












































	 Home
	 Add Document
	 Sign In
	 Create An Account
































Oregon's Capital Gains Deferral Program









Oregon's Capital Gains Deferral Program An Evaluation of the First Two Years
Presented to the House and Senate Revenue Committees of the 1999 Oregon ... 




Author:
Eustacia Wiggins 




 11 downloads
 0 Views
14MB Size



 Report







 Download PDF 






















































Recommend Documents














CAPITAL GAINS TAX INDIVIDUALS 













 









Capital Gains Forecasting 













 









Understanding Capital Gains 













 









Capital Gains Tax: Best practices 













 









capital gains and dividend income 













 









2 Capital Gains TAX SAVERS 













 









Schedule D: Capital Gains and Losses 













 









Capital Gains Tax and the Family Home 













 









Taxation of Capital Gains including Indirect Transfers 













 









Capital Gains Taxation: Recent Empirical Evidence 













 









Bequest taxes and capital gains realizations 













 









Capital gains taxes and IPO under-pricing 













 









Four Ways to Avoid Capital Gains Tax 













 









Capital Gains Taxes and the Economy 













 









Guide to your Capital Gains Tax Statement 













 









DIGEST. Trapped-In Capital Gains Revisited 













 









RUTHMERE'S NEW MEMBERSHIP PROGRAM GAINS MOMENTUM 













 









Guide to your Capital Gains Tax Statement. 30 June 2014 













 









Capital Gains Tax. Example in March in July 2005 













 









THE INDEXATION OF CAPITAL GAINS. Part I General 













 









A guide to your BT Capital Gains Tax Statement 













 









2008 Capital Budget Capital Improvement Program 













 









Capital Improvement Program 













 









Capital Program Assessment Overview 













 












Oregon's Capital Gains Deferral Program An Evaluation of the First Two Years



Presented to the House and Senate Revenue Committees of the 1999 Oregon Legislature March 30, 1999



Prepared by : Oregon Department of Revenue Legislative Revenue Office Oregon Economic Development Department



--_ .._---_



_-



..



PAGE INTENTIONALLY BLANK



Table of Contents



Summary and Conclusions



.



Introduction. ...... ..... ..... ..... .... .. ...... .. .. ............. ... ........... ... ......... .. ... . ......... ..... 2 Provisions of the Tax Deferral Program



3



Effectiveness of the Tax Deferral Program



4



References



12



Appendix: Text of 1995 Senate Bill 323



15



List of Tables Table 1: Summary of Capital Gains Deferral Program



1



Table 2: Oregon's Capital Gains Deferral Program--Results from 1996 and 1997



6



Table 3: Oregon Taxpayer's With Capital Gains Income-Full- Year Residents Compared To Taxpayers Moving Out of Oregon



8



Table 4: Assets Sold and Acquired by Type of Business Activity



9



PAGE INTENTIONALLY BLANK



Summary and Conclusions Oregon's capital gains deferral program, established by the 1995 legislature and first effective for the 1996 tax year, is intended to increase investment in Oregon, primarily in startup companies. The program, however, has not achieved this goal. As Table 1 shows, in its first two years, 65 taxpayers utilized the deferral, investing just $8.6 million in qualifying businesses and deferring $773,000 in Oregon personal income taxes. It is likely that much of the investment qualifying for the tax deferral would have occurred even without the program, so the net investment stimulated by the program is even smaller. The tax deferral program is intended to help solve three perceived problems with the investment climate in Oregon. First, to alleviate the shortage of venture capital in Oregon relative to other areas of the country; second, to help stem the flight of capital as investors move out of state to avoid Oregon's income tax on capital gains; and third, to reduce the "lock-in" effect, which discourages investors from moving capital from one investment to another because doing so triggers taxation of capital gains. The deferral program does little, however, to solve these problems. First, the shortage of venture capital in Oregon results, according to recent studies, primarily from conditions unrelated to taxation, notably the smallness of Oregon's economy and the state's distance from the suppliers of venture capital to startup firms. Second, the flight of capital to other states is more accurately described as a flight of investors, primarily to Clark County, Washington, just across the Columbia River from Table 1: Summary of Capital Gains Deferral Program Portland. Despite evidence that many Oregon residents do move to Clark Tax Year County prior to realizing large capital 1996 1997 gains, it is not clear that they take their capital out of Oregon. Once taxpayers 41 24 Number of Taxpayers establish residence in Washington, $1,447,234 $7,139,334 Amount of Deferred Gain capital gains on investments in Oregon $130,251 $642,540 Amount of Deferred Oregon Tax are exempt from taxation if structured $36,470 $179,911 Increase in Federal Tax' properly, and doing so is relatively easy. $462,629 $93,781 Net Tax Reduction for Taxpayers Finally, the deferral program reduces the lock-in effect only slightly because most • Federal taxes increase because the amount of Oregon tax included as of the effect results from the federal tax an itemized deduction has declined. Federal tax rate of 28% assumed. on capital gains, not Oregon's. Recently Congress passed two federal programs that are likely to have a dramatic impact on Oregon's deferral program. Under a capital gains rollover program effective in 1997, taxpayers can defer federal income taxes on capital gains from the sale of stock in a qualified small business if they reinvest the gains in another qualified small business within 60 days. Qualifying capital gains are subtracted from federal taxable income, so the gains are effectively deferred from Oregon tax as well. Many of the investments qualifying for deferral under Oregon's program will also qualify for the federal rollover, making Oregon's deferral program irrelevant for those investments. The other federal program, a 50 percent capital gains exclusion for certain investments in small businesses that becomes effective in 1998, will further reduce the amount of investment qualifying for Oregon's deferral program. Given the small amount of investment under Oregon's deferral program in its first two years, and because much of that investment probably would have occurred even without the deferral, the program has created few, if any, new jobs. With the adoption of the federal rollover and exclusion programs, Oregon's program is likely to have even less effect in stimulating new investment because much of the investment that would qualify for Oregon's program will instead use the federal rollover or exclusion.
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Introduction In response to what is perceived to be a shortage of investment capital in Oregon, the 1995 legislature enacted Senate Bill 323, establishing a means for deferring personal income taxes on the capital gain from the sale of business assets if the gain is reinvested in an Oregon business.' Proponents of the deferral program cited three primary problems with Oregon's investment climate that the deferral program was designed to help solve. First, there is a shortage of "risk" capital in Oregon, limiting the ability of new products to be brought to the marketplace for lack of financing? Second, investment capital is fleeing Oregon, primarily to the state of Washington, to avoid Oregon's income tax on capital gains. And third, taxation of capital gains creates a "lock-in" effect where investors face a disincentive to sell assets and reinvest in more productive ones because doing so triggers the income tax on capital gains. Deferring the income tax on capital gains, proponents argue, will increase the amount of risk capital available for investment in Oregon by making Oregon a more attractive place to invest in startup businesses and by removing the incentive for entrepreneurs to move out of state prior to selling one business and starting another. Deferral also reduces the lock-in effect because moving assets from one investment to another does not trigger Oregon tax on capital gains. Increasing the amount of capital available for investment in startup businesses in Oregon also will generate new jobs in the state.' The provisions of Senate Bill 323 attempt to target investment to small, startup companies based on evidence that those types of businesses are responsible for most of the growth in the economy. The legislation also limits the deferral to investments in certain industries, excluding investments in finance, insurance, real estate, and certain business services that are not considered to be sectors that drive economic growth. In addition to Oregon's deferral program, two federal programs intended to stimulate investment in small companies became effective in 1997 and 1998: a capital gains rollover and a 50% capital gains exclusion. The federal programs are likely to have a dramatic impact on Oregon's deferral program. The federal rollover is, in effect, an income tax deferral program much like Oregon's program. Under the federal provisions, capital gains from sales of certain small business stock can be deferred if the gains are reinvested in other small business stock. With Oregon's connection to the federal definition of taxable income, the federal deferral will flow through to Oregon, automatically deferring the gains from Oregon tax and making Oregon's deferral program irrelevant for investments qualifying for the federal rollover. The 50% federal capital gains exclusion held at least 5 years, making the first rollover program, any gains qualifying Oregon taxable income, cutting Oregon deferral program."



applies to gains from investments made after August 10, 1993 and exclusions available for the 1998 tax year. As with the federal for the 50% exclusion will automatically result in a reduction in taxes and reducing the amount of gain that qualifies for Oregon's



Senate Bill 323 amended Chapter 316 of the Oregon Revised Statutes. See ORS 316.871 to 316.884. Risk capital is capital invested in risky ventures, particularly in startup companies producing new products or services. 3 For a good presentation of these arguments, see Craig Berkman, "Oregon tax reform could create jobs", The Oregonian, January 9, 1995. 4 The 50% exclusion reduces taxes by permanently excluding income from taxation. The federal rollover, like Oregon's deferral program, reduces taxes by deferring them to a later tax year. I
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The purpose of this report is to evaluate the effectiveness Specifically, Senate Bill 323 requires that:



Oregon's



deferral program in meeting its goals.



"The Department of Revenue, in conjunction with the Economic Development Department and the Legislative Revenue Officer, shall prepare a report regarding the economic impact of sections 2 to 10 of this Act and shall present the report those committees of the Seventieth Legislative Assembly to which revenue matters are assigned. The purpose of the report is to analyze the job creation and tax implications of sections 2 to 10 of this Act." The report starts by describing the provisions of the deferral program and then evaluates how effective the program has been in its first two years at stimulating investment and job growth in Oregon. The report concludes with an evaluation of how the federal capital gains rollover and 50 percent exclusion provisions will affect Oregon's deferral program.



Provisions of the Tax Deferral Program Oregon's capital gains deferral program, passed as Senate Bill 323 by the 1995 legislature, allows deferral of personal income tax on capital gains from the sale of assets used in a trade or business of the taxpayer or gain from the sale of "expansion shares" of qualified Oregon businesses.i The program became effective on a limited basis for gains realized during the 1996 tax year, and fully effective for gains realized on or after January 1, 1997. To qualify for the deferral the gain must be reinvested either in a qualified Oregon business, a qualified investment fund, or qualified business assets within six months of the realization of the gain. Reinvestment must occur no later than December 31, 1999.



Not All Capital Gains Qualify for Deferral Under the program, not all capital gains qualify for deferral. • • • • •



Gains Gains Gains Gains Gains



Gains that don't qualify include:



received in lieu of salary or wages. from the sale of inventory. from the sale of property not held for the production of income. that are characterized as ordinary income for federal tax purposes. from investment property.



The last category, gains from the sale of investment property, is the most limiting of the restrictions. Investment property is defined, for the purposes of the deferral program, as "property that has the capacity to produce gross income from: (a) Interest, annuities, or royalties not derived in the ordinary course of trade or business; or (b) Dividends, except that investment property does not include expansion shares.?" This means that gains from the sale of corporate stock do not qualify for deferral unless the taxpayer was one of the original investors in the corporation, and the corporation was not publicly traded when the Expansion shares are defmed as shares in a company in which the taxpayer was one of the original investors, that had revenues of less than $5 million in its first 12 months after the initial investment was made, and that was not publicly traded at the time the initial investment was made.
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taxpayer made the investment. The intent of these restrictions is to limit the deferral to gains from new companies that the taxpayer helped create. Reinvestments



Must Meet Certain Criteria for Gains to Qualify for Deferral



In order for a capital gain to qualify for deferral, the gain must be reinvested within six months from the date the gain was realized, and the reinvestment must be in a business meeting the following criteria: • • • •



The business must have its headquarters in Oregon. At least half of the business' employment must be in Oregon. The business must generate income from the sale of a product or service, not from investments. The business cannot be in the sectors of finance, insurance, real estate, or certain professional services.'



Qualifying businesses can be owned by an individual, partnership, limited liability company, SCorporation, or C-Corporation. The purpose of these restrictions is to limit reinvestment to companies located in Oregon and to industries that will create job growth. While the industries that are excluded are ones that generally are regarded as ones that respond to growth in other sectors rather than driving growth themselves, in many cases the excluded industries do serve regional, national, and even international markets, so they can drive growth in local economies. Taxes Are Due When Reinvestment



Ceases to Qualify



Gains qualifying for deferral can continue to be deferred until the business in which the reinvestment is made ceases to meet the criteria described above. Oregon tax is due, however, if the business fails to meet the criteria, ceases day-to-day operations, or if the value of the business falls by more than 50 percent due to a withdrawal of assets. Taxpayers may continue to defer gains if they sell an interest in a qualifying business and reinvest in another qualifying business within six months.



Effectiveness of the Tax Deferral Program The goals of Oregon's capital gains deferral program are to increase investment in Oregon businesses and, by doing so, to create new jobs in the state. To evaluate the program's effectiveness in stimulating investment in the state, it is necessary to assess Oregon's investment climate and evaluate whether the provisions of the deferral program can alter that climate enough to influence investor behavior. A key issue is the availability of equity capital for startup companies.



7 Sectors that qualify are designated by Standard Industrial Classification (SIC) code. The sectors that are excluded are SIC Division H (Finance, Insurance, and Real Estate), and SIC Major Groups 70 (Hotels), 78 (Motion Pictures), 79 (Amusement and Recreation Services), 80 (Health Services), 81 (Legal Services), 82 (Educational Services), 83 (Social Services), 84 (Museums), 86 (Membership Organizations), 88 (Private Households), and 89 (Miscellaneous Services).
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There is a Shortage of Risk Capital in Oregon In recent years a number of studies have looked at the availability of risk capital in Oregon, and there is agreement that there is a shortage of risk capital in Oregon relative other areas of the country and relative to the demand for funds to finance Oregon startups." Risk capital is defined as equity capital that is invested in relatively risky investments, primarily in new startup companies. In general there are two types of risk capital: venture capital and "angel" capital. Venture capital typically is comprised of a pool of funds, which may be from a number of different sources, that is managed by a venture capital fund manager and invested in new companies that the fund manager identifies as promising investments. Angel capital, in contrast, is the money of individuals who identify and invest in startup companies on their own. Both venture capital and angel capital investments are aimed at new companies (or at least very young ones), so the investments have relatively high risk. Investors, therefore, expect high rates of return. While the reasons for the shortage of risk capital in Oregon are complex, the studies tend to identify a common set of factors that are considered primarily responsible: • • • • •



Few managers of large pools of investment capital are located in Oregon, and fund managers prefer to be in close proximity to the companies in which they invest. There is a lack of an Oregon presence by national venture capital firms. Oregon has fewer wealthy "angel" investors than other areas of the country. Oregon lacks resources at its higher education institutions to support startup companies, to transfer technology to the private sector, and to develop entrepreneurs and high-quality labor. Oregon imposes high taxes on the incomes of businesses and individuals relative to other states.



The first three of these factors are related to the size of Oregon's economy. The smallness of Oregon's economy relative to those of most other states means the primary sources of venture capital funds are not located in Oregon, and the managers of venture funds typically are located closer to where the funds are. Managers, in turn, tend to look for investments close to where they are. The smallness of Oregon's economy also means that national venture capital firms don't see Oregon as a productive place to have a branch office, so promising investments in Oregon can go unnoticed by those firms. Finally, Oregon's small economy has not created a lot of the very wealthy individuals who are the source of angel capital. Perhaps more importantly, angels tend to invest in the industries in which they made their money, and in Oregon those industries are not necessarily the state's emerging industries." The fourth factor, related to Oregon's education system, is one that has been debated for many years. The debate has focused primarily on the ability of Oregon universities to produce high-quality engineers, technicians, and managers for the emerging industries in the state, primarily in the high-tech sector. More recently, emphasis has been placed on the perceived ineffectiveness of the universities, and also Oregon's primary and secondary school system, in helping students develop skills necessary to sustain an emerginggrowth economy, such as technology proficiency, critical thinking skills, and innovative, risk-taking behavior.!"



See, for example, Arthur Andersen LLP, et. aI., Early Stage Venture Capital in Oregon, November 9, 1995, and Strategic Resources, LLC et. aI., Oregon's Entrepreneurial Environment: Expanding Horizons for Oregon Ideas, November 1997. 9 Mamie McPhee, "That Darned Tax", Oregon Business Magazine, November 1995, p. 72. 10 Donald L. Krahmer, Jr., "Emerging Growth Companies: Creating Value in Oregon", Oregon Emerging Business Initiative, August 1998, www.oef.org/oebikrahmer.htm. 8



5



-----



-------------



------------------



The final factor, Oregon's tax system, is the focus of this study. The key issue is whether changes to Oregon's tax system, specifically a deferral of personal income tax on income from capital gains, can increase the availability of risk capital to finance new products and companies. The available evidence suggests that factors other than Oregon's tax on capital gains are more important in causing the shortage of risk capital in Oregon--i.e. the failure of capital markets to provide sufficient risk capital in Oregon are caused by institutional factors in the capital markets that won't be overcome by simply deferring Oregon's income tax on capital gains. Participation in the Oregon's capital gains deferral program has been quite low in its first two years. As shown in Table 2, just 65 taxpayers have claimed the deferral 1996 and 1997, deferring $8.6 million dollars in capital gains and a little over half a million dollars in Oregon tax. The most striking aspect of the program's first two years is the dramatic decline in deferrals in the second year. Although the number of taxpayers deferring gain rose from 24 in 1996 to 41 in 1997, the amount of gain deferred fell by 80%, from $7.14 million to $1.45 million. In 1996 there were a small number oflarge deferrals that accounted for nearly three-quarters of the deferred gain. In contrast, in 1997 there were no large deferrals, and the average deferred gain was just $35,298. Table 2 also shows that Oregon's deferral program results in an increase in the federal income tax of taxpayers claiming the deferral. Because Oregon income taxes are deductible in arriving at federal tax liability, the reduction in Oregon tax resulting from deferral causes an increase in federal tax. Because most taxpayers participating in Oregon's deferral program are likely to be in the 28% federal tax bracket or higher, federal taxes will increase by at least 28% of the amount of Oregon taxes deferred. At a 28% federal rate, deductibility reduces the effective tax savings in the year of deferral from 9 percent (Oregon's top tax rate) to 6.48 percent of the gain deferred. I I This reduced tax benefit resulting from federal deductibility of Oregon's tax may be one reason for low participation in the deferral program: the tax benefits may be too small to influence investor behavior.



Table 2: Oregon's Capital Gains Deferral Program Results from 1996 and 1997 Tax Year 1996



1997 41



24



Number of Taxpayers



$7,139,334 $297,472



$1,447,234 $35,298



Total Oregon Tax Deferred Average Oregon Tax Deferred



$642,540 $26,773



$130,251 $3,177



Total Increase in Federal Tax" Average Increase in Federal Tax



$179,911 $7,496



$36,470



Net Tax Reduction for Taxpayers Average Net Tax Reduction for Taxpayers



$462,629 $19,276



$93,781 $2,287



Total Gain Deferred Average Gain Deferred



$890



* Federal taxes increase because the amount of Oregon tax included as an itemized deduction has declined. Federal tax rate of 28% assumed.



It is possible, however, that the influence of the deferral program is larger than the evidence from the first two years would suggest. Because assets sold must meet certain criteria to qualify for the deferral program, investors may be taking assets out of investments that don't qualify for the program and investing in assets that do. Capital gains from these new investments may then qualify for deferral when the gains are realized (and re-invested) at some future date. If the deferral program causes this type of investor behavior, then we should see an increase in the number and amount of deferrals in coming



11 The top federal tax rate for 1997 and 1998 was 39.6%. For taxpayers in a bracket above 28%, the tax savings from Oregon's deferral program were even smaller than 6.48% of the deferred gain. At the 39.6% rate, the savings were 5.44%.
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years. But, as we discuss later in this report, the passage of two federal capital gains provisions is likely to substantially diminish the use of Oregon's deferral program, so much of the capital gain from investments made specifically to take advantage of Oregon's deferral will end up utilizing one (or both) of the federal provisions instead. In addition to low participation in Oregon's deferral program, there is further evidence that the program is unlikely to increase the supply of venture capital in the state. In a study published in 1989, James Poterba found that the supply of venture capital is not sensitive to the tax rate on capital gains because a large and increasing share of venture capital funds come from sources that do not face individual income taxes on capital gains-primarily from tax exempt funds (such as pension funds), foreign investors that do not face taxes in the U.S., and corporations that do not pay the individual income tax." Poterba concludes that reducing the tax rate on capital gains is not likely to increase the supply of venture funds to any great extent. Poterba does argue, however, that lower capital gains tax rates may stimulate entrepreneurial activity by increasing the return to entrepreneurs who start new companies but then need to realize capital gains in the first few years of operation in order to pay living expenses and debts. Creating this type of incentive requires a cut in capital gains taxes, not simply a deferral of taxes as provided by Oregon's deferral program, because entrepreneurs are realizing gains but not reinvesting .them, so they would not qualify under Oregon's program. In a study done in 1997, Howard Chernick also could find no evidence that state differentials in income tax rates on high-income households have an effect on rates of economic growth.l ' Chernick's hypothesis was that a divergence between taxes paid and benefits received by high-income households would increase the incentive for high-income households to migrate to other states, and the departure of the state's most productive workers would lead to slower economic growth. Using data from all fifty states, Chernick could not, however, find any statistical support for the hypothesis, suggesting that higher state income taxes on higher-income households do not cause slower economic growth by causing out-migration of those households.



Taxpayers Appear to he Leaving Oregon to Avoid the Income Tax on Capital Gains Chernick's finding does not mean, however, that high tax rates do not cause taxpayers to migrate to other states, only that such migration does not have a discernable impact on economic growth. There has long been anecdotal evidence that Oregon residents, particularly business owners, move to Washington prior to realizing large capital gains in order to avoid Oregon's income tax on those gains. This anecdotal evidence was one of the arguments made in favor of the capital gains deferral program when it was before the Oregon Legislature in 1995. Oregon tax return information provides evidence consistent with the claim that Oregon taxpayers move to Washington, particularly to Clark County right across the Columbia River from Portland, to avoid Oregon taxes on capital gains. Table 3 compares the capital gains of full-year resident taxpayers with those who moved out of Oregon in each of the last five tax years. Among taxpayers with capital gains income, those moving out of Oregon had slightly higher capital gains than did full-year residents. For those moving to Clark County, Washington, however, the differences are dramatic, particularly in 1994, 1995, and 1996. In those years, taxpayers moving to Clark County had capital gains that were more than eight times as high as the gains of full-year residents. Even more striking, the capital gains of taxpayers moving to Clark County 12 Poterba, James M., "Venture Capital and Capital Gains Taxation", in Lawrence H. Summers, ed., Tax Policy and the Economy 3, Cambridge, MA, National Bureau of Economic Research and MIT Press, 1989, pp. 47-67. 13 Chernick, Howard, "Tax Progressivity and State Economic Performance", Economic Development Quarterly, Vol. 11, August 1997, pp. 249-267.
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in those three years were more than sixteen times as high as they were for those same taxpayers in the year before they moved from Oregon to Clark County. While this evidence does not prove that the motivation for taxpayers moving to Washington is Oregon's tax on capital gains, it certainly is consistent with that hypothesis. The movement of Oregon residents to Clark County, Washington, even if it is to avoid Oregon's income tax on capital gains, does not necessarily lead to less investment in Oregon. Once a taxpayer establishes residence in Washington, capital gains income for that taxpayer is not subject to Oregon's income tax if the investment is structured properly. All that is required is that the sale resulting in the capital gains be of corporate stock rather than the physical assets of the company being sold. Even if the physical assets of the business are located in Oregon, capital gains are exempt from Oregon tax for Washington residents if the asset being sold is corporate stock rather than the physical assets themselves. In fact, this is how business owners moving to Washington are able to avoid Oregon's tax on the sale of their Oregon businesses in the first place. Once they establish residence in Washington, they can continue to invest in Oregon and have capital gains free of Oregon's income tax. Consistent with Chernick's findings, the movement of taxpayers to Washington to avoid capital gains taxation, if it does not include a reduction of investment in Oregon, should not cause a slowing of growth in Oregon's economy.



Table 3: Oregon Taxpayers with Capital Gains Income Full-Year Residents ~



to Taxpayers Moving Out of Oregon Tax Year 1993



1994



1995



1996



1997



Full-year Residents Total Capital Gains Reported (Millions of dollars) Average Capital Gain



158,955 $2,124.2 $13,364



188,418 $2,068.7 $10,979



202,940 $2,254.4 $11,109



229,920 $2,977.1 $12,948



$3,773.9 $15,313



All Taxpayers Moving a.rt of Oregon During the Tax Year Total Capital Gains Reported (Millions of dolla'S) Average Capital Gain



2,708 $44.6 $16,459



3,292 $59.7 $18,144



3,548 $68.4



4,525 $85.0



$19,290



$18,782



Taxpayers Moving to Oark County, WA During the Tax Year Total Capital Gains Reported (Millions of dolla'S) Average Capital Gain Average Capital Gain in the Prior Year



251 $4.8 $19,056 $4,968



249 $26.8 $107,711 $7,406



274 $30.2 $110,376



438 $29.9 $68,226



$28,427



$3,073



$7,009



$5,311



246,456



4,988 $78.0 $15,646 389 $11.1



We also find no evidence that, in its first two years, Oregon's capital gains deferral program has slowed the movement of taxpayers to Clark County, Washington, suggesting that the deferral does not provide a strong enough incentive for taxpayers to stay in Oregon or that the capital gains of those taxpayers moving to Clark County do not qualify for deferral under Oregon's program. Because taxpayers who utilize the deferral program cannot later avoid deferred taxes by moving to Washington, taxpayers may choose to not participate in the deferral program because they prefer to avoid the tax entirely by moving.



Oregon's Deferral Program Reduces the Lock-in Effect Only Slightly Because income taxes on capital gains are due only when the gains are realized, not as they accrue, the taxes create a disincentive for investors to move capital from one investment to another because doing so
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triggers the tax on capital gains. The tendency for investors to leave capital in specific investments in order to avoid tax on capital gains is known as the "lock-in" effect. Because the lock-in effect can result in capital being left in less productive investments than otherwise might be the case, many economists think that the lock-in effect reduces economic growth. The level of disincentive that causes the lock-in effect is a function of the tax rate that is applied to capital gains income, so the degree to which the lock-in effect is reduced depends on how much the tax rate is reduced. Because Oregon's program defers only 6.48 percent of the total 26.48 percent tax on capital gains," a relatively large disincentive to move capital from one investment to another still exists because of the federal income tax.



The Deferral Program Has Had Little Effect on Taxes, Revenue, and Employment in Oregon In its first two years, Oregon's capital gains deferral program has had very little participation, so its effect on taxes paid by investors and on revenue to the state has been quite small. And because it is likely that many of the investments that occurred under the program would have occurred anyway, the impact of the deferral program is even smaller than the evidence presented so far would suggest. Table 4 shows a breakdown of the assets sold and acquired by taxpayers qualifying for deferral of tax under Oregon's program. In 1996 most of the deferred gain and reinvestment was in the service sector. These gains and reinvestment were, in fact, a small number of sales of the stock in Oregon software companies and reinvestment in new software startups. The remainder of the deferrals in 1996 and most of the deferrals in 1997 were in the agricultural and retail trade sectors, with the most common deferrals coming from the sale of dairy cattle, with reinvestment in dairy equipment.



Table 4: Assets Sold and Acquired by Type of Business Activity



1996 Assets Sold



Business Activity



1997 Assets Acquired



Assets Sold



Assets Acquired



Not Reported



$9,209 $0 $0 $934,889 $0 $0 $394,214 $5,240,755 $560,267



$693,861 $0 $0 $108,389 $0 $0 $100,430 $5,419,045 $817,609



$465,515 $0 $0 $104,758 $0 $57,920 $44,140 $106,910 $667,991



$559,800 $0 $55,821 $0 $0 $0 $187,993 $0 $643,620



Total



$7,139,334



$7,139,334



$1,447,234



$1,447,234



Agriculture, Forestry, Fishing Mining Construction Manufacturing Transp., Comm., Utilities VVholesale Trade Retail Trade Services (Incl. Computer Software)



With the possible exception of the 1996 investment in new software startups and a relatively small amount of investment in the manufacturing sector, most of the other investments under the deferral program are likely to have occurred even without the program. These investments are primarily in agricultural and



14 Because state taxes are deductible in calculating federal taxes, Oregon's effective marginal rate, after federal deductibility is taken into account, is 6.48%, not the full 9% statutory rate (assuming a federal marginal tax rate of28%). The top federal rate on capital gains is 20%, so the combined state and federal marginal rate is 6.48% + 20% = 26.48%.
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timberland, agricultural equipment and buildings, and fast food and other restaurants.i ' Because these investments typically were relatively small (few were greater than $100,000 and most were less than $50,000), and because they appear to be in the nature of ongoing investment in existing businesses, it seems highly likely that most of this investment would have occurred even without the deferral program. The low level of participation in the deferral program in its first two years, and the high likelihood that many of the investments would have occurred without the program, suggests that few, if any, new jobs have been created as a result of the program.



New Federal Rollover and Exclusion Provisions Will Affect Oregon's Deferral Program Two new federal programs, a capital gains rollover and 50% capital gains exclusion, are likely to have a dramatic impact on Oregon's deferral program. In 1997 Congress passed a capital gains rollover provision which effectively defers income taxes on capital gains in the same way that Oregon's deferral program does, rendering Oregon's program irrelevant for capital gains that qualify for the federal rollover. The federal rollover allows the exclusion of capital gains from the calculation of taxable income, and because Oregon uses the federal definition of taxable income as the starting point for calculating Oregon taxes, the federal rollover is "passed through" to Oregon, automatically deferring the gains from Oregon's income tax as well. The federal rollover provisions allow a taxpayer other than a corporation to roll over capital gains from the sale, after August 5, 1997, of qualified small business stock held for more than six months if the taxpayer purchases other small business stock within 60 days. Small business stock is stock in a C-corporation that has aggregate gross assets that do not exceed $50 million. The stock must have been issued after August 10, 1993, and at least 80 percent of the corporation's assets must be used in the active conduct of one or more qualified trades or businesses. For purposes of the rollover, a qualified trade or business means any trade or business other than: (A) those involving services in the fields of health, law, engineering, architecture, accounting, actuarial science, performing arts, consulting, athletics, financial services, brokerage services, or any trade or business where the principal asset of such trade or business is the reputation or skill of 1 or more of its employees, (B) any banking, insurance financing, leasing, investing, or similar business, (C) any farming business (including the business of raising or harvesting trees), (D) any business involving the production of extraction of products of a character with respect to which a deduction is allowable under section 613 or 613A, and (E) any business of operating a hotel, motel, restaurant, or similar business." The requirements to qualify for the federal rollover differ from those to qualify for Oregon's deferral program, but they are similar enough that many of the gains and reinvestments that qualify for federal rollover would also qualify for deferral in Oregon. For those gains, Oregon's program becomes irrelevant because Oregon taxes are automatically deferred if the gains are rolled-over on the taxpayer's federal taxes. A number of gains that qualify for deferral in Oregon would not, however, qualify for the federal rollover. This can occur if the asset sold is not small business stock, the reinvestment was not in a C-corporation, or 15 Both federal and state laws regarding the disclosure of information from individual tax returns prevent the provision of more detailed descriptions of the investments. 16 U.S. Internal Revenue Code Section 1202(e)(3).
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the reinvestment was in an industry that qualifies for Oregon's deferral program but not for the federal rollover. In particular, investments in the agricultural sector and in restaurants, which represented quite a few of the deferrals in the first two years of Oregon's deferral program, do not qualify for the federal rollover program. Investments in these industries, which are characterized by immobile inputs (in the case of agriculture) or by a small, local market (in the case of restaurants) are precisely the type of investments that are likely to occur even without the tax benefits provided by Oregon's deferral program. For many investments in startup companies, particularly those in the high-tech hardware and software sectors, meeting the requirements of the federal rollover program should not be difficult. Such startups are typically organized as C-corporations (or easily could be), are in the industries that qualify for the federal program, and have initial investments of less than $50 million. In addition, the federal rollover provides a much larger benefit than the Oregon deferral program does because the federal tax rate is so much higher than Oregon's. Consequently, it is likely much of the investment that would qualify for deferral under Oregon's program will instead utilize the federal rollover, leaving the Oregon program available to investments that don't qualify for the federal rollover and that are likely to happen anyway. The second federal program, the 50 percent exclusion provisions, also will reduce the amount of investment that qualifies for deferral under Oregon's program. The federal exclusion applies to gains from the sale of small business stock if the stock was acquired by the taxpayer at it's original issue and if the taxpayer held the stock for more than 5 years.l" The exclusion applies to stock issued after August 10, 1993, so the exclusion first becomes effective for the 1998 tax year. Any reduction in federal taxable income resulting from this provision automatically flows through to the Oregon calculation of taxable income, so Oregon tax also will be reduced. The amount excluded is not, therefore, available for Oregon's deferral program, and the remaining 50% not excluded may also qualify for the federal rollover, making Oregon's deferral program irrelevant for that portion as well. In short, for investments qualifying for the federal rollover or exclusion, Oregon's deferral program has no effect and is, therefore, unneeded. With the federal rollover starting in 1997 and the 50 percent exclusion becoming effective in 1998, participation in Oregon's deferral program is likely to fall from its already low levels. And as discussed earlier, investments that do not qualify for the federal provisions but do take advantage of Oregon's deferral are likely to be investments that would have occurred anyway. The primary effect of deferral of taxes on these investments is to create inequities in Oregon's tax system because deferral is available for investments in some industries but not in others.
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Internal Revenue Code Section 1202 (a)-(k). 11
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68th OREGON LEGISLATIVE ASSEMBL Y--1995 Regular Session



Enrolled



Senate Bill 323 Sponsored by COMMITTEE ON GOVERNMENT FINANCE AND TAX POLICY (at the request of Associated Oregon Industries)



CHAPTER



.



AN ACT Relating to taxes, including but not limited to taxes imposed upon or measured by income. Be It Enacted by the People of the State of Oregon: SECTION 1. Sections 2 to 10 of this Act are added to and made a part ofORS chapter 316. SECTION 2. As used in this 1995 Act: (1) 'Capital asset' means an asset defined as a capital asset under section 1221 of the Internal Revenue Code, except that it includes property, used in the taxpayer's trade or business, of a character that is subject to the allowance for depreciation provided in section 167 of the Internal Revenue Code, or real property used in the taxpayer's trade or business. (2) 'Commercial domicile' means commercial domicile as defined under ORS 314.610. (3) 'Expansion share' means a unit of ownership of a business that meets all of the following criteria: (a) The unit has unlimited voting rights and the right to receive a share of the net assets of the business upon dissolution, or may at the option of the holder of the share be converted into shares with these characteristics. (b) The unit is issued directly to the taxpayer, or to a partnership, limited liability company or S corporation of which the taxpayer is, at the time the unit is issued, a partner, member or shareholder. (c) The business has less than $5 million in revenues during the 12 full months immediately preceding the date of the first equity investment in the business by the taxpayer. (d) At the time the unit is issued, the business has a net equity, adjusted by adding back all dividends or distributions made by the business, that is equal to or less than the sum of all previous equity investments. (e) At the time the unit is issued, no unit of ownership of the business is publicly traded. (f) The unit is issued in exchange for money or property to be used in the operations of the business. A unit, the proceeds received by the business of which are used by the business to reacquire an ownership interest or other security of the business, shall not constitute an expansion share. (4) 'Gain' or 'deferred gain' means gain as determined for federal income tax purposes with the modifications contained in this chapter. (5) 'Qualified business interest' means an ownership interest in a business conducting a qualified business activity. (6) 'Internal Revenue Code' means the federal Internal Revenue Code as amended and in effect on December 31,1994. (7) 'Qualified business activity' means a business that is owned by an individual, partnership, limited liability company, S corporation or C corporation, the activity of which meets all of the following criteria: (a) The activity is an activity listed in the Standard Industrial Classification Manual, 1987 (SIC), as published by the Office of Management and Budget, Executive Office of the President, as being any of the following: (A) Agriculture, forestry or fishing (Division A).
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(B) Mining (Division B). (C) Construction (Division C). (D) Manufacturing (Division D). (E) Transportation, communications, electric, gas or sanitary service (Division E). (F) Wholesale trade (Division F). (G) Retail trade (Division G). (H) Personal services (Major Group 72, Division I). (I) Business services (Major Group 73, Division I). (J) Automotive repair, services or parking (Major Group 75, Division I). (K) Miscellaneous repair services (Major Group 76, Division I). (L) Engineering, accounting, research, management or related services (Major Group 87, Division I). (b) The business generates income from investment property only as an incidental effect of the management of working capital. For purposes of sections 2 to 10 of this 1995 Act, ownership interests in entities controlled by the business or directly involved in the support of the qualified business activity of the business do not constitute investment property. (c) The commercial domicile of the business is in this state. (d)(A) The employment base of the business in this state is at least as large as the employment base of the business outside this state. (B) For purposes of this paragraph, the employment base of a business shall be the sum of the number of fulltime equivalent employees and the number of full-time equivalent independent contractors located in this state or outside this state, as the case may be. (8) 'Qualified business asset' means a capital asset held for use in this state in a qualified business activity. (9) 'Related party' means an individual who is a member of the taxpayer's family, as that term is defined in section 267 (c)(4) of the Internal Revenue Code. (10) 'Qualified investment fund' means a partnership, limited liability company or S corporation formed solely for the purpose of acquiring qualified business interests or qualified business assets and that: (a) Invests in qualified business interests or qualified business assets; or (b) Acquires investment property only on an interim basis or an incidental basis until a suitable qualified business interest or qualified business asset may be located by the fund. (11) 'Investment property' means property that has the capacity to produce gross income from: (a) Interest, annuities or royalties not derived in the ordinary course of a trade or business; or (b) Dividends, except that investment property does not include expansion shares. SECTION 3. (1) In addition to any other modifications to federal taxable income made for purposes of this chapter, and upon the filing by the taxpayer of a declaration described under section 5 (1) of this 1995 Act, a taxpayer who has income for federal income tax purposes, from gain on the sale or other disposition of a capital asset may defer recognition of all or part of the gain in determining the taxes imposed under this chapter by reinvesting the proceeds of the sale or other disposition in a qualified business interest, qualified investment fund or qualified business asset within six months of the date on which the gain would otherwise have been recognized. (2) For purposes of sections 2 to 10 of this 1995 Act, gain shall be considered to be reinvested in a qualified business interest, qualified investment fund or qualified business asset in the same proportion that the proceeds from the sale or other disposition of the capital asset (net of federal income taxes paid or owing as a result of the sale or other disposition) are reinvested. (3) Upon the sale or other disposition of a qualified business interest, interest in a qualified investment fund or a qualified business asset with respect to which gain was previously deferred under this section as the result of a prior sale or disposition, the previously deferred gain may continue to be deferred: (a) Only to the extent that an amount equal to the total of all gain deferred under this section is reinvested in one or more qualified business interests or qualified business assets; and (b) Only if a new declaration described under section 5 (1) of this 1995 Act is filed with the department. (4) Gain resulting from the sale or other disposition of a qualified business interest, interest in a qualified investment fund or a qualified business asset that the taxpayer may not continue to defer under subsection (1) of this section shall be added to federal taxable income in the manner provided under section 7 (3) of this 1995 Act. 18



(5) The Department of Revenue may by rule further refine the method by which a taxpayer determines whether a transaction constitutes the sale or disposition of a qualified business interest, interest in a qualified investment fund or a qualified business asset with respect to which gain has been deferred. SECTION 4. The following types of gain or income may not be deferred under sections 2 to 10 of this 1995 Act: (1) Gain from the sale or other disposition of property received in lieu of salary, wages or other compensation for services performed by the taxpayer, to the extent of the fair market value of the property at the time of receipt by the taxpayer. (2) Gain or income from the sale of inventory, except gain derived from the bulk sale of inventory not in the ordinary course of a trade or business. (3) Gain from the sale of property that is not held for the production of income. (4) Gain from investment property. (5) Gain that is treated or characterized as ordinary income under any provision of the Internal Revenue Code. SECTION 5. (1) A declaration shall accompany the income tax return of a taxpayer seeking to defer gain under sections 2 to 10 of this 1995 Act. The declaration shall state the source and the amount of the gain to be deferred and shall declare the intent of the taxpayer to reinvest the gain in a qualified business interest, qualified investment fund or a qualified business asset within six months of the date of sale or other disposition from which the gain is derived. (2) A taxpayer who has filed a declaration of intent to reinvest shall, with the income tax return for the tax year of reinvestment, file a statement that the reinvestment has occurred. The statement shall be on such form as the Department of Revenue may prescribe and shall: (a) Identify the qualified business interest, interest in a qualified investment fund or qualified business asset acquired; (b) State the basis for qualification as a qualified business interest, qualified investment fund or qualified business asset; and (c) Give the purchase price or other consideration given for the qualified business interest, interest in the qualified investment fund or qualified business asset acquired. (3) The statement described in subsection (2) of this section shall reference the specific declaration of intent to reinvest that is being fulfilled. SECTION 6. The basis of the taxpayer in a qualified business interest, qualified investment fund or qualified business asset shall not be reduced by the amount of gain deferred under sections 2 to 10 of this 1995 Act. SECTION 7. (1) If a taxpayer is granted a deferral under sections 2 to 10 of this 1995 Act, the amount of the deferred gain that is reinvested in a qualified business interest, qualified investment fund or qualified business asset shall be an adjustment to federal taxable income notwithstanding section 3 of this 1995 Act when any of the following occur: (a) The asset ceases to be a qualified business asset. (b) The investment fund ceases to be a quaiified investment fund. (c) The business ceases day-to-day operations or ceases to be a qualified business. (d) The current asset value of the qualified business is reduced 50 percent or more as a result of the withdrawal of: (A) Capital assets from the business; or (B) Proceeds from the sale or other disposition of capital assets of the business. (2) For purposes of subsection (1)(b) of this section, a qualified investment fund may not be disqualified upon the disqualification of one or more of the qualified business activities in which the fund holds interests, if the fund divests itself of the fund's interests in the disqualified business activity within 12 months of the date of disqualification. If the qualified investment fund does not divest itself of the fund's interests in a disqualified business activity within 12 months of the disqualification, only that portion of the gain previously deferred under sections 2 to 10 of this 1995 Act that is attributable to the interest in the disqualified business activity shall be an adjustment to the federal taxable income of the owners of the fund. (3)(a) Except as provided in paragraph (b) of this subsection, upon the occurrence of an event described in subsection (1) of this section requiring recognition of deferred gain, the deferred gain shall be added to federal 19
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taxable income for the tax year in which the event occurs. Except for adjustments required for purposes of this chapter other than in sections 2 to 10 of this 1995 Act, no other adjustment to federal taxable income shall be made as a result of an event requiring recognition of deferred gain described in subsection (1) of this section. (b) A taxpayer who does not own a controlling interest in a business with respect to which an event occurs requiring recognition of gain as described in subsection (1)(a), (b) and (c) of this section may continue to defer gain by timely filing a declaration of intent to reinvest as described in section 5 of this 1995 Act. (c) If a qualified investment fund fails to divest itself of the fund's interests in a disqualified business activity within the 12-month period described in subsection (2) of this section, the deferred gain that is required to be recognized by subsection 2) of this section shall be added to federal taxable income for the tax year in which expires the 12-month period for divestment. SECTION 8. (1) If a taxpayer sells or otherwise disposes of a qualified business interest or qualified business asset, the statutory period prescribed in ORS 314.410 for assessing a deficiency attributable to any part of the gain deferred under sections 2 to 10 of this 1995 Act shall not expire prior to the expiration of three years after the latest of the following dates: (a) The date of receipt by the Department of Revenue of the statement described in section 5 (2) of this 1995 Act. (b) The date of receipt by the department of a statement from the taxpayer declaring an intent not to reinvest. (c) The date that is six months after the date of sale or disposition resulting in possible deferred gain. (2) Any gain deferred under sections 2 to 10 of this 1995 Act that is later required to be added to federal taxable income under sections 2 to 10 of this 1995 Act shall be added to federal taxable income for the tax year in which the event causing the addition occurs. Any deficiency attributable to any portion of deferred gain may be assessed before the expiration of the latest date described under subsection (1) of this section. (3) A taxpayer who files a declaration of intent to reinvest but fails to reinvest as required by section 3 of this 1995 Act shall be liable for unpaid taxes on the deferred amount and for interest at the rate established under ORS 305.220 for deficiencies from the date that the tax on the deferred gain would have been due had the declaration not been filed to the date of payment. SECTION 9. (1) If, on account of death or disability of the taxpayer, a related party succeeds to a qualified business interest, interest in a qualified investment fund or qualified business asset upon the acquisition of which gain was deferred under sections 2 to 10 of this 1995 Act, then at the election of the related party, the death or disability of the taxpayer shall not result in the addition to federal taxable income of the deferred gain. (2) The related party who succeeds to the qualified business interest, interest in a qualified investment fund or qualified business asset may dispose of the interest or asset without addition of the deferred gain to federal taxable income if the requirements of reinvestment and other requirements of sections 2 to 10 of this 1995 Act are met. (3) If a taxpayer dies, and the death does not result in the addition of the deferred gain to federal taxable income because of an election under this section, at the time the deferred gain is added to federal taxable income, the amount of gain shall be determined using the basis that the deceased taxpayer had in the qualified business interest, qualified investment fund or qualified business asset. SECTION 10. The Department of Revenue may adopt rules under sections 2 to 10 of this 1995 Act including rules that define what constitutes an interim holding of investment property by a qualified investment fund and an incidental holding of investment property by a qualified business activity or a qualified investment fund. SECTION 11. (1) Sections 2 to 10 of this Act apply to gain incurred from the sale or other disposition of a capital asset in tax years beginning on or after January 1, 1997, and to investments in qualified business interests, qualified investment funds or qualified business assets that occur on or before December 31, 1999. (2)(a) The Department of Revenue, in conjunction with the Economic Development Department and the Legislative Revenue Officer, shall prepare a report regarding the economic impact of sections 2 to 10 of this Act and shall present the report to those committees of the Seventieth Legislative Assembly to which revenue matters are assigned. The purpose of the report is to analyze the job creation and tax implications of sections 2 to 10 of this Act. (b) The confidentiality requirements applicable to tax returns and the information contained therein shall not be applicable to the Economic Development Department and the Legislative Revenue Officer for purposes of preparing the report described in paragraph (a) of this subsection. 20



SECTION 12. (1) For gain incurred from the sale or other disposition of a capital asset in tax years beginning on or after January 1, 1996, and before January 1, 1997, sections 2 to 10 of this Act apply, as modified by this section. (2) A taxpayer may defer recognition of gain on the sale or other disposition of a capital asset as provided for under section 3 (2) of this Act, except that the reinvestment must be in a qualified business interest or a qualified business asset. (3) Recognition of gain may be deferred under this section only if the taxpayer's reinvestment: (a) Consists of a qualified business interest in a C corporation; or (b) Relates to a qualified business activity in which the taxpayer materially participates, as that term is defined in section 469 of the Internal Revenue Code and the regulations thereunder. (4) For purposes of calculating the amount of gain that shall be considered to be reinvested under this section, section 3 (2) of this Act shall not apply and the amount of gain that shall be considered to be reinvested shall be the lesser of: (a) The amount ofthe gain incurred from the sale or other disposition of a capital asset by the taxpayer; or (b) The amount of the reinvestment.
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