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February 6,2018

Mr. Steve Mnuchin
Secretary, United States Treasury
1500 Pennsylvania Ave NW
Washington,DC 20220
RE: Ta:r Cuts and Jobs Act: Treasury Actions to

Clarift

Consequences for State Exemptions

Dear Mr. Mnuchin:
As you are aware, the federal Tax Cuts and Jobs Act adopted into law in late December has
enornous implications for federal taxation and for the US economy. It also has implications for
state taxation. I am writing you to alert you to an emerging problem among states that reference
the Internal Revenue Code in their state income tax laws. I request that the Department of Treasury
take prompt action to prevent confusion among taxpayers, erroneous assertions that the federal law
causes large state tax income increases, and differences in application of the same provision
among different states.

State Income Tax Laws that Reference Federal Definitions of Exemptions
Analysts at Anderson Economic Group have identified 4l states that impose a state income tax.l
Of these, at least 22 states reference section 151 of the lnternal Revenue Code in state statutes.
Section 151 establishes exemptions for federal income tax. These exemptions have wide
importance in both state and federal tax laws.
As you are aware, the federal Tax Cuts and Jobs act amended Section 151 to set the federal
personal exemption amount to zero through the year 2025, for federal income tax purposes only.
The same amendment is explicit that this change does not eliminate the exemption for any other
purpose, and indeed the law continues to require the indexing of the exemption amount for other
purposes.

Issue Arising in Some States; Our Interpretation
This zeroing out of the exemption for federal income tax purposes in certain years raises a possible
ambiguity in state income tax laws: does this mean that state tax exemptions, and other areas

l.We recognizethat there is some ambiguity on the nature of the "income" tax levied in a small
handful of these states. However, the issue presented is focused on "exemptions" and not on "income."
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where state taxdeductions and credits may reference federal statute (such as state earned income
tax credits, child credits, financial aid forms, etc.) have been eliminated?

In statutes that we have reviewed across several states, we do not believe that to be the case. In our
opinion, the Tax Cuts and Jobs Act is explicit that the exemptions remain in place for all
purposes-including for determination of state income taxes-despite their reduction to zero for
the calculation of federal income tax liabilities for tax years 2018 through 2025.2
However, we are aware of the possible ambiguity, and undertook the effort to write to the Treasurer
or other responsible official in the states of Michigan, Illinois, and New York, as well as the City of
New York regarding this issue.

Dffiring Statements Among States; Assertions of "Tax Increases" Due to Federal Law
The initial letter, dated December 2g,2}l7,was sent to Nick Khouri, Treasurer for the State of
Michigan. In this letteq I noted the possible ambiguity, explained our argument that the exemptions
,.*ui*d in place and should be recognized under Michigan's income tax laws, and asked for a
formal statement from the State on this question.
The Michigan Treasurer responded promptly, and stated that he agreed the federal exemptions
remained in place; however, in his interpretation, Michigan's state income tax exemptions would
still go awaybecause Michigan statute specifically allows exemptions that are allowable on the
enumerate exemptions
federal income tax return.3 He assumes that taxpayers will not be asked to
on their federal income tax return, and implies that the state exemption would not go away if
taxpayers were required to do so.
Under Mr. Khouri's interpretation, the Tax Cuts and Jobs Act will eliminate Michigan income tax
exemptions without state legislative action, resulting in a $1.4 billion increase in state income
taxes.4 Michigan leaders and the legislature have responded by proposing a raft of different
changes in law.

A similar situation has occurred in Maryland. A bill recently proposed in the Maryland legislature
would amend the statute that establishes that state's income tax exemption to avoid what Maryland
legislators believe would be a $680 million tax increase.5
We do not yet have responses to our letters to Illinois, New York State, and New York City.
However, our estimates of the potential total tax increase that would occur if all of these states and
cities were to impose income tax on the basis of a zero-amount state and local exemption easily
exceed another $1 billion peryear.

2.In addition, other federal income tax forms explicitly refer to lines 6c or 6d on Form 1040, which
is in the section entitled "exemptions." These other forms deal with, for example, the child tax credit.
Furthermore, other information requests and forms required by institutions such as colleges, notably
including the FAFSA form, explicitly refer to these lines in the form 1040.
3.To be clear, we interpret the statute differently, and disagree with Mr. Khouri on this point. But we
grant that his interpretation is not unreasonable given the uncertainty regarding the federal income
tax returns for 2018 and future years.
4.Our letter to the Michigan Treasurer on this matter and his response are attached.
S.Erin Cox, "Maryland leaders will pitch dueling plans for state tax relief," Baltimore Sun, January

16,2018.
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Requested Public Statement
Contrary to the opinions expressed by Michigan's and Maryland's leadership, we do not believe
that these exemptions have been eliminated by the federal tax reforms, as we explain in "Anderson
Economic Group Interpretation of Federal Law" on page 4. However, the actions in Michigan and
Maryland demonstrate that opinions differ on the legal interpretation of these statutes-with a lot
at stake.

In addition, in our review of statutes lri.the 22 states that refer to section 151 of the Internal
Revenue Code, we found four states that had similar language as that in Michigan statute which led
the Michigan Treasurer to conclude state exemptions will be eliminated (i.e. state statute refers to
exemptions enumerated on federal tax returns). Those four states are Louisiana, Nebraska, New
York, and Utah.
I request that the IRS take action to provide certainty to state legislators, taxpayers, and
administrators regarding the effect of the Tax Cuts and Jobs Act on the existence of federal tax
exemptions and their continued use on federal tax returns. In particular, I request the following:
1. Communicate to the public, and in particular to the states listed in the foregoing
discussion, whether the Department of Treasury understands federal law as continuing to
establish tax exemptions under Section 151 of the Internal Revenue Code.
2. Declare whether or not the Department of Treasury will continue requesting information
on the number of exemptions a taxpayer can claim on federal income tax returns.
I appreciate your prompt attention to this maffer.

Sincerely,

'atrick L. Anderson

Principal & CEO

CC:
Attachments:

David J. Kautter, Commissioner, Internal Revenue
About Anderson Economic Group
Anderson Economic Group Interpretation
Excerpt, Michigan Income Tax Act, Section 30
Excerpt, Tax Cuts and Jobs Act, Section 11041
Patrick Anderson Letter to Michigan Treasurer Nick Khouri, December 29,2017
Response Letter to Patrick Anderson from Michigan Treasurer Nick Khouri,
January 3,2018
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About Anderson Economic GrouP
Anderson Economic Group LLC is a consulting firm with particular expertise in state and local
business climate and tax burdens. Our annual State Business Tax Burden studies have been
published for over a decade, and regularly used and cited nationally by governments and reseaxch
organizationr.6 Th"y cover taxes on businesses and business owners including income, valueadded, excise, payroll, real and personal property, as well as corporate income and related taxes.
Anderson Economic Group studies on the impact of complex tax reforms, and the effectiveness of
state tax incentives, have also been relied upon by states across the country.7 Businesses and
economic development agencies use our data to assist in site selection and investment attraction

efforts, as epitomized by our recently-published AEG HQ2Index of 35 different metropolitan
areas around the country.

Anderson Economic Group is not a lobbying organization, and has not been retained by a client for
the purpose of lobbying the Department of Treasury on this issue.

Anderson Economic Group Interpretation of Federal Law
Our interpretation of the Internal Revenue Code, as amended by the recent Tax Cuts and Jobs Act,
is the following:

.

The new federal law, in section 1 1 041, does not eliminate the exemptions for filers or their
dependents. It sets the "exemption amount" to zero for years 2018 through 2025 for the
purposes of federal individual income taxes.

2.

The new federal law is explicit that, for other purposes, "the reduction of the exemption
amount to zero...shall not be taken into account in determining whether a deduction is
allowed...under this section."
The same federal law provides for the exemption amount to not only remain in place, but
continue to be indexed for inflation, for the purposes of the estate tax.

I

3.
4.

In all states whose statutes we have closely reviewed, state exemptions remain in place
because no change in state law has taken place, and because federal law prohibits the
reduction of the federal exemption to zero from being taken into account when
determining whether exemptions will continue to be allowed in any other context.

5.

Without any legislative or administrative action, state income taxpayers in the states whose
statutes we have reviewed should not lose any state income tax exemptions in 2018, and
should not be subjected to a large income tax hike due to a loss of those exemptions.

Michigan Law
Michigan Income Tax Act
Sec. 30.

(1) "Taxable income" means, for a person other than a corporation, estate, or trust,
adjusted gross income as defined in the Internal Revenue Code subject to the following
adjustments under this section:

6.You can find our Annual Business Tax Burden rankings reports at http://www.andersoneconomicgroup. com/Publications/StateBusinessTaxRankings.aspx.
7.Y Studies on tax reforms, tax incentives, and many other topics are available in the "Reports" sec-

tion at http ://www.andersoneconomicgroup.com.
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ii) B*."p,

as otherwise provided in subsection (7), a personal exemption

of $3,700'00

multiplied by the number of personal or dependency exemptions allowable on the
taxpayer's federal income tax return pursuant to the Internal Revenue Code shall be
subtracted in the calculation that determines taxable income.

(7) For each tax year beginning on and after January 1,2013, the personal exemption
allowed under subsection (2) shall be adjusted by multiplying the exemption for the tax
year beginningin2}l2 by a fraction, the numerator of which is the United States
consumer price index for the state fiscal year ending...

Tax Cuts and Jobs Act
Enrolled Bill HR

I

ART V-Deductions and exclusions
SEC. 11041. Suspension of deduction for personal exemptions.
(a) In general.-subsection (d) of section 151 is amended(1) by shiking "In the case of in paragraph (a) and inserting "Except as provided in
paragraph (5), in the case of', and
(2) by adding at the end the following new paragraph:
"(5) SPECIAL RULES FOR TAXABLE YEARS 2018 THROUGH 2025.-Inthe case
of a taxable year beginning after December 31,2077, and before January 1,2026"(A) EXEMPTION AMOUNT.-The term'exemption amount' means zero.
"(B) REFERENCES.-For purposes of any other provision of this title, the reduction of
the exemption amount to zero under subparagraph (A) shall not be taken into account in
determining whether a deduction is allowed or allowable, or whether a taxpayer is
entitled to a deduction, under this section."
Reference link:
https ://www.congress. gov/

1I

5/bills/hr I /B I LLS- I 1 5 hr 1 enr.xml
P:\PP\Other Initiatives\Ml NY IL Federal Personal Exemption\US Treasury
Letter\USTreasuryTaxCutJobsActlmplicationJan20 I 8-C.ftn
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December 29,2017

Mr. Nick Khouri
Treasurer, State of Michigan
Executive Office, Treasury Building
Lansing Michigan 48922
RE: Ta:r Cut and Jobs Act Implication for Michigan Income Taxes: Suggested Clarification

Dear Treasurer Khouri:

As you are undoubtedly aware, the federal Tax Cut and Jobs Act adopted into the law several days
ago has enormous implications for federal taxation, and many implications for state taxation as
well. The conference committee report adopted on December 22 is long and confusing, even by
the standards of tax law. I am writing to suggest that the Treasury provide clarification on one issue
that has generated significant confusion in the few days since the President signed theAct into laW
and which affects Michigan income tax payers starting January 1, 2018.
One Interpretation: Large Hidden Michigan Income Tax Increase
One interpretation, based on a December 22 statement by the governor and the common
description of the federal law, is the following:

l. The new federal law eliminates the federal exemption for individual filers;
2. Michigan's income tax act, in section 30, grants exemptions only to the extent that they are
granted under federal law; therefore

3. All of Michigan's income tax payers lose their exemptions January l, 2018; and
4. Without taking any state legislative or administrative action, Michigan's state income
increase by over a hundred million dollars in the year 201 8 alone, estimated by
taking all exemption amounts and multiplying the aggregate by the Michigan income tax
taxes

will

rate.
Re

c

ommende d Interpre t ation

My interpretation is different:

1.

The new federal law, in section 11041, does not eliminate the federal exemption for
individual filers. It sets the 'oexemption amount" to zero for years 20 I 8 through 2025, for
the purposes of federal individual income taxes.

2.

The new federal law is explicit that, for other purposes, "the reduction of the exemption
amount to zero under subparagraph (A) shall not be taken into account..."

I
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3.

4.

As further evidence of that, the same federal law provides for the exemption amount to not
only remain in place, but continue to be indexed for inflation, for the purposes of the estate
tax.
Michigan's income tax act, in Section 30, allows exemptions. These exemptions remain in
place because no change in state law has taken place, and because federal law continues to
recognize and establish exemptions.

5.

Without any legislative or administrative action, Michigan's income tax payers will not
lose their state income tax exemptions January l, 2018, and will not be subjected to a large
income tax hike due to a loss of their exemptions under state tax law.

Sugge sted Administr ative Statement

While I believe the interpretation listed above is correct, it is based on my first review of only part
of the (very long and confusing) recently adopted federal law, as well as section 30 of Michigan's
Income TaxAct. I acknowledge that their remains ambiguity in the state and federal laws, and
there are undoubtedly other considerations that you will take into account in applying Michigan's
income tax given the new federal law, and after further study.

Given the public's interest and concern about this issue, I believe it would be worthwhile for the
Treasury department to state its interpretation of the law in the absence of any change in the state
law. Unless there is a clear reason otherwise, I recommend to you the interpretation listed above,
which I think is consistent with the spirit of the federal law, the principles of federalism, and the
most reasonable way to read a very long and confusing federal tax law. Furthermore, the Governor
has stated his intention, which I believe is shared by the majority of the legislature, that changes in
federal law not cause state taxes to increase.
You may later determine, after fulsome study, that a clariffing amendment to the Michigan income
tax act would be welcome to address this and other issues. There may also be conflicts or
ambiguities that require other state actions or interpretations of law. However, given the
importance of addressing this issue immediately, I recommend that you make an administrative
statement on this matter as soon as possible.

Sincerely,

M f 6il^,\
Patrick L. Anderson
Principal & CEO

CC:

Govemor Rick Snyder

Attorney General Bill Schuette

Attachments: Excerpt, Michigan Income TaxAct,

section 30

Excerpt, Tax Cut and Jobs Act, section I l04l
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Michigan Law
Michigan Income Tax Act
Sec. 30.

(1) 'Taxable income" means, for a person other than a corporation, estate, or
trust, adjusted gross income as defined in the internal revenue code subject to
the following adjustments under this section:

(2) Except as otherwise provided in subsection (7), a personal exemption of
53,700.00 multiplied by the number of personal or dependency exemptions
allowable on the taxpayer's federal income tax return pursuant to the internal
revenue code shall be subtracted in the calculation that determines taxable
income.

(7) For each tax year beginning on and after January L,2OL3, the personal
exemption allowed under subsection (2) shall be adjusted by multiplying the
exemption for the tax year beginning in 2OL2 by a fraction, the numerator of
which is the United States consumer price index for the state fiscal year ending...

Tax Cuts and Jobs Act
Enrolled Bill HR

I

ART V-Deductions and exclusions
SEC. 11041. Suspension of deduction for personal exemptions.
(a) ln general.-Subsection (d) of section 151 is amended(1) by striking "ln the case of" in paragraph ( ) and inserting "Except as provided
in paragraph (5), in the case of", and
(2) bV adding at the end the following new paragraph:
"(5) SPECIAL RULES FOR TAXABLE YEARS 2018 THROUGH 2025.-ln the case of a
taxable year beginning after December 3L,20L7, and before January L,2026'
"(A) EXEMPTION AMOUNT.-The term 'exemption amount' means zero.
"(B) REFERENCES.-For purposes of any other provision of this title, the
reduction of the exemption amount to zero under subparagraph (A) shall not be
taken into account in determining whether a deduction is allowed or allowable,
or whether a taxpayer is entitled to a deduction, under this section."
Reference link:

httos://www.conqress.eov/115/bil ls/hr1/BILLS-115hr1enr.xml
Y:\Adminisfr ative\Staff Folders\Patrick Anderson\General
Conespondence\20
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STATE TREASURER

January 3,2018

Mr. Patrick L. Anderson, Principal & CEO
Anderson Economic Group LLC
1555 Watertower Place, Suite 100
East Lansing, MI 48823
Dear Patrick:

Thank you for your December 29,2017 letter addressing the impact of federal tax reform on Michigan
income tax collections.
I agree it's an issue that should be addressed immediately. We can both agree that Congressional action to
change the federal personal exemption should not lead to an unintended increase in Michigan's individual
income taxes.
But I don't agree with your recommended interpretation of the implication if state law isn't changed.

You are right about the facts. Federal tax reform did not explicitly eliminate personal exemptions, instead
setting the value of each exemption atzero.
But state law is clear, the number of exemptions for state taxation is determinedby "the number of
exemptions or dependency exemptions allowable on the taxpayer'sfederal income tax return". Since the
federal 1040 will not require taxpayers to calculate personal exemptions that have zero value, Michigan
residents would not be able to claim personal exemptions on their state tax retums under current state law.
More generally, and more important, we do not want to leave an ambiguous tax situation open for
interpretation by individual state officials or the courts. Addressing uncertainty for taxpayers is a key
responsibility of the state Legislature. That is why I believe it is incumbent upon the Legislature to

clarifr the treatment of personal exemptions for state tax purposes inJight-of recent changes at the federal
level.

We've known each other almost 30 years. Agree or disagree (and we've done both) I always welcome
your views on state fiscal issues.

tu

Sincerely,

N.A. Khouri

State Treasurer

Cc:

Governor Rick Snyder

Attomey General Bill Schuette

430 WEST ALLEGAN STREET o LANSING, MICHIGAN 48922
www.michigan.gov^reasury o 51 7 -373-32OO

