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Date
MINUTES OF THE HOUSE TAXATION COMMITTEE

The meeting was called to order by Chairman Kenny Wilk at 9:00 A.M. on February 35,2008 in Room
519-S of the Capitol.

All members were present.

Committee staff present:
Chris Courtwright, Legislative Research Department
Gordon Self, Office of Revisor of Statutes
Ryan Hoffman, Legislative Research Department
Scott Wells, Office of Revisor of Statutes
Rose Marie Glatt, Committee Secretary

Conferees appearing before the committee:
Secretary Kerr, Kansas Department of Commerce (KDOC)
Dr. Art Hall, Executive Director, Center for Applied Economics, KU School of Business

Tt was noted that minutes from the January 23. 24 and 25. 2008 meetings were sent electronically to
the Committee on January 28 and, by consensus. approved on February 5. 2008.

The following bill introductions were requested.

Representative Whitham requested a bill be introduced that would provide standardization for the
granting of sales and use taxes. Representative Carlson seconded. The motion carried.

Representative Wilk made a motion to introduce a bill which would treat commercial trucks the same
for M & E exemptions as the rest of business machinery and equipment. Representative Carlson seconded.
The motion carried.

On behalf of Representative Goyle. the Chairman requested a bill introduction changing the social
security exemption from $50.000 for household to an individual. Representative Carlson seconded. The
motion carried.

The Chairman called attention to a copy of an article “Growth and taxes - Outmoded tax systems are
undercutting the economic future of the states,” published in “Governing - January 2008.” He urged members
to read the article as it is relevant to what is happening in Kansas today (Attachment 1).

The Chairman invited Secretary Kerr to the podium for a review of his proposal for the 2008 IMPACT
program. On January 31, 2008, Secretary Wagnon distributed information and reviewed details on the
program. In response to questions regarding the criteria used for selection of applicants, he stated that the
guidelines have not been finalized; however, he provided an outline from which they are working. Applicants
would have a period of time to submit applications up until the end of October. All applications would be
processed within thirty days and would be notified by November 1, 2008. They would have thirty days in
which to accept or reject the cash refunds. That would allow the state time to reallocate any unused funds to

other applicants. The Committee requested that Secretary Kerr provide copies of the criteria as they are
finalized.

Secretary Kerr distributed a memorandum, from the Kansas Department of Revenue, on the Benefits
and Requirements on Tax Incentive programs, current and proposed, that included (HPIP), Enterprise Zone
Program. Business & Jobs Program, SB 497 and the Differences (proposed vs. existing) Also distributed was
a spreadsheet, from the Kansas Department of Commerce, with data on Investment Projects tied to HPIP

qualification. The chart represented FY 05-08 and listed the number and average cost of projects (Attachment
2)

Discussion followed regarding:
1. Difference in salaries between rural and metropolitan areas
2. Constitutional merit of the program

3. Timing of refund mechanism for businesses before they make an investment

Unless specifically noted, the individual remarks recorded herein have not been transcribed verbatim. Individual remarks as reported herein have not been submitted to
the individuals appearing before the committee for editing or corrections. Page 1
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4. Fiscal note on tax credit program
5. Factors that determine the percentage of refunds a company will receive
In response to Committee’s requests the following information was distributed (Attachment 3) :
1. Kiowa county Business Restoration Assistance Program, with application
2. Southeast Kansas Business Restoration Assistance Program, with application
3. NAICS included in proposed legislation

At the request of several committee members, Secretary Kerr distributed a map “Kansas-Core based
Statistical Areas and Counties, referred to in SB 497. The map reflects the opportunity zones (rural areas that
are economically disadvantages) (Attachment 4.)

The Chairman requested that the following issues regarding the Corporate Tax Structure be brought
to the table in order for members to review all proposals, determine what they want to accomplish and how
much they want to spend before they move into policy. He stated there are four major components. They are:

1. IMPACT

2. Tax Credit program (SB 497)

3. R & D sales tax exemption (HB 2739)

4. Corporate tax issues regarding business verses non-business (Interim Bill.)

The Chairman reviewed bills from last year, i.e., Corporate tax rate, Expensing (HB 2751), Unitary,
etc.

Dr. Art Hall briefed the committee on the various components of “Implementation of Expensing in
Kansas,” a primer on the expensing proposal in the Kansas. Inc. Strategic Plan (Attachment 5.) He stated the
tax policy matter is decades old; however, the current conversation comes from Kansas, Inc.’s Strategic Plan.
All through the development stages, the theme “every business matters” was emphasized. He provided data
on the number of businesses, large and small, located in Kansas. Key points of his presentation included:

1. Overarching goals of the program
. Explanation of “expensing”
. What is the Kansas, Inc. Proposal

. How expensing compares with investment tax credits
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5. A taxpayer perspective
6. Kansas, Inc’s solution for implementing expensing

7. What is the fiscal note for the Kansas, Inc. Expensing proposal
8. Methodological points related to the fiscal note calculations

The overarching goal for expensing and all the tax credits proposed have the same policy goal, fo
increase the expected rate of return on investment, which in turn will attract private investors. Discussion
followed on details of the proposal.

A memorandum regarding a Bill Summary corresponding to the Kansas, Inc., “Proposal for Universal
Expensing of Capital Investment” as endorsed by the Joint Committee on Economic Development and an
information brochure on “The Center for Applied Economics” (Attachment 6) were distributed.

The meeting adjourned at 10:30 A.M. The next meeting is February 6, 2008.

Unless specifically noted, the individual remarks recorded herein have not been transeribed verbatim. Individual remarks as reported herein have not been submitted to
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Taxes in the 21st Century

FOR 15 YEARS, Russell B. Long of Louisiana, the
son of Huey, chaired the tax-writing Finance
Committee in the U.S. Senate, a job he was
uniquely qualified to handle. Long knew tax pol-
icy inside out, and it was he who famously said
that what tax reform really means is, “Don't tax
you, don'ttax me. Tax that fellow behind the tree.”
Indeed, for individuals, industries, profes-
sions and everyone in between, thereisalmostno_

area of public policy where the disﬁnctiorl_lg_e-

tween winners and losers is so keenly felt and
strongly articulated as tax policy. One group’s re-
“form is another’s burden.

That's why we decided to time our cover
story on state tax policy for January, when most
legislatures are reconvening. There has been a
lot of activity in the tax area in recent months at
both the state and local level, and more is likely.
So we thought it was a good time to take a hard
look at how tax policy can either help or hinder
states’ economies.

We've concluded that the existing tax sys-
tems in most states are outdated. But that's
where this report really starts. We move on from
there to examine what changes in tax policy are
likely to improve economic vitality in various
states, to make them more competitive not only
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with each other but globally. Why are we taxing

some industries, such as telecommunications,
so heavily, and others, such as high-end profes-
sional services, hardly at all?

This is an ambitious report, designed to in-
form the debate about what different linds of tax
options will do for—or against—your economy.
Governing can present this analysis in as interest-
ing and understandable a way as possible, but

such an undertaking also requires the significant
input of a number of experts in various aspects
of tax policy.

Our partner in this effort is the Pew Center on
the States, which is emerging as an important na-
tional think tank on state policy issues. Pew for
years has underwritten our “Grading the States”
effort on management (the next installment of
which will appear in the March issue). Butas the
center builds capacity, more reports of various
kinds are being planned.

I'm gratified thata major national foundation
has decided to focus on the states, where policy
change really is possible, rather than Washing-
ton, where everyone else is spending so much to
doso little. —Peter Harkness

Contact me at pharkness@®governing.com
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GROWTH

: TAXES

t's been known for a long time that obsolete state tax sys-

tems are not producing the revenue states need. But
what's becoming clear today is that those tax systems are
not only failing to keep up with the dramatic shifts in the
U.S. economy. They are a drag on economic growth.

The new economy is more than a swing from manu-
facturing to services. Thanks to new technology and telecommuni-
cations, products can be purchased as easily from an outlet 3,000
miles away as from one down the block. Small businesses are in-
creasingly vital—they now account for about a third of the value of
U.S. exports. Moreover, the service economy is moving toward a
further evolution: It's becoming increasingly knowledge-based.
Where managerial and professional jobs accounted for roughly
one-fifth of total employment in 1979, such jobs are now moving
past the one-third mark.

And yet, state tax structures, developed ata time when computers—

——
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Source: Pew Center on the States, based on data from the Natmnai Conference nf State Legtslatures the Cen!er on Budgetand.

Pohcy Pnonues, snd state documents

“tl'linldng_macloines"—'were the stuff of

. for example, a number of services—indlud-

science fiction, and the American econ-

ing things such as tattoo parlors, car washes

omy flourished with the automobile in- .

* and gardeners—are free from any sales tax,

dustry, have failed to evolve. They are “com- -

pletely inefficient,” says Ray Scheppach,
executive director of the National Gover-
nors Association. They stifle €Conomic vi-
tality by creating an envn'on:rnent that sin-
hospitable to businesses. . -

To take one example, there is the out-
moded way in which telecommu.mcanons :
companies are taked. A reliable, high-qual-
ityand affordable telecommunications sys-
tem is essential to the economic competi-
tiveness of states—to saynotlnng of the na-
tion. And yet, these systems dre sub;ect to
very high taxation rates in a number of
states—Dby a tax approach set when the in-
dustry dominated by one telephone com-
pany, was hlghly regulated. The resultis a
damper onthe telecom mdustry Accordmg
toa2004 reportl)y the Councfl on State Tax-
ation, the average effective rate of state and
local transaction taxes for telecommunica-
tions services is around 14 percent, com-
pared with about 6 percent for general Dbusi-
nesses nationwide.

That's not the only fallout frorn anti-
quated state tax systems. They are often un-

fan——undertaoong one portion of the econ-

omy atthe expense of others. Inmany states,
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~ while tangible goods—things such as pen-
* ds, cars and garden hoes—are subjecttoa
highertaxate to make up for theslack. -

Over the past'Year the Pew Center on

the States has researched the quesnon of

how state tax systerns can ad]ust to a new
‘economy in which fundamental busmess

* rules have been changing. The report that

“follows looks not so much at the basu_prm
TCiples of taxation but at specific tax systems
‘and ‘practices: that are crlttcal to" promote
economic vitali i S
- Those tax systems are no longer a
paroclnal matter of inferest to each of the
50 states as an independent entlty Thatis,
the battle for economic growth is nota civil
_war arhong the states anymore. It'sa world
__ggf The U.S. is already at a huge disad-
vantagein competing mtematlonally based
on cost. Wages in India and China, for in-

- stance, are as much as 9o percent lower

than those in the U.S. The competitive
,strengths in the U.S. are in innovation,

3 produd:mty, marketing and entrepreneui-

; All of these things can be either

"helped or hurt by the nature of the states’
© tax systems—as can the revenue base

which states need to make the mvestments
‘necessary to succeed

“States are aware that theu tax struc-
tures aren’t up to snuff,” says Michigan
Govemor ]enmfer Granholm. “The ques-
tion for us as the state'of MlCthEl’.l, is,
“‘What is it that is going to make us com-
peutwe” If it's not going to be pnce then

~Tennessee

" Source: Pew Center on the States, based on data from the Federation of Tax Administrators
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perhaps it’s going to be quality, and that
means investing in your talent. If you have
class sizes of 37, then you're going to be un-
compentlve

Since 2000, virtually every state has
comtmissioned at least one major tax re-
forin panel to study the issue and develop
proposals for modernization. Seventeen

states now have in place atleast an informal

mechanism for continuous review of their °

structures. Much of this action has been
propelled by fiscal shortfalls or the realiza-
tioni that various revenue streams are de-

clining relative to spending pressures. In
more than a handful of states, the property -

tax—which has tended to rise inexorably to

make up for some of these gaps—hasled to
citizen rebellions. Both Florida and New
Jersey, for example, have been responding
to public fury aboutthe property tax by con-
sidering major tax restructurings.

Thetax questions the states will need to
grapple with in coming decades are ones
that lie at the heart of the new economy.
How can states reshape and modify their tax
systems toencourage greater interstate, fed-
eral-state and state-local cooperation—and
still retain the autonomy of each level of gov-
emment? Inanage of globalization, how do
states:compete with other countries, yet
minimize tax competition among the vari-
ous levels of government? How do states
generate revenues from the intangible prod-
ucts of knowledge-based firms? How do
they capture business activity within state
borders when borders are increasingly ir-
relevant in conducting business?

There’s a shortage of proven solutions
for dealing with a borderless, knowledge-
based economy. Butsome good ideas have
emerged—and are already being tested by
some states—to deal with the most basic,
underlying issue: creating a tax structure
that encourages economic vitality.

‘The material in the pages that follow has
been'informed not just by predictions of the
world to come but by respect for the deep-
seated fundamentals of a solid tax system—
one that is simple and transparent, with
broad-based taxes that provide a balanced

DOUBLE _jEOPARDY

Top Perfdrmer

: - Mid Level

=
B Needs Improvement

Source: Pew Center on the States, based on data from Ernst & Young’s Robert Cline, Council on Stal:e Taxation, Minnesota,
Taxpayers Aﬁsocmtmn, Federnl Reserve Bank of Bustun and state dncuments

Our research admowledges theidea that
some powerfully held beliefs about appro-
priate tax policy ‘have little chance of pre-

vailing. For example, some tax policy ex-
perts believe there should not be any cor-
porate income taxes, because they raise a
relatively small amount of money, are com-
plexand end up being passed along to con-
sumers anyway. Politically, however, it is
unlikely that taxpayers will stand for an
abolition of the corporate income tax. “Most
economists come down saying corporate
income taxes are really bad ideas for states,”
says William Fox, director of the Center for
Business & Economic Research at the Uni-
versity of Tennessee. “But then they have to
talk about the real world.” Similarly, many
people believe that tax incentives to corpo-
rations are a zero-sum game and potentially
unproductive as an economic development
tool. But incentives are not going away.
One dluster of questions addresses tac-
tics that pertain to specifics of the new econ-

revenue stream, spread the tax burden fairly
and heighten the chance of compliance.”

omy: the transition to services; the rapid
growth of untaxed Internet sales; the need

“to encourage newer high-tech industries

while not overburdening old-ime marnu-
facturing; an adjustment of telecommuni-
cation taxrates and complexitytoa world in
which telecom companies are no longer
monopolies; and strategies to tax multi-state
and multi-national corporations in a fair
way. Those tactics have grown increasingly
critical in order to preserve any kind of eq-
uity between large multi-state or multi-na-
tional firms and smaller, in-state busn_lesses

Four areas pertinent to vitality in the
new economy are examined in the stories
that follow. Fifiy-state evaluations inform
these articles on the transparency of taxin-
centives, the efficiency of tax collection,
the stability of revenue streams and the tax
Tlexibility states allow their localities—
which provide many of the key services
that support the new economy.

The Rate Debate

Much of the argument over reform has
tended to focus on the notion that a tax in-
crease to any segment of the economy will

A nonproflt orgamzatlon the Pew Chantable Trusts applles an analytmal approach to |mprove pubhc poncy and stlmulate cmc Ilfe The Pew. -
~ Center onthe States (PCS) identifies and advances effective policy approaches to critical issues facing states. This series of artmles on state =
; tax systems is based on research by PCS More data and analy5|s will be avaliable at WWW. pewcenteronthestates org :
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drive away business, while a tax cut will do the
opposite. This was the point Wisconsin state
Senator Alan Lasee made during the 2006
campaign season. “High taxes,” he told vot-
ers, “are driving our employees and busi-
nesses to move to other states for higher pay
ing jobs and lower taxes.”

Tax rates doubtless play some role in cre-

TOLLS ONTH

Top Performer: [ Mid Level

[ Needs Improvement

Dakota and Wyoming. As Tom Clark, ex-
ecutive vice president of the Metro Denver
Economic Development Corp. and the
Denver Metro Chamber of Commerce,
puts it, “If low tax rates were the only fac-
tor, Wyoming would be the economic epi-
center of the world.”

It is theoretically possiblé 'to use low

"RONIC HIGHWAY

B Mot applicable (no sales tax)

Source: Pe_w Center on the States, based on data from the Streamlined Sales Tax Commission and the Multistate Tax Comrmnission

ating a fertile economic climate—and if all
other things were equal, businesses might

choose to settle in lower-tax realms. But in

tax rates to drive economic vitality. Rabert

G. Lynch, chair of the Department of
Economics at Washington College in

the real world, all things are never equal.

Maryland, points out that academic stud-

Some states have better-educated work-
forces, a better-developed network of roads
or nicer public amenities. These elements,
all of which require steady flows of tax rev-
enues, are crucial to the equation.

There is now evidence that low taxrates
by themselves are nota silver bullet. Inhis
New Economy Index, Rob Atkinson, pres-
ident of the Information Technology and
Innovation Foundation, measures the
progress of states in adapting to the new
economy by looking at factors such as
worlforce creation, entrepreneurial activ-
ity and patent creation. Five of the eleven
lowest-scoring states on hislistare among
those having the lowest tax burden: Al-
abama, Montana, Oklahoma, South

24 JANUARY 2008 GOVERNING

ies on tax rates “suggest that state and
local tax cuts and incentives may help
économic growth, provided that govern-
ment services are not reduced to pay for
the tax cuts.”

But as Lynch makes clear, in reality,
lower taxes tend to lead to service reduc-
tions, some of which inevitably fall in areas
that fuel economic vitality. Bruce John-
son, a former lieutenant governor of Ohio
and head of economic development for
that state, notes that “ground zero for eco-
nomic development is a high-value work-
force” That requires a considerable in-
vestment in education as wellas in quality
of life to enable states to compete effec-
tively in the worldwide market for talent.

Then there are investments in R&D at a
time when innovation is key to economic
development and in infrastructure, in-
cluding broadband access, bridges, air-
ports and, of course, roads.

Taxing Services

One of the tectonic shifts that marks the
new economy is the long-term transition to
a service economy. In 2005, service indus-
tries accounted for some 68 percent of the
total U.S. gross domestic product and 79
percent of growth in the GDP. Yet, only a
handful of states tax more than 8o of the
143 or so common services, according to
Federation of Tax Administrators’ data.
“We've ignored services in the past,” says
Tennessee’s Fox. “But with all the new
forms of technology available to expand
the service sector, that's no longer a rea-
sonable idea.”

Anumber of obstacles stand in the way.
The power of interested or affected parties
is high on the list. They can and do lobby
their legislators effectively. Last summer, a
potentially forward-looking. reform in
Maine failed to pass the Senate largely be-
cause a slew of services—everything from
haircuts to car towing—would become sub-
ject to tax. “Expanding the tax base to con-
sumer services is good tax policy,” says
George Washington University professor
David Brunori, “but the service providers
rarely see it that way.”

When it comes to the taxation of pro-
fessional services—such as those provided
by lawyers, accountants, financial advis-
ers—things get even tougher. About 20
years ago, Florida attempted a bold experi-
ment aimed at vastly broadening its taxation
of services—to professionals and justabout
every service in the state’s economy. When
the state’s newspapers and magazines re-
alized that meant that advertising would be
taxed, they mounted a full frontal assault.
The state backed off, the governor suffered
politically and ever since there have been
very few states with the fortitude tomove in
the same direction at full force. Only last
month, the Michigan legislature repealed a
new service tax—mostly on business-to-
business transactions but also on such
things as manicures and ski lift tickets—
just hours after it went into effect.

Even states that consider adding service
taxes in a more marginal way have to deal
with the knotty problem of taxing business

;,é
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inputs. The issue is sometimes called pyra-
miding—atan extreme, a state could tax the
services an accountant provides to a law
firm, and then tax the services the law firm
provides to a car manufacturer, which ei-
ther builds those taxes into the price of acar
or reduces its investments in the state. Most
tax experts agree that that placing sales
taxes on assets or services purchased by
Dusinesses 1s.a form of double taxation

and to be avoided.

States are making progress in reducing
or eliminating the taxing of business inputs
in an arena other than straightforward sales
taxes, States that tax inventory and tangible
personal property are dwindling in num-
ber. Ohio eliminated its taxation of tangible
personal property, Indiana is on its way to

doing so, and Michigan has enacteda3s-to- -

THE BUCKS STOP HERE

40 percent reducnon in its tanglble prop-
erty tax.

Meanwhile, the rise of the high-techand
services-based economy has ushered in an-
other trend: The reliance of corporations on

customers who are remarkably mobileand .

geogféphlcally W'Jdespread The. steadﬂ"'
ggowing number of sales transactions over
the Tnternet—Jupiter Research Online Re-

tail Forecasts anticipates growth of 10 to 15
percent per year over the next decade—puts - -

local retailers at a disadvantage. Those that

sell their wares electronically often escape ;
contraryto the . f
precept that taxes should be levied over as -
ible _o thatstatesandlo- -

the sales tax. That,

broad abaseas pos
calities can gené te the revenue they need
atthe lowest possﬂale rates.

The biggest obstacle to taxing Internet

transactions has been the wide variety of
sales tax structures used by the individual
states (and their localities), which make it
extremely difficult to coordinate a means
of taxing them. The Streamlined Sales
Tax Project is the clearest effort by states to
deal with the complications of this world
in which there are virtually no physical
barriers to commerce. The ultimate goal of
the project is to create an environment in
which transactions conducted over the In-
ternet could be easily taxed by states. The
agreement would simplify state and local
tax returns and the administration of ex-
emptions; it would also provide for
streamlined tax returns and a centralized
electronic registration system for all mem-
ber states. Nearly half of the states have
made a commitment to either fully or par-

tially comply with the Streamlined Sales
and Use Tax Act, which requires unifor-
mity in state and local tax-based defini-
tions and sourcing rules for all taxable
transactions.

Catching Corporate Dollars

Even as the technological complexity of the
world has advanced, so too has the capacity
of large companies to create business forms
designed, in part, to shift tax burdens from
high-tax states to low- or no-tax states. Many
states allege that interstate income shifting
amounts tolitfle more than tax evasion, while
corporations argue they are legally taking ad-
vantage of competing state tax systems. The
state courts are divided on the issue, and the

. U.S. Supreme Court hasyettorule on it.

closes a loophole that many enjoy. In ad-
dition, there are potentially significant
compliance costs for companies required
to alter their bookkeeping. Despite these
drawbacks, there is no evidence that the
economies of combined-reporting states
have suffered compared with those with-
out combined reporting.

Among the states that don't use com-
bined reporting is lowa. “Our state,” says
Peter Fischer, professor of urban and re-
gional planning at the University of lowa,
“loses a pretty big chunk of corporate
taxes because of its unwillingness to take
on combined reporting.” Fischer thinks it
may be that people who are simply anti-tax
see it as a tax increase, Whatever the rea-
som, it has been proposed in lowa a num-

Source: Pew Center on the States, based on data from the Center on Budget and Policy Priorities, Ins itute an Taxatlon and

Economic Policy, and state tax databases and documents

As aremedy, states have been adopting
combined reporting as a more compre-
hensive approach to curbing artificial in-
terstate income shifting, Combined re-
porting forces corporate parents and their
subsidiaries to add profits together. This
enables the state to tax the percentage of an
out-of-state subsidiary’s profits that can le-
gitimately be attributed to the corpora-
tion's in-state operations. Many big corpo-
rations, obviously, are not advocates of
combined reporting. For one thing, it

ber of times, but the legislature has not
moved on it.

An aligned area in which states are
gaining some control is in taxing a grow-
ing array of new business structures.
James Edward Maule, a professor at Vil-
lanova University’s School of Law, was
one of the first to study the tax treatment
of limited-liability companies, limited-li-
ability partnerships and S corporations.
The new entities are similar to corpora-
tions but have a more flexible ownership
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structure. His initial findings on the tax
picture made Maule reflect that they were
in a state of “chaos.”

Take S corporations. The simple prob-
lem is that they pass all their profits
through to shareholders and are essen-
tially immune from corporate taxes. These
profits are taxed by a state personal in-
come tax imposed on the individual share-
holders. There are now some 3.6 million S
corporations in the United States. Obvi-
ously, this means that whenever a com-
pany elects to use this form, the state may
lose some revenues—and the problem is
even more intense for the nine states that
don't tax income.

Like S corporations, limited-liability cor-
porations and limited-liability partnerships
are also “pass-through entities”—states

generally don'timpose tax atthe corporate -
level but instead collect taxes by imposing

the personal income tax (if they have one)
 on individual members and partners.

The chaos to which Maule refers carhe
from states havmg no model for how to tax
these various new buslness forms that

aren’t exactly corporahons ‘but aren’t in-

dividuals, either. Without guidance, con-
fusion reigned in’ the states over how to

apply their tax structures to these alien
new business forms. Until the states gota-

handle on the very concept'of what these
new business forms were, they couldn’t
properly capture taxes duly owed, if they

captured any faxes at all. :'Foﬁunately, the .

trol in recent years. Therei isnowa Model :
S Corporahon Income Tax Act that pro-

S corporat ,ns'and is endorsed byboththe
American Bar Association and the Multi-
state Tax Commission. It gives state law-
malkers and tax administrators a way to
think consistently about state tax treat-
ment of pass-through entities.

As for LLCs and LLPs, one break-
through came when states, en masse, de-
termined that they would no longer allow
the owners of these new business formsto
elect to be classified as one type of entity
for federal tax purposes but another for
state taxation, which might have given
them more favorable treatment. A num-
ber of states also now require LLCs and
LLPs to withhold taxes on the distributive
state share of nonresident members’ and
partners’ earned income. This helps en-
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sure that the taxes properly owed to the
state don't slip away as they did in the past.

Marconi's Legacy

Telecommunications was once an industry
dominated by telephone companies that
were monopolies—and states taxed them
accordingly. This was a quid pro quo for the
lack of competition.

Buttoday'sindustryis totally dlﬁerent Not
only don'’t telecom companies have monop-
olies, there is bitter competition over a busi-
ness thathas changed dramatically from just
supplying phone lines to one that permits
transfer of data through a variety of tech-
nologies—technologies undreamt of when

DETAXING TELECOMS

- R Mid Level

local taxes—including local telecommuni-
cations taxes—to the state governments.
The agreement also contains uniform
telecommunications sourcing rules and
definitions. And if the states succeeded in
resolving nexus questions for Internet-
based sellers, the change would, for the
first time, put telecommunications com-
panies onalevel playing field with Internet-
based companies that sell essentially the
same products and services to customers.
These taxingissues are germane notonly
1o the economic vitality of a state but to its
compact with taxpayers—be they individuals
or businesses. The way in which revenues
are raised—the fairness and transparency—

& Needs Improverﬁ'eht

Source: Pew Center on the States, based on data from the Council on State Taxation and state tax databases and documents

the codes were written. But states continue to
apply the old, outdated tax regimes. Only a
handful of states have undertaken telecom-

is fundamental to the trust constituents have
in their government. Right now, most of
the states need to modernize their tax policies

munications tax reform over the pastdecade,

to encourage growth, and to do that they

and in many of those states, the primary re-
form has been in centralizing return filing.
Telecommunications companies are
also hampered by major administrative
burdens. Many states still require telecom
companies to file more than 500 returns.
This area would be another beneficiary of
the streamlined sales tax movement, which
requires centralized filing and payment of

need to look beyond immediate and purely
political considerations. “The biggest prob-
lem we have is policy makers making deci-
sions in a vacuum,” says Utah state Senator
Howard Stephenson. “Overcoming that is
crucial to making good tax policy.”

Katherine Barrett and Richard Greene can be
reached at barrettgreene@®governing.com
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n January 29, Florida's voters
- will decide whether to approvea
constitutional amendment—
“sent to them by the state legisla-
ture—that would set sharp lim-
its on what the state’s localities can collect
in property taxes. While end-of-year polling
_data suggest that the amendment is not
likely to pass, the specter of losing $2 billion
for schools and yet more dollars for infra-
structure, technology updates, public
amemnes and all the things t'hat attract
_ business, has been a constant worry for
ciﬁés’,icounﬁes and school districts.

Tax decisions are always a tradeoff.
While the state’s beleaguered homeowners
would rejoice over any constraints on the
much-loathed property tax, there's a down-
side to removing taxing power from locali-
ties: They come up short of money to invest
in things that make an economy tick.

“Local povernments are a keylocal eco-
nomic actor—not just an extension of
state government,” says Michael Pagano,
a dean at the University of Illinois at
Chicago. “They need to be nimble in the
face of economic circumnstances—justlike
a company does.” =

Without flexibility, a locality is at the
mercy of economic ups and downs and de-
cisions made elsewhere. The locality can’t
even work with its local business commu-
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nity and taxpayers to craft a system that
might best meet all their needs.
Flexibility also is key to global competi-

tiveness, working to attract companies from
all over the world and to keep a highly mo-
bile labor force in place. “Any restriction on
their ability to raise the money to invest,”
says Barry Bluestone, director of the Center
for Urban and Reglona] Policy at North-

NOTH":ING IS SIMPLE

Within the 50 state-local fiscal
systems lie different sets of rules for
cities, counties, towns, townships,
villages—at which point the variation
spreads from 50 states to 19,000
municipalities, 16,000 towns and
villages and 3,000 counties.

eastern University, “can harm them”—and,
by extension, the home state as well.

Yet a number of states hold local rev-
enue streams hostage, even though most
state andlocal tax experts agree that giving

suggests, to more vibrant support for eco-
nomic development.

Control Room

When alocality has authority over its taxes,
itcanmatchits re?m’ue-raishg tools to the
underlying economy. “If a state imposes a
uniform revenue and tax structure on its lo-
calities,” says Chris Hoene, head of re-
search for the National League of Cities, “it
ignores the variation of its localities’ eco-
nomic bases and their diverse spending
needs” Itis, course, up to each locality to fig-
ure out whether a particular revenue-rais-
ing tool is worth levying on its con-
stituents—whether the administrative or
transaction costs outweigh the amount of
revenue the tax would raise.

At the same time, localities with a great
deal of flexibility need to be cognizant of
how their taxes and rates fit in with those
the state is already levying—and malke sure
that the sum total doesn’t create an unsup-
portable tax burden. Or that different local
variations on a single tax don't impose un-
fair strains on businesses in a state.

That said, flexibility is still key and one
way states give cities or counties leeway is

localities greater {lexibility or breathing
room—with appropriate controls by the
state, of course—is solid fiscal policy. They
also agree that it can lead, as Bluestone

through alocal option to control the tax rate
and to use the revenues thev rajse as they see
fit—that is, without state earmarks. Locali-
ties also can breathe better if they have a
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range of taxes to use. For a locality to weather
economic ups and downs; it can’t be overly
reliant on any one source of revenue.

Most states limit localities to the prop-
erty and sales tax as a sources of revenue. A
few keep their localities really short of
breath, limiting them to one tax source.
Cities, towns and counties in many New
England states, for instance, have access
only to alocal property tax. “On its own, re-
liance on the property tax produces power-
ful inequities in development,” Bluestone
says. “Rich communities get rich because
they can provide better schools and police
protection than communities with stag-
nant and falling property values.”

The intersection betweerilocal authority
and revenue independence is what's known
as “own-source capacity.” Thatis, the extent
to which fiscal policy dedisions made by
local government officials actually deter-

mine the fiscal direction of the locality. In

addition to the tax revenue, there are fees
and charges thatlocalities setand that flow
into the general revenue coffers. These add
to the own-source capacity and enhance a
locality’s ability to pay for services it wants
to provide. This is particularly importantin
localities that have the primary responsi-
bility for their school funding.

There's another part of the equation, of

course. Some states that allow for minirnal
owrl-source capacity help to make up for the
shortfalls with state aid. While too much
state aid can make localities too dependent
on the state—and create state budget prob-
lems—generally speaking, state aid in-
creases the overall capacity of 2 local gov-
ernment. In many instances, it provides a
level of equalization and base support for lo-
calities that maylack other resources. State
aid to school districts, for example, often re-
lies on an equalization formula to ensure
that the state meets its constitutional re-
sponsibility of providing adequate support
to schoolchildren.

In Massachusetts, which keeps its lo-

_ calities dependent on one tax, state aid has

been used to keep the Jocal communities
from diverging dramatically, making up in
large measure for whatever inequities are
produced by reliance on the property tax.
TEL Talk

Another way thatlocal tax systems are con-
strained significantly is through tax and ex-
penditure limitations—TELs. There are two
main types of TELs: those that put restric-
tions on revenue raising and those that set
limits for overall spending, Spending lim-
its onlocalities are a good deal less commeon
than tax limits.

Source: Pew Center on the States in coordination with Michael Pagana, University of lllinois at Chicago, and Chris Hoene, National League of Cities

Sometimes, TELs are imposed by voters,
But state legislatures also do it or, as in
Florida, ask voters to approve it. It can, how-
ever, beshort-sighted. “There’s an assump-
tion at the state level,” says Kevin O'Brien,
former director of the Center for Public
Managementat Cleveland State University,
“that every day s a sunny day and there are
no extraordinary circumstances—that you
won't need firefighters on the ridge.”

For localities, the most common TELs
have to do with property taxes. California’s
Proposition 13 and Massachusetts’ Propo-
sition 2.5 are the uber-TELs. They were im-
posed by voters, and they have made their
mark. “Prop 13 turned California from a
state that was among the best in primary
and secondary education to a ranking in
spending that was near the bottom,” says
O'Brien, who is currently executive director
of the Great Lakes Environmental Finance
Center. “That is the legacy of their TEL”

The Massachusetts TEL limits towns
and dties from increasing the total property
tax levy to no more than 2.5 percent of the
community's total assessed value (the levy
limit) and from increasing the taxlevy tono
more than 2.5 percent of the prior year’s
levy limit. “Homeowners felt they were
paying enormously high property taxes,”
says Bluestone. “And that was because the
property tax was essentially the only real
source of local revenue.”

The bottom line, though, is thatthe TEL
makes it much more difficult for cities and
towns to raise the revenue they need. “That
you can't raise revenue by more than 2.5
percent on existing property is a powerful
constraint,” Bluestone says. Towns and
cities in Massachusetts often ask voters for
an override but these are increasingly un-
successful, leading to cutbacks in schools
and sodal services—“justwhen,” Bluestone
says, “these communities are competing
like never before for jobs and investment”

For state policy makers, there are obvi-
ous policy levers to pull to improve the fis-
cal and economic vitality of local govern-
ments. More local tax authority is perhaps
most obvious. Maintaining or increasing
state aid levels, particularly where state aid
reduces inequities, is another—but one that
is often pulled in the opposite direction, par-
ticularly ih response to economic down-
turns. Doing so, however, can harm the
ability of the state and its localities to recover
from the downturn.
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wil E always be with us,
%{eemg tabs on what éﬁe&; re

for their money. H ~n

axincentives have long been en-
dorsed as the highway to pros-
perity—attracting businesses,
providing jobs and enriching
the state. That's been conven-
tional wisdom in most states and cities.

One problem: Most public finance ex-
perts consider them bad policy. Tax in-
centives that target specific companies
create inequities, complications and in-
efficiencies—and they shrink the tax base.
Meanwhile, there’s little evidence that
targeted incentives bring growth in good-
paying jobs. In short, big-ticket targeted
tax incentives fail the test of any invest-
ment: the presence of a clearly identifi-
able return.

For some companies, they aren't a
major factor. In 2006, when Honda de-
cided to put a $550 million automobile
plant in Indiana instead of Ohio, it
seemed at first blush that it was tax incen-
tives that won the day for Indiana. In truth,
Honda encouraged both states to stay
away from pure cash tax incentives. “They
needed a 100 percent check-off on what
the states could provide in terms of water,
sewer, environmental characteristics,
roads, bridges and so on,” says Bruce
Johnson, former lieutenant governor and
head of economic development in Ohio.
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In the end, the deciding factor revolved
around Honda's concern that settling in
Ohio would have potentially driven up
workforce costs for suppliers located there.

MEASURING INCEN

Y Tax incentives
but states are finally

i %ﬁm g

Many companies still seek incentives,
and it’s difficult for states to back away—
particularly when there are lots of jobs in-
volved. But there are questions states can

SR T

2 No TEB available

Source: Pew Center on the States in coordination with the George Washington Institute of Public Policy, based on data collected

directly from the states
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focus on to mitigate the damage: Are the
incentives transparent? Is there a look
back to see if promises are met? Arethere
clawbacks—to retrieve the dollars spent if
companies fail to hold up their end of the
bargain?

Last November, New Jersey passed
major legislation aimed directly at pro-
viding this kind of disclosure and trans-
parency. Under terms of the new law,
companies that receive a subsidy will have
to report such things as their job-creation
numbers, benefit rates on subsidized jobs,
the number of current workers who get
health insurance, and the number of sub-
sidized employees represented by a union.

“So many companies are moré or less

gaming the system,” says state Senator
Shirley K. Turnet, one of the bill’s spon-
sors. “This is our way of holding them to
their commitments.”

The Pew Center on the States, Worlcngj
collaboration with the George Washington
Institute of Public Policy, looked intothe 282
taxincentive programs aimed atencouraging
investment and job creation in the 48 states
that offer tax incentives for econormic devel-
opment. (Alaska and Wyoming do not.)

Some-of the findings: “

® |n a dramatic change from a decade
apo, every state that offers taxincentives for
economic development undertakes one of
three forms of incentive monitoring. Sorme
states pre-certify: Before the recipient of
an incentive can claim the tax break, it must
prove that a level of investment or job cre-
ation has been met. In some states, recipi-
ents are allowed to begin taking advantage
of the tax benefits before investment and
job criteria are met, but they must file peri-
odic reports with the state showing that
progress on the criteria is being made. And
in other states, the government conducts
audits of recipients to determine if theyare
meeting their obligations. -

® Eighty percent of states impose a
penalty on recipients that do not meet
their obligations. A decade ago, almost
no states did so. Penalties include repay-
ment of tax benefits received plus interest.
In some states, there are fines and dam-
ages as well. Over the past two years, for in-
stance, Pennsylvania took enforcement
actions against 10 companies that received
incentives from the state—recovering
about $2.3 million.

® Thirty-two states publicly disclose

information about tax incentive recipi-
ents—either identifying the recipients,
identifying the amounts of tax dollars in-
volved or both,

° Elghty percent of states have tax ex-

penditure budgets, which provide data on
the amount of potentlal tax revenue lost
when exemptlons or credits are granted.
These reports provide information on the
total cost, or fiscal impact, of all tax prefer-
ences, personal income tax deductions and
sales tax exemptions. In practice, however,
states vary widely in how much information
they provide. California, Connecticut and
Pennsylvania provide a great deal of useful
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e'd always take a tax cut, of

course,” says David Johnsor,

the former chairman of the

Ohio Manufacturers’ Associa-

tion. Nothing surprising in
those words, but the businessman—heheads
a mid-sized tile company in Summitville,
Ohio—doesn't stop there. Of even greater im-
portance, he says, “ishaving a fixed code. If it's
going to change every two years—even if it's
a change for the better—it's confounding to
business plans”

Johnson was deeply involved in a tax re-
form in Ohio in 2005. A major accom-
plishment was to replace the state’s tangible
personal property tax and corporate fran-
chise tax—both of which were perceived ag
anti-business—with a broad-based, low-
rate corporate activity tax, levied on taxable
gross receipts from most business activi-
ties. Throughout the debate, one focus was
on keeping that state’s tax system as stable
as ithas been.

But notall states have been able to keep
their focus on stability. The most significant
concern for many corporations is the ten-

dency for state legislatures, moved by a va-

riety of causes, to alter their tax policies on

aregular basis.

“People who run businesses success-
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fully need to know what the variables
are,” says Bill Blazar, senior vice president
for the Minnesota Chamber of Com-
merce. If a company wants to expand its
factory in Minnesota, its planners would
factor into that decision how much more
the company would have to pay, say, in
property taxes and sales taxes on equip-
ment. “They want to write an equation
that leads to profitability,” Blazar says.
“They have to have certainty that the equa-
tion will be true.”

Meanwhile, a volatile revenue stream is
a problem for governments. It makes it
hard to maintain programs and invest for
future growth. And thatis a concern for tax-
payers and the business community as
well. “Instability in the revenue base obvi-
ously leads to difficult budgeting at certain
times,” says Michael Allen, director of eco-
nomic research for Maine Revenue Ser-
vices. “Government programs that busi-
nesses may depend on, such as job training
orother economic development programs,
can be susceptible to cuts.”

Volatility is a close cousin of unpre-
dictability. The distinction is that a highly
volatile tax structure—one in which rev-
enues bounce around a great deal from
year to year—might be predictable if the fac-

tors driving those swings are well under-
stood and are themselves predictable. For
example, income taxes are driven in part by
stock market capital gains, making them
very volatile. They are not very predictable,
though, because the market itself isn'tand
because taxpayers choose when to sell their
stocks and realize gains.

One problem with reducing volatility is
that the economy gets in the way. A down-
turn in the business cycle has a negative ef-
fect on receipts but rarely reduces the need
or demand for government services and
programs; an uptick opens the fiscal spig-
ots. Some states are more affected by these
cycles than others.

Butthe economy is just the beginning of
the story, As Alison |. Grinnell and Robert
B. Ward point outin one of their reports for
the Fiscal Studies Program at the Neslson
A. Rockefeller Institute of Government,
“Even if growth affected all regions and
states to exactly the same degree and at ex-
actly the same time, the effect on state rev-
enue would vary because the tax systems
used by the states react differently to simi-
lar economic situations.”

Whatever the cause, the bottom line is the
same. “Volatility,” says Don Boyd, an inde-
pendent consultant affiliated with the Rocke-
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feller Institute, “has negative effects, whether
they're caused by underlying economic fluc-
tuations or by.a volatile tax structure.”
Taming the Wild Ride

States have tools available to tamp down tax
revenue volatility :and to ease its impact.
They can reduce the overall revenue ups
and downs by building a diversified portfo-
lio of taxes, relying not just on a single tax
or on a single industry but instead using
several taxes, such as an incorme tax, a sales
tax and gelective excise taxes. Such a diver-
sified base can sometimes draw alarge por-
tion of its Teventies from sales taxes, which
are thernselves diversified among various
areas of consumption. Individual taxes im-
posed on different bases almost never move
inlockstep, even in recessions and booms,
so their instabilities tend to offset each
other partially, reducing the volatility of
total tax collections. -

‘In the last recession, many states were
clobbered by the sudden downward swing
in personal income taxreceipts. As the stock
marketand other investments declined, in-
come tax collections collapsed much faster
than the economy, creating large holes in the
budget of -almost every state with an in-
come tax-—even in states such as New York
and- Colorado that have had moderate tax
volatility on average over thelong term. Col-
orado's real per-capita state government tax
revenue fell by 12.1 percent in 2002 and by
another 7.6 percentin 2003. New York's fell
by 5.7 percent and 4.7 percent in these
years—despite a tax increase. “Both states
rely on very high-income taxpayers for a
disproportionate share of their income tax
revenue, with highly variable capital gains
income and other forms of non-wage in-
come,” Boyd points out. “With the right
kind of economic conditions, these states
have extremely volatile revenue.”

The design of individual taxes matters,
100. A broad-based tax usually is more stable
than one that is narrowly based, and pro-
gressive tax rate structures tend to be more
volatile than flatter taxes. Choices such as
these, made in the interest of tax stability,
often conflict with other tax policy goals. One
way to stabilize revenue from the income
tax, for instance, is to broaden its base and
make it less progressive. A flat tax tends to
ease volatility. But that stability comes at a
cost to low-income taxpayers. With flat-tax
proposals, notes Ray Nelson of Brigham

Young University in his paper, “State In-
come Tax Revenue Volatility Causes and Ef-
fects,” revenue volatility is largely dependent
on the definition of taxable income while
progressive taxes are dependent on many
factors that lead to volatility, such as ex-
emptions, deductions and phase-outs, to
say nothing of broader tax brackets.

States have other ways to manage rev-
enue volatlity that need not conflict with
other tax policy goals, but those, too, have
shortcomings. Take rainy-day funds, which
are supposed to help states weather the
swings in the business cycle. States can
withdraw money from the funds during a
downturn to help stabilize services and
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allow orderly policy changes. During re-
coveries, they can replenish the fund. But
several studies have shown that rainy-day
funds rarely are large enough to fully stabi-
lize spending during even a modest reces-
sion, and establishing funds large enough
to achieve this goal would create a new set
of political and financial issues.

“Rainy-day funds are great in concept,”
says Scott Pattison, executive director of
the National Association of State Budget
Officers, “but rarely are they funded ade-
quately to make a material difference be-
yond a few projects in any given year.” That
was certainly the case in Maine during the
2000-01 downturn. The state burned right
through its $140 million fund, says Michael
Allen, director of economic research for
Maine Revenue Services. As to the current
fund, Allen says he doesn't “envision thatit
would be able to solve the problem entirely.
It might lessen it”

There's one other problemn with a robust
rainy-day fund. “Tax collections high
enough to allow states to build rainy-day
funds large enough to address the falling
revenues experienced in the last recession,”
says Ron Snell of the National Conference
of State Legislatures, “would lead to de-
mands for substantial tax cuts.”
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Someday, states may be able to use pure
financial instruments to hedge revenue
volatility related to economic volatility,
much as businesses now hedge risk re-
lated to exchange rates, interest rates and
the prices of specific commodities. The ad-
vantage of these instruments, if they be-
come available, is that they would not re-
quire states to skew their tax policies to
achieve stability goals. This benefit, how-
ever, would come at the price of, in essence,
purchasing a revenue insurance policy.
Then if revenue (or the underlying econ-
omy) performed as expected, the money
paid for the equivalent of premiums would
be gone forever.

Rating the States

Volatility results in large part from state pol-
icy choices. Since sharp shifts in policy can
be a deterrent to economic activity, they
have been included in the volatility index for
assessing the states on the stability of their
Tevernue.

Researchers generally have used sev-
eral broad approaches to defining and
measuring volatility, such as large or fre-
quent year-to-year changes in tax revenue,
large and persistent deviations in revenue
from long-term trends, tax revenue that

changes rapidly in response to economic
changes and tax revenue that deviates sub-
stantially from the amount predicted.

Overall, the assessment found that al-
most every state had atleasta 15 percent re-
duction in volatility due to diversification
of its taxes—the portfolio effect—and that
three-quarters of them had a benefit of 26
percent or more. In Arizona, for example,
the tax-by-tax volatility indices for the in-
dividual taxes were 6.8 for income tax, 3.3
for sales tax, 5.7 for nonproperty taxes.
Yet, the state’s overall tax volatility meas-
ure of 2.8 was about 50 percent lower
than the tax-share weighted average—a
nearly 50 percent reduction in volatility
due to diversification.

A state such as Oregon, on the other
hand, relied on the individual income tax
for about 67 percent of its tax revenue over
the time period examined—more than any
other state. And ithad the 7th most volatile
state tax system with a volatility index of 7.0
compared with the median of 4.3. Wash-
ington, meanwhile, relied on the sales tax
for 6o percent of its tax revenue—more
than any other state—compared with 32
percent for the median state. Yet over the
20-year period examined, Washington's
state tax revenue was the least volatile in the
nation. So despite the general rule that re-
lying on a single tax can lead to great volatil-
ity, for this period, when income taxes were
particularly volatile, Washington’s sales tax-
dependent revenue was relatively stable.

The general rule remains, however: A di-
versified tax base generally is more stable
than a non-diversified base. In the wrong
kind of recession, a state like Washing-
ton's revenue could be hit especially hard.
still, three of the other four states thatrelied
on the sales tax for more than 50 percent of
their tax revenue—Florida, Tennessee and
South Dakota—had below-average tax
volatility over the 1986 to 2005 period. Only
Nevada, among the states heavily reliant on
sales tax, had above-average volatility.

Even states with “low” volatility are likely
to find in the next recession that they have
far too much of it. The goal in crafting a tax
structure is to put together one that works
in tandem with other counter-cyclical fiscal
devices. That will help a state weather broad
economic downturns and take advantage of
upswings. It will also help taxpayers, par-
ticularly business taxpayers, rely on the tax
structure to plan for the future.
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- ifteen years ago, when a ,nexﬂ
business tried to put down roots
in Kansas, the business owner

~-had to mail in a paper registra-
ton and wait to be assigned a

registration number. “It would take two or
three weeks,” says Steve Stotts, the state’s

director of tax operations. Now, thanks to
reforms in the administration of the tax sys-

tem in Kansas, a start-up business can reg
ister in 15 minutes.

States have been trying various ways to
simplify collection and lock in compliance.
The basic kit comes with five important
tools: the effective use of the audit process,
interstate cooperation, e-service offerings, a
timely and fair appeals process and tax-
payer buy-in to the design of the system and
its administrative procedures.

Automating the Audits

Field audits of businesses can be unpleas-
ant, especially for smaller firms with mini-
mal access to professional tax guidance.
The solution for many states is greater use
of technology.

In some states, however, there’s corpo-
rate resistance. In Mississippi, for instance,
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about 60 percent of companies are willing
to provide the information electronically
but that’s only “after discussion and assur-
ance that we are going to protect their data
and not mess up their system,” says Shelion
Vance, director of auditand compliancein

DIGITAL DIVIDE

One caution about the rush to
e-service: There are taxpayers
who don't have access to’
computers. “We can't leave those
people and businesses too far
behind,” says Virginia's Tax
Commissioner Janie Bowen.

Mississippi. The other 40 percent make it
difficult to obtain their information elec-
tronically or simply don’t have their datain
an electronic form.

Fortunately, there are ways for states to
stretch their audit dollars by using so-
called “limited audits,” that look only at
specific issues within an industry. Want to
audit cash-related transactions? In Michi-

g?
it si

gan, auditors aim right at restaurants—an
industry that is known to be particularly
susceptible to cash skimming.
Pennsylvania is trying a different low-
cost approach: moderating its tone. When
taxpayers are alerted to an audit, the letters,
says Robert Coyne, deputy secretary for
compliance and collections in Pennsylva-
nia, “let taxpayers lmow exactly what we’re
looking for. They are more descriptive as
opposed to threatening.” In addition,
Coyne’s office does outreach and education
so taxpayers understand the requirements.
The benefits have been tangible. “People
who got letters, read them, understood
them, became compliant,” says Coyne.

The E of Collection

Through one model or another, all the states
are doing e-collection of taxes—even elec-
tronic filing for sales and business taxes are
coming into their own. Six states—Nevada,
New Jersey, New York, Pennsylvania, Ten-
nessee and Virginia—already have fully elec-
tronic systems that assign, track, complete,
review and transmit audits.

Soisit time for most of the states to de-
clare victory? Not likely, according to a 50-



state survey by the Pew Center on the States
in collaboration with the Federation of Tax
Administrators. Some states keep coming
up with new and importantimprovements.

New York State’s Online Tax Center has
a system that allows taxpayers to use the
Weband setup a pay plan, filea “no sales tax
due” return, apply for a penalty waiver, look
uprates, register for the sales tax, fill in forms
and print out returns that can't be e-filed.
“When you enter this tax center,” says Pat
Mitchell, chief financial officer of the New
Yorlk State tax system, “we can customize it

FINGERS IN THE DIKE |

cess to calls, e-mails, notice responses, elec-
tronic returns, and even hard copies of dac-
uments that have been scanned.

Talking to Taxpayers
Is anybody listening out there? If not, a tax
agency runs a high risk of repeating its mis-
takes or missing good ideas from the most
knowledgeable sources of all—the compa-
nies and individuals who interact with the
tax system on a daily basis.

Some states routinely sit down and have
heart-to-heart talks with their taxpayers

Source: Pew Center on the States in'cnnrdina_tinh with the Federation of Tax Administrators

soit'sallaboutyou.” The systern can help tax-
payers make estimated tax payments and ac-
cess records and assessments thatare due.

* The ability of a taxpayer to work hand in
hand electronically with a state tax depart-
ment is the way some states are going.
About one-third now allow taxpayers to
send and sometimes receive an account-
sensitive e-mail through a secured e-mail
system, although sometimes the e-mail
must originate through a state portal or
agency Web site, for security reasons.

Virginia and Michigan not only put a
great deal of information into taxpayers’
hands, they do the same for state employees
who assist taxpayers—{rom customer service
agents to auditors. These employees have ac-

about what's working well and where they
are falling short. Ohio hosts alarge annual
tax forum that covers both educational and
administrative matters. North Dakota fa-
vors simple annual meetings with CPAs to
discuss current matters.

North Carolina has reached out to neigh-
borhoods. It used graduate students at
Duke University to come up with recom-
mended courses of action to improve com-
pliance within North Carolina's immigrant
community. The Department of Revenue
then developed a strategy based on this
work and hired a liaison to the Hispanic
commmunity.

Washington does a bienmial taxpayer sat-
isfaction survey, anindependent study con-

ducted by a neutral party, as well as Small
Business Forums. When the office learned
that the due date for returns for monthly fil-
ers was difficult for taxpayers to meet, it
moved the date to a more amenable one.
While several states favor focus groups,
the ultimate listening tool may be monthly
and quarterly forums setup with chambers of
commerce, industry groups, taxpayer repre-
sentatives and policy or auditadvisory groups.

Mutual Aid

With appropriate interstate cooperation,
states can leverage their resources to ad-
dress such multi-state issues as shared
debtors or scofflaws. '

New Mexico, for example, has partnered
with the tax authorities from the Navajo Na-
tionand the Arizona Department of Trans-
portation to conduct joint audits on retail
gas stations. While the audits are ongoing,
the joint effort has been uncovering non-fil-
ers who would otherwise have slipped be-
tween the cracks.

New Mexico is also tackling regional is-
sues by joining with Texas, California, Ari-
zona, Oklahoma and the IRS to form the
Border States Caucus. An independently
organized teamn, it works with the Mexican
government to deal with tax, motor vehicle
and regulatory problems that flow out of
the implementation of NAFTA.

An Appetite for Appeal
Much of compliance depends on giving
taxpayers a fair shake at contesting deci-
sions of the tax department. One of theseis
the ability to appeal without having to pay the
assessment or a bond (called “pay to play”).
This has been the subject of much reform.
The other is ready access to a body thatis in-
dependent of the tax administration agency.
A tax court or tribunal shouldn't report
directly or indirectly to the department of
revenue or to any subordinate executive
agency. Thelogichere is pretty obvious: Ex-
ecutive branch agendes can be perceived as
wanting to collect more taxes in order to bal-
ance the budget. Texas, for example, had
placed responsibility for this function in the
comptroller’s office for years. Last year, the
state moved it to an independent office of
administrative hearings. “Itis imperative,”
says Comptroller Susan Coombs, “to re-
move any appearance of bias and ensure
that the integrity of the hearing process is
beyond question.”
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are declared to be Opportunity
Zones by Commerce

areas designated as Opportunity

[01737708 4:30pm Tile = HP]PﬂDWB doc p.1of 2 3 = %3
Beneﬁts HPIP Enterpnse Zone Pgm Busmess & Jobs Pgm SB 497 Differences
- (existng) {existng) : exisung) (proposea) |proposea vs. existng)
Opportumty Zones in rural areas, I SR A o e R Economically disadvantaged
and also in disaster areas that ~ Not Defined - Not Defined ~ Not Defined rural counties and also disaster

| Creatlon of new enhanced mvestment

and Job creatlon tax credits for )

Zones, where firms can earn

enhanced invest & job credits

busmesses in dlsadvantaged areas

Investment Tax Credit

~ 10% investment tax credit
for quallfymg anvestment

above $50, 000

1% |nvestment tax credlt

$100 mvestment tax credlt for each

_after $300,000 minimum threshold |

~ Higher threshold, but all qualifying

forquallfylng |nvestment
above $50, OOO

$100,000 of quahfymg investment,

each year for 10 years (start of 10

year claim can be delayed 3 years)

_is reached, 10% tax credit for all

“investment from first $1 ($50,000

credit versus B&J method Revenue

|nvestment earns credits; a one-time

Secretary reports annually on this

1 jrhreshol_d in Opportunity Zones)

Carry-forward of Unused
Investment Tax Credits

_10-year carry-forward;

re-qualification is required in

order to use any carry—forwz;fdsm

_indefinite carry-forward

Jobs must be maintained during

“10-year carry-forward;

Carry-forward 10 years compared

___uni unt;l | able to use

the years ln the 10-year claim

~ requires re-certification (probably

~to indefinitely for EZ and 10-year

period in which credits are

self re-certifi cahon) that program

running claim for B&J; requires |

) claimed; unused credits are

reqmrgments are still satisfied -

lost after the 10-year claim perlod

re-qualification to use

| Up to 40% of investment credit value

wage costs; no carry-forward

| HPIP training tax credit is eliminated

Cash-in-lieu of investmentcredits | ~ not offered - __notoffered L not offered based on Commerce Secretary's New benefit; -
: - - ) ) _evaluatlon amount that exceeds tax Wﬁ@gnj[@prcefsgcreta_ry reports -
~ - - L . liability to be refunded; remaining |  annually on this
investment tax credits are forfeited
Sales Tax Exemption _Available with program qualification "}_\_vallable with program qualification | ‘ot offered Available with program qualification | Same as for HPIP & Enterprise Zone |
Training Tax Credit Up to $50,000 for training ) i - il - B T T
__ costs that exceed 2% of inot offered, not offered ‘not offered

Job Creation Tax Credit

2 minimum for "mfgrs" & "retailers”

Job creation is de-coupled from

not offered| 5 minimum for "non-mfgrs' Requires at least 2 new jobs asso- | Normally requires 5 jobs ($1,500/job) | investment requirement; minimum -
20 minimum for "HQ"/"Anc. Support" ciated with an investment; any HQ/Anc.Support 20 jobs ($1,500/job | job thresholds have changed; there is |
) Job credlt ‘equals $1,500 or $2,500 NAICS is OK; $100 per jOb can be Opportunity Zone 2 jobs ($3,500/job) | a higher credit for Op Zone jobs in
- 7 dependlng on county strategic claamed each year for 10 years (start (Any NAICS category is OK for HQ, | any NAICS category; also count
planning effor‘ts ; job creation must 10-year claim can be deiayed 3yrs) ancillary support & Op Zone jobs) employees who are effectively leased;
i ~ | be associated with investment o 3 Revenue Secretary to report annually
> | o Jobs must be maintained during the . .
Job Credit Carry-forward - not offered Indefinite carry-forward until able years in the 10 year claim period in Indeflnlte carry-forward until able | Nochange from current
! to use; if taxpayer does not | which crepj}s are claimed, or else to use; if taxpayer does not _Enterprise Zone Program
| maintain minimum required jobs all credits cannot be claimed in that _maintain minimum required jobs all _requirements
~ _|_remaining carry-forward is forfeited year; after 10-year claim period remaining carry-forward is forfeited - -
} ] unused credits are lost : -
Credits offset income tax, - ] [ SB 497 offers 100% same as
privilege tax, premium tax 100%! 100% ~ 50%, 100% _HPIP & EZ, versus 50% for B&J |
S Priority consideration for other -
Other benefits _ business programs; small cash None B None - None _ SB 497 eliminates these

awards for consulting costs to

increase company growth rate

_two HPIP benefits
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Requirements

01/31/08 4;30pm file = HPIPflow5.doc p.2 of 2

Pre-identification of investment

To insure incentive function,

to Commerce before commitment

investment must be pre-identified )

__no pre-identification requirement |

To insure incentive function,

_pre-identification requirement

__investment must be pre-identified

‘to Commerce before commitment

Eligible Types of Businesses

_Worksite must be categorlzed by -
| KDL in NAICS 221, 311-425,

481-721, 811-928, or else qualify '

"Manufacturers % "non-manufacturers
or any headquarters or ancillary ]

as a headquarters or back-office

SJppor‘t operation; also, forthe

~(similar to an ancillary support

sales tax exemption benefit only,

Worksite must be categoriz'éaby

'SB 497 adds NAICS 112112, deletes |

KDL in NAICS 112112, 221,

NAICS 711-721, 811, 814 & 921,

311-425, 481-624, 812-813,

eliminates EZ & B&.\J_V benefits for

 922-928, or else qualify as a

retailers, and disallows credits for

operation) of a national or multi-

"retailers" in communities of

corporation, in any NAICS code o

2,500 or fewer

headquarters or ancillary support

regulated utilities with a guaranteed

operation in any NAICS category,

rate-of-return; Opportunity Zone firms

or be in any NAICS category i ina

in any NAICS category can eam job

disaster area that has been

& invest credits; firms must be current

in their Kansas taxes to earn benefits

Types of Businesses
that Do Not Qualify

‘designated an Opportunity Zone

‘Generally ineligible are businesses

_locate is not affected by tax

whose decision about where to

‘Most retailers & not-for-profits

Businesses that are not retailers

whose decision about where to

Generally ineligible are businesses

Not applicable

generally have access to larger

locate is not affected by tax

incentives (retail, ag, constructlon

__mining, etc.) and not- for—profts ) B

tax benefits from other programs

incentives (retall ag, construction,
mining, etc.) and not- for—pror'ts

Wage Requirement

Worksite must pay an above-average 1

~No wage requirement

No wage requirement

| Worksite must pay an above-average

Same wage requirement as HPIP

wage based on NAICS/location/size

‘wage based on NAICS/location/size

Training Requirement

Spend at least 2% of wages on train-

'No training requirement

No training requirement

ing, or participate in KIT/KIR/IMPACT

No training requirement

SB 497 eliminates the HPIP

training requirement
|

Sources-of-Revenues
Requirement

Qver half of worksite revenues must

Over half of worksite revenues must |

come from sales to Kansas manu-

No sources-of-revenues requirement

No sources-of-revenues requirement |

come from sales to Kansas migrs or

out-of-state commermal/governmehtal

Nearly the same as HPIP (this o
filters out most companies whose

facturers or out-of-state commercial/

customers (does not apply to mfgrs,

decision about where to locate is

governmental customers (does not

or to HQ/ancillary support worksites,

unlikely to be influenced by

apply to manufacturers or if HQ or

or to disaster areas designated as Op

tax benefits!

back-office site of a (multi)national)

Zones, or for job credits in Op Zones)

Process to Access Benefits

Submit application documenting

Submit application documenting

Nearly the same as HPIP for

satlsfaf_:ilon of certification criteria;

No application process

No application brucess

satisfaction of certification criteria;

initial certification, then simpler

simplified re—cemf cation (probably

re-certification (probably self

re-certification process the same
|

self re-certification bf{ the company)

re-certification by the company)

Tax Credit Calculations
on Tax Filings

Simpler tax credit calculations,

Complicated Weighting methodology

_ Complicated investment tax

" Complicated investment tax

Simplified investment tax credit

based on newly added mvestment

for investment tax credits
: !

credit and job credit calculations

credit and job credit calculations

and job credit calculatlon's

that is in-service at year-end and

newly added employees still

working at year-end

Sunset Provisions

‘no sunset

(no sunset |

\no sunset

Cash-in- Ileu of investment credits

partial sunset

in effect 01/01;’08 through 121’31;’12

a2
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Investment Projects Tied
Tied to HPIP Qualification

- FY 05
# of Projs.

FY 05

: Average $3%

_FY06 |
# of Projs.

. FYO06
Average $%%

FY 07

# of Projs | Average $$%

FY 07

'FY 08 (Q1 & Q2 only)
# of Projs ' Average $$$

Al Years
# of Projs

Average $3$

More than é1_00 million
$50 - 100 million

$25 - 50 m_éuid'h_""“ )
$10 - 25 million
$1-10 mnfio_q_ B
$50,000 - 1 million
Less than $50,000

All Projects per FY

123 |

406,887,523

58,652,679

| 82992750 |
14190873 |
3,249,004 |

363,491

42,890

14,917,729

34,467,729

9,238,862

155,868,224 |

59,646,733 |

| 14547308
3,596,008 |
429053

215001

7.7.77 1.._._
13
o5

64

175

245,049,000

35,932,942

11,228,164

26,500

14,017,274 |
3,619,635 |

354015

_4_.

| 399,058,000 | -

180,788,000 |

136,900,000

14,101,910

4,011,101

| 424683

| 23,228,086

17,000 |

31

13

| 316,063,617
68,076,564

| 34,953,614

14,227,133
3,553,726
389,097
27,707

13,627,456
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KIOWA COUNTY BUSINESS RESTORATION ASSISTANCE PROGRAM

The 2007 Kansas Legislature established the Kiowa County business restoration
assistance program for the purpose of assisting businesses that were in operation in
Kiowa County and damaged by the tornado and other severe weather in Kansas on
May 4, 2007.

The business restoration assistance program includes:

e Investment Assistance
A grant of up to 10% of qualifying investment made to rebuild or replace a business
facility in Kiowa County and the business machinery and equipment of a business
that has been damaged or destroyed by the tornado or other severe weather that
occurred on May 4, 2007.

e Job restoration assistance
A grant of up to $3,500 per qualifying job to a business damaged by the tornado
and severe weather on May 4, 2007 that fills an employment position in Kiowa
County, Kansas.

The Kansas Legislature has set aside $5,000,000 for the investment assistance
payment program and the job restoration assistance payment program. To apply
for these assistance programs, a business must complete and submit a Business
Restoration Assistance application. Form PR-BRP . Applications received by
August 31, 2007 will be considered for funding initially. Funding for this program is
currently available. Please submit your application. Policies and procedures for this
program_are available here.

e Sales Tax Exemption
A sales tax exemption is available for those businesses in Kiowa County that were
damaged as a result of the tornado and other severe weather on May 4, 2007.
This sales tax exemption will exempt all construction, reconstruction, materials and
machinery and equipment to be incorporated into the business facility.
Replacement of tornado damaged or destroyed fencing, the purpose for which is
to enclose land devoted to agricultural use shall also be exempt from sales tax. As
soon as the business has decided to rebuild, a request for project exemption
certificate (Form PR-70BRP) should be submitted to the Kansas Department of
Revenue. Applications will be accepted through June 30, 2008.

Questions may be directed to the Kansas Department of Revenue at (785) 296-
3081 or to kathleen_smith @kdor.state.ks.us (kathleen_smith @ kdor.state.ks.us).

Copyright © 2007, Kansas Department of Revenue
Security Statement | Privacy Statement | KDOR Survey | Kansas.gov | Contact
Last Modified 02/01/2008 13:28:36
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REQUEST FOR PROJECT EXEMPTION CERTIFICATE
BUSINESS RESTORATION PROGRAM

Kansas Department of Revenue Telephone: (785) 296-3081
Office of Policy and Research FAX: (785) 296-7928
915 SW Harrison St., Room 230

Topeka, KS 66612-1588 Date

It is requested that a Certificate of Exemption from sales tax be issued to the taxpayer for the following described project.

(A) 1. Name of taxpayer: Taxpayer EIN:
Business type; [ Corporation aLLc. O Limited Liability Partnership/Partnership O Individual
1 Other
2. Will the taxpayer on line (A)(1) lease this facility to a qualified business? Yesd NoQ If yes, please provide
the lessee's name and business type on line (B)(1). If no, proceed to line (B)(2).
(B) 1. Name and EIN of business that will operate the business facility (if different from the name listed on Line (A)):
Name: Business EIN:
Business type: (1 Corporation acLLc. Q Limited Liability Partnership/Partnership (1 Individual
O Other
2. Location of business facility investment:
Street Number and Address
County: City: State: Zip:
3. Mailing address of taxpayer (business) who will own and/or operate the business facility:
Box Number and/or Street Number and Name
City: State: Zip:
(C) Are you rebuilding a business facility that was previously located in Kiowa County, Kansas prior to May 4, 2007
that was damaged by the May 4, 2007 tornado? Yesd NoU
(D) Type of project: O Original construction of a new facility (1 Remodel or reconstruction of an existing facility
T [ Addition to an existing facility U Additional machinery and equipment, not to include
1 Fencing the purchase of a motor vehicle or trailer.
(E) ATTACH an explanation or list of improvements to be constructed, repairs or remodeling to be done, and machinery
and equipment to be purchased.
(F) Describe the type of business activity to be conducted by the taxpayer [name on Line (A}] at the business facility:
(G) List the name(s) and address(es) of the general contractor(s):
(H) Contract date: (1) Contract No.:
(J) Estimated project costs: Total Construction costs:
Machinery and equipment costs:
(K) Estimated completion date (not to exceed two years):
(L) Would you like your project exemption certificate faxed rather than mailed to you? Yes a Nold
If yes, please provide your fax number:
Taxpayer (please type or print) Name of Authorized Representative (please type or print)
Signature of Authorized Representative Title Phone Number

PR-70BRP (Rev, 5/07 Business Restoration Program)



INSTRUCTIONS

An exemption from sales tax is allowed on all sales of tangible personal property or services purchased for the
construction, reconstruction, enlarging or remodeling of a business facility that was located in Kiowa County on
Mac?/ 4. 2007 and that was damaged or destroyed by tornado and other severe weather on May 4, 2007. The sale
and installation of machinery and equipment purchased for the installation at the business facility as well as
fencing that is used to enclose land devoted to agricultural use shall also be exempt from sales tax.

If this business facility will be leased by a qualified business, and both the lessor and lessee will incur
expenditures to construct or reconstruct the facility and purchase machine and equipment to be installed at the
business facility, two applications will be submittéd, one for the lessor and one for the lessee. If the lessor will
incur expenditures, the lessor's application will have line (A)(1) completed with the lessor's name and EIN. Line
(A)(2) will be checked to indicate that the facility will be leased. The lessor will insert the lessee’s name, EIN and

business type on line (B)(]1 ). The lessee's application will have the lessee’s name and EIN completed on line (A)
and with an indication on line (B)(1) of any doing business as (DBA) name.

Line (A)(1) Enter the name and EIN of the entity that will own and/or operate the business facility and claim
the sales tax exemption, and check the appropriate box identifying the business type. This
business entity must have been in operation providing goods or services within Kiowa County,
Iz(gg?as, on May 4, 2007 and was damaged by the tornado and other severe weather on May 4,

Line (A)(2) Indicate whether this business facility will be leased by a qualified business. A qualified business
is a business that was in operation providing goods’ or services within Kiowa County, Kansas,
which was struck by the tornado and other severe weather in Kansas on May 4, 2007.

Line (B)(1) Enter the doing business as (DBA) name of the business, if it is different than line (A), above, and
check the appropriate box identifying the business type.

Line (B)(2) Enter the location (actual street address), including the county of the business facility where the
investment is going to be made.

Line (B)(3) Enter the complete mailing address of the entity éon line (A)(1)) who will own and/or operate the
abQIV% rteferenced business facility. This is the ‘address your project exemption certificate will be
mailed to.

Line (C) Indicate whether your business was located in Kiowa County on May 4, 2007 rior to the tornado.
our business was not located in Kiowa County on May 4, 2007, you will not qualify for the
sales tax exemption.

Line (D) Check the applicable box(es) that describe your project.

Line (E) Briefly describe the purchases of materials, machinery, equipment, and services you will make

for this project to qualify for exemption from retailers' sales tax. Inventory and property that leaves

the facility, such as mofor vehicles, will not qualify for exemption.

Line (F) ?egﬁribe specifically the type of business activity to be conducted by the taxpayer at the business
acility.
Line (G) List the name and address of the general contractor if available. If a general contractor does not

exist for this project, please attach a list of all the contractors/subcontractors  (if available)
involved in performing labor services or supplying materials for the project. include in this list, the
es’urt_rlwnedt pr(t)ject costs, contract date, contract number, and the estimated completion date for
each contract.

Line (H) Enter the date of the contract.
Line (1) Enter the applicable contract number if available.
Line (J) Enter the estimated cost of the project. These costs should be separated between construction

costs (materials and labor) and machinery and equipment costs.

Line (K) Enter the estimated completion date for this project. The Department requests that this period
not extend beyond two years from the application date.

Line (L) Provide your fax number if you would prefer that your project exemption certificate be faxed to
you rather than mailed.

Signature The name of the taxpayer as well as the authorized representative requesting the exemption
should be typed or printed in the area provided. The authorized representative must also sign
the request and provide a phone number where they can be reached during business hours.

22



BUSINESS RESTORATION ASSISTANCE PROGRAM

Kansas Department of Revenue
Office of Policy and Research
915 SW Harrison St., Room 230
Topeka, KS 66612-1588

(1)  Name of business:

Telephone: (785) 296-3081
FAX: (785)296-7928

Date

EIN of business:

Business type: [ Corporation
U Other

aL.Lc. O Limited Liability Partnership/Partnership 1 Individual

(2) Individual contact for business:

Name

Telephone Number

(3) Mailing address of business:

Fax Number

City:

Box Number and/or Street Number and Name

State: Zip:

(4) Location of business facility on May 4, 2007:

County:
Parcel No:

City: State: Zip:

Street Number and Address

Approximate square footage of this business facility:

(5) Did you own or lease your business facility on May 4, 2007? Owned d Leased O

(6) County appraised value of business real property:;

County appraised value of business tangible personal property:

Provide a list of your business machinery and equipment and its fair market value that was in place on May 4,

2007.

(7)  Number of employees on May 4, 2007: full-time part-time seasonal
Complete attached employee worksheet and file with your business restoration assistance application.

(8) Are you rebuilding a business facility that was located in Kiowa County, Kansas on May 4, 2007 that was damaged
by the May 4, 2007 tornado? Yesd No U

(9)  Proposed location of business facility:

County:
Parcel No:

City: State: Zip:

Street Number and Address

Approximate square footage of this business facility:

CONTINUE ON REVERSE SIDE |

Application Received:

FOR OFFICE USE ONLY

Log No.:

Investment Assistance approved:

Job Restoration Assistance approved:

Total Assistance approved:

Approved by:

Date:

PR-BRP (Rev. 5/07 Business Restloration Program)
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(10) Will you own or lease this proposed business facility? OwnQ  Lease U

(11) Describe specifically the type of business activity to be conducted by this business at the proposed business facility:

(12) ATTACH an explanation or list of improvements to be constructed, repairs or remodeling to be done, and
machinery and equipment to be purchased.

(13) Estimated project costs: Total Construction costs:

Machinery and equipment costs:

(14) List the name(s) and address(es) of the general contractor(s):

Contract date: Contract No.:

(15) Estimated completion date (not to exceed two years):

(16) Number of employees to be restored: full-time part-time seasonal
Complete attached employee worksheet and file with your business restoration assistance application.

(17) Has your business submitted a property loss claim to your insurer? Yes QO Nold
If yes, please provide a copy of the claim submitted and any supporting documents, the amount of reimbursement

you have received and the amount of any reimbursement that is currently pending.
(18) Provide any additional documentation to evaluate the financial needs of your business.

O | authorize the Secretary of Revenue or the Secretary’s designee the ability to review business property records on
file with the city or county.

| declare under the penalties of perjury that to the best of my knowledge this is & true, correct, and complete application.

Business Applicant {please type or print) Name of Authorized Representative (please type or print}

Signature of Authorized Representative Title Phone Number

Uy



EMPLOYEE WORKSHEET
BUSINESS RESTORATION ASSISTANCE PROGRAM

Employees employed on May 4, 2007

Was this position
Monthly Salary located in Kiowa Full-time, part-time or
Type of Position for Position Type County? seasonal
Proposed positions to be filled
Will this position be | Will this position be
Monthly Salary for located in Kiowa full-time, part-time When will this

Type of Position

Position Type

County?

or seasonal?

position be filled?




INSTRUCTIONS

The business restoration assistance program has been established for the purpose of assistin
businesses that were in operation in Kiowa County, Kansas and that were struck by the tornado an
other severe weather in Kansas on May 4, 2007. This program shall provide the followmcr;:‘ (a) investment
assistance payments shall be available for investment made to rebuild or replace the building or structure
or to replace the business machinery and equipment; and (b) job restoration assistance payments for
businesses that restore employees in Kiowa County.

Line (1) Enter the name and EIN of the business .?:\pfplgingb for assistance and check the
apFroEriate box identifying the business type. If the business is a sole proprietorship,
enter the SSN of the owner. This business entity must have been in operation providing
?hoods or services within Kiowa County, Kansas, on May 4, 2007 and was damaged by

e tornado and other severe weather on May 4, 2007.

Line (2) Print the name, telephone number, and fax number of the individual to be contacted
regarding this application.

Line (3) Enter the complete mailing address of the business entity seeking assistance.

Line (4) Enter the address and parcel number of the jocation of the business on May 4, 2007, and

the approximate square footage of the business facility prior to the tornado and severe
weather. The parcel number may be obtained from the county appraiser.

Line (5) Indicate whether the business owned or jeased their business facility on May 4, 2007
prior to the tornado and severe weather.

Line (6) Enter the appraised value of the real and tangible personal property this business had as
of the most recent county appraisal.

Line (7) Indicate the number of full-time, part-time, and seasonal emploe/ees. the business
employed on May 4, 2007 prior to the tornado and severe weather. Full-time shall mean
that an employee works at least 40 hours per week; part-time shall mean such person is
customarily performing such duties at least 20 hours per week; and seasonal basis, shall
mean such person performs such duties at least 20 hours per week for substantially all of
the season customary for the position in which such person is employed.

COMPLETE the first half of the Employee Worksheet on page 3 of this application.
Indicate the tﬁe of position (sales clérk, accountant, manager, efc.) this business
employed on May 4, 2007 prior to the tornado and severe weather, Provide each
Posutlong_monthly salary, whether that position was located in Kiowa County and whether
hat position was considered as full-time, part-time, or seasanal.

Owners, partners or shareholders of a business shall be considered in this worksheet

when that individual performs duties in connection with the aperation of the qualifying
business on a full-time or part-time basis as defined above.

An independent contractor is not considered as a qualifying job.

Line (8) Check whether you are reiquiidin? a business facility that was located in Kiowa County,
Kansas on May 4, 2007 prior to the tornado and severe weather. If you have checked
no, you will not qualify for this business restoration assistance program.

Line (9) Enter the street address, county, city, zip and parcel number of the property you are
Broposmg to rebuild upon as well as the approximate square footage of the proposed
usiness facility. The parcel number may be obtained from the county appraiser.

Line (10) Indicate whether your business will own or lease the business facility you are propasing
to locate to.
Line (11) Describe specifically the type of business activity to be conducted by this business at the

business facility.

Line (12) ATTACH a scope of work, construction contract and description of the materials,
machinery, equipment, and services you will make for this project.

Line (13) Enter the estimated cost of the project. These costs should be separated between
construction costs (materials and labor) and machinery and equipment costs.

Line (14) List the name and address of the general contractor if available. If a general contractor
does not exist for this project, please attach a list of all the contractors/subcontractors (if
available) involved in performing fabor services or supplying materials for the project.
Include in this list, the estimate ﬁroject costs, contract date, contract number, and the
estimated completion date for each contract.

Line (15) Enter the estimated completion date for this project.
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Line (16)

Line (17)

Line (18)

Signature

Indicate the number of full-time, part-time, and seasonal employees the business is
proposing to restore. Full-time shall mean that an employee works at least 40 hours per
week; part-time shall mean such person is customarily performing such duties at least 20
hours per week; and seasonal basis, shall mean such person performs such duties at
least 20 hours per week for substantially all of the season customary for the position in
which such person is employed.

COMPLETE the second half of the Employee Worksheet on page 3 of this application.
Indicate the type of positions (sales clerk, accountant, manager, etc.) this business is
Proposin_g to restore. Provide each {)OSItIOﬂS. monthly salary, whether that position will be
ocated in Kiowa County, whether that Posmon is considered as full-time, part-time, or
seasonal, and when thaf position will be Tilled.

Owners, partners or shareholders of a business shall be considered in this workshest
when that individual performs duties in connection with the operation of the qualifying
business on a full-time or part-time basis as defined above.

An independent contractor will not be considered as a qualifying job.

Check whether Yqur business has submitted a property loss claim to your insurer. If a
property loss claim has been submitted, PROVIDE a copy of the claim and any
supporfing documents, the amount of reimbursement you have received and the amount
of any reimbursement that is currently pending.

Provide any additional documentation to evaluate the financial needs of your business.

The name of the business as well as the authorized representative_requesting the
assistance should be typed or printed in the area provided. The authorized
representative must also sign the request and provide a phone number where they can
be reached during business hours.
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The 2007 Kansas Legislature established the county business restoration assistance
program for the purpose of assisting businesses that were in operation in Kiowa County
and damaged by the tornado and other severe weather in Kansas on May 4,2007. This
assistance program shall be administered by the secretary of revenue.

The county business restoration assistance program is comprised of three components:

e Investment assistance payment;
e Job restoration assistance payment; and
e Sales tax exemption.

The Kansas Legislature has set aside $5,000,000 for the investment assistance payment
program and the job restoration assistance payment program. To apply for these
assistance programs, a business must complete Form PR-BRP. Applications for these
two assistance programs should be submitted as soon as possible. Applications received
by August 31, 2007 will be considered for funding initially.

A sales tax exemption is also available for those businesses in Kiowa County that were
damaged as a result of the tornado and other severe weather on May 4, 2007. This sales
tax exemption will exempt all construction, reconstruction, materials and machinery and
equipment to be incorporated into the business facility (including fencing for land
devoted to agricultural use). As soon as the business has decided to rebuild, a request for
project exemption certificate (Form PR-70BRP) should be submitted to the Kansas
Department of Revenue.

INVESTMENT ASSISTANCE PAYMENT

To the extent funding is available and depending on the factors described on page 4 under
the Assistance Payment Process, the secretary of revenue may award an investment
assistance payment of up to 10% of the qualifying investment made to rebuild or replace
a business facility in Kiowa County and the business machinery and equipment of a
business that has been damaged or destroyed by the tornado or other severe weather that
occurred on May 4, 2007. The investment assistance payment shall be for the purpose of
assisting the business in recovering from the damages sustained from the storm on May
4, 2007 and as an incentive to remain in Kiowa County.

Any business taxpayer that was operating in Kiowa County, Kansas on May 4, 2007
suffering damage, may be eligible for assistance.

The following definitions have been provided to implement this program:

Business facility means a permanent building or structure used in business or
commercial operations located within Kiowa County, Kansas. It shall include any
building or complex of buildings, including the land on which the facility is located and
all business machinery and equipment located at or within the facility used in connection
with the operation of the facility. For purposes of this program, commercial operations
shall include medical facilities and mental health facilities.



Business machinery and equipment means the tangible personal property permanently
and physically located at the business facility and used in the business operations. Trade
fixtures, racks, shelving, office furnishings and computers are some examples of business
machinery and equipment. It does not include (A) mobile equipment that leaves the
business facility, such as motor vehicles, or (B) any items held for sale, such as business
inventory.

Qualifying business means a business that was in existence and in commercial
operations providing goods or services within Kiowa County, Kansas which was
damaged or destroyed by the tornado and other severe weather on May 4, 2007.

Qualifying investment shall mean the value of real and tangible personal property
permanently and physically located at the Kansas business facility, except inventory, or
property held for sale to customers in the ordinary course of the taxpayer’s business,
which constitutes the business facility or which is used by the taxpayer in the operation of
the Kansas business facility. Investment, such as rolling stock and motor vehicles, that
leaves the business facility, shall not be considered as qualifying investment.

Only that real and tangible personal property that rebuilds or replaces what was in place
prior to the severe weather on May 4, 2007 shall be considered as qualifying investment.
The investment must be made between May 4, 2007 and June 30, 2008 to be considered
as qualifying investment.

The value of such property shall be (1) its original cost if owned by the business and
purchased after May 4, 2007; or (2) actual lease payments made after May 4, 2007
through June 30, 2008, if leased by the business.

For those lessors that choose to rebuild their business facility which will then be leased to
a qualifying business, assistance for investment made in the facility is available. For this
program, the property shall be valued at its original cost in determining investment
assistance to the lessor. The lease payments that are made by a lessee to rent the business
facility will not be considered as qualifying investment.

The lease payments made by a qualifying business after May 4, 2007 through June 30,
2008 to replace business machinery and equipment may be included in qualifying
investment.

Qualifying investment shall be determined by calculating the value of the investment that
has been placed into service at the taxpayer’s business facility in Kiowa County, Kansas
after May 4, 2007 through June 30, 2008.

JOB RESTORATION ASSISTANCE PAYMENT

To the extent funding is available and depending on the factors described on page 4 under
the Assistance Payment Process, the secretary of revenue may award a job restoration
assistance payment of up to $3,500 per qualifying job to a business damaged by the
tornado and severe weather on May 4, 2007 that fills an employment position in Kiowa
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County, Kansas. The purpose of the job restoration assistance program shall be to assist
the business in recovering from the damages sustained from the storm on May 4, 2007
and as an incentive to the business to restore jobs within Kiowa County, Kansas.

Qualifying job means a job employed by a qualifying business in Kiowa County that
was lost as a result of damage sustained by the tornado and other severe storms that
struck Kansas on May 4, 2007, that is restored in the county between May 4, 2007 and
June 30, 2008, and shall not include any part-time or seasonal job that provides the
employee with less than 20 hours per week of paid employment.

A qualifying job shall mean a person employed by the business in the operation of the
qualifying business. A person shall be deemed to be so engaged if such person performs
duties in Kansas in connection with the operation of the business on: (A) a regular, full-
time basis; (B) a part-time basis, provided such person is customarily performing such
duties at least 20 hours per week; or (C) a seasonal basis, provided such person performs
such duties for substantially all of the season customary for the position in which such

person is employed.

Owners, partners, and shareholders of a business may be considered as a qualifying job,
if that individual performs duties in connection with the operation of the qualifying
business on a full-time or part-time basis as defined above.

An independent contractor will not be considered as a qualifying job.

ASSISTANCE PAYMENT PROCESS

Eligible businesses applying for the assistance programs must complete Form PR-BRP
(see Appendix A). Applications for assistance that are submitted to the Kansas
Department of Revenue by August 31, 2007 will be considered for funding initially. It is
very important that applications be received within this time frame as not more than
$5,000,000 can be expended from the state emergency fund to provide assistance
payments through the investment assistance program and job restoration assistance
program. Applications received after August 31, 2007 will be considered for assistance if
funding is available.

Applications will be accepted by the Department of Revenue by fax (785-296-7928),
through e-mail (kathleen_smith@kdor state.ks.us), or through mail (Kansas Department
of Revenue, Office of Policy and Research, 915 SW Harrison St., Room 230, Topeka, KS
66612-1588).

Applications will be reviewed and evaluated based upon the following factors:

e Commitment to rebuild business facility in the community, financial need,
timeframe to rebuild, and amount of investment in the community, in
comparison to investment prior to May 4, 2007;

e Number of employees business is proposing to rehire in the community, in
comparison to employment level prior to May 4, 2007; and
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e Salary level and hours or duration of proposed jobs in the community, in
comparison to salary levels, hours and duration of jobs prior to May 4, 2007.

Upon review of the application, the Department of Revenue will provide a proposed
investment assistance payment and/or job assistance payment for which the applicant is
eligible. (The Kansas Legislature has set aside $5,000,000 for this assistance payment
program. Therefore, allocations based on this cap and the number of eligible businesses
applying will be made.) A letter will be mailed to the applicant indicating the proposed
assistance.

Once the investment is placed into service and/or the jobs are employed, the applicant
will certify to the Department and document the actual amount of investment made
and/or the number of jobs hired by completing Form PR-Assist. The Department of
Revenue will review this documentation and determine if the conditions for payment
assistance have been met. If those conditions have been met, the Department will issue a
letter to the applicant identifying the amount of the assistance payment to be made. The
amount of the assistance issued may not exceed the amount that was previously
approved. The assistance payment will be mailed shortly after the approval letter.

Conditions for Payment Assistance

The investment assistance will be issued to the applicant in the determined amount after
the applicant has completed the investment, the business facility is operational and placed
in service, and the applicant has provided the required documentation to the Department
of Revenue for the qualifying investment expenditures.

The jobs assistance payment will be issued to the applicant in the determined amount
after the applicant has hired employees to fill the positions for which payments were
sought, such employees have been employed for at least 3 months, and the applicant has
provided the required documentation to the Department of Revenue that these positions
have been filled.

SALES TAX EXEMPTION

An exemption from sales tax shall be allowed on all sales of tangible personal property or
services purchased for the construction, reconstruction, enlarging or remodeling of a
business facility that was located in Kiowa County, Kansas on May 4, 2007 and that has
been damaged or destroyed by tornado and other severe weather on May 4, 2007. The
sale and installation of machinery and equipment purchased for installation at any such
business facility shall be exempt as well. Replacement of fencing damaged or destroyed
by the tornado, the purpose for which is to enclose land devoted to agricultural use, shall
also be exempt from sales tax.

Any business constructing, reconstructing, enlarging or remodeling a business facility
that was located in Kiowa County, Kansas and was damaged on May 4, 2007 shall make
application for a project exemption certificate. Businesses shall complete form PR-
70BRP (Appendix B) and submit to the Kansas Department of Revenue prior to June 30,



2008. Applications will be accepted by the Department of Revenue by fax (785-296-
7928), through e-mail (kathleen smith(@kdor.state ks.us), or through mail (Kansas
Department of Revenue, Office of Policy and Research, 915 SW Harrison St., Room 230,
Topeka, KS 66612-1588).

Any person that was leasing a business facility to a qualifying business in Kiowa County,
Kansas that was damaged or destroyed on May 4, 2007, and wishes to rebuild the facility
may also be eligible to obtain a project exemption certificate. The lessor may obtain a
project exemption certificate for the facility construction or reconstruction if the facility
will be occupied by a business that was previously located in Kiowa County, Kansas.

The Department shall review the application and issue a project exemption certificate if
approved. The project exemption certificate will be effective for a period of two years.
The project exemption certificate shall be furnished to the contractor to purchase
materials for incorporation into the project. The business shall use the certificate to
purchase any business machinery and equipment to be installed at the facility. The
contractor shall furnish the certificate to all suppliers from whom such purchases are
made, and the suppliers shall execute invoices covering the same bearing the number of
such certificate.

Upon completion of the project, the contractor shall furnish to the person that obtained
the exemption certificate, a sworn statement, on a form to be provided by the director of
taxation, that all purchases so made were entitled to exemption. All invoices shall be
held by the contractor for a period of five years and shall be subject to audit by the
director of taxation.

Any contractor or any agent, employee or subcontractor thereof, who shall use or
otherwise dispose of any materials, machinery or equipment purchased under such a
certificate for any purpose other than that for which the certificate is issued without the
payment of the sales or compensating tax otherwise imposed thereon, shall be guilty of a
misdemeanor and, upon conviction therefore, shall be subject to the penalties provided
for in subsection (g) of K.S.A. 79-3615, and amendments thereto.
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SOUTHEAST KANSAS BUSINESS RESTORATION ASSISTANCE
PROGRAM

A Southeast Kansas (SEK) business restoration assistance program has been
established for the purpose of assisting businesses with less than 50 employees that
were in operation in one of the affected counties and damaged by the flooding and
other severe weather in Kansas that began on June 26, 2007. The counties included
in this SEK business restoration assistance program are: Allen, Anderson, Bourbon,
Butler, Chautauqua, Cherokee, Coffey, Cowley, Crawford, Edwards, Elk, Franklin,
Greenwood, Harper, Labette, Linn, Miami, Montgomery, Neosho, Osage, Pawnee,
Wilson, and Woodson

The business restoration assistance program includes:

e Investment Assistance
A grant of up to 10% of qualifying investment made to rebuild or replace a business
facility within the same community in one of the affected counties and the business
machinery and equipment of a business that has been damaged or destroyed by
the flood or other severe weather that began on June 26, 2007.

e Job restoration Assistance
A grant of up to $3,500 per qualifying job to a business damaged by the flood and
other severe weather that began on June 26, 2007 that restores an employment
position within the same community in one of the affected counties.

e Rental Assistance
An assistance grant for the rent paid by a qualified business to lease a temporary
business facility within the same community while the permanent facility is being
rebuilt. Rental assistance will be granted for a period of up to six months and may
not exceed a total of $1,500.

The State Finance Council has set aside $5,000,000 for the investment assistance, job
restoration assistance, and rental assistance program. To apply for these assistance
programs, a business must complete and submit a Business Restoration Assistance
application, Form PR-SEK. Applications received by September 30, 2007 will be
considered for funding initially. Funding for this program is currently available. Please
submit your application. Policies and procedures for this program are available here.

Small businesses that have damage due to the flood are encouraged to attend one of
the informational meetings on August 16, 2007 regarding this program. Locations for
these informational meetings are available here.

Questions may be directed to the Kansas Department of Revenue at (785) 296-3081 or to
kathleen_smith @ kdor.state.ks.us (kathleen_smith @kdor.state.ks.us).

Copyright © 2007, Kansas Department of Revenue
Security Statement | Privacy Statement | KDOR Survey | Kansas.gov | Contact
Last Modified 02/01/2008 13:28:17
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SOUTHEAST KANSAS BUSINESS RESTORATION ASSISTANCE PROGRAM

Kansas Department of Revenue Telephone: (785) 296-3081
Office of Policy and Research FAX: (785) 296-7928
915 SW Harrison St., Room 230
Topeka, KS 66612-1588 Date
(1)  Name of business: EIN of business:

Business type: U Corporation aLLc. (1 Limited Liability Partnership/Partnership 1 Individual

Q Other
(2) Individual contact for business:

Name
Telephone Number Fax Number

(3) Mailing address of business:

Box Number and/or Street Number and Name

City: State: Zip:

(4) Location of business facility on June 26, 2007:

Street Number and Address
County: City: State: Zip:
Parcel No:
Approximate square footage of this business facility:

(5) Did you own or lease your business facility on June 26, 2007? Owned d Leased

(6) County appraised value of business real property:

County appraised value of business tangible personal property:
Provide a list of your business machinery and equipment and its fair market value that was in place on June 26,
2007.

(7)  Number of employees on June 26, 2007: full-time part-time seasonal
Complete attached employee worksheet and file with your business restoration assistance application.

(8) Are you rebuilding a business facility that was located in one of the affected counties on June 26, 2007 that was
damaged by the flooding and other severe weather that began on June 26, 2007? Yesd Nol
If yes, is the business facility you are rebuilding within the same community where the business facility was located
at the time of the flood? Yesd NoU

(9) Proposed location of business facility:

Street Number and Address
County: City: State: Zip:
Parcel No:

Approximate square footage of this business facility:

| CONTINUE ON REVERSE SIDE

FOR OFFICE USE ONLY

Application Received: Log No.:

Investment Assistance approved:

Job Restoration Assistance approved: Total Assistance approved:
Approved by: Date:

PR-SEK (Rev. 8/07 Business Restoration Program)
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(10)
(11)

Will you own or lease this proposed business facility? Own 1  Lease

Describe specifically the type of business activity to be conducted by this business at the proposed business facility:

ATTACH an explanation or list of improvements to be constructed, repairs or remodeling to be done, and
machinery and equipment to be purchased.

Estimated project costs: Total Construction costs:

Machinery and equipment costs:

List the name(s) and address(es) of the general contractor(s):

Contract date: Contract No.:

Estimated completion date (not to exceed two years):

Number of employees to be restored: full-time part-time seasonal
Complete attached employee worksheet and file with your business restoration assistance application.

Will you be leasing a temporary business facility while your permanent facility is being repaired or rebuilt? Yes U No
a

If yes, please provide the location of the temporary business facility.

Location of temporary facility:

Street Number and Address

County: City: State: Zip:

If you will be or are leasing a temporary business facility, enter the monthly rental payment and the date the rent
payment commenced. Monthly rent payment Date rent commenced
Provide a copy of the executed rental agreement.

Has your business submitted a property loss claim to your insurer? Yes QO Nol
If yes, please provide a copy of the claim submitted and any supporting documents, the amount of reimbursement
you have received, and the amount of any reimbursement that is currently pending.

Provide any additional documentation to evaluate the financial needs of your business.

| authorize the Secretary of Revenue or the Secretary’s designee the ability to review business property records on
file with the city or county.

| declare under the penalties of perjury that to the best of my knowledge this is a true, correct, and complete application.

Business Applicant (please type or print) Name of Authorized Representative (please type or print)

Signature of Authorized Representative Title Phone Number

()

|



INSTRUCTIONS

The Southeast Kansas business restoration assistance program has been established for the purpose of
assisting businesses with less than 50 employees that were in operation in one of the affected counties
and damaged by the flooding and other severe weather in Kansas that began on June 26, 2007. The
counties included in this Southeast Kansas business restoration Egrogram include: Allen, Anderson,
Bourbon, Butler, Chautaugua, Cherokee, Coffey, Cowley, Crawford, Edwards, Elk, Franklin, Greenwood,
Harper, Labette, Linn, Miami, Montgomery, Neosho, Osage, Pawnee, Wilson, and Woodson. This
program shall provide the fo|lowing|;: (a) investment assistance pa¥ments shall be available for investment
mage to rebuild or replace the building or structure or to replace the business machinery and equipment;
(b) job restoration assistance payments for businesses that restore employees in one of the affected
counties; and (c) rental assistance payments to lease a temporary business facility while the Permanent
facili}?( is being Trebuilt. Applications received by September 30, 2007 will be considered for funding
initially.

Line (1) Enter the name and EIN of the business applying for assistance and check the
apfro riate box identifying the business type. If the business is a sole proprietorship,
enter the SSN of the owner. This business entity must have been in operation providing

oods or services within one of the affected ‘counties, on June 26, 2007 and was
amaged by the flooding and other severe weather that began on June 26, 2007.

Line (2) Print the name, telephone number, and fax number of the individual to be contacted
regarding this application.

Line (3) Enter the complete mailing address of the business entity seeking assistance.

Line (4) Enter the address and parcel number of the location of the business on June 268, 2007,

and the apl_proximate square foota%e of the business facility prior to the flood and severe
weather. The parcel number may be obtained from the county appraiser.

Line (5) Indicate whether the business owned or leased their business facility on June 26, 2007
prior to the flood and severe weather.

Line (6) Enter the appraised value of the real and tangible personal property this business had as
of the most recent county appraisal.

Line (7) Indicate the number of full-time, part-time, and seasonal employees the business
employed on June 26, 2007 prior to the flood and severe weather. In order to qualify for
the HO restoration assistance, your business must have emplafyed less than 50
employees. Full-time shall mean that an employee works at least 40 hours per week;
part-time shall mean such persaon is customanﬁ performing such duties at |least 20 hours
ﬁer week; and seasonal basis, shall mean such person performs such duties at least 20
ours per week for substantially all of the season customary for the position in which
such person is employed.

COMPLETE the first half of the Employee Worksheet on page 3 of this apglication.
Indicate the type of position (sales clerk, accountant, manager, etc.) this business
employed on June 26, 2007 {Jrior to the flood and severe weather. Provide each
positions monthly salary, whether that position was located in one of the affected
counties and whether that position was considered as full-time, part-time, or seasonal.

Owners, partners or shareholders of a business shall be considered in this worksheet
when that individual performs duties in connection with the operation of the qualifying
business on a full-time or part-time basis as defined above.

An independent contractor is not considered as a qualifying job.

Line (8) Check whether you are rebuilding a business facility that was located in one of the
affected counties on June 26, 2007 prior to the flood and severe weather. If you have
checked no, you will not qualify for this business restoration assistance program.

Line (9) Enter the street address, county, city, zip and parcel number of the property you are
Broposmg to rebuild upon as well as the approximate square footage of the proposed
usiness facility. The parcel number may be obtained from the county appraiser.

Line (10) Indicate whether your business will own ar lease the business facility you are proposing
to locate to.
Line (11) Describe specifically the type of business activity to be conducted by this business at the

business facility.

Line (12) ATTACH a scope of work, construction contract and description of the materials,
machinery, equipment, and services you will make for this project.

Line (13) Enter the estimated cost of the project. These costs should be separated between
construction costs (materials and labor) and machinery and equipment costs.



Employees employed on June 26, 2007

EMPLOYEE WORKSHEET
SOUTHEAST KANSAS BUSINESS RESTORATION ASSISTANCE PROGRAM

Was this position
Monthly Salary located in one of Full-time, part-time or
Type of Position for Position Type the affected seasonal
counties?
Proposed positions to be filled
Will this position be | Will this position be
located in the same full-time, part-time When will this

Type of Position

Monthly Salary for
Position Type

community of one of
the affected
counties?

or seasonal?

position be filled?




Line (14)

Line (15)
Line (16)

Line (17)

Line (18)

Line (19)

Line (20)

Signature

List the name and address of the general contractor if available. If a general contractor
does not exist for this project, please attach a list of all the contractors/subcontractors (if
available) involved in performing labor services or supplying materials for the project.
Include in this list, the estimated project costs, contract date, contract number, and the
estimated completion date for each contract.

Enter the estimated completion date for this project.

Indicate the number of full-time, part-time, and seasonal employees the business is
proposing to restore. Full-time shall mean that an employee works at least 40 hours per
week; part-time shall mean such person is customarily performing such duties at least 20
hours per week; and seasonal basis, shall mean such person performs such duties at
least 20 hours per week for substantially all of the season customary for the position in
which such person is employed.

COMPLETE the second half of the Employee Worksheet on page 3 of this application.
Indicate the type of positions (sales clerk, accountant, manager etc.) this business is

roposing to restore. Provide each positions monthly salary, w _ether that position will be
ocated within the same community of one of the affected counties, whether that position
is considered as full-time, part-time, or seasonal, and when that position will be filled.

Owners, partners or shareholders of a business shall be considered in this worksheet
when that individual performs duties in connection with the operation of the qualifying
business on a full-time or part-time basis as defined above.

An independent contractor will not be considered as a qualifying job.

Enter the address location of the temporary business facility you are rentinf;. In order to

ualify for the rental assistance, the temporary business facility must be located within
the same community and county as your original business facility at the time it sustained
flood damage.

If you are leasing a temporary business facility, grovide the menthly rental payment and
the date %he rent payment commenced. TTACH a copy of the executed rental
agreement.

Check whether Yqur business has submitted a property loss claim to your insurer. If a
property loss claim has been submitted, PROVIDE a copy of the claim and any
supporting documents, the amount of reimbursement you have received and the amount
of any reimbursement that is currently pending.

Provide any additional documentation to evaluate the financial needs of your business.

The name of the business as well as the authorized representative_requesting the
assistance should be typed or printed in the area provided. The authorized
representative must also sign the request and provide a phone number where they can
be reached during business hours.
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Kathleen Sebelius, Governor

KA N S A S Joan Wagnon, Secretary

DEPARTMENT OF REVENUE
www.ksrevenue.org

Kansas Department of Revenue
Policies and Procedures Manual
for the
Southeast Kansas Business Restoration
Assistance Program

August 2007

The policies and procedures for the Southeast Kansas Business Restoration Assistance
Program shall be in effect as of June 26, 2007 for the following counties: Allen,
Anderson, Bourbon, Butler, Chautauqua, Cherokee, Coffey, Cowley, Crawford, Edwards,
Elk, Franklin, Greenwood, Harper, Labette, Linn, Miami, Montgomery, Neosho, Osage,
Pawnee, Wilson, and Woodson.

OFFICE OF POLICY AND RESEARCH
DOCKING STATE OFFICE BUILDING, 915 SW HARRISON ST., TOPEKA, KS 64612-1588
Voice 785-296-3081 Fax 785-296-7928 htip://www ksrevenue.org/



A Southeast Kansas (SEK) business restoration assistance program has been established
for the purpose of assisting businesses with less than 50 employees that were in operation
in one of the affected counties and damaged by the flooding and other severe weather in
Kansas that began on June 26, 2007. The counties that are included in this SEK business
restoration assistance program are Allen, Anderson, Bourbon, Butler, Chautauqua,
Cherokee, Coffey, Cowley, Crawford, Edwards, Elk, Franklin, Greenwood, Harper,
Labette, Linn, Miami, Montgomery, Neosho, Osage, Pawnee, Wilson, and Woodson.
This assistance program shall be administered by the secretary of revenue.

The SEK business restoration assistance program is comprised of three components:
e Investment assistance;
e Job restoration assistance; and
e Rental assistance.

The State Finance Council has set aside $5,000,000 for the investment assistance, job
restoration assistance, and the rental assistance programs. To apply for these assistance
programs, a business must complete Form PR-SEK. Applications for these three
assistance programs should be submitted as soon as possible. Applications received by
September 30, 2007 will be considered for funding initially.

INVESTMENT ASSISTANCE PAYMENT

To the extent funding is available and depending on the factors described on page 4 under
the Assistance Payment Process, the secretary of revenue may award an investment
assistance payment of up to 10% of the qualifying investment made to rebuild or replace
a business facility within the same community in one of the affected counties and the
business machinery and equipment of a business that has been damaged or destroyed by
the flooding and other severe weather that began on June 26, 2007. The investment
assistance payment shall be for the purpose of assisting the business in recovering from
the damages sustained from the storm and as an incentive to remain in the same
community of one of the affected counties.

Any business taxpayer with less than 50 employees that was operating in one of the
affected counties on June 26, 2007 suffering damage, may be eligible for assistance.

The following definitions have been provided to implement this program:

Business facility means a permanent building or structure used in business or
commercial operations located within one of the affected counties. It shall include any
building or complex of buildings, including the land on which the facility is located and
all business machinery and equipment located at or within the facility used in connection
with the operation of the facility.

Business machinery and equipment means the tangible personal property permanently

and physically located at the business facility and used in the business operations. Trade

fixtures, racks, shelving, office furnishings and computers are some examples of business
machinery and equipment. It does not include (A) mobile equipment that leaves the



business facility, such as motor vehicles, or (B) any items held for sale, such as business
inventory.

Qualifying business means a business with less than 50 employees that was in existence
and in commercial operations providing goods or services within one of the affected
counties, which was damaged or destroyed by the flooding and other severe weather that
began on June 26, 2007 and is to be rebuilt or replaced at a location within the same
community and county where such business was located when the flood damage was
sustained.

Qualifying investment shall mean the value of real and tangible personal property
permanently and physically located at the qualifying business facility, except inventory,
or property held for sale to customers in the ordinary course of the taxpayer’s business,
which constitutes the business facility or which is used by the taxpayer in the operation of
the qualifying business facility. Investment, such as rolling stock and motor vehicles,
that leaves the business facility, shall not be considered as qualifying investment.

Only that real and tangible personal property that rebuilds or replaces what was in place
prior to the severe weather that began on June 26, 2007 shall be considered as qualifying
investment. The investment must be made between June 26, 2007 and June 30, 2008 to
be considered as qualifying investment.

The value of such property shall be (1) its original cost if owned by the business and
purchased after June 26, 2007; or (2) actual lease payments made after June 26, 2007
through June 30, 2008, if leased by the business.

For those lessors that choose to rebuild their business facility which will then be leased to
a qualifying business, assistance for investment made in the facility is available. For this
program, the property shall be valued at its original cost in determining investment
assistance to the lessor. The lease payments that are made by a lessee to rent the business
facility will not be considered as qualifying investment.

The lease payments made by a qualifying business after June 26, 2007 through June 30,
2008 to replace business machinery and equipment may be included in qualifying
investment.

Qualifying investment shall be determined by calculating the value of the investment that
has been placed into service at the taxpayer’s business facility in one of the affected
counties after June 26, 2007 through June 30, 2008.

JOB RESTORATION ASSISTANCE PAYMENT

To the extent funding is available and depending on the factors described on page 4 under
the Assistance Payment Process, the secretary of revenue may award a job restoration
assistance payment of up to $3,500 per qualifying job to a business damaged by the
flooding and severe weather that began on June 26, 2007 that fills an employment
position in one of the affected counties. The purpose of the job restoration assistance



program shall be to assist the business in recovering from the damages sustained from the
storm that began on June 26, 2007 and as an incentive to the business to restore jobs

within the affected counties.

Any business taxpayer with less than 50 employees that was operating in one of the
affected counties on June 26, 2007 suffering damage, may be eligible for assistance.

Qualifying job means a job employed by a qualifying business in one of the affected
counties that was lost as a result of damage sustained by the flood and other severe
storms that began on June 26, 2007. This job or position must be restored within the
same community and county where such business was located when the flood damage
was sustained between June 26, 2007 and June 30, 2008. A qualifying job shall not
include any part-time or seasonal job that provides the employee with less than 20 hours

per week of paid employment.

A qualifying job shall mean a person employed by the business in the operation of the
qualifying business. A person shall be deemed to be so engaged if such person performs
duties in Kansas in connection with the operation of the business on: (A) a regular, full-
time basis; (B) a part-time basis, provided such person is customarily performing such
duties at least 20 hours per week; or (C) a seasonal basis, provided such person performs
such duties for substantially all of the season customary for the position in which such
person is employed.

Owners, partners, and shareholders of a business may be considered as a qualifying job,
if that individual performs duties in connection with the operation of the qualifying
business on a full-time or part-time basis as defined above.

An independent contractor will not be considered as a qualifying job.

RENTAL ASSISTANCE PAYMENT

To the extent funding is available and depending on the factors described on page 4 under
the Assistance Payment Process, the secretary of revenue may award a rental assistance
payment to lease a temporary facility within the same community and county where the
business was located at the time the flood damage was sustained, while the permanent
facility is being rebuilt. Rental assistance will be granted for a period of up to six months
and may not exceed $1,500. The purpose of the rental assistance program shall be to
assist the business in recovering from the damages sustained from the storm that began
on June 26, 2007 and as an incentive to the business to remain in the same community of
the affected county.

Any business taxpayer with less than 50 employees that was operating in one of the
affected counties on June 26, 2007 suffering damage, may be eligible for assistance.

ASSISTANCE PAYMENT PROCESS

Eligible businesses applying for the assistance programs must complete Form PR-SEK.
Applications for assistance that are submitted to the Kansas Department of Revenue by
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September 30, 2007 will be considered for funding initially. It is very important that
applications be received within this time frame as not more than 5,000,000 can be
expended from the state emergency fund to provide assistance payments through the
investment assistance program, job restoration assistance program, and the rental
assistance program. Applications received after September 30, 2007 will be considered
for assistance if funding is available.

Applications will be accepted by the Department of Revenue by fax (785-296-7928),
through e-mail (kathleen smith@kdor state.ks.us), or through mail (Kansas Department
of Revenue, Office of Policy and Research, 915 SW Harrison St., Room 230, Topeka, KS
66612-1588).

Applications will be reviewed and evaluated based upon the following factors:

e Commitment to rebuild business facility in the community, financial need,
timeframe to rebuild, and amount of investment in the community, in
comparison to investment prior to June 26, 2007,

¢ Number of employees business is proposing to rehire in the community, in
comparison to employment level prior to June 26, 2007; and

e Salary level and hours or duration of proposed jobs in the community, in
comparison to salary levels, hours and duration of jobs prior to June 26, 2007.

Upon review of the application, the Department of Revenue will provide a proposed
investment assistance payment, job assistance payment, and/or rental assistance payment
for which the applicant is eligible. (The State Finance Council has set aside $5,000,000
for this assistance payment program. Therefore, allocations based on this cap and the
number of eligible businesses applying will be made.) A letter will be mailed to the
applicant indicating the proposed assistance.

Once the investment is placed into service, the jobs are employed, and/or the rents have
been paid, the applicant will certify to the Department and document the actual amount of
investment made, the number of jobs hired, and/or the actual rent paid for the temporary
facility by completing Form PR-Assist. The Department of Revenue will review this
documentation and determine if the conditions for payment assistance have been met. If
those conditions have been met, the Department will issue a letter to the applicant
identifying the amount of the assistance payment to be made. The amount of the
assistance issued may not exceed the amount that was previously approved. The
assistance payment will be mailed shortly after the approval letter.

Conditions for Payment Assistance

The investment assistance will be issued to the applicant in the determined amount after
the applicant has completed the investment, the business facility is operational and placed
in service, and the applicant has provided the required documentation to the Department
of Revenue for the qualifying investment expenditures.

The job restoration assistance payment will be issued to the applicant in the determined
amount after the applicant has hired employees to fill the positions for which payments
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were sought, such employees have been employed for at least 3 months, and the applicant
has provided the required documentation to the Department of Revenue that these
positions have been filled.

The rental assistance payment will be issued to the applicant in the determined amount
after the applicant has incurred the cost for the rental of the temporary facility, and the
applicant has provided the required documentation to the Department of Revenue for the
qualifying rental expense.

3-Re
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NAICS included in proposed legislation (SB 497)

112112 Cattle Feedlots

221 Utilities

512-Motion Picture and Sound Recording
Industries

311-339 Manufacturing

515-Broadcasting (except Internet)

311-Food Manufacturing

516-Internet Publishing and Broadcasting

312-Beverage and Tobacco Product
Manufacturing

517-Telecommunications

313-Textile Mills

518-Internet Service Providers, Web Search
Portals, and Data Processing Services

314-Textile Product Mills

519-Other Information Services

315-Apparel Manufacturing

521-525 Finance and Insurance

316-Leather and Allied Product Manufacturing

521-Monetary Authorities-Central Bank

321-Wood Product Manufacturing

322-Paper Manufacturing

522-Credit Intermediation and Related
Activities

323-Printing and Related Support Activities

324-Petroleum and Coal Products
Manufacturing

523-Securities, Commodity Contracts, and
Other Financial Investments and Related
Activities

325-Chemical Manufacturing

524-Insurance Carriers and Related Activities

326-Plastics and Rubber Products
Manufacturing

525-Funds, Trusts, and Other Financial
Vehicles

327-Nonmetallic Mineral Product
Manufacturing

531-533 Real Estate and Rental and Leasing

531-Real Estate

331-Primary Metal Manufacturing

532-Rental and Leasing Services

332-Fabricated Metal Product Manufacturing

333-Machinery Manufacturing

533-Lessors of Nonfinancial Intangible Assets
(except Copyrighted Works)

334-Computer and Electronic Product
Manufacturing

541 Professional, Scientific, and Technical
Services

335-Electrical Equipment, Appliance, and
Component Manufacturing

551 Management of Companies and Enterprises

336-Transportation Equipment Manufacturing

561-562 Administrative and Support and Waste
Management and Remediation Services

337-Furniture and Related Product
Manufacturing

561-Administrative and Support Services

339-Miscellaneous Manufacturing

562-Waste Management and Remediation
Services

423-425 Wholesale Trade

611 Educational Services

423-Merchant Wholesalers, Durable Goods

621-624 Health Care and Social Assistance

424-Merchant Wholesalers, Nondurable
Goods

621-Ambulatory Health Care Services

622-Hospitals

425-Wholesale Electronic Markets and Agents
and Brokers

623-Nursing and Residential Care Facilities

624-Social Assistance

481-493 Transportation and Warehousing

812 Personal and Laundry Services

481-Air Transportation

482-Rail Transportation

813 Religious, Grantmaking, Civic, Professional,
and Similar Organizations

483-Water Transportation

922 Justice, Public Order, and Safety Activities

484-Truck Transportation

485-Transit and Ground Passenger
Transportation

923 Administration of Human Resource
Programs

486-Pipeline Transportation

924 Administration of Environmental Quality
Programs

487-Scenic and Sightseeing Transportation

488-Support Activities for Transportation

525 Administration of Housing Programs, Urban
Planning, and Community Development

491-Postal Service

926 Administration of Economic Programs

492-Couriers and Messengers

927 Space Research and Technology

493-Warehousing and Storage

928 National Security and Intermational Affairs

511-519 Information

511-Publishing Industries (except Internet)




NAICS not included in proposed legislation

111-115 Agriculture, Forestry, Fishing and
Hunting (except for 112112-Cattle Feedlots)

445-Food and Beverage Stores

446-Health and Personal Care Stores

111-Crop Production

447-Gasoline Stations

112-Animal Production (except for 112112-
Cattle Feedlots)

448-Clothing and Clothing Accessories Stores

113-Forestry and Logging

451-Sporting Goods, Hobby, Book, and Music
Stores

114-Fishing, Hunting and Trapping

452-General Merchandise Stores

115-Support Activities for Agriculture and
Forestry

453-Miscellaneous Store Retailers

454-Nonstore Retailers

211-213 Mining

711-713 Arts, Entertainment, and Recreation

211-0il and Gas Extraction

212-Mining (except Oil and Gas)

711-Peforming Arts, Spectator Sports, and
Related Industries

213-Support Activities for Mining

236-238 Construction

712-Museums, Historical Sites, and Similar
Institutions

236-Construction of Buildings

237-Heavy and Civil Engineering
Construction

713-Amusement, Gambling, and Recreation
Industries

721-722 Accommodation and Food Services

238-Specialty Trade Contractors

721-Accommodation

441-454 Retail Trade

722-Food Services and Drinking Places

441-Motor Vehicle and Parts Dealer

811 Repair and Maintenance

442-Fumiture and Home Furnishings Stores

814 Private Households

443-Electronics and Appliance Stores

444-Building Material and Garden Equipment
and Supplies Dealers

921 Executive, Legislative, and Other General
Government Support
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Implementation of Expensing in Kansas:
A Primer on the Expensing Proposal in the Kansas, Inc. Strategic Plan

Prepared for Kansas, Inc. by
Art Hall, Executive Director
Center for Applied Economics, KU School of Business

Presented to the House Committee on Taxation
February 5, 2008

Overarching Goals:

Every business matters—strive for inclusive policies and a level playing field among businesses of
all types and sizes.

Build on the pro-investment initiatives passed in recent legislative sessions—namely, the exclusion
of business machinery and equipment from property taxation and the phase-out of the franchise tax.
These policies apply to all businesses equally—and automatically.

Minimize the cost and complexity of accessing pro-investment tax policies. Kansas, Inc. proposes
expensing as an automatic option in lieu of other, select investment tax credits, which typically have
restrictions or require application procedures with state agencies.

What is “Expensing”?

Expensing is a procedure related to the calculation of business income tax. Whenever a business
makes a capital investment (whether equipment or structure), it is allowed to take a deduction
against income tax for the depreciation of the investment. Expensing is one form of depreciation
deduction. Expensing allows for an immediate deduction of the full investment amount instead of
requiring a prescribed schedule of smaller deductions over multiple years.

Expensing is a pro-investment tax policy that has many desirable economic qualities:

o Logical consistency; expensing, properly implemented, treats all businesses and all
investments equally, given the tax rate faced by the business taxpayer

o Expensing allows the taxpayer to perceive the same investment return that would exist if
there were no income tax

o Expensing does not grant a special tax privilege; it removes a tax penalty

o The state can expect the same investment return as the taxpayer, demonstrating an authentic
public-private partnership

o The state, all else equal, will receive the same expected income tax revenue generated by the
investment over the investment’s lifetime

HS Taxation
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What is the Kansas, Inc. Proposal?

e Kansas, Inc. suggests that Kansas, as of date certain, offer business taxpayers the automatic option
of choosing to expense capital investments made within the state. This policy change will make
Kansas unique among the states (with income taxes).

e Kansas, Inc. suggests that the expensing proposal offer business taxpayers a mutually-exclusive
option between expensing and other investment-related tax credits available under Kansas law. The
table below lists those tax credits that a Kansas taxpayer could not take on a particular investment if
they choose the expensing option for that investment.

Taxpayer Option: Automatically Expense an Investment or Take the Allowable Tax Credit(s)

Type of Credit 2004 Process Year 2006 Process Year
Returns Dollars Returns Dollars
Alternative-Fuel Tax Credit (K-62)* 15 12,000 68 54,793
Business and Job Development Credit (KK-34) 1,193 8.485,000 2,114 14,046,665
Cellulosic Alcohol Plant Credit (K-79) n/a n/a n/a n/a
Disabled Access Credit (K-37)** 9 2,000 6 1,321
Nitrogen Fertilizer Plant Credit (K-78) n/a n/a n/a n/a
High Performance Incentive Program Credits (K-59) 276 16,993,000 1,265 24,098,727
Integrated Coal Gasification Power Plant Credit (K-80) n/a n/a n/a n/a
Petroleum Refinery Credit (K-73) n/a n/a n/a n/a
Qualifying Pipeline Credit (K-77) n/a n/a n/a n/a
Research and Development Credit (K-33)*** 154 554,000 223 833,891
Swine Facility Improvement Credit (K-38) 0 0 0 0
Environmental Compliance Credit (K-81) New in 2007
Electric Cogeneration Facility Credit (K-83) New in 2008
Storage and Blending Equipment Credit (K-82) New in 2008
Total 1,647 26,046,000 3,676 39,035,397

* Any business investment in a vehicle or fueling station would naturally fall under the procedures for expensing.
** Business property modifications would naturally fall under the procedures for expensing; household modifications would not. The dollar

figure represents corporate returns only.
*** Expensing would apply to the machinery and equipment component of this credit only.

Source: Kansas Department of Revenue

Many Businesses in Growth Mode Apparently Do Not Seek Credits
Estimated Number of Kansas Businesses Starting Up or Expanding, 1994-2004

Year 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 Average
Birth 13,644 8.603 13,229 8,894 10,835 8,843 11,860 18,028 14,984 8,780 9,502 11,564
Expand 2,831 5,051 5,576 6,230 6.699 7,370 4,669 5,779 4,980 5.213 6,067 5,497
Total 16475 13,654 18,805 15124 17534 16213 16,529 23,807 19.964 13,993 15569 17,061



How Does Expensing Compare with Investment Tax Credits?

e Expensing is an “above the line” deduction from taxable income. The economic value of an income
tax deduction equals the deduction amount times the tax rate.

e Annvestment tax credit is a “below the line” subtraction from income tax liability. The economic
value of an income tax credit equals the investment amount times the tax credit percentage.

e All else equal, if a taxpayer faces an income tax rate of 10%, the expensing option and a 10%
investment tax credit will have the same economic value.

Comparison of Expensing and Tax Credits
Hypothetical Business Operating Solely within Kansas

Assume a $100,000 Investment in 7-Year Property

Federal Depreciation (200% Declining Balance
Year 1 2 3 4 5 6 7 8
Dollars 14,290 | 24,490 | 17,490 [ 12,490 | 8.930 | 8920 | 8,930 | 4.460

Examples:

Fumiture and fixtures for a call center

Agricultural machinery Year 1 Income Tax Calculation

A new natural gas gathering pipeline Full Kansas, Inc. HPIP

Manufacturing equipment for many industries Expensing Expensing Tax Credit
1 Gross Receipts 500,000 500,000 500.000
2 Less: Cost of Goods Sold 310,000 310,000 310,000
3 Less: Federal Depreciation (on above investment) 14,290 14,290 14,290
4 Equals: Net Profit (Federal Taxable Income) 175,710 175,710 175,710
o} Plus: Kansas Additions to Federal Taxable Income 0
6 Less: Kansas Deductions from Federal Taxable Income 0 0 0
7 Equals: Apportionable Business Income to Kansas 175,710 175,710 175,710
8 [Less: Kansas Expensing Deduction 100,000 22.300 * 0]
9 Equals: Kansas Taxable Income 75,710 133,410 175,710
10 Kansas Income Tax (at 4% + 3.35% Surtax over $50,000) 3.928 9,756 11,428
11 [Less: HPIP Tax Credit (10%) 0 0 5.006]
12 Equals: Kansas Tax Liability 3,928 9.756 6.428

* The adjustment factor is explained below: "What is the Kansas, Inc. Solution for Implementing Expensing?"

(%]
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A Taxpayer Perspective:

The Investment Value of Expensing and Tax Credits

Expected Rate of Return on Identical Hypothetical Investments

(7-Year Property, Full Value of Incentive Captured in Year 1)

$1 Million $100,000 $50,000
Investment Investment Investment
No Credit or Expensing 9.20% 9.20% 9.20%
Full Expensing (7.35% Tax Rate) 11.28% 11.28% 11.28%
Kansas Inc. Expensing (7.35% Tax Rate) 9.78% 9.78% 0.78%
HPIP Investment Credit 11.92% 10.60% 9.20%
Businessé& Jobs Credit (Rural, 5 Jobs) 9.20% (9.82%) 0.20% (13.14%) | 9.20% (17.27%)

Formulas for Calculating Taxpayer Value

Full Expensing Investment Amount x Tax Rate

Kansas, Inc. Expensing Investment Amount x Kansas Adjustment Factor x Tax Rate

HPIP Investment Tax Credit | (Qualifying Investment Expenditure - $50,000)

x 10%

(Qualifying Investment Expenditure x 1%) +

Business & Jobs Credit (Number of qualifying employees x credit per

employee)




What is the Kansas, Inc. Solution for Implementing Expensing?

Kansas, like many states, piggybacks on the procedures in the federal income tax code. This fact makes
the implementation of expensing in Kansas slightly more complicated than it would be at the federal
level. In brief, it would require a Kansas business tax preparer to spend about 5-10 minutes to perform
one additional calculation.

The purpose of the additional calculation is to keep undisturbed the Kansas procedure of using federal
taxable income as the starting point for Kansas corporate income tax calculations (and federal adjusted
gross income as the starting point for proprietorships, partnerships, and S-Corporations). These starting-
point measures of income already have federal depreciation built in. The Kansas, Inc. expensing
proposal does not seek to double-count the federal deductions; it seeks to allow Kansas business electing
the expensing option to capture the additional time value of money generated by expensing.

An Example

e Federal depreciation procedures rely on a set of prescribed rules.

¢ When a business taxpayer makes a capital investment, the tax preparer must make a decision about
(1) how to classify the property for depreciation purposes and (2) what depreciation method to use.
Once the tax preparer makes those decisions, all of the details about the depreciation schedule
become known.

e Kansas, Inc.’s suggested implementation plan for expensing in Kansas relies on the decision that the
tax preparer makes for federal depreciation purposes.

Acme Call Centers has a state-of-the-art facility in Hays, Kansas. Acme purchases 100,000 worth of
new furniture to expand its call center. The CFO of Acme knows that furniture is classified as a 7-year
Jorm of property for federal depreciation purposes. She decides to use the 200% Declining Balance
depreciation method (employing the half-year convention).

Acme Call Centers’ Federal Depreciation Deduction Schedule
Year 1 2 3 4 5 6 7 8
Amount ($) 14,290 | 24,490 17,490 12,490 8,930 8,920 8,930 4.460

* Kansas expensing amount if there were no federal depreciation rules: $100,000
e Kansas expensing amount under Kansas, Inc. proposal: $100,000 x 0.223 = $22.300.

The Kansas, Inc. proposal would provide Acme an additional $22,300 income tax deduction—in Year 1
only. That amount captures the time value of money difference between the federal depreciation
schedule and the full expensing amount of $100,000.

Where did the 0.223 number come from? It was (hypothetically) published by the Kansas Department
of Revenue. It was calculated by taking the difference between the investment amount ($100,000, in
this case) and the discounted present value of the federal depreciation schedule (years 2-8) using an
interest rate of eight percent (8%). Mathematically, the adjustment factor of 0.223 remains invariant for
any investment in 7-year property that a taxpayer depreciates using the 200% Declining Balance method
under the half-year convention.



The same procedure used in the Acme Call Centers example would apply for any investment made in
Kansas. Different adjustment factors would apply to the several different combinations of property
classifications and depreciation methods available to taxpayers under the federal tax rules.

What is the Fiscal Note for the Kansas, Inc. Expensing Proposal?

e The table below illustrates a likely range of revenue (tax liability) reductions that would result from
implementing the expensing system suggested by Kansas, Inc.—assuming that every business opted
fo expense its investments.

e The calculations assume that a fully mature expensing system applied to the actual Kansas income
tax data recorded for the years 2005 and 2004.

e The estimates do not include the revenue offsets that would result from replacing the tax credits
specified above with the expensing option—about $39 million in 2006.

e The fiscal note related to expensing should be interpreted as a transition cost. Over time, the state
will collect the same revenue from the income generated by a specific investment. The state will
collect a greater sum of revenue to the extent that expensing expands profitable investment
opportunities.

Estimated Fiscal Note for Kansas, Inc. Expensing Proposal
(Assumes a Fully Mature System Applied to Tax Years 2005 and 2004)

Dollars in Millions 2005 2004

KS Business Income Tax Collections $474.4 $315.1

Fiscal Note Estimates®

Low Range 441 34.5
Medium Range (Likely) - 551 432
High Range 69.1 54.4

* Includes machinery and equipment investments only. If structures are also included, which Kansas, Inc.
suggests, add to an estimate: $35 million for 2005 or $23.3 million for 2004.

Source: Center for Applied Economics, KU School of Business using data from the Kansas Department of
Revenue, the U.S. Internal Revenue Service, the U.S. Census Bureau, and the U.S. Bureau of Economic
Analysis. (The Kansas Department of Revenue reported income and privilege tax collections for
corporations and financial institutions. The Center for Applied Economics estimated the income taxes
paid by proprietorships, partnerships, and S-Corporations.)




Methodological Points Related to the Fiscal Note Calculations

o The calculations for machinery and equipment use data compiled for the U.S. by the U.S. Census
Bureau’s Annual Capital Expenditure Survey. This data is reported for many different industry
sectors. Census categorizes capital expenditures as either Equipment or Structures.

e The U.S. Capital Expenditure Survey equipment data is allocated to Kansas, by industry sector,
based on the Kansas share of U.S. gross domestic product in each industry sector. In effect, this
procedure assumes that Kansas businesses invest at the U.S. average rate, based on value-added.
(Note: Based on the data for structures reported by the Kansas Department of Revenue for property
tax purposes, as discussed below, this is a conservative assumption, because Kansas invests
substantially below what the average rate would suggest.)

e For structures, the fiscal note calculations rely on property tax data collected and reported by the
Kansas Department of Revenue; specifically, the appraised value of new commercial and industrial
real property placed in service in 2005 and 2004. The U.S. Capital Expenditure Survey data for
structures was used to gross-up the new-property amount to account for business investment in
“used” structures.

e Capital expenditure amounts are allocated to businesses based on reported income. Guided by IRS
data, 5-15 percent of capital expenditure amounts are allocated to businesses with no raxable
income, depending on industry sector.

e The fiscal note estimates explicitly ignore the limited expensing rules allowed by Section 179 of the
federal tax code. Incorporating this element into the calculations would reduce the Kansas fiscal
note associated with expensing. Public data is too imprecise to warrant including Section 179
elections in the analysis.

e Federal tax rules allow for several choices of depreciation method for equipment-like property.
Further, equipment-like property is classified into several categories: 3-, 5-, 7-, 10-, 15-, and 20-
years. There is less flexibility regarding structures.

For the equipment calculation, the fiscal note used the 200% Declining Balance method. Under each
scenario, utility property was assumed to be 15-year property for depreciation purposes. Otherwise,
Low Range assumed 5-year property, Medium Range assumed 7-year property, and High Range
assumed 10-year property.

For structures, the fiscal note assumed the straight-line depreciation method. Structures related to
commercial residential real estate used a 27.5-year life. All other structures assumed a 39-year life.

A discount rate of eight percent (8%) applied to all adjustment calculations. In each case, year-1

depreciation deductions were not discounted to keep them time-consistent with the full-expensing
option.

5-1



A Bill Summary Corresponding to the
Kansas, Inc. proposal for Universal Expensing of Capital Investment
as endorsed by the Joint Committee on Economic Development

Scope

All business taxpayers shall have an automatic option to expense (immediately write-
off for the year placed in service) any eligible investment. The expensing procedure
amounts to an additional income tax deduction in Kansas over and above the
deductions available for federal income tax purposes.

Definition of eligibility. The cost of any tangible asset, including fabrication and
installation, that is, or under the federal internal revenue code will become, eligible
for depreciation, amortization, or accelerated cost recovery (including Section 179)
for federal income tax purposes.

There are no restrictions or caps, given the definitions and implementation procedures
outlined in the bill.

Kansas business taxpayers may elect the Kansas expensing deduction on an asset-by-
asset basis. The election cannot be revoked.

As currently drafted, the Kansas expensing option applies only to new purchases of
an eligible asset(s) initially placed in service for federal income tax purposes after
December 31, 2008.

Procedures and Implementation

The expensing procedure is intended as a mutually-exclusive option: a business
cannot choose to expense a capital investment if it also participates in a Kansas
income tax credit program related to the same investment.

Calculation of the expensing deduction (see factor tables below).

For simplicity of implementation, administration, and taxpayer compliance, the bill
does not disturb the current-law procedures in Kansas related to starting-income
definitions: federal taxable income for C-corporations and federal adjusted gross
income for proprietorships, partnerships, and Subchapter S corporations. Federal
depreciation deductions are already embedded in these starting-income definitions.
To accommodate this situation, Kansas taxpayers will apply an adjustment factor to
the investment amount eligible to be expensed:

Kansas Expensing Deduction = Investment Amount x Kansas Adjustment Factor

HS Taxation
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For example, suppose a $100,000 investment is classified as 7-year property for
purposes of calculating a depreciation schedule for federal income tax. Further
suppose that a business tax preparer chooses the 200% Declining Balance method.
The expensing calculation would be:

Kansas Expensing Deduction = $100,000 x 0.223 = $22,300

This procedure gives the Kansas taxpayer the same economic value they would get if
they expensed the whole $100,000 amount in the absence of federal depreciation
deductions. Mathematically, each depreciation procedure available under federal law
results in a unique adjustment factor that does not change with the dollar amount of
the investment involved. A schedule of adjustment factors will be published and
available for use by business tax preparers.

Taxpayers may carry forward indefinitely unused deductions resulting from
insufficient levels of taxable income in a given tax year.

For businesses that must file income tax returns in more than one state, the Kansas
expensing deduction will be directly allocable to Kansas income and not subject to
apportionment.

Firms with multiple legal entities will have access to the expensing deductions as a
“unitary group” to reduce Kansas taxable income. This provision may require a slight
modification of current Kansas tax forms.

Change in the situs of an asset.

If the change in the situs of a property results from a sale to an unrelated third party,
K.S.A. 79-3276 applies. Otherwise, the bill intends for a recapture of value to take
place with a change of property situs outside of the state of Kansas. The recapture
amount shall be the lesser of (1) federal adjusted tax basis or (2) the Kansas
expensing deduction allowed. For income tax purposes, the recaptured amount shall
be directly allocated income to Kansas. The recaptured amount shall not be subject to
apportionment. The recaptured amount shall not be treated as a deemed sale. The
recaptured amount shall be added to the asset’s basis for Kansas income tax purposes.
Any subsequent sale of the asset to a third party after recapture shall be subject to
K.S.A. 79-3276.

Kansas basis for calculating gains or losses on sales.

For purposes of calculating a gain or loss on the sale of an asset, Kansas taxpayers
electing the Kansas expensing option shall reduce the tax basis in the expensed asset
by the amount of the allowable expensing deduction for the asset in question. For
income tax purposes, the difference between federal and Kansas gains or losses shall
be directly allocable as Kansas income.



Factor Tables—The following tables illustrate how tax prepares might see Kansas
adjustment factors in the law or in tax instruction published by the Kansas Department of
Revenue. The asset lives correspond to the options listed in Internal Revenue Service
Publication 946.

Table 1

: Factors
Property Class Method A Method B Method C

2.5-Year 0 0.118 0.140
3-Year 0.114 0.138 0.160
3.5-Year * 0.154 0.175
4-Year A 0.172 0.193
5-Year 0.174 0.201 0.224
6-Year % 0.228 0.252
6.5-Year * 0.241 0.265
7-Year 0.223 0.254 0.278
7.5-Year * 0.266 0.291
8-Year i 0.278 0.304
8.5-Year N 0.290 0.315
9-Year * 0.301 0.327
9.5-Year ¥ 0.312 0.339
10-Year 0.287 0.323 0.350
10.5-Year g 0.333 0.361
11-Year * 0.344 0.372
11.5-Year * 0.353 0.382
12-Year L 0.363 0.392
12.5-Year * 0.372 0.402
13-Year * 0.382 0.412
13.5-Year * 0.391 0.421
14-Year ¥ 0.400 0.430
15-Year * 0.417 0.448
18-Year = 0.433 0.465
16.5-Year * 0.441 0.473
17-Year ¥ 0.448 0.481
18-Year * 0.463 0.497
19-Year = 0.477 0.511
20-Year * 0.491 0.525
22-Year ¥ 0.516 0.552
24-Year kS 0.540 0.576
25-Year * 0.551 0.587
26.5-Year * 0.566 0.603
28-Year ¥ 0.581 0.619
30-Year * 0.589 0.637
35-Year * 0.639 0.678
40-Year * 0.673 0.712
45-Year * 0.701 0.740
50-Year A 0.724 0.764

Method A: General Depreciation System; 200% Declining Balance and Section 179
Elections for Property Classes of 10 Years or Less; Non-Farm 3-, 5-, 7-, and 10-Year
Property Other than Residential and Nonresidential Real Property; Half-Year or Mid-
Quarter Convention



Method B: General Depreciation System or Alternative Depreciation System; 150%
Declining Balance and Section 179 Elections for Property Classes of More than 10
Years; All Classes of Property Other than Residential and Nonresidential Real Property;
Half-Year or Mid-Quarter Convention

Method C: General Depreciation System or Alternative Depreciation System; Straight-
Line; All Classes of Property Other than Residential and Nonresidential Real Property;
Half-Year or Mid-Quarter Convention

Table 2

General Depreciation System or Alternative Depreciation Sysytem
Straight-Line
Residential and Nonresidential Real Property

ADS
GDS GDS GDS Residential &
Residential Non-Residential Non-Residential Non-Residential
27.5-Year 31.5-Year 39-Year 40-Year
Month Placed in Service Property Property Property Property
January-March 0.602 0.640 0.697 0.703
April-June 0.610 0.647 0.703 0.709
July-September 0.618 0.654 0.709 0.715
October-December 0.626 0.661 0.715 0.721
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ExpeNsING: A CoMPETITIVE LEAP FOR KANSAS TAax PoLicy

By Arthur P. Hall, Executive Director, Center for Applied Economics.

Kansas is on a roll when it comes to good rax policy. One
simple, inexpensive step can sustain the momentum and
produce a comperitive leap in terms of bang for the buck:
Permit all businesses to take an immediate income tax wrire-
off for new investments made in Kansas. This step—called
“expensing”—would complement the recent competitive
reforms related to property and franchise taxation—and fur-
ther distinguish Kansas as a go-to destination for capital in-
vestment, a key driver of high-wage jobs. As a bonus,
expensing would make taxes fairer, because it results in equal

tax treatment among businesses of all types and sizes.

The existence of an income rax makes the Kansas govern-
ment a de facto silent partner in every Kansas business. In
light of this partnership, the appropriate tax policy ques-
tion is this: Does the government want to act like a partner
that invests in the business or a partner that draws cash out

of the business whenever possible?

Kansas income tax law, because it operates as an extension
of U.S. income tax law, makes the Kansas government act
like a cash-hungry partner rather than an investment-driven
partner. Expensing would reverse the situation and turn
the government into an investment-driven partner—for the

economic benefit of all Kansans.

Economic Fundamentals

Well-constructed tax policy does not interfere wich taxpay-
ers’ decision-making calculations. Economists refer to this
outcome as “tax neutrality.” It represents a challenging goal
for policymakers to artain. Most tax instruments influence

economic decision-making.

Fortunately, policymakers can attain the goal of tax neutral-
ity with regard to the income tax treatment of saving and
investment. Unfortunately, most income tax systems in the
U.S. do not attain this worthy goal. Instead, they create an
inherent tax bias against saving and investment. No one
intended this destructive outcome. It is a historical artifact
that has endured from the economically misinformed struc-

ture of the first income tax laws.'

In the modern-day economy, saving and investment repre-
sent the same thing from different perspectives. Virtually
all saving becomes an investment somewhere in the world.
Few people—in developed economies, at lease—store cash
under their mattress. Saved funds tend to flow to where

they earn the highest (risk-adjusted) rate of return.

From a business perspective, the income tax bias against
investment is embedded in the (frequently arcane) rules
associated with capital cost recovery—that is, the rules as-
sociated with the depreciation of capital investments. Ex-
pensing is a little used depreciation procedure (sometime
called cash-flow depreciation) that removes the rax bias—
and greatly simplifies income tax administration for both
the taxpayer and the rax authorities.

The Bias of Double Taxation

The income tax bias against saving and investment results
from an inherent double counting—and, therefore, double
taxation—that results from an economically flawed defini-
tion of taxable income. To grasp the mechanics of this
double counting, focus on the equal sign in the present value

formula shown in Exhibit 1. This formula is a foundational
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element of finance. It indicates that the economic value of
an investment can be represented in one of two equivalent
ways—as a point-in-time value (PV) or as a flow-through-
time value (CFs). The formula is embedded in financial
calculators for analyzing investments, pricing financial prod-

ucts, or calculating loan payments.

Exhibit 1: The Present Value Formula
The Foundation of Investment Analysis

PV = & CF, CF, CF, CF
a+r) ) e )t ()

¢ The formula above depicts a 5-year investment. A

30-year investment would have 30 elements on the

right-hand side of the formula.

e PV stands for “present value.” It represents the
market value (or perhaps purchase price) of an in-
vestment, regardless of whether the investment is a

machine, a building, a stock, or a bond.

 CF stands for “cash flow.” It represents the cash
flow that an investment generates, like profits, divi-
dends, interest, rent payments, or capital gains.
Normally, investments are valued using free cash
flow, the cash flow available to the investment
owner after all investment-related costs have been

paid, including taxes.

* rstands for the “discount rate,” which is often the
interest rate or the expected rate of return on an
alternative investment. The quantity (1+7) is raised
to a power that represents time. A fundamental
tenet of finance is that a dollar received immedi-
ately is more valuable than a dollar received in the

future. Thus, future cash flows are “discounted.”

* Two basic types of investment analysis flow from
the above equation: First, net present value equals
PV (with an assigned value for 7) minus the cost of
an investment; if the result is positive, the invest-
ment will be evaluated positively. Second, internal
rate of return equals the value of r that equates the
estimated values of CF with the known (or esti-
mated) cost of an investment. Investors typically
want to make investments with the highest inter-

nal rate of return.

The mathematical equality represented by the present value
formula means thar double counting occurs when money
represented on both sides of the equal sign counts as tax-
able income. The same economic value is taxed twice:
double taxation. Taxing money represented by the left-hand
side of the formula (the money paid for an investment) ef-
fectively means that the tax authority is pre-taxing money
represented by the right-hand side of the equation (the
money generated by the investment). Alternatively, taxing
the money represented on right-hand side of the equation

is effectively a deferral of taxation on the money represented

by the left-hand side.

An example related to retirement saving will help make the
double tax problem clearer, because U.S. income tax law
has eliminated the problem for personal retirement invest-
ments, when channeled through approved procedures. In
the United States, people typically save for retirement us-
ing individual retirement accounts (IRAs) and employer-
sponsored retirement plans, like 401(k)s. Generally, people
have a choice between two types of IRAs—traditional IRAs
or Roth IRAs (named after the late U.S. Senator, William
V. Roth). Both types of IRAs solve the double tax problem
but in different ways (401(k)s solve the problem the way
rraditional IRAs do).

Suppose someone wanted to save for retirement by invest-
ing in a bond (or a mutual fund that offered the bond). Us-
ing the S-year present value formula in Exhibit 1, if the
interest rate is eight percent (8%) and the bond promised
to pay $1,000 at the end of each year, one bond would cost
almost $4,000. The money to make the investment came
from salary or small business earnings, which is subject to
income tax. A traditional IRA allows the saver to immedi-
ately write-off the $4,000, eliminating tax on the left-hand
side of the present value formula; the $1,000 interest pay-
ments on the right-hand side will be taxed later. A Roth
IRA does not allow for an immediate write-off, so it taxes
the $4,000 on the left-hand side of the present value for-
mula; but the $1,000 interest payment will never be sub-
ject to income tax. A person that buys the bond without
using approved retirement saving procedures must pay in-
come tax on the $4,000 and the $1,000 payments—a

double tax on money used for saving.

Expensing operates just like a traditional IRA—for busi-
nesses. Expensing eliminates the double taxation of busi-

ness investment by allowing for an immediate income tax
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write-off of the money used for investment.> A business
investment and the bond investment example described
above have the same finance fundamentals. Of course, there
are practical differences. The pay-off provisions of a bond
are set by contract. The pay-off provisions of a business
investment are risky and uncertain; businesspeople must

estimate thEITI based on experience and CXPECtatiOHS.

Expensing Removes Tax Bias: A Simple Example

The force of habit creates perhaps the biggest obstacle to
acknowledging the bias of double taxation. The common
way people think about the idea of income—encoded into
the income tax laws a century ago—forces them to see IRAs
and expensing as a grant of privilege rather than a libera-

tion from penalty.

A different type of example further reveals the penalty-re-
moval perspective of expensing. 7able I illustrates cthe cash
flow of a hypothetical $100,000 investment using two
different income tax rules for capital cost recovery—
straight-line depreciation and expensing. The example
assumes that the investment will generate $30,000 of free
cash flow (pre-tax income) per year for five years. The in-
come tax rate is seven percent (7%). Table I also reports
the rate of return on the investment—the internal rate of
return, calculated using the present value formula in Exhibir
1—Dbased on the different rules.

Table 1
The Tax Implications of Depreciation versus
Expensing

Straight-Line

Depreciation Expensing

Tax After Tax After

NoTax Owed Tax Owed Tax

Investment  -100,000 0 -100,000 -7,000 -93,000
CF1 30,000 700 29,300 2,100 27,900
CF2 30,000 700 29,300 2,100 27,900
CF3 30,000 700 29,300 2,100 27,900
CF 4 30,000 700 29,300 2,100 27,900
CF5 30,000 700 29,300 2,100 27,900
Rate of Return 15.24% 14.24% 15.24%

Note the different rates of return reported in 7able 1. This
result captures the essence of the tax bias that results from
current income tax rules. The straight-line depreciation rule
results in a rate of return one percentage point lower than
the no-tax and expensing scenarios. This differential mea-
sures the penalty (double tax) on investment. The expens-

ing rule generates a rate of return equal to the no-tax

scenario; it generates income tax revenue for the government
bur attains tax neutrality. (An investment tax credit equal
to seven percent (7%) has economic properties identical to
the expensing scenario.)

The expensing rule—full tax write-off of the investment in
the year in which the business makes it—artains tax neu-
trality because it does not tax the quantity on the left-hand
side of the equal sign defining the present value formula.
The straight-line depreciation rule (or any other deprecia-
tion rule that has guided U.S. income tax policy) permits

taxation on both sides of the present value formula.

Expensing expresses a policy consistent with a government
that wants to behave as an investment-driven silent part-
ner. Depreciation expresses a policy consistent with a gov-
ernment that wants to behave as a cash-hungry silent
partner. (Note that the government’s tax stream under the
expensing scenario generates a 15.24 percent rate of return,
a rate identical to the taxpayer’s, indicating a genuine part-

nership.)

Table 1 illustrates this viewpoint in the “Investment” line.
The economic value of any income tax write-off is the write-
off amount times the tax rate ($100,000 x 7% = $7,000)—
the government’s participation in the investment. By not
taxing the investment amount—that is, by effectively reduc-
ing the after-tax cost of the investment in a manner consis-
tent with the taxation of future income—the expensing rule
preserves the no-tax pattern of costs and benefits. The de-
preciation rule, even though it results in a lower annual tax
liability, only crudely approximates the pattern of costs and
benefits.

As a practical matter, the economic elegance of the expens-
ing rule holds only if the taxpayer can realize the full ben-
efit of the write-off in the investment year. Under standard
administrative procedures related to deductions, this out-
come will not prevail if the taxpayer has an insufficient level
of taxable income in the investment year. However, in a
real-world scenario of uncertain cash flows and graduated
tax rates, providing for an unlimited carry-forward of un-
used deduction amounts offers a sound adminiscrative so-
lution.

A Note on “Tax Expenditures”
Stanley S. Surrey, a U.S. Treasury official, coined the term
“tax expenditure” in the 1960s. He wanted to draw atten-

tion to the many elements of the U.S. tax code that simu-
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lated spending programs by reducing tax liabilities in ex-
change for engaging in specified economic activities. The
Kansas Department of Revenue produces an annual report

on Kansas tax expenditures.

The concept of tax expenditure is useful, but it can be mis-
applied. Many tax expenditure items in the income tax code
manifest themselves as items that pervert the tax base from
what people believe to be the proper definition of a com-
prehensive income tax base. The problem comes when
people define as a rax expenditure (special tax preference)
policy steps that correct the economically flawed concept
of income built into the traditional definition of a compre-
hensive income tax base. For example, many tax analysts
view the deductions allowed for contributions to individual
retirement accounts as tax expenditures; but they actually
represent the correct income tax treatment of saving. Like-
wise, many analysts will put the label of tax expenditure on
expensing, because it deviates from the historical practices
of capital cost recovery (see Appendix); but expensing (or
economically equivalent tax credits) represent the correct

income tax treatment of capital investment.

Here is an example relevant to Kansas. Kansas law grants a
10 percent investment tax credit to qualifying business tax-
payers. The Kansas Department of Revenue identifies this
credit as a tax expenditure. However, this identification is

only partial]y correct.

Removal of a penalty should not count as a privilege. The
expensing procedure eliminates a penalty—the inherent
double tax on capital investment. The top corporate tax
rate in Kansas is 7.35 percent (the top partnership and S-
Corporation rate is 6.45 percent). The value of a deduc-
tion is equal to the tax rate times the deduction, so expensing
is economically equivalent to a tax credit rate equal to a
taxpayer’s marginal tax rate. Accordingly, the tax expendi-
ture component of the Kansas investment tax credit equals
2.65 percent of the investment for corporations (3.55 per-
cent for partnerships and S-Corporations) not the full 10

pEI'CCﬂf.

Appendix: A Brief History of Tax-Related
Depreciation Accounting’

People have understood the income tax bias against saving
and investment for a long time. They have also understood
how certain capital cost recovery procedures (depreciation

rules) can either exacerbate or mitigate the bias. That the

problem has endured for decades in light of this understand-
ing offers a case study in how difficult it is to change com-

plex administrative systems once they begin.

The tax-bias problem started largely as a result of historical
accident, inexperience-based ignorance, and intellectual
fashion at the time lawmakers codified the U.S. income tax.
Kansas inherited the problem when it adopted the income
tax in 1933. The federal system had functioned for about
20 years by then. Like most states, Kansas piggybacked (and

continues to piggyback) on federal law.

Depreciation accounting, as a business practice, was not
widespread before the implementation of the income tax.
The advent of the income tax, which embraced the prac-
tice, helped codify it and accelerate its acceptance. This
history helps explain why business people largely accepted
the procedures promulgated by the Bureau of Internal Rev-
enue (now the Internal Revenue Service) without giving
much thought to the economic consequences of their ac-
tions. The income tax had operated for several decades
before savvy business managers began to keep at least two
sets of books—one for the tax authorities and one for busi-

ness decision-making.*

Depreciation accounting generated a lot of controversy
among accountants during the latter half of the 19™ cen-
tury. The theory and practice began developing in the 1830s
with the advent of capital-intensive industry—particularly
railroads and public utilities. In general, the controversy
pitted those practitioners committed to the age-old prac-
tice of realization (booking income or expenditures when
validated by an acrual transaction) against those that wanted
to reckoned depreciation (wear and tear) as a bookkeeping
operation. From the viewpoint of income tax administra-
tion, the tax bias against business investment might have

not materialized if the realization side had prevailed.

The controversy over depreciation accounting generated a
few lawsuits that made it to the Supreme Court. The Court
decisions generally reflected the state of professional opin-
ion art the time the cases were heard. The Court rejected
the concepr of depreciation accounting in cases heard in
1876 and 1878; opined that the concept deserved consid-
eration in a case heard in 1899; and acknowledged the con-
cept in a case heard in 1909. Somewhat coincidently, in
the same year, the concept became codified into U.S. tax
law with the Corporation Tax Act of 1909—the same year
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that Congress submitted to the states for ratification the 16"
Amendment to the Constitution (which autherized an in-

come tax).

Depreciation accounting became a feature of the Tariff Act
of 1913—essentially, the beginning of the income tax in the
United States. The Revenue Act of 1918 specifically stipu-
lated, for the first time, that certain compliance proce-
dures—depreciation accounting among them—must

harmonize with generally accepted accounting procedures.

The authors of a 1989 U.S. Treasury study titled “A His-
tory of Federal Tax Depreciation Policy” nicely set up the
relevance of accounting protocols for the economics of in-

vestment:

Depreciation controversies have most often cen-
tered on the suitability of depreciable lives [of tan-
gible assets] and methods used by taxpayers. . . .
Originally, taxpayers were given considerable dis-
cretion in the choice of depreciable lives, asset sal-
vage values, and depreciation accounting methods.
However, this policy ultimately placed a costly
burden on the Bureau of Internal Revenue and tax-
payers to verify the “reasonableness” of the deduc-
tions taken. Over time, administrative and
statutory changes lessened this burden by creating
more uniform depreciation rules. Today, most
property is depreciated using a small number of
recovery periods established by statute; salvage
value is no longer a factor in the determination of
depreciation deductions for most property; and the
method of allocating deductions over recovery pe-
riods is prescribed by statute. Consequently, tax-
payer discretion with respect to tax depreciation has

been virtually eliminated.’

The creation of pre-defined rules and timetables may have
reduced compliance costs, but they created economic dis-
tortions. It undermined the fundamental precepts of de-
preciation accounting, which sought to accurately match
the time flow of wear and tear with income generation. The
arbitrary timetables altered the economic analysis of cash
flows. Expensing (sometimes referred to as cash-flow de-
preciation) represented a viable alternative that promised
even greater administrative simplification without the eco-
nomic distortions.

The federal government’s demand for tax revenue perhaps
best explains the motive responsible for codifying pre-de-
fined timetables—and promulgating the notion that expens-
ing (or other accelerated depreciation methods) represented
a tax preference rather than economically superior tax policy.
Making depreciation timetables longer, under the rationale
of better matching the “useful lives” of capital investments—
created a larger business income tax base in the short run.
The bias toward long depreciable lives became further en-
trenched when adherence to the pre-defined timetables be-
came a regular feature of income tax audits. The burden of
proof shifted to the taxpayer to demonstrate why a particular
capital asset did not fit into the prescribed timetable. Dis-
parities in administration—given auditor discretion—ex-

acerbated the tax-bias problems.

By the mid-1950s, a growing number of tax scholars, busi-
ness people, and lawmakers began to recognize the economic
problems with the existing tax depreciation methods.
(Marginal tax rates of more than 50 percent made the prob-
lems much worse.) The legislative tendency was to grant
businesses more operational latitude and faster depreciation
methods. The Internal Revenue Code of 1954—the first
major re-write of the income tax code—explicitly allowed
for accelerated depreciation methods. The record shows that
lawmakers consciously intended for the 1954 changes to im-

prove the economics of investment.

Many sophisticated commentators began to argue that it
made no sense to keep the timetable depreciation methods
in place. Accelerated depreciation methods simply repre-
sented administratively complex measures to mitigate the
negative economics of an anachronistic (and mistaken) set
of rules. Expensing—100 percent acceleration of deprecia-
tion—offered the best economics (and the simplest admin-
istration). Economist Vernon L. Smith, native son of
Wichita, Kansas and 2002 Nobel Laureate in Economics,

argued in a scholarly journal in 1963:

The common practice is to permit capital costs to
be written off or depreciated over time in accor-
dance with some specified set of tax depreciation
rules. We will show that this practice leads to bias
in the form of investment decision rules different
from those prevailing in the absence of a tax, that
the bias is likely in the direction of delaying opti-

mal investment timing, and that such biases can be
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removed by expensing investment outlays in the
computation of taxable income. . . .Our analysis
suggests that the write-offs should be fully acceler-
ated, not to give anyone an advantage, but to elimi-
nate an existing disadvantage in the sense that

investment decision rules are distorted.”

Yet lawmakers have never taken this compelling step. The
system has remained wedded to depreciation timetables that
will always produces some degree of distortion because of
the inherent double tax on investment. The year before
Smith published the findings quoted above, the Kennedy
Administration enacted the first of a seemingly never-end-
ing set of income tax reforms that have created complexity,
uncertainty, and often self-contradictory policies related to

investment.

The Revenue Act of 1962 liberalized depreciation rules and
enacted the first-ever investment tax credit. The Tax Re-
form Act of 1969 sought to improve the economics of the
depreciation rules on the one hand yet on the other hand
further enshrined accelerated depreciation as a tax prefer—
ence in the context of the Alternative Minimum Tax, The
Tax Reform Act of 1981 enacred an entirely new set of ac-
celerated depreciation measures, which were modified in
1982 and 1984. The Tax Reform Act of 1986 (such a sig-
nificant set of reforms that it created the Internal Revenue
Code of 1986) modified depreciation rules yet again and
terminated the ever-varying investment tax credit. Depre-
ciation issues surfaced again as a policy concern around
2000.2 The only change to result from this concern was

“bonus depreciation,” enacted in 2002,
p

Throughout history, expensing as a universally applicable
cost recovery procedure has arisen as a logically consistent
alternative only in the context of radical rax reform. There
is one ad hoc exception—the (capped and limited) expens-
ing provisions for small businesses embodied in Section 179
of the Internal Revenue Code. Kansas law conforms to
Section 179.
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