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TAX CONFORMITY

BACKGROUND

« States incorporate provisions of the federal tax code
into their own codes to varying degrees, so federal
reform has important implications for state revenue

» Because base-broadening provisions of new law
often flow through to states, while corresponding
rate reductions do not, most—but not all!—states
will experience a revenue increase

* Federal reform creates both an opportunity and an
impetus for state tax reform, with states responding
in a variety of ways (retain, return, reform)



TAX CONFORMITY

MAJOR REVENUE DRIVERS

* Higher standard deduction

* Repeal of personal exemption +

* Smaller itemized deductions (& fewer itemizers) +
» Pass-through deduction

* Repatriation and international income +

* Interest deductibility and NOL changes +

« Pass-through and corporate expensing

* Modification of business tax credits +



TAX CONFORMITY

CONFORMITY METHOD

Individual

Rolling: 18 states + D.C.

Static: 19 states
Selective: 4
No PIT: 9

Corporate
Rolling: 22 states + D.C.
Static: 21 states

Selective: 2
No CIT: 5

Individual Income Tax Conformity

Note: States conform to the federal tax code on either a static or rolling basis. Static
conformity means conforming to the Internal Revenue Code (IRC) as of a specific date,
such as January 1, 2016. Rolling conformity means adopting IRC changes as they occur.
Source: State statutes; tax forms; Bloomberg Tax

. Rolling Conformity
. Static Conformity
. No Conformity (State Calculation)

No Individual Income Tax




TAX CONFORMITY

FIVE SOURCES OF NEW REVENUE

* There are at least five broad categories of ways that
federal tax reform will drive state revenue changes

* Only one of them requires states to conform to the
latest (post-tax reform) version of the Internal
Revenue Code—though it's an important one



TAX CONFORMITY

FIVE SOURCES OF NEW REVENUE

* |[ncome starting point for state tax calculations
« Specific conformity provisions

* Filing uniformity requirements

 International income

 Dynamic economic effects



TAX CONFORMITY
FIVE SOURCES OF NEW REVENUE

* |ncome starting point for state tax calculations

. 23  Educalorexpenses . . . 23
Adjusted Certain business expenses of resewis1s, pen‘omllng arlis‘ls, and
Gross fee-basls government officlals. Attach Form 2108 of 2106-EZ 24
Income Health savings account deduction. Atiach Form 8889 . | 25
Moving expenses. Aftach Form 3903 . T
Deductible part of sell-employment tax. Attach Scheduls SE . | 27
Federal AGI (29 states): Before Selt-employed SEP, SIMPLE, and qualified plans . . | 28

standard deduction, personal oepepoyes e Lo :;

Penalty on early withdrawal of savings .

exemption (repealed), or Almony paid b Reclplent's SSN @ i
: IRA deduction . . . 5 o o o o o o LM

pass-thrOUgh dEdUCtlon (new) Student loan Interest daducﬂon o P <
Reserved for futureuse . . . 34
Domestic production activities deduction. Attach Form 8903 35
Add lines 23 through 35 . . o
Subtract line 36 from line 22. ThIB Is your adjusﬂd grosn Innoma

Form 1040 (2017)
38 Amount from line 37 (adjusted gross income) .
[ You were bom before January 2, 1953, [ Biind. | Total boxes
Federal Taxable N If: [] spouse was bom before January 2, 1953,  [] Biind. } checked ¥ 39a
Income (6 States): If your spouse itemizes on a separate return or you were a dual-status alien, check here 8  38b[]
Itemlzed deductlons (from Schedule A) or your standard deduction (see left margin) .

IHCIUdes Standard Subtract line 40 from Ilf'la 3’ .. ere ( o
deduction, personal P Exemptions. fline 3815 $156,600 ofess, multply $4,050 by he number on I 6d. Otherwiss, 568

. 4 i Taxable Income. Subfract line 42 from line 41. If line 42 is more than line 41, enter -0- .
exempt'lon (mpealed)’ Tax (see Instructions). Check If any from: a [] Form(s) 8814 b []Form 4972 ¢ []
and pass-th roug h ﬁl:imag asa Alternative minimumn tax (see Instructions). Attach Form 6251 .
deducﬁon ‘neW) s pendsnt, Excess advance premium tax credit repayment. Attach Form 8962

Add lines 44, 45, and 46 o a a

Foreign tax credit. Attach Form 1116 if requlmd .
Credit for child and dependent care expenses. Attach Form 2441
Education credits from Form 8863, line 19 o
F savings cc credit. Attach Form BBSD
Child tax credit. Attach Schedule 8812, If required .
Residential energy credit. Attach Form 5695 . . . .
Other credts from Fon: a [] 3800 b (] 8801 ¢ [J__
Add lines 48 through 54. These are your total credits . .
Subtract line 55 from line 47. If line 55 Is more than line 47, emer -O-




TAX CONFORMITY

FIVE SOURCES OF NEW REVENUE

« Specific conformity provisions

 Standard deduction
« Personal exemption

* [temized deductions
Mortgage interest, moving expenses, medical expenses, property taxes, etc.

 Cost recovery

 Net operating loss provisions
* [nterest deductibility

« Manufacturing expenses

« Estate tax exemption



TAX CONFORMITY
FIVE SOURCES OF NEW REVENUE

Standard Deduction and Personal Exemption Conformity

Vil

Source: State statutes; tax forms; Bloomberg Tax Conforms to Standard Deduction
and Personal Exemption

State-Defined Standard Deduction and
Federal-Linked Personal Exemption

. Conforms to Standard Deduction Only

Does Not Conform




TAX CONFORMITY

FIVE SOURCES OF NEW REVENUE

* Filing uniformity requirements
* Filing status linkage
Thirty-one states, including CT, DE, ME, MD, MA, NJ, NY, RI, VT

* [temization linkage
Eight states plus D.C., including ME



TAX CONFORMITY

FIVE SOURCES OF NEW REVENUE

 |nternational income

e Subpart F income
Thirteen states, including NH, NY, VT (no guidance in NJ)

* Dividends Received Deduction
Twenty-six states plus D.C., including ME, MD, RI, NH

e New Federal Anti-Abuse Provisions
FDII, GILTI, and BEAT



TAX CONFORMITY

FIVE SOURCES OF NEW REVENUE

 Dynamic economic effects
 Some provisions of the new federal law are likely to
encourage additional domestic investment

 Temporary full expensing of short-lived capital
investments (machinery and equipment)

« Higher Section 179 limits
 Lower corporate rate
« Territorial taxation (cuts both ways)

* This may lead to additional economic activity in states,
particularly if they optimize their tax codes for it



TAX CONFORMITY

REVENUE IMPLICATIONS

» States anticipating revenue gain
AZ, CO, GA, ID, IN, IA, LA, ME, MD, MA, MI, MN, NE, NY, PA, SC, VT, WA, DC

» States anticipating revenue loss

MO - conforms to standard deduction but not personal exemption
ND - incorporates pass-through deduction
OR - incorporates pass-through deduction

 Still waiting on revenue reports from other states

Expectation is that all remaining states would see revenue gains



TAX CONFORMITY

SALT CAP WORKAROUNDS

» Several states are trying to enable their taxpayers to
avoid the new $10,000 SALT deduction cap

 Two primary approaches -

Charitable contributions in lieu of taxes
Faces an uphill legal battle

Voluntary payroll tax with offsetting credit

Likely legal but with major administrative challenges



TAX CONFORMITY

OPTIONS FOR STATES

Decouple from the pass-through deduction
Couple to new expensing rules

Enhance federal conformity

Use one-time revenues wisely

Enact comprehensive tax reform
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QUESTIONS?
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