone else. If renting, taxes are no doubt considered
in the monthly rent.

Actually, about one in ten of the G I's stationed at
Malmstrom claim Montana residence (approximately 400). Many
of those are native Montanans. I would expect that if this
measure passes several of the ones who are not native Montanans
and maybe some who are, would be looking around to claim residency
in a state where the tax was exempt or there was no state income
tax. This same reaction would probably occur among some native
Montanans stationed in other states which exempt or have no
state income tax when they find Montana has changed their tax laws.

While this proposal may pick up a bit of revenue, it may also
have some detrimental effects. It would provide more work for
the Department of Revenue in auditing returns, and checking out
folks who disappeared from the system by changing residence.
Some innocent people who return to Montana after military service
may face a battle with DOR proving they didn't have a tax liability.
Further, I think it would discourage people from becoming residents
and eventually retiring here. Which in my view is like creating
another job with the cleanest money you could bring into the
state economy.

-
Montanans have always been proud of the patriotism their

young people have shown throughout the years and have shown their

gratitude by giving the military and veterans special considera-~

tion. In fact, the concept is framed in Montana's Constitution.

We are all aware of the money crunch the state is in but do
we really want to send this kind of message to the folks who are
defending our freedom throughout the world. It has been stated
that the changes proposed in this bill is to make the tax system
more fair for everyone but I ask you is it really fair to tax

someone who 1is not receiving any services whatsoever from the
state.

I have a proposed amendment to Senate Bill 307 which would
leave the exemption in the codes. I urge you to support it.

Again, most Montanans in uniform today are unaware of this
proposal, but I think if they knew what was happening they would
appreciate the fact that someone is here speaking for them.

Mr. Chairman, I thank the committee for allowing me to

present this testimony.
;ébﬁé };%{ldew -
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PROPOSED AMENDMENTS TO SB 307

Title line 22: strike 15-30-117, add 15-30-115 and 15-30-117

Page 145 line 17: strike 15-30-117, add 15-30-115 and

15-30-117
Submitted by,
John Phillips
Representative
JP/be
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February 23, 1987

TESTIMONY BEFORE THE SENATE
TAXATION COMMITTEE ON SENATE BILL 307

Mr. Chairman and members of the Senate Taxation Committee,
for the record I'm Representative John Phillips, District 33,
Great Falls.

I'm here before you to testify for a group of people who
couldn't be with you today due to commitments around the globe
and whom I'm sure that over 99% of them are unaware that what
is happening with this piece of legislation, may affect them.

Buried within this massive bill is a repealer that deletes
one small section of the codes which says in effect, that active
duty military pay is exempt from state income tax.

Normally we look at taxes as something we pay for which
the taxing authority provides us a service. I would simply ask
each of you what service the state of Montana is providing to
that young sailor from Missoula on a carrier in the Mediterranean,
the soldier from Billings peering across no man's land in Korea,
the airman from the Bitterroot 1locking at a radar scope on some
lonely mountain top in Alaska or even the marine from Miles City
living it up down in Oceanside, California.

You may say that's a pretty decent arguement but what about
the troops at Malmstrom, they live in the state and we provide
service for them. Maybe, but how much? For the individual living
at Malmstrom, the Air Force provides police and fire protection,
maintains and lights the streets and the Federal Government kicks
in to the Great Falls school system to educate their kids (over
$850,000 last year). They pay the same gas taxes at the pump for
the roads they drive on, the same liquor and beer taxes, and if
a resident, the same auto license fees as every other Montanan.
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If they live and own a home downtown, they pay the same property §
tax as everyone else. If renting, taxes are no doubt considered
in the monthly rent. %

Actually, about one in ten of the G I's stationed at
Malmstrom claim Montana residence (approximately 400). Many
of those are native Montanans. I would expect that if this
measure passes several of the ones who are not native Montanans
and maybe some who are, would be looking around to claim residency
in a state where the tax was exempt or there was no state income
tax. This same reaction would probably occur among some native ?
Montanans stationed in other states which exempt or have no
state income tax when they find Montana has changed their tax laws. %

While this proposal may pick up a bit of revenue, it may also
have some detrimental effects. It would provide more work for
the Department of Revenue in auditing returns, and checking out ?
folks who disappeared from the system by changing residence.
Some innocent people who return to Montana after military service
may face a battle with DOR proving they didn't have a tax liability. ¥
Further, I think it would discourage people from becoming residents
and eventually retiring here. Which in my view is like creating
another job with the cleanest money you could bring into the
state economy. -

Montanans have always been proud of the patriotism their
young people have shown throughout the years and have shown their
gratitude by giving the military and veterans special considera-
tion. In fact, the concept is framed in Montana's Constitution.

We are all aware of the money crunch the state is in but do
we really want to send this kind of message to the folks who are
defending our freedom throughout the world. It has been stated
that the changes proposed in this bill is to make the tax system
more fair for everyone but I ask you is it really fair to tax
someone who is not receiving any services whatsoever from the
state.

I have a proposed amendment to Senate Bill 307 which would
leave the exemption in the codes. I urge you to support it.

Again, most Montanans in uniform today are unaware of this
proposal, but I think if they knew what was happening they would
appreciate the fact that someone is here speaking for them.

Mr. Chairman, I thank the committee for allowing me to

present this testimony.
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