February 26, 2025

Proposed Deferred Tax Deduction Should Be Removed from H.B. 2336 (Single Sales Factor
Apportionment)

Testimony of Michael Mazerov Submitted to the Kansas Committee on Taxation

Chair Smith, Vice-Chair Turner, and members of the committee, | am Michael Mazerov. | appeared
before this committee last year concerning this same bill. At that titne, I was a Senior Fellow with
the State Fiscal Policy Division of the Center on Budget and Policy Priorities in Washington, D.C. —
& non-profit, non-partisan policy research institute. T retired from that posttion at the end of June
2024, although I am still a part-time paid consultant to the Center. However, in submitting this
testimony today, I am not representing any organization,

I'appreciate the opportunity to submit testimony in opposition to the inclusion in H.B. 2336 of a
new deduction intended to offset the impact of the switch to single sales factor apportionment on
the profit of some publicly traded cotporations reported on their financial statements. Attached to
this testimony is a detailed 2019 report I wrote while employed at the Centet on proposals for
deferred tax deductions. It is also available at this lnk:

hitps:/ /wwsw.chpp.ore/sites /default/ files /atoms /fles /5-13-1 9sip.pdf. While the report focuses on
the granting of deferred tax deductions in connection with states’ adoption of a different tax policy,
unitary combined reporting, all the arguments expressed against this ate equally applicable to its
provision in connection with state adoption of single sales factor apportionment.

Of the 45 states with corporate income taxes, 21l but six have now switched to single sales factor
apportionment. This switch reduces the income tax liability of cotporations that are producing
goods and services in the state but dispropottionately selling them to out-of-state customers.
Conversely, it increases the corporate tax lability of corporations with little property or personnel in
Kansas but a larger share of their sales here.

Single sales factor apportionment iso’t good tax policy. But given its widespread adoption,
acknowledge that Kansas is likely to make this change at some point and that in the interest of
interstate uniformity it might be reasonable for it to do so. However, I do uzge you to delete from
the bill 2 completely extraneous provision that none of the more than 30 states that have adopted
single sales factor over the past 35 years has ever seen fit to enact, and that Maryland specifically
rejected in 2019 and again in 2022. (See: Senate Bill 596, 2022 legislative session,
https://mgaleg.marvland gov/mgawcebsite /Lepisiation / Deails /sh0596 /2vs=2022rs and Senate Bill
458, 2019 legislative session,

https:/ /mgaleg maryland gov /mgawebsite/Legislation/Derails /SB0458 / 2ys=201%s)

The bill contains a provision enacting a new corpotate tax deduction that its proponents refer to as
“deferred tax relief” Starting in 2035, this deduction would mean that Kansas would need to statt
giving back some of the increased corpotate tax payments it would be getting from certain out-of-




state cotporations if it switched to single sales factor apportionment. That makes no sense; if the
legislature has decided to increase taxes on predominantly out-of-state corporations in order to cut
taxes on in-state cotporations, why would it tarn around and start giving some of the revenue back
to precisely those same companies that have created telatively few jobs in the state?

What makes even less sense is the rationale for this giveaway: Lobbyists for publicly traded
corporations ate the proponents of this provision. They’te not arguing that this revenue give back
should go to all out-of-state cotporations subject to 2 tax increase because of the switch to single
sales factor. No, they claim that publicly traded corporations deserve this deduction because they’re
allegedly suffering a double adverse impact from the switch. They claim that these corporations not
only experience an actual increase in their tax liabtlity, but that their stockholders suffer an additional
loss -- a reduction in the value of their stock. This loss of stock value allegedly occurs because of a
putely “on paper” downward adjustment that some publicly traded corporations have to make on
their financial statements whenever they expetience a tax increase.

But there’s no justification for this deduction.

. First, the fundamental rationale for it — an adverse impact on stock values of increased
financial statement tax expense — is implausible. The tax inctreases that result from a state’s adopton
of single sales factor apportionment are way too small to have any discernable impact on the stock
price of multi-billion-dollar corporations.

° Second, proponents of “deferred tax relief” have vet to provide any empirical evidence of a
negative effect on stock prices. Given that more than 30 states have switched to single sales factor
apportionment in the past 35 years, if there were such a negative effect, proponents should have
ample evidence to point to.

. "Third, Congress doesn’t include “deferred tax telief” in federal tax legislation with the same
kinds of impacts on reported financial statement profit. Given the much higher rates at which
federal corporate taxes are levied in compatison to state taxes, the rationale would be much stronger

at the federal level if the adverse impact on stock values actually occurred. But proponents of this
deduction have never argued for it at the federal Ievel becausc they understand that the arguments

are bascless and wouldn’t be taken seriously by the expert staff of the congressional tax committees.

° Finally, governments don’t compensate corporations for negative financial starement
impacts of other changes in public policy, and there’s no reason that any effects of state taxes should
be treated differently.

Enactment of this deduction would set a dangerous precedent. There are many other tax changes
that Kansas policymakers might consider making in the firtute that would increase taxes for specific
cotporations, even in the context of bills that might be revenue neutral or even revenue-losing.
Once the state sets the precedent that any corporation exXperiencilg an income tax increase resulting
from 2 policy change that leads to 2 negative adjustment to the profits reported to shateholders is
entitled to an offsetting tax deduction, lawmakers will have difficulty rationalizing saying no to any
corpotation in that situation in the future.

Although, as I mentioned, no state adopting single sales factor apportionment has ever attached a
deferred tax deduction to it, six states have, unfortunately, been misled into attaching it to another




change in state corporate tax policy: unitary combined reporting. Proponents of the tax break have
been willing to defer the effective date of the deduction for as many as ten years (as is the case with
H.B 2336) so that current legislators didn’t

have to face any immediate need to reduce state services.
But ten years go fast, and now, unfortunately, four of the six states are suffering unjustified tevenue

loss at a time when state revenues are slowing and expanded federal aid to states is ending.

For all these reasons, I respectfully urge the committee to strip the deferred tax deduction from this
bill. Thank you again for the opportunity to submit testimony, and I would be happy to respond to

any questions. I can be reached at michaglmazesov@omail.com.
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In an increasing number of states, lobbyists for
large multistate corporations have been pushing
for the enactment of a new tax break they call
“deferred tax relief.” They have primarily been
trying to attach this tax break — a new deduction
from gross income — to an important loophole-
closing measure that often increases corporations’
state income tax payments. This tax giveaway is
unusual in that it would eventually cause states to
forgo real revenue needed to fund education,
health care, public safety, road maintenance, and
other critical services and infrastructure to offset a
“paper” expense that some corporations must
report on their financial statements. Corporate
lobbyists have succeeded in passing this tax break
In six states though it has not yet led o revenue
losses in any of them because the effective dates
have been delayed.

Proponents of deferred tax deductions cite a
faulty claim that shareholders of publicly

traded corporations unfairly suffer a “double
impact” from state corporate tax increases. The
first adverse impact is the actual reduction in
after-tax profits of the company; the second is
an alleged reduction in stock value resulting
from a one-time increase in income tax expense
reported on corporate financial statements. But
the second claim is both implausible and
unsupported to date by any empirical evidence.
Moreover, federal policymakers have never
granted such a tax break even though federal
corporate tax changes can have analogous and
much larger impacts on the amount of tax
expense reported on financial statements.
Although corporations have made
proposals for deferred tax deductions more
palatable to state lawmakers by including
delayed effective dates and spreading the
deduction over multiple tax years, there is no
guarantee these concessions will continue.
Enacting this tax break sets a dangerous
precedent; future legislatures would be hard-
pressed to justify not attaching it to any
measure that increases the corporate tax
liability of even a handful of companies —
perhaps with much more immediate and
serious revenue impacts. Deferred tax
deductions are unwarranted. No additional
states should grant them, and the states that
have already enacted them should repeal them.

What Is the ‘Deferred Tax’ Tax Break?

When a change in federal or state tax law
increases the actual (or “effective”) rate at
which corporate profits are taxed, Generally
Accepted Accounting Principles (GAAP) may
require a corporation to report on its financial
statemrents a one-time increase in its income tax
expense in addition to the ongoing increase in
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its actual tax liability.’ One of the most
common reasons such an adjustment would be
necessary is that the corporation has a
significant “deferred tax liability” on its
balance sheet. This liability often results from
the fact that corporate managers usually
calculate the income tax expense reported on
their financial statements as if they were
writing off (“depreciating”) their plant and
equipment investments evenly over time,
while calculating their actual tax lability using
“accelerated depreciation.” Accelerated
depreciation allows them to “bunch”
depreciation deductions in the early years after
the asset is purchased.

This divergence between “book” and “tax”
depreciation requires reporting a “deferred tax
liability” on the corporate balance sheet to
reflect that the upfront bunching of the
depreciation deductions for tax purposes
means that the corporation will actually have a
greater tax liability in the future than the
financial statements would otherwise imply.”
GAAP requires any deferred tax liability on
the corporation’s books to be re-valued upward
when the effective income tax rate of the
corporation increases for any reason —
including a change in state or federal tax law.
This, in turn, results in a one-time increase in
financial statement income tax expense.’

This one-time increase in tax expense is an “on
paper” accounting adjustment. Nonetheless,
corporations and their trade associations have
successfully lobbicd lawrnakers in six states to
enact a new tax deduction to offset it. The
deduction is equal to the amount by which net
deferred tax liability has risen as the result of

*Deferred tax deductions are also frequently referred to as “ASC 7407
deductions, because Accounting Standards Codification No. 740 is
where GAAP nules covering corporate income tax zccounting are
currently set forth. Older discussions of deferred tax deduction
proposals in the states often referred to it as “FAS 109" deductions,
because at the ime Financial Accounting Standard 109 stated GAAP
rules for income tax accounting.

or 2 simplified example of how this arises, see Joint Committee on
Taxation, “Present [aw and Background Relating to the Interaction of
Federal Income Tax Rules and Financial Accounting Rules” (JOX-12-12),
February 7, 2012, pp. 17- 18, hitps:/fwww.jct.gov/publications htm!
Tfunc=showdowndid=4395.

DCDrporaﬁonS with reet deferred tax assets (such as operating loss
carryforwards} on their balance sheets may have to report a one-time
increase in lax expense when their effective income tax rate grops due to
achangre in tax law.

an increase in the corporation’s effective tax
rate. In five states — Connecticut, the District
of Columbia, Massachusetts, New Jersey, and
New Mexico — the deduction was attached to
legislation implementing corporate tax reform
known as “combined reporting.”* In the sixth,
Kentucky, the deferred tax relief deduction
was enacted a year after combined reporting
was approved.

In all six states, the ability to begin
claiming the deduction was delayed for at least
four years (in Connecticut, the District of
Columbia, and Massachusetts, subsequent
legislation pushed it back further), and the
deduction itself has to be spread out anywhere
from seven to 30 years. The deduction can be
claimed beginning in tax year 2020 in the
District, 2021 in Connecticut and
Massachusetts and beyond that in the other
three states, so no actual revenue losses have
occurred yet. Only publicly traded
corporations can claim the deduction, and in
several of the states they must disclose to the
revenue department in the first year after the
deduction is enacted how much they
ultimately will claim once they're allowed to
start doing so.

4Cumbined reporting treats a parent corporation and some or all its
subsidiaries as a single corporation for tax purposes, nudlifying a variety
of techriques corporations have devised to shift income onto the books
of subsidiaries located i low- or no-tax states. When a state switches to
combined reporting from “separate entity” taxation (which treats the
parent and subsidiaries as separate corporations for tax purposes),
corporations employing these income-shifting sirategies may experience
a higher effective tax rate in that state -- necessitating the upward
restatement of deferred tax Jiability. See Michael Mazerov, “State
Cerporate Tax Shelters and the Need for "Combined Reporting,™ Certer
on Budget and Policy Priorities, October 26, 2007, https:/fwww.cbpp.org/
research/state-corporate-tax-shelters-and-the-need-for-combined-
reperting, Twelve states plus the District of Columbia have enacted
combined reporting since 2008, and the total rumber of states that have
enacted this policy now stands at 29 {including D.C.),
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Adverse ‘Double Impact’ of Corporate Tax
increases on Stockholders Is implausible

Deferred tax deductions would eventually
rebate real dollars to eligible corporations to
offset the impact of combined reporting {and
potentially other changes in state corporate tax
policy)” on how much profit they report on
paper to their stockholders and the public. The
“double-impact” justification for the tax break
effectively posits that stock market
participants are incapable of distinguishing
between the effect of the tax change on the
amount of profit retained by the corporation
after paying its state corporate income tax and
the effect on the corporation’s financial
statement profit. But there are scores of skilled,
highly compensated stock market analysts
whose job is to do precisely that: to make
adjustments for the many arbitrary line-
drawings entailed in preparing financial
statements under GAAP and thereby develop a
more accurate picture of a corporation’s recent
and lkely future economic performance. Some
individual investors may not have access to this
kind of sophisticated analysis, but institutional
investors certainly do, and their buying and

*abillto create a deferred tax deduction in response to a different
change in state tax law — a switch to “single sales factor apportionment”
— was proposed in Maryland in 2019 but was ot approved. Changing
from the traditional property/payroll/sales apportionment formula to
single sales factor apportionment can alsc increase the effective income
tax rate for out-of-state corporations that have substantal sales but
rélatively litfle property or staff in the state. See Michael Mazerov, “The
‘Single Sales Factor’ Formula for State Corporate Taxes: A Boon to
Econemie Development or a Costly Giveaway?” Center on Budget and
Policy Priorities, revised September 1, 2005, http:ffwurw.chpp.org/3-27-
Olsfp.pdf.

A deferred tax deduction was enacted in 2007 when Michigan
repeated its Single Business Tax and substituted fhe Michigan Business
Toxe (MBT), a dual tax on business profits and gross receips. The latter
tan was repealad in 2011 in favor of 2 conventional corporate profits tax,
before the deferred tax deduction attached to the MET could be claimed.
The business community lobbied unsuccessfully to have a deferred tax
deduction included in the new corporate profits tax. See Coundil On
State Taxation letter lo Governox Rick Sniyder and legislative leadership,
“In Support of FAS 109 Relief in House Bill 4362," April 28, 2011, https+//
costorg/globalassets/cost/state-tax-resources-pdf pages/cost-
comments-and-testimony/letter-re-need-for-fas-109-relief-in-mi-hb-
4362.pdf.

selling activity in the stock market drives stock
pricing *

The claim that corporations’ stock valuations
are harmed if they report an increase in financial
statement tax expense due to state corporate tax
increases is even less plausible when one
considers the magnitudes likely to be involved.
Take, for example, NextEra Energy, a corporation
that has taken a leading role in pushing for this tax
break nationally.” In a fact sheet recently
circulated in New Mexico and in testimony
recently delivered in Maryland, the company
stated that the adjustment to its deferred tax
accounts that would result from New Mexico's
adoption of combined reporting and
that did result from Maryland’s adoption of a
“single sales factor” apportionment formula
would lead to additional financial statement tax
expense in the “millions of dollars.”® Yet NextEra
reported $4.3 billion in profit from current
operations nationally in 2018.° Given that
NextEra's current stock value is driven
overwhelming by its future eamings prospects,
which in turn depend on such factors as future

°A recent study, discussed below in the body of this report, observes
that “SEC Regulation 3-X requiires firms to disclose material items that
explain the differenice betweer tax af the statutory rate and total tax
expense [reported on finandial statements]. This, we expect
[professional stock] analysts and investors can identify nonrecurring
income taxes and adjust for them, For example, motivated users of
financial [statement] information should be able to understand that
nonrequrting income taxes generated by rate changes do not persist. . . .~
Dain C. Donelson, Colin 3, Koutney, and Lillian F. Milis, "Nonrecwrring
Income Taxes,” unpublished, April 2018, pp. 12-13, hitps://papers.
sstn.com/sol3/papers.cfm?abstract_id=2720464 (hereafter, “Donelson”),

"In addition to testifying in support of 201¢ Maryland legislation
proposing a deferred tax deduction (see Note 5), a NextEra
representative made the case for the policy at two consecutive meetings
of the National Conference of State Legislatures (NCSL) Task Force on
State ard Local Txation in August and November 2016. See Angela
Pitale (NextEra Energy Resources) and Stephen Kranz (McDermott Will
& Emery), “Financial Reporting: Publicly Traded Companies (and why it
matters for state tax policy),” hitp:/www.nesLorg/documents/
taskforces/Finandial Reporting.pdf.

NextEra staff appear to have authored a one-page document
circutated in New Mexico in early 2019 making the case for the inclusion
of a deferred tax deduction in legislation mandating combined
reporting. The document js titled “What is deferred tax selief and why is
it necessary?” and states that “For NextBra, this is an immediate impact
of millions of dollars.”

3For New Mexico, see the urattdbuted ane-page dotument
described in the previous note. For Maryland, see the video recording of
the hearing on: Senate Bill 458 held on February 26, 2019, hitp/f
mgzhouse.maryland gov/mga/play/dd7e655b-3011-4143-816c-8d 9394
2deed2eatalog/03e481c7-8ad2-4438-27d a-93£7dbd aadceplayfrom=
2535000.

*See NextEra Arumat Report to the Securities and Exchange
Commission {Form 10-K) for the 2018 tax year, httpe:/fwww.sec.gov/
Archivesfedgar/data/37634/00007533081 900003%/nee-12512018x 10k him.,
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domestic economic growth, world energy market
conditions, technological developments affecting
the cost of producing and storing wind and solar
energy, and a host of other factors, an additicnal
one-time financial statement expense in the
“millions of dollars” likely would have no
discernible impact on the stock value of a
company this large.

Rather than being motivated by concerns
about an adverse impact on stockholders, it seems
far more likely that the push for deferred tax
breaks are driven by the desire by corporate
managers to maximize their own compensation.
As accounting professor Lillian F. Mills has noted:
“[MJanager bonuses . . . are frequently based on
reported book income and balance sheet
amounts.””

Deferred Tax Deduction Advocates Haven't
Provided Any Empirical Evidence of Adverse
Stock Price Effects

Half the states that have switched from
separate-entity corporate taxation to combined
reporting in roughly the last decade have done
s0 without attaching a deferred tax deduction.
Some two dozen states have switched during the
past 20 years to a single sales factor
apportionment formula for multistate
corporations; none of the states making this
change in corporate tax policy attached deferred
tax deductions to the legislation.”

if the claim that upward revaluations of
deferred tax liabilities had a distinct adverse
impact on stock market values were true, surely
these shifts in tax policy would have provided
evidence that proponents of deferred tax
deductions would be citing. But no such evidence
has been offered. Moreover, although NextEra
Energy testified thatit had to report an immediate
additional tax expense in the “millions of dollars”
after Maryland adopted a single sales factor
apportionment formula in 2018, the company
offered no evidence that that expense negatively
affected its stock value.®

mI.illiam F.Mills, “Five Things Economists and Lawvers Can Leam
from Accountants: An Hlustration Using the Domestic Production
Activities Deduction,” Netiona! Tex Journal, September 2006,

11
See Note 5.
2

1,
See the second source cited in Note 8.

Academic Research Doesn’t Support Claims of
Adverse Stock Price Effects

Nor does recent academic research support
the claim that a one-time increase in financial
statement income tax expense is likely to
independently affect the price of the corporation’s
stock. A 2018 University of Texas study used
sophisticated statistical techniques to evaluate
how both Wall Street stock analysts and investors
react fo one-time — “nonrecurring” — changes in
financial staterment tax expense.” In addition to
tax law changes requiring revaluation of deferred
tax liabilities (and deferred tax assets), the study
included such discrete changes as the settlement
of tax audit disputes and the occasional
“repatriation” of profits held in U.S. subsidiaries
back to U.S. parent corporations. (The latter two
changes affect actual corporate tax payments, but,
like the upward revaluation of deferred tax
liabilities, they are one-time or random events
that don't reflect corporations” long-term income
trends.)

The study concluded that professional stock
analysts generally ignored one-time events
affecting financial statement tax expense when
they issued their forecasts of corporate earnings."
More important, it found that these events did not
have a significant impact on stock prices.” One of
the explanations for both findings is that
corporate managers themselves rarely (only 10
percent of the time) include one-time tax expense
effects (increases or decreases) in the quarterly
earnings reports they issue. Securities and
Exchange Commission rules permit corporate
managers to present their quarterly earnings on a
non-GAAP basis if they believe they are a better
reflection of the corporation’s actual performance,
provided they explain any discrepancy. Managers

13Dm’:elscuro., 2018,

M”CDI'ESiSfE‘nt with low persistenice, analysts generally exclude
nonrecurring income taxes from their Street earnings [forecasts).”
Donelson, p. 5.

15”[_'W]e donot find a statistically significant association: between
nonrectirring income texes and eamnings announcement retums,
consistent with investors interpreting nonrecurring income taxes as
transitery to future earnings.” Mills, p. 26. “Overall, we find fittle
investor reaction to nonrecurring income taxes, Thus, investors do not
appear o misprice nonrecurring income taxes.” Donelson, p. 27,
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frequently issue such reports.” The study found
that “investors seem to ignore nonrecurring
income taxes regardless of whether managers
include or exclude the [transitory tax] itemn in their
calculation of non-GAAP earnings.”” That i,
such items do not have a significant impact on
stock prices.

Turning to current, real-world implications
of the study, the authors observed:

Following . . . enactment [of the 2017
federal tax restructuring bill, the Tax
Cuts and Jobs Act, or TCJA], financial
press headlines highlighted the law’s
material and immediate impact on
corporate earnings, suggesting
confusion about the implications of
nonrecurring income taxes. .., Qur
study suggests non-GAAP earnings
should be relatively unaffected, and so
nonrecurring tax gains and losses
caused by TCJA or other tax events
should cause little concern to analysts
and investors.”®

As the next section discusses, federal tax
law changes often have much larger effects on
the value of deferred tax liabilities and assets
thanr state tax law changes do; if the study’s
authors expect little impact of TCJA on stock
prices, it is even less likely that a single state’s
enactment of something like mandatory
combined reporting would.

Deferred Tax Deductions Haven't Been
Provided in Connection With Federal
Corporate Tax Policy Changes

Federal tax policy changes can result in
increased tax expenses on corporate financial
statements identical to — and often many
times larger than — those resulting from
changes in state tax policies. Indeed, the 2017
Tax Cuts and Jobs Act reportedly has forced
multi-billion-dollar reductions in reported

16

“Most managers now issue non-GAAP earnings, which are GAAP
earnings after removing earnings items that managers deem less
infarmative for stock valuations, such as transitory items.” Donelson, p.
10

ITDonelson, p.7.
1sDc)m‘-;lscm,. p-8

financial statement profits for some companies
— %22 billion in the case of Citigroup, for
example.”

Although corporate representatives have
lobbied Congress in the past to take financial
statement impacts into account when considering
corporate tax policy changes,” CBPP's federal tax
policy staff and outside experts consulted are
unaware of their ever having sought a deduction
or similar tax break that would have resulted in
actual revenue losses. Nor are we aware of any
official policy positions of organizations of
private-sector federal tax practitioners asserting
that corporations are entitled to such offsets.”
Federal tax lobbyists for corporations may
perceive that Congress has mote tax policy staff
familiar with financial statement tax accounting
than states do and therefore anticipate a more
skeptical reception to proposals for deferred tax
offsets that would reduce revenue.

Governments Don’t Compensate Corporations
for Negative Financial Statement Impacts of
Non-Tax Policy Changes

Corporations run numerous risks that real-
world conditions will change in ways that will
reduce their profitability. Consumers can decide
they prefer a competitor’s products. A flood or

19}0]:111 Stittle, “Trump’s Tax Cuts Will Play Havoc with Reported
Eamings,” Mondag, April 19, 2018, hitps/mwwmondaq.com/uksx/
593812/Corporate+ Tax/Trumps+ Tax+ Cuts+ Will+ Play+Havoc+With+
Reported+Eamings.

Because the Tax Cuts and Jobs Act sladhed the effoctive foderal
corporate tax rate for most corporations, those with net deferred tax
Liabilifies will experience a one-time reduction in financial statement tax
expense that will boost quarterly financial statement eamings. An
examination of the financial statements of S&P 100 corporations
estimated that TCJA “winner” corporations would experience $200
billien in firancial statement income increases and that “losers” would
experience 580 billion in aggregate increased tax expense. See Peter L.
Reilly, “Earnings Havoc Unleashed By Tax Act,” Forbes, December 31,
2017, hitps:/fwww.forbes.com/sites/peterireilly/2017/12/21 feamings-
havguc-urﬂeashed—by—tax—a:tf#Zel?Zdz?@?_f.

For a discussion of how some corporations with large deferred tax
assets successfully lobbied for what became the (recently repeealed)
Internal Reverme Code Section 199 “domestic production deduction,”
see Christopher H. Hanna, “Corporate Tax Reform: Listening to
Corporate America,” Joumal of Corporation Law, Winter 2010,

ZT’I'he Teox Executives Institute (TEI), a professional assodation of in-
house corporate tax staff responsible for federal, state, and local tax
compliance, has adopted a policy resolution calling on stafes to provide
deferred tax deductions: https://www.tel.org/sites/default/files/
advocacy. pdfs/2018.02.14%20-%205 ALT%20Policy %20-

%20Deferred %20Tax%20Relief%20-%20FINAL pdf. A search of TEI's
website for policy siatements authored by both its Federal Tax and its
Finandial Reporting comamittees revealed no policy statements calling for
deferred tax offsets in conmection with federal corporate tax policy

changes.
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fire can eliminate access to a key production
input. A court can rule that a design flaw in their
product harmed customers.

Corporations also run the risk that public
policies affecting them will change in adverse
ways. Congress can impose more stringent
pollution control requirements. The Federal
Reserve can increase their borrowing costs. If
these changes are large enough, they can not only
impose direct costs on the companies but also
force them to write down the value of certain
assets on their financial statements. Although
direct costs incurred due to such changes (for
example, the cost of additional pollution control
equipment) would likely be deductible in
calculating income tax liability, governments
don’t compensate the corporations for the
secondary financial statement impacts.® There is
no good reason why governments should
compensate corporations for the financial
statement impacts of tax policy changes, etther. It
1s especially unclear why corporations should be
compensated for the financial statement impact of
adopting combined reporting, which often
increases the tax liability of corporations that were
engaged In aggressive tax sheltering strategies.”

“Transition Rules’ for Major Tax Changes
Can Sometimes Be Justified, But That Is Not
What Deferred Tax Deductions Represent

A legitimate case can sometimes be made that
major tax policy changes justify certain transition
rules to mitigate inequities created when
corporations that made investment decisions
under one set of tax rules now confront a different
set. Suppose, for example, that a corporation
makes a major facility investment where the
depreciation deductions will be so large as to put
the company into aloss situation for several years.
The company makes the investment in
anticipation of using those losses in later years,
but then the state repeals its corporate income tax
and substitutes a gross receipts tax. In such a
situation, a fransition rule should perhaps allow
the corporation to file amended returns for

22]2{ the write-down of the value of the assets results in an aciual loss
when they are sold or abandoned, then that loss will be deductible at
that ime.

23
See the sourcein Note 4,

previous tax years and deduct the current losses
in those earlier years or deduct them against the
gross receipts tax going forward.

But deferred tax deductions are not transition
provisions. If they were, they would be made
available immediately (rather than with a mul&-
year delay) to all corporations that would
experience a higher tax liability due to the switch
to combined reporting, single sales factor
apportionment, or similar types of policy changes
rather than only to publicly traded corporations
with negative financial statement impacts. As
discussed previously, advocates of deferred tax
deductions justify them by claiming that the
stockholders of publicly traded corporations
alone suffer an adverse “double impact” from
such changes, but deferred tax deductions would
create discrimination rather than compensate for
it. Both publicly traded and privately held
corporations could be subject to higher tax
liabilities as a result of the change in tax policy, but
only the former would be eligible for deferred tax
deductions that would recoup some of the initial
costs.

Attempts to characterize deferred tax
deductions as legitimate transition provisions are
especially misleading given the circumstances in
which corporations would most likely claim them
(if a state’s law granted them).” As discussed
above, the divergence between “book” and “tax”
depreciation is probably the most common reason
a corporation would have a deferred tax liability
on its balance sheet. The ability to accelerate
depreciation deductons is a valuable tax break
that provides a real economic benefit to the
company. Due to the time value of money, the
additional taxes saved upfront are more valuable
than the higher taxes paid later when depreciation
deductions are lower than they otherwise would

*The Council On State Taxation letter cited in Note 5 sought to
Justify the deduction as a transition provisior: “A deduction to
ameliorate the negative consequerice of the proposed tax reform on
publicly-traded companies’ financial statemensts would be, by definition,
a temporary provision to address an issue solely related to the transition
from one type of business tax system to another.” The Pitale/Kranz
presentation to NCSL cited in Note 7 contains a slide tifled “Relief
Provided by Some States — Examples,” which lists states that have
provided a deferred i deduction and those that have preserved net
operating loss carryforwards in transitioning to combined reporting and
gross receipts taxation — eliding the fact that fhe former were limited to
publicly traded corporations while the latter were available to all
affected corporations.
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have been, In other words, the ability to claim
accelerated depreciation provides the equivalent
of an interest-free loan from the government.

Itis true that if a corporation has been
permitted to claim accelerated depreciation in a
state that subsequently increases that
corporation’s effective tax rate, the value of that
benefit falls somewhat because a higher tax rate
now applies to the greater taxable income that
will be reported in later years. Nonetheless,
assertions that corporations are entitted to
compensation for losing part of the value of what
was a discretionary tax break to begin with seem
dubious.

How Much Could a Deferred
Tax Deduction Cost?

As previously discussed, all the deferred tax
deductions enacted to date have provided for
both a delayed effective date and a multi-year
claim period. This puts any actual impact on
revenues beyond the current budget forecasting
window in most states and makes the potential
annual revenue loss smaller once the effective
date is reached. Delayed effective dates and
phase-ins are common tactics employed by tax cut
proponents to malke their proposals more
palatable to current Jawmakers. They obviate the
need for politically unpopular offsetting tax
increases or program cuts to be enacted
immediately and make it more difficult for the
public and the media to e lower available funds
in the future to tax Eo]icy decisions that were
made years earlier.

One state — Massachusetts — required
corporations intending to claim the deferred tax
deduction in the future to report the amount to be
claimed and, significantly, made the information
public. The state found that 128 publicly traded
corporations would have saved $535 million in
state corporate income taxes, or $76 million
annually, in the seven-year period over which the
deductions could have been claimed. This
potential revenue “rebate” represented

25Eric Figueroa, Michael Leachman, and Michasl Mazerov, “Phasing
in State Tax Cuts Doesn’t Make Them Fiscally Responsible,” Center on
Budget and Folicy Priorities, February §, 2017, https://www.chpp.org/
research/state-budger-and-tax/phasing-in-state-tax-cuts-doesnt-make-
them-fiscally-responsible,

nearly one-third of the anticipated annual revenue
gain from enacting combined reporting. Fifty-two
percent of the revenue forgone would have
reduced the tax liability of just three corporations,
and 88 percent of the revenue loss would have
benefited just 14 of the 128 companies eligible for
the break.” In light of these substantial potential
revenue losses, Massachusetts lawmakers have
pushed back the effective date of the deduction
numerous times — it now doesn’t take effect untl
2021 — and extended the period over which the
deduction may be claimed from seven to 30
years.”

The specific corporations whose profits
comprise the state corporate tax base vary greatly
among the states, so not every state attaching a
deferred tax deduction to combined reporting
legislation might necessarily be at risk of forgoing
as much of the revenue gain as Massachusetts.
Nonetheless, the Massachusetts data illustrate
how large the revenue losses could be and should
give lawmakers considering enacting such a tax
break pause — especially in light of the
underlying lack of a solid policy rationale for the
giveaway.

Lawmakers Shouldn’t Count on
Corporations’ Expectations Not to Claim
Deferred Tax Deductions

As soon as a state enacts legislation providing
for a future deduction equal to the amount by
which a corporation’s deferred tax liability

increases due to a specific tax change, GAAP rules
allow the corporation to avoid having to report

any additional income tax expense. There have
been some hints that the corporations are seeking
only the enactment of such provisions; they don’t
care if they are ever actually able to claim the
deductions.” The fact that several states have
enacted legislation postponing the effective date

16”I\«i‘assar:l'ﬁiseﬂs Department of Reverwie Report on FAS 109 Tax
Deductiors,” September 2009.

“Messachusetts Department of Revenue, “Tax Changes in the Fiscal
Year 2016 Budget,” Technical Information Release 15-12, October 28,
2015.

hes

*For example, the Tax Foundation has observed that “the state can
choose o keep extending when it will pay out the deduction, since what
matters to the comparry is not the money but the deferred tax asset it can
put onits books to offset the liability.” Joseph Bishop-Henchman,
“Basing the Kentucky Combined Reporting, Transition,” March 19,
2015, https:/todfoundation.org/kentucky-combined-reporting/.
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of deferred tax deductions without much evident
corporate opposition is further evidence that the
principal objective is simply getting the deduction
in statute.” Accordingly, some lawmakers may
view the enactment of deferred tax deductions as
providing a benefit to in-state corporations with
noultimate cost in forgone revenue — harmless at
worst and potentially politically beneficial to
those who vote for it.

Lawmakers should not view deferred tax
deductions as benign, however. First, some
representatives of major multistate corporations
likely do intend for the deductions to be claimed
eventually. The Council On State Taxation
(COST), the trade association that represents the
largest multistate corporations on state tax policy
and legal matters, has adopted an official policy
position stating that “When enacting significant
corporate tax law changes, states must mitigate
the immediate and negative impact of those
changes on a company’s financial reporting.” The
statement refers to states “providing a reasonable
schedule to allow fhe future deduction of the
additional expenses triggered from any book/tax
differences.”™ In 2011 written festimony in
support of a deferred tax deduction in Michigan,
COST defended the provision as “having an
implementation date sufficiently far in to the
future to avoid any near-term budgetary impactin
the state.”” And 2 policy statement in support of
deferred tax deductions by another organization
of corporate tax practitioners, the Tax Executives
Institute, observes that “Stateshave a greal deal of
flexdibility in the fiming of such deductions such
that they can control the impact on the state
coffers,”” anticipating an impact at some future
point.

29Ccn'poral:ions have fiercely opposed effortsto repeal enacted
deferred tax deductions, however. See, for example, Jon Chesto, “Beacon
Hill Leaders keep corporate tax deduction intact,” Boston Globe, July 17,
2015, https:/fwww bostonglobe.com/business/2015/07/17/beacon-hili-
leaders-change-their-minds-keep-corporate-tax-deduction-intact/
potEpoqgziisbqicwNSrakl/story btml,

COST Policy Position, “Consequences of Significant Tax Law
Changes on Financial Reporting,” May 25, 2018, futps://cost.org/
globalassets/cost/state-tax-resources-pdi-pages/cost-policy-positions/
consequences-of-significant-tax-law-changes-on-financial-
reporting.pdf. Emphasis added.

31Council On State Taxation letter to Governor Rick Snyder and
legislative leadership. Emphasis added.

B
See the Tax Executives Institute’s policy resolution calling
on.stites to provide deferred tax deductions.

Second, once a deferred tax deduction is on
the books, the possibility exists that it will not, in
fact, be extended once the date at which it can be
claimed is reached. Lawmakers who expected to
propose extending the effective date once again
may no longer be in office at that time, and
corporations could Iobby against an extension. At
the very least, corporations and other lawmakers
interested in enacting other kinds of corporate tax
breaks as the effective date approaches could use
the looming revenue loss as a bargaining chip to
extract other, less costly alternatives.

Third, once deferred tax deductions are on the
books, lawmakers and advocates who want these
provisions to be extended repeatedly so that no
actual revenue loss ever occurs will have to track
them in perpetuity and repeatedly devote
resources to educating new cohorts of legislators
about what they are, their lack of merit, and why
they should be extended. This will become more
difficult if the business community’s growing
success in enacting these provisions emboldens
them to seek their attachment to more types of tax
bills. It is not hard to imagine, for example, that
corporate representatives might seek to attach
deferred tax deduction provisions to bills that
would repeal major corporate tax breaks.

Finally, given the brevity of legislative
gessions in many states, the enormous number of
critical issues that lawmakers have to deal with,
and the lack of resoutces available to them, there
are consequences to compelling them to devote
precious committee and floor time periodically to
extending a tax break that has so little merit. ]
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