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Minutes of the House Committee on Taxation. The meeting was called to
order by E. C. Rolfs, Chairman, at 9:00 s.m. on January 14, in room
423-S at the Capitol of the State of Kansas.

All members of the Committee were present.

Committee staff present: Tom Severn, Legislative Research
Chris Cartwright, Legislative Research
Don Hayward, Revisor of Statues
Millie Foose, Committee Secretary

Chairman Ed Rolfs called the meeting to order and welcomed the new
committee members. He than discussed the impact of the Tax Reform
Act of 1986 on the Kansas Individual Income Tax. (Attachment 1)
He also discussed how to utilize the extra revenue or return it.

Representative Rolfs then distributed copies of an Executive Order
(Number 87-91) issued by Governor John Carlin on January 8, 1987.
(Attachment 2) He encouraged the committee members to read this
carefully.

Mr. Tom Severn discussed the Research and Development Tax Credit.
(Attachment 3) He said that although this credit will not be in

effect until FY 1988, it is important to clarify how the Act applies

to a number of particular situations. At the request of the committee,
he also defined "seed capital".

Mr. Shelby Smith outlined Taxation and Tax Structure in Kansas.
(Attachment 4) He said that even though there may not be immediate
solutions, it is important to recognize the problem. He said that
some corporations have chosen not to locate in Kansas after analyzing
the tax structure of bordering states.

Mr. Krider discussed tax incentives outside the Enterprise Zone
and also recommended exemptions on sales tax for machinery, etc.,
as he believes this would encourage more firms to locate in Kansas
rather than in bordering states.

Committee members then questioned the conferees further and made
suggestions for improving the tax structure.

There being no further business to come before the committee,
the meeting was adjourned. p N
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Executive Summary

The Kansas income tax conforms in many respects to the federal income tax code. The
state automatically conforms to the definition of federal adjusted gross income. Also,
federal taxes paid are allowed as a deduction for state income tax purposes. Thus, the
recently enacted federal reform (which contains a federal tax reduction) will substantially
increase the state income tax base and state tax revenues under current law.

. The estimates presented in the report have been derived from the Individual Income Tax
Simulation Model of the Kansas Department of Revenue. A variety of assumptions and
constraints must be used to project the impact. The results should be used with caution
and are best considered as a range of expected impact rather than a precise point estimate.

. With no change in taxpayer behavior, the Department estimates that the automatic con-
formity between the state and federal tax codes will cause state income tax revenues to
increase by $124 million in tax year 1987 and $139 million in tax year 1988. The state
increase will offset the projected federal reduction in 1987, but in 1988 and beyond the
federal tax reduction approaches $300 million annually.

. The Department has adjusted these estimates to reflect a reduced rate of capital gains
realization in 1987 and 1988 and continued sheltering of some income no longer eligible
for a deductible deposit in Individual Retirement Arrangements. Thus, the official Depart-
ment estimates are $105 million in tax year 1987 and $125 million in tax year 1988.

. Approximately 75 percent of this additional burden will fall on taxpayers with a pre-reform
Kansas adjusted gross income of greater than $35,000. The average state tax increase runs
from about 20 percent at the $35-50,000 AGI level to 44 percent for those with an AGI
in excess of $100,000.

. The Tax Reform Act also makes substantial changes in itemized deductions. These are
not incorporated into the Kansas tax automatically. They are, however, of such a magni-
tude that if Kansas law is not updated to conform to the new federal definitions increased
complexity and compliance problems should be expected. Various degrees of conformity
could increase state revenues by an additional $40 million to $115 million in tax year 1988.

. The federal reform also raises other tax policy issues that need to be considered as the
State responds to the federal action. These include the effects of the tax reform on inter-

state tax competition, low income households and certain targeted groups such as the
blind, disabled and elderly.



The Impact of the Tax Reform Act of 1986
on the

Kansas Individual Income Tax

Introduction

The Tax Reform Act of 1986 marks the most significant change in the federal income tax
code in a generation. As is the case in most other states, the Kansas individual income tax
conforms in many respects to the federal tax code. In certain areas, the state tax conforms
automatically to the federal code; in others, legislation would be required to adopt the feder-
al changes. The foremost result of these interrelationships is to increase substantially the Kansas
income tax base. The federal reform also raises a variety of other state tax policy issues that
the Kansas Legislature will need to address.

This report presents the Kansas Department of Revenue assessment of the impact of the fed-
eral Tax Reform Act of 1986 on the Kansas individual income tax. The report includes esti-
mates of the impact on total individual income tax revenues as well as the distribution of
the impact across income groups. In addition, several issues related to the effect of the Re-
form Act on such non-conforming items as personal exemptions, standard deductions and
itemized deductions are discussed. The report addresses only the individual income tax and
not the corporation income tax.

Basis of the Impact

The primary reason the federal Tax Reform Act affects Kansas income taxes is because of
the conformity which exists between the state tax and the federal tax in certain areas. State
law provides that the starting point for the computation of state income taxes is the federal
Adjusted Gross Income (AGI) of the taxpayer for the year in question. Therefore, those fea-
tures of the federal reform that affect the computation of income or adjusted gross income
are incorporated automatically into the state tax code at the time they become effective at
the federal level.

The Tax Reform Act substantially broadens the definition of federal AGI. It will, therefore,
increase Kansas AGI and state revenues under current law. The major provisions of the fed-
eral reform affecting the definition of AGI and the Kansas individual income tax are: (a)
repeal of the 60 percent exclusion for long-term capital gains; (b) limits on the deductibility
of contributions to Individual Retirement Arrangements; (c) repeal of the special deduction
for two-earner households; and (d) inclusion of all unemployment compensation payments
as income. Also, those features of the federal reform affecting the computation of income,
such as changes in allowable depreciation rates and restrictions on the ability to use tax shelters
to offset ordinary income with passive investment losses, will be incorporated into the state
tax base.

The second reason the federal reform affects Kansas income tax liability is because it pro-
vides a net federal income tax reduction of an average 1.6 percent in 1987 and 6.0 percent
in 1988. All Kansas individual income taxpayers are allowed a deduction for federal income
taxes paid. Therefore, the federal tax reduction will increase the state income tax base be-
yond what it otherwise would be.



The Tax Reform Act also makes significant changes in the itemized deductions which may
be claimed for federal tax purposes. These changes will not be incorporated automatically
into the state income tax because Kansas itemized deductions are tied to federal itemized

deductions as they existed for tax years beginning after December 31, 1977 plus and minus
certain state modifications. While the new changes will not become part of the state tax code,
they will create state-level compliance and complexity problems which should be addressed.
Similarly, changes in the federal personal exemption and standard deduction levels are not
automatically adopted for state income tax purposes. They do, however, raise certain com-
pliance and equity questions that must be addressed. (See later discussion.)

Source of the Estimates

The estimated impact of the Tax Reform Act on state revenues and individual taxpayers was
derived from the Individual Income Tax Simulation Model developed by the Department
of Revenue. The model consists of a random sample of 10,000 (about 1 percent) Kansas in-
come tax returns for 1983. The model includes all information on the Kansas Form 40, the
federal Form 1040, and the federal Schedule A - Itemized Deductions.

It is important to understand several features of the resulting estimates:

1. All items of income and expense have been inflated from 1983 to 1986 levels based on
the actual change in Adjusted Gross Income and expenses shown on 1984 and 1985 returns
and the consensus estimate of a 4.0 percent increase in personal income in 1986. The
resultant figures are a 17 percent increase in income and a 23 percent increase in expenses.

2. The model has not been adjusted to reflect behavioral changes that may be caused by
tax reform. That is, it assumes that activity and behavior for such items as realization
of capital gains or tax deferred savings will be the same as in 1983. Two modifications
for behavioral change are reviewed later in the report.

3. Certain items of change, such as restrictions on passive losses offsetting ordinary income
and changes in depreciation, cannot be modelled.

4. The estimates presented are annual, tax year or calendar year figures. Fiscal year figures
are contained in the report of the Consensus Revenue Estimating Group.

These assumptions and constraints, while necessary, are nevertheless significant and impor-
tant to the resulting estimated impacts. The reader is urged to exercise caution in using the
estimates contained in the report. They should be viewed principally as a range of expected
impact, rather than as a precise point estimate of expected revenues.

Revenue Impact

It is estimated that Kansas individual income tax liability will increase by approximately $124.0
million in tax year 1987 and $139.0 million in 1988 because of those features of the Tax Re-
form Act to which the State automatically conforms. This represents a 20-22 percent increase
over current law receipts. For 1987, the State increase exceeds somewhat the estimated feder-
al tax reduction. In 1988 and thereafter, however, there will be a net tax reduction for Kan-
sans. When the reduced federal tax rates are reflected fully in 1988, the estimated federal
tax reduction approaches $300 million annually. The breakdown for 1987 and 1988 is as follows:



Revenue Impact of the Tax Reform Act of 1986
All Kansas Taxpayers -- Tax Year 1987

State Federal Net
Married Resident $ 91.3 ($113.7) (522.4)
Single Resident $17.8 $ 5.2 $23.0
Total Residents $109.0 (3108.5) $ 0.5
Non-Residents $ 15.2 $ 5.1 $20.3
Grand Total $124.3 ($103.4) $20.9

Dollar Amounts in Millions.

Revenue Impact of the Tax Reform Act of 1986
All Kansas Taxpayers -- Tax Year 1988

State Federal Net
Married Resident $ 95.1 (8159.4) ($ 64.3)
Single Resident $ 253 ($ 84.3) ($ 59.0)
Total Residents $120.4 ($243.7) ($123.3)
Non-Residents $ 18.8 ($ 50.2) ($ 31.4)
Grand Total $139.2 (5293.9) ($154.7)

Dollar Amounts in Millions.

The above estimates are based on the earlier stated assumptions regarding change in income
and expenses since 1983. To establish a range of expected impact, simulations have been run
with no change in income and expenses since 1983 and with a 25 percent increase in income
and a 29 percent increase in expenses. Under the ‘‘no growth’’ simulation, the automatic
state revenue impact is $97.5 million in 1987 and $109 million in 1988. Under the higher growth
scenario, the resultant figures are about $134 million in 1987 and $150 million in 1988. Thus,
approximately 25-30 percent of the projected total increase in state liability is attributable
to the inflation of the income and expense items. Moreover, in the range of assumptions
used here, a 1.0 percent increase in income generates roughly a 1.5 pecent increase in liability.

Behavioral Changes

As stated, no behavioral changes have been incorporated in the income tax simulation mod-
el. Yet, it seems clear that taxpayers will change some habits in response to the major changes
in the Tax Reform Act. In particular, as the maximum tax rate on capital gains increases
from 20 percent to 28 percent in 1987, taxpayers should be expected to realize an increased
level of gains in 1986. Also, taxpayers have become accustomed to the tax savings from In-
dividual Retirement Arrangements (IRA). It seems reasonable that those who may no longer
make excludable contributions will seek to find other ways to shelter that income, such as
increased contributions to deferred compensation plans.

The Department of Revenue therefore has modified the estimates presented above to reflect
a reduced rate of capital gains realization in 1987 and 1988 and to reflect some sheltering
of income by taxpayers no longer eligible for IRA’s. The estimate has been reduced by roughly
$15 million to reflect an assumed 25 percent reduction in the capital gains realization rate



and by about $5 million to reflect an assumption that one-third of the funds previously deposit-
ed to IRA’s will be otherwise sheltered. Therefore, the Department’s official estimates are
increases of $105 million in 1987 and $125 million in 1988.

These reductions for behavioral change have not been reflected in the individual taxpayer
data displayed below because the effects of them cannot be divided accurately among in-
come groups. Still the data on the distribution of the impact among income groups is in-
structive and important to those policymakers concerned with the state response to federal
tax reform.

Distribution Across Income Groups

The increased Tax Year 1988 state liability for all resident taxpayers breaks down across Ad-
justed Gross Income groups as shown below. In the table, AGI groups are defined on the
basis of pre-reform AG], i.e., taxpayers are assigned to the income group in which they were
prior to implementation of any reform measures which may change the AGI group in which
they fall. In other words, the data below can be used to answer the question of what is the
impact of the federal tax reform on the state income tax liability of the average taxpayer
in any given income group.

Distribution of Additional Income Tax Liability by Income Group
All Resident Taxpayers -- Tax Year 1988

Adjusted Gross Number of Increased Percent of
Income Group Taxpayers Liability Total
No KAGI 18,737 $ 365.9 0.3%
$0-5,000 123,684 $  660.2 0.5%
$5-15,000 245,368 $ 4,663.0 3.9%
$15-25,000 186,421 $ 10,201.2 8.5%
$25-35,000 144,737 $ 14,248.8 11.8%
$35-50,000 135,579 $ 28,736.0 23.9%
$50-100,000 70,105 $ 32,071.2 26.6%
Over $100,000 9,684 $ 29,469.0 24.5%
TOTAL 934,315 $120,415.3 100.0%

Dollar Amounts in Thousands.

As shown, the increases are concentrated at the middle and upper income levels with about
75 percent ($100 million) of the increase falling on those taxpayers who, prior to reform,
had $35,000 or greater Adjusted Gross Income. Each of the three income groups over $35,000
AGI assumes about one-fourth of the total increase. The concentration among upper in-
come groups is to be expected given that those features of the reform increasing federal Ad-
justed Gross Income are more common among these groups. Those taxpayers with greater
than $35,000 AGI currently constitute about 23 percent of all resident taxpayers, and they
pay about 60 percent of the current law liability.

These increases are sizeable relative to current law liability as shown below. Again, the data
are for 1988 for resident taxpayers, and taxpayers are considered as being in the AGI group
in which they were prior to reform.



Average Income Tax Increase by Income Group
All Resident Taxpayers -- Tax Year 1988

Adjusted Gross Current New Dollar Percent
Income Group Avg. Liability Avg. Liability Change Change
No KAGI $ 0.00 $ 19.53 $ 19.53 - -
$0-5,000 $  7.97 $ 13.31 $ 5.34 67.0%
$5-15,000 $ 141.09 $ 160.09 $ 19.00 13.5%
$15-25,000 $ 425.03 $ 479.75 $ 54.72 12.9%
$25-35,000 $ 710.25 $ 808.69 $ 98.44 13.9%
$35-50,000 $1,037.26 $1,249.21 $ 211.95 20.4%
$50-100,000 $1,755.15 $2,212.62 $ 457.47 26.1%
Over $100,000 $6,873.45 $9,916.45 $3,043.00 44.3%
TOTAL $ 586.39 $ 715.28 $ 128.88 22.0%

The increases in average tax liability show marked differences among income groups. Those
below $35,000 AGI are relatively uniform at about 12-14 percent increase which reflects that
their state liability is affected primarily by the federal tax reduction, rather than changes
in the Reform Act. For those with pre-reform AGI in excess of $35,000 the relative change
in average liability increases as income increases. This is indicative of the greater use of prior
law tax preferences among these taxpayers. The automatic state tax increases under current
law run from 20 percent, or just under $20 monthly, for the average $35-50,000 AGI taxpay-
er to 44 percent, or $250 monthly, for those with an AGI in excess of $100,000.

The data (67% increase) for those with less than $5,000 AGI require explanation. They are
heavily influenced by a relativqu few taxpayers who had large amounts of previously sheltered

income that will now be subject to tax. A person with $5,000 of previously taxed income
would not experience such an increase.

Federal tax reform will also affect the distribution of the Kansas income tax burden among
income groups because of the magnitude of the impact and its distribution among income
groups. The table below presents the distribution of the burden currently and with the ef-
fects of reform along with the distribution of taxpayers among Adjusted Gross Income groups
on the same basis. The data are for all resident taxpayers for tax year 1988.

Distribution of Taxpayers and Income Tax Burden
By Income Group
All Resident Taxpayers -- Tax Year 1988

TAXPAYERS TAX BURDEN

Adjusted Gross

Income Group Current Reform Current Reform
No. KAGI 2.0% 1.7% 0.0% 0.1%
$0-5,000 13.2% 12.2% 0.2% 0.2%
$5-15,000 26.3% 25.5% 6.3% 5.9%
$15-25,000 20.0% 19.9% 14.5% 13.4%
$25-35,000 15.5% 15.5% 18.8% 17.5%
$35-50,000 14.5% 14.4% 25.7% 25.3%
$50-100,000 7.5% 9.5% 22.5% 23.2%
Over $100,000 1.0% 1.3% 12.1% 14.4%
TOTAL 100.0% 100.0% 100.0% 100.0%



A further breakdown of the impact of the Tax Reform Act on the state income tax liability
by AGI group for both tax years 1987 and 1988 is presented in Appendix A of this report.

Itemized Deductions

The Tax Reform Act also makes significant changes in the itemized deductions allowed tax-
payers. These include repeal of the deduction for state and local sales taxes, phase-out of
the deduction for non-mortgage interest payments, further limits on medical expense deduc-
tions, conversion of the moving expense and unreimbursed business expense adjustments to
itemized deductions, and limits on miscellaneous deductions and unreimbursed business ex-
penses.

These changes do not flow through automatically to the Kansas tax because it is tied to fed-
eral itemized deductions as of a specific date (December 31, 1977.) However, 1f the Kansas
reference date for conformity is not updated from 1977 to the new law, significant compli-
ance tools will be lost and figuring Kansas itemized deductions will become more complex.
Kansas already non-conforms to federal deductions on the gas tax, casualty losses and polit-
ical contributions because we have not updated from 1977 to 1981. Failure to update would
introduce at least five new non-conforming items. A list of areas in which Kansas law will
non-conform to federal itemized deductions unless current law is changed is presented in
Appendix B.

The data below present the estimated fiscal impact that would result from varying degrees
of conformity with federal itemized deductions. The options include: (a) conforming to all
federal itemized deductions but still allowing the current Kansas medical expense deduction
and the deduction for social security and employment-related taxes and (b) conforming to
the federal medical expense deduction and repealing the deduction for social security and
employment-related taxes.

Revenue Impact of Conforming to Federal Itemized Deductions
As Contained in the Tax Reform Act of 1986
All Taxpayers

1987 1988

Conform to all but Medical
and Employment Taxes $ 29.1 $ 38.9
Full Conformity $103.8 $114.4

Dollar Amounts in Millions.

The distribution of this additional liability is similar to that of the increased burden arising
from the automatic conformity. The $25,000 to $35,000 income group, however, assumes
a somewhat larger proportion, while those over $100,000 AGI assume proportionately less.
This reflects the relative importance of itemized deductions among income groups.

As with the changes to Adjusted Gross Income, it is reasonable to expect that taxpayers
will to some degree adjust their behavior to the changes in itemized deductions. In particu-
lar, it appears that ‘‘equity’’ or ‘‘second’’ mortgages will be available to allow customers
to shift some portion of their debt to loans on which the interest payments will remain deduct-
ible. The Department of Revenue has accordingly reduced its estimate of the effects of con-
forming to itemized deductions (from those shown above) by about $6 million in 1987 and
$10 million in 1988.



Related Policy Issues

Interstate Tax Competition. Federal tax reform is likely to intensify the tax competition among
states. Put another way, it will increase the degree to which interstate differences in tax levels
are noticed by taxpayers. Under prior federal rates, upper income taxpayers could offset up
to 50 percent of their state and local liability against their federal tax. As the maximum mar-
ginal federal rate drops to 28 percent, the value of the state and local tax deduction will drop
correspondingly. The state should therefore consider using the opportunity offered by the
expanded tax base to reduce its tax rates to the degree possible consistent with other policy
objectives and with other issues raised by the federal reform.

Tax Equity. Kansas will also need to assess the effect of the federal reform on low income
households. At the federal level, the ‘‘tax free’’ threshold (combination of standard deduc-
tion and personal exemptions) for a family of four will rise to $12,800 by 1988. This is ex-
pected to remove about 6 million taxpayers from the rolls. The same figure is $6,800 under
current Kansas law. The result is that without changes in state law, many taxpayers will owe
a state liability, but no federal tax. Given the regressivity of other state and local taxes, con-
sideration should be given to raising the income tax thresholds. Further, since the starting
point for state taxes is federal adjusted gross income, the state will lose some compliance
tools, and taxpayers will have to complete federal returns on which no tax is owed.

Double Personal Exemptions. Kansas currently conforms to the number of personal exemp-
tions allowed at the federal level. Under prior federal law, each blind, disabled and elderly
taxpayer was accorded two personal exemptions. Under the Tax Reform Act, the double per-
sonal exemption is repealed, but the blind, disabled and elderly are accorded higher stan-
dard deductions and the personal exemption is increased for all taxpayers. Under current
Kansas law, these changes will not be adopted automatically. Blind, elderly and disabled tax-
payers will lose their second personal exemption and be disadvantaged compared to their
current position.

Standard Deduction Filers. State law does not allow a taxpayer to itemize deductions on
the state return unless the taxpayer also itemizes on the federal return. With the greater res-
trictions on federal itemized deductions, fewer taxpayers will be able to avail themselves of
this opportunity. They will be compensated, at least partially, on the federal level by a higher
standard deduction. This will not be the case at the state level unless the state standard deduc-
tion is increased. Currently about 39 percent of the taxpayers itemize deductions; this propor-
tion will decline to an estimated 31.5 percent, a reduction of roughly 70,000 taxpayers, by
1988. This group will also be disadvantaged compared to their current position.

Conclusion

The Tax Reform Act of 1986 will have a significant impact on the Kansas individual income
tax. Not only does it substantially increase state income tax revenues under current law, but
it presents the State with several significant tax policy issues which must be addressed. As
such, it presents state policymakers with the opportunity and challenge to accomplish a major
reform of the state income tax code.
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SIMULATION MG, 6173: TAX REFORM ACY GF 1966

TAX YEAR 1988 Kansas Department OF Revenue
Imdividual Income Tax In Tax Year 1986
Resident Taxoayers

ispact By Bracked

TAY REFORM ACT C- 1986

parrieg Sinale Toval Resigerts
follar Cnange Dollar Doliar Cnange Dollar Doilar Cnange Dollar

h:N- %o, OF Percent in Cnange Effective ho. OF Percent in Change Effective ho. Of Percent In Change Effective

Brachet Returns Increase Liapility Per Return Rate Returns  Increase L1aoiliey Per Return Rate Returns  Increase Liaoility Jg» Resurn Rate
ko KRG 1L 11,863 8. 6% $8.89 $8.83 8.6% 5.78% 8.8 6. 68 53,83 2, 0% 17,833 2.8% $8. 89 52, 38 8.81
$8 45,008 14,947 1,92 $284. 08 $2.81 8.8 184, 165 5.7% §35,812. 24 $8.33 8.3% 119,832 3.7 $95, 816.33 8. 47 3.3%
$5,880 $15,899 73,8495 42 9285, 793,92 $3.87 8.9% 166,421 4,51 $1,261,897. % §7.38 1.8% 248, 316 4,98 $1,946,893. 88 6. 44 1.5%
$13, 000 $25,868 98,842 1, 8% $683,118.28 6,18 1.7 85,198 7.6% $3,467, 002,84 648,71 2.6% 184,880 S.1% $4, 878, 112,24 $22.12 2.3%
$29,00% 935,888 185,947 3.6 $3, 353,948, 98 §33.32 2.2x 34,421 4,54 51,428,963, 37 $41.28 3.3% 141,368 %, 8% $4,984,917.35 $33.20 2.5%
$33,86% 958,888 118,882 9.3% $11,70:,984.69 $98. 47 2.7% 15,283 21, 3% $3,813, 148,98 5249, 83 3.5 134,185 1nEs $15.315,133.87 $115.6% 2,81
- $34, 680 $16%, 083 78,842 430 $47,285,283.95 $598. T3 315 B, 347 23, 3% $4, 251,876, 33 $61:. 98 &, 2% 85,78% 61,80 $51,436,279.5% $399. 82 3.2
=) 5189, 083 Over 18,347 58,52 $31,747,954.08  $2,908. 83 L% 1,684 £3.8%  §11,838,183.27 $6, 553, 91 S.e% 12,63 546.3%  $42,786,117.33 $3,387.23 [
Total 514,526  24.0% $93, 188, 261. 82 $184. 85 7% 419,789 16,71 $25,387,868. 33 468,29 2.9 934,316 22,01 $i2@, 415,278, 41 $128.88 2.8%

Fiscal Ispact: $95,188,201. 82 $235, 387, 859,33 $:28,415,270. 41

All Taxpayers: 5133, 181, 369. 38 non-Resioent : $16, 766, 898. 56
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SIRULATION KO, 6173:

TAX AEFORM ACT OF 1985 Kansas Decartment Of Revenue

ingividual Incowe Tax In Tax Year 1986

TAX YEAR 1988 Rasigent Taxpayers
Current Law
Harried Single Jotal Resigents
LA6 I Mo, Of Percent Percent cffective No. OF percent Percent gffective No. OF Percent Percent Effective
Bracket Returns 0F XASI ciapility 0f Total Rate Reburns 0f KASI L1apility Of Total Rate Returns Of #AGI Liapility Of Total Rate
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$50, 828 108, 082 64,211 26,83 $108,511.577.53 13, 8% 2.8% 35,895 £.5%  $.4,533,495.10 2. 7% 4,8% 78,185 19,58 $123,845,032.63 2.5 2.9
$109,008 Dver 8,318 9.5% $33,398, 889,18 9.7% 3.4% 1,368 5.8%  $13,165, 155,18 2. 4% 3.9% 3,684 8.6%  $66,563,5%64.29 121 3.5%
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Kansas Degartment 0T fevence
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TRX REFOR® ACT O 1386
Harrieo Singie “oral Resicents
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Appendix B

Areas of Non-Conformity Between
State and Federal Itemized Deductions

After the Tax Reform Act of 1986

Medical and Dental Expenses - Kansas allows all unreimbursed expenses in excess of
$50 while the federal deduction allows only unreimbursed expenses in excess of 7.5%
of AGL.

Social Security and Related Employment Taxes - Allowed as a deduction at the state
level, but not at federal.

Solar Energy Amortization - More generous provisions allowed at the state level. To
our knowledge has never been used.

Contributions to Segregated Schools - No longer necessary as federal law now inter-
preted to coincide with state law.

Casualty Losses - Non-conformed since 1983. State allows all unreimbursed losses in
excess of $100 per occurrence. Federal is limited to losses in excess of 10% of AGI.

Charitable contributiouns - Our rate for mileage is 7 cents per mile which was the federal
rate in 1977. Current federal rate is 12 cents. Also, TRA imposed additional limits on
travel which can be included as charitable.

State and Local Gas Taxes - Still allowed as state itemized deduction. Repealed at the
federal level in 1979.

Political Contributions - State allows deduction of $100/200. At the federal level, it was
converted to a credit in 1979 and with TRA, the credit will be repealed.

Work of Art Contribution - Special excess deduction allowed at the state level. Never
been utilized.

State and Local Sales Taxes - Federal deduction repealed in TRA. If continued at the
state level, we should maintain deduction tables for all states to accommodate part-year
residents which would involve considerable research time to keep current. Also, local
option considerations make the non-conformity more cumbersome.

Non-mortgage interest - TRA phases out the deduction for non-mortgage interest from
1987 - 1991 with exceptions of home equity loans for educational and medical purposes.
State law would still allow full deduction.

Moving Expenses - TRA makes moving expenses a miscellaneous itemized deduction
not subject to the 2% of AGI floor. It is currently an allowable adjustment to gross
income. At the state level, therefore, taxpayers would lose the adjustment to income but
not have the itemized deduction available to them.

Employee Business Expenses - Those currently taken as an adjustment to income on
the front of the 1040 are converted to a miscellaneous itemized deduction subject to
the 2% of AGI floor. These would be lost to Kansas taxpayers at the state level.

Other Miscellaneous Deductions - Are allowed only to the extent they exceed 2% of

AGI. Would be allowed fully at the state level. Taxpayers would be required to both de-
lete some from the federal total and add back greater amounts of others.
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JOHN CARLIN
GOVERNOR OF KANSAS

Michael Swenson, Press Secretary The Statehouse, Topeka 66612 (913)296-2716

FOR IMMEDIATE RELEASE: January 8, 1987

. . B N N —_\
Governor John Carlin today 1ssued(EEEEg£ive Order Number 87-91

directing the Kansas Secretary of Revenue to impléheht procedures
excluding foreign dividends and gross ups from the state corporate tax
base. The purpose of this executive order is to create a more favorable
busineés climate for investors considering a Kansas location and those
companies currently doing business in Kansas.

The order also issues a clear definition of those factors that will
be used as an assessment for the issuance of any combined or unitary
assessment for reporting corporate income tax. The bbmbined method will
be enforced only in situations wheré corporate functions are integrated
on an operational level, such as transfers between the corporation of
items, such as products, services, technical information, marketing
information, purchasing and intangibles, in a manner that substantially
affects the manufacture, distribution, production, extraction or sale of
their products or services. Management oversight, supervision or control
does not constitute functional integration at the operational level and
shall not be used as the basis for the issuance of any combined or
unitary assessment.

For both domestic and international corporations, these two measures
should continue to increase the pro-business image of Kansas and make the
state more competitive in attracting new investment.

For more information, contact Kansas Secretary of Revenue Harley

Duncan at 296-3041.

== ,
'~ House Tax Com. —-— Attachment 2 o
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OFFICE OF THE GOVERNOR
State Capitol
Topeka 66612-1590

Tohn Carlin Governar

EXECUTIVE ORDER NO. 87-91

CCNCERNING STATE DETERMINATION
OF UNITARY TAXATION

Executive Department
State Heouse
Tcpeka, Kansas

WHEREAS, many states have instituted the requirement of combined reporting
for corporations which have a unitary relationship; and

WHEREAS, a definitive determination and policy by the State of Kansas as
to the criteria for unity will provide guidance to corporate taxpayers, aid
them in their business decisions with regard to locating facilities in Kansas,
and be beneficial to the continued economic growth and prosperity of both
Kansas businesses and its citizens; and

WHEREAS, the question of including foreign dividends and gross-ups as
defined in Section 78 of the Internal Revenue Code of 1954, as amended, in the
state corporate tax base has been litigated by several states with those de-
cisions resulting iﬁ no clear statement regarding the continued propriety of

taxing such dividends and gross-up by the states.

NOW THEREFORE, in order to promote and encourage econcmic development in




John Carlin
Executive Order No., 87-91
Page Two

Kansas yet not comprcmise the authority of the Secretary of Revenue to enforce
Kansas tax statutes and pursuant to the authority vested in me as Governor and
chief executive of the State of Kansas, effective for all taxable years begin-
ning after December 31, 1986 I hereby order and direct that any interpretation
of K.S.A. 79-32,141, or any other related statutes requiring the combined
method of reporting corporate income tax, be enforced only in situations where
there is, between the members of the corporate group, functional integration
at their cperational level, such as transfers between or pooling among the
corporation of items such as products, services, technical informaticn, mar-
keting infermaticn, purchasing and intangibles (patents, copyrights, formulas,
processes, trade secrets) in a manmner that substantially affects the manufac-
ture, distribution, procduction, extraction, or sale of their products or
services. Management oversight, supervision, cr control deces not cecnstitute
functional integration at the operational level and shall not, without more,

be used as the basis for the issuance of any combimed or unitary assessment.

FURTHER, in order to furtﬁer promote and encourage economic develepment in
Kansas and eliminate any confusion regarding the proper treatment of foreign
dividends and gross-ups as defined in Section 78 of the Internal Revenue Code
of 1954, as amended, for state tax purposes, effective for all taxable years
beginning after December 31, 1986 I hereby order and direct the Secretary of
Revenue to implement procedures necessary to exclude from the state corporate
tax base all foreign dividends and gross-ups as defined in Section 78 of the

Internal Revenue Coce of 1954, as amended.



John Carlin

Executive Order No. 87-91
Page Three

This document shall be filed with the Secretary of State as Executive

Order No. 87-91 and shall become effective immediately.

THE GOVERNCOR'S OFFICE - / /7 \ *
By the Governor /é{/4
#N/4. -

January 8, 1987 /i)(ﬁ 66’7/7 /é%/ /ZfiiZ{gl/f/

Secretary of State

“FTEET Gt Lo

Assistant Secretary of State
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THE RESEARCH AND DEVELOPMENT TAX-CREDIT

Legal Structure

Status. Although the research and development tax-credit will not be
in effect until FY 1988, it is important to clarify how the Act applies to a
number of particular situations. When the Research and Development Tax Credit
Bi1l was being developed in the spring of 1986, the focus was on research and
development investments by large corporations. There is, however, another im-
portant use for the tax-credit in terms of the Kansas economy. It pertains

research and development investments by small firms and venture capital part-
nerships.

Recommendations The Commission recommends the following changes:

1. When a taxpayer invests in a R&D partnership which does not expend all
the funds in the year of investment, the credit should be prorated
based upon the taxpayer's share of the funds actually expended by the
partnership during the taxable year.

2. When a taxpayer disposes of an interest in a partnership prior to
expenditure of the funds by the partnership, the credit should be
received by the partner holding the interest in the partnership at the
time the funds are expended.

VENTURE CAPITAL CREDIT -- TECHNICAL

Expenditure of Funds Triggers Credit. The Commission recommends that
an investor who borrows funds to purchase stock in a Kansas venture capital
company be entitled to a tax credit on the full investment amount. The lender
and borrower should be free to work out the details of the repayment agreement
of the loan among themselves. The venture capital company should assign the
full amount of the investment to the individual investor to the Secretary of
the Department of Commerce.

Recapture. The Commission recommends that, absent decertification, if
a taxpayer disposes of a portion of the investment, no portion of the credit
would be recaptured. Only in case of decertification would the tax credit be
recaptured. In that case, the original investor who benefited from the tax
credit should be responsible for repayment.

House Tax Com. —-— Attachment 3 o

1-14-87



The Tax Credit and Kansas Venture Capital, Inc.

Need and Mission

Status. The Kansas Statewide Risk Capital Act (1986 S.B. 756), is
designed to address inefficiencies within Kansas' risk capital markets and
seeks to meet a range of financing needs -- from seed to venture to mezzanine
capital. The Kansas Statewide Risk Capital Act recognizes Kansas Venture
Capital, Inc. to address these needs. KVCI's average return on investments
will be lower than that of private venture capital companies -- around 15 per-
cent, based on the experience of successful risk-capital mechanisms such as the
Massachusetts Business Development Corporation (MBDC), the Massachusetts
Capital Resource Company (MCRC), and others.

Recommendation. Separate, unambiguous guidelines should be established
to govern the tax credits for investment in KVCI. Current law establishes
certification guidelines for Kansas venture capital companies which are not
fully appropriate for KVCI. While some of those guidelines are universal
targeting mechanisms; others are regulatory measures specifically designed for
organizations which only structure equity investments,

Tools and Sources of Funds

Status. Guidelines for KVCI investments in current law are ambiguous,
and are not fully explicit in terms of KVCI's risk capital investments,
function or SBIC status.

Recommendations for KYCI. The Commission recommends that:

1. KVCI's investments be made solely in-state.

2. KVCI's investments be required to be structured as equity or as
unsecured subordinated debt with warrants convertible to equity.

3. A1l of the $1.5 million already invested in KVCI that is reinvested
should be <classified as new investments eligible for the tax credit
and credited towards the $10 million requirement.

4, The state invest in KVCI preferred stock only after the full $10
million has been raised.

5. The ceiling of $10 million investment eligible for the tax credit
remain unchanged for FY 1987. The Task Force recognizes that if there
is an oversubscription on the original $10 million, it should be
honored. After FY 1987, and after the initial $10 million has been
raised, the ceiling is subject to review and should be negotiable upon
availability of additional, unused tax credit.

6. While KVCI's investment standards are of a higher order that those set
by SBIC regulations, they must not jeopardize KVCI's SBIC license. In
case of an apparent conflict between SBIC gquidelines and KVCI's
statute, the Secretary of the Kansas Department of Commerce should be



given authority to interpret KVCI's statute 1in ways which do not
jeopardize the SBIC license at the same time that the Legislative
intent of S.B. 756 is maintained.

Any firm located within Kansas should qualify as a "Kansas business"
under the tax credit bill, regardless of the owner's residence.

Recommendation for Private Venture Capital Companies. The Commission

recommends retaining the 60-40 provision for private Kansas venture
capital companies in order to maximize the number of venture capital
investments within the state. The Commission's recommendation is backed
by four compelling reasons:

1.

The provision will allow Kansas venture capital companies to import
more capital into the state by forming joint-ventures with leading
national and international venture capitalists.

Natural market areas extend beyond political boundaries. Economic
activity in Kansas City, Missouri, is intertwined with economic
activity in many Kansas cities and towns. Similarly, the natural
economic market of St. Francis spills over the Nebraska and Colorado
borders. Investments in Kansas City, Missouri start-ups are as likely
to benefit Kansans as they are to benefit Missouri residents,

The entire history and nature of the venture capital industry does not
allow capital to stray more than 200 miles from its source of origin.

The private venture capital industry in Kansas will be much more
successful if it can spread risk to ensure its return., The rule that
investors cling most avidly to is "don't put all your eggs in one
basket." In order to secure reasonable rates of return at reasonable
levels of risk for investors, venture capital companies need to
diversify their portfolios. The 60-40 provision allows them to do so.
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TAXATION

TAXATION AND TAX STRUCTURE IN KANSAS

After hearing testimony from a variety of businesses and business-
location conferees, the Capital Markets and Taxation Task Force concluded that
Kansas' tax structure and tax incentives should be viewed as an integral part
of any successful economic development program. The Commission concurs with
this conclusion. The ability of the state to appear competitive in its tax
structure can send an important signal to outside firms and affect expansion
plans of current Kansas businesses. Despite hearing testimony that most tax
incentives are not cost-effective, the Task Force believes that Kansas should

take steps to remove burdensome tax features and assure that the tax structure
remains regionally competitive.

Some corporations recently have chosen not to locate in Kansas after
analyzing the tax structure of bordering states. The Commission believes that
this problem has arisen in part because of several features of Kansas'
corporation income tax that make the effective rate significantly higher than

any of its neighbors' effective rates, especially for large and very profit-"
able corporations.

-- Kansas' 6.75 percent rate for all corporations with KAGI of
$25,000 or more does not compare favorably with the 5 percent
across-the-board rate in Missouri, Oklahoma, and Colorado.

-- Of the 43 states with corporation income taxes, Kansas is one of
37 states that does not allow federal taxes paid as a deduction.
Missouri is one of six states with corporation income taxes
that does allow that deduction. This deduction 1lowers
Missouri's effective rate under current law to 2.7 percent.

-- Kansas and all of its neighboring states have adopted UDITPA,
the Uniform Division of Income for Taxation Purposes Act. Three
factors -- sales, payroll, and property -- are equally weighted
when apportioning the amount of a corporation's income attrib-
uted to Kansas. Missouri, however, ‘allows corporations the op-
tion of computing 1iability either under UDITPA or under a
single-factor (sales) formula.

These distinctions in the states' corporation income taxes have com-
bined to lead some publicly-held corporations, unable to justify payment of
Kansas taxes, to locate in neighboring states, especially Missouri.

Another area in which Kansas compares unfavorably is that it charges
sales tax on manufacturing machinery and equipment. Such equipment has been
subject to a refund of the sales tax when located within an enterprise zone.
However, the value of the refund was diminished by the time lag between ini-
tial payment of the tax and receipt of the refund. Occasionally, this delay
has proven to be a burden for some corporations. Beginning January 1, 1987,

(i GBSl SR R S SRR )
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:uch equipment installed within an enterprise zone will be exempt from sales
axes.,

Table 2, below, compares some tax features of Kansas and neighboring
states with respect to the characteristics mentioned above,

TABLE 2

Selected Tax Features for Kansas
and Neighboring States

Kansas  Missouri Oklahoma Colorado Nebraska

Corporation Income Tax

Rates -- Maximum 6.75% 5.00% 5.00% 5.00% 6.65%
Rates -- Minimum 4.50% 5.00% 5.00% 5.00% 4.75%
Fed. Tax Deductible No Yesl No No No
UDITPA Yes No2 Yes Yes Yes
Credits --

Job. Exp. Yes Yes No No No

Investment Yes Yes Yes No No
Relative Collections3 $65.17 $31.93 $31.66 $ 31.46 $ 30.49

Sales and Use Taxes

Rate 4.000% 4,225% 3.250% 3.000% 3.500%
Local Taxes Yes Yes Yes Yes Yes
Exemptions --
Manufacturing Mach. No Yes Yes Yes No
Enterprise Zones Yes No Yes No No
Notes:

1) This deduction lowers Missouri's effective rate under current law to 2.7
percent.

2) Missouri, although it has adopted UDITPA, allows the option of using only
the sales factor.

3) FY 1985 collections per capita.

Source: Commerce Clearing House, State Tax Guide, 2d. Ed.

In order to make Kansas more competitive with surrounding states, the
Commission believes that it is essential that all tax incentives be as cost-
effective as possible for the state and local governments. The Commission,
therefore, makes the following recommendations to the 1987 Legislature:



-- Extend the sales and use tax exemption for manufacturing machin-
éry and equipment to the entire state. The exemption Currently
exists only within enterprise zones. The Department of Revenue
has estimated that this would cause a $12-18 million reduction
in State General Fund receipts. The Commission recommends that
the exemption be funded in part by repealing the enterprise
zones' enhancement of job expansion and investment Credits, de-
termined to be not cost effective by Task Force consultant,
Charles Krider, The Department has estimated that receipts
would increase by $2-3 million in response to such legislation.
Thus, the combined cost of the two elements of this recommenda-
tion would be $9-16 million.

-- The Commission believes that Missouri's allowing the single-
factor apportionment option presents a serious problem for
Kansas and that jobs have been lost because of it. While Kansas
should not immediately abandon UDITPA, the Department of Revenue
should study the business-location situation along the Kansas-
Missouri border and make recommendations to the Legislature
about how Kansas can respond.

-- The Legislature should consider appropriate reductions in corpo-
ration income tax rates to make Kansas more competitive with
neighboring states.

The Task Force also studied a number of other proposed tax changes
that could enhance economic development in Kansas, including exempting the 1in-
terest from general obligation bonds from the state income tax, adopting a
single-factor apportionment option, and restoring corporate federal
deductibility. However, given the realities of the state's fiscal situation,
the Commission is not recommending these changes at this time.

The Commission wishes to place the highest priority possible on
extension of the sales and use tax exemption for manufacturing machinery and
equipment to the entire state. The Commission believes that this change would
significantly improve the perception of the Kansas business climate. Economic
activity would increase as a result of more manufacturing activity in Kansas.
It is therefore imperative, particularly given the current economic situation,
that this economic development initiative be enacted.

Adoption of these recommendations is also needed to stop an apparent
trend of corporations choosing to locate elsewhere. A more competitive tax
structure, coupled with an aggressive marketing strategy by the Department of
Commerce to convince outside firms of the numerous advantages of locating in
Kansas, can reverse the trend and serve as a crucial tool in Kansas' economic
development strategy.





