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New individual income tax system and
forms are in the works for 2001

Its name, its look, and the system it
represented are no more. Form 37-S, the
short form, which has been the income tax
form of choice for the vast mgjority of
individuals for the past twenty years, will be
replaced by a new form. The new form,
named Form ND-1, will implement a new
income tax system starting with 2001.

Created by the Income Tax Revision Act of
2001 (House Bill 1399), the new system
was put into place to prevent a state revenue
shortfall that would result from the
anticipated federal income tax rate cuts
proposed by President Bush.

New tax rate structure

The former single tax rate of 14% has been
replaced with a set of five rates—2.1%,
3.92%, 4.34%, 5.04%, and 5.54%. These
rates are derived from multiplying each of
the federal income tax rates that werein
effect for the 2000 tax year—15%, 28%,
31%, 36%, and 39.6%—by fourteen
percent. Each rate corresponds to one of
five income brackets, and the income range
in each of the brackets varies by filing
status, i.e., single, married filing jointly, etc.

For 2001, the state income tax brackets will
beidentical to the 2000 federal income tax

brackets as indexed for the 2001 tax year.

For tax years after 2001, the state income

tax brackets will be indexed for

inflation using the same method used / House
to index the federal income tax Bill 1399
rates. The 2001 state income Income
tax brackets are shownon page7. / Tax

Tax tableswill be provided so Overhaul
that most individuals will not
have to do any tax calculations,
but will simply look up their tax in the
applicabletable.

New calculation method

Under the new system, individuals will
calculate a North Dakota taxable income to
which to apply the new tax rates. The
starting point in this calculation is federal
taxable income. For most individuals, North
Dakota taxable income will equal their
federal taxable income, and all they will
have to do is apply the applicable tax
rate(s).

A number of individuals, though, will need
to make one or more adjustments to federal
taxable income to determine their North
Dakotataxable income.

See New income tax system on page5

Highlights of nhew system for individuals

Starting point—Changed from federal income tax liability to federal

taxable income.

Tax rates—Replaced 14% flat rate with five rates: 2.1%, 3.92%,
4.34%, 5.04%, and 5.54%. See page 7 for the 2001 tax brackets.

Farm income averaging method—Created a 3-year income

averaging method for eligible farm income that is similar to the federal method.
Capital gain exclusion—Created a deduction equal to 30% of the excess of a net
long-term capital gain over a short-term capital loss.

Credit for prior year minimum tax—Created a credit equal to 14% of the eligible
unused federal credit for prior year minimum tax. Expires after 2004 tax year.
Lump-sum distribution—Created an addback adjustment for a lump-sum distribution
for which the federal 10-year income averaging method was used.

Interest from out-of-state municipal bonds—Treated the same: not taxable.
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p Summary of legislation affecting North Dakota income and financial institution taxes.

P To access any of these bills, go to: www.state.nd.us/lIr.

HB 1063

Personal liability of LLC member
For income tax withholding
purposes, if alimited liability
company failsto filea
withholding return or fails to pay
the tax due on it, its members are
personally liable for the failure.

Amended North Dakota Century
Code (NDCC) § 57-38-60.2; effective
for tax years beginning after
12/31/2000.

HB 1065

Partnerships

Seethe article on page 8 for a
summary of the changes.

Amended subsections 4, 5, and 6 of
NDCC § 57-38-04; amended § 57-38-
08; created 8 57-38-08.1; and
repealed § 57-38-10; effective for tax
years beginning after 12/31/2000.

HB 1072

Annual withholding return

The criteriathat must be met to
qualify to file an annual income
tax withholding return were
changed. If the total income tax
withheld from wages paid during
the preceding calendar year was
less than $500 (formerly $250),
an employer may qualify to file
an annual withholding return for
the current calendar year.

Note: Thisbill will not be fully
implemented until 2002.
However, if eligible, an enployer
may request to changeto the
annual filing basis for 2001.
Amended subsection 1 of NDCC §

57-38-60; effective for tax years
beginning after 12/31/2000.

HB 1077

Time periods for filing and
assessment

A new due date for filing was
provided for atax-exempt
organization that is required to
file a corporation income tax
return (Form 40) to report
unrelated business taxable

income. The due date isthe
fifteenth day of the fifth month
following the end of the tax year.
Amended NDCC § 57-38-34;

effective for tax years beginning after
12/31/2000.

Thetime period in which a
consent must be made to extend
the time for the assessment of tax
was expanded. A consent may
now be entered into before the
expiration of the six-year time
period for assessment that applies
in the case of an understatement
of over 25% of taxable income or
tax liability.

Amended subsection 8 of NDCC §
57-38-38; effective for tax years
beginning after 12/31/2000.

HB 1078

Estimated individual income tax
The estimated income tax
requirements for individuals,
estates, and trusts were changed
to providethat, if the net tax
liability for the preceding tax y ear
was |ess that $500 (formerly
$200), thereis no requirement to
pay estimated tax for the current
tax year.

Note: Thisbill will not be fully
implemented until the 2002 tax
year. However, ataxpayer
currently paying estimated tax for
2001 may stop doing so if the
new $500 threshold applies.
Amended subsections 1 and 3 of

NDCC § 57-38-62; effective for tax
years beginning after 12/31/2000.

HB 1223
Energy device credit
The provisions covering the
geothermal, solar, or wind energy
deviceincome tax credit were
changed asfollows:
The eligibility criteriawere
expanded to allow the credit
for installing a device on
property in North Dakota that

The credit was changed to 3%
of the cost of acquisition and
installation, and is now
allowed in each of thefirst 5
tax years, starting with the
year in which the deviceis
fully installed. (For devices
fully installed before
January 1, 2001, the credit
remains at 5% in each of the
first 3 tax years.)

If a pass-through entity
installs a device, the credit
must be determined at the
entity level and passed
through to itsownersin
proportion to their ownership
interests.

The credit is not allowed for
devicesinstalled after
December 31, 2010.

Amended NDCC § 57-38-01.8;
effectivefor tax years beginning after
12/31/2000.

HB 1399

Individual income tax system
See the article starting on the
front page for asummary of the
bill’s provisions.

Amended NDCC §§ 57-38-30.3 and
57-38-31.1; and repealed § 57-38-
34.1; effective for tax years
beginning after 12/31/2000.

HB 1413

Seed capital investment tax credit
See the article on page 4 for a
summary of the changes.

Created a new subsection to NDCC §
57-38-30.3; amended subsection 4 of
§ 57-38.5-01; amended 88§ 57-38.5-
02, 57-38.5-03, and 57-38.5-05;
effective for tax years beginning after
12/31/2001.

HB 1460

Renaissance fund corporation

A $2.5 million increase in the
statewide ceiling on the total
credits allowed for investmentsin
renaissance fund corporations
was authorized, subject to the
following:

Income tax update is a publication of the Income and Oil Taxes Division, North Dakota Office of State Tax Commissioner, State Capitol, 600 East Boulevard Avenue, Bismarck, ND
58505-0599. It is published annually in October and after each legislative session in June. It is intended for tax professionals and other persons interested in developments, updates, and other
information about North Dakota’s income and financial institution tax laws, rules, and administrative policies. It is mailed free-of-charge to all persons on the Division’s practitioners’ mailing list.
To get on the list, call (701) 328-3450 or toll free in North Dakota 1-800-638-2901; write to the above address; or go to our Web site at www.state.nd.us/taxdpt and click on Feedback.
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Theincreaseis allowed only if
the original $2.5 million
ceiling (authorized in 1999) is
reached.

The additional $2.5 million of
tax creditsis only allowed for
investmentsin arenaissance
fund corporation that (1) has
used over 65% of its net
investmentsto provide
financial assistanceto
qualifying zone projects or

(2) was established after the
original $2.5 million credit
ceiling is reached.

If triggered, the $2.5 million
increase will be phased in
according to the following
schedule: $1 million will be
allowed for investments made
after December 31, 2000. The
remaining $1.5 million will be
allowed for investments made
after December 31, 2002.

The bill a'so requires an annua
audit of arenaissance zone
corporation. The audit report
must contain a statement of the
percentage of annual net
investments received after
December 31, 2000, which have
been used to provide financial
assistanceto zone projects. If an
audit report shows that less than
50% of the aggregate net
investmentsreceived during a
renaissance fund corporation’s
previous four years of operation
has been used to assist zone
projects, it may not accept any
new investments unlessit can
show good cause for the
investment activity or until a
subsequent audit report shows
that the 50% level has been
attained.

Amended NDCC § 40-63-07;
effective for tax years beginning after
12/31/2000.

SB 2033

Renaissance zones

See the article on page 4 for a
summary of the changes.

Amended NDCC §8 40-63-01, 40-63-
02, 40-63-03, 40-63-04, 40-63-05,
40-63-06, 40-63-07, 40-63-09, and
40-63-10; created a new section to
ch. 40-63; and repealed § 40-63-08;
effective 8/1/2001, except that the
amendments to 88 40-63-04 and 40-
63-05 are effective for zone projects

amendments to § 40-63-06 are
effective for zone projects approved
after 7/31/2001.

SB 2060

Multiple delinquency penalty

The multiple delinquency penalty
of 10% (for 4 to 8 delinquencies)
and 15% (for 9 or more
delinquencies) that appliesfor
income tax withholding and sales
tax purposes was repealed.

Amended subsection 2 of NDCC §
57-38-45; effective 8/1/2001.

SB 2189

Mutual fund dividend deduction

A regulated investment company
is allowed adeduction for
dividends paid to its shareholders
or to afund of a regulated
investment company for purposes
of determining its North Dakota
taxable income. The deduction is
allowed only for dividends
attributable to income that is
subject to North Dakota income
tax. A regulated investment
company is not allowed to deduct
any dividends received, as
defined in Internal Revenue Code
Sections 243 and 245.

Created a new subdivision to
subsection 1 of NDCC § 57-38-01.3;
effective for assessments of
additional tax made after
12/31/2000.

SB 2252

Adoption deduction

The deduction currently allowed
under the long-form method of
filing for individuals for adopting
achild under age 21 was
increased from $1,000 to $1,750.
A five-year carryover of any

unused deduction was also added.

Note: The bill also would have
allowed up to $1,750 of the
federal adoption tax credit to
offset the federal income tax
liability under the short-form
method of filing for individuals.
However, this provisionis
ineffective due to the enactment
of House Bill 1399.

Amended paragraph 5 of
subdivision d of subsection 1 of
NDCC § 57-38-01.2; and amended
subsection 5 of § 57-38-30.3;
effective for taxable years beginning
after 12/31/2000.

North Dakota Office of State Tax Commissioner

SB 2386

Agricultural commodity facility
investment tax credit

A new income tax credit is
allowed to individuals, estates,
and trustsfor investingin a
business that owns and operates
an agricultural commodity
processing facility in North
Dakota. The business must be
incorporated or organized in
North Dakota after December 31,
2000, for the primary purpose of
processing and marketing
agricultural commodities capable
of being raised in North Dakota.
Producers of unprocessed
agricultural commodities must
own the majority of the business.
The business must obtain
certification from the North
Dakota Department of Economic
Development and Finance that it
meets all of these conditions.

Thetax credit is equal to 30% of
the amount invested, subject to
the following:
Only the first $20,000 of
investment is eligible.

Only 50% of the credit is
allowed in atax year.

The credit is limited to 50% of
the tax liability.

A 15-year carryover period is
allowed for an unused credit.

The investment must remain
inthe businessfor 3 years.

If a partnership makes an
investment, the credit must be
determined at the partnership
entity level and passed
through to its partners—
limited to individuals, estates,
and trusts—in proportion to
their respective interests.

Note: The credit is allowed on
both of the individual income tax
forms—Form ND-1 (formerly
Form 37-S) and Form ND-2
(formerly Form 37).

Created a new subsection to NDCC §
57-38-30.3; and created ch. 57-38.6;

effective for tax years beginning after
12/31/2000.

To obtain a copy of a bill,
go to the Legislative
Council's homepage at:
www.state.nd.us/Ir


http://www.state.nd.us/lr







lllustration A

New individual income tax system:
Overview of structure and basic components

New Tax
Plan %

plus or minus
Adjustments
equals

ND taxable income

multiplied by

Tax rate

equals

Tax

minus

Credits

equals

Net ND tax liability

Federal taxable income

Additions—Add the following to federal taxable income:

1 Lump-sum distribution from a qualified pension plan for which the
federal 10-year averaging method was used.

2 Loss from a pass-through entity that is subject to ND's financial
institution tax (under N.D.C.C. ch. 57-35.3).

Subtractions—Subtract the following from federal taxable income:

1 30% of a net long- term capital gain.1

2 Interest from U.S. obligations.

3 Exempt income of a Native American.

4 Benefits from the U.S. Railroad Retirement Board.

5 Income from a pass-through entity that is subject to ND's financial
institution tax (under N.D.C.C. ch. 57-35.3).

6 Income exempted under ND's Renaissance Zone Act.

Tax tables—There are five income tax brackets with the following
rates: 2.1%, 3.92%, 4.34%, 5.04%, and 5.54%. The income
ranges for each bracket differ depending on the taxpayer’s federal
filing status.2

Farm income averaging method—A farmer may calculate the
tax using a 3-year income averaging method.3

Nonresident—After calculating the tax in the same manner as for
a resident, multiply the resulting tax by the ratio equal to ND
adjusted gross income divided by federal adjusted gross income.4

Credits—The following may be subtracted from the tax:

1 Credit for income tax paid to another state.

2 Family member care credit

3 Renaissance fund organization investment credit.

4 Renaissance zone historic property credit.

5 Renaissance zone single-family residence credit.

6 Seed capital investment credit. (New starting in 2002)

7 Agricultural commodity processing facility investment credit.
(New for 2001)

8 Credit for unused federal credit for prior year minimum tax.
(New for 2001)

1 Anetlong-term capital gain equals the excess of a net long-term capital gain over a net short term capital loss.

2 The tax brackets for each filing status can be seen on page 7 of this newsletter. The brackets will be indexed starting in
2002 using an indexing method which is identical to the one currently used for federal income tax purposes.

3 Eligibility is based on the same eligibility criteria used for federal income tax purposes. A new supplemental schedule,
Schedule ND-1FA, must be completed and attached to the return.

4 For this purpose, federal adjusted gross income must be reduced by interest from U.S. obligations before calculating

the ratio.
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Illustration B
New individual income tax system:
Basic tax calculation for most taxpayers

1 Federal taxable income from federal income tax return .......cceceeeeeeeeeeeeceecnennn, 1
2 AAAItIONS —SEE NOTE A ...ttt et e e e e s eesaeesteesbeesteesseeseennenns 2
3 Balance (Add lINES 1 aNd 2) .....ccccivieiieeiiiceseese et 3
4 SUbtractioNS —SEE NOLE B ......eeoeeeeeeee ettt eae s 4
5 North Dakota taxable income (Subtract line 4 from line 3) .....ccccoveveeveiinenenn, 5
6 Tax—Use the tax rate schedule for the applicable filing status—see Note C .... 6
Single Married filing jointly or Qualifying widow(er)
If North Dakota taxable income is:  Your tax is equal to: If North Dakota taxable income is: Your tax is equal to:
Over But not over Over But not over
$ 0 3 27,050.....ieriicrcrimnirinnes s 2.1% of North Dakota taxable income $ 0 $ 45200 2.1% of North Dakota taxable income
27,050 65,550......000000n $ 568.05 + 3.92% ofthe amount over $ 27,050 45,200 109,250... $  949.20 + 3.92% of the amount over $ 45,200
65,550 .. 2,077.25 + 4.34% of the amount over 65,550 109,250 166,500... 3/459.96 + 4.34% ofthe amountover 109,250
136,750 5,167.33 + 5.04% of the amountover 136,750 166,500 297,350... .. 594461 + 5.04% ofthe amountover 166,500
297,350 13,261.57 + 5.54% of the amountover 297,350 297,350 .....comererereeeeesisesenseeeeenes 12,539.45 + 554% of the amountover 297,350

Head of household Married filing separately

If North Dakota taxable income is: Your tax is equal to: If North Dakota taxable income is: Your tax is equal to:

Over But not over Over But not over

$ 0 8 36,250 2.1% of North Dakota taxable income $ 0 8 22,600 2.1% of North Dakota taxable income
36,250 93,650... $ 761.25 + 3.92% ofthe amountover $ 36,250 22,600 54,625... $ 47460 + 3.92% ofthe amountover $ 22,600
93,650 151,650... . 3,011.33 + 4.34% of the amount over 93,650 54,625 83,250... . 1729.98 + 4.34% of the amount over 54,625
151,650 297,350.....c.cc0u... 5,5628.53 + 5.04% of the amount over 151,650 83,250 148,675.............. 2.972.31 + 5.04% of the amount over 83,250
297,350 ... 12,871.81 + 554% of the amountover 297,350 148,675 ..o 6,269.73 + 554% of the amountover 148,675

Note A—Additions to federal taxable income (If applicable, enter on line 2 of worksheet.)

Amount of a lump-sum distribution from a pension plan for which the federal 10-year averaging method was used to calculate the
federal income tax on the distribution.
Loss from a partnership, S corporation, or other pass-through entity that is subject to North Dakota’s financial institution tax.

Note B—Subtractions from federal taxable income (If applicable, enter on line 4 of worksheet.)

30% of the excess of a net long-term capital gain over a net short-term capital loss.

Interest from U.S. obligations (including the portion of dividends from a mutual fund attributable to the fund’s investment in U.S.
obligations).

Retirement, unemployment, and sick pay benefits received from the U.S. Railroad Retirement Board.

Income of a Native American who lives and works on the reservation where enrolled as a member.

Income from a partnership, S corporation, or other pass-through entity that is subject to North Dakota’s financial institution tax.
Income exempted under North Dakota’s Renaissance Zone Act.

Note C—The following are not accounted for in the worksheet calculation.

North Dakota Office of State Tax Commissioner

3-year farm income averaging method. A 3-year income averaging method for farm income that is similar to the one used for federal
income tax purposes was adopted. The details of the calculation are pending development of a new schedule, Schedule ND-1FA.
Unused federal credit for prior year minimum tax. A credit for unused federal credit for prior year minimum tax was adopted for the
2001 through 2004 tax years. “Unused federal credit for prior year minimum tax” means any federal credit for prior year minimum tax
remaining as of the beginning of the 2001 tax year which is attributable to federal alternative minimum tax reported on Form 37-S for
tax years before 2001. The credit is equal to 14% of the unused federal credit for prior year minimum tax actually claimed on the
taxpayer’s federal income tax return.

Nonresident calculation. The tax for a nonresident is calculated in two steps: Step 1—Calculate the tax in the same manner as for a
resident. Do not exclude any non-North Dakota income in this step. Step 2—Multiply the tax calculated in Step 1 by the following ratio:
North Dakota adjusted gross income divided by federal adjusted gross income (as reduced by interest from U.S. obligations).



New treatment for certain guaranteed payments to nonresident partners

Partnership tax law changes affect certain
nonresident individual partners

The 2001 North Dakota
Legislature passed legislation
clarifying the income tax
treatment of partnerships and
their individual partners. In
particular, it makes the law more
explicit on how the income of a
multistate partnership is taxed to
its nonresident individual
partners.

The legislation, contained in
House Bill 1065, was introduced
at the request of the Tax
Commissioner. Prompting the
bill’ sintroduction was an issue of
interpretation of current law
regarding the proper treatment of
guaranteed payments to the
nonresident individual partners of
a multistate partnership.

Rather than litigate theissue, the
Tax Commissioner chose to
present theissueto the legislature
for its consideration and decision
on how the guaranteed payments
should be treated for North
Dakotaincome tax purposes.

General rule

In general, House Bill 1065
provides that guaranteed
payments must beincludedin a
multistate partnership’ sincome
that is subject to North Dakota' s
3-factor apportionment formula.
Thisfollowsthe Tax
Commissioner’s interpretation
and administration of the law as
reflected on North Dakota Form

58, Partnership Return of Income.

Exception to

general rule

The legislation creates an
exception to the general rule for a
professional service partnership
(PSP). The exception provides
that the portion of guaranteed
payments constituting a
reasonable salary to the partners
(both resident and nonresident) is
not included in the multistate
partnership’sincome subject to
apportionment. The portion of
guaranteed payments constituting
payment for items other than
salary—such asinterest on aloan,
return on capital investment,
etc.—remains inthe partnership’s
income subject to apportionment.

With respect to guaranteed
paymentsfor salary that are
removed from the partnership’s
apportionable income under the
exception, the portion paid to
nonresident partnersis taxable
and must be reported to North
Dakotaonly to the extent it isfor
services performed in North
Dakota. The portion paid to
residents of North Dakota
remains taxable in North Dakota.

For purposes of the exception to
the general rule, a*“ professional
service partnership” meansa
partnership that engagesin the
practice of:

1. Law.
2. Accounting.
3. Medicine.

4. Any other profession in which
neither the capital nor the
services of employees are a
material income-producing
factor. This meansthe
services of the partners
themselves must be the
primary income-producing
factor.

A professional service
partnership does not include one
that primarily engagesin
wholesale or retail sales activity,
oil and gas production activity,
manufacturing activity, or other
similar typesof activities.

A partnership that does not fall
into one of the above professional
service partnership categories
may apply in writing to the Tax
Commissioner for permission to
use the exception or to use an
alternative method to the general
rule. This permission appliesonly
tothe extent it affectsthe
determination of the amount of
income that a nonresident
individual partner rmust report to
North Dakota.

North Dakota Form 58, the
partnership return, will be revised
for the 2001 tax year to reflect
these changes. These changes are
effective for taxable years
beginning after December 31,
2000.

Where to reach us. ..

Phone numbers
General toll free (within North Dakota)
Individual income tax
Income tax withholding
Withholding toll free
Corporation income tax
Sales and special taxes

1-800-638-2901
701-328-3450
701-328-3125
1-877-638-2966
701-328-2046
701-328-3470

Includes sales, use, motor fuels, estate, city
lodging, highway contract privilege, and music

composition performing rights taxes.

Oil and gas taxes
Property tax
Commissioner’s office
Speech/hearing impaired

701-328-2014
701-328-3127
701-328-2770

Call Relay ND at 1-800-366-6888
(ask for 1-800-638-2901)

Address

Office of State Tax Commissioner
State Capitol

600 East Boulevard Avenue
Bismarck, ND 58505-0599

Web site
www.ndtaxdepartment.com
E-mail

taxinfo@state.nd.us

Comments?

You may direct your comments on
this publication to Joseph Becker.
Phone: 701-328-3451.

E-mail: jjbecker@state.nd.us.
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