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NEBRASKA TAX AND ECONOMIC REFORM;
AN INNOVATIVE CHANGE

JOHN E. CEDERBERG AND REGINALD S. KUHNT

INTRODUCTION

The primary objective of any taxing system is to raise revenue
for the taxing jurisdiction, be it the federal, state or local govern-
ment. In practice, however, no tax or combination of taxes will be
entirely neutral, either among taxpayers individually or in the juris-
diction’s economy taken as a whole. The economic circumstances of
individuals are too diverse and the economy of business too complex
for even the simplest of taxes to be neutral among all taxpayers.
Taxes are also a policy tool by which a governmental body shapes
and directs the economic, political and social well-being of its constit-
uent members. Given the broad responsibilities of government to
promote the general well-being, the authors believe that state gov-
ernment should develop an effective taxing system that promotes its
broader objectives.

To be effective, each jurisdiction’s system of taxation must:

1. Raise adequate revenue for the proper support of government on
a long-term basis, in turn permitting the government to support
adequate and quality services for the members of the jurisdiction;

2. Be consistent with the economy of the taxing jurisdiction;

3. Be efficient, that is, neither the taxpayers nor the government
should incur significant costs to comply with the tax and assure
its collection;

4. Support the profitability and growth of the jurisdiction’s economy
by establishing a competitive and consistent environment for both
business and labor;

5. Project a taxing policy toward business owners and decision mak-
ers consistent with the policy toward business itself.

During the first session, the 90th Nebraska Legislature enacted a
series of legislative measures which significantly changed the Ne-
braska taxing system. These enactments included Legislative Bill
(“L.B.”) 773 — which modified the computation of the Nebraska indi-
vidual income tax;! L.B. 772 — which modified the Nebraska corpo-

1 John Cederberg M.A., CPA is a senior partner of Touche Ross & Co. in the
Lincoln, Nebraska office. Reginald Kuhn J.D., CPA, is a tax manager in the Lincoln
office of Touche Ross. The authors would like to recognize John Leonard of Touche
Ross & Co. for his contribution to this project.

1. L.B. 773, Neb. Unicameral, 90th Leg., 1st Sess., 1987 Neb. Laws 1713 (codified



476 CREIGHTON LAW REVIEW [Vol. 21 -

rate unitary tax;? L.B. 775 — The Employment and Investment
Growth Act of 1987;3 and L.B. 270 — The Employment Expansion
and Investment Incentive Act of 1987.4 These statutes individually
and collectively represent significant changes in the method by which
the State of Nebraska taxes and, more importantly, in the way the
state will use the taxing power to stimulate economic growth.

The purpose of this article is to first, examine the context and
environment which brought about these changes in Nebraska taxing
policy; second, to examine each statute in detail to explore its provi-
sions and to gain a basic understanding of its workings; and finally, to
highlight some particular tax planning issues in the implementation
of these statutes.

HISTORICAL OVERVIEW
HisTORICAL OVERVIEW OF NEBRASKA INCOME TAX

The Nebraska Revenue Act of 19675 established the income tax
-and the sales tax as the major revenue raising vehicles for the State
of Nebraska. Prior to the enactment of The Nebraska Revenue Act
of 1967, both state government and all levels of local government
were funded by the property tax.6 While local government continued
to be supported by the property tax, the state turned to income tax
and sales tax to more fairly access all sections of the increasingly ur-
ban state population.” With this shift from a predominantly rural to
a more urban population base, the use of a property tax to fund state
government operations did not appear equitable. An ever decreasing
rural segment of the state population was being asked to support the
operations of the state, while arguably at the same time receiving an
ever decreasing percentage of state governmental services.

as amended at NEB. REV. STAT. §§ 77-2701, -2701.01, -2714 to -2715.01, -2716, -2724, -2725,
-2729, -2730, -2732, -2733, -2734.01, -2734.02, -2734.04, -2753, -2765, -2775, -2781, -2786, -
2793, -27,119.01 (Supp. 1987)).

2. L.B. 772, Neb. Unicameral, 90th Leg., 1st Sess., 1987 Neb. Laws 1709 (codified
as amended at NEB. REV. STAT. §§ 77-2701, -2734.05, -2734.07, -2734.09 (Supp. 1987)).

3. L.B. 775, Neb. Unicameral, 90th Leg., 1st Sess., 1987 Neb. Laws 1742 (codified
as amended at NEB. REV. STAT. §§ 77-202, -2701, -2708, -2734.05 (Supp. 1987)).

4. L.B. 270, Neb. Unicameral, 90th Leg., 1st Sess., 1987 Neb. Laws 646 (codified as
amended at NEB. REv. STAT. §§ 77-27,187 to -27,191, -27,193 (Supp. 1987)).

5. NEeB. REvV. STAT. § 77-2701 through -27,135 (Supp. 1987) (as amended).

6. All tangible and real property located in Nebraska is subject to the property
tax, unless expressly exempted by statute. NEB. CONST. art VIII, § 2; NEB. REV. STAT.
§ 77:202 (Reissue 1987). In 1966, the Nebraska voters repealed the state property tax
in a referendum, and now the state is expressly forbidden by the Nebraska Constitu-
tion to levy a state property tax. NEB. CONST. art. VIII, § 1A.

7. From 1930 to 1980 the rural population of Nebraska dropped from 64.7% of
the total population to 37.1%. U.S. DEPARTMENT OF COMMERCE, BUREAU OF THE CEN-
SUS, NUMBER OF INHABITANTS — CHARACTERISTICS OF THE POPULATION (1980).
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Further compounding this perceived inequity at the end of the
1960’s was the general growth in spending by the State of Nebraska.?
State government, like the federal government, was entering areas of
operation and service unheard of at the time of Nebraska statehood.
Due to constitutional limitations on deficit spending by the state,®
government required new sources of revenue that were better in
tune with both business and labor economies.

The implementation of state sales and income taxes were gener-
ally consistent with the state’s changing economy and demographic
makeup in that the taxes: (1) spread the tax burden according to the
generation of wealth, based upon a combination of income and con-
sumption; (2) compared favorably with the taxing systems used by
other states;1? and (3) avoided competition for a tax base with local
jurisdictions. Through these new taxes, Nebraska significantly in-
creased the percentage of the population contributing revenue for the
public support.

Originally state income tax was computed as a percentage of the
federal income tax liability on income derived from Nebraska
sources.!! Through this relationship with the federal tax liability,
the State of Nebraska incorporated by statute, for the most part, the
Internal Revenue Code.}2 While there were some variations in this
basic structure, the state retained most aspects of the federal legisla-
tion with the exception of tax credits. This was correspondingly true
in the implementation of changes made in the federal system over
the past two decades.!® With each new change in the federal system,
the State of Nebraska essentially accepted that change in total.

8. In 1945, total taxes raised by the State of Nebraska were $7.5 million. Ne-
braska Tax Comm'r Ann. Rep. 236 (1945). In 1955 this total had risen to $25 million
and by 1965 it was $47.7 million. Nebraska Tax Comm’r Ann. Rep. 146 (1955). Total
taxes raised by all taxing jurisdictions in Nebraska rose from $57.5 million in 1945 to
$278.5 million in 1965. Nebraska Tax Comm’r Ann. Rep. 272, 278 (1965).

9. NEB. CONsT. art. XIII, § 1. With the exception of certain public works, the
state may not constitutionally exceed a debt ceiling of $100,000.00. Id.

10. See S.D. CopIFIED LAws ANN. § 10 (1982) (instituting a sales tax, but not an
income tax). Kansas has both an income and sales tax. KAN. STAT. ANN. § 79 (1984).
Colorado and Missouri also instituted an income and sales tax. COLO. REV. STAT. § 39
(1973); MO. ANN. STAT. § 143, 144 (Vernon 1976).

11. NEB. REV. STAT. § 77-2715 (Supp. 1987) (as amended) (providing for the basic
relationship between the federal tax liability and the Nebraska income tax liability
computation). In 1966, when the voters repealed the state’s ability to levy a state prop-
erty tax, they concurrently granted the legislature the power to levy an income tax.
At this time the legislature was also given the option to adopt an income tax system
based upon the laws of the United States. NEB. CONSsT. art. VIII, § 1B.

12. NEB. REV. STAT. § 77-2714 (Supp. 1987) (as amended).

13. Id. The language of the Nebraska Constitution gave the legislature the ability
to accept not only the Internal Revenue Code in effect in 1966, but also to incorporate
future changes in the Code. Anderson v. Tiemann, 182 Neb. 393, 398, 155, N.W.2d 322,
326 (1967).
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HISTORICAL Mix OF NEBRASKA TAXES

Since the adoption of the state sales and income taxes in 1967,
Nebraska has relied on these taxes for the primary support of state
government. Based upon statistics from the 1985 Annual Report of
the Nebraska Department of Revenue, the following can be observed:
1. The property tax raises about $1,017 million annually; 69.6% of

the revenues of local jurisdiction, and 56.7% of total state and lo-

cal tax revenues;

2. The state sales tax raises about $285 million annually at the rate
of 3.5%. Omaha, Lincoln and thirteen other cities raise $65 mil-
lion from city sales taxes.'* The sales tax raises about 18.8% of
the total state and local revenues, and 36.6% of state revenue;

3. The individual income tax is reserved to the state. Annual reve-
nues approximate $316 million, 40.6% of state revenue;

4. The corporate income tax is also reserved to the state. Annual
revenues approximate $68 million, 8.7% of state revenue.l5
The tax system existing before 1987 appeared adequate to raise

sufficient revenue for the proper support of government over the
long term. Combined state and local revenue over the last ten years
has‘ranged between ten and twelve percent of gross personal income
for the state. A study by the Minnesota Department of Revenue,
shows the national median state in 1983 was California at 10.08%.16
Twenty-two states were between eight and ten percent, and another
twenty-two states were between ten and twelve percent. Nebraska
was the twenty-second highest with 10.23%. Clearly, Nebraska's tax
system had the capacity to raise revenue based on its residents’ in-
come and ability to pay when compared to other states. However,
given the state’s well-publicized-periodic-revenue shortfalls, there ap-
peared to be a short-term mismatching of revenue and spending.

FACTORS INFLUENCING REFORM
U.S. TAX REFORM ACT OF 1986 '

One of the principal defects of any state taxing system which
closely aligns itself to the federal system is that revenues raised will
fluctuate almost automatically when changes are made in the federal
system. This was especially true of Nebraska with its direct tie to the
federal tax liability. The Internal Revenue Code was enforced in the
state, and for the most part, set state policy. While the Board of

14. Incorporated municipalities have the option to impose a city sales tax, if ap-
proved, by the voters of the jurisdiction. NEB. REV. STAT. § 77-27,142 (Reissue 1986).

15. Nebraska Tax Comm’r Ann. Rep. (1985).

16. Minnesota Department of Revenue, Minnesota Tax Handbook, 64 (1984).
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Equalization, and later the legislature, may have set the Nebraska
tax rates, this often merely consisted of adjustments based upon an
earlier federal decision to change tax rates and rules.!?

A goal of any revision in the taxing structure of Nebraska, there-
fore, was to give some sense of stability to the state taxing system.
This would concurrently give added continuity and stability to the fi-
nancing activities of the state. In addition, Nebraska needed to seize
control over the state taxable base from which revenue could be
raised. The direction of federal tax policy since 1980 has been to in-
crease taxable incomes and reduce rates.!® While this policy in-
creased the tax base of most states using federal taxable income as
the base for state taxation, Nebraska’s tax base was steadily declin-
ing, particularly at lower income levels. Arguably, for the last decade
Nebraska had been hostage to a federal taxing system which gave no
freedom in planning for the future or in specifically providing for an
economic and political climate unique to the state.

As a direct result of the Tax Reform Act of 1986, and an indirect
result of the aforementioned factors, the major focus of the 1987 Ne-
braska Legislature was how to adjust the Nebraska taxing system to
stop the steady decline in revenues. While this decrease could be
traced to a number of factors, the feeling throughout the legislature
and the state government, was that this problem needed to be ad-
dressed in a significant and concrete manner.!'® For the last several
years, it appeared that “special” sessions of the legislature were spe-
cial only in that the date and duration were not prescheduled, not
whether one was going to occur.20

Students of the 1986 tax reforms enacted at the federal level

17. From the inception of the state income tax until 1984, the State Board of
Equalization set the state income and sales tax rates. This board consists of the Gover-
nor, the State Treasurer, the Secretary of State, the Tax Commissioner and the Audi-
tor of Public Accounts. In 1984 the legislature amended this statute to invest the final
rate setting power in the legislature. NEB. REV. STAT. § 77-2715.01 (Supp. 1987). When
examining the chronology of changes in the Nebraska income and sales tax rates, one
notices ten changes since 1980 alone. While this can be traced to many factors, the fed-
eral tax reforms of this decade contributed significantly to these changes.

18. From the years 1981 through 1988, the top U.S. marginal rate has dropped
from 70% to 28%. The Tax Reform Act of 1986 greatly increased the taxable income
of most taxpayers. The repeal of the capital gains exclusion, and the implementation
of rules limiting the use of tax shelter losses are examples of this fact. 26 U.S.C. § 469
(Supp. 1987).

19. Floor Debate on L.B. 773, Neb. Unicameral, 90th Leg., 1st Sess. (Apr. 7, 1987
& May 7, 1987).

20. From the years 1981 through 1986, there were seven special legislative ses-
sions held. The call of a majority of these sessions was for the express purpose of ad-
dressing shortfalls in the state’s revenues needed to meet budget expenditures enacted
earlier by the legislature. These revenue shortfalls were addressed either by the impo-
sition of higher sales and income tax rates or in the reduction of budget expenditures.
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unanimously concluded that they would significantly decrease the in-
come tax revenue in Nebraska.?2! The widespread depression in agri-
cultural incomes in Nebraska eroded the taxable base even further.
To respond to these changes, Nebraska had two fundamental choices.
First, the state could choose to retain its current individual income
tax system, with its direct tie to the federal liability, and raise its tax
rate to compensate for the federal changes. Second, Nebraska could
adopt the approach used by all but three other states with an individ-
ual income tax and develop its own system of rates and exemptions
based on federal taxable income.?? Regardless of the alternative cho-
sen, public policy and political reality dictated that it not impose a
significantly higher tax burden on the general populace of the state.

Proponents of the status quo argued that the simplicity of the
current system should not be sacrificed in the drive for fiscal stabil-
ity.23 Nebraska had long been noted for its relatively simple report-
ing and compliance system. There are only a couple of states in
which the vast majority of resident individuals can correctly com-
plete their own state returns on a single page. The state corporate
income tax also closely followed the federal return, and the appor-
tionment of income by multistate corporations was consistent with
methods used by the majority of states.?* An adjustment of rates was
needed, proponents argued, rather than a complete revamping of the
present system.

In addition, it was argued the total effect of the massive U.S. Tax
Reform Act of 1986 on the Nebraska tax system was still unknown
and, thus, prudence dictated a more cautious approach to reform.
The state saved money on tax enforcement by relying wholly upon
the federal system for the determination of taxable income and tax
liability, thus avoiding the increased costs of interpreting vast com-
plexities of the tax law, enforcement through audits of individual re-

21. The effect of this decrease in Nebraska taxable base can be exemplified as fol-
lows. For a married couple filing jointly with a federal taxable income of $50,000.00 in
the taxable year ending December 31, 1980, their federal tax liability would have been
$14,778.00. For the taxable year ending December 31, 1988, assuming all other factors
are constant, their federal liability will be $10,130.00, a 31% decrease in the Nebraska
taxable base.

22. Vermont is the only other state which computes its tax solely on the basis of a
percentage of federal tax liability. North Dakota and Rhode Island do so with a few
modifications. All other states have separate taxing systems in place. At least 50% of
these jurisdictions use federal adjusted gross income as a starting point for their state
calculation, the remainder have a completely separate taxing system.

23. See Floor Debate on L.B. 773, supra note 19.

24. The corporate taxing system in Nebraska used federal taxable income from
the federal corporate return and applied a Nebraska rate to this amount. NEB. REV.
STAT. § 77-2734 (Supp. 1987) (as amended). The multistate apportionment formula
consisted of a three-factor computation of payroll, property, and sales used by most
states. NEB. REV, STAT. § 77-2743 (Supp. 1987) (as amended).
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turns, and litigation costs of resolving disputes.25

Proponents of change argued that regardless of the effect of the
federal changes, it was time that Nebraska freed itself from its in-
flexible tie to the federal system.26 The manner in which Nebraska
was tied to the federal law was out-of-step with the long-term direc-
tions of federal legislation. With greater independence, the state
could fashion a taxing policy more responsive to changing economic
conditions within the state, and the state would have greater latitude
to implement economic policies particularly suited to the will and
needs of the Nebraska public.

In addition, proponents of change argued that continuing to raise
the tax rate to compensate for the ever changing federal tax law
would be politically impractical. While the total dollars collected on
average returns might remain the same, a tax rate of 6% on state tax-
able income is inherently more ‘“acceptable” to most voters than a
rate equal to 25% of federal tax liability. Most political observers be-
lieved that a 20% tax rate was a practical ceiling, but that rate was
not projected to maintain needed revenue collections under the 1986
Tax Reform Act.

THE NEBRASKA ECONOMY

While the federal tax reform acts of the 1980’s had contributed to
a decreasing Nebraska tax base, other factors were also contributing
to the loss in Nebraska tax revenue. The well publicized decline in
the United States farm economy had been particularly significant to
the economy of Nebraska with a general decrease in the agricultural
sector. With this loss in income base, Nebraska’s real revenues
shrank as farms, small town businesses and related agricultural con-
cerns decreased both in absolute number and in revenue raising
activity. :

The decrease in revenues collected by Nebraska prompted an in-
creased awareness of the dependency of the state economy on its ag-
ricultural base and of the critical need for economic diversification.
This diversification was to give a broader economic base to the state,
and also to put displaced agricultural workers back into the
workforce through independent non-farm based jobs. The issue was
brought sharply into focus by candid public remarks by the top exec-

25. Soon after the adoption of the various tax reform measures by the 1987 legis-
lature, the Nebraska Department of Revenue announced plans to significantly increase
its staff to compensate for the perceived increased work load necessary to administer
these new statutes. L.B. 773A, passed at the same time as L.B. 773, indicates that an
appropriation of over $5 million was needed to carry out its provisions alone. L.B.
773A, Neb. Unicameral, 90th Leg., 1st Sess., 1987 Neb. Laws 1740.

26. See Floor Debate on L.B. 773, supra note 19.
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utives of long-time Nebraska based businesses to the effect that the
economic and taxing climate of the state must improve. The execu-
tives further remarked that the state must actively promote and sup-
port those industries which were already located in the state.2” One
major New York Stock Exchange employer, Enron Corporation,
moved its headquarters from the state, and a number of business
owners were already living out of state. It became clear that addi-
tional moves out of the state might occur if Nebraska did not change
its tax structure and business climate. Given the nature of the state’s
tax system, and a lack of genuine and substantial business operating
incentives, these businesses perceived an attitude of ambivalence or
unconcern by the state.

Nebraska had only to look at the policies and practices of its
neighbor states to ask the question whether the state was tardy in
providing true economic incentives to encourage economic growth
both from within and without the state.28 In examining these poli-
cies, Nebraska was faced with the fundamental policy questions of
whether a state should undertake an active role in providing eco-
nomic incentives to business, and whether the state firmly believed
that its enactment would stimulate real economic growth.2® How-
ever, given the past economic performance of the state and the rather
aggressive, affirmative answers given to these questions by its neigh-
bor states, this examination by the state may have become moot.

Opponents of economic incentives argued that it was neither the
correct time nor a proper role for state government to provide eco-
nomic incentives to encourage business growth. The argument fol-
lowed that these incentive programs would favor only the entrenched
large businesses of the state and that the majority of taxpayers, par-
ticularly the financially distressed farmers and ranchers, would never
realize any tangible benefits.30

Further, there was some popular resentment towards those busi-
nesses and individuals who had assumed the leadership of the tax re-
form movement. During debate on the new legislation, a reasonable
volume of constituent mail suggested that it was inappropriate for
certain segments of the private sector to assert such dominant leader-
ship in developing a new tax policy, including tax incentives which

27. Important in this discussion was Michael Harper, Chairman of Con Agra, Inc.
His well publicized comments caused much public discussion and comment regarding
the role of private citizens and taxpayers in the formulation of Nebraska tax policy.

28. Iowa, Kansas, Missouri, and Colorado all have incentive programs designed to
encourage taxpayers to locate within their boundaries. In addition, many other states
had instituted incentive programs which were similar in nature. See infra notes 96-97.

29. Floor Debate on L.B. 775, Neb. Unicameral, 90th Leg., 1st Sess. (Apr. 22, 1987
& May 26, 1987). '

30. Id.
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would benefit their businesses.31

Regardless of these arguments, the leadership of state govern-
ment reached a consensus that some type of incentive package
needed to be implemented in order to bring about growth and stabil-
ity in the business and labor economies of the state.

NATURE OF NEBRASKA INCOME TAX

The Nebraska individual income tax rates before 1987 were more
progressive than the income tax rates of any neighboring state. As
noted before, Nebraska was one of the few states in the nation, and
the only one among its immediate neighbors, which used the federal
tax liability as the basis for determining state income tax liability.
All Nebraska’s neighboring states, and most states in the country, ap-
ply state rates to some variation of adjusted federal taxable income
or to a separately computed state taxable income amount.32

Figure 1 compares the marginal rates of state individual income
tax as a percentage of federal taxable income in Nebraska to its sur-
rounding states. Figure 1 uses 1985 rates which were slightly higher
in Nebraska than in 1986. The Nebraska rate slopes uniformly up,
reaching 9% at $100,000.00 and ultimately reaching 10%. None of our
neighboring states reach such a high marginal rate. Minnesota is the
next highest at 9.3% at $30,000.00 of taxable income, and decreases at
higher income levels until it reaches 7% on taxable income over
$175,000.00.

None of the rates in Figure 1 relate directly to state tax tables
because they are expressed in terms of the additional state tax result-
ing from one additional dollar of federal taxable income. In Ne-
braska, if an additional dollar of federal taxable income resulted in
50¢ additional tax, the additional Nebraska tax at 20% would be 10¢,
or a 10% marginal rate. All of Nebraska’s neighbors allow a state de-
duction for part or all of the federal tax liability. For example, an
additional dollar of federal taxable income taxed at a 50% rate would
increase state taxable income in Missouri by only 50¢ ($1.00 less a de-
duction for 50¢ federal tax). A 6% tax rate on state taxable income
results in a 3¢ state tax (50¢ at 6%), and a 3% marginal rate on fed-
eral income. Because every neighboring state reached its maximum
tax rate at lower taxable incomes when the federal rate reached 50%,
they actually had reverse progression at higher income levels. The
graph lines slope down for every state in Figure 1 for amounts be-

31. Id.
32. See supra note 22.
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tween $30,000.00 and $50,000.00, except Nebraska which continuously
increases.

The Federal Tax Reform Act of 1986 decreased the progressive
nature of the former Nebraska tax system to a great extent, and in
fact, would have made Nebraska’s marginal rates moderate in com-
parison to other states.33 With a 28% federal tax rate for individuals,
the maximum marginal rate would have been 5.9% at a 21% Ne-
braska rate on tax liability, which is the rate ultimately enacted by
L.B. 773. However, that did not resolve the broader issue of access to
the income available to tax. Nebraska collected 35% of its income tax
on taxable incomes below $30,000.00. As can be seen in Figure 1, in-
dividuals with taxable incomes up to $30,000.00 were paying less tax
in Nebraska than they would have paid on the same income in four
of the five other states. In actual dollars, the liability in Nebraska
ranged from about one-half to two-thirds of the liability in other
states. Proponents of a new tax structure for Nebraska argued that
Nebraska’s revenue shortages were caused by the state’s failure to
fully tax the available incomes. Moreover, these were the very in-
come levels at which the federal reforms would result in the greatest
reduction in federal tax, and therefore, state tax. Proponents of
change argued that Nebraska simply could not afford the effects of
the 1986 Tax Reform Act on its present law because of its dispropor-
tionate effect on a material segment of the state tax.3¢

Given the factors of a changing federal taxing system, a de-
pressed economy void of significant governmental incentives, and an
income tax that did not adequately access the income available to tax,
the 1987 Nebraska Legislature enacted a new individual income tax.
Some change was also made to the corporate income tax to conform
it to the new individual tax and to provide some incentive to corpora-
tions to locate property and payroll in Nebraska. In addition, two sig-
nificant tax credit incentive measures were enacted by the
legislature. The following is an examination of the four new statutes.

33. The federal legislation actually creates an increase in revenue for every neigh-
boring state if the state tax is not changed. There are three elements which combine to
achieve this result: (1) increased federal taxable income; (2) the fact that increased fed-
eral personal exemptions and standard deductions have no effect on state taxable in-
come — the states already had their own exceptions and deductions as part of state
law; and (3) the reduced deduction for the federal tax liability — as a result of lower
federal rates the amount deducted from income subject to state tax is lower, thereby
increasing the amount of income subject to state tax. The amount of the windfall var-
ies from state to state, but in every case it is material.

34. See Floor Debate on L.B. 773, supra note 19.
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TAX REFORM LEGISLATION
INDIVIDUAL TAX REFORM — LEGISLATIVE BILL 773

Legislative Bill 773%5 is the new Nebraska individual income tax.
While it would appear that the proponents of change carried the day,
the change is restrained and the new law is consistent with the indi-
vidual income tax laws that predominate in other states. Although
Nebraska did free itself from the most restrictive ties to the federal
system, it did not embark upon a major formulation of its own tax
code. The system is still rather simple in its operation — almost all
computations and concepts can be directly traced to the federal sys-
tem.3® Figure 2 is a basic outline of the new individual tax structure.
The key elements of this legislation are:

1. Separate Tax Rate System — Nebraskans will now compute their
Nebraska income tax based on Nebraska taxable income using
Nebraska tax rate tables, similar to the way they compute federal
tax. The beginning point in this new tax computation is adjusted
gross income taken from the federal return. Against this amount
will be allowed Nebraska personal exemptions, Nebraska item-
ized deductions, and other decreases and increases to determine
Nebraska taxable income;3”

2. Itemized Deductions — The new Nebraska law allows itemized
deductions for those taxpayers who itemize on their federal re-
turn. Nebraska will allow all federal itemized deductions except
for the deduction taken for state and local income taxes. An indi-
vidual may claim the Nebraska standard deduction if it is greater
than adjusted itemized deductions.?® Individuals who do not
itemize for federal purposes must use the Nebraska standard
deduction;

35. L.B. 773, Neb. Unicameral, 90th Leg., 1st Sess., 1987 Neb. Laws 1713.

36. It is important to note that almost all changes in the bill are related to the
taxation of individuals. This statute did not change the corporate taxing structure of
the state except for the determination of rates and other minor items.

37. NEeB. REV. STAT. § 77-2716.01 (Supp. 1987). These personal exemptions will be
the same number as those allowed on the federal return subject to the following
amounts: (1) for the taxable year 1987 the exemption will be $1,100.00; (2) for taxable
years 1988 and later, the exemption will be raised to $1,130.00. Id.

38. Id. The Nebraska standard deduction is currently scheduled to be computed
as follows:

Single/Head Married, Married,

of Household Filing Jointly Filing Separately
1987 $2,530.00 $3,740.00 $1,870.00
1988 and later $2,550.00 $3,780.00 $1,890.00

Id.
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3. Adjustments To and From Nebraska Taxable Income — The con-
cept of adjustments to Nebraska income is not entirely new to
the state. Nebraska has always exempted interest income on U.S.
obligations,3® and income from certain retirement plans was ex-
empt. The act expanded these adjustments to several additional
items.4® These adjustments may be found in Figure 3;

4. Nebraska Net Taxable Income — A Nebraska taxpayer uses his
net Nebraska taxable income much in the way he uses the fed-
eral taxable income. A determination of Nebraska tax liability is
based upon tax tables which will be issued by the Nebraska De-
partment of Revenue and will show various levels of Nebraska
taxable income and the corresponding tax liability for that
level;4t ,

5. Additional Nebraska Tax — Nebraska had traditionally levied
Nebraska tax based on the federal minimum tax by simply in-
cluding the minimum tax in the amount of federal liability on
which Nebraska tax is computed. Having abandoned the “federal
liability” method of computing tax, 1..B. 773 required a new calcu-
lation in order to keep the federal alternative minimum tax in
the Nebraska tax base. Similar provisions apply to the federal

39. NEB. REV. STAT. § 77-2716 (Supp. 1987) (as amended).

40. Id. )

41. NEB. REV. STAT. § 77-2715.02 (Supp. 1987). It is interesting to note the method
by which the Nebraska tax rate will be determined. This section delineates what is
known as the primary tax rate. Id. For the taxable years ending after December 31,
1986, the primary rate is 3.15%. NEB. REV. STAT. § 77-2701.01 (Supp. 1987). This sec-
tion mandates that there will be five individual tax brackets which will show a tax
rate directly tied to this primary tax rate. This direct tie to the primary rate is to be as
follows:

Bracket Percentage of Primary Rate
A .64
B 1.00
C 1.59
D 1.87
E 1.87

NEB. REV. STAT. § 77-2715.02 (Supp. 1987). In addition, the determination of the corpo-
rate tax rate will also be directly tied to the primary tax rate. The corporate tax
schedules are to be as follows for taxable years beginning after December 31, 1986:

Taxable Income Percentage Rate
Over But Not Over
$0.00 — $50,000.00 (150.8%) 4.75%
$50,000.00 — and up (211%) 6.65%

Thus, the legislature need only set the primary rate for the year and all individual and
corporate rates will be computed automatically. NEB. REV. STAT. § 77-2734.02 (Supp.
1987).
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tax on premature IRA distributions and to the special “averaged”
liability on lump sum distributions from qualified retirement
plans. If the taxpayer is subject to federal alternative minimum
tax, or one of the other two additional federal taxes, an add-on
Nebraska tax is assessed at 22.05%. This tax is computed under
the following formula:42

Federal Alternative Minimum Tax +

Federal Tax on Lump Sum
Distributions from Retirement Plans +

Federal Tax on Premature IRA ’
Distributions ' +

Total

Nebraska Minimum Tax Rate x 2205

Additional Nebraska Tax

This additional tax liability is added to the regular
Nebraska tax liability.

Another important feature of L.B. 773 is the method by which
the State of Nebraska will tax the income earned by resident Ne-
braska shareholders of Subchapter S corporations which have income
derived from non-Nebraska sources.#3 A Subchapter S corporation
for federal tax purposes is a flow-through entity which generally
pays no tax. The shareholders report their ratable share of income/
loss from the corporation on their individual tax return.#¢ Thus, the
income from the corporation is taxed at individual income tax rates
instead of corporate tax rates. Subsequent distributions of this in-
come are not taxed again to the shareholder. With the full imple-
mentation of the U.S. Tax Reform Act of 1986, individual tax rates
will be lower than corporate tax rates. Accordingly, shareholders of
corporations which qualify for Subchapter S status may realize sub-
stantial benefits from having their corporations elect Subchapter S
status.

Under old Nebraska law, as in other states, a Nebraska resident
who was a shareholder in a Subchapter S corporation included his to-
tal share of the income or loss of the corporation in the Nebraska re-
turn and computed Nebraska tax on this amount regardless of where

42. NEB. REv. STAT. § 77-2715(2) (Supp. 1987). The federal alternative taxable in-
come amount must be adjusted for Nebraska adjustments (i.e., the state income tax
deduction will be added back to this amount if taken on the federal return). In addi-
tion, the federal credit for prior years’ minimum tax will be allowed for Nebraska pur-
poses after recomputation for the above adjustments. Id.

43. NEB. REv. STAT. § 77-2734.01 (Supp. 1987).

44. 26 U.S.C. § 1366 (Supp. 1987).
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it was earned.*® Nebraska then allowed a resident to reduce his state

tax liability by a credit for non-resident taxes paid to other states.4®

The credit was limited to the amount of tax actually paid or the

amount of tax which the resident state levied on that income, which-

ever was less. Nebraska, like most states, applied this limitation on a

per state basis. The effect of this approach was a “throw back” rule

which taxed in Nebraska all out-of-state income to the extent that it
was either taxed at a lower rate or not at all in any other state.
Under L.B. 773, only Subchapter S income or loss derived from

Nebraska sources is included in Nebraska taxable income.4” Income
of a multistate S corporation is apportioned to Nebraska using the
same formula used by taxable corporations in apportioning multistate
income to the state.?® All income apportioned outside of Nebraska is
not included in Nebraska taxable income. Accordingly, no credits are
allowed for taxes paid to other states on income apportioned to those
states. There are two important restrictions on the use of this appor-
tionment provision:

1. The income must be earned from the conduct of an active trade
or business.?® Passive income, such as interest and dividends,
may not be included in apportionable income unless they are inci-
dental to the temporary investments of an active trade or busi-
ness. A Nebraska taxpayer cannot incorporate an out-of-state
Subchapter S corporation, contribute assets generating passive in-
come to it, and then apportion the income out-of-state;

2. The Subchapter S corporation must also pay reasonable compen-
sation to its employees/shareholders.5° The intent of this portion
of the statute is two-fold. First, it is another attempt to exempt
purely passive activities from this new allocation process. Sec-
ondly, even for corporations with an active trade or business, a
shareholder might waive salary in order to allocate more income
out of Nebraska. This would be especially advantageous to a resi-
dent shareholder with a majority of his or her corporation’s earn-
ings based in non-Nebraska sources.

The aim of the provision is quite simple and novel in its ap-
proach. It neutralizes state taxes in any residency decision made by

an individual S corporation shareholder. Aggregate state taxes on S

45. NEB. REv. STAT. § 77-2715 (Supp. 1987) (as amended).

46. NEB. REV. STAT. § 77-2730(1) (Supp. 1987) (as amended).

47. NEB. REv. STAT. § 77-2734.01 (Supp. 1987).

48. Id. § 77-2734.05. See infra note 60.

49, Id. § 77-2734.01.

50. Id. While taking compensation from a Subchapter S corporation, the share-
holder would be required to report these wages as income to Nebraska. By forgoing a
salary, the income from non-Nebraska sources would remain in the corporation and
then be allocated out of Nebraska.



1988] TAX REFORM LEGISLATION 489

corporation income will be largely the same for the shareholder re-
gardless of whether he or she lives in Nebraska, a lower tax state, or
a non-tax state. In fact, the aggregate state taxes may be lower in
Nebraska than in a lower tax state, if that state will still “throw
back” to its residents the income earned in non-tax states. While
non-Nebraska Subchapter S corporation income will not be subject to
Nebraska income tax, hopefully the taxpayer’s other activities while
residing in the state will generate both income and sales taxes. A
survey of other state jurisdictions finds thls approach to multistate
taxation to be one of first impression. :

Nebraska has significantly improved its competitive attractive-
ness to the owners of S corporations at a time when federal tax law is
overtly encouraging S corporation elections. This provision alone may
either save for Nebraska, or gain to our state, a number of Sub-
chapter S corporations with multistate operations and the residency
of their shareholders. The aggregate cost of this provision to Ne-
braska is expected to be relatively insubstantial because of the lim-
ited number of affected returns compared to the total population of
individual taxpayers, and an increased tax base due to other activities
of these owners. At the same time, however, the provision may be a
material tax incentive to individual business owners to live in
Nebraska.

There is also another incentive found in this provision of the
statute that will encourage Nebraska residents to invest in Nebraska.
In recent years there has been a growing volume of “tax shelter in-
vesting” by Nebraska residents in out-of-state Subchapter S corpora-
tions. Under former Nebraska law, Nebraska residents who invested
in out-of-state S corporations received a full Nebraska tax benefit
from the losses generated by those corporations. In adopting the cor-
porate approach for S corporations, Nebraska has made these out-of-
state losses nondeductible in Nebraska. While federal tax legislation
will substantially reduce the volume of tax shelter investing, this ap-
proach may still provide an effective incentive for Nebraskans to in-
vest in Nebraska based activities.5! It will also reduce the net “cost,”
if any, of this new apportionment formula to Nebraska revenue.

Another important component of the new Nebraska individual
taxing system is found in L.B. 775, The Employment and Investment

51. See 26 U.S.C. § 469 (Supp. 1987) (providing for passive activity income and
loss). The Tax Reform Act of 1986 severely limits deductions or losses from passive
activities. Unless the taxpayer materially participates in the activity on a regular and
continuous basis, the activity will be deemed passive in nature. A shareholder will only
be able to deduct passive losses from a corporation up to passive income from other
sources.
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Growth Act of 1987.52 This statute allows, among other things, a spe-
cial capital gains tax exclusion for the disposition of qualifying em-
ployer securities. A qualifying employer security is defined as stock
in a corporation which:

1. Has been actively conducting a trade or business in the State of

Nebraska for the past three taxable years;

2. Has at least five shareholders; and
3. At least two of the shareholders, or groups of shareholders, of the

corporation are unrelated and each of them own more than 10%

of the outstanding stock of the corporation.

If a Nebraska resident taxpayer is an employee of a qualifying
employer corporation and acquires stock in this corporation during
the taxpayer’s employment with the corporation, the taxpayer is
granted a once in a lifetime election to receive a capital gains exclu-
sion on the gain realized on any sale of these securities.’® The pri-
mary objective of this provision is to stop the growing migration of
business owners, and retirees, to non-tax states just prior to selling
employer stocks at large capital gains that have accumulated over a
lifetime career.

CORPORATE TAX REFORM — LEGISLATIVE BILL 772

One of the concepts that pervaded the realm of multistate taxa-
tion for many years was a policy that a uniform method of taxation
was necessary for those corporate taxpayers who operated in more
than one state. Important to this consideration, was the underlying
principle that whatever method a state might employ in apportioning
multistate income, it could not so discriminate against foreign corpo-
rations operating in its boundaries as to create a burden on interstate
commerce.’* Consistent with this desire for uniformity between the
states, yet tempered with a need for free flowing commerce, the Mul-
tistate Tax Commission constructed a three-factor apportionment
formula to determine how much income should be apportioned to

52. L.B. 775, Neb. Unicameral, 90th Leg., 1st Sess., 1987 Neb. Laws 1742.

53. NEeB. REvV. STAT. § 77-2715.09 (Supp. 1987). This capital gains exclusion is
phased in over a three year period. No capital gains will be excluded for the taxable
year ending December 31, 1987, 50% of capital gains will be eligible for this treatment
in 1988 and 100% in 1989. Id.

54. The commerce clause has long been interpreted to mandate that free trade
among the states is protected. Boston Stock Exch. v. State Tax Comm’n, 429 U.S. 318,
329 (1977); Freeman v. Hewit, 329 U.S. 249, 252 (1946). Included in this interpretation
is the general rule of law that a state may not tax a transaction more heavily because
it involved more than one state as opposed to a transaction which occurred entirely
within the state. The Supreme Court has articulated that any taxing scheme devel-
oped by a state must have “internal consistency,” that is, it must not unfairly apportion
income from other states for taxation purposes. Armco Inc. v. Hardesty, 467 U.S. 638,
644 (1984); Container Corp. of Am. v. Franchise Tax Bd., 463 U.S. 159, 169 (1983).
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any one particular state by a unitary business operating in more than
one state.55

The basic analysis behind this particular apportionment process
is that a corporate taxpayer’s presence in a state is not merely mea-
sured by its sales made in that state, but rather by a combination of
the sales made, the personnel employed, and the property engaged
within that state. Under this apportionment formula, a taxpayer de-
termines what percentage of its sales, payroll and property are em-
ployed in a particular state compared to the total of these individual
factors. These three percentages are then added together and the to-
tal divided by the number of factors used. The taxpayer then applies
this apportionment factor to its total taxable income to determine the
amount of income which should be reportable to the particular
state.5® This three-factor formula is almost uniformly used by the
fifty states.57

While the interests of uniformity and consistency between the
states is an admirable goal, the workings of the three-factor formula
has conceptual problems. Multistate companies with only sales in a
state will report less taxable income than a company with the same
amount of sales, but which also employes personnel and capital in
the taxing jurisdiction.®

55. In 1959, the U.S. Supreme Court ruled in Northwestern States Portland Ce-
ment Co. v. Minnesota, 358 U.S. 450, 462-65 (1959), that a nondiscriminatory state tax
levied directly upon net income of a foreign corporation engaged exclusively in inter-
state commerce, which fairly apportioned to local activities within the taxing state,
formed a sufficient nexus to support that tax and did not violate the due process and
commerce clauses of the federal Constitution.

In 1969, under threat of federal legislation a group of states formed the Multistate
Tax Compact and established the Multistate Tax Commission. The Commission’s du-
ties included establishing uniform tax regulations for use throughout the nation. The
three-factor apportionment formula was one of these regulations. Thirteen states for-
mally adopted the three-factor formula, either in full or in part. Another six states
informally adopted these regulations. The remaining states established their own ap-
portionment approaches. However, most states use some form of this uniform
apportionment.

56. This apportionment process can be illustrated by the following fact situation.
Suppose a corporation operates in state A and state B. The corporations made 80% of
its sales, employed 60% of its payroll, and located 20% of its plant, property, and equip-
ment in state A. The remaining sales, payroll, and property were in state B. The com-
pany would apportion 53% of its taxable income to state A ([.80 plus .60 plus .20)/3)
and 47% of its taxable income to state B ([.20 plus .40 plus .80]/3).

57. In reviewing the various taxing jurisdictions, there is almost universal use of
the three-factor allocation formula with the notable exceptions of Iowa (sales only fac-
tor), Colorado (sales and property factors) and Missouri (election between sales only
factor or the standard three factor formula, whichever is most advantageous), all
neighboring on Nebraska.

58. This effect can be demonstrated by the following example. Corporation A and
B have the same amount of total sales, payroll, and plant, property and equipment.
Eighty percent of corporation A’s sales are in state 1, but it employs no payroll or
property within that state. Thus 27% of its taxable income will be reported to state 1.
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While this answer is in part a product of the formula’s bias, that
all three factors are important in the economic process of generating
taxable income, the formula often seems to work to the disadvantage
of local and regional based business operations. A large multistate
company will pay less tax to a state than its local competitor on the
same amount of sales because personnel and capital investment
within that state will usually be proportionately less than sales.

Nebraska appears to be a “net retail deficit” state. Retail sales in
Nebraska by out-of-state companies substantially exceed retail sales
outside of Nebraska by Nebraska based companies. The three-factor
formula may apportion substantially less income to a “net retail defi-
cit” state than is actually earned there. For example, discount retail
chains tend to operate in large single story buildings with few inter-
nal improvements, use low paid part-time help, and are substantially
self-service. They have high volumes of sales per payroll dollar and
per square foot. While access to specific information on specific tax-
payers is not available, it is reasonable to expect that the Nebraska
sales factors of most out-of-state discount retail chains operating here
are substantially higher than either their payroll or property factors.
Where sales is the primary income generator, as in the retail busi-
ness, a “sales only” factor is expected to more fully apportion income
to the states in which it is earned. As a net retail deficit state, a sales
only factor would appear more in tune with Nebraska than the three-
factor formula.

A sales only factor is also more consistent with the business in-
vestment incentives in L.B. 775 and 270 than the three-factor
formula. Underlying these investment incentives is a decision that
Nebraska will continue to substantially support state government
with income and sales taxes paid by individuals. In order to increase
the number of individuals working and paying taxes in Nebraska, the
state is willing to substantially forego taxes for some period of time
from those businesses that invest capital and increase employment in
the state. By eliminating property and payroll from the apportion-
ment formula, Nebraska enhances the incentive to invest and employ
people in the state. Finally, Nebraska also faced considerable compet-
itive pressure from modification of the three-factor formula by neigh-
boring states.59

In L.B. 772, the Nebraska Legislature changed the multistate ap-

Corporation B also has 80% of its sales in state 1, but it employs 20% of its payroll and
60% of its property in the state. Its allocation would be 53% of taxable income to state
1. Therefore, two corporations which have identical sales to a state, the underlying tax
generating activity, find themselves paying differing amounts of tax to that state.

59. See supra note 57.
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portionment formula to a sales only factor.6® The change is phased-in

evenly over a five-year period, with full implementation in effect by

January 1, 1992.61 Under this new statute, a business computes its

percentage of sales in Nebraska to total sales and multiplies the per-

centage by its taxable income. The same formula applies to Nebraska

domiciled multistate businesses operating in either corporation or, S

corporation form and to out-of-state corporations, S corporations,

partnerships, sole proprietorships, trusts, etc., doing business in Ne-
braska. The new formula is believed to promote the growth of Ne-
braska business because: {

1. The change has no effect on a business that operates solely in Ne-
braska. All its taxable income would be allocated to the state re-
gardless of the formula used.62

2. The taxing formula would tax the sales made by any business in
the state regardless of domicile, while at the same time not penal-
izing a taxpayer for locating property and payroll in the state.63
L.B. 772 also revised the rules governing the carryback and car-

ryforward of Nebraska net operating losses incurred by a corpora-

tion.?¢ Since the inception of the state income tax in 1967, the state
had followed the general federal rule regarding Nebraska net operat-
ing losses generated by corporate taxpayers. For federal purposes the
loss can be carried back against taxable income three years and for-

ward fifteen years.’® For taxable years beginning after January 1,

1987, a corporation filing a Nebraska return will be allowed no car-

ryback of its net operating loss, and may carry losses forward only

60. NEB. REv. STAT. § 77-2734.05 (Supp. 1987).

61. Id. For tax years beginning on or after January 1, 1988, the Nebraska alloca-
tion percentage is:

1988: ((Property + payroll + sales factors)/3) X 80% + sales factor X 20%

1989: ((Property + payroll + sales factors)/3) X 60% -+ sales factor X 40%

1990: ((Property + payroll + sales factors)/3) X 40% + sales factor X 60%

1991: ((Property + payroll + sales factors)/3) X 20% + sales factor X 80%

For tax years beginning on or after January 1, 1992, Nebraska taxable income is fed-
eral taxable income multiplied by the sales only factor. NEB. REV. STAT. § 77-2734.16
(Supp. 1987).

62. Under either allocation formula 100% of the company’s taxable income would
be reported in Nebraska. '

63. Using the example in footnote 58, both corporation A and B would report 80%
of their taxable income to state 1. In both these cases, the corporations would be re-
porting a large percentage of their taxable income to state 1. If at the same time these
corporations reported to other states which used the three-factor allocation formula,
the inconsistency may result in total state taxable income exceeding 100% of federal
taxable income. If the discrepancy is severe, most states, including Nebraska, offer ad-
ministrative procedures by which the business may petition the director or commis-
sioner of revenue for a special formula that results in less duplication of income. NEB.
REV. STAT. § 77-2734.15 (Reissue 1986). For practical political reasons, relief is more
frequently available from the state of commercial domicile.

64. NEgB. REV. STAT. § 77-2734.07 (Supp. 1987).

65. 26 U.S.C. § 172(b) (Supp. 1987).
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five years.®®6 Losses carried forward from previous taxable years will
retain their fifteen-year carryforward period.

A survey of other state jurisdictions indicates that although Ne-
braska may not be unique in this decoupling from the federal rules,
its limitation to a five-year carryover puts it on the more stringent
side of the spectrum.6” This particular provision could be viewed as
counter to the prevailing effort in the 1987 legislation, to provide
business incentives for taxpayers who provide investment and jobs in
Nebraska. However, the authors know from personal interviews
with state senators that they viewed the change as primarily an ef-
fort to stabilize the state’s revenue by eliminating large refund
claims.%® The senators believed that the majority of businesses that
are viable long-term members of the business community will be able
to use their loss carryovers in five years.

In the implementation of the new sales only allocation formula,
several planning points become evident. First, the identification of
sales which will be reported as Nebraska sales becomes a more criti-
cal analysis. While it may have been true for foreign multistate oper-
ations doing business in Nebraska, this may not always have been
true for Nebraska corporations conducting a multistate operation.
Nebraska has an aggressive throw back rule with regard to the re-
porting of sales to the state. Therefore, an aggressive analysis of ap-
propriate reported sales will now be needed.®

Second, careful planning of the use and disposition of net operat-
ing loss carryforwards will be needed. The federal tax system al-
ready tightened the rules regarding the use of net operating loss
carryforwards in the last round of tax reform.™ These additional
changes on the part of the Nebraska Legislature will only make this
consideration much more important in corporate planning.

EcONOMIC INCENTIVES — LEGISLATIVE BILL 775

Probably the most widesweeping and controversial of the meas-

66. NEB. REV. STAT. § 77-2734.07(2) (Supp. 1987).

67. In a survey of other states, seventeen still adopt the federal rule of three
years of carryback and fifteen years of carryforward. Only nine states have a carryfor-
ward period equal to or less than that of Nebraska, coupled with no carryback. All
other taxing jurisdictions are found somewhat in the middle of these two policies.

68. Revenue estimates made by the Department of Revenue projected that the
new carryforward only rule would recapture some of the revenues lost in the change
to a sales only apportionment computation. Floor Debate on L.B. 772, Neb. Unicam-
eral, 90th Leg., 1st Sess. (April 14, 1987).

69. NEB. REV. STAT. § 77-2734.05 (Supp. 1987). Nebraska takes the position that
sales by Nebraska resident taxpayers occurring in states with no tax will be thrown
. back into Nebraska taxable sales.

70. 26 U.S.C. § 382 (Supp. 1987).
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ures passed by the 1987 Nebraska Legislature was L.B. 7757 in which
the State of Nebraska enacted a series of incentives designed to at-
tract new businesses to the state and to encourage existing taxpay-
ers/businesses to expand within the state. It is the major cornerstone
in the implementation of a new economic program by Nebraska,
which states emphatically that the attraction and expansion of busi-
ness to insure the continued prosperity of the state is a goal of state
government implemented through tax policy. This statute is signifi-
cant in scope and generated one of the longest and most contested de-
bates in the recent legislative history of Nebraska.’? As outlined in
Figure 4, the statute provides a series of sales, property, and income
tax relief provisions for qualifying taxpayers who make investments
of personnel and property within the state.

The basic intent of the legislation is quite clear: if a business
meets the investment criteria set out in the statute, the state will re-
ward this investment with tax credits, refunds, and abatements. The
emphasis of the legislation is on encouraging growth in both the
number and quality of jobs in Nebraska. With more people working
at higher quality jobs, the state expects to develop a more stable and
expanding base for state revenues.

A survey of other taxing jurisdictions indicates that while the
use of state mandated tax incentives is not novel,?3 it does indicate a
major shift in the State of Nebraska’s attitude toward economic de-
velopment. The five major incentives can be briefly described as
follows:

1. Investment Tax Credit — A qualifying taxpayer is allowed an in-
vestment tax credit equal to 10% of the cost of most tangible
property subject to depreciation employed by the taxpayer in a
qualifying project.”* The investment tax credit may be used to
reduce income taxes‘or to claim a refund of sales taxes paid in
the normal course of operating the project;

2. Jobs Tax Credit — A qualifying taxpayer may earn a 5% jobs tax
credit on excess total compensation over a base yeaf compensa-
tion paid to Nebraska employees in a qualifying project.”> The

71. L.B. 775, Neb. Unicameral, 90th Leg., 1st Sess., 1987 Neb. Laws 1742.

72. See Floor Debate on L.B. 773, supra note 19,

73. In reviewing other state jurisdictions, there appear to be three types of eco-
nomic incentives used by the various states to attract new business. The simple ap-
proach to this area has been offered by those states which have no corporate income
tax. (Wyoming, South Dakota, Texas, Washington, and Nevada). Other states offer in-
centives similar to L.B. 775 but only in designated enterprise zones. These zones are
often in economically depressed parts of the state. See infra note 97. Other states of-
fer statewide incentives similar to Nebraska. See infra note 96.

74. NEB. REV. STAT. § 77-4105(4)(b) (Supp. 1987).

75. Id. § 77-4105(4)(a).
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jobs tax credit may also be used to either offset income tax or
claim a refund of sales taxes;

3. Sales Tax Refund — The state will refund to a qualifying tax-
payer all sales tax paid by that taxpayer on the purchase or con-
struction of most tangible property subject to depreciation
employed in a qualifying project;?®

4. Sales Only Allocation Factor — For a qualifying investment of
employees or equipment, the five-year phase in of the sales only
allocation factor mandated by Nebraska revised statute section
77-2734.05 is waived and the qualifying taxpayer may begin imme-
diate use of this new allocation formula for taxable years starting
with the year the application is filed;””

5. Property Tax Relief — For qualifying taxpayers, a fifteen-year
exemption from property taxes levied on turbine powered air-
craft, mainframe business computers, and business equipment
used in agricultural processing is granted by the state.”® This pro-
vision of the statute has no effect on state revenues, but rather is
totally local in its effect.”

The statute lists the activities that may constitute a qualified
business eligible to obtain these credits. These activities include:

1. Research, development or testing for scientific, agricultural, food
product or industrial purposes;

2. Data processing, telecommunications, insurance or financial
services;

3. Manufacturing, assembly or fabrication of tangible personal
property;

4. Administrative management or headquarter facilities;

Any combination of the above businesses;

6. Storage, warehousing, distribution, transportation or sale of tangi-
ble personal property.8°
Specifically excepted under the statute are activities in which

80% of total sales are to ultimate consumers of the property and

either (a) the property was not produced by the taxpayer, or (b) the

property will not be used by the purchaser in one of the above quali-
fying activities.81 Most retail activities are excluded from the bene-
fits of L.B. 775, although the headquarter facilities and management
staff of retail businesses will be eligible.

The statute also outlines the order in which these various credits

@

76. Id. § 77-4105(3).

7. Id. § 77-4105(1).

78. NEB. REV. STAT. § 77-4105(2) (Supp. 1987).
79. Id. See supra note 6.

80. NEB. REV. STAT. § 77-4103(10) (Supp. 1987).
81. Id.
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are to be used. The sales and use tax refunds are simply made for

expenditures actually incurred for qualified property at the project.82

Thus, all sales and use taxes spent on qualifying property in an ap-

proved project will be refunded to the taxpayer. The investment and

jobs credits are used to reduce income and sales tax liabilities in the
chronological order in which they were earned.83 Credits unused at
the end of any particular entitlement year may be carried forward
eight years.8¢

The statute also provides certain recapture provisions if the qual-
ified levels of employment and investment are not maintained by the
taxpayer. These recaptured amounts are considered underpayments
of tax and are immediately due and payable when assessed.85 The ef-
fects of these recapture provisions are:

1. Any property tax relief which has been granted the taxpayer is
immediately payable to the local jurisdiction which would have
collected the tax;

2. Any reduction in the corporate income tax, due to the immediate
use of the sales only factor, is immediately payable to the State of
Nebraska;

3. With regard to any investment or jobs credits which have been
used to obtain sales tax refunds, or reduce income taxes, recap-
ture will occur at the rate of one-seventh for each taxable year
the taxpayer did not maintain a project at the required levels of
employment or investment. Unused carryovers will expire at the
same rate.

The tax credits and refunds under L.B. 775 may be passed
through and distributed to the individual partners, shareholders, ben-
eficiaries of a partnership, a Subchapter S corporation, an estate or a
trust. Recaptures-will likewise be transferred to the owners of these
entities.’¢ The incentives may also be transferred to a new owner-
ship when a qualifying project is transferred in its entirety by sale or
lease of the property or business, or in a merger qualifying under sec-
tion 381 of the Internal Revenue Code of 1986.87

82. Id. § 77-4105(3).

83. NEB. REv. STAT. § 77-4106(1)(b) (Supp. 1987). The qualifying taxpayer can re-
ceive refunds for both his total income tax liability for the year and for all sales and
use taxes paid during the year. The sales tax can be for any amount paid, not just on
the initial qualifying project which probably has already been refunded under the sales
tax credit portion of the statute.

84. NEB. REV. STAT. § 77-4106(1)(c) (Supp. 1987). Thus, a taxpayer has a fifteen
year window in which to use these credits: the year of entitlement, the six years of
eligibility and the carryover period of eight years.

85. NEB. REV. STAT. § 77-4107(2)(a) (Supp. 1987).

86. Id. § 77-4108(1)(a).

87. Id. § 77-4108(1)(b).
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While the basic implementation of and entitlement to these sev-
eral incentives are straightforward, the legislation provides that an
application process must be completed before a taxpayer becomes eli-
gible for these incentives.88 Unlike L.B. 270, a taxpayer must have
approval by the Nebraska Department of Revenue to be eligible to
obtain these tax incentives. More importantly, this approval must be
given prior to the consummation of the qualifying project.?® Addi-
tionally, even with approval, no tax credits or refunds will be forth-
coming to the taxpayer until the project is completed to the agreed
threshold amounts.90

This type of approval and satisfaction process provides two major
functions. First, it ensures that no credits or refunds are actually
given by the state until the project has met the criteria of the statute
and the requirements of the Department of Revenue. Secondly, it
gives the State of Nebraska an opportunity to monitor those projects
and taxpayers who apply for the various incentives. This also allows
the state to monitor the fiscal, economic and other effects. It would
seem that this policy is crucial to incentives of such magnitude to en-
sure compliance with the statute and measure its viability as an eco-
nomic development program.

EcoNoMIC INCENTIVES — LEGISLATIVE BILL 270

In attempting to provide economic and employment incentives
for business in the State of Nebraska, the Nebraska Legislature was
not entering into this arena of public policy for the first time. During
the 89th legislative session, the legislature passed the Employment
Expansion and Investment Incentive Act.9 This legislation provided
nonrefundable credits to be allowed against Nebraska income taxes,
in order to increase employment and the investment in depreciable

88. Id. § 77-4104(1). Under the provisions of the statute the application process to
receive the various tax incentives may be summarized as follows:

1. A taxpayer with a potential qualifying project files a written advance application
with the Nebraska Department of Revenue. Accompanying this advance applica-
tion must be a five hundred dollar application fee.

2. Upon receipt of the application, the Nebraska Department of Revenue will review
the application and schedule a conference with the taxpayer.

3. At this meeting a formal written agreement between the Department of Revenue
and the taxpayer will be executed. This agreement will list the agreed level of em-
ployment and investment, the agreed time period to complete the qualifying pro-
ject, not to exceed six years, and the required documentation which will be needed
to demonstrate compliance with the statute.

89. NEB. REV. STAT. § 77-4104(4) (Supp. 1987). Therefore, it is important that a
taxpayer not begin a project and then decide it may qualify under L.B. 775. In this
case, all expenditures incurred prior to that approval date would not be eligible for the
credit. Only expenditures after project approval are eligible for the credit.

90. Id. § 77-4106(2)(a).

91. Id. § 77-27,187-193.



1988] TAX REFORM LEGISLATION 499

property in certain qualifying businesses. The threshold qualifica-
tions were two additional full-time employees and an investment in
depreciable real or personal property in Nebraska of at least
$100,000.00 during the taxable year.2 The credit was $500.00 for each
new employee and for each $100,000.00 of new investment. Once the
taxpayer had earned a credit, additional credits could be earned dur-
ing the succeeding five-year period by increasing employment in in-
crements of two full-time employees per year without additional
capital investment.93
The statute was specific in its enumeration of what constituted a
qualifying business eligible for the credit. These qualifying busi-
nesses included the following:
1. The assembly, fabrication, manufacture, or processing of tangible
personal property;
2. The feeding or raising of livestock;
3. The storage, warehousing, distribution, transportation, or sale of
tangible personal property;
4. The conducting of research, development, or testing for scientific,
agricultural, animal husbandry, or industrial purposes;
5. The performance of data processing, telecommunications, insur-
ance, or financial services;
6. The administrative management of any of the above activities.%
Specifically excluded were most retail establishments.® It was
generally felt that this statute would be a tool to encourage new jobs
and economic investment within the state by providing a tax incen-
tive reasonably obtainable by most businesses within the state, re-
gardless of size. More importantly, it was an attempt to meet the
challenge of similar incentive programs as related to new employ-
ment which had been enacted in neighboring states and across the
country.9® While a modest credit in light of some of the other states’

92. Id. § 77-27,188(1)(a). The amount of this nonrefundable credit which could be
applied against a taxpayer’s income tax liability was limited to 50% of the liability.
Unused credits could be carried over for the five immediately succeeding years.

93. Id. § 77-27,188(1)(b).

94. Id. § 77-27,189.

95. Id.

96. See, e.g., MO. REV. STAT. § 135 (Supp. 1987) (providing a seventy-five dollar per
job and per one hundred thousand dollars of capital investment credit for a new busi-
ness or a one hundred dollar per job and per one hundred thousand capital investment
credit for an existing business); IowA CODE ANN. § 422.33(7) (West Supp. 1987) (provid-
ing a credit equal to 6% of the taxable wages upon which an employer is required to
contribute to the state unemployment fund for each new job created if an employer
expands employment by 10% or more); KAN. STAT. ANN. § 79-32,153 (1984) (providing
for a one hundred dollar credit for each new employee and each one hundred thou-
sand dollars of new investment). The Kansas statute further provides, if the taxpayer
invests in a designated enterprise zone the credit is three hundred and fifty dollars for -
each employee, increasing to five hundred dollars if the employee is also eligible for
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incentive programs, it did indicate an emerging sense by the Ne-
braska Legislature that incentive programs such as this were needed
for greater business growth and expansion within the state. How-
ever, in comparison to other states’ programs, its real attractiveness
to outside businesses could be seriously questioned.?”

In response to this perception that not enough had been done,
the legislature in the 1987 session passed L.B. 270 to amend the origi-
nal statute. The momentum which fueled this action stemmed from
two arguments. First, as discussed above, the original bill, although
admirable in its intent, did not offer incentives sufficiently material
to the average taxpayer either within or without Nebraska to influ-
ence economic growth or business location decisions. Secondly, and
more importantly, the provisions of L.B. 775 were simply not applica-
ble to or attainable by the majority of medium and small businesses
within the state.?® If economic incentives were to be one of the main

the federal targeted jobs credit. The investment credit is raised to three hundred and
fifty dollars per one hundred thousand.

97. See, e.g., MO. REV. STAT. § 135 (Supp. 1987) (providing substantial credits to
any employer who creates two new jobs and makes a one hundred thousand dollar in-
vestment in a designated enterprise zone). The following benefits are included. First,
one-half of the income attributed to the enterprise zone business is exempt from Mis-
souri corporate income tax each year for ten years, provided certain types of individu-
als are employed in the project. Second, the company will realize a tax credit on the
amount of new investment created equal to 10% on the first ten thousand, 5% on the
next ninety thousand and 2% on that portion of new investment in excess of one hun-
dred thousand dollars. Investment credits can be claimed each year for ten years.
Third, a credit equal to four hundred dollars for each new job created is offered.
Fourth, an additional credit equal to one hundred dollars for every three-month period
an employee lives within the zone is offered. Fifth, another one hundred dollar credit
is offered for every three-month period an employee meets any one of the previous
three criteria. Sixth, up to a four hundred dollar credit is available for each employee
who is trained from company funds provided the employee is a zone resident, or diffi-
cult to employ. Seventh, the company may receive up to a fifty thousand dollar cash
refund for any unused credits earned in the first year the project becomes operational,
payable in the third year, and up to a twenty-five thousand dollar cash refund for un-
used credits earned in the second year, payable in the fourth year. Eighth, a property
tax abatement equal to 50% to 100% of the value of real improved property for up to
25 years is authorized by these statutes.

See, e.g., CoLO. REV. STAT. § 39-30-101-109 (Supp. 1986) (providing credits for in-
vestments of capital and employment in designated enterprise zones). Credits avail-
able in Colorado include: (1) a 3% investment tax credit on investment of equipment
in the zone; (2) a five hundred dollar per job tax credit for the hiring of new employ-
ees in a qualified business facility in an enterprise zone with this amount doubling if
the facility is used for agricultural processing; (3) an exemption from sales and use
taxes paid for equipment used in a facility in an enterprise zone; (4) a two hundred
dollar per job credit if the employer provides health insurance to employees in the
zone; and (5) numerous local government tax incentives.

98. Most of the provisions of this act are applicable at a minimum investment of
three million dollars of property and the addition of thirty new employees to a qualify-
ing project. The provisions relating to property tax relief require at a minimum a ten
million dollar investment and one hundred new employees. Arguably, threshold crite-
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tenants of tax policy within the state, then they should be as broadly
attainable as possible, if not through L.B. 775 then through other
legislation.

In an attempt to answer these arguments, the Nebraska legisla-
ture amended the provisions of the original act in three important
ways.

1. The amount of credit was raised from $500.00 to $1,000.00.99

2. The definition of qualified business activities was broadened to
include farming and ranching and the prohibition for retailing ac-
tivities was narrowed. Also included in the expanded definition
were headquarters activities, including retailing.10°

3. The use of the credit was expanded so that it could be used not
only against 50% of the income tax liability of the taxpayer, but
also to obtain a refund for certain sales or use taxes paid by the
taxpayer.10t

As a perceived trade-off to this expansion of the act, the legisla-
ture also added policing language to prevent abuse of the credit.192
The original legislation contained no provisions to prohibit a taxpayer
from qualifying for the credit in one taxable period, using its credits,
and then either terminating the employees or disposing of the prop-
erty which had originally generated the credit.103

An important policy argument to be raised in the spectrum of in-
centives aimed at the small or medium sized business is whether the
government should be reimbursing or rewarding a taxpayer for
something that would have been done regardless. Small and medium
sized businesses are usually not equipped or inclined to enter or leave
a state because of the taxing or other economic incentives which the
state may choose to bestow upon them. Decisions to expand or con-
tract operations and plants are based upon perceived needs and mar-
ket, and not so much upon tax credits. In many ways these
businesses are captives of their environment and will remain in a
community.

ria such as these are neither attainable nor desirable for a great majority of Nebraska
businesses.
99. NEB. REV. STAT. § 77-27,188(2) (Supp. 1987).

100. Id. § 77-27,189.

101. Id. § 77-27,188.01. The credit against sales and use taxes paid by a taxpayer
may not create a refund which exceeds the amount of sales and use taxes paid by the
taxpayer, either directly or indirectly, on the qualifying project. If after both of these
calculations there is still unused credit it may be carried forward five years.

102. Id. § 77-27,188.02. If the taxpayer does not maintain the level of investment or
employment that originally created the credit: 1) the taxpayer will lose the benefit of
any unused credit carryforward; and 2) the taxpayer will have to repay to Nebraska
one-third of the amount of credit used in each subsequent year until the credit used is
repaid in full.

103. NEB. REV. STAT. § 77-27,187-196 (Supp. 1987) (as amended).



502 CREIGHTON LAW REVIEW [Vol. 21

However, there is merit to the concept of fairness and equality in
the taxing system of a state, regardless of the size of the taxpayer.
Through the passage of L.B. 775,194 the Nebraska Legislature has
promulgated a public policy that the state will provide incentives to
the business community to locate and expand their operations in the
state. It would seem that this should not be a discriminatory policy,
but should attempt to include as much of the business community
under its umbrella as possible. Through the passage of L.B. 270 the
legislature provided a balance to this important new policy. In addi-
tion, this policy would help bring our statutes closer in comparison
with those of our neighboring states.

L.B. 270, even more than L.B. 775, may also be viewed as a job
training or retraining measure. Many of the businesses qualifying for
credits under L.B. 270 are outside the Omaha and Lincoln metropoli-
tan areas, and the employees which they are adding are frequently
displaced farmers and ranchers, or their wives or grown children.
Training these individuals for non-farm employment involves signifi-
cant costs. To the extent that these costs are shifted from the public
to the private sector through employment growth, it would appear
appropriate for the state to help reimburse some of those costs
through the L.B. 270 credits. Enterprise zones similar to those used
in Missouri and Colorado may have focused this objective more
clearly.1%5 However, the simplicity of L.B. 270 appears clearly prefer-
able to the complexities and attendant paperwork and enforcement
costs that have been introduced by Nebraska's neighboring states.

Implementation of L.B. 270 raises several important considera-
tions for the taxpayer contemplating eligibility under the statute.

1. Unlike L.B. 775, it is not necessary for the taxpayer to receive ad-
vance approval by the State of Nebraska in order to use this
credit. No state action is required until the taxpayer uses his
credit under the provisions of the statute.

2. The addition of employees and qualifying property under the
statute is not merely the hiring of different employees or the in-
vestment of different property, plant and equipment. Rather,
there must be true increase in these factors based upon prior his-
tory of the business.

3. It is important that the business not only keep good records of
those activities which serve as evidence that they complied with
the statute and are eligible for the credit, but they should also
keep records of sales and use taxes paid during a period if elect-
ing to claim the credit against these amounts.

104. L.B. 775, Neb. Unicameral, 90th Leg., 1st Sess., 1987 Neb. Laws 1742.
105. See supra note 97.
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CONCLUSION

The discussed enactments of the 1987 Nebraska Legislature rep-
resent significant policy changes in the manner in which the State of
Nebraska taxes and promotes economic growth. While the effect of
their implementation will not be known for some time, their formu-
lation and intended effects are sound and reasonable. These statutes
would appear to fulfill many of the goals of a good taxing system as
listed by the authors in the Introduction. Therefore, we look to the
statutes to provide significant effects on Nebraska for the years to
come.
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FIGURE 3

Adjustments Increasing Nebraska Taxable Income

1. All state and local government interest or dividend income,
except those issued by Nebraska state and local subdivisions,
which is exempt for federal tax purposes.

2. Dividends from regulated investment companies which is
excluded from federal income, unless 80% of the investment
company'’s total assets are Nebraska obligations whose income is
exempt from federal tax.

Adjustments Decreasing Nebraska Taxable Income

1. Interest and dividend income from U.S. government obligations
and Tier I & II benefits paid by the Railroad Retirement Board.

State income tax refunds received after December 31, 1987.
Subchapter S income not apportioned to Nebraska.
Capital gains on qualifying employer securities.

ouk N

Nebraska net operating loss.
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