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INTRODUCTORY COMMENTS
Mr. Chairman and members of this distinguished subcommittee; the American Institute of Certified Public Accountants thanks you for the opportunity to submit a written statement for the hearing record on H.R. 4019 relating to the State Taxation of Non-Resident Retirement Income.  The AICPA is the national, professional organization of certified public accountants comprised of more than 350,000 members.  Our members advise clients on federal, state, and international tax matters, and prepare income and other tax returns for millions of Americans.  They provide services to individuals, not-for-profit organizations, large and medium-sized businesses, as well as America’s small businesses.  It is from this broad base of experience that we offer our comments.  
CLARIFICATION OF PRIOR LAW

The AICPA supports H.R. 4019, which is intended to clarify that the retirement income received under certain nonqualified deferred compensation plans for retired partners would not be subject to non-resident state income tax.   Public Law 104-95, enacted in 1996, prohibited states from taxing the retirement income of non-residents. Since its enactment, at least one state tax revenue department has taken the position that Public Law 104-95 does not preclude state taxation of nonqualified retirement benefits paid by a partnership to its retired non-resident partners.  Specifically, the reference to section 3121(v)(2)(C) of the Code has been construed to limit the exemption to payments made only to retired employees (i.e., those individuals subjected to FICA tax), since that provision is written in the context of employment taxation.  Under this view, nonqualified retirement benefits paid by a partnership to its retired non-resident partners would not be exempt from non-resident state income taxation because there is no specific reference to self-employed individuals in Public Law 104-95, section 3121(v)(2)(C) of the Code, or subsequently issued Treasury Regulations for that section.
The AICPA had supported Public Law 104-95 based on the extreme difficulty of administering a system that would consistently, fairly, and efficiently allocate retirement income based on the state in which it was earned. Our original administrative burden concerns are no less true today for partners than they were ten years ago.  And from a tax policy perspective, equity would dictate the consistent treatment of employees and partners.
ADMINISTRATIVE BURDEN

Effective tax administration is an essential element in the efficient functioning of a self-assessment system.  Before the enactment of Public Law 104-95 many retirees were unfairly entangled in the conflicting tax rules of various states.  Those retirees faced an undue compliance burden, needlessly incurring burdensome accounting and legal fees to interpret state statutes and prepare multiple state filings for retirement income that may have been earned in other states. Taxing retirement income in this manner often resulted in double taxation.  Further, the record keeping required to track the multi-state retirement earnings placed an undue burden on employers and plan administrators.
Public Law 104-95 was enacted to address the substantial practical and equitable problems that exist in dealing with the state taxation of non-resident retirement income.  Specifically, for taxpayers who worked in multiple states before they retired, devising an accurate and equitable mechanism for tracing retirement income to each state was and is a nightmarish burden.  The retirement contributions and the subsequent plan income need to be separately traced and allocated by some reasonable method. For example, plan contributions might be allocated to the state where the related individual’s services were performed each month.  However, if the state where the services were performed was not the individual’s resident state at that time, both of those states plus the state of the retiree’s current residence potentially could claim the right to tax the income relating to those contributions. Additionally, when factoring in rol1overs from other plans, a plan accepting rollovers would have to account not only for the benefits accrued under that plan, but also for benefits related to the prior plans.

In addition, for many retirees, the investment earnings accumulated in their retirement plans are significantly larger than the plan contributions themselves.  Like the plan contributions, the investment income of a tax-qualified retirement plan is tax deferred.  It is general1y agreed that states may not tax a non-resident’s investment income.  Yet this is the very result of states taxing retirement plan payments that represent investment income that was earned while the taxpayer is a non-resident.  To correct this, states would need to limit their taxation of the retirement plan’s income to that portion earned while the taxpayer was a resident of that state.  This creates an even greater level of difficulty in comp1iance.  Consequently, the retirement plan trustees or retirees wou1d have to allocate income by the retiree’s state of residence at the time the monthly income was earned, instead of by the state where the retiree’s services were performed.

The potential administrative and recordkeeping burdens are as serious now as they were in 1996 and prior years.  Although some states have credit mechanisms for taxes paid to other states on income taxed in the home state, they are far from perfect because of varying treatment and different rates.  We feel these additional record keeping complications and double taxation results are not justified; and as a result, the AICPA supported the enactment of Public Law 104-95, and H.R. 4019 addresses the very same concerns.

TAX POLICY PERSPECTIVE
The U.S. tax system, as well as tax systems in most states, is based on the fundamental concept of self-assessment. The efficiency and effectiveness of this approach largely depends on the ability and willingness of taxpayers to understand and comply with their legal obligations, as well as the ability of tax administrators to interpret and equitably enforce an extensive body of tax law. 

In recent years, the complex nature of tax laws has undermined voluntary compliance by eroding public perceptions of tax fairness and imposing inappropriate compliance burdens. Federal and state tax agencies have difficulty providing accurate assistance to taxpayers, designing understandable forms and instructions, and promulgating timely regulatory guidance. Tax advisers spend considerable time assisting clients with compliance problems, when that time would be better spent on value-added activities, such as personal financial or strategic business planning.  The AICPA has long understood the consequences of tax law complexity and has supported efforts to move toward a simpler tax system.

From a tax policy perspective, the AICPA supports H.R. 4019 as it:

· Minimizes compliance burdens. As described above, compliance costs, in terms of both time and money, should be minimized and should be commensurate with the resources and abilities of the affected taxpayers. 
· Uses consistent concepts and definitions. Inconsistencies in legal concepts and definitions should be eliminated in existing law and avoided in the drafting of new laws. Public Law 104-95 eliminated an administrative burden by tying the statutory correction to existing Internal Revenue Code section 3121(v)(2)(c) relating to nonqualified deferred compensation plans.  H.R. 4019 clarifies the original intent of the public law. 
· Considers equity and fairness. The AICPA believes that an important tax policy concept is that similarly situated taxpayers should be taxed similarly. Public Law 104-95 was intended to apply to all retirees and not just to “employees.” Indeed, over the last 10 years, Federal pension law has gradually moved to eliminate the distinctions, e.g., with regard to contributions and withdrawals, between the coverage of employees and the self-employed.  Again, H.R. 4019 clarifies the original intent of the public law.

CONCLUSION
The AICPA supports H.R. 4019, which is intended to clarify Public Law 104-95, which prohibited States from taxing the retirement income of non-residents. The AICPA greatly appreciates the opportunity to share its views and ideas.  We stand ready to provide whatever assistance and support this subcommittee may find helpful.  
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