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2003 SENATE STANDING COMMITTEE MINUTES
BILL/RESOLUTION NO, SB2054

Senate Finance and Taxation Committee a

QO Conference Committee

Hearing Date January 15, 2003 '

| Tape Number Side A Side B Meter #
1 X 1,980

Committee Clerk Signature T gua s AR ;; e\ ( |

Minutes:

rD Senator Urlacher opened the hearing on SB2054. There is a fiscal note attached. All committee
members were present.
Senator Rich Wardner, Interim Tax Committee Chairman (meter #1980) - Would like to change
the perception that North Dakota has a high corporate income tax rate, Currently our top
corporate tax rate is at 10.5%. The one thing is, the fiscal note changed siinice looking at it in the
Interim Committee. The reason the bill was brought forward is that, when attracting companies
to ND, they do not seem to take a look at the total graduated vax structure, To make ND more
attractive we are looking at a flat tax that would be close to revenue neutral. May have to tweak

the percentages a little bit to get it to revenue neutral, Need to take a look at this issue because

! the perception is out there that ND has high corporate tax rates.
Senator Randy Schobinger (teter #2340) - This is the minimum we need to do. The perception

'y around the country is that we have the highest corporate income tax rate’in the country, We can’t
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Senate Finance and Taxation Committee
Bill/Resolution Number SB2054
Hearing Date January 15, 2003

afford to be high in tax rate. This bill proposes a flat corporate tax rate of 6,84%. This would
send a message that ND is moving in the right direction. Anything that we can do to make this
state more attractive to industry is good for ND and I would ask the Finance and Tax Committee
to give this bill a Do Pass.

John Walstad Legislative Council (meter #2495) - Distributed copies of a portion of the study by
the Interim Tax Committee. Copy attached. The concept is fairly simple. The idea here is to
bring down the perceived rate of the corporate income tax in ND. The top rate now is 10.5%.
One of the easiest ways to bring that rate down, that is revenue neutral to the state, is to
eliminate the corporate income tax deduction for federal income taxes paid. ND is one of only
four states that allows that deduction. Dropping that deduction allows 3% points to be taken out
of that high end corporate tax rate. The Interim Committee had two bills under consideration

that were essentially the same, one bill was revenue neutral but the rates were different, but this

bill did have a fiscal impact and the fiscal note attached to this bill is right on, This bill also has
fiscal impact during the current biennium. Bottom of first page, financial institution tax does not
change. QGetting rid of ¢ and h references. Subsection ¢ gets rid of the deduction for federal

income tax. Adding subsection i, will allow financial institutions to continue to have that

deduction, On page 6, lines 11-22, the corrections are significant. The changes make the
maximum rate of 10.5% into a flat corporate income tax rate on 6.84%. The purpose of the bill
was to achieve a reduction, and you can see that reduction. (meter #3070) Definition of Waters
Edge corporate filer. For tax purposes we don’t consider income outside of US. In order to
maintain fairness and keep bill revenue neutral in the case of Waters Edge filers, the bill provides

for a flat tax rate of 9.9% for Waters Edge filers only.
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Senate Finance and Taxation Committee
Bili/Resolution Number SB2054
Hearing Date January 15, 2003

Senator Tollefson (meter #3275) - Question tweaking to bring bill {o revenue neutral,

Mr, Walstad (meter #3320) - Tweaking is certainly an option, if done the Waters Edgo filers rate
would be increased.

Rick Clayburgh State Tax Commissioner (meter #3435) - For the record, the Tax Dept is in a
neutral position on this bill. Would encourage the committee not to act quickly on this bill. g
There are number of other pieces of legislation that are being introduced that will address A‘
corporate income tax issue, This is an area of interest to me because of the perception that ND

has the highest corporate tax rate. By implementing a flat rate, you can have unintended

consequences, Right now there are some small corporations that are paying less than the flat tax

rate. A flat rate would create winners and losers in the state, the fiscal note could then have a

higher impact than what is intended. But we do need to eliminate artificial barriers for

companies to do business here. Urge the committee to take your time on this issue, it is a very

important one. ‘
Senator Nichols (meter #3750) - With regard to Waters Edge, things intended and unintended

with change to flat tax, how does this effect Waters Edge filers.

Mr, Clayburgh (meter #3830) - The Waters Edge status, is an advantageous filing status. The

issue with changing the rate, the flat rate will mean a higher rate for some. Could mean soine

reorganizations of corporate charters, may mean less corporate filers, but more income passine

through to individual filers.

Dennis Boyd, MDU Resources Group (meter #4260) - This issue has been of interest to my

company for the past fifteen years. We are not opposed to the bill, but it is a very sensitive issue,

It effects different tax payers differently. The argument of using this as an economic development
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Senate Finance and Taxation Committee
Bill/Resolution Number SB2054

™ Hearing Date January 15, 2003

tool is suspect, I feel that anyone that is serious about doing business in ND, is not going to use
information from the web site. This bill would be slightly beneficial to my company, but worried
about “tweaking”. The best economic development tool you could do is to totally elimninate
corporate income tax. Again, this is a sensitive issue, urging caution. 3
Senator Urlacher - We will be cautious. Any other testimony? Hearing closed.
General discussion by committee members followed. :

Senator Tollefson (meter #5135) - If Senator Schobinger’s bill comes to pass, would eliminate

: the need for this bill,

: Hold bill for fufther review.
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2003 SENATE STANDING COMMITTEE MINUTES

BILL/RESOLUTION NO. SB2054
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Senate Finance and Taxation Committee
U Conference Committee i

Hearing Date January 21, 2003

Tape Number Side A SideB | Meter #
i X 4,090
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i Minutes: ‘
‘ "'\j Senator Urlacher opened the hearing on SB2054, All committee members are present. This bill

’’’’’’ relates to changing the corporate income tax rate from a graduated rate to a flat rate.
Senator Wardner - This bil) came from the Finance and Tax Interim Committee. It has a very
large fiscal note, I'm not sure we can afford to do this.
Senator Wardner - Motion to Do Not Pass, 2nd by Senator Tollefson. Roll call vote 6 yea, 0
nay, 0 absent. Carrier is Senator Wardner.
(Jeneral Discussion

Senator Nichols - This is a good concept, but anybody that is serious about doing business here

will look closer at our tax structure.

Senator Tollefson - The timing for this bill is wrong.
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FISCAL NOTE

Requested by Legislative Council
12/13/2002

Bill/Resolution No.: SB 2054

1A. State fiscal effect: /dentify the state fiscal effect and the fiscal effact on agency appropriations compared to
funding levels and appropriations anticlipated under current law.

2001-2003 Biennium 2003-2005 Biennium 2005-2007 Biennium
General |Other Funds| General |Other Funds| General |Other Funds
Fund Fund Fund
Revenues {$700,000} {$3,200,000 {$4,500,000
Expenditures
Appropriations
1B. County, city, and school district fiscal effect: /dentify the fiscal effect on the appropriate political subdivision,
2001-2003 Blennium 2003-2005 Biennlum 2005-2007 Blennium
School School School

Countles Citles Districts | Counties Citles Districts | Countles Citles Districts

2. Narrative: /dentify the aspects of the measure which cause fiscal impact and Include any comments relevant to
your analysis.

If enacted, SB 2054 would repeal the corporate federal income tax deduction, remove the tax brackets, impose a flat corporate tax
rate of 6,84% for the majority of taxpayers, and a flat rate of 9.9% for those taxpayers utilizing the Water's Edge filing option.

3. State fiscal effect detall: For information shown under state fiscal effect in 1A, please:
A. Revenues: Explain the revenue amounts. Provide detall, when appropriate, for each revenue type and
fund affected and any amounts Included In the executive budget. '

The bill is effective beginning with tax year 2003. The revenue loss in the current biennium is due to a reduction in the estimated
payments on tax year 2003 liabilities, The estimated loss for the 2003-05 biennium reflects the 5% rate reduction on the portion
of biennial revenues that are froin 2003 and subsequent tax years, The estimate for the 05-07 biennium reflects the estimated
fiscal impaot assuming all returns filed in that biennium will be at the lower, flat rate,

B. Expenditures: Explain the expenditure amounts. Provide detall, when appropriate, for each agency, line
ftem, and fund affected and the number of FTE positions affected.

C. Appropriations: Explain the appropriation amounts. Provide detall, when appropriate, of the effect on
the blennial appropriation for each agency and fund affected and any amounts Included in the executive
budget. Indlcate the refationship between the amounts shown for expenditures and appropriations.

IName! Kathryn L. Strombeck TAgency: Tax Dept,
[Phone Number: 328-3402 [Date Propared:  01/13/2003
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REPORT OF STANDING COMMITTEE (410) Module No: SR-11-0823

003 11:24 a.m. Carrier: Wardner
danuary &1, 200 ingert LC:. Title:. |

o REPORT OF STANDING COMMITTEE
SB 2054: Finance and Taxation Committee (Sen. Urlacher, Chairman) recommends DO
NOT PASS (8 YEAS, 0 NAYS, 0 ABSENT AND NOT VOTING). SB 2054 was placed

on the Eleventh order on the calendar,

(2) DESK, (3) COMM Page No. 1 8R-11.0823

R L A A A VAR I RESU

the micrographic images on this film are accurate reproductions of records delivered to Modern Information Systems fdr“mf'b‘rbﬂlming and
were filmed in the regular course of businesa, The photographic process meats standards of the American Natfonal Gtandards institute

(ANSI) for archival microfi{lm. NOYICE: 1f the filmed image above is leas legible than this Notice, ft s due to the quality of the
, dooument befng £4lmed. ‘ . B
\ \ i
& ;tgx__gdé%a:w( ©0lIs b3 wn
g or's Signatur - Date




Ve

-~y

———

tV;‘
o
Et

;‘\f'\\ o ‘:‘\

1

hd
o

vy | 2003 TESTIMONY

' SB 2054

Themicrographic images on this film are accurate reproductions of records del {vered *o ﬁocv!.ern Information Systems for microfiiming and
were filmed {n the regular course of business. The photographic process meets standards of the Amerfcan National Standards Institute
(ANS1) for archival microfilm, NUHC;: If the filmed {mage above {s (ess legible than this Notice, 1t 1s due to the quality of the .

document befng f1imed.
° A 0 /s b3

Date




»"q%s\ SIF M
R |

W

e - s s

CORPORATE INCOME TAX STUDY
Background
Tax Rates History

Corporate income taxes were first Imposed in North
Dakota in 1919, with the imposition of a flat rate tax of
3 percent on total net income of corporations. The 1919
legislation also imposed an additional tax of 5 percent on
total net Income of corporations recelved during a
calendar or fiscal year and remaining undistributed six
months afier the end of that year,

In 1923 the corporate Income tax was imposed at a
flat rate of 3 percent of net income taxable to this state,
and provisions were added for allocation of income to
the state. The b percent additional tax oh undistributed
income was eliminated.

In 1837 a gradualed corporate income tax rate strue-
lure was created, The highest rate, 6 percent, was

~nplied to corporate income exceeding $16,000 per

.

.../ In 1978 an Initisted measure was approved by the

voters to add a rate of 8.5 percent for corporate taxable
Income exceeding $26,000.

In 1981 the highest corporate Income tax rate was
reduced to 7 percent and applied to income exceeding
$50,000 per year,

In 1983 corporate income tax rates were Increased
by 50 percent. After the 1983 changes, which are stili in
effect, North Dakota corporate income tax rates are:

Taxable
Taxable Income Rale
$3,000 or less 3.0%
Over $3,000 but not over $8,000 4.5%
Over $8,000 but not over $20,000 6.0%
Over $20,000 but not over $30,000 7.6%
Over $30,000 but not over $60,000 8.0%
Over $60,000 10.6%

Exempt Corporations . .

An Insurance company payi"g the Insurance
premiums tax is exempt from the corporate income tax.
Insurance company earnings from business activities not
subject fo insurance premiums laxes are subject to
corporate income taxes.

Financlal institutions paying a financlal Institutions tax
are exempt from corporate income taxes. Financial
institutions pay a tax of 7 percent of laxable income.

Any organization exempt from the federal income tax
is exempt from state Income taxes. A substantial
number of corporations, Including several kinds of
nonprofit corporations, are exempt from federal income
taxes under the Internal Revenue Code. The most
common basis for invoking tax-exempt status is an
exemption for organizations operated exclusively for
rellglous, charitable, sclentific, testing for public safety,
Iterary, or educational purposes or to foster national or
international sports competition or prevent cruelty to chil-
dren or animals. Otlier Internal Revenue Code provi-

slons provide exemptions for civic leagues or social

welfare organizations; labor, agricultural, or horticultural
organizations; - business leagues, chambers of
commerce, real estate boards, and boards of trade;
soclal clubs; credit unions; farmers' cooperatives;
political partles; homeowners' associations; fraternal
benefit soclelies; cemetery companles; local Iife Insur-
ance assoclations; mutual irrigation companles; or
mutual or cooperative telephone companies or similar
organizations; certain Insurance companies; certain
United States Iinstrumentalities; teachers’ locat retirement

“fund associations; certain fraternal organizations; farm-

ers' cooperative assoclations; certain veterans' organize-
tlons; qualifled state tultion programs; and certaln other
special purpose corporations.

Taxable Income of Corporations

The starling point for determinatl  of North Dakota
corporate Income taxes Is a comr 's federal taxable
income, Corporale taxable incu.iw wun be an exiremely
complicated calculation but simply stated consists of
gross Income minus deductions. Federal gross income
Includes gross profit, determined by totaling gross sales
and gross receipts from services minus the cost of
goods sold; recelpts from dividends, interest, rents, and
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royaltles, net gain on sales or exchanges; and other
_Income,  Deductible expenses include salaries and
‘vages of officers and employees, repairs, bad debts,
ants, laxes, Inleres! expenses, losses on sales or
exchanges, contributions, amortization, depreclation,
depletlon, adverlising, pension and profit-sharing,
employee benefits, casualty losses, research and experl-
mental costs, and certaln other special deductions.

The North Dakota corporate Income tax applles to the
portlon of & corporation's taxable insome that Is derived
from sources within North Dakota. A corporation that
conducts buslness only within North Dakota uses its
federal taxable income as Its North Dakota taxable
Income. A corporation that conducts business inside
and outside North Dakota must apportion its federal
taxable income to determine the portion that Is attribut-
able to sources within North Dakota, The apportionment
factor is a percentage that Is the average of North
Dakota property, payroll, and sales compared to the
corporation’s total property, payroll, and sales.

Unitary Business Reporting

A corporation that Is part of a unitary business
Involving one or more corporations, including considaras
tion of operations outside the Unlted States, must file
using the comblned reporting method, A *unitary busi-
{ ness” is a group of corporations carrying on aclivities
that transfer value among themselves through the unities
«wof ownership, operation, and use. Unity of ownership
b Jmeans the group Is under the cornmon control of a
" single corporation, which Is also a member of the group.
Control exists when the controlling corporation directly or
Indirectly owns more than 50 percent of the voting stock
of a controlled corporation. Unity of operation means the
group receives benefits from functlonal Integration or
economles of scale. Unity of use means the group of
corporations contributes to or recelves benefits from
centralized management and policy formation, When
% unity of ownership exists, there Is & presumption that the
; corporations are engaged In a unitary business If all
activities of the group are in the same general line or
type of business, aclivilies of the group constitute
: different steps in a vertically structured enterprise, or the

; group Is characterized by centralized management.
‘ North Dakota Is one of 23 states that have adopted

LI LT L el R ey L Sa

the Uniform Division of Income Tax Act. This provides

for apportionment of corporate income and contains
detailed provisions relating to property, payroll, and sales
factor computations.

Water's Edge Election
A corporation required to file its North Dakota return
using the worldwide unity combined reporting method
may elect to use the “waler's edge” method. This elec-
tion allows exclusion of consideration of most corporate
income sourced outside the Uniled States. The water's
__edge eleclion must be made on the return as originally
filed and Is binding on the corporation for five consecu-
tive years. If the election Is made, the corporation may
not use the deduction for federal Income taxes pald. A
corporation electing to use the water's edge method

must file with the Tax Commlissioner a domestic disclo-
sure spreadsheel and must refile the spreadsheel every
third year while the election remains In effect, A
domestic disclosure spreadsheel mus! fully disclose:
income reported to each stale, siate tax liability, the
method used to apporlion or allocale Income to the
varlous states, and other information required to deter-
mine the proper tax due to each state and to Identify the
waler's edge group,

Deductions, Additlons, Credits, and Exemptions
A corporation s entitled to subtract from taxable
Income each of the following items:

1. Interest recelved from obligations of the United
States Included in taxable Income on the federal
return,

2. Income Included in taxable income on the
federal return which Is exempt from taxation by
the state under the Constitution of the United
States or the Constitution of North Dakota,

3. The amount of federal income tax liability to the
extent those taxes are computed on Income that
becomes part of North Dakota taxable income.

4. Netincame not allocated and apporiioned to this
state which was Included in federal taxable
Income.

5. Dividends recelved by the corporation from a
corporation that has pald North Dakota corpor-
ate Income taxes nr from a flnanclal Institution 4«
that has paid financial institutions taxes under(
NDCC Chapter 57-36.3.

The following must be added to taxable income:

1. Income taxes, Including taxes of foreign coun-
tries, that were deducted to determine federal
taxable Income.

2. Interest and dividends from foreign securities
and securities of states and political subdivi-
slons exempt from federal income taxes, but not
Including obligations of the state of North
Dakota or any of its political subdivisions.

3. Accelerated cost-recovery system dapreciation
on assets placed in service in 1981 or 1982,

4, Safe-harbor lease amounts deducted on the
federal return if the minimum investment by the
lessor is less than 100 percent.

Corporate income tax credits are allowed for:

1. Wages and salaries pald by a new business, in
the amount of 1 percent of all wages and sala-
ries for the flrst three years and one-half of
1 percent of all wages and salaries for the
fourth and fifth years, A corporation that
receives a new or expanding business income
tax exemption under NDCC Chapter 40-57.1
does not recelve this credit,

2. Investment in a North Dakota venture capltal
corporation in the amount of 26 percent of the, -
investment or $250,000, whichever Is less. (

3. Investment In a small business Investment™
company, Iimited to 26 percent of the amount
invested.
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4, Invesiment in a cerlifled nonprofit development
corporation, limited to 26 percent of the amount
Invested.

Research and experimental
Incurred within North Dakota.

6. Contributions to nonprofit private high schools
and nonprofit private colleges in the state,

7. Installation of guothermal, sotar, or wind energy

. devices,

8. Installation of allernative fuel equipment on a
North Dakota licensed motor vehicle.

9. A portion of North Dakota wanges pald to a
developmentally disabled or chronically mentally
it employee.

10. Qualifled investments in a North Dakota renals-

sance fund corporation,

11, Investment In historic property preservation or
renovatlon in a renaissance zone.

Certaln activilies are exempl from corporate income
taxes. A new or expanslon project in primary sector
business or tourism qualifies for an Income tax exemp-
tion for up to five years. The exemptlon Is limited to
Income earned from the qualifying project and the
operatar is required to file a return even though an
exemption Is granted. A project may not recelve the
exemplion if the project receives a tax exemption under
tax increment financing, the exemption fosters unfalr
competition or endangers existing business, or there Is a
racorded llen for delinquent property, income, or sales or

‘taxes agalnst the project operator or principal

,0r8,

Renalssance zone exemptlons are available to
exempt business income for five years for purchasing or
leasing renalssance zone real property for use in the
business or for improving renaissance zone real property
used In the business. A renalssance zone exemption is
also available for Investment irncome for five years from
renalssance zone resldential or commerclal real property
purchased solely for invesiment purpuses.

expendltures

Tax Collections

The corporate Income tax is a significant source of
revenue for the state general fund. The following table
shows corporate Income tax collections In recent years:

| Flscal Year Net Collections
1660 $40,466,001
1091 $49,321,208
1982 $36,776,261
1904 $42,526,921
1904 $60,727,400
1095 $44,027,738
1696 $49,047,417
1097 $60,300,620
1008 365,643,026
1999 $67.877,194
2000 $47,626,001
2001 $61,606.853

Committee Conslideration
__~The committee received Information from several
sources on the significance of corporate income taxes as
a business locatlon factor, Testimony supported the
contlusion that state tax policy is not a primary

consideration of businesses In choosing a location for
new or expanding business. Even when tax pollcy
becomes a conslideration, It Is not only corporate income
taxes that must be consldered but also worker~'
compensation and unemployment Insurance rates, prop-
erly taxes, and other state and local government costs of
business. Studies of the issue Indicate that tax policy Is
only a small part of business costs, but it receives atten-
tlon because businesses vlew taxes as negotiable by
use of tax Incentives In business location declsions. The
Economic Development and Finance Division applied an
sconomic analysls model to gauge the effect on the
North Dakota economy of eliminating the corporate
Income tax. The analyslg projects Increases in employ-
ment and statewlde economic output, but these galns did
not offset the loss of corporate Income tax revenue to
the slate. A Tax Department analysis of the same Issue
concluded that it would be necessary lo create 756,000
new Jobs paying an average annual salary of $50,000 to
offset the revenue lost to the state from ellmination of the
corporate income tax.

The committee considered a bill draft that would tiave
repealed the corporate income tax. The Tax Depart-
ment estimated the fiscal effect of repeal of the corpo-
rate Income tax as a loss of $8.6 million In the first six
months of 2003 and a toss of $79.5° million in the
2003-05 blennlum. The committee makes no recom-
mendation with respect to the bill draft.

North Dakota Is one of five states that allow a corpo-
rate income tax deduction based on the amount of
federal corporate income taxes pald. A revenue-nsutral
elimination of the federal income tax deduction for North
De\ota corporations would result In a substantial reduc-
tion In the corporate Income tax rates In North Dakota.

*However, the change would not be revenue-neutral for

all corporations. Because of varlable circumstances of
corporations, eliminating the federal income tax deduc-
tlon and making a corresponding reduction in the state
corporate Income tax rates would rosult In some paying
more and some paying less than they pay under current
law. The commiltee considered but makes no recom-
mendatlon with respect to a blll draft that would have
eliminated the federal Income tax deduction and made
corresponding revenue-neutral reductions in state corpo-
rate Income tax rates,

Recommendation

The committee recornmends Senate Bill No. 2064 to
gliminate the federal Income tax deduction for state
Income tax purposes and to replace existing graduated
corporate income tax rates with a corporate income tax
flat rale of 6,84 percent. The bili provides a corporate
income tax flat rate of 9.9 percent for taxable income of
corporations filing under the water's edge election, The
reason for the higher rate for water's edge filers is that
under current law, those fllers must forego the federal
Income tax deduction for the privilege of filing on a
waler's edge basis and because the federal income tax
deduction Is eliminated by the blll, not Imposing taxes at
a higher rate would provide a much greater incentive for
fillng on a waler's edge basls than exists under current
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law. The blll Is Intended to enhance the allractiveness of
North Dakota's tax climate by reducing corporate income
__tax rates from the existing high of 10.6 o 6.84 percent,
" Tthe fiscal effect of the bill is estimatad to be a loss of
700,000 In the first six months of 2003 and a loss of
$3.2 million for the 2003-05 biennlum.
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