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I. Overview
Today, the Committee on Finance (Committee), chaired by Council Member Daniel Dromm, will hold an oversight hearing on the impact of the federal Tax Cuts and Jobs Act (TCJA) on New York City. Representatives from the New York City Office of Management and Budget (OMB), the New York City Department of Finance (DOF), the City Comptroller, and other interested parties were invited to testify.

II. Tax Cuts and Jobs Act (TCJA)
Background
On December 22, 2017, President Trump signed into law H.R. 1, An Act to provide for reconciliation pursuant to titles II and V of the concurrent resolution on the budget for fiscal year 2018, known as the “Tax Cuts and Jobs Act” (TCJA).
 The legislation represented the most significant overhaul of the federal tax code since the Tax Reform Act of 1986.
 While the legislation made a number of changes to the tax code, several provisions in particular are significant for New York City.
The TCJA temporarily lowers individual tax rates (for tax years beginning January 1, 2018 and ending December 31, 2025), including a reduction in the top marginal rate from 39.6 percent to 37 percent.
 The standard deduction, currently $12,000 for married individuals filing jointly and $6,350 for individuals filing separately, will double to $24,000 and $12,700, respectively.
  The TCJA would eliminate personal exemptions, which families itemizing their deductions had previously been able to claim at $4,150 per person.

The new law also establishes a new pass-through deduction for individuals who receive qualified income from a qualified trade or business held in flow-through form (a partnership, S corporation or sole proprietorship). Such individuals will be entitled to a deduction equal to 20 percent of the individual’s “qualified business income” from the qualified trade or business.

The TCJA also makes changes to the mortgage interest deduction by reducing the eligible loan size from $1 million to $750,000 (for married couples filing jointly) beginning in 2018 (through 2025) on mortgages incurred after December 15, 2017.
 
Finally, the TCJA repeals the penalty for individuals who fail to maintain minimum essential health coverage as required by the Affordable Care Act (commonly referred to as the individual mandate).
 
On the corporate side, TCJA permanently reduces the corporate tax rate from 35 percent to 21 percent (effective December 31, 2017).
  

Throughout the process leading to the enactment of the TCJA, Congress considered several provisions that would have affected the market for municipal bonds and the financing of affordable housing. The House of Representatives originally targeted private activity bonds, a significant source of financing for housing development in New York City (over 49,000 units of affordable housing in the City were financed by such bonds between 2005 and 2013)
, by proposing to remove the exemption from federal income tax for all interest paid/earned on the bonds. However, the final version of the TCJA retained the exemption for private activity bonds. The TCJA did eliminate tax-exempt advance refundings of governmental and 501(c)(3) debt after December 31, 2017.

Another significant program that remained unchanged in the final bill is the Low-Income Housing Credit (LIHTC) program, which gives state and local agencies the equivalent of approximately $8 billion in annual budget authority to issue tax credits for the acquisition, rehabilitation, or new construction of rental housing that is targeted to low-income households.
 The TCJA did not include an amendment introduced by Senator Pat Roberts (R-Kansas) that would have reduced the basis boost on all projects from 30 percent to 25 percent (which would have reduced the amount of credit that certain projects could receive)
, and would have removed artists from the list of qualified groups that can benefit from LIHTC housing.
 However, by reducing the corporate tax rate, the TCJA also lowered the tax loss benefits of LIHTC investments, as the value of depreciation expense deductions would be reduced.
 According to a Novogradac & Company analysis, a reduction in the corporate rate to 20 percent (the final percentage in TCJA was 21 percent) would reduce LIHTC equity by approximately 15 percent (or around $1.8 billion or greater in loss equity annually).
 The analysis projected that this would translate into a loss of 195,900 to 217,200 affordable rental homes over ten years nationally.

State and Local Tax (SALT) Deduction Cap


 One of the most discussed changes is the limitation on the deduction for non-business state and local taxes, known as SALT. The SALT deduction dates back to the first attempt by the United States to institute an income tax system, the Revenue Act of 1862, which was designed to fund the Civil War and ultimately found unconstitutional.
 The provision was included when the Revenue Act of 1913 established the modern income tax system.
 The SALT provision allows individuals itemizing their deductions to deduct either state individual income taxes or general sales taxes, but not both, as well as any real or personal property taxes. Prior to the TCJA, there was no limitation on the amount of deductible state and local taxes. However, beginning with the tax year commencing January 1, 2018 (and ending on December 31, 2025), individual taxpayers will be limited to $10,000 (or $5,000 where a married individual files a separate return) in any taxable year for the aggregate amount of state and local income and property taxes.
 
Governor Andrew Cuomo’s 2018-2019 Executive Budget indicates that the SALT limitation, in the Governor’s view, will be the preeminent fiscal issue for New York State over the next few years.. In presenting the budget, Governor Cuomo stated that“[t]he hard part is to ensure New York State’s structural economic viability in light of the federal tax plan…[which]…could actually accelerate…tax migration.”
  

The SALT deduction is essentially a form of revenue sharing between the federal government and states/localities, which helps to reduce the effective cost of deductible state and local taxes. To understand how the deduction works, consider a taxpayer in the 28 percent federal income tax bracket (under pre-TCJA law-representing an income of $91,900-$191,650 for an individual, $153,100-$233,350 for married joint filers). When New York City or New York State raises one dollar of additional revenue from this taxpayer, his or her overall taxes (the effective cost) rises by only $0.72, since he or she can deduct 28 cents off their federal taxes. Without the deduction, the effective cost of state and local taxes would increase.

Research on the effects of the SALT deduction has typically focused on two issues: first, the effect of SALT deductions on the mix of taxes used by state and local governments; and second, the effect of SALT deduction on the level of state and local government spending. The evidence suggests that deductibility has an impact on the composition of state and local taxes, increasing the share of deductible taxes relative to those that are not deductible.
 Evidence on spending was ambiguous, with some researchers finding that the deduction raises local spending while others finding no significant effect.

A potentially greater impact on New York State and City is an issue raised by the Governor, tax migration. Evidence from recent studies of the migration of millionaires
 and of star scientists
 find that state and local taxes do contribute to migration, along with many other factors.
 This suggests that the loss of the SALT deduction, and the resulting increase in the effective cost of New York City and New York State personal income and property taxes, may also have an effect on migration of the upper middle class.
However, it is unlikely that this effect would be significant. To understand this, one needs to start by considering whom SALT effects. New Yorkers with an adjusted gross income (AGI) of $200,000 or more claimed 71 percent of the total SALT deductions in the City. Tax returns claiming SALT deductions are most common among households with taxpayers between 45 and 65 years of age.
 Thus, SALT is primarily an issue for middle-aged individuals in the upper middle class.  For lifestyle and career reasons, this portion of the population is more likely to be embedded in their communities. Furthermore, this demographic is more likely to be married, be members of two career families, have school-age children, and own a home. Their earnings are typically the product of a personal investment in developing skills connected to a specific industry, as well as social and business connections connected to a specific location.
 These factors make it difficult for such taxpayers to pick up and leave easily.

III. New York State and New York City Responses to the TCJA

Both Governor Cuomo and New York City Mayor Bill de Blasio have denounced the TCJA. On December 22, 2017, Governor Cuomo said that the TCJA “is fraud on the American people” and that “it disproportionately hurts New York State…more than any other State in the nation.”
 Meanwhile, on December 20, 2017, Mayor de Blasio issued a press release calling the bill an “assault on working Americans” that will “hurt cities and towns…everywhere across our country.”

Executive Order 172

The State’s initial and immediate response was in the form of an Executive Order authorizing localities to immediately issue tax warrants for the collection of 2018 property taxes.
 This action was intended to allow property owners to pay at least a portion of their bill before the end of 2017 under the prior tax construct containing more favorable deductibility rules. The New York City Department of Finance alerted property owners in the City that they were able to prepay their property taxes for the third and fourth quarters of the 2017/2018 tax year before December 31, 2017.

2018 New York State of the State Address

In his 2018 State of the State address on January 30, 2018, the Governor outlined his longer-term strategy for combatting the negative effects of the TCJA that consisted of a three-pronged strategy.
 First, the Governor said that New York intends to challenge the federal government in court arguing that the TCJA is unconstitutional.
 Such lawsuit would be commenced by a coalition consisting of the States of New York, New Jersey, and Connecticut on the basis that the elimination of the SALT deduction effectively preempts the states’ abilities to govern by reducing the ability to provide for their own citizens and unfairly targets these, and similarly situated states.
 Second, the Governor said that New York would “lead the resistance” and create its own “repeal and replace effort” called the Tax Fairness for All campaign.
 The third prong of the strategy is to take action to protect the State’s economy by exploring the feasibility of a major shift in tax policy.
 
New York State Department of Taxation and Finance Preliminary Report
In furtherance of the third prong of the Governor’s strategy, the State Department of Taxation and Finance issued a Preliminary Report on the TCJA outlining the options for State tax reform in response to the federal law.
 The report outlined a series of proposals in four major areas:

· creating additional opportunities for charitable contributions to benefit New Yorkers;

· policy options for reducing income taxes and shifting instead to a statewide employer compensation expense tax;

· options for a new statewide unincorporated business tax (UBT) to be offset by personal income tax credits; and

· the impacts of the TCJA on New York’s tax system and potential responses for the State.

With respect to charitable contributions, the report posits that the State could establish a State-operated charitable fund(s) to receive taxpayers’ contributions to support the delivery of programs and services across the State that improve the public welfare.
 Because the TCJA retains and expands the limit on charitable deductions, taxpayers would then be able to deduct their contributions at the federal and State levels. As an incentive for charitable giving, the State would enact an offsetting tax credit for some percentage of the contributions made to the fund(s).
 
Next, in an effort to limit the impact of the lowered SALT deduction, the Preliminary Report suggests creating a statewide employer compensation expense tax (ECET), which would impose a tax on employers’ payroll expense, while simultaneously cutting the State personal income tax (PIT) on wage income.
 Since State and local taxes paid by employers remain fully deductible under the TCJA, this option would enable the State to shift the burden of State and local taxes from individuals to businesses. The report presents several potential models for the ECET, including:

· establishing a either a progressive or flat rate ECET that would replace or complement the existing State PIT and withholding system on wages while providing a tax credit to employees corresponding in value to the ECET paid by employers;

· creating a payroll tax system that either targets wage incomes above a certain threshold or allows employers to opt-in voluntarily whereby employers would pay the ECET on applicable wage incomes in both cases, with employees receiving a corresponding credit to offset their PIT liabilities; or

· imposing an employer-paid surcharge, which would apply only to supplemental wages (such as bonuses, commissions, etc.), through which employers would pay a flat rate surcharge, instead of State taxes, on supplemental income, while the State PIT and withholding tax remain at a lower rate on regular wages. 
For the UBT issue, the Department of Taxation and Finance report describes the potential for establishing a new UBT at the State level that would impose taxes on either the net or the gross incomes derived by pass-through entities.
 While the $10,000 cap on SALT deductions also applies to pass-through incomes, taxes paid at the entity level remain deductible as a business expense. This option would give the owners of such entities credits against their individual PITs equal in value to part or all of the UBT paid.
Lastly, the Preliminary Report discusses the options for decoupling the State tax law from various TCJA provisions that could trickle down to the State and City levels which, if left unaddressed, would cause the State to reap an approximately $1.5 billion windfall as a result of the TCJA.
 Because State and City tax systems conform to the federal tax code, many of the changes enacted by the TCJA would flow-through to affect the tax liabilities imposed on taxpayers.
 
30-Day Amendments to the 2018-2019 New York State Budget Legislation
In the Governor’s 30-Day Amendments to the 2018-2019 New York State Budget Legislation released on February 15, 2018, specifically related to the Revenue Bill, Governor Cuomo narrowed down the options presented in the Department of Taxation and Finance’s Preliminary Report to propose specific responses to the TCJA for the State to implement.
 First, the Governor proposed decoupling certain provisions of the State’s tax law and the City’s Administrative Code from the federal tax law, specifically to decouple from the SALT deduction cap, decouple from the temporary medical expense deduction increase, decouple from the repeal and limitation of remaining federal deductions, restore the New York single-filer standard deduction, and clarify that taxpayers must add back a federal income deduction where the income is already exempt from New York taxation.
 However, there were two decoupling or other State law amendment proposals that were made in the Department of Taxation and Finance’s Preliminary Report that were not included in the 30-Day Amendments, specifically the Enhanced Child Tax Credit and 529 plans. 
Next, the Governor also included legislation in the 30-Day Amendments that would establish a State-managed charitable contribution fund with two separate accounts.
 The first, the health charitable account, would collect funds to be used solely for the “support of services relating to primary, preventive, and inpatient health care, routine dental and vision care, hunger prevention and nutritional assistance, and other services provided to New York state residents with the overall goal of ensuring that New York state residents have access to quality health care and related services.”
 The second, the elementary and secondary education charitable account, would collect funds to be used solely for the “provision of elementary and secondary education for children in the state.”
 In order to incentive contribution into the charitable accounts, and in order to mitigate the limitation on the SALT deduction imposed by the TCJA, the 30-Day Amendments also include a credit against the State PIT in the amount of 85 percent of contributions to the charitable accounts.

In addition, the legislation would authorize New York City to set up two of its own charitable contribution funds. First, the Chancellor of the City’s Department of Education would be authorized to establish a charitable fund to collect funds to be used for general educational purposes.
 The second authorization would allow New York City generally to establish a charitable gifts reserve fund to be used for the payment of health care expenses or to defray the local social services district’s yearly net share of medical assistance expenditures.
 If either of these charitable contribution funds were established, the Council would then be authorized to pass a local law granting contributors, as of December 1, 2018, a real property tax credit of up to 95 percent of his or her contributions.
 Such local law may also impose a limit on the amount of the credit allowed in any given fiscal year.

Lastly, because the TCJA denies SALT deductibility to individuals but retains employer-side payroll deductions, the Governor included a new optional payroll-based ECET to preserve deductibility for New York State taxpayers.
 Employers that opt-in would be subject to a five percent tax on all annual payroll expenses in excess of $40,000 per employee which would be phased in over three years beginning on January 1, 2019 as follows: 1.5 percent in the first year, three percent in the second year, and five percent in the third year.
 The progressive PIT system would remain in place, and the ECET would be coupled with income tax relief for employees in the form of a corresponding tax credit on their wages.
 According to the State, under this new system, employees would be expected to experience an increase in take-home pay as their federal tax liabilities decline.
 While the ECET as proposed would be applicable only to the State PIT, the Governor stated that he would open to allowing New York City to create its own ECET to similarly protect taxpayers of the City’s PIT.

IV. Conclusion
The Finance Committee looks forward to hearing testimony from the Administration and members of the public on the impacts of the various TCJA provisions and the efficacy of the proposed solutions. While the Committee recognizes that most, if not all, of the responses to the TCJA will take place on the State level, the Council strives to be an informed advocate on behalf of the City and its residents and welcomes the opportunity to gather information on this important issue.
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