FISCAL NOTE

Bill #: HBO0784 Title: Decouple state income tax from certain federal

income tax deductions

Primary Sponsor: Cohenour, J Status: As Introduced

Sponsor signature Date David Ewer, Budget Director Date

Fiscal Summary

FY 2006 FY 2007
Difference Difference
Expenditures:
General Fund $0 $0
Revenue:
General Fund $2,093,000 $1,956,000
Net Impact on General Fund Balance: $2,093,000 $1,956,000
[] Significant Local Gov. Impact [] Technical Concerns
DX Included in the Executive Budget X  Significant Long-Term Impacts
[] Dedicated Revenue Form Attached [[] Needs to be included in HB 2

Fiscal Analysis

ASSUMPTIONS:

1.

On October 22, 2004 President Bush signed into law the American Jobs Creation Act of 2004. This act
creates a new deduction for “income attributable to manufacturing activities” for federal individual and
corporation income tax purposes (Section 199, I.R.C., 26 U.S.C. 199). This provision is effective for tax
years beginning after December 31, 2004 (tax year 2005 and thereafter).

For individual income tax, Montana law explicitly allows all deductions allowed for federal income tax
with a list of exceptions (15-30-121, MCA). For corporation license tax, the Montana Supreme Court has
ruled that Montana law incorporates any federal deduction not explicitly excluded by statute (Baker
Bankcorporation v. Department of Revenue, 202 Mont. 94, 657 P.2d 89).

This bill would exclude the new deduction in Section 199 of the Internal Revenue Code from deductions
allowed for Montana individual income tax and corporate license tax.

The new deduction is equal to the smaller of a) a percentage of taxable income, b) a percentage of income
derived from a “qualified production activity,” or c) 50% of wages paid. The percentage is 3% for tax
years 2005 and 2006, 6% for tax years 2007 through 2009, and 9% for tax years 2001 and after.
“Qualified production activity” includes: a) the manufacture, production, growth, or extraction in whole
or significant part in the United States of tangible personal property (e.g., clothing, goods, and food),
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5.

6.

software development, or music recordings; b) film production (with certain exclusions), provided at least
50% of the total compensation relating to the production of the film is compensation for specified
production services performed in the United States; c) production of electricity, natural gas, or water in
the United States; d) construction or substantial renovation of real property in the United States including
residential and commercial buildings and infrastructure such as roads, power lines, water systems, and
communications facilities; or e) engineering and architectural services performed in the Unites States and
relating to construction of real property.

This deduction will reduce federal tax receipts $2.1 billion in federal fiscal year 2005, by $3.1 billion in
federal fiscal year 2006, and by $4.4 billion in federal fiscal year 2007 (Joint Committee on Taxation).
Assuming that the new deduction will have the same proportional impact on Montana taxable income as
on federal taxable income and converting from federal fiscal years to state fiscal years, the new federal
deduction would reduce revenue by $2.093 million in FY 2006 and $1.956 million in FY 2007.

This bill would prevent the revenue loss associated with the new federal deduction. If this bill is not
passed, revenue will be reduced by $2.093 million in FY 2006 and by $1.956 million in FY 2007.

FISCAL IMPACT:

FY 2006 FY 2007
Difference Difference

Revenues:
General Fund (01) $2,093,000 $1,956,000

Net Impact to Fund Balance (Revenue minus Funding of Expenditures):

General Fund (01) $2,093,000 $1,956,000

EFFECT ON COUNTY OR OTHER LOCAL REVENUES OR EXPENDITURES:

None.

LONG-RANGE IMPACTS:

When the new federal deduction is fully phased-in in federal fiscal year 2011, the resulting loss of state
revenue would be $5 million, and it would continue to grow over time. This bill would eliminate that ongoing
revenue loss.



