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FOREWORD
This study of selected state income tax problems was under=-
taken by the Legislative Council under the terms of House Joint
Resolution No. 20 (Wade and Markley), passed at the First Regular
Session of the 40th General Assembly, This resolution directed
the Council to

"(a) present a reasonable number of alternative schedules
of statutory income tax rates which would produce, with
consideration for warious exemption and deduction provisions,
approximately the same gross revenue to the state govern-
ment as was produced by income tax rates in effect during
1954 and 1955 and which statutory rates would be reason-
ably competitive with other western states; and (b)present
and discuss the feasibility of possibilities for simplify=-
ing the state income tax laws by relating them to federal
income tax laws and returns, with specific reference to
producing for the state government approximately the same
gross revenue as was produced in 1954 and 1955."

The Legislative Council, at its regular quarterly meeting on
April 22, 1955, appointed a committee to conduct the study, con-

sisting of:

Senators Representatives
Ray B, Danks, Chairman David J., Clarke
Sam T. Taylor Blanche Cowperthwaite
Ernest Weinland Ferd S. Markley

Oakley Wade

Harry S. Allen, Senior Research Analyst of the Legislative
Council, was assigned the primary responsibility for the conduct
of the staff work for this study.

At its initial meeting, the committee reviewed the exhaustive
historical and comparative analysis of the Colorado Income Tax
(Research Publication No. 9), which Dr. Earl Crockett completed
for the Council in 1954, The committee then determined that its
studies would deal first with the problem of simplification of the

i



income tax return preparaticn by providing a tie-in with the
Federal Internal Revenue Code, and then, following completion

of this part of the study, the rate schedules and exemptions
would be examined. To-date, the study has been limited prin-
cipally to an intensive review of the problems relating to the
tie-in with the federal income tax provisions. Therefore, it

is suggested that the General Assembly direct the committee to
continue its studies on Colorado income taxation and report on
the matter of possible rate revisions to the 1957 session of the
General Assembly.

The committee conducted a series of hearings on the subject

of the survey. Among those who testified were Mr. William B. Paul,

Chairman of the Taxation Committee of the Colorado Society of
Certified Public Accountants; Mr. John F. Headly, Jr., Deputy
Director, Colorado Department of Revenue; Professor Jerome Kessel-
mann, Accounting Department, University of Denver; Mr. R.E.Olson
and Mr. Robert Lattimore, of the accounting firm of Brnst and
Ernst. The committee also wishes to acknowledge the assistance

of Professor Al Menard of the University of Colorado Law School
in preparing a legal analysis of the constitutional problems in-

volved in correlating the federal and state income tax laws and

Attorney General Duke Dunbar for his cooperation and legal opinions.

The invaluable assistance of these men is gratefully acknowledged.
Much of the detail in this report could not have been presented
without their help.,

The study is presented in two parts. Part I is for general

»

distribution and consists of a non-technical summary of the research
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material, Part II, copies of which are available upon request for
those who wish to study the question more intensively, contains the
detailed-and technical analysis of the problems. The material is
handled in "topic form", rather than as a narrative text., Each
topic is a self-contained presentation of the facts relating to
that particular subject. The topics are:
The Surtax
The Withholding Provision
Comparison of the Cclorado Income Tax Law with the Federal
Income Tax Law.
Constitutional Problems Involved in Basing the Colorado In-
come Tax Law on the Federal Income Tax Statute and Returns

Optional Filing of Income Tax Based on Federal Net Taxable
Income
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TOPIC 1

TOPIC I

TOPIC III

TOPIC IV

HIGHLIGHTS
- THE SURTAX

The committee concluded that the surtax should .
remain unchanged and that the surtax offers a
better methed of taxing intangibles that an ad-
valorem lavy.

The surtax, as a revenue producer, is relatively
minor on adjusted gross incomes of less than
$8, 000,

Increasing the surtax exemption from $600 to
$1, 000 would resuilt in a revenue loss of
approximately $148, 000,

THE WITHHOLDING TAX

The evidence indicates that the withholding pro-
vision of the Colorado income tax law has been
effective in increasing the amount of revenue and
has proven inexpensive to administer,

Approximately $1, 300, 000 in additional revenue was
realized from the withholding tax, and administrative
costs were approximately $53,495 during the first
year of its operation, fiscal year 1955.

The committee feels that withholding should not be
extended to other types of income without substan-
tial additional study.

COMPARISON OF COLORADO AND FEDERAL
INCOME TAX LAWS

There are approximately ninety-four separate items
that are handled differently under state and federal
income tax provisions,

CONSTITUTIONAL PROBLEMS INVOLVED IN
BASIN COLORADO'S INCOME TAX LAW ON THE
FEDERAL STATUTE AND RETURNS

There are serious legal problems involved in
making the Colorado statute follow the federal -
income tax act on a mandatory basis.

iv
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"TOPIC V

Page
While cases from other jurisdictions have 16
upheld the adoption of the federal
Revenue Code by reference, in none of these
cases were the same constitutional hurdles
present as exist in Colorado.

TIEING-IN THE COLORADO AND FEDERAL
INCOME TAX LAW ON AN OPTIONAL BASIS

In an opinion to the study committee, the Attorney 1
General has ruled that an optional system of

tieing-in the state and federal income tax laws

would probably be valid in the state.

Under an optional filing system, the taxpayer 4
would report as his "net income' to the state

the same figure as shown on his return to the

federal government. This would eliminate having

to make two separate sets of tax calculations.

Adjustments to '"net income" may be allowed as S
state policy dictates when an optional filing
system is used.

It is possible to adopt a tax table to be used 7
with optional filing, which would aliminate all

tax computations on the part of the taxpayer

and would allow for all special considerations

in the Colorado law, with the exception of the

surtax.

A system of optional filing seems to offer a 8
reasonable method of simplifying the Colorado

personal income tax, and it is therefore

suggested that the General Assembly give

serious consideration to this plan.
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TOPIC I
THE SURTAX

The committee investigated the surtax on income received firom

intangibles as one possible simplification of the Colorado Income

Tax. This tax was discussed from m Miatorical standpoint in the
1954 Legislative Council study of income tax (Research Publication
9), and that study noted that further investigation should be made
into the surtax, Accordingly an inte#sivo statistical study was

made of the tax to determine its impact on various income brackets, °

the effect dfi edth adjustedhgreas imcome bracket of eliminating the
surtax, and the oitent to which the tax wrked a hardship on small
taxpayers whose income is mostly derived from surtaxable sources.
The committee concluded on the basis of the staff analysis of this
matter that: (1) the surtax should remain unchhanged, (2) the sur-
tax offers a better nethdd of taxing intangibles than an ad-valorea
tax,

‘A further question on the surtax centered on the ability of
partnerships having surtaxable income to deduct their business ex-
penses prior to distributing the incéns to each 6f the partners,
whereas an individual having surtaxable incoie must pay the sur-
tax on the gross income prior to business deductions, This is
true even though the entire business may involve income from. sur~
taxable sources. In discussing'this problem, the co.nittee de-
termined that this is a legal question which has been reviewed by
the Colorado cousss, and it has been deterﬁinod':opéatod1y that the
-Egrtnership laws, which allow the deduction of all businiso expensés
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prior to thé distribution of the income among the partners take
precedence over the aurtax law which require the surtax to be
calculated on the gross surtaxable income,

On the following pages is the detailed statistical analysis

"of surtax returns in Colorado.

Purpose of Analysis

This study was made to arrive at a distribution of surtgx
~ payers by adjusted gross income brackets, and to provide a basis
for more accurately calculating the effects on income tax revenue
of changing the level of surtax exemptions. Statistical data avail-
able ‘in the Department of Revenue provided only estimates of the
total number of surtax returns and total surtax collections for 1953
based on actual 1952 returns;. these surtax figures were not, however,
distributed according to the adjusted gross income brackets. This
survey marks the first effort to accurately tabulate surtax data
by income groupings. On the basis of the data in this survey it
is posaible to estimate the number of surtax returns within each
adjusted gross income bracket as well as the amount of surtax paid
within each of these‘groupings. There are also data on the number
of persons whose entire adjusted gross income is subject to the
surtax, and the number of taxpayers who would be completely exempted
from the tax by changes in the exemptions,

. Method of Making Study

The estimates used in the study are based on a stratified ran-
dom sampling of current individual full-pay taxable income tax re-
turns filed in 1954 on 1953 income., This Statistical ;anpling was
made by the Council staff on proper authorization. '

-2-



-

. J '

These were the latest returns which were available for the survey,

since at the time the data were accumulated (June, 1955), the returns,

filed in 1955, were still in the active processing channels, The

part-pay returns and the delinquents for current and prior years

were excluded from the sample.,

In order to properly understand the sampling methods used, it
is necessary to explain the procedure followed hy the Revenue Depart-
ment in processing income tax returns, As returns are received by
the Department, the payments are detached therefrom and an initial
audit of the returns is made for mathematical accuracy. After this
procedure, the returns are separated into two categories, the full-
pays and the part-pays. Next, each of these types of returns is
separated into two major income divisions: adjusted gross income
of $8,000 or less, and adjusted gross income of $8,000 and over,
Next, the returns are numbered serially without reference to geo-
graphical distribution and filed into batches of one-hundred for
future reference.

Only the full-pay, returns were sampled since the part-pays
had been sent to the filing department, where each return is
filed in alphabetical order as a separate account for active
processing. It was therefore not possible to sample those returns
without going through the entire file of individual accounts. The
full-pay returns which were sampled constituted about 95 percent
of the total number of returns, though not 95 percent of the total

dollars of tax paid.

§?mpling Techniques

Consultation with the statistician of the Revenue Department
indicated thaty in order to arrive at a valid set of conclusions,
the sample should comprise two percent of the returns with adjusted

-3-



gross income under $8,000 and approximately 12.5 per cent of all
returns over $8,000 adjusted gross income. The larger proportion

of returns sampled in the over $8,000 income classes was suggested
because it was felt that surtax payments predominated in these
classes (a contention which was amply borne out by the study and also
by the fact that the over-$8,000 adjusted gross income returns

made up only seven per cent of the total number of 326,563 cur-

rent returns and therefore, a larger sampling in the higher brac-
kets was required for statistical purposes.

For the random selection a starting batch file number on in-
comes under $8,000 was selected. Also 10 batches of 100 returns each,
paid in person by the taxpayer at the cashier's window at the Rev-
enue Department, were chosen without systematic selection. For re-
turns on income over $8,000 the same procedure was used,except that
every fourth batch was used in the sample. A total of 6,000 in~
dividual returns on income under $8,000 were sampled and 3,000 on
incomes over $8,000.

As the returns were sampled, the pertinent information on each
surtax return was noted for future tabulation and interpretation.
Each batch was recorded separately in order to determine whether
or not there was uniformity of data between groups of retumns. The
fact that each batch of 100 returns produced quite similar statis-
tical data indicates that the sample has a good degree of statis-
tical reliability and that the interpretation and expansion made
from the sample may be used with a reasonable degree of confidence.,

Expanding the Sample

~ In order to apply the study to specific figures, the sample re-

-4-
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sults had to be expanded in terms of actusl surtax dollars col-
- lected and returns filed. The control figure used was the Revenue
Department's estimate of $1,120,896 in surtax collections for 1954
(on 1953 income) and 18,526 returns,
~ The first step in expanding the sample data was to multiply
both the dollars collected and the number of returns in each ad-
_ jested gross income bracket under $8,000 by a factor of 50(based
upon 2% sampling procedure), For example, in the sample study
there were six surtax returns in the under $1,000 adjusted gross
income bracket. This number was multiplied by 50 to give an es=
timated 300 returns in this bracket. For incomes over $8,000 the
sample data were multiplied by a factor of 8(based upon a 12.5
percent sampling procedure). These expanded figures for each ad-

justed gross income bracket.were totaled but were short of the

control figures in both the number of returns and the dollars col-
lected, because the part-pays which are generally large returns
and usually have surtax payments and delinquents were excluded
from the sample, These differences were distributed to each ad-
justed gross income bracket on a percentage basis, For example,

if on the basis of the first expansion of the sample data it was

indicated that 37.1% of the surtax was paid in the over $25,000
income bracket, then 37.1% of the difference between the total
collections based on the sample and actual collections were dis-
" tributed to this category.

In other words, the sample data was first expanded by the re=~
dative size of the sample to the total number of returns. It was

then expanded on a percentage basis by distributing the difference

in totals to each income bracket . ..This distribution is presented in Table I.




Results of the Study

It is possible to draw the following conclusions from the study:

1-

2,

3.

The surtax, as a revenue producer, is relatively minor on ad-
justed gross incomes under $8,000. Table I indicates that all
brackets under $8,000 account for approximately 20% of the tot-
al surtax collected. It is interesting to note that the $7,000-
$8,000 bracket pays the lowest proportion of surtax of any ad-
justed gross income bracket except the under $1,000 class.
Approximately 5.,9% of all Colorado income tax returns pay a sur-
tax, but this average varies widely as between adjusted gross
income brackets. For example, the smallest proportion of in-
come tax returns with surtax is in the $3,000-$4,000 bracket
(1.9%), while the highest percentage of returns with surtéx%;s
found in the $20,000-$25,000 bracket where approximately 81%
of all returns have a surtax. The average surtax payment for
all income brackets is $60.46, but the average payment in each
bracket ranges from a low of $2.15 in the under $1,000 bracket
to $302.37 in the over $25,000 bracket.

More than half; 55.4%, of the surtax is collected on adjusted
gross incomes of $15,000 or more.

The number of persons whose entire income is surtaxable is ex-
tremely small. The largest percentages are found in the under
$1,000 bracket where 3.0% of all income tax returns are on in-
comes which are entirely surtaxable, and in the $20,000 to

$25,000 bracket where 4.0% of all income tax returns are

-
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on income which is entirely surtaxable. These percentages in-
crease wheﬁ calculated only on the surtax returns themselves,

In other words, in the under $1,000 income bracket, there were

442 surtax returns out of 8,163 income tax returns. Of the 442
returns with surtax, 250 or 56.5%, had no income except that which
was surtaxable. However, in the $20,000 to $25,000 bracket 4.9% of
the surtax returns were on incomes which were entirely subject to
surtax as contrasted to 4.0% of all tax returns in this bracket.
Increasing the surtax exemption from its present $600 figure to
$1,000 would result in an estimated minimum revenue loss of $148,000.
This is calculated on the number of surtax returns in each income
bracket multiplied by $8.00, which would be the amount of actual
tax reduction resulting from a $400 increase in exemption. This
figure is given as the minimum, since it is not known how many
taxpayers are entitled to a double deduction on the basis of
husband and wife owning securities in joint tenancy. Percentage-
wise an increase in deductions to $1,000 would eliminate the surtax
in the under $1,000 bracket, and virtually eliminate it in the
$1,000 to $2,000 and the $7,000 to $8,000 adjusted gross income
brackets, These conclusions are based on the estimated number

of taxpayers in each adjusted gross income bracket whose surtaxable
income was $1,000 or less.

Even though the average surtax payment, as well as the amount of
surtaxable income, generally increases as the adjusted gross

income increases, this is not uniformly true. Some cases

were found where persons in the lower adjusted gross



income brackets had larger surtax payments than those in
the higher brackets. This would seem to indicate that
the principal justification of the surtax is as an ad-
valorem levy rather than as a tax based on ability to pay.

7. As a general observation, and one which was not proven -
statistically, it seemed obvious that the instructions -
on computing the surtax should be clarified. The fact
that a taxpayer who owns securities or interest-bear-
ing notes jointly with his spouse is entitled to a $1,200
deduction instead of a $600 deduction is probably not
fully understood. If it were, the chances are that a far
greater number of surtax returns would claim the $1,200
deduction. Virtually none of the returns in the lower
brackets, which by and large were prepared by the taxpayers
themselves rather than accountants, took a $1,200 deduction,

The principal statistical data in the study are summarized on

Tables I through IV which follow on pages 9 through 12,




TABLE 1

DISTRIBUTION OF SURTAX COLLECTIONS
BY ADJUSTED GROSS INCOME BRACKET

. (1) (2) 3) 4) (5) (6)
Gross Total Estimated % Distrib, of -—Estimated %
Income Dollars Dollars of Unaccounted Total of
Bracket in Expanded on Total ~Surtax Surtax Total
000 omitted Sample Size of Sample
Under 1 $ 19 $ 950 % % $ 950 %
1- 2 205 10, 250 1.4 5,473 15,723 1.4
2- 3 391 19, 550 2,7 10, 556 30,1006 2,7
3- 4 429 21,450 2.9 11,338 32,788 2,9
4- 5 539 26,950 3.7 14,465 41,415 3.7
5- 6 592 29, 600 4.0 15,638 45,238 4.0
6- 7 705 35,250 4.8 18, 766 54,016 4.8
7- 8 97 4,850 o7 2,737 7,587 o7
8-9 4,849 38,792 5.3 20,720 59,512 5.3
9-10 3,787 30, 296 4.1 16, 036 46,326 4.1
10-11 3,198 25,584 3.5 13,683 39, 267 3.5
11-12 2,648 21,184 2.9 11,338 32,522 2.9
12-13 2,559 20,472 2.8 10,947 31,419 2.8
13-14 3,031 24,248 3.3 12,902 37,150 3.3
14-15 2,274 18,192 2.5 9,774 27,966 2.5
15-16 2,774 22,192 3.1 12,119 34,311 3.1
16-20 6,532 52,256 7.2 28,148 80,404 7.2
20-25 7,672 58,376 8.0 31,276 89, 652 8.0
Over 25 33,813 270, 504 37.1 144,040 414, 544 37.1
TOTAL $76,114 $730,946 100.0% $389,950 $1,120,896 100.0%

Col. (1) This is the actual dollars by adjusted gross income bracket as
tabulated from a sample of 2% of income tax returns under $8, 000
and 12.5% of income tax returns over $8,000.

Col. (2) The expanded total is derived by multiplying the dollars in the
sample by 50 for brackets under $8,000 and by 8 in brackets
over $8,000.

Col. (3) This is the total of Col. (2) divided into each component of Col.(2).

Col. (4) The total of Col. (3) is $389,950 less than the estimated surtax col-
lections of $1,120,896 for 1953. This difference has been allocated
to each gross income bracket according to the percentage in Col.(3).

Col. (5) The estimated total surtax collections in each gross income bracket
Jor 1933.

Col, (6) The percentage of total surtax paid in each income bracket.

Source: All compilations were made on the basis of Legislative Council sampling .of 1953
income tax returns, except the estimates of total surtax collections and total sur-
taxable returns, which were made by the Department of Revenue.
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TABLE

o

DISTRIBUTION OF SURTAX RETURNS BY ADJUSTED GROSS INCOME BRACKETS

—

Adjusted Total 1953 Estimated Percentage Estimated Estimated
Gross State - Number of Income Total Average
Income Income Tax - of Surtax Tax Returns Surtax Surtax
Eracket Returns Returms - with Surtax Payments Payment

Under $1,000 $ 8,163 442 5.4% $ 950 $ 2.15
1,000- 2,000 36, 889 1539 4.2 15,723 10,22
2, 000- 3,000 66, 626 1613 2.4 30,106 18.66
3,000- 4,000 74,428 1392 1.9 32,788 23.55
4,0006- 5,000 54, 166 1687 3.1 41,415 24,54
5, 000- 6,000 27,312 1539 5.6 45,238 29.39
6, 000~ 7,000 15, 686 1177 7.5 54,016 45.89
7,000- 8,000 9,274 589 6.4 7,587 12.88
8, 000- 9,000 6,071 1256 20.9 59,512 47,38
9.000-10, 000 3,815 1043 27.3 46, 326 44 .42

10, 000-11, 000 2,696 704 26.1 39, 267 55.78

11, 000-12, 000 1,776 654 36.8 32,522 49.73

12, 000-13, 000 1,447 460 31.8 31,419 68.30

13, 000-14, 000 1,052 468 44,5 37,150 79.38

14, 000-15, 000 "942 402 42.7 27,966 69.57

15, 000-20, 000 2,796 1372 49.1 114,715 83.61

20, 000-25, 000 1,010 818 81.0 89, 652 109.60

Over $25,000 2,267 1371 60.2 414,544 302.37

TOTAL - $316, 146 18,526 5.86% $1,120, 896 $ 60.46

Source: Compiled from Sampling of Income Tax Returns by the Legislative Council.

-10 -



TABLE III

ESTIMATED DISTRIBUTION OF TAXPAYERS WHOSE ENTIRE
GROSS INCOME IS SUBJECT TG SURTAX

) Adjusf.ed Total Estimated Estimated Percentage Percentage
Gross Income Tax Total Number of Col. 4 of Col, 4 of
Bracket Returns Surtax Incomes 100% Col, 3 Col., 2
Returns Surtaxable
(1) (2) (3 4) (5) (6)
Under -$1, 000 8,163 442 250 56.5 3.0
1, 000- 2,000 36, 889 1,539 450 29,2 1.2
; 2,000- 3,000 66, 626 1,613 400 24.8 .6
. 3,000- 4,000 74, 428 1,392 300 21.6 .4
4, 000- 5, 000 54,166 1,687 100 5.9 .18
(, 5, 000- 6,000 27,312 1,539 100 6.5 .37
. 6,000- 7,000 15,686 1,177 100 8.5 .64
- 7,000~ 8,000 9,274 589 -a -8 S
8,008~ 9,000 6,071 1,256 96 7.6 1.6
2, 000~-10, 000 3,815 1,043 40 3.8 1.0
10, 000-11, 000 2,696 704 24 3.4 .9
il, 000-12, 000 1,776 654 32 4.9 1.8
12, 000-13, 000 1,447 460 24 5.2 1.7
13, 000-14, 000 1, 052 468 24 5.1 2.3
) 14, 000-15, 000 942 402 24 6.0 2,5
15, 000-20; 000 2,796 1,372 64 4.7 2.3
20, 000-25, 000 1,010 818 40 4.9 4.0
- Over $25,000 2, 267 1,371 64 4.7 2.8
_ 316, 146 18,526 2,132 11.5 .67
- (a) Less than ,5%.

..]-1_




FROM RAISING SURTAX EXEMPTIONS FROM $600 TO $1, 000

TABLE IV

ESTIMATED LOSS OF REVENUE

Adjusted Estimated Estimated Estimated Percentage
Gross Income Number of Surtax Faid Loss of
Bracket Surtax Returns in 1933 Loss

Under $1, 000 442 $ 950 $ 950 100.0%
1, 000- 2,000 1,539 15,723 12,312 78.3
2, 000- 3,000 1,613 30,106 12,904 42,9
3, 000- 4,000 1,392 32, 788 11,136 33.9
4,000- 5,000 1,687 41,415 13,496 32,6
5, 000~ 6,000 1,539 45,238 12, 312 27,2
6, 000~ 7,000 1,177 54,016 9,416 17.4
7, 000~ 8,000 589 7,857 4,712 60.0
8, 000~ 9,000 1,256 59,512 10, 048 16.9
9, 000-10, 000 1,043 46,326 8, 344 18.0
10, 000-11,000 704 39, 267 5, 632 14.3
11, 008-12, 000 654 32,522 5,232 16.1
12, 000-13, 000 460 31,419 3,680 11.7
13, 000-14, 000 468 37,150 3,744 10.1
14, 000-15, 000 402 27,966 3,216 11.5
15, 000-20, 000 1,372 114,715 10,976 9.6
20, 000-25, 000 818 89, 652 6, 544 7.3
Over $25,000 1,371 414,544 10,968 2.6

18,526 $1,120, 896 $148, 208 13.2%

- 12 -
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TOPIC IIX
)THE WITHHOLDING PROVISION
The coimittce considered whether or not the withholding pro-
visions in the Colorado income tax law had contributed sufficiently
to increased revenue to offset the cost of its administration and

whether or not withholding should be extended to income other than

salaries and wages.

'Withholding Tax Revenue and Administration Cost

The evidence indicates that the withholding provision of the
Colorado law has been effective in increasing the amount of income
tax revenue, and has proven inexpensive to administer. For fiscal
vear 1955, the first full year of the withholding law operation,
approximately $1,300,000 in additional revenue was attributed to the
withholding tax, excluding refunds.(l) Cost of édministering the

tax during the vear was $53,495. (1), distributed as follows:

Salaries $34,017
Carital eq i ment 1,314
JBM reuntals 7,249
Supplies 4,225
Postage 6,690

Approximately 455,000 Colcrado taxpayers: were subject to the
withholding law, and the Department of Revenue maintained, in ad-
dition, some 31,000 employer accounts. Since the employers are

required to file quarterly, there were approximately 102,000(2) em-

ployer returns processed.

(1) Source: Department of Revenue.

&?) Figure for three quarters of 1955 fiscal year only, since employers have

one month after close of fiscal year to file final quarter's return.



Refunds to taxpayers were made in 68,713 cases and a total of
$277,231 in overpayments was refunded. The average refund was $4.03.
In addition ot the refunds actually paid, there were another 11,545
cases in which the refund due was $1.00 or less and which under
the statute was not made by the Department of Revenue(3). The cost
of processing refunds was $.05 per refund check written.

The principal problem in withholding appeared to be whether
or not 4% of the federal income tax is the proper amount which should
be withheld. In reply to & question, Mr. John F. Healy, Jr., Deputy
Director of the Department of Revenue testified as follows:

"0f the persons subject to the withholding tax, the
larger number do not have sufficient tax withheld,
which would indicate that, if anything, the percent-
age of federal income tax now being withheld should be
increased. The Revenue Department can process over-
payments for less than it can process additional col-
lections, but we have no strong feelings about the
matter either way. If, however, the General Assembly

makes any changes in the amount witheld, 5% of the -
federal income tax might be a proper figure."

Extension of Withholding to Income Other than Salaries and Wages

The comﬁittee considered the desirability of extending the with-
holding provisions to incomeé other than salﬁries and wages. In
testifying on this point, Mr. Heaiy indicated that, in his judgment,
little would be gained from such a program since there is no evidence
that income taxes were being avoided by those groups not included
in the withholding provisions. He also indicated that to admiﬂister
the withholding on incomes, other than salaries and wages weuld
present a number of problems which, under the present provisions,

do not exist.

—r

(3) Session Laws of Colorado, Second Extraordinary Sesaiem, 1954,
Chapter 4, Article 10.

-l2m
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On the basis of Mr, Healy's discussion, the committee felt
that no extension of the withholding act should be recommended

without substantial, additional study,
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TOPIC IIX

COMPARISON OF THE COLORADO INCOME TAX WITH THE

FEDERAL INCOME TAX

There are numerous and substantial differences between the

Colorado and federal income taxes, These differences, discounting -

différenCes in rates, may roughly be grouped into thirteen categ-

ories as follows:

1,
2,
‘30
4.
S
6‘.

7.
.

g.
10.
11.
12,
13.

Imposition of Tax

Definition of Gross Income

Definition of Adjusted Gross Income

Exclusions from Gross Income

Deductions

Deductions not allowed, as distinguished from different
methods of handling the same deductions as in 5 above.
Exemptions

Accounting methods

Non-capital gains or losses

Estates and Trusts

- Partnerships

Capital Gains and Losses
Split Income Filing

There are approximately ninety-four seperate items which

-are handled differently under the state and federal income tax

statutes. These difference have led to a number of suggestions

that‘there be a correlation between the state and federallin-

come tax laws. These suggestions will be discussed under

Topics IV and V.

The summary of the specific differences between the state

and federal income tax laws, as contained in this topic, was

prepared, at the committee's request, by the staff of the Colo-

rado State Revenue Department, under the supervision of Mr. John

F. Healy, Deputy Director.




A AU

Alternate Tax on Capital zirs

Dividends Received Creiit

Head of Household

Portnership Election to be Tuxedl o a Corporation
“etirement Income

Splitting of Tncome

GROSS INCOME

Alirmony and Separate Maintencnce TFuvments
Annvities and Insurance Contracts
Compensation from an Zriployment

T:come from Back Pay

Tncome from Discharge or Inilebteiness
Trcome from an Invention or Artistic Vork

Feal Property Subliviie . for Sale

Trvoe Nurmber

ae

35
35

4
35

33

Terzehility of Social Sec rity aid Unemployment Compensation3

ADJUSTED GROSS INCOME

B:si .ess Expenses of Outside Salesmen

Employee' Local Transportation Expenses

EXCLUSION FROM GrOSS INCOME

Aruied Services Compensation
Certain Death Benefits ~ Life Insurance
Certain Sports Progrunm

Luiployee Death Benefits




EXCLUSION FROM GROSS INCOME (Con't.) Page Number

Employee Health and Accldent Benefits L
Income Taxes Paid by Lessee Corporation L
Meals and Lodging Furnished to' Employées 7
Rental Value of Parsonages 3
Scﬁolarships ard Fellowships 6
Statutory Subsistence Allowance 7
DEDUCTIONS

‘"Accrual of Real Estate Taxes 8
¢+ Alimony Payments 13
“Apportionment of Real Estate Taxes 7
* Bad Debts 9
* Charitable Contributions 10
¢ "Child ‘Care Expenses 13
 Gorporate Contributions 10
. Expenses of Congressmen 7
- Expenses for Production of Income 12
- Hobby loasses 9
+Interest and Carrying Charges 7
« Losses 8
- Medical mcpensée 13
Taxes 7
vTaxes Levied by Speclal Taxing Districts §
vStandard Deduction 15

DEDUCTIONS NOT ALLOWED

Coal Royalties Expenscs M




DEDUCTIONS NOT ALLOWED (Cont'd.) .

Corporate Organization Expenses

Mins Development

Mine Exploration

Rescarch and Experimental Exbcnditures

Soil and Water Conservation Expenditures

EXEMPT IONS
Estates and Trusts |
Individnals

ACCOUNTING METHODS

Accounting Mqthods and Periods

Change from Accrual to Installment Basis
Change in Method Acocounting

Installment Method

| GAIN OR 1088
Adjustmnt to Basis |
Basls of Property Distributed to Partner
Contributions to Partnership

Depletion

Gain or Loss on Distribution

Involuntary Conversion

Optional Adjustment to Basis of Partnership Amsets
Optional Valuation - Property Acquired from Decedent
Property Used in Trade or Business

Purchase or Sale of a Partnership Interest
Recognition Basis - Gain or lLoss

Page Number

K EEEE

E &

& BB &



GATN OR 1088 (Cont'd.)

Sale of Residence
Special Rule on Disposition of Distributed Property
Unrealized Receivables and Inventory Items

ESTATES AND TRUSTS

Basis of Property -~ Alternate Valuation
Credits and Deductions

Classification of Trusts - Simple and domplex
Five-Year Throwback Rule

Inclusion of Income

Trusts for Benefit of CGrantor

PARTNERSHIPS

Continuation of Partnership

Distributive Shares of Partners

Partnership Elections on Computing Taxable Inccme
Purchase of Deceased or Retired Partnerts Interest
Recognitioi\x of Partnership |

Taxable Year of Partnerships and Partners

CAPTTAL CGAINS OR 10SSES

A;nortization of Bond Premium
Amortization in Excess of Depreclation
Capital less Carry-over

Dealers in Securities

Gains Lrom Sales of Certain Property Between Spouses, etc. |

Iimitation on Deductlon of Capital losscs
Net Operating loss Deduction

Pags Nunmber
17

27
27

33
30
32
13
30

«F

&

ro
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CAPTTAL CAINS OR LOSSES (Cont'd.)

Options
Sale or Exchange of Bonds or Other Evidences of Indebtednsss

Sale or Exchange of Patents
Short Sales

Taxability to Employee of Termination Payments
OTHER

Joint Returns of Husband and Wife

Page NumBer
32
32
32
32
3L

36




HOUSEHOLD

SPLITTING OF
(JOINT RETURN)

TAXABILITY OF
PARTNERSHIPS

AND PROPRIE«

TORSHIPS (UN-
INCORPORATED

BUSINESSES)

@ROSS INCOME

ALTMONY AND
SEPARATE
MAINTEL'ANCE

ANNUITTIES AND
INSURANCE
CONTRACTS

DIFFERENCES EXISTING ELTUERU TiE STATE OF COLORADO INCOME TAX REGULATIONS

AND TS 1954 FEDERAL INTERNAL REVENUE CODE

'Federal

Sece 1(b), Speciel rate of tax
made applicable to an individual
maintaining a home as a household
for qualified depencdants or ex-
emptions,

Sec, 2(a)s Toxable income on a
Joint return that is reduced by
one-half for purpose of computing
tax, Tex on the one-half is v
multiplied by two in determining

the tax payable, (Results in tex’

benefits allowable to a husband
and wife on a joint return with
limitations,)

Sec, 11(¢). A rate applied
(present rate 22%) on the taxable
income (computed without regard
~to the deduction, if any,; for
partially tax-exempt interest)
which exceeds $25,000,00,

Sec, 1361, Certain proprietor-
ships and partnerships permitted
to elect to be taxed as corpo-
ratlons applicable only under
certain qualifications and
limitations.

“Sec. 71, Amounts received peri-
odic by a divorced or legslly
separated wife must be included
in her gross income. 1954 Code
provisions extended to include
payments received under written
separation agreements, also, te
the inclusion of support payments
under any court decree, Payor
is allowed benefit of deduction.

Sec. 72, (1) New Method and
Rules permits recovery of cost
(4nvestment in the contract)
based on the annuitant's life
expectancy from the starting
date of the annuity, 3% annuity
rule abandonad,

Sec. 72(b) and (e).,

State

No provision for,

No provision for,

Sece 2(a)(2).. A 2% rate applied to
income received from interest and
dividends directly, or such income
received through an estate, trust
or partnership., An exemption of
$600,00 being allowed per individ-
ual taxpayer to reduce this tax-
able mcm.

Sece 2(d), Partnerships are not
taxable, The partners are taxed
as individuals on their ghare of
partnership income, capital gain
or losses,

No provision for alimony payment
reportable as income or claimed as
a deduction,

Art, h(b)(B) - Sec, 6(3)(1)0

Art, L(a)-11 - 3ec. L(b)(2).
Each year!'s annuity payments are
taxed up to 3% of the annuity's
cost until cost is recovered tax
free,



Fedaral
(2) Where lump sum payment is
made of the proceeds of a life
insurance, endowment, or annuity
contract, (paid for reasons other
than death) the tax on the por-
tion to be included in gross in-
come is to be computed as though
received ratably over the taxable
year and the two preceding years,
Sec. 72(e)=(3),

(3) Where amounts payable under

an employee's annuity in the first
three years will equal, or exceed,
his cost for the annuity, the eme
ployee or his beneficlary is to
exclude a1l annuity payments until
he has recovered his capital tax

free,
Sec. 72(d)o

(4) If en insured under an option
in an endowment or other life in-
surance contract elects within 60
‘days after the maturity of the
policy to take the proceeds as an
annuity instead of a lump sum, the
constructive receipt doctrine will

not applye.
Sec. 72(h)o

These annuity provisions do not
apply to proceeds of life insur-
ance, endowment, or annuity poli=-
cles paid in lieu of alimony.

ADJUSTED GROSS Yac. 62.
b (o0} 1

EMPLOYEES'  Sec. 62(2)(C). An employee is

LOCAL permitted to deduct all his

TRANSPORTATION business transportation expenses

EXPENSES and also take the Standard deduc~
tion., Business transportation
include fares and automoblle
expenses including depreciation
and cost of gas and o0il while
not traveling away from home,
excluding commuting expenses,
feals and Todging.

(2)

State

Sec. U(a)

Sec. h(a)(l)(b)(c) and (8). No
provision allowing employee to de-
duet unreimbursed expenses, other
than the cost of travel, meals and
lodging while away from home, from
gross income in arriving at adjusted
gross income, Commuting expense
allowed,

N 2



DO IREETRER

1.

BUSINESS
EXPENSES
OF OUTSIDE
SALESMEN

XCLUSIUi3
FROM

GROSS
JHCOME __

CERTAIN DEATH
BENEFITS ===
LIFE INSURANCE

EMPLOYEE
DEATH
BENEFII3

RENTAL VALUE
OF PARSONAGES

SOCIAL *
SECURITY
BENEFITS AND
UNEMPLOYIENT
COMPFN3ATION

' seo, 101(a) and (d).

Foderal

Sec. 62(2)(D), Outside salesmen,
under 195l Code, who are employ=
ee3 are allowed to deduct from

gross income expenses of solicite

ing bugsiness for their employer,

away from the cmployer's place of
buginess, whetber or not reime-
bursod,

New law
taxes the after-death interest
el-.ent that is included in the
fixed installments paid in con-
Junction with a 1ife insurance
contract, DBut where the bene~
ficlary is the surviving spouse
of the insured, the interest
elsment up to §1,000,00 a year
i3 not taxaeble income,

Sec, 101(b) Exclusion from

gross income of up to $5000,00
of death benefits paid by or on
behalf of an employer by reason
of death of an employee, Ex-
clusion liberalized under 1954
code--(1) the payment does not
have to be made under a contract
of the employer. (2) A payment
to an employee's beneficlary
from a qualiflied pension or pro-
fit sharing plan qualifies even
though the deceased employee
had a non-forfeitable right te
the amount -~ provided the pay-
ment, is made by the reason of
the employeats death and with-
in one taxable year of the bene=
ficlary. (3) the exclusion not
applicable to an employee's
Joint and survivors annuity, 1if
the employec died after the due
date of the first payment,

Seec. 17 Exclusion extended to
rental allowances if used to
rent or provide a home,

(Social Security Act - Sec.202).
Social Security benefit payments,
primary or secondary -- non-
taxable,

(3)

State

Sec. L(a)(1)(b)&(c)e An “outside
salesnan" who is an employee, de~
ducts expenses connected with his
employment in computing adjusted
gross income only if the expenses
were reimbursed or if they are
"{ravel expenses",

Sec L4 (b)(1) No limitation on

exclusion of interest element on
fixed installments,

No provision for, except that
1ife insurance proceeds paid by
reason of death are non-taxable,

Art 6(A0(5)

Sez 4 (b)(5) - Rental value of
dwelling and appuritenances fur-
nished excluded enly,

Art. 1{a)(16}) Primary benefit pay-
ment are taxable,



INCOME FROY
DISCHARGE OF -
INDEBTEDNESS

EMPLOYEE HEALTH Sec 105:

AND ACCIDENT
BENEFITS

INGOME TAXES
PAID BY
LESSEE
CORPORATION

ARMED
SERVICES
COMPENSATION

Federal

Sec,108 & 1017: A corporation
realizes no income if it con-
sents to an adjustment of basis
for its property, whether or not
the debt is evidenced by a se=-
curity., An individual may ex-
clude such income if cancelled
indebtedness was inocurred or ag=
sumed in connection with property
used in his trade or business,

The 1954 law give
uniformity of treatment to pay-
ments under insured or self-in-
sured nlans, funded or non-funded,
financed by the employer. Gener
ally, amounts received by employ-
ees as reimbursements for medical
care, payments for permanent in-
Jury or loss of bodily function,
and wages or payments in lieu of
wages during a period of injury
or illness under an employer-
financed aceldent and health plan
are excludable from gross income,
In the case of wages or payments
in lieu of wages during a period
of injury or illness, the exclu-
sion is limited to a maximum of
$100,00 per week,

Employers' contribution to
an accident or health plan, or
for an individual policy, does
not constitute taxable 4income
to the employee -= Sec. 106,

Sec, 110-(New) Payments of
corporate lessor'!s income taxes
(arising out of rentals) by the
corporate lessee under & pre -
195}, lease is excludable by the
lessors, but not deductible by
lessece,

Sec, 112 and 692-- Combat pay to
members of armed foroces excluded
up to §200,00 a month, Specific
termination date removed for in-
coms tax exclusions and forgive-

« ness provisions are tied to draft
law,

Page L

State

Art, 2(b)-2; L(a)-13

Cancellation of indebtedness in con-
slderation of the performance of ser-
vices generally results in income by
the debtor. Mere gratuitous forgive-
ness of a debt does not result in
realization of income by debtor or
oreditor,

Sec 4(b)(L) Amounts received through
accident and health plans as ecompen-
sation or re~imbursement expense is
sxcludable, No limitation as to the
amount of compensation in lieu of
wages, '

No provision for.

Sec 4i(b)(8) Service pay excluded up
to $2,000,00 in & taxable year effect-
ive after 12/31/50 till termination
of state of war.

'Y



,  PROGRAMS
K
~  DIVIDENDS
. REGEIVED-BY .
. JINDIVIDUALS
. Cziﬁuubn/
- DIVIDENDS
RECEIVED
< . CREDIT
N
g
N
L‘
A
“*  RETIREMENT
‘> INGOME

[~ CERTAIN SPORTS Sec. 11l ~ Procecds received from

Federal State

No provision for such an exclusion.
a gports program for the benefit

of the Amecrican National Red Cross

excludable from gross income,

Se¢ 116 ~~ The first $50,00 of
dividends received by an indlw
vidual is excluded from income, -
On a joint return, the exclusion
may be $100,00, The exclusions
extends to trusts or estates to
the extent th:t the dividends are
not allocable to beneficlary,

No exsmption or exclusion from
gross income allowable

No provision for a dividends
received credit

Sec 3y Dividends received after

July 31, 1954 a credit against

tax is allowed. The credit is

4% of such dividends but not ex-

ceeding 4% of taxable inconme,

(2% taxable income limitation for

years ending before 1955) .
The dividend exclusion and

credit not applicable on divi-

dends from (1§ tax-exempt coop~

eratives or other tax-exempt cor-

poration, (2) certain insurance

companies, (3) foreign corporations,
(4) mutual savings banks,{5) coop-
erative banks and (6) building and

loan associations,

S8ecs 37 Technically, this section No provision for retirement income
is a 20% oredit against tax, but credit,
its effect is to allow an exclusion

of $1,200.00 of retirement income

at the bottom tax bracket, The

eredit is available only to per-

sons age 65 and older, but in-

dividuals under 65 who have re-

tired under a public retiremont

aystem (other than for the U, S,

Armed Forces) can qualify. Cre-

dit is avallable only to those

who had recelved earned income of

more than $600,00 in each of any

10 calendar years,

(5)



SCHOLARSHIPS
AND
FELLOWSHIFS

Tederal

Sece 117 In general, a scholar-
ship or fellowship is not taxable
where the payment represents com-
pensation for teaching, research
or other services. If the student
or fellow 1s not a candidate for a
degree, any such aid (other than
certain expenses) is taxable to the
extent it exceeds $300,00 & month
and is fully taxable after 36
months (whether or not consecutive).
In the case of non-candidates for
degrees, the exclusion is allowed
only if the grant is from govern-
ment or a tax-exempt organization,

(6)

State

No provision for in regulations



SCHOLARSHLPS
AND
FELLOWSHIPS

Federal

Sece 117 In general, a scholar~
ship or fellowship is not taxable
where the payment represents com=
pensation for teaching, research
or other serviges. If the student
or fellow is not a candidate for a
degree, any such ald (other than
certain expenses) is taxable to the
extent it exceeds $300.00 a month
and is fully taxable after 36
nmonths (whether or not consecutive).
In the case of non-candidates for
degrees, thie exclusion is allowed
only if the grant is from govern-
ment or a tax-exempt organization,

(6)

State

No provision for in regulations

-
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+
MEBALS AND
- LADGING
FURNISHED
TO EHPLOYEE
}e
»y

-~ STATUTORY
SUBSISTENCE
ALLOWANCE

DEDUCTIONS

. TRADE CR

~  BUSINESS

> EXPENSES OF
< CHNGRESSMEN

. INTEREST
AND

CARRYING
}‘ CHARGES
"~
P &
~ TAXES

B APPORTION-
MBNT OF
REAT. FROPYRTY

TAZ NS

Bec, 103

EDLOT l‘nl

e s e

eeindoble 4f furenished

vooof ledping, there is
o seoalrement that the
o raouired to accept as
o >f bis employment,
Lowenee Sor meals and

AT H s
g f9 income,)

iy 1 -
eNpLOY

& condis

Sac, New provision excludes
A bulory supsistence
T

ancos received by policemen.,
selen lintied to $5,00 per

Soc. 162 va. (3),

“naocporaies deduction for
Congresswen's Uiraveling expense.
Gduach living erpanse deduction not
i exceed 3,000,

3. eerrying charges will
be deductihle age inlerest where
gn dnztalln anies contract
the cerrying chargs sepas .
raetely tat dcas not stete what
arount cents interest., The
portion coouetible is up to 6%
of the average unpaid monthly
balances deringe the tax year,

staites

See. 164, Taxes pemerally
deductinle when paid or accrued
wvhen inposed, socept federal
ineone , oxcess profits, estate,
gift, socisd seovrlty and local

be tuxss,. £ederal impord
dut xoise ond starn taxes
not~deductitle except as trade or

buwiness exsonsne, or in the case
nf an indlvilwsl as expenses for
the production of inconme.

Sec 1£1(d). Wew provisgion aliows
apportionment of,;eal provuearty
tares between buyer and eeller in
proportion to the aumber of days
of tha proverty tax year that each
held tihie property.

()

State
Art., 4la) « 3. Lodging is income
if intended as compensation, i.e.,
where the value is taken into
account in fixing the employee's
cash pay.
(This fact is immaterial under the
new federal law,)

No such provision under State
regulations,

No provision for such.

Sec. 5{b) Carrying charges
not an allowable deduction.
(138~1-12)

138-1~12

Seec 5(¢c). Generally, taxes are
deductible only by the person upon
whom they are imposed and paild,
including federal excise taxes.
Federal inport, tariffs, stamp taxes,
duties are deductible as taxes or
included as part of merchandise cost.

The purchaser of real estate can
not deduci any part of the real
property tax which had been a lien
or the personsl tiability of the
seller priocr to sals.



F_'_e_g_gr_gl State

ACCURAL CF Sec. L61. 1954 Code Sec. 5(c). The tex is deemed to
REAL LSTATE permits accural-basis accrue at some definite moment which
TAXES taxpayers to accrue real is determined by reference to state

property texes ratably over or local law fixing the time when

the real estate tax taxable the tax becomes a lien on the property

years ' or whon perscnal liability for the

tex arises or some other basis,

TAXES LEVIED Sec 164 (v) (5). 195k pro- Sec. 5(c). Taxes sssessed for local
BY SPECIAL vision permits & deduction of benefits are deductible only to the
TAXING taxes levied by a special taxing extent that such taxes are allocable
DISTRICTS district which covers the whole to maintenance or interest charges,

country to which at least 1,000

persons are subject, if the

assessment is levied at a uniform

rate on the same ratable values

uged for the general property tax,
LOSSES Sac, 165 (g)., Losses on securities

of affiliated corporations, if certain 138-1-12

testa are met, worthless stocks.or Sec. 5(d), Deduction for losses must

.bords are ordinary loss. New law  be taken in the taxable year in which
relaxes the rule to the extent that losses are sustained,

the 90% gross income test has been

changed to 90% of gruss receipts.

Sec. 165(a). Embezzlement and theft
losses deductible in year of discovery.

-~ L

(8)

o

P



HOBBY LOSSES

BAD DEBTS

Frderal

See. 270 If an individualls de-
ductionsa attributable to a trade

or busintsg exceed the gross income
of the business by more thun 50,000
a year for 5 consccutive years, then
only 550,000 of such deductions for
each yzar can be offuot apainst his
other income.

Execluded from the rule are de-
ducticns for casualty and abandument
losses incurred in business, farmers!
losses due to drought, and all ex—~
penses which a tagpdyer can elect to
deduct or to capitaligze.

A net operating loss deduction
is not taken into account in fipur-
ing whether the 5 year, $50,000 test
is net; but if such test is otherwise
net, the net operating loss deduction
attributable to such trade or busi-
ness 1s disallowed as a deduction in
recomputation of income for the 5
year periods

Sec. 166 Business bad debts are ful-
ly deductible; non~business bad debts
are short—-term capital lcsses, Under
prior 1954 law, the character at time
of worthlessness controlled -- now
where a business bad debt becomes
worthless at a time when the taxpay-
er is no longur carrying on a trade
or business, the debt no longer be-
comes a non-business bad debt but re-
mains a business bad debt, '

Paymonts by an individual guar-
antor, endorscr, or indemnitor to dis~
charge a business loan of a non-cor=
porate obligor shall bes treated as a
debt beconming worthless if the right
to collect from the principal debtor

is worthless. To ba itreated as a busi-

ness bad debt,.

9)

State

No such limitation provision.

Sec. 5 (1) Business bad debts are
deductible in full when determined
to be worthless. HNon-business bad
debts are not treated as short-
term capital losses, but are an
allowable deduction, if the taxpayer
itemizes.



CHARITALLE
COUM THI L5 LTONS =~
INDIVIDUALS -

CORPORATE
CONTRI IUTIOKS

Fodoral

Sec. 170 (b) (1) General rule; an
individual taxpaycer may dedyct chari-
table contributions un Lo 205 of his
ad justed pross incoma, computed with-
out repard to any net operating loss
carryback to the taxibld year. The
limit is 300, iN tha additional 10%
consists of contripubtions to a
church, a tax-oxempt educational or-
ranization, or an exempt hospital.
Such charitable contribution must be
paid to the organization and not jJuut
for the use of the organization,

No charitable deduction will be
allowed for a gift in trust if the
grantor retains a roeversionary inter-
est in either the corpus or income,
and at the time of transfer the value
of suzh reversionary interest exceeds
5% of the value of such property.

Non-profit cemetery and burial
companies added to lisi of charitable
organizations.

Unlimited contribution allowed
under coertain tests,

Sece 170 (b) (2) New code provides
that in determihing taxable income
for the purpose of the 5% limitation
on the contribution deduction, cor~-
poration organizational expenses
shall be taken into consideration.
Taxable incoma shall bz determined
without regard to any net operating
loss carry-back, Contributions in
excess of the 5% limitation will be
a carryover for 2 yoars., Contribu~-
tions are now allowvablo to (1) or-
genizations for the prevention of
cruelty to enimols, (2) Political
subdivisions of U. 5. Posgessions,
and (3) certaln cometery companies,

Ho allowance Yor corporate con—

tritoltions For vetcerans! rohabllita-
ticn.

(10)

Stato

Sce. 5 (m) 138~1-12 Deduction for
contributions or gifts shall not
exceed 15% of the net incomo com~
putod without benefit of the deduc~
tion, '

(TS

P

Sec. 5 (m) 5% of net income compube-

ed without benefit of the deduction
for contribution shall be allowable
as a deduction for contributions,



-

AMORTTZATION
. OF BOND
. PREMIU

- NET OPERATING
- LOSS

DEDUCTION
"
~  RESEARCH AND
EXPERL BTAL
EXPENDITURLS
rL
tf
i

Toedoral

Sec, 171. Tor taxable bonds
issved after Jonuary 22, 1951

and acquired after Janucry 22,
195, bond prowinm can ba anor-
tizcd only to a call dale more
than 3 years after issue. If the
call date is efrlier, amortization
would have to be fisured to
maturity., If such a bond is
actually called, an ordinery loss
deduction for the unsmortized
premium can be taken, The
requiroment that the bond must
have interest coupons or be in

registered form has been eliminated,

See, 172 (a), (b), and () (3). Net

operating loss may be offset apainst

net income of other yecars by means
of a 2 year carryback and a 5 year
corryforward, except for excess
profits tax purposes.

Sec. 172 (d). Hew code entitles
all taxpayers to include losses
from the sale of business assets
in computing the net operating
loss.

Sec. 172(b). The carryback,
carryover is no longer reduced
by tax-exempt interest or the
excess of percentage depletion
ovor cost depletion,

Non-business deductions may
be taken into consideration only -
to the extant of non-business
income,.

Sec. 17h. Such expenditures
incurred after 1953 can be expensed
or captirlized at the option of
the taxpayer. liine exploration
expenditures or expenditurcs for
acquisition or improvenent of land
or of depraciable or depletable
property not included. Dopletion
and deprceciation allouvances may

ba trcated zs resocrch and
experimental expeanditures,

If expenditures are cepitaliged,
they con ba anortived over a
period not loss Ui 60 wenths or
over the deternienbl: useinl 1ife,

storting vith the 1onih in ubieh tho

(22)

State

Sec. 15(d) (1), No such spcecific
provision. DBond premium may be
amortized with reference to the
amount payable on maturity or an
earlier call date. Unamortized

“bond premium is treated as part of

the cost of the bond for purposes
of determining gain or loss on &
capital asset basis.

Sec., 15(d)(2). No provision for
carryback, but after 12-31-53, any
net operating loss may be offset
against net income in each of L
succeeding years until absorbed.

Art, 6{a)(2).
to be capitalized.

Lo e
L

Such expenditures are




{continued)

SOIL AND
WATER
CONSERVATION
- EXPENDITURES

EXPENSES F(R
PRODUCTION OF
INCOE

payer first realizes
benefits from the expenditures.

Sec. 175. 1954 code now
permits all eibbnditures for
soll or water conservatisn in
respect of land used in farming,
or for the prevention of erosion
of land used in farming., Such
deduction is limited to 25% of
the gross income from farming
in any year. Thc excess over
25% can be carried over and
treated as the first expenditure
in the next year. An election
must be m~rde to axpense or
capitelise after 1953, and no
switch can be made later without

._permission,

8sc. 212(3). Yow provision for

ing estate, gift, proparty, and
other taxes.

(12)

(
e, A A2

Art, 5(a) = 7, Expenditures made

by farmers to improve their land
are generally required to be
capitelized rather than deducted as
ewrrent expenses,

Art, 5(a) - 1, No provision for

-deduction of lepgal fees for contest- such allowance of costs although

generally allowed,



MEDT (AL
EXPENSES

CHILD CARE
FXPEMSES

ALIMONY
PAYMENTS

CORPCRATE
CRCANIZATION
EXPENSE

-

Secs 213 1956 1aw allows the
decduction of medical, dental,

€ iCey e€xpenses which are in
excess of 3% of adjusted gross
income. The Limitation does
not apply to the expenses of
taxpayer and his wife if elther
is 65 or overs, ,

Maximum medigal expense deduc-
tion per exemption claimed has
been raised from $1,250 to
$2,500 per exemption with a max-
imum of $5,000 on a single re-
turn and $10,000 on a joint re-
turn and for a head of house-
hold. The cost of drugs and
medicine is included in medi-
cal expenses only to the ex-
tent it exceeds 1% of adjusted
gross income,

Cost of transportation (ex-
cluding cost of board and lodg-
ing) deductible if primarily for
and essential to medical care.

If medical exnense for the
care of a taxpayer are paid by
his estate within one year after
he dies, they are treated as hav=
ing been pald by the decedent,
when incurred.

Sece 213 (f) and 21}

A deduction for child care
up to $600 is allowed under
certain circumstances. Child.
must be under 12 years of age -
or a dependent who is mentally
or physically handicapped.

Amounts which are actually
deducted as child care expens-
es cannot algo be treated as
medical expenses,

Sec. 215 In reference to sec-
tion 71, payments made for
alimony are deductible by
husband ¢

Sece 248 A corporation can
under the 1954 code amortize
organization expenses as tax
deductions over a period of
not less than 60 months, ex-
cluding expenses of issuing
stock and expenses of corp-
orate reorranization which
must be capitalized or charg-
ed araingt paid-in capital
accounts.

(13)

State

Sec. 5 (p) Medical, dental, etc.,
expenses deductible which are in
excess of 5% of adjusted gross.
No deduction benefit for being
the aga of 65 or over,

‘Maximum expense deduction per
exemption $1,250; $2,500 maximum
on a separate returny and $5000
maximum on a joint return.

Decedent medical expenses, if -
paid by estate, deductible by
ostate,

No provision for.

'No provision for alimony payments.

Art. 6 (a) (2) Expenses incurred
on behalf of a corporation prior
to the date of 1ts charter and
incident to ita creation are not
deductible.




EXEMPTIONS
PERSUNAL |

Sec, 151-15l. Liberalized provi-
sion in 1954 code:

(1) A non-relative ean now qual-
ify as a dependent, if the princi-
pal place of abode during the tax-
able year is the taxpayer's home
and support wag pendered:

(2) The "income test" is sus-
pended for a dependent under 19
years old, and as to a child or
dependent who is & full-time stu-
dent at an educational institution.

(3) Individuals who otherwise
qualify may be claimed as depen~
dents, if they are United States
eitigzens, even though they are non-
residents, ’

(4) A scholarship for study will )
not count in determining whether
the parent contributed more than
half the ohild!s support,

(5) Where several contribute more
than half the support of a quali-
fied person and none of them con-
tribute more than 50%, they can
agree to let any one of them take
the dependency exemption, provided
that 10% or more was contributed
towards the support, Each other
verson who contributed more than
10% must file a written statement
that he will not claim the depen-
dency exemption, ,

(6) A cousin receiving institu-
tional care by reason of physicel
or mental disability can qualify
if he was a member of the tax-
payers household before such care

began,

(1)

Sec. 7(a). No such liberalization
under State regulation, The "income
test" is applicable. Dependents must
be of close relationship and if 50%
of support is not furnished a depen-
dent, sxemption'may not be claimed,

A



»Y

Federal

COAL ROYALTIES Sec. 272 & 631, A taxpayer

who owns timber or who receives
coal royalties may treat his
receipts from the disposition
of timber and coal as capital
galn, Ixpensesiwhich serve to
reduce the amount of ecapital
gains are disalloved as deduc~
ticns in computing ordinary
taxable income,

{14a)

State

Art, L(a) -8. All rents and royal-
ties received to be included in gross
income., No specifie mention of capi-
tal pain treatmént.

Seo, 5(a)., Expenses related to pro-
duction of this income are treated
as expenses incurred in earrying on
a trade or business,



ESTATES »-
TRUSTS
EXEMPTIONS

STANDARD
DEDUCTION

ACCOUNTING
PERIODS

&
ACCOUNTING
METHODS

INSTALLMENT
METHOD

Federal

Sace 642 (b) An estate "shall
ve allowed a deduction of $600.
For a trust required to dis~-
trivute income currently, per-
gonal exonptioq ia $300. TFor
all otrer trusts, the exemp-
tion i1 $100. .
Sece 1l Change of election
pernitted under federal code
to take or not to take the
standard deduction after the
f£iling of the return for such -

year 4in accordance with required

conditions.

Sece 691 The standard deduc-
tiun may be used on a decedents
return. If the surviving spouse
filee using the short form or
the standard deduction.

Secs LUl New code permits tax-
‘payers to elect to use a 52 or
53 week taxable year.-- A tax-
able year which ends on what-
ever date a particular day of
the week occurs for the last
time in a calendar month or
falls nearest to the end of a
calendar month,

Sece 153 (b) 1954 code permits
use of the installment basis,

in the case of real nroperty
sales or casual sales of per-
sonal property, even though
there is no payment in the salss
RA:2:% o »

(15)

State

Secs 7 (a) (3) An estate or
trust shall be entitled to
the samo exemption allowed
to a single individuval,

Secs 5 (n) (3) No provision

for the allowing a change of
an election for any taxable

year to take or not to take

the standard deduction after
filing date.

Secs 5 (n) (5) (o) The stand-
ard deduction may not be taken
on a decedents return.

Sec. 8 (a) No statement per-
taining to a 52 or 53 week
taxable year. Approved stand-
ard methods of accounting
acceptable if income is clearly
reflecteds

Sece 9 (b) No specific wording

as to no payment in year sale
+to qualify for installment

sale reporting.

<



yooro

CHANGE FROM
ACCRUAL TO
INSTALIMENT
BASIS

CHARGE IN
METHOD OF
ACCOUNT ING

GATN OR LOSS
RECOGNITION -
BASIS

PROPURTY
ACQUIHED FROM
A LBECEDENT

Federal State
Sece 453 (c) Double taxation Sec. 9 (c¢) No provision for adjuste
when a decler taxpayer changed ment in tax on income previously

to inrtallment accounting- basis taxed in prior years.
from acerual basis is eliminated,
The tax on en amount inecluded in
incom? for theide¢cond time is
decreased to the extent of the

tax attributable to its inclus-
ion under the prior method of
accounting, but not in excess of
the tex atiributable to the item
in the year in which it is includ-
able the second time,

Sece 48l. 195L Statute provides No such provision
that for the year of change in the
method of accounting, voluntary or
involuntary, there shall be taken
into account those zdjustments
(account receivable and inventory)
which are determined to be neces=
sary solely Ly reason of the
change in order to prevent amounts
from being duplicasted or entirely
omitted, If the sdjustment
increasss income by more than
$3,000.00 the tax cannot be more
than if the additional income was
spread over a 3-year perlod; or

if taxpayer's records are adequate
to establish the period to which
the income belongss

Secs 1001 (b){2) 1In determining Sec. 11 (a)(2) Basic lav the same as
the amount of and recognition of Federal, except that there is no
gain or loss, the smount realized provision for treatment of rsal

does not include rezl property property taxes paid by buyer as under
taxes paid by buyer unless treat- Code Sec. 1001 (b)(2)

ed as irposed on seoller,.

Sec, 101, Ceneral rule that the Sec. 12 (a) (5) & (11) Bssic rule
basis of property acquired from same as Federal code, excepht that
a decedent ig the folr morket the optional valuation date is not
value at the date of death or at  considered,

the optiornel valustion date hes

been made applicable to practic-

slly 21l property inclndrble in

the decedonts pross estate for

(16)



(Contimued) -

Federal State

estate tax purposes, and which
was not sold, exchanged or other-
wise dispcsed of before the
decedent's death by the person
vwho acquired the;property from
the decedent, o ‘

N A

—

-




m.

ADJUSTMENTS
TO BASIS

INVOLUNTARY
CONVERSION

SALE CF
RESIDENCE

Fedoral

Sec. 1016 and 1052 adjustments to
basis the sams as under prior law.
New cods provisions require addi-
tional adjustments, (1) where an
organization's status changeas

from tax-exempt to taxable, it
mist adjust the basis of its pro-
perty for depreciation, etc., sus-~
tained during the tax-exempt
period, (2) if & taxpayer has el-
ected to deduct research and ex-

perimental expenditures as deferred

expenses and capitalizes them,
basis must be reduced for amorti-
gation deductions which resulted
in a reduction of taxes, (3) ade
Justrent must be made for non~
deductible expenses under contraocts
for disposal of coal and iron ore.

Seec. 1033 and 1034 (1) 1954 code
extends the inveluntsry conversion
provisions to property used by a

. baxpayer as his prinoipal resi- .

dence. An involuntary conversion
of a residence before l-l-5li was
treated as a sale. The effect ia
that the period for replacement
may be extended beyond one year
after the conversion (or beyond 18
months where a new residence is
built rather than bought) with
consent,

- Property sold pursuant to re-
clamation laws (i.,e. disposition
of land in an irrigation project)
shall be treated as an involuntary
conversion,

Iivestock destroyed, or on
account of disease, or sold or ex-
changed because of disease will be
treated as an involuntary conver-
sion.

Sec. 1034 1954 c¢ode changed
prior law in that the msorimum
amount of gain that can be re-
cognized is the difference be-
tween the "adjusted sales pricst
of the old residcnca and the
cost of the now instead of the
“gelling prico! aftor 12-31-53.
(Adjusted sales price is the
anount realiccd on the sale, re-
duced by cxponzes of fiwing uvp
the propcriy in order to sell it.)

(a7

State

Sac. 12 (b)(1) General rule same
as federal. No adjustment provi-
sions in relation to 1954 federal
code changes,

Sec. 11(c) Involuntary Converaion
riles not applicable to property
used as a residence. Such a con~
version is considered a sale,

Provided for by Sec. 1l(c¢)

No specific coverage under Sec. ll(e)

Sec. 11(g) No provﬂ.sibn for allow-
gnce of "fixing up" expenses to "ad-
just® the "selling price.™



DEPLETION

DEVELOPMENT

MINE
EXPLORATION

Fed el

Sec, 611-513 The allowance of a
deduction for depletion has been
extended to doposits of mine
tailings worked by the mine owner
or operator, but not to the pur-
chaser of the tailings,

Discovery value depleter is
eliminated, hecause all minerals
now qualify for percentage deple-
tiz; at rates varying from 5% te
27 -l }

The 23% rate formerly avail-
able for sulphur is extended to
uranium and certain other metals
if from deposits in the United
StatOSQ

Cost depletion held allow-
able on topsoil when severed and
sold,

Sec, 61y Taxpayer permitted to
elect to treat as one property,
separate operaiing properties
operated as a unit,

Expenditures made after 1950
in the development of a mins or
other natural deposit, a taxpayer
may elect either to deduct such
expenditures whether incurred be-
fore or after ths production
stage is reached, in the year they
are incurred, or to defer expendi-
tures (to the extent that they ex~
ceed receipts of the taxable year),
and deduct them ratably as the ore
or mineral is sold,

Sec, 615, Expenditures for ascerw
taining the existence, location,
extent or quality of any deposit of
ore or other mineral (but not oil
or gas) before the development
stage of a mine can be deducted by
the taxpayer in any taxable year

up to $100,000 paid or'incurreéd in
such year, Taxpayer may elect to
defer any amount up to $1.00,000.,00
not deducted in the taxable year
and amortize it ratably as the min-
erals are sold. A taxpayer may
treat exploration expenditures in
elther way for }j yoars, evch year
up to $100,000.00, After l years,
any additional cxpanditures must be
capitalized,

(18

State

c

Sec., 12(a) Percentage depletion
allowable, Rates differ from federal
in that metal and other mines, includ-
ig% sulphur and uranium, are allowed

Discovery value a basis for de-
pletion for other than metal or coal
mines. No provision for topsoil de~
pletion

Sec. 12(a)(3) No provision for such
election,

Art, 6(a)(3) Development expenses
are deduotible in the cases of natural
resource or at the election of tax-
payer, be capitalized.

Art. 6(a)(3) Such expenses are gen~
erally treated as mine development
expense, (See above),



i

INCLUSION OF
INCOME

CREDITS AND
DEDUCTIONS

Federal

Sea, L4S1(b) If a decedent was on
the accrual method of uccounting,
amounts which would accrue only
because of his death are not in-
cluded in his return,

Seo, 62, New trust dnd estate
provisions deal with special rules,
the deduction for amounts distri.-
buted to beneficiaries, the con-
duit rule under which incoma and
deductions of the trust retain the
same character when taxed to a
beneficlary, and the manner in
which the distributive shares of
beneficiaries are computed and
taxed., :

(1) The trust or estate is allow-

ed the ¥50,00 exemption and L%
credit for dividend incomae.

(2) The "unlimited" charitable
contributions deduction (reduced
for exempt income allocated to
econtribution under the conduit
rule) is allowed for decedents'!
estates and trusts which are not
required to distribute all its
income currently.

(3) The deductions for depreci-
ation and depletion are now to be

allocated, for decedents' entates,

between the estate and the "heirs,
legatees, and devisees," on the
basis of income allocable ta each,
Instead of just between the estate
and income beneficiarles,

(L) Unused net operating loss or
capital loss carryovers, or ordin-
ary deductions in excess of grons
income, the benefits of any ruch
deductions are to be carrijed over
to the beneficlaries,

(19}

State

Sec, 8(b) In the death of a tax-
payer, net income for the taxable
year shall include all income ac-
orued up to the date of hls death,

Sec, 13(a)(1)(2)

There is allowed deductions te
an estate or trust the same deductions
which are allowed to individual tax-—
payers, no provision for {50,00 ex-
emption and L% credit for dividend in-
income, Depreciation and depletion is
allowable to a life tenant or bensfi-
clary of property held in trust,

The allowable deduction for de-
preclation or depletion on property
held in trust shall be apportioned
betwesn inoome beneficlaries and the
trustee on the basis of income allo-
cable to each, wmless differently
provided for in lnstrument creating
trust,



SIAPLY TRUSTA

COMPLEX TRLSTS

Faderal

Segs 651, Under 175L cods, a
trust (bnt not an estute) nay
qQualify us a “aimple trust" if
all of 1ts income iz roguired to
be distributsd currently and it
maliog no churdtanle contrivutions,
The income required to Lo diatrie
butad to haneficlaries is toxnble
to thea vhother or not distributed
during the tuxable yoar, up to the
anvunt of distribuvtable nob ine
come, Iff occuonionsdl distyibutions
are made out of prineipal, the
truet ip disgualified as & "sin-
ple trust” only for the years in
which tho principal is distribu-
ted, If the incono required to
ba distribubed exceeds distribu-
tuble not Lncome, only & propore
tionate part of each item is ine
cludible in the benoliciaries
income,

Boc. 00). The tors Ycomplox
trusts® apply to any trust and

. egtate not Qualifying wider the

"shaple truol” provisions (includ-
ing diserotionary trusig, trusts
with chariteble boneliclarics, and
trunty maldng eurront distvibutiors,
But also ralking distributions of
privcipal)., fore cither the trust,
estate, or heneficiury will be
tazsd currciily on total of the
truct's or cstate's current tax-
able inecnmo.

“revisicn is made for elece
tiva uzo of the OF day rule by a
trust L€ tho truetd wis in exist-
eneo before 1/1/0% and the trust
instrument probidites dstribu-
ticns in eueess of lts incone for
the preccding year.e The sourco
of dlotridbution « whether pricci-
pal or dncone = will bo luamaterial,
axcopd bhat tho folloving will not
be a distribution for thic purpones
(&) ifts or bogueots not to Le
pald solely out of incomo 1 paid

-all at ooce or 4n hol nore than 3

Instullqents, and
(0) 4income wliich was reguived to
be distributed in o pricr yoar.

in detersdning Jlotributuble
not incenc, o single truct having
nore thaon cne beroflelary will Lo
trented ug a scporiate trunt for
each, provided it is oo wlulnine
tercd that each beneliciery bas a
woll definad separuta share,

N\

State

3e0. 13 (&), Trusts ars not dise
tinquishod on the basia of incoma
digtribution mathodg. Yhe totul of
the trust's or estute's net income
1s taxed currently either to the
trust, estate or bLenaficiury.

The income of an ostute during
the period of administration is taxe-
able to the estate in ths absence of
a court order, whon the will or
trugt agreenent specifically proe
videns for definite distribution out
of incoms of an estate, tho benefle
clary ie taxed,.

The 65 dey rule of the foderal -
law, not applicable to the State,
Unleas by Court order, capital gains
are not considered distributable
ingone,



FIVE YFAR
THROWBACK
RULE

Fadaral State

Sece 665-668, In order to prevent No such proviaion
the accumulation of income, and
distribution in a low-income year
of a beneficiary so as to avold
taxes, a 5 year throwback rule is
provided. It has the effect of
carrying back to the five prece-
ding years distributions in excess
of distributable net income for
the distribution year, taking the
game amounts into taxable inconme
of the beneflclary as he would have
done if they had been distributed
in the prior year.

This additional income is
taxed as part of his distributive
share for the distributlon year,
but the tax carnot be more than
it would have been if he had
actually received the additional
amovnts in the prior years The
beneficiary 1s allowed a credit
for the proportionate part of the
trust's tax for the prior year,
thus eliminating any double tax
on the income,

' The throwback rule does not
apply to estates or "simple"
trusts; or if the excess is
£2,000,00 or less; or to dis-
tributions of aceunulations dur~
ing the beneflclary's minority
and amounts distributed to meet
the emergency needs of the bene-
ficiary; or to final distribue-
tions made more than 9 years
following the lagt transfer of
property to the trust,

(21)



TRUSTS FOR
BENKFIT OF
GRAKTOR

BA3IS OF
PROPERTY
ALTERNATE
VALUATION

Fedoeral

Sae, 671=070. Clifford trust repue
lations are now incorporated, with
modificationn, in the now law,

(1) The sranter of a trust
will rot bo texed by reagun of a
reversionary interest in an irre-
vocable trust unless the reveraion
may occur within 10 years.

(2) The pgractor will not ve
taxed un the income from a charita-
ble. trust reverting to hin after
2 yoears if the trust lccome must
be pald to u dosdynated charity.
{he 1Y year rule of the repula-
tions, applicable if the prantor
(or his wife) as trustee retained
certain adninistrative powers is
aholishod,

(3) The powsr to apportion .
ingome or principul among differ-
ent benoficiarios on ths part of
relatod or subordinate trustees
will not in itsslf require that
the grantor be taxed on trust ine
come 1f proof 1s ghown that the
trupgtoe is not scting undeor his
direction,

(L) The ;rantor will not he
taxed under the reversionary inter-
est rule if hias reverslornury inter-
est is contingent on tha death of
the income benaficlary, cven
though tha benaficiury's expoot-
ancy is less than 10 years.

Sec, 2032, Existing law pormnits
the exacutoer, if he o elects
upon his return, to valuo the
property included in the gross
estato as of a date ) your afier
the decedent's death or, in the
case of such property distributed,
sold, exchanged, or otherwlse dige
posed of at «n earlier duto, the
value at such date of disposition.

Stute

dJoce 13(b). Law contains statutory
provigions dealing with trusts in
which the grantor retains a power
of revocationg and

Jec. 13(c). A provision dealing
with trusts whose income is gcoumue
lated or uoed for the benefit of the
grantor,

The Clifford Repulations, which
provide a peries of rules to doters
mine when trust income is to be taxed
to the grantor Lecausg oft & revers
alonary interest within a specified
period; povwers to control the benee
fic¢lal enjoyments or certain broad
sdministrative powsrs, are not
followed, The 2 year, 10 year and
15 yesr exclision rules sre not appii-
cabla. lncome from such truste are
taxable to the prantor in the same
way if the trust hed not besn crsated.

Soce 12(a)(5). 1f on or after the
basie date the property was acquiraed
by bequest, davigee, or inheritance,
or by the decodent's estate from
decadent, thae basis shall be the
faly market valus at the time of
decadents death,




PARTN KRSHIPS

DEFINLTIONS

Tederal

Sec, 761(a), [here can now be
excluded from partnership
status, at the election of the
members, ocertaln unincorporated
organigations used for invest-
ment, or for the Joint production,
extraotion or use of property,
but not for the purpose of sell=-
ing services. '

lembers must be able to de-
termine thelr income without the
necesslty of computing a partner-
ghip taxable income.

23}

State

No provision for such an election,



PARTNERSHIP
ELECTIONS

DISTRIBUTIVE
- SHARES

TAXABLE YEAR

State

Sec. 703 (b) It is now required  Art. 14 A partnership can maintain
that elections affecting the com- 3its own method of accounting without

putation of taxable income de- r

egard to the accounting basis used

rived from a partnership be made by the individual partners.

by partuncrship, that is, methods

of accounting, use of installment
sales provision, option to expense
intangible drilling and develop-
ment costs, etc. An exceptlon per-
mlits a separate election by each
partner whether to deduct or oredit
foreign incoms taxes.

Sec. 704 Stetute dirocts that @  Seo. Ui The net income of the part-
partnerts distributive share of nership is to be distributed or dis-
partnership income, gain, loss, or tributable to the individual partners.

ceredit be determined by the partner-
ship agreement. If the agreement
is silent as to treatment of any
particular item, the genoral profit
and loas ratios control.

If property 1s contributed to
a partnership with an adjusted basis
less than 1ts vslue, deprociation
or galn upon the sale of the proper-
ty will bs allocable to each of the
partnors in the sams manner as items
arising with respect to any other
property acquired by the partner-
ship.

Ioss allocated to a partner
can be deducted by him only to the
extent of hia basis for his partner-
ship interest. Any excess shall be
allowed as a deduction at the end of
the partnsrship taxable year in which
such excess is repaid.

Sec. 706 Whoers an existing partner-

ship uses a fiscal year and its part- may have an anmual return yeer differ-

ners the calandar year, the arrange-
ment may continue. Adoption of, or
change to different accounting per-
iods after L-1-54 is not allowed ex-
cept by permission for valid business
reasons.

Specificelly provided a gencral
rule, the death, retirement or with-
drawal of a partner, or the sale of

~his interest, or the additlon of a

new partner will not result in the
closinz of the partnershipts taxable
year. Also the taxable year of the

(2k)

according to their respective inter-
ests in the partnership. (Though

not mentioned specifically, probably
the profit and loss ratio will contrel
in the absence of a partnership agree-
ment. )

Sec. 2 (d) and £rt.l; Partnership

ent from the year for which the indi-
vidual partner makes his income tax
return. .

Death, retirement or withdrawal of
a partner will terminate the part-
nership and its taxable year.

- .
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Federal State
partnorship will close with respect

to a partner who sclls or exchanges

his entire intorest in the partner-

ship and with respect to a partner

whose intercst is liguidated, (other

than through death.)

A partrership will be consider-
ed as terminnted at a discontin~
unance of husiness activities, or the
sale or exchange, within a 12 month
period, of an intersst of 507 or
more in partnorship capital or pro-
fits.

Sec. 707 A partner who engages in
a transaction with the partnership,
other than in his capacity as a
partnor, is to be treated as though
he ware an outsider. Exceptions:
(1) loss is disallowed to partner
in the event of a sale or exchange
whose interest in capital or pro-
fits is more +than 50%, (2) loss

No specifioc provision.

"between two partnorships disallow-

ed on sale or exchange 1in which
game persons owa 504 or more of the
capital or profits interest.

Capital gain treatment denled
on cortein transfers between a
partnership and a partner owning
more than 80% interest in capital
or profits or between two part -
nerships in which the same persons
own more than 807.

Any fixed or guarenteed amounts Art.lli. Such payments are consider-
paid to the pariners for ssrvices ed as a distributive share of part-
or for the use of cepltal are gensr- nership earnings.
ally to b2 treated the saus as
though they paid to an outsider.

Sec. 708 (b)(c) Partnershipa
which result from mergers or di-
vieions of purtnsrship will under
certain circuustonces be consider-
ed ag countimations of prior part-
nerghipa. Lven 1f considered ter-
minated vrnder the gencral rules, a
partnership can ¢lect to be con-
sidered a continuirg portnership,
subjecct Lo repulations.

No such provision stated.

(25)



CONTRIBUTIONS
TO A
PARTNERSHIP

GAIN OR LOSS
ON
DISTRIBUTION

BASIS OF
PROPERTY
DISTRIBUTED TO
PARTNER

Federal State
Secs, 721 - 723, No gain or Sec. 12(a)(9). If property was
loss shall be recopnized sither acquired on or after the basic
to the partnership or to any date (7/1/37), by & partnership,
of its partners upon a contril- the basis generally shall be the

bution of property to the same as would be in the hands of
partnership in exchange for a the transferor.
partnership interest---whether

to a new or old partnership.

The basis of a partner's

interest acquired shall be the

amount of the money contiributed

plus the adjusted bLasls to the

contribution pariner of any

property contributed. The

adjusted basis to the partner-

ship of property contributed

by a partner shall be the ad-

Justed basis of such property

in the hands of the contribut-

ing partner at the time of the

contribution,
‘Sec. 731. The distributee Sec, 12(a)(9), Basis for determin-
partner recognizes gzin only to ing gain or loss upon the sale or

the extent cash received exceeds other disposition of property shall
the basis of partnership interest. be cost. If the property was -
Loss is recognized only if the distributed in kind by a partnership
distribution is in complete to any partner, the basis of such
liquidation of his interest and con-property in the hands of the partner
sists solely of .money "unrealized shall be such part of the basis in

reccivables' and non~copital his hands of his partnership interest
assets, Such gain or loss is a as 1s properly allocable to such
capital gain or loss. property. :

Sec, 732. The basis of property Sec. 12(2)(9). A proportionate part
received in distribution, other ¢ of the partner's basis of his interest
than in liquidation of a partner's be allocated to each distributed asset.
interest, will be the same as the
basis in the hands of the partnere
ship immediately prior to
distribution. In no case, may the
basis of property in the hands of
the distributee exceed the basis
of hils partnership lnterest
reduced by the amount of money
distributed to him in the same
transaction,

The basis of property
distributed in liquidation of a
partner's interest shall be the
basis of the distributeels
partnership interest less any
money received. ‘

The bacsis to the distributee of
inventory items and unrealized
recolvables is linited to the basis
they had in the honds of the part-  (26)



OPTIONAL
ADJUSTMENT
TO BASIS COF
PARTNERSHIP
ASSETS

UNREALIZED
RECEIVABLES
AND
INVENTORY
ITEMS

SPECIAL RULE
ON GAIN OR ROSS
ON
DISFOSITION
CF
DISTRIBUTED
PROPERTY

Féderal
nership.
Sec., 734. No gain or loss

to a partnership as the

result of a diastribution of
asgets to a partner. If the
basis of distributed assets

in the hands of the distributee
partner is less than the basis
of the assets in the hands of
the partnership, there may be
an excess or "unused" basis,
The new law permits the
partnership to elect to adjust
the basis of its remaining
agsets to take up this excess
basis.,

Sec.751 (c){(d). The term
"unrealized receivables" is
used to apply to any rights

to income which have not

been included in gross income
under a partnership accounting
method. Usually this pro-
vision wculd be applicable only
to cash basis partnerships

State

No such election provision., Under
current practice a partnership is
not permitted to adjust the basis
of remaining partnership property
after having made a distribution
of part of its property to a
partner.

No such definition concepts.

which have scyulred e contractual
or legal right for goods or services.
The term "inventory items"
includes assets held for ordinery
business sale and other assets
which are not capitsl assets.
Inventory items are considered
substantislly appreciated only
if their fair market value is
more than 120% of their adjust-
ed basis to the partnership and
more than 10% of the fair market
value of all partnership pro-
perty other than money.
Gain attributsble to these
two items will he taxed as ordinary
income not as cepital sain,

Sec. 735. Gain or loss from
the disposlition of property
(inventory items or unrealized
receivebles) is to be treated
as a pain or loss from the
sale or exchange of property

No such provision



PURCHASE OF
DECEASED OR
RETIRED
PARTNER 'S
INTEREST

PURQIASE (R
SALE OF A
PARTNERSHIP
INTEREST

Foderal State

other than capitsl asset.
In the case of inventory
items, this rule will
apply only if the sale
takes place within 5 years
from date of distribution.
If the sale takes place
beyond this period, gain
may be treated as capitsl
gain, provideu that these
assets are csnital agsets
in the hands of the partner
at that time.

Sec. 736, On payments made No such specific rules.
to a retiring pertner or to
the estste, capital gain
benefits will be available
only to the extent that the
payments are for an interest
in partnership property,
excluding amounts paid for
unrealized receivables or
goodwill, except to the extent
that the pertnership epreement
provides for s payment with
respect to goodwill, Any
payments that are alloceble to
the retiring pariner's interest
in substentially appreciated
inventory items will be treated
as amounts received from the
gale of a non-capital asset.
Paymentsg which are not made
for an interest in the partner=-
ship are treated as income to the
retiring or deceased pertner and
deductible by the partnership,
(Rules spply to decedents dying
after 195L)

Sec. 74l and 742. Under the old No Specific mention,
law it was not clear whetlier the ‘
sale of an interest whose -ralue
wag attributable to uncollected
rights to income gave rise to
cepital gain or ordinary income.
The now law nakes it clear that
any amount received by a selling
artner attributable to approcilated
nventory or unrcalized recelvable
will be ordinary gain or loss,

(28)




LIABILITIES
TREATED AS
DISTRIBUTTONS
CR CONTRIBU-
TIONS

EIECTION OF
PARTNFRSHIP
TO BF TAXED
AS A CORP-
ORATION

Foderal

et gy

Secs 752 Any increase in a part-
ner!s share of the liabilities
of partnership must now be treat-
ed as a contribution of money by
the partner to the partnership.

Conversely, a decrease in a
partnerts personal liabilities
because a portion of them have
been assumed by the partnership
will be treated as a distribution
of money by the partnership to
the partner.

The transfer of property
subject to a liability by a
partner to a partnership, or by
the partnership to a partner,
shall, to the extent of the fair
market value of the property, by
considered a transfer of the &-
mount of the liability along
with the property.

Sec. 1361 New provision permits

- certain partnership to be tax~-

ed as corporations. The elec-
tion must be made by all part~
ners owning an interest at any
time_from the first dayv of the
first tax year to which the elect~
ion applies. Election is erre-
vocable unless there is a 20%
change in ownership. A new
election must be made not later
than 60 days after the close of
the taxable yvear, if there is a
change in ownership. Other prov-
isions aret (1) 50 member limit,
(2) capital is a material income-
producing factor, or business 1s
one in which 50% of the gross in-
come is profit from trading as a
principal or from buying and sell-
ing real property.

No similar provision

No such election

Doece not change law in resrect
to unincorporated ascociation tax ¢

as corporationse

(29)

State



CAPITAL UGAING
AND LO3SE3
TREATWIRT
ALTERNATIVE
TAK

LIMITATION
ON CAPITAL -
LO3SES

CAPITAL 1038
GARRY-OVER

FirDEHAL

Sec, 1201. An alternative %tax com~
putation is provided for corpore
tions as well as individuals, so
that the total effective income

tax on the excess of net long-term -

capital gain over net short-term
e;gital lose will not be more than
25%,

Sec. 1211 (a) Corporation - losses
from gules or exchanges of capital
asgets shall be allowed only to the
extent of galns from such sales or
axchanges
(v) Uther Taxpayern, - losses

from pales or exchanges of capital
angets shall be allowed only to the
extent of gains from such sales or
exchangen, plus tha taxable income

of the taxpaysr or {1,000,00, whiche

ever is smaller,

Seo 1212 Any excess of capital
losses which i3 not deductible 4n

the tazable yesr is 8 “net capi-

tal loss® for that yesr, which
may be carried forward into the
naxt five succeoding years, until
it 1s absorbed,

-

(30)

STATE

No such provtaion

Seo 13)«1~27 (L) CR3 Rev,

885 15 (d) Losees from scles or ex-
changes of capital assots shall be
allowed to the extent of §2000,00
plus the guins from such nln or
exchanges.

HoBs No. 7k = 3/9/5h.

3ec 15 (a)(2) 1f for any taxable
yuar bepinning after December 31,
1953, the taxpsyer han & net capi-
tal loss or nst operating loss, the
amount thereof ahall be treated as
& short-term capital loss in each
of the four succeeding taxable
years wmtlil it ix sbsorbed,

)



CAPITAL GAINS

teusral

State

See, 1221, "Capital asset" Sec, 138=1~27(2).
AND LOSSES means property held by the Secs 15 (b). Property held by the
( GONT) taxpayer, but does not includes taxpayer, but does not includes:
GENERAL RULES (1) Stock in trade or property (1) Stock in trade or property
DEFINED properly included in the inven- properly inocluded in the inven-
M3636 tory, or property held primarily tory, or property held primarily
for sale to customers in the or- for sule to ocustomers in the or-
dinary course of business, dinary course of business.
(2) Property used in trade or No such exolusion,
businesae
(3) A copyright, a literary, No such exclusien,
musical, or artistic composition,
or similar property,
(4) Accounts or notes receivable No such exclusion,
acquired in the course of trade or
business,
SPECIAL RULES Sec, 1231(a). If the gains from Same as State for gains,
PROPERTY USED the property used in the trade or
IN THE TRADE business and involuntary conver=
OR BUSINESS AND sions held for more than 6 months
INVOLUNTARY exceed the losses, such galns and
CONVERSIONS logsses shall be consldered as
MU639 gains and losses from sales or
- exchanges of capltal assets held
for more than 6 months,.
If such gains do not exceed No such special rule for losses,
such losses, such gaing and losses
- ghall not be considered as gains
ox lozses from sales or exchanges j
of capital assets,
‘ , |
(1) Losses upon the destruction,  Art, 5(d) 3. If livestock has been
in whole or in part, theft or sei~ purchased for any purpose, and after-
gure, or requisition or condemna~ wards dies from disease, exposure, or
tion of property used in the trade injhry, or is killed by order of the
or business or capital assets held authorities, the loss is allowable as
for more than 6 months shall be a deduotion, ;
considered losses from & compul- ‘
sory or involuntary conversion,
(b) includes:
(1) Timber or coal,
(2) Livestock held for draft, No time 1limit necessary to be
breeding or dairy purpeses, and recognized as a capital asset,
held for 12 months or more (not
including poultry).
. (3) Unharvested crop,

(31)




|

BIRES AND

JPHER 4
EVIDENCES O
INDLBTEDNESS

SHORT 8ALES

QPTIONS

SALE OR
FXCHANGE OF
PATENTS

DEALXRS IN
SECURITIES

Faderal

S5aece 1232, (2). If bonde or
othor evidoncoes of indebtedness
are igsued ab u discount, and are
held for more than six months by
tho taxpayer, any igain on their
sale, exchangu or reviremant that
is due to the oripinal issue dige
count i3 tuxable as ordinary ine
come, Any guln in excens of that
amount is taxed as long-term
capital gain.

Sec. 1233, (lains or losses from
short sales of property are cone
sldered &3 goins or losses from
the sales or exchanges of capitsl
asgets to the extent the property

used to close the short sale 1s a

capital usset, othor than a hedp-
ing transagtion,

Beo, 1234, Options are a capital
gain or losas on sale, exchange or
lapse if the optlioned property
would be, if scquired, & capital
sgget Iin the hands of the holder
of the option,

Sec, 1235. Long-term capital
gainsg treatment hos been made
applicable to gain on the trana-
fer (other than by gift, inher-
itance or devise) of all sub-
stantial rights to & patent or
of an undividad intervat,

Sec. 1236. A dealer say treat a
gain as a capital gain ifs

1. The security is clearly
identified in tho dealer's re-
cords az a “seourity held for in~-
vestaend" within 30 daya after the
security was fcquired,

2. At any tinme after such
30th day, the security must not
be held primarily for sale in the
ordinary course of his trade or
busiaess,

“(32)

State

Sac. 136~1-27 C R B « Eev, Seq, 15
shore bunds are capitul assets, they
are sudject 1o capital gain and loss
limitations,

Ko specific provision acosptsd as a
matter of policy,

Sec¢. L(a) Sea. 6(1)(;1).' Treated as
ordinary inooms or loss,

Art L(a)~B. Capital gain treatzent
not extended or available to full
tixe Inventors.

Ho specific provision.

1. v «
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REAL PROPERTI
SUSDIVIDED
FOR SALB

Federal

Sece 1237. In poneral, & non-core
porate poller will ot cupital-
galn treatwent Af these conditions
are not:

1. o is not a dealer in
other real estute in the year of
pala,

2. He nevaer held the sube
divided tract ap a deusler.

3s He had never made cer-

- tadn substantlal improvements

ARORTLZATION
IN EJCE33 OF
DEFRECIATION

CATN FROM
BALE OF CFR-
TAIR FROPERTY
DBETHEEN
8POWES OR
BETWEEH &N
INUIVIDUAL A4D
A CONTROLLED
CORPORATION

which increased the value of the
lots sold,

LW Unless the proporty was
inherited, it must have been held
for at leust S years.

intil the year in which the .
6th lot is gold, all the gain is
eapital pain, In that and luter
yeuru, in up to S5 of the sell-
ing price is ordinary income and
the balunce capital gain, The tex-
payer can start the count of S
salos over again after 5 years

elapse without a aale.

Sec, 1238 (L17()(3). GCain reale
ized from the sale of property
uhdch is anortiged as un gumor=
gency facility is frequently
troated ao port ordinary income
and part capital gain, rather than
capital pain axclunively,

8ac. 1239 (117 (0)., Capiltal gain
benefits are denied where depra-
clable property is transferred,
directly or Lndirectly, betweemn
busband and wife or betwgen an
individual and a corporation in
which ba, his epouss, and thelr
miror children and minoy grand-
children own more than §0% of the
valus of thu cutstanding stoeck,.

(33)

State
Art. li(a)-10
The pain or 1osa from sale of a
tract of lund aubdivided into lotas
or parcels phall not be troated as &
capltal prin or loss,

No such provieion.

Ho spuaial provision,

Ho such provision~treated as a



TAXABILITY TO
EMPLOYLE OF
TERMINATION
PAYMENTS

Federal State

Sec, 1240 (117 (p)). Capital No such provision,
gain treatment is available for

amounts received by an employee

after termination of his employ-

ment, in exchange for an assign=-

ment or release of all rights to

receive & percent of future pro= -

fits or receipts., limited to pay-

ments on contracts made before the

5’.‘ Godo.

(34)



TAXABILITY TO
EMPLOYLE OF
TERMINATION
PAYMENTS

Federal

Secs 1240 (117 (p)). Capital

gain treatment is available for
amounts received by an employee
after termination of his employ-
ment, in exchange for an assign=-
ment or release of all rights to
recelve a percent of future pro=
fits or receipts, limited to pay-
ments on contracts made before the
Sh OOdQQ

(34)

State

No such provision,

1N



COMPENSATION
FROM AN
EMPLOTMENT

INCOME FROM AN
INVENTION OR
ARTISTIC WORK

INCOME FROM
BACK PAY

Federal | State

Sec. 1301 In the case of compen- No such provision. The Income is
sation from an employment of an taxable in year received.
individual or a partnsrship cover-

ing a period of 36 calendar months

or more from the beginning to the

completion of the services, if at

least 804 of the total compensation

is received or accrued in any one

year, the tax for ths amount re-

celved or accrued in that ysar shall

not be greater than the taxes which

would have been paid if such amount

had been included in gross income

ratably over the perlod,

Sec. 1302 Income from inventiens - - No such provision. The incomo is
can be spread up to 60 months and taxable in the year received.

up to 36 months for artistic works ‘

(the portion which is not taxsble

as a capital gain or loss), if -

1. The work covered a perlod of at

least 24 months and at least 80% was

.received of the total compensation.

Sec. 1303 If "back pay" received in No such provision. The income is
ons taxable year is more than 15% of taxable in the year received.

the taxpayer's gross income for such

year, the taxes on such "back pay"

can be limited to such taxes as - !

would be payable had it been re-

ceived in thoss years for which

it was pald.

(35)



JOINT RETURNS
OF INCOME TAX
BY IUSDAND
AND WIFE

Federal

Sece. 6013 If an individual has
filed a separate return for a
taxable year for which a Joint
return could have been made

him and his spouse and the time
prescribed by law for filing the
return has explred, such indivi-
dual and his spouse may never-
theless make a Jjoint return for
such taxable year.

Where the husband and wife have
different taxable years because
of the death of either spouse,
the Joint return shall be treat~
ed as 1f the taxable years of
both spouses ended on the date
of the closing of the surviving
spouse’s taxable years

(36)

State
Art.19 (a) -6. When a return,
has been filed on the basis
selected, another return for the
same taxable period on another
basie 1s not permitted after the
due date for filing such return
has passeds The option must be
exercised on or before the day
prescribed for filing returnse.

Sec. 19 (a) (1) A joint return
may not be filed if husband or

. wife died during the year.

-

4
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TOPIC IV

CONSTITUTIONAL PROBLEMS INVOLVED IN BASING COLORADO'S INCOME TAX LAW
ON THE FEDERAL STATUTE AND RETURNS

Introduction

Recognizing the fundamental legal questions involved in

‘correlating the Colorado and federal income tax statutes, the

committee first examined the problem of making the Colorado in-
come tax law follow the federal code in its entirety. The

Uhiversity of Colorado Law‘School‘waé asked for a defailed brief

‘on the subject. The brief, which follows, was prepared by Prof=-

essor Al Menard of the Colorado University Law School. It points

out very clearly that there are serious legal problems involved

in making the Colorado statute follow the federal act on a mandatory

basis. In view of these problems and the extensive degréerto which
the state is dependent upon the income tax for its gemeral fund
revenues, the committee would suggest that this alternative not
be undertaken without a constitutional amendment giving the General
Assembly unquestioned éuthority to #ct in this regard.
‘THE GOLORADgUg;ESEIgggigNéksggQXsSIONS AND
There are at least three provisions in the Colorado Constitution

which call for some considerationi. Each of these provisioms will

‘now be examined in detail.

A. The Colorado Constitution and Legislation by Reference.

The first provision directly concerns the matter of legislation

by reference and is present if the Colorado General Assembly desires

zl’The remainder of this section was prepared by Professor Al
Mpnard of the Univefsity of Colorado Law School.

l=



to take any steps to coordinate our income tax with the federal
tax, other than to cuopy verbatin‘provisions-of-the federal law. ‘
This provision of the Colorado Constitution reads as fbllovsi
"Article V, Section'84, Revival, Amendment or Extension of
Laws, - No law shall be revive¢ or amended or the provisions
.thereof extended or conferred by reference to its title omly,
but so much thereof as is revived, amended, extended or con-
ferred, shall be re-enacted and published at length,"
The part of the foregoing section of the Colorado Constitution
which is particularly pertinent to the current problem .is that
which prevents a law from being extended by reference to its title
only. The obvious purpose of the amendment is to require that the
legislature have squarely before it for re-emactment the full-text
_of the statute which iy is in effect passing. A secondary objec-
tive of the section is to make somewhat easier the job of search

for the provisions of gtate law by insuring that the entire law on

a point is set out at a single place.

This thase of Section 24 has not been construéd: by the Golo-
rado Supreme'Courf on very many occasions. In People V. Friederich,
67 Golo. 69, 185 P. 657 {(1919) a statute provided that any law‘of
the State of Colorado defining delinqﬁency should be considered to
apply to #nd include all girls under 18 years of age. The Supreme
Court held such a statute unconstitutional on the grounds that it
'extended the provisions of other statutes by reference iﬁstead‘of
re-enacting at lemgth so much of those laws which it purportéd to
extand. The court found fhat the test of whether or not the act
before it was complete in itself was whether it would apply to any

gffense of its own motion. The court found that it was not complete

because it was necessary to refer to other acts to determine offenses

- a2e
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against children under 18,

Perhaps the Colorado case which resembles most closely the
present problem is that of Brannaman v, Richlow Company, 106
Colo. 317, 104 P.2d 897 (1940). In that case,an unemployment
compensation contribution dispute was before the court. The
issue involved the definition of employment. It was argued to
the court that the Colorado statute incorporated by reference
the definition of employment in the federal social security
act, although it was admitted that the Colorado statute also
contained a definition of employment. The court found that
the Colorado statute did not seek to incorporate the federal
definition by reference, so that it did not have to squarely
face the constitutional problem with which we are concerned.
However; in the course of the opinion the court commented as
follows: "Even if it be assumed that a definition of the federal
act can be incorporated in our law by reference, which in reality
presents a serious constitutional question, the argument of the

state officials still is fallacious." Later the court pointed to

Section 24, Article V, as the section which raised this question.

3=



Or the other hand, the Supreme Court hrs held that the prqvisions of idrticle

V, Section 2lj, do not prevent the adoption by reference of mere procedural

. provisions from another st~tute. In Termin~l Drilling Co. v. Jones, 8L Colo.,

279 269 P.89L (1928), the court had before it & statute which extended » lien

to those who performed services in drilling = well. The statute further pro-
vided th~t the perfecting ond enforcing of such = » 1ien should be accomplished

in the same manner as then was provided for mechanic“s liens. The court held that
2 statute which incorporated by referencee§rocedura1 matters oniy does not

contravene Section 2L, Article V of the Colorado Constitution.

Again, most recently, the m-tter was before the Supreme Court in connection
with the adoption of the Coloredo Revised Statutes of 1953. As the members of
the income tax study committee no doubt recall, the Supreme Court was requested
to render an advisory opinion on the adoption of the Colorado Levised Statutes
of 1953. Th~t opinion is reported undef the title *In Re'lnterregetories from
the House of Repfesentatives“ 127 Colo. 160, 254 P2d. 853 (1953). It wns
surgested that Section 2li, Article V, miszht render the adoption of.fhe revised
etﬂtutes unconstitutionsl as legislation by reference. The court disposed of
the problem r2ther summarily by stating th=t the bill tenderee by the commission,
constituting the entire body of the etatute, wos before the legislsature in full
~ and was enactedlin full. Thus the Constitution did Aot preﬁent a gener~l revision

of the stztutes or 2 codification thereof,

In summary then, # survey of the Color»do decisions which are pertinent does
not>revea1 £#n unequivocal answer to the question of adoption of the federal
income tex code by reference. It does suggest thot there are dangers inherent
in suweh action. TUndoubtedly, there are examples of ndoption by reference now
oresent in the Colorndo Revised Statutes 1953. 4s » practical mntter of
strtutory dr2ftinz, it is sometimes difficult to =void this device. For exanple,

the 2dditionn) est-te tox imposed by the Stnte of Colorado in the event thot
-4
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the‘full 807 credit ageinst tne federal cestntec t7x is not utilized b the
Color~do inherit-nce pax‘mﬂy perhaps be an exomple of ot least comput~iion by
reference. It hns never been attacked in this st~te. The issue h~s been r-ised
elsewhere and strte estate taxes so phrased hnve been sustiined #2gainst such
argunent. See e.g. Cook v. Taylor, 210 Ark. 803, 197 S. W, 2d 738 (1946}. In
any event, our supplemental estafe does not go as far as n proposed adoption of
the income tax code by reference. Despite the pradtical success of adoption

by reference on 2 minor scale in a number of instrnces ond the basiC merit in

the proposal, there is a real danger in an ~ttempt to base such an import~nt segment
of the mevenue as the income tax produceé upon 2 device of cuestionble consti-
tutionnlity- Alternaté solutions involve either a constitufion~l amendment or the

setting out in detsil of » st te st tute modeled on the feder~l strtute,as does

B. The Colorsdo Constitulion and Delegated Legisl~tion

A second possible constitutionsl objection to incorpor~tion of the federal
income tax éode into Colorado law bystatute lies in the 2ttitude th~t our stote
Supreme Court hns teken to the delegntion of legislative pover. irticle V, Section
1, of the Colorado Gonstitution provides in port as follows: "The legislative

povrer of the st~te shall be vested in the general assembly...

This langungé gener2lly hns been t~ken to prevent the delegntion of
legislative power. In Colorndo, the doctrine hos been orinciprlly utilized
in connection with th: giving of power to m=ke substmtive rules to administrotive
sgencies. The nttitude of our Supreme Court in this connection is ferirly well
summrrized in the recent cgse of Prouty v. Heron, 127 Colo. 168? 255 P2d 755
(1953?. In thet case, involvin: cert in cctions of the ingincering Licensing
Bo~rd, the Supreme Court reitercted »n oft repeated st-tement to the effect
th~t the generrl 2ssembly m~y not delegnte the power to m~ke » lrw, “hile thé

orecedents ctme chiefly from the administr-tive lrw field, the l-n~uzve is bread
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dndllends itself to use in the inst-nt type of problem.

A partial answer to this type of argument exists when the legislature simply
refers to 2n existing federal ststute as of a cert~in dnte ~nd provides thnt
compu£ations of tax due should be based upon the provisions thereof both for
the present »nd the future. In this case it can be maintained, pefhnps with
success, that the legisl~ture hns not delegated the power to make a 12w but
has simply adopted p;@visionsof existing*lnw\and levied its ovn tex -t its
own rates on such 2 fixed basis., waevéri it m2y be contempl-ted th~t changes
in the federtl income tax code, which tnke place almost annuélly, should
affect the basis for?Colorado income tax computations., Indeed, this is the
most practicable approach to the problem., If such be the éase, though, there

is some substance to the argument th~t the Color~do legislnature hns delesnted

to Congress the power todetermine the income tax 12w for the Strte of Colorado.

This ~pproach, which obviously may be anticipated,may be met by 2n argument

to the‘effectb thz*t whrt the Colorado legislature is doing is accepting » method
of computation, which may chanme, but is not adopting the details of the
legislation so involved. The outcome of litigation, in which arguments such
aé those outlined would no doubt be advanced, cannot be predicted with
absolute certainty. Hoﬁever, the wisdom of 2dopting legisl2tion open to such

cuestion is definitely doubtful.

C. The Colorado Constitution and Retrospective l:erislation

L final problem which m”y be encountered unless 2 carefully pl-nned ~nprosch

is used is thot of the Colorado prohibition agrinst retrospective lerislstion,
iirticle II, Section 11 of the Colorado Constitution reads ns follovs:

"o ex post facto 12w, nor l-ow impeiring the oblig~tion of conti-ctis,

“ or retrosnective in its operntion, or making any irrevocable ~r-nt
of specirl privileges, Ir-nchises or immunities, shsll bc p-ssed by
the genersl 2sserbly."

It should be noted thnt no comparable limitrtion on retrospeclive or re-

troactive legisl~tion is found in the United Ststes Conutitution.
6=



This provision of our Colorado Constitution is in-olved in the inst nt
problem in two ways. In the first pl-ce, if a tax statute mking major ch nros
is ~dopted by the 1956 General Assembly, for example, mry it legn1ly becomn offec-
tive Dé to crlendnr year returns govering o year from Janusry 1, 1956 to December
31, 1956, since such year hnos alréady begun "nd some of the events affecting tLhe
tax dué h2ve 2l ready taken place? In other words, is such a stﬂtute’retrospoctive
legislnrtion? The same question arises in applying tax chonges to fiscsal yo-r
trxpryers. Before specul 7tinz upon the answer to this problem, it m?y be noted
that it arises with any change in tax 1nw'ahd not merely with one integrating
a state and- federesl ta# stntute._‘In fact, it is applicabl: to 21l legisl~lion,
although of course tax 1egisl°ti§n is peculisrly vulnerasble to att~ck under the
provision since {t is most apt to involve previously completéd events through

its anmual accounting feature.

There seem to be no decided cases scuarely presentins the issue of retro-
spective legislnrtion in nll its aspects in a tax dase before the Colqrndo
Supreme Court. However, there are cases touching on some nhases of the problem
which illustrote the fact that the point is rmised at times in tax cases. 1In
imerican Refrigerator Transit Co. v. Adams 28 Colo. 119, 43 P. 410 (19@0) the
legislature hod provided in an act passed in the 1897 General 4Lssembly snd
approved by the governor on April 1, 1897, for the method of determining the
tax for the ye~r 1897 on reailroad cars opersting both within and without the
s%ate. It was nrpgued thot this constituted retrospective legislation ns = n-ri
of the year 1897 had gone by prior to passage of the 1ow. The Suoreme Court
brushéd this point aside on the grounds thot the cors were #lready subject to

~

trxetion under exislin~ strtutes and the 17w in cuestion merely m~de cert~in tie
i



method of computing the number of cars. From this case an 1rpument mry be mode
tht certrin det~ils of 2 tox statute mey be chanpged during the tox yeor,

but cdertninly ~ny broad generalizntion as to changes in rates or basic principles

of tax 1is not werranted, since the case involved a rather narrow factual siturtion.

In People v. Estate of Waterman 108 Colo. 263, 116 P.2d 204 (1941) the
legislature Ind removed certain inheritance tax exeﬁptions between the date of
death of the individusl whose demise gave:;ise to the taxable transfer and the
time when the property w2s actunlly tronsferred to the trkers for their bene-

-

;ficial use. The court.svoided a scurre holding on the problem here present by
Tindinz th~t the transfer upon which the tax rested had not t~ken place when the
exemptions were removed and hence the statute had no retrospective operstion =s

it eppliédfin practice.

¥hile the annotztions to this section of the Color-do Constitution in thé
Colorado Revised St~tutes indicate that this provision prohibiting retrospective
laws is invoked without success far more frecuently then it prev-ils, it is not
completsly toothless; In some cases it has served to invalidate the ~ppliction
of a strtute. Seé for example Atkinson v. Colorado Yheat Growers Association,

77 Colo. L475, 222 P. 1116 (192}).

Examination of past legisl~stive custom in regard to smending the Colorado
income tax la2w does not revesl any consistency of practice. The original income
tax nct of 1937 (Ch. 175, Colo. Sess. Lows, 1937) was carefully drrfted to
become effective only upon possage and to tax no income received pribr to such
date. (See Sec. 38 thereof} ‘fhen mrjor rnte increases were imposed and othex
signifig@nt changes were made in 1949 (Ch. 171, Colo. Sess. Lows 1949) cereful
provisions vere ﬁgﬂinlinserted to m~ke the chonges operative only afier the
possage of the stotute., On the other h~nd, when exemotions were further cut
in 1951 and other chasnges made, the strtute bec~me effective imredigtely #1lhewyh

-8-
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a part of the year had passed and though this had an effect on the amount due.
(See Ch. 196, Colo. Sess. Laws 1951) The same was true when extensive changes
were made in 1943, although most of these do not appear to have affected the
amount of tax due (see Ch. 114, Colo. Sess. Laws 1943) Thus there is no settled
legislative practice,

Finally, it should be pointed out that the problem is repeatedly raised if
the method of integration adopted is to base the Colorado tax upon adjusted gross
income, or some other figure on a federal tax return. The federal statute is
subject to amendment almost annually and these amendments nearly always operate
retroactively to the beginning of the tax year. There is no prohibition specifically
against retrospective legislation in the United States Constitution and in a
number of cases the United States Supreme Court has held that general principles
of due process did not prevent some retroactivity. See for example, Stockdale
v. Insurance Companies, 20 Wall. 323 (1873 - the Civil War period income tax);
Brushaber v, Union Pacific Railroad 240 U.S. 1 (1916 - the present income tax).

In summary on this point, the problem of the retrospective limitation may
be solved rather easily if the legislature simply desires to base the Colorado
tax on federal law as of a given date. The practice in 1937 and 1949 points
out a completely safe course, in making the adoption prospective only and applicable
only to income received after the effective date of the statute. Possibly this
is not necessary, as laws which were not this carefully phrased have not been
attacked, But if the legislature wishes to automatically accept federal changes
the problem is more serious for many of these federal changes will be retroactive
if past experience is significant. For such a pattern, a constitutional amendment
does seem indicated, although in the current trend most of these changes are such

as would benefit the taxpayer and hence would not come under attack.

A
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D. The Possibility of an Advisory Opinion

It is obvious from the discussion of these three constitutional provisions
that constitutional doubts do exist surrounding any system of adoption of the
federal code other than by detailed reiteration. While arguments favoring the
legality of basing Colorado's tax on the reportable federal adjusted gross income,
for example, can be made, absolute reliance thereon does involve some risk, In
view of precedents noted in the discussion of experience in other states below,
perhaps the odds favor decision of constitutionality. Still the element of risk
cannot be eliminated in an opinion on this point as the foregoing summary of the
Colorado Constitution and cases demonstrates.

One possibility should be noted. The Colorado Constitution, unlike that of

most states, authorizes the Supreme Court to give an advisory opinion "upon important

questions upon solemn occasions when requested by the governor, the senate or

the house of representatives. . ." See Colorado Constitution Article VI, Sec. 3.
The Court has been somewhat reluctant to exercise this authority unless a number
of conditions are met, e.g. the statute must have been introduced but not passed
by both houses if the interrogatories come from the Assembly. See in re Interroga-
tories by Governor 71 Colo.331, 206 P, 383 (1922); in re House Resolution, 88 Colo.
569, 298 P. 960 (1931). This obviously implies that a specific measure must be
submitted to the Court and not merely general inquiries as to how an objective may
be legally reached. Within appropriate limits, however, the Court has passed

upon the Constitutionality of measures upon requgst. See, for example, In re
Interrogatories Senate Bill 24, 127 Colo. 160, 254 P.2nd 853 (1953). If the
committee of the Legislative Council desires, it ﬁight consider the submission of
a bill involving incorporation by reference and the other matters discussed above
and request an advisory opinion prior to final passage. If this were done early
in the session, it might be possible to secure an opinion early enough to permit
adequate consideration thereafter of alternative proposals involving either a
constitutional amendment or enactment of a bill embodying federal language set

out at length.
- 10 -
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TII

EXPERIENCE IN OTHER STATES

In the rbsence of specific orecedent in Color~de »h™ich indieies definitely

either the legality or lleprlity of brsing the Color»de income tox upor the

federnl code, it is appropri~te to turn to the exverierce in othsr jurisdictions.
Lopood wmeny states, ircluding Colorndo, hove conicd vrrving cventities of phreseolory

Trom the Tedersl strtute in the interests of simnlicity. his, of course, no:es no
learl oroblems ~t 211, A rather cursory surveyv indicrotes thst sppr "J nately six
st tes »nd one territorv hove axneriemented in one Tovm or ~rother vith true adoption

o

b refererce of f

r-1 income tox provisions. o briefl discussion of the »pprrent

ler]l experience in e=2c¢h of these strtes is in order.

From the =wterisls 2vnil~ble in the lzw librory of the University of Colorrdo,
it vould spnoor thot the stote of South C-rolins wrs the first to bese its income
v st tuhe voon the Federal strtute vithout setbing forth in the South rrolins

Ral
i

1-u the Dvll det~ils of the t-x system so ~donted. This cction wrs t-lken in the
verr 19220 The South Coroline st”tutc‘imnose; 2 stete income tbtex fixed 2t 33 i/B%
of the =iount of the feder-l texz vrid by the South Yarolins tax pryer. It did
nrovide some adjustments for non-resident corvorations and others in 2 comp-rable
osition, It did specificﬂlly cdopt by reférence 211 the provisions of the United

Stotes income boxw stotute of 1921,

The South “~roiins stotute wes nromstly chrll-nged in the courts of thot
st*te. In the crse of Santee Mills v. Cuery, 115 3. §. 202 (192?) the Supreme
Court of South C-rolin~ usheld the conslitubion~lity of the strtute. Agrinzt the

conterdon thrt the #ct incorpor-ted b reference in ¢ fo°shion not nermisseble, the

-Susreme Yourt of Sovth varolin simmly stoted thet imcorpor-tion by refercnce wos

prrmisstble in th-t stote. Ttehould he ncied thot SYouth Crrelinn hrs no
~11-



constitutionnl provision comp®r-ble to Section 2, srticle V, of the Colorado
.Constitution, the provision of our own constitution which wns discussed 2t length
in port ITA of this study ~bove. The second point usually ~t issue in this tyve
of crse whs 7)so rriced in the Santee Mills cmse, the p rtv ~ttacking the South
Carolins st~tute ~sserting that it delegated lezislative power. The South Carolina
Cons titution does cont~in 3 clause vesting legisl-tive powver in the general
assembly of thot st~te, see South Carblina Constitution, Section 1, Article III.
The Supreme Court of South Cnrolina, however, found th"t the st~tute intended to
adopt only the 1921 statute 2nd not subsequenf amendments thereto which might be
passed by Congress from time to time. On this basis the court found no illegsl

deleg~tion of porer.

Vhile: the moterials in the University of Colorndo 17w libr-ry are not
sufficiéntly adequate to permit sn unecuivocal statement, it "pperrs that South
Carolin~ sbrndoned the utilization of the federsl income t2x code in this fzshion
in 1927, 2nd on thﬁfpnte be: n to utilize 2 method comp~r~ble to the present
Color~do st~tute. In other words, -t the presenﬂtime South Cardiinﬂhfs enacted and
utilirzes 2n income tex stotute of its ovn dr-fting. See Code of Laws of South

C~rolina 1¢52, Section A5-201 et seq.v

‘The next st te to utilize feder2l income tax law by reference appe-~rs to
have been Georris., In 1929, Georgin 2dopted an act very similar to th?t of South
C~rolina discussed ~bove. While it prescribed somewh~t more administrotive
mochinery, in genernl, it turned upon ~ssessing for the strte » tax at » rate
of 33 1/3% of thé amount actu2lly p~id by the t~x payer to the feder”l ;rovernment.
The constitutionality of this st-tute wrs attacked in the c-se éf Featherstone
v. Norman, 153 S.E. 58, 70 4.L.R. 4h9 (1930). Georgin does not have in its
constitution ~ orovision ccmprrable to Section 24, Article V of the Colorado
constitution. Consequently no issue of incorporntion by reference wrs raised
before the Ueorrin Supreme Court. However the Georpis Gohstitution then in

effect (the Constitution of 1877) did provide in article III, Section 1, thnt
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constitutionnl provision comp~r-ble to Section 2, i.rticle V, of the Colorado

- Constitution, the provision of our own constitution which wrs discussed ~t length
in pprt ITA of this study ~bove. The second point usumlly ~t issue in this tyve
of crse wns rlso rrised in the Santee Mills crse, the prtv ~ttacking the South
Carolina st~tute nsserting that it delegated le;islative power. The South Carolina
Constitution does contsin a clruse vesting legisl-tive pover in the general
assembly of th~t st~te, see South Carélina Constitution, Section 1, Article I1I.
The Supreme Court of South Corolina, however; found th"t the st~tute intended to
adopt only the 1921 stmtute 2nd not subsequén£ amendments thereto which might be
passed by Congress from time to time. On this basis the court found no illegsl

delegr tion of power.

While: the mrterials in the University of Color~do lrw libr-ry are not
sufficiéntly ndecuste to permit an uneouivocal statement, it rppe~rs that South
C=rolin~ abondoned the utilization of the feder»l income tex code in this fzshion
in 1927, 2nd on thﬁfbﬂte be:"n to utilize 2 method comp~r~ble to the present
Color~do st~tute. In other words, =t the presenf}bime South Caroiina}}lfs enacted ~nd
utilizes 2n incomz tex stotute of its ovm dr-fting. See Code of Laws of South

C~rolina 1952, Section A5-201 et seq.

‘The next st te to utilize feder»l income tax law by reference appe~rs to
have been Georgia, In 1929, Georgi~ sdopted an act very similar to th2t of South
C~rolina discussed above. Vhile it prescribed somewh~t more administr-tive
m~chinery, in gerernl, it turned upon 7?ssessing for the strte » tax at » roate
of 33 1/3% of the amount actu2lly p~id by the t~x pryer to the federnl ;rovermment.
The constitutionality = of this st-tute wns nttncked in the c-se éf Feathersione
v. Nomman, 153 S.E. 58, 70 4.L.R. 49 (19X}, Georgin does not have in its
constitution -~ orovision ccmp rnble to Section 2}, Article V of the Colorado
constitution. Consequently no issue of incorporntion by reference wes r2ised
before the (eor~in Sunreme Court. However the 3eorsis Cohstitution then in

effect (the Constitution of 1877) did provide in article ILI, Section 1, that
~12-
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lerislotive power of the stote should be vested in » peneral sssembly. Vonsecuently
it w»s urged vpon the court that the st-tute delegﬂteé lerisl-tive power to the

lUnited States Con'ress. The Georgin Court construed the tox st-tute to adopt

only the existing federnl income tﬂﬁ nct and not to contemplerte the 2utom?tir adootion
of futurg acfs or ~2mendments of Congrees. On this basis it upheld the stntute,
%lthough the inference is pl~nin thnt it would not h~ve done so if the statute h~nd
2utom~tically soupght to ~dopt fﬁture chonges in the feder~l nact s thev were made.

spprrently in 1931, Georgi? »b~ndoned this 1929 statute and ¢hanzed to the prrctice

of & completely st te drofted income tax. See Chapter 92-30 Georgia Code J:‘nnot-'wt_ed.

The next state, chronologically, to utilize the feder~l.income tex provisions
seems to hrve heen Vermont. In 1947 Vermont 2dopted 2n income tex st? tute which
provides féf'the éomputﬂtion of net income for purposes of state income trxation
upon the bssis of and in the s me monner th~t net income is computed for purposes
of federrl tax returns. This natur~lly results in » considerable shortening‘of
the Vemont income tox statute. In order to 2void argument th-t the Vermont
legisl-ture is delepating the power to Congress to legislste in the future for
Vermont, the st~tute provides »n nltern~tive whereby the federal definitdion of
net income, 2s it re2d on the d~te of ndoption of thé Vermont statute, is to be
used. rl"hen,, for convenience, the tm"x pnyer is s2llowed at 'his election to use the
preSenf federnl definition. Presumably ~ny tox pryer who utilizes ‘the current
definition is estoppecd to rrise the cuestion of delegation of power. See Chepter 443,
Section 932, Vermont St-tutes of 1947. An examinrtion of the Vermont-Gonstitutién
indicates no section comp-r~ble to Section 2k, Article V.of the Coloredo Constitutibn
and hence there is no problem of incorpor®tion bv reference in that jufisdiction.
Aipprrently the Vermont statute hes not chsllenged in the cocurts and isstill in effect.

The fourth st~te to venture into this 2res wrs probably Utoh. Borrowing
somerh~t from the ~ltern~tive expressed in the Vermont stétute notéd above

but utilizing it in » different feshion, in 1951 Utrh provided thet 2 texpayer
13-



-with édjusted gross income for federml toax purposes of less than $5,000, who
reléected to utilize the tox t?.blle 'proifided in the federnl statute, could pay, if
he wished, 10% of the amount p~id to the federnl government in dischorge of his
Ut2h income teax 1isbility. If the taxpayer did not so elect, he could compute his

Ut2h toax on the regulsr basis using the full provisions of the sta tute. Obviously

there‘foré » the Utah experiment extended to only a pert of the total number of taxpayers

within the state. Thé Ut~h statute, which had appearéd as Section 59-1L~73 of the
Utah Code Annotated 1953, was repealed by the 1955 Utah Legis'laturé.‘ - See Chapter
12, Section 3, Utah Lews of 1955.  The vali‘d:.tty of this statute was not tested
before the appell~te courts of Utah‘.' Examinntion of the Utnrh Constitution indicates
that the legislative power of the state is vested in the Legisl’nture (Article 6,
Section 1) but that there is no section of the constitution co:l"nparable to Article
V,S8ction 2L, of the Color~do Constitution, directly pertinent to ac‘iopticl)n by

reference.

The fifth strte to be considered is New Mexico. 1In ,1953’ New Megico enacted
a statute patterned somewh~t =fter that of Ut?.h; It provided (see New Mexice
Statutes 1953, Annotated, 72-15-21 (e)) that individuals hoving a gross income of
$10,000 or less might, =t their ’option, pay @ New Mexico strte income tax of L%
of the total income\" tax payable for the same year to the United States under the
provisions of the Internal Revenue Code. When this matter wa#pending before the
legisl” ture, pfobably in a2 slightly different form, the attorney generzl of lew
Mexico rendered an opinion that it would be unconstitutional. This opinion was
based ‘upon three grounds. In the first pl=ce the st tute was taken to delegate
legisl~ tive autiority because it éontempl:ated that the percentagg prid in New
Mexico would be based solely on the amount prid to the United States, which would
vary from ye~r to ye~r. In the second place, the lMew Mexico statute was thought‘
to incorpor~te a United States Stotute by reference and New lexico does have a
provision in its constitution ( See New Mexico Constitution, Article L, Section 18)v

very nenrly identicsl with .irticle 5, Section 2L, of the Colorado Constitution.
-14- '
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Fin~1ly the stotute was thought to violnte principles of proper classification

.of tax payers, contrary to due orocess, 1t does not aopear that the New lMexico

statute was chall-nged before the appellnte courts of that state. It was

repealed by Section 2 of Chopter 188 of the New Mexico Laws, 1955.

Iﬁ Towa, the 1955 legisloture hns adopted a st~tute which utilizes the figure
reportable as feder~l ~djusted gross income under theﬁl95h Internal Revenue Code
as o point of deprrture in computing state income taxes. GSee Ch. 208, Iows Lows
of 1955. It specifically nvoids problems of chonge in the federnl law by opernting
on the figure as computed under the.195h Code and contemplates 2mendment of the
Iowa 12w to chonge this date as frequently as Conrress changes’the Code. See the
discussion by Mille;, The ¥ew Iowa Income Tbx.Law, 1 Iowa an'Review 85, (fall 1959).
Mr. Miller, ‘the author of the Iowa statute, is of the opinion that it avoids
constitution~l pitfalls 2t least somewhnt comp~rable to those which exist in Colorado.
His argument is that incorporntion of definitions and the use of the federnl figure'
merely pert2in to comput~tion and do not delegate lesgislative power. He is partially -
sustained, at lenst, by an earlier Iowa case, Brllard Hassett Co. v. Local Board of
Review, 215 Iowa 556, 246 N, . 277( 1933}. The current Iowa statute obviously has

not been in existence long enough to produce definitiwve litigation.

In New Hampshire, the stats supreme court gave an -~dvisory opinion in 1949
approving,without discussion a pending bill to b2se the state ihcome tax on the
federal definition of net income as of the date the stitute become effective. See
Opinion of the Justices 95 N. H. 540, 6L A2d 322 (19L9). Apparently this measure
was never adopted. In 1955 another bill was proposed which would brse the New
Hempshire tax upon A percentrge of the federnl tax. This was ruled to be unconstitu-
tion~l in ~nother ~dvisory decision. Opinion of the Justices 113 4 2d 547 (1955).
The grounds of the l~st decision vere a rather stringent requirement of tax eouality

in the Few Hmpshire Corstitution.

«]15=~-



Findlly the experience of Alaske should be noted. The territorial‘legislature
passed #n income tax based upon payment to the territory of a sum equal to ten
per cent of the amount prid to the United States as income tax. In Alaska
Steamship Co. v. Mulloney, 180 F 2d.805 (1950} this statute wes upheld by the
United States Court of iippenls for the Ninth Circuit. The language is persuasive,
»lthough the case came up so promptly th=t it did not involve any change in the
feder~l 1aw. It should be noted thrt the Alaskan legislature was not faced with
cert?in limiting factors involving legislation by reference which are present in
Cplorado. . |

Results in other Jurisdictlons, on the basis of the discussion above, do
not preve to be of preat "351stance to one who would seek to uphold a Colorado
st tute basing income ta2x within the state upon the federnl code although they

help somewhnt. Vhile there are three state cases upholding such an actien, their

ﬁeight’is limited by the fact that none of the states involved have constitutional

- provisions comparable to that of Colorado. The same may be said of the case from

Alaska, Of the states which have ﬁore recently ventured into this method of
corrol~ting their own incoﬁe tax with that of the feder~l government, only New
Mexico hhs a constitution?l problem comparable to that existent in Coloredo, and
in New Mexico an adverse opinion of the stzte attorney general was rendered on

this particular legsl problem.’

v
Conclusions
The conclusions which can be drawn from a‘sqrvey of the Colorado Constitution
andrprecedents and from 7 brief summary of legsl experience with the some situstion
in other Jurisdictions cannot be expressed absolute terﬁs. There is no square

authority on the matter in Colorndo but decisions upon »nalogous issues ihdicate .

st te constitutionsl doqbts, despite the possible practical advantages in the proposal.

%hile crses from other jurisdictions have upheld use of the Feder:l Internsl Revenue

Code by reference, in none of these cases were the same constitution=l hurdles
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present s exist in Colorsdo. A recent trend hos been to maske the use of the
- federal code ~s » basis elective with the taxpayer, hoping thus to avoid
-~ constitutionnl litig~tion on the theory that only one who uses the elective method
| could question it and that he would be estopped in any event by his own free choice
T;< of such method. There have been no court tests which have reached an appellate
- court level of the effectiveness of this latter deviée‘but it might well be
e legally 2decuate. Balancing all of the factors discussed herein, it must be
. concluded that adoption of an» of the provisiQnsof the Internnl Bbveﬁue Code by
’ reference, perhaps even én 2lternative elected at the option of the texpayer, does
: involve some constitution~l risks unless 2 constitutional amendment is proposed
j“ and a2dopted or unless an advisory opinion anproves the measure.in advance. Basing
\\ the Colorado: 1aw on the federal code by the utilization of identical 1angunge involves
- “no consfitutional_problem but does lengthen our statutes.
-
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TOPIC V

"TIEING-IN" COLORADO AND FEDERAL INCOME TAX. LAWS ON AN. OPTIONAL
BASIS

- In Topic IV are presented the major legal obstacles involved

in adopting the federal personal income tax by reference in the

E Calorado statutes. The foregoing discussion is concerned prin-

cipally with the legal questions vhich might arise if the federal -
law ﬁere adopted by reference as "the method" for‘the,Colorado
taxpayer. Iﬁ Topic V; however, this repoft examines the possibility
of allowing the taxpayer the optioh;of using either the federal
definitions for arriving at "net income" or the state of Colorado
definitions for arriving at "net income."

Before discussing the mechanics of such_a‘preposal; the com-

mittee desired to have some specific legal opinion on the matter,

~and acoordingly, an inquiry was sent on June 14, 1955, to the
_ Attorhey'General, posing three specific queetions relativetto
: -N_adoption of en optional filing system. '

‘The questions asked of the Attorney General at that time re- |

ﬁ”lated to using the federal "adjusted gross income" rather than the

" federal "net income" as the.option, but the principles involved

would appear to be the same in either case. He expressed the opinioh

- that an optional system would probably be valid in Celoredo, if

properly drawn. He quite properly 1ndicated that the language of a

specifie bill would have to be examined before any final answer on.

:the gubject could be made. The complete text‘of,his opinion is

'reproduced on the next two pages.
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ANSIBTANY ATTORNEYS seNRmAL

Mr. Harry S. Allen.
Senior Research Analyst
Legislative Council '
State Capitol

Denver 2, Colorado

fDear Sir°

‘Receipt 1s acknowledged of your letter of June 1%, 1955,~-
in which you request my opinion concerning the following: .

: FACTS° The Legislative Council, pursuant to House Joint
Resolution 20, First Regular Session, Fortieth General Assembly, ,
is engaged in the study of the Colorado Income Tax law. The chair-
-man of the Income Tax Sub-committee of the Council 18 ifiterested in
the legality of tying the Colorado law to the Federal Internal Reve-
nue Act. One of the plans considered has been for Golorado to adopt

- an optional short form return which an individual taxpayer could elect
to file in lieu of the current long form return. Such short form
would permit the taxpayer to enter the amount of the adjusted gross.
income reported to the federal government, deducting therefrom either
the total amount of itemized deductions or the standard deduction, R
whichever he prefers, plus the amount paild in federal income taxes, . -
“Ehus arriving at the net income for computing the Colorado 1ncome
tax. .

) Another plan considered has been for Colorado to adopt a
return in which the taxpayer pay to the state a given percentage
of his tax paid to the federal government.

QUESTIONS' 1. Would optional short form, indicated in
facts above,‘be constitutional if adopted by the General Assembly?

2. VWould that plan involve an unconstitutional delegation
of aubthorlty inasmuch as it involves the use of federal‘statutes
and administrattve decisions° :

3.k Would the plan set forth in the: second proposition
contravene the Colorado Constitution?
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Mr. Harry S. Allen July 27, 1955

Page 2.

CONCLUSION: SubJect to the specific language that may
appear in a given bill, my conclusion is:

(1) An optional short form could be adopted; (2) Such
would not be an unconstitutional delegation of authority, and (3)
The taxpayer might adopt a return in which he pays the state a given
percentage of his federal income tax; provided that the 1mposing
statute were carefully drawn so as not to violate Article 5, Sectlons
17 and 24, Colorado Constitution, and if provision were made for
exclusion of income over which Colorado has no Jjurisdiction.

ANATLYSIS: It 1s extremely difficult to adequately analyze
and answer the propositions advanced in the questions without having
before me for analysis a specific bill. This problem has been de-
voted considerable time and research. Any obJjections which appear
on a theoretical examination might well be resolved by careful drafts-
manship. .I believe, generally, that the above gquestions can be em-
bodied 1n a satlsfactory statute wlth the admonition that Article 5,
Sections 17 and 24, Colorado Constitution, must be observed. (Section
17 requires that no law shall be passed except by bill; Section 24
states that no law shall be revived, or amended, or the provisions
thereof extended by reference to title only, but shall be re-enacted
and published at length). It 1s impossible to render an opinion con-
cerning those two gections of the Constitution without having specific
language before me to analyze.

The adoption of an optional method of reporting income, if
the taxpayer were given an opportunity to select his return, and to
amend, if he later discovered another form were to his advantage,
‘would probably be valid. The election given would eliminate a large
class of persons who might be in a position to ralse a constitutional
question, as the election would minimize the possibility of the tax-~
payer being detrimentally affected by the adoption of the federal
figures.

I shall be happy to examine any specific legislation that
you may present to me. May I suggest that the Council examine the
experience of New Mexico with its percentage of the Federal tax
statute which was repealed in 1955.

If you desire a member of my staff to be present at the
meeting on July 29 to discuss the research, please advise.

ery t;uly yours,
v , %’l (/)/; ‘t’? " ;4”
5 W DUNBAR
Attorney General

DWD :ml




Mechaniecs of an Optional Filing System

Topic III of this report lists the major différences between
the definitions used in the federal income tax law and the Colorado
income tax law. All these differences affect the calculation of
net income." This "net income" figure appears as line 3 in the
tax computation section of page 3 on the 1954 federal income tax
return (Form 1040). The net income on the state return is line 3
of Schedule N of the 1954 Colorado income tax return (Form 104).
Since this "net income" is the one affected by the differences in
definitions, the use of fhe same definition to arrive at "net
income" for both state and federal purposes would result in great
simplification for the taxpayer; since he would have to make only
one set of calculations instead of two.

Under an optional filing system, the taxpayer would report as
his "net income" to fhe state the same amount as shown on his return
to the federal government. This also would give the taxpayer the
advantage of the more liberal federal provisions, such as deduction

for babysitting expense, charitable contributions, and so on.

Mandatory Adjustments to Net Income

Even if the state should allow the taxpayer to report as his
"net income" for state tax purposes that figure which is so repdrted
on the federal return, certain other minor adjustments must still be
made to conform with constitutional (federal and state) provisions.
For example, the amount of income derived from federal bohds must be
deducted before the state tax can be applied, since states, by

federal constitutional provisions, are not allowed to tax income

L3

derived from that source.
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Optional Adjustments to Net Income

In addition to the mandatory adjustment to federal "'net income"
on the state return it is possible to allow other adjustmenté as
state policy may dictate. One of the adjustments which would have
the greatest effect, aside from allowing credit for federal income
taxes paid, is that of addihg back into income for state purposes
the loss "carry-back" allowed in computing net income for federal
purposes. Under the Federal Internal Revenue Law of 195%, a net |
operating loss may be offset against net income of other years by
means of a 2 year carry-back, and a5 year carry-forward. The Colo-
rado law allows only an offset against net income for 4 succeeding
years. Also the interest received from state and municipal bonds sub-

Ject to taxation may be added to the state return inasmuch as this

~ source of revenue is not included in net income for federal purposes.

Computation of Tax

In computing the tax on the basis of "net income! credit must
be then allowed for the Colorado personal exemptions ($600 for each
dependent at the present time). To illustrate the maximum informa-
tion which would be needed to arrive at Colorado net taxable income
under an optional system of filing and the present Coloradb deductions,

the following specific entries are given:

1. Net income (report same figure as on line 3
of tax computation section, federal form 1040) $ x,xxx

2. Less income from federal bonds $  xxx

3. Less federal income taxes paid XXX ~ XXX
4., Total $ x,xxx
5. Add optional items as state policy

dictates (see instructions) XXX
§6. Total $ x,xxx
7. Less personal exemptions ($600 multiplied

by number of exemptions claimed) - X XXX
8. Colorado net taxable income $ x,xxx

-5-



The above is the information which would be necessary on a
state income tax return; in addition to thelpersonal information
listing the taxpayer's name, names of dependents, etc. There would
also be required an additional small section for those taxpayers
wh§ are subject to the surtax on income derived from interest and
dividénds; plus space for the lines to computé the tax and to take
the existing 20% credit. These latter two computations could be
eliminated by statutory adoption of a tax table taking into con-
sideration all factors to be used by those taxpayers electing to
file under the optional form.

Special Conslderations in Using an Option

The federal law allows a husband and wife to file a joint

return and split income filing. Therefore, the use of the optional -

filing would 'have to be limited to the income prior to splitting, .
and a taxpayer must file a Colorado return on the same basis as his

federal return unless the state wished to lose substantial amounts

of revenue. 1In other words, if a joint return is filed for federal

purposes, then a joint return must be filed for state purposes and
the net income figure,* prior to applying thé split; as reported
on the federal tax return, used as the Colorado figure. If husband
and wife file separate returns with the federal government, then
they would have to file separate returns with thg state and use the
net income réported by each of them to the_federallgovernment as
the net/incomes reported to the state.

If the state 1s using the net income reported to the federal

government as the base for state income tax, then it must also

L

* This figure appears on line 3 of the tax computation section on
page 3 of Form 1040 (Federal), 1954.

b
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provide the taxpayer with the same opportunity to amend his return,
as 1s provided in the federal law. Since at the present time the
state law is more liberal in this respect than the federal govern-
- ment, this presents no particular problem, but should the federal
governmeht extend the statute of limitations_for filing an amended

return, then the state would have to conform.

- Use of Tax Table 1n Optional System

At the request of the committee, the State Revenue Department
has developed.a tax table that could be_used with optional filing,
and which takes into consideration all special features of the present
Colorado income tax law except the surtax; and allows the taxpayer
to arrive at the aﬁount of state income tax due without the necessity
for any computation. This table starts out with the net'income,"l
as reported to the federal government, and computes the tax due to
Colorado for all types of taxpayers. It includes the credit for
federal income taxes paid as well aé the. present 20% credit allowed
on Colorado state income tax.

If such a table were adopted in the statutes as part of the

optional filing system, it would provide the greatest possible
simplification to the taxpayer.

Arguments for Optional Filing
1. This makes the filing of a‘state income tax return as simple
_ as possible, and thus serves to eliminate any reason for complaint

on the part of the taxpayer that the computation of the Colorado

- income tax is complicated.

* This figure appears on line 3 of the tax computation section on
page 3 of Form 1040 (Federal), 1954,
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2. Administration of the personal income tax by the State
Department of Revenue would be simplified to a considerable extent.
The audit program for personal income tax returns would be reduced
to mathematical computations plus checks, as necessary, with the
Fedéral Bufeau of Internal Revenue. The cost of printing, process-
ing, and mailing returns woﬁld also be reduced to some extent.

3. An optional filing system would apparently avoid the
constitutional pitfalls which are inherent in tieing the state and

federal laws together on a mandatory basis.

Arguments Against Optional Filing

1., The enactment of an optional filing system may result in a
revenue loss to the state.
2. Even an optional filing system may pose some serious

constitutional problems.

COMMITTEE CONCLUSION

A system of optional filing appears to offer a reasonable
method of simplifying the Colorado personal income tax and it is
therefore suggested that the General Assembly, if simplification
1s desired, give serious consideration to this plan. Prior to its
final adoption it is advisable that the constitutional question
be passed upon, either by submitting a bill to the Attorney General
for his opinion, or by asking the Supreme Court fdr an interroga-
tory opinion. It is further suggested that if an optional filing
system is adopted there also be enacted a tax table to be used in
computing taxes under the optional filing which would maintain
tax revenue from those using this simplified form at substantially

the same level as existed at the time such plan was adopted.
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