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Executive summary

The Tax Cuts and Jobs Act of 2017 (P.L. 115-97)! (TCJA) contains the most significant changes to the Internal Revenue
Code in 30 years. At the federal level, the TCJA includes various corporate tax provisions which, on net, broaden the
tax base while reducing the rate and providing an overall reduction in federal corporate income tax. While the effect of
the TCJA on the federal taxation of corporations has been much discussed, less well understood are the impacts these
changes will have on state corporate income tax bases and, in particular, the potential increase in state corporate tax
burdens.

At the state level, conformity with the federal corporate tax base expansion will likely result in increased corporate tax
collections, but the magnitude of that impact for each state will depend on how it chooses to conform to the new
Internal Revenue Code (IRC), the composition of its economy, and the way in which specific provisions contained within
the TCJA are implemented at the federal level.

All states levying a corporate income tax reference the IRC in some fashion. Most start with taxable income from the
federal Form 1120, then apply specific adjustments which vary by state. A small number of states take different
approaches starting with federal gross receipts, while several states do not levy a tax based on net income. Even in
states with a federal taxable income starting point for the state tax base computation, varying conformity to federal
provisions will cause differences in the magnitude of impact of federal tax reform across states. In some “rolling
conformity” states which conform directly to the IRC as it is amended, the changes in the TCJA are already part of that
state’s tax law. In others, known as “fixed” or “static” conformity states, the TCJA changes will generally be
incorporated when the state’s legislature enacts legislation to conform.

This study provides estimates of the potential impact on state corporate tax bases over the next decade if all states
(rolling and fixed conformity) update their conformity dates to link to the TCJA, but remain coupled to specific
provisions as they have in the past. This analysis is hecessarily an approximation. There will be varying interpretations
of how each state’s tax code ties to some of the novel provisions included within the TCJA. Some states may make
changes to the state tax code in conjunction with federal tax reform to achieve goals other than conformity with the
new federal tax rules. Other states may conform to the federal tax provisions differently than they have in the past.
Finally, there are likely to be constitutional challenges that limit the ability of states to impose tax on certain types of
income now included in the federal tax base - particularly in relation to the taxation of foreign source income. This
analysis is not intended to provide a guide to what states will actually do in relation to federal tax reform, or what they
should do to maintain competitiveness or generate tax revenue. Rather, the analysis is intended to provide a baseline
reflecting the potential magnitude of the state corporate tax base expansions that could occur with state conformity to
the provisions of the TCJA.

Table ES-1 provides estimates of the potential expansion in the state corporate income tax bases by state from the
major provisions contained in the TCJA. The estimated nationwide overall increase in state corporate income tax bases
is 12% over the 10-year period, with significant variations between the states. The impacts on state corporate tax bases
will fluctuate over the 10-year period. The average expansion in the state corporate tax base is estimated to be 8% from
2018 through 2022, which increases to 13.5% for the period 2022 through 2027. This increase in the later years is
primarily attributable to research and experimentation (R&E) expense amortization beginning in 2022 and the change
in the calculation of the interest limitation in the same year.

It is worth noting that even if a state decides not to conform to any of the new provisions imposing a tax on foreign
source income, the increase in the state corporate tax base is likely to average 10%.

One key assumption made in the study should be highlighted because of its impact on the estimated expansion of the
corporate tax base. The analysis assumes all states will conform to new deductions provided under IRC Section 250
related to foreign-derived intangible income (FDII) and global low-taxed intangible income (GILTI), to the extent such
income is included in the state tax base. However, there is still great uncertainty over whether states, particularly those
currently linking to Line 28 of the federal tax return, will conform to the new IRC Section 250 deductions. To the extent
states do not conform to these deductions, the overall state corporate tax base expansion would be greater by an
estimated 4%. Similarly, if states for interpretative, legal, political, or economic reasons conform (or not) to other

1 Acopy of the Tax Cuts and Jobs Act (P.L. 115-97) can be found on the US Congress’ website at https://www.congress.gov/115/bills/hr1/BILLS-
115hrlenr.pdf (last accessed Feb. 4, 2018).
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provisions of the TCJA (differently than as assumed in this study), the increase or decrease of the state corporate tax
base from that stated in Table ES-1 can be approximated by referring to the estimate of the federal impact in Table 2.

Federal tax reform has the potential to significantly expand state corporate tax bases. Now that the TCJA is federal law,
every state legislature will need to address the state changes triggered by adoption of the TCJA. The 2018 legislatures
in a number of states are already dealing with the issue of conformity to the TCJA corporate tax base changes.

Table ES-1. Estimated percentage change in state corporate tax base from Tax Cuts and Jobs Act, by state
(2018-2027, consistent with federal fiscal year)

% increase in state % increase in state
State corporate tax base State corporate tax base

Alabama 11% Nebraska 11%
Alaska* 12% Nevada n/a
Arizona 14% New Hampshire* 13%
Arkansas 12% New Jersey* 12%
California** 12% New Mexico* 11%
Colorado 12% New York* 12%
Connecticut* 12% North Carolina 12%
Delaware 10% North Dakota 10%
Florida 13% Ohio n/a
Georgia 12% Oklahoma 13%
Hawaii* 13% Oregon* 10%
Idaho 9% Pennsylvania* 14%
lllinois 9% Rhode Island* 11%
Indiana* 12% South Carolina 12%
lowa 13% South Dakota n/a
Kansas 11% Tennessee* 12%
Kentucky* 12% Texas n/a
Louisiana 12% Utah* 12%
Maine 12% Vermont 14%
Maryland* 12% Virginia 13%
Massachusetts* 12% Washington n/a
Michigan 9% West Virginia 9%
Minnesota* 12% Wisconsin* 9%
Mississippi* 4% Wyoming n/a
Missouri 11% District of Columbia 12%
Montana* 9% Overall change 12%

Source: Ernst & Young LLP analysis

Note: states indicated as “n/a” do not impose a corporate net income tax. The overall change is calculated as the weighted average change across all
states levying a corporate net income tax; in this calculation, states are weighted by their corporate net income tax base, which is calculated
by dividing state corporate tax collections as reported by the US Census Bureau for FY2016 by the statutory corporate tax rate in each state.

* State starts with Form 1120 line 28. To the extent IRC Section 250 deductions are not allowed, this impact would be higher by 4%.

haid There may be a California impact relating to cash repatriation for waters-edge filers once the deemed repatriated earnings have been actually
distributed as dividends to U.S. corporate shareholders. California has estimated this amount at approximately $350 million. See
https://www.ftb.ca.gov/aboutFTB/newsroom/Preliminary-Review-of-Federal-Tax-Reform-Part-1.pdf
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1. Overview

The Tax Cuts and Jobs Act of 2017 (P.L. 115-97)? (TCJA) signed into law by President Trump on December 22, 2017,
contains the most significant changes to the Internal Revenue Code of 1986, as amended (IRC)2 in 30 years. At the
federal level, the TCJA includes various provisions, which, on net, broaden the tax base while reducing the rate and
providing an overall reduction in federal corporate income tax.

While the effect of the TCJA on the federal taxation of businesses has been much discussed, less well understood may
be the impacts these changes will have on state corporate income tax revenues. This is because in some way, shape, or
form every state which imposes a corporate income tax ties directly or indirectly to the provisions of the IRC, although
not to the federal tax rates. In some states which conform directly to the IRC as it is amended, (known as “rolling”
conformity states) the changes in the TCJA are already part of that state’s tax law. In others, known as “fixed” or
“static” conformity states, the TCJA changes will generally be incorporated when the state’s legislature enacts
legislation to conform. The degree of tax base expansion in each state will depend on how a state conforms or chooses
not to conform to the new IRC, the composition of its economy, and the way in which specific provisions contained
within the TCJA are implemented at the federal level. This analysis provides estimates of the impacts of major TCJA
provisions on state corporate tax bases, based on the currently available information and in the absence of certain
authoritative guidance, the analysis makes assumptions about how states will respond in terms of incorporating federal
corporate income tax base changes through updates to the IRC.

2 A copy of the Tax Cuts and Jobs Act (P.L. 115-97) can be found on the US Congress’ website at https://www.congress.gov/115/bills/hr1/BILLS-
115hrlenr.pdf (last accessed Feb. 4, 2018).

3 References to “Section” or “§” are to the Internal Revenue Code of 1986, as amended (IRC) including the amendments made to any such Section
by the TCJA (unless stated otherwise).
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2. Tax Cuts and Jobs Act of 2017

The TCJA marks the first major overhaul of the federal income tax in more than 30 years. It permanently reduces the
federal corporate tax rate from a maximum of 35% to 21% effective January 1, 2018 and eliminates the corporate
alternative minimum tax. It moves the US taxation of multinational businesses from a worldwide to a quasi-territorial
regime, more consistent with most of its major international trading partners. It sets deemed repatriation tax rates for
the transition to a territorial tax system on US shareholders of foreign subsidiaries at 15.5% for previously untaxed
earnings held in cash or other specified assets, and 8% for the remainder. Going forward, dividends received from
foreign corporations by 10% (or more) US shareholders will be 100% deductible. A host of new international tax
provisions intended to make the US tax competitive in global markets are included. The TICA retains the anti-deferral
regime (i.e., Subpart F) and adds a new regime which subjects to US tax global intangible low taxed income (GILTI). New
interest expense limitations are imposed but at the same time, bonus depreciation would be increased from 50% to
100% for "qualified property" placed in service after September 27, 2017 and before 2023 and in a significant change
from prior law, the original use of the property need not commence with the taxpayer. Expensing was increased to $1
million for qualified property placed in service in tax years beginning after 2017. The deduction for interest expense is
limited to 30% of “adjusted taxable income” (ATI) plus business interest income, with special elections available for real
property trades and businesses. For the first four years after enactment of the TCJA, ATl would be computed without
subtracting depreciation, amortization, or depletion in addition to interest and taxes (EBITDA). Thereafter (beginning in
2022), ATl would be decreased by depreciation, amortization, or depletion, thus making the computation 30% of net
interest expense exceeding earnings before interest and taxes (EBIT).

For most corporate net operating losses (NOL) arising in tax years beginning after 2017, the NOL deduction is limited
to 80% of taxable income and the carryback provisions are repealed. For most corporations, an indefinite carryforward
is allowed.

Table 1. Overview of major TCJA provisions affecting corporate tax base

Provision Description

Net interest expense  °  Limits deduction to net interest expense that exceeds 30% of adjusted taxable income
limitation (ATI) plus business interest income.*

- Initially, ATl computed without regard to depreciation, amortization or depletion.
Beginning in 2022, ATI would be decreased by those items.

Expensing (provided = Immediate deduction of qualified property placed in service after September 27, 2017
under Section 168(k) and before 2023.

bonus depreciation) . |ncreased expensing phases-down starting in 2023 by 20 percentage points for each of
the five following years.

- Eliminates original use requirement.

- Taxpayers may elect to apply 50% expensing for the first tax year ending after
September 27, 2017.

Like kind exchange - Limits to exchanges involving real property only. Current law applies to exchanges if
changes property disposed of on or before December 31, 2017 or the property received in the
exchange is received on or before such date.

Net operating losses  *  Limits NOLs to 80% of taxable income for losses arising in tax years starting after 2017.
(NOL) - Generally repeals carryback provisions
- Allows NOLs to be carried forward indefinitely, subject to interest rate adjustment.

Domestic dividends - Retains the 100% dividends received deduction for members of the same consolidated
received deduction group, reduces the deduction for dividends received from a 20% owned corporation from

(DRD)

4 Special elections are available for real property trades and businesses as well as certain types of regulated utilities.
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Provision Description

Foreign dividends
received deduction
(DRD)

Amortization of
research and
experimentation
expenditures

Domestic production
deduction (Section
199)

Transition tax

Global Intangible Low
Taxed Income (GILTI)

Foreign Derived
Intangible Income
(FDII)

Base Erosion Anti-
Abuse Tax (BEAT)

Source: Ernst & Young LLP

EY

80% to 65%, and reduces the deduction for less than 20 percent owned corporations from
70% to 50%.

Domestic corporations allowed a 100% deduction for the foreign-source portion of
dividends received from 10% owned (vote or value) foreign subsidiaries.

Deduction is not available for capital gains or directly-earned foreign income.

Requires amortization of domestic research and experimentation (R&E) expenditures
over five years.

15 year amortization for R&E conducted outside the US.
R&E specifically includes expenses for software development.
Requires amortization for expenses incurred in tax years beginning after 2021.

Repeals the deduction for tax years beginning after 2017.

One-time transition tax on post-1986 earnings of 10% owned foreign subsidiaries
accumulated in periods of 10% US corporate shareholder ownership.

15.5% rate on cash and cash equivalents, and 8% rate on the remainder.
This provision is meant to discourage the location of high-value activities outside the US.

It functions as a mandatory annual inclusion of global intangible low taxed income (GILTI)
determined on an aggregate basis for all controlled foreign corporations owned by the
same US shareholder, with partial credits for foreign taxes properly attributable to the
GILTI amount.

The GILTI inclusion effectively taxes foreign earnings in excess of a 10% rate of return on
fixed assets at a reduced rate by providing a 50% deduction initially (subject to certain
limitations), reduced to 37.5% for tax years beginning after 2025. At a 21% federal
corporate tax rate, the deduction results in effective rates of 10.5% and 13.125%
respectively).

This provision is generally designed to encourage locating intangible assets in the US by
providing a lower effective tax rate on high-returns related to foreign sales. While this
calculation is more complex than GILTI, the calculation is similar in that returns in excess
of 10% of fixed assets form the basis of the calculation.

This is achieved by providing domestic corporations a deduction against foreign-derived
intangible income (subject to certain limitations) of 37.5% initially, reduced to 21.875%
for tax years beginning after 2025. At a 21% federal corporate tax rate, the deduction
results in effective rates of 13.125% and 16.40625% respectively.

The BEAT functions as a minimum tax which will be paid by taxpayers with significant
payments to foreign related entities.

If certain thresholds are met (e.g., a global corporate group which has a three-year
annual average of at least $500 million of gross receipts), BEAT is levied on an applicable
taxpayer’s taxable income determined without regard to certain deductible amounts paid
or accrued to foreign related persons; depreciation or amortization on property
purchased from foreign related persons; and certain reinsurance payments to foreign
related persons.

Generally 10% rate for tax years beginning before 2026, and 12.5% thereafter (but 11%
and 13.5% for banks and registered securities dealers).
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3. Impact of the tax cuts and jobs Act of 2017 on the federal
corporate tax base

The TCJA will impact state corporate income tax bases through significant changes in the determination of federal
corporate taxable income, which are adopted by the states. Therefore, the first step in estimating the impact on state
tax bases is to estimate the change in the federal corporate tax base resulting from each TCJA provision.

The starting point used in this analysis is the 10-year estimate of federal budgetary impacts of the TCJA produced by
the Joint Committee on Taxation (JCT).® Since the key impact for state corporate tax systems is the change in the
corporate tax base, the estimated 10-year revenue impact for each major federal provision was translated into an
estimated change in the federal tax base by grossing up by the applicable federal rate. The 21% rate was used to
convert the impact on federal tax revenues into an estimate of the relevant change in the amount of corporate taxable
income. Since the BEAT is a minimum tax which does not impact the federal income tax base and therefore should not
affect the state income tax base, it is not included in the table.® Additionally, GILTI was split into an inclusion and a
separate deduction amount based on the statutory deduction percentage in each year. Table 2 presents the overall
estimated change in the federal corporate tax base from the major provisions included in this analysis.

As shown in Table 2, the federal tax base expansions due to interest limitation, research and expenditure amortization,
limitation of like kind exchange for personal property, and fringe benefit limitations total approximately 10%. Since
virtually all of the states conform to these provisions (see Table 6), these changes represent a large portion of the
overall expansion of the tax base in most states. As a result, the variation in the magnitude of the impact among states
is largely due to their conformity (or lack thereof) with the international tax provisions.

The next section explains how the federal aggregate estimates are transformed into estimates of the potential size of
state corporate income tax base changes.

5 See The Joint Committee on Taxation, JCX-67-17, Estimated Budget Effects of The Conference Agreement for H.R.1, The “Tax Cuts and Jobs
Act" (available on the Internet at https://www.jct.gov/publications.html?func=startdown&id=5053 (last accessed Feb. 4, 2018).

While several states (e.g., Minnesota) did adopt the concept of a corporate alternative minimum tax, they were based on state-specific provisions,
not the federal AMT provisions.
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Table 2. Estimated change in the US federal corporate tax base due to the Tax Cuts and Jobs Act of 2017, by
major provision (average percentage change in US economy-wide corporate tax base, 2018-2027; the percentage
changes in each year will vary)

Business provision % change in federal corporate tax base

One-time transition tax on un-repatriated foreign earnings +9.0%
Net interest expense limitation (30% of ATI) +6.4%
Modification of net operating loss deduction +5.3%
Global intangible low-taxed income (GILTI) inclusion +5.5%

Deduction for global intangible low-taxed income (GILTI) (2.6%)
Amortization of research and experimental expenditures +2.9%
Repeal of domestic production activities deduction +1.9%
Limit deduction of fringe benefits +0.7%
Limit like-kind exchanges of personal property +0.5%
Base erosion anti-abuse tax (BEAT)* 0.0%
Increased expensing under Section 179 (0.3%)
Small business accounting method reform and simplification (0.8%)
Foreign derived intangible income (FDII) deduction (1.7%)
Expensing provided under Section 168(k) bonus depreciation (1.8%)
Move to territorial system of taxation (5.9%)
Total change in federal corporate taxable income from major provisions** +19.1%

Source: Ernst & Young LLP analysis incorporating JCT revenue estimates
* BEAT is a minimum tax and does not impact the regular tax base

** Total reflects only major provisions shown in this table

Note: table does not sum due to rounding
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4. States’ general conformity to the IRC

Much of the difference in the impact of TCJA and its reforms of the federal income tax base on state corporate income
tax bases will result from the variation in states’ conformity to the IRC. This depends upon which federal corporate tax
base changes states adopt. This analysis assumes that states will adopt the federal changes that are consistent with the
federal corporate income concept that is used as the starting point for the calculation of state corporate tax liability
prior to enactment of the TCJA.

As shown in Figure 1, state conformity approaches generally fall into one of four categories: (1) rolling conformity, in
which states conform to the IRC as currently in effect; (2) fixed date conformity, in which states conform to specific
sections of the IRC as in effect on a certain date (commonly referred to as “fixed” or “static” conformity states); (3)
selective conformity, in which states conform to specific IRC sections as of specific dates, which may be different dates
depending on the IRC section or may pick and choose specific provisions of the IRC to which they conform, or (4) no
conformity because the state does not levy an income tax.” Additionally, across states with all three types of IRC
conformity, it is common for states to decouple from certain Sections of the IRC, such that certain deductions or types
of income are not considered when calculating taxable income subject to state apportionment for a multistate business
(i.e., the state may choose not to include by reference the particular item of income or deduction specified in a Section
of the IRC either by outright exclusion of the income or by a subtraction modification (or addback) of the deduction in
determining the state tax base).

Figure 1. State corporate conformity regimes®

Key
As of February 4, 2018
Fixed

Selective

]
- Rolling
L
]

No income tax or levies gross
receipts tax

While the Texas corporate franchise tax has a fixed date conformity to the IRC for purposes of calculating its Franchise Tax, it only relies on the
IRC to determine a taxpayer’s total income before deductions. It does not generally follow the IRC deductions to determine its corporate franchise
tax base.

Even within the four broad categories, there are wide variations in approaches by the states. In California, for example, while it is generally a fixed
date conformity state, for some provisions, most notably the IRC’s treatment of Subpart F income, it is a rolling conformity state (even though it
does not subscribe to the acceleration of recognition of Subpart F income for income received from foreign subsidiaries). As another example,
Michigan is listed as a rolling conformity state but corporate taxpayers can annually elect to have the current year IRC provisions apply in
determining their state corporate tax liability.
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5. State conformity to specific TCJA provisions

Each state’s conformity with specific sections of the IRC determines the extent to which it is impacted by the TCJA. A
critical assumption in this analysis, which does not necessarily reflect what the states will actually do, is that all states
will update their conformity dates to the IRC as of January 1, 2018 but will otherwise continue to conform or decouple,
as the case may be, to specific IRC Sections as they do under current law. That is, all fixed date conformity states are
assumed to update their conformity to the IRC to January 1, 2018 while rolling conformity states will update
automatically. Additionally, if a state is currently decoupled from an IRC section, they are assumed to continue to
decouple from the same provision post-TCJA. For example, if a state currently decouples from federal bonus
depreciation provisions, it is assumed to continue to remain decoupled from the new federal bonus depreciation
provisions.

In actuality, fixed date conformity states may not update their conformity dates for several years. In those states, the
actual experience may differ substantially from the forecasts in this analysis. Nevertheless, to estimate the potential
magnitude that widespread conformity with the new federal tax rules will have on overall state corporate tax bases, this
analysis assumes these states will update their conformity dates immediately.

Assuming an immediate update of the conformity date to the IRC as it exists on January 1, 2018, Table 3 describes the
assumptions made in this analysis regarding state conformity to each referenced IRC Section and corresponding
updated provision.

Table 3. Summary of assumptions regarding state conformity with major federal tax reform provisions

Net interest expense limitation - All states levying a corporate income tax conform to this change with the

(IRC Section 168(j)) exception of Mississippi which relies on a state-specific definition of interest.
Bonus depreciation provided - Many states explicitly add back federal bonus depreciation amounts and
under IRC Sections 168(k) and immediate expensing under IRC Sections 168(k) and 179, respectively. Of
immediate expensing under IRC those that do not, 15 states conform to federal bonus depreciation provided
Section 179 under IRC Section 168(k) and 37 states conform to immediate expensing

provided under IRC Section 179. See Figure 3 and Figure 4 for the state by
state conformity assumptions to these IRC Sections for purposes of this
analysis. Conformity to these Sections is assumed to remain the same after
TCJIA.

Like kind exchange changes (IRC * All states levying a corporate income tax conform to this change
Section 1031)

Net operating losses (IRC Section ° Most states have their own net operating loss rules. States may conform

172) separately to carryback period, carryforward period, and NOL amounts
although a significant number do not allow a carryback for years prior to
January 1, 2018. Most states have previously decoupled from federal
carryback provisions and many do not reference IRC Section 172(b) in
determining their carryforward period. Additionally, most states do not
reference the federal limitation in computing the net operating loss amount.
Therefore, although there may be minor impacts from this TCJA provision, no
impact is assumed for this analysis.

Domestic and foreign dividends - Most states apply their own DRD rules. States are assumed to follow their pre-

received deduction (DRD) (IRC TCJADRD rule.

Sections 243 and 245) - Most states provide a deduction or exclusion for foreign dividends. Seven
states currently tax 30% or more of a taxpayer’s foreign source dividends
from wholly-owned subsidiaries. These states, plus several imposing tax on a
smaller share of foreign dividends, are assumed to be impacted by this
provision.
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Amortization of research and
experimentation expenditures
(IRC Section 174)

Domestic production deduction
(IRC Section 199)

Transition tax (IRC Section 965)  °

Global Intangible Low Taxed
Income

(GILTI) (IRC Section 951A (and
corresponding deduction provided
in IRC Section 250))

Foreign Derived Intangible Income
(FDII) (IRC Section 250)

Base Erosion Anti-Abuse Tax
(BEAT) (IRC Section 59A)

All states levying a corporate income tax are assumed to conform to this
change.

19 states conform to IRC Section 199 and are assumed to be impacted by the
elimination of the deduction.

States vary widely in their treatment of Subpart F income upon which the
new, one-time transition tax is based. Few states tax all of Subpart F income,
although several states include a portion of Subpart F income based on
ownership levels. This analysis assumes that states will tax the amount of
unrepatriated earnings included under IRC Section 965(a) net of the
deduction for a portion of those earnings provided under IRC Section 965(c)
as Subpart F income, with the same exclusions and deductions that apply to
their current Subpart F provisions or “deemed” Subpart F provisions (e.g.,
limited dividend received deductions). Note that in any state where state
taxes are assumed to apply to this income, the deduction is also assumed to
apply. See Figure 7 for assumptions regarding potential taxation of transition
tax income.

It is assumed that GILTI income will be included in income reported on Form
1120 line 28 and will be included in state taxable income in most states. The
federal provision itself recognized that while GILTI will be treated “similarly”
to Subpart F income, it is not Subpart F income. In general, this analysis
assumes that the GILTI inclusion amount will be included in virtually all states.
However, four states specifically provide an exclusion of income included by
IRC Sections 951-964 and are therefore assumed to exclude GILTI levied
under IRC

Section 951A.

States are assumed to conform to the 50% deduction (37.5% in later years)
provided under IRC section 250 to the extent GILTI income is included in the
State tax base.

The analysis assumes that states will conform to the FDII deduction.

BEAT is a new federal corporate tax on a different tax base (i.e., the “base
erosion minimum tax amount”) and does not impact the determination of the
federal corporate income tax base that serves as the starting point for state
corporate income tax returns of all states with a corporate income tax. No
states are assumed to conform to this provision.

Interest limitation, R&E amortization, like-kind exchange, fringe benefits. Among the various provisions in TCJA,
several have near-universal conformity at the state level. These provisions include the limitation on interest deductions,
amortization of R&E expenditures, changes to like kind exchange rules for personal property, and limitations on the
deductibility of certain employment fringe benefits. States generally do not require these deductions to be added back
to federal corporate income when calculating the state corporate income tax base. Taken together, these provisions
expand the federal tax base by an estimated 10%. This analysis assumes that all states levying a corporate income tax
will conform and are impacted by these TCJA provisions except Mississippi, which uses a state-specific definition of

interest expense.

Net operating loss changes. The elimination of federal net operating loss carryback, the extension of the net operating
loss carryforward period, and the limitation of the net operating loss deduction to 80% of income expands the federal
tax base by an estimated 5.3% during the 10-year federal budget window. However, at the state level, most states have
decoupled from net operating loss carryback provisions and those that conform to the federal carryforward period
generally do not conform to the limitation on the amount of loss deductions that can be claimed. As a result, in many
states, the only impact that might occur results from conformity of the state carryforward period to IRC Section 172(b),
which previously provided a 20-year carryforward and now provides that net operating losses can be carried forward

EY
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indefinitely. While the tax base may be impacted in certain states, this analysis assumes no impact due to the lack of a
separate federal estimate of the budgetary impact of the carryforward extension.

Expensing of capital assets. Two TCJA provisions impact the way corporate taxpayers depreciate property. The first
and more significant provision based upon the JCT analysis is the expansion of bonus depreciation provided under IRC
Section 168(k). The JCT estimates that this provision alone reduces the federal corporate tax base by 1.8% over the 10-
year federal budget window. Figure 3 illustrates state conformity with this provision and shows that 15 states currently
conform and would be impacted by IRC Section 168(k), including those whose conformity dates are assumed to be
immediately updated. An additional TCJA depreciation-related provision is the change to IRC Section 179, which
provides for immediate expensing of certain property for small businesses. 37 states conform fully to IRC Section 179
while other states impose limits on the amount of deduction that can be claimed. This analysis assumes there is no tax
base impact in states that impose a limit on IRC Section 179.

Figure 3. State conformity with bonus depreciation provided under Section 168(k)

As of February 4, 2018
Key

[ ] state conforms

- State does not conform
[ ] Not applicable (no corporate income tax)
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Domestic production activities deduction (Section 199). TCJA repeals the Section 199 deduction for domestic
production activities, increasing the federal corporate income tax base by an estimated 1.9%. Roughly two-thirds of the
Section 199 deduction is taken by the manufacturing sector, making conformity in industrial states more significant in
terms of the overall impact on state corporate income tax bases. 19 states are assumed to conform with the federal
provision although many manufacturing-heavy states in the Midwest and Southeast do not conform.

Figure 4. Conformity with Domestic Production Activities Deduction (IRC Section 199)

As of February 4, 2018 Key
|:| Conforms to IRC Section 199

- Does not conform to IRC Section 199
[ ] Not applicable (no corporate income tax)

AK

Global Intangible Low Taxed Income (GILTI). At the federal level, this provision imposes a tax on high-returns of
controlled foreign corporations of US corporate shareholders. The provision is structured to include the entire amount
of GILTI income at a 21% tax rate (under IRC Section 951A) but also includes a corresponding deduction under IRC
Section 250 for a portion of the included GILTI income (the GILTI deduction is 50% through 2025 dropping to 37.5%
thereafter). The effect of the inclusion and deduction reduces the federal effective tax rate for GILTI income to 10.5%
immediately and 13.125% after 2025.

The analysis in general assumes that GILTI will be included in the income reported by US corporate shareholders on
Form 1120 line 28 and would therefore be included in the taxable income base for most states. However, the
mechanism used by certain states to exclude Subpart F income (either by treating Subpart F income as deemed
dividends subject to the state’s DRD or as excludable from state taxable income otherwise) becomes important in
determining the amount of GILTI income subject to state tax. Moreover, as GILTI is not specifically defined even for
federal income tax purposes as Subpart F income, it is not entirely clear that the states would subject GILTI to the same
treatment.® Additionally, ownership of controlled foreign corporations generating the GILTI income is likely to be
concentrated in holding companies that may be located in states providing favorable tax treatment.° Four states

® Inits preliminary report to the state’s governor on the impact of the TCJA, the New York Department of Taxation and Revenue had this to say
about GILTI income: “Although this new GILTI income is treated similarly to Subpart F income, it is specifically not characterized as Subpart F
income under the IRC and therefore would not qualify as other exempt income. Thus, the income would flow through to New York, be treated as
business income, and be subject to tax.” N.Y.S Dept. of Tax. & Fin. Preliminary Report on The Federal Tax Cuts and Jobs Act pg. 30 (Jan. 2018)
(available on the Internet at https://www.tax.ny.gov/research/stats/stat_pit/preliminary-report-tcja-2017.htm (last accessed Feb. 4, 2018) (the
“NY Report”)). [Ed. In immediately preceding pages, the NY Report previously pointed out that Subpart F income was explicitly treated as
“exempt income” under New York’s corporate tax law and thus, not taxable.]

10 GILTI may be recognized by corporations that have limited nexus footprints (e.g., pure holding companies whose only assets consist of stock of
subsidiaries and thus, would likely only have nexus in their state of incorporation and be includible only in unitary combined or consolidated
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provide a subtraction for income included in federal income under IRC Sections 951-964. GILTI, which is included in
income under IRC Section 951A, will likely be an allowable subtraction from income in these states.?

This analysis assumes the deduction provided under IRC Section 250 will be considered in the calculation of Form 1120
line 28 income, meaning it will be reflected in all states to the extent GILTI income is taxable in those states. This
assumption is based, in part, on the interpretations to of states, such as New York and Minnesota, which have indicated
in their revenue estimates they will conform to IRC Section 250.1? There is still great uncertainty over whether states,
particularly those currently linking to Line 28 of the federal tax return, will conform to the new IRC Section 250
deductions. IRC Section 250 is located in Part 8 of the Internal Revenue Code entitled “Special Deductions.” In the
Form 1120, Special Deductions are reflected in line 29b. However, several Line 28 states still conform to the Line 29b
deductions through adoption of specific items.

Figure 5 shows the assumed state treatment of GILTI income as it relates to the entire income inclusion portion of GILTI
(IRC Section 951A). States shown as excluding GILTI income are assumed to have no impact from this provision. States
shown as not excluding GILTI income are generally assumed to include GILTI income net of deduction (IRC Section 250).
If states decouple from the GILTI deduction, the tax base in those states would be approximately 2.6% higher on
average.

Figure 5. Potential taxation of GILTI income (inclusion)

As of February 6, 2018 Key
|:| No exclusion of 951-964 income
[ Excludes 951-964 income

|| Gross receipts tax or no corporate

income tax

MT
RI
KS NJ
I
~ |
( AZ . oK DE
DC

ff AK
T

returns), although determinations regarding nexus vary and are subject to aggressive state challenges. Further, states may assert IRC Section
482 powers to redistribute items of income between related entities, as well as other challenges that could limit the impact of holding companies
with GILTI income.

11 Note that subtractions for income included in federal tax base under IRC Section 951 are assumed not to be sufficient to exclude GILTI income

from the tax base since GILTI is imposed under IRC Section 951A which is NOT incorporated into IRC Section 951(a)’s listing of the items
includable in Subpart F income.

12 nNys Dept. of Tax. & Fin. Preliminary Report on The Federal Tax Cuts and Jobs Act pg. 30 (Jan. 2018) (available on the Internet at

https://www.tax.ny.gov/research/stats/stat_pit/preliminary-report-tcja-2017.htm (last accessed Feb. 4, 2018); State of Minnesota, Federal
Update: The Tax Cut and Jobs Act of 2017 As Enacted (available on the Internet at
http://www.revenue.state.mn.us/research_stats/revenue_analyses/2017_2018/Federal%20Update%20Tax%20Cuts%20and%20Jobs%20Act%20
2017_5.pdf)
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