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BY: REPRESENTATIVE MAX F. GRUENBERG, JR.

This resolution urges Congress to repeal sec. 511 of P.L. 10y-222, the Tax 

Increase Prevention and Reconciliation Act of 2005.

This provision was added by a congressional conference committee without 

benefit of any public hearings in either the House or Senate.

If this provision remains law, starting in 2011 it will require states and local 

governments that spend more than $100 million each year on goods and services to 

withhold three percent of the price of those goods and services and transmit those 

funds to the IRS to apply to any taxes that may be owed by vendors.

Section 511 was enacted to save approximately $7 million in federal taxes 

between 2011 and 2015. However, the effect of that law would increase the burden 

and costs to sta te  and local governments by making them uncompensated and 

involuntary federal tax collectors, because no federal funding is provided.

Government officials have stated that this provision will be extremely difficult and 

expensive to implement, requiring major programming changes to their financial and 

accounting systems and the hiring of additional staff. The state 's accounting system is 

23 years old, and the state has had difficulty avoiding mandatory backup withholding, 

which would be costly and time-consuming. This provision would make mandatory 

withholding even more difficult to avoid.

Local businesses would be discouraged from bidding on state  and local 

governmental contracts, because of the three percent withholding. This would dampen 

competitive bidding and probably raise prices to the state and local government.



1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

WORK DRAFT WORK DPAFT WORK DRAFT

25-LS1643\M
Bullock

4/8/08

C S F O R  H O U SE  JO IN T  R E SO L U T IO N  NO . 41(R LS)

IN THE LEGISLATURE OF THE STATE OF ALASKA

TWENTY-FIFTH LEGISLATURE - SECOND SESSIONB Y  T H E  H O U S E  R U L E S  C O M M I T T E EOffered:Referred:Sponsor(s): H O U S E  R U L E S  C O M M IT T E E

A R E SO L U T IO N  

Urging the U nited  S tates C ongress to repeal sec. 511 o f P.L. 109-222 (T ax Increase  

Prevention and R econcilia tion  A ct o f 2005). 

BE IT R E SO L V E D  BY  T H E  LE G ISL A T U R E  O F T H E  ST A T E  O F A L A SK A :

W H E R E A S sec. 511 of P.L. 109-222 (Tax Increase Prevention and Reconciliation 

Act of 2005) will lequire states, cities, counties, and boroughs that spend more than 

$100,000,000 each year on goods and services after December 31, 2010, to withhold three 

percent of their payments to nearly all vendors and contractors for federal income purposes 

and to report nonwage payments; and

W H E R E A S sec. 511 of P.L. 109-222 (Tax Increase Prevention and Reconciliation 

Act of 2005) was added by a congressional conference committee without benefit of any 

public hearings in either the United States House o f Representatives or the United States 

Senate; and

W H E R E A S, although sec. 511 of P.L. 109-222 (Tax Increase Prevention and 

Reconciliation Act o f 2005) was inserted into the legislation to save approximately 

57,000,000,000 in federal taxes between 2011 and 2015, the effect of the provision is to 

ncrease the burden and costs to state and local governments by making these governments
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uncompensated and involuntary federal tax collectors because no federal funding is provided 

to cover the costs of implementing sec. 511 of P.L. 109-222 (Tax Increase Prevention and 

Reconciliation Act of 2005); and

WHEREAS sec. 511 of P.L. 109-222 (Tax Increase Prevention and Reconciliation 

Act of 2005) creates another unfunded federal mandate that will add a cost to state and local 

governments that exceeds the threshold of P.L. 104-04 (Unfunded Mandates Reform Act of 

1995), and sec. 511 of P.L. 109-222 (Tax Increase Prevention and Reconciliation Act of 

2005) will therefore short circuit the public process required by P.L. 104-04 (Unfunded 

Mandates Reform Act of 1995) and thus violate that Act; and

WHEREAS the Department of Administration, the University of Alaska, the 

Municipality of Anchorage, the Fairbanks North Star Borough, and the Anchorage School 

District, all governmental entities in Alaska that are affected by sec. 511 of P.L. 109-222 (Tax 

Increase Prevention and Reconciliation Act of 2005), have expressed serious concerns about it 

and have urged its repeal; and

WHEREAS local governmental officials have stated that sec. 511 of P.L. 109-222 

(Tax Increase Prevention and Reconciliation Act o f 2005) will be extremely difficult and 

expensive to implement, requiring major programming changes to financial and accounting 

systems and the hiring of additional staff; and

WHEREAS, because of the three percent withholding requirement, local businesses 

will be discouraged from bidding on state and local goveriimental contracts for products and 

se rv ic e s ,  thereby dampening competitive bidding and oriving up the prices to offset the three 

percent withholding and that this, in turn, is likely to increase the cost of procurement by state 

and local governments; and

WHEREAS sec. 511 of P.L. 109-222 (Tax Increase Prevention and Reconciliation 

Act of 2005) will pose significant difficulties for the State of Alaska in its efforts to procure 

goods and sendees for the state, because

(1) the state accounting system is 23 years old and cannot accommodate 

mandatory backup withholding;

(2) it would take about a year to make the necessary systemic changes and 

equire substantial additional record keeping to reconcile the amounts paid to vendors and 

hose amounts reported and remitted to the Internal Revenue Service;

WORK DRAFT WORK DRAFT 25-LS1643\M
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(3) obtaining exemptions to sec. 511 of P.L. 109-222 (Tax Increase Prevention 

and Reconciliation Act of 2005) would be difficult and costly; and

(4) vendors might inflate their bids to compensate for the tax withheld, 

resulting in higher prices to the state; and

WHEREAS the state government accounting system does not currently have the 

capability to withhold vendor payments, and the state need only report payments for services 

over $600 a year to each unincorporated vendor; sec. 511 of P.L. 109-222 (Tax Increase 

Prevention and Reconciliation Act of 2005) will increase the accounting burden on the state 

by

(1) requiring most but not all payments, no matter how small, to be reported 

(an extremely expensive and burdensome mandate);

(2) requiring payments to all corporations to be reported, significantly 

increasing the number of vendors for which information reports would have to be submitted 

to the Internal Revenue Service;

(3) requiring withholding on credit card purchases, a process of unknown 

complexity; and

(4) exempting certain types of payment that will likely require manual 

intervention, which would drive up the cost of compliance with sec. 511 of P.L. 109-222 (Tax 

Increase Prevention and Reconciliation Act of 2005) even further; and

WHEREAS government agencies will have to obtain employee identification 

numbers or social security numbers for numerous individual vendors to allow reporting to the 

Internal Revenue Sendee, thereby invading those citizens' rights of privacy and exposing 

them to the dangers of identity theft; and

WHEREAS complying with sec. 511 of P.L. 109-222 (Tax Increase Prevention and 

Reconciliation Act of 2005) will have serious adverse effects on the procurement practices of 

larger local governments in Alaska; for example, the Municipality of Anchorage, the state's 

largest city, with a population o f about 261,446, which is 42 percent of the state's total 

population, will incur costs of approximately $250,000 a year to reprogram municipal 

computers and financial systems, plus an estimated $100,000 to $200,000 a year of additional 

costs for ongoing operating expenses; the Municipality of Anchorage's financial computer 

is not set up for this procedure and will require extensive modifications at a significant
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cost, including the hiring of at least one full-time municipal employee; the use of 

procurement-cards by the Municipality of Anchorage may have to be discontinued and the use 

of checks, which are slower and more costly, may be rein&tituted; the Municipality o f 

Anchorage's online purchasing system will have to be modified and likely will no longer be 

cost-effective; and

WHEREAS the additional costs of complying with sec. 511 of P.L. 109-222 (Tax 

Increase Prevention and Reconciliation Act of 2005) will place the State of Alaska and Alaska 

local governments at a competitive disadvantage in the procurement of goods and services; 

and

WHEREAS, as a result of these burdens and difficulties, .ne state and affected local 

governments believe that sec. 511 of P.L. 109-222 (Tax Increase Prevention and 

Reconciliation Act of 2005) will not accomplish its stated goal of closing the budget gap; and

WHEREAS these concerns were previously expressed by the state to the United 

States Congress through the National Association of State Auditors, Comptrollers and 

Treasurers; and

WHEREAS S. 777 and H.R. 1023 have been introduced in the 110th United States 

Congress to repeal sec. 511 of P.L. 109-222 (Tax Increase Prevention and Reconciliation Act 

o f 2005);

BE IT RESOLVED that the Alaska State Legislature urges the United States 

Congress to repeal sec. 511 of P.L. 109-222 (Tax Increase Prevention and Reconciliation Act 

o f 2005).

COPIES of this resolution shall be sent to the Honorable Ted Stevens and the 

Honorable Lisa Murkowski, U.S. Senators, and the Honorable Don Young, U.S. 

Representative, members of the Alaska delegation in Congress; and all other members of the 

110th United States Congress.
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SARAH PAUN, GOVERNOR

P .O . B O X  110200 
JU N EA U , A L A S K A  99811-0200

PHONE: (907) 465-2200 
FAX: (907)465-2135

A p r i l  X X ,  2 0 0 8

T h e  H o n o r a b l e  
U n i t e d  S t a t e s  S e n a t e  
W a s h i n g t o n ,  D C  2 0 5 1 0

D e a r  S e n a t o r  X X X X ,

A s  C o m m i s s i o n e r  o f  t h e  D e p a r t m e n t  o f  A d m i n i s t r a t i o n  f o r  t h e  S t a t e  o f  
A l a s k a ,  I a m  w r i t i n g  t o  e x p r e s s  t h e  S t a t e  o f  A l a s k a ’s  s t r o n g  s u p p o r t  f o r  
r e p e a l i n g  S e c t i o n  5 1 1  o f  t h e  T a x  I n c r e a s e  P r e v e n t i o n  a n d  R e c o n c i l i a t i o n  
A c t  (T IP R A )  o f  2 0 0 6 ,  w h i c h  r e q u i r e s  g o v e r n m e n t s  t o  w i t h h o l d  3 %  o n  
p a y m e n t s  m a d e  f o r  m o s t  g o o d s  a n d  s e r v i c e s .

I f  e n a c t e d ,  S e c t i o n  5 1 1  o f  T I P R A  w i l l  i m p o s e  a n  e n o r m o u s  b u r d e n  o n  
s t a t e  a n d  l o c a l  g o v e r n m e n t s ,  m o s t  o f  w h i c h  d o  n o t  h a v e  t h e  s y s t e m s  o r  
c a p a c i t y  t o  i m p l e m e n t  t h i s  o n e r o u s  a n d  c o s ' l y  w i t h h o l d i n g  p r o v i s i o n .  
A d d i t i o n a l l y ,  i t  w i l l  p l a c e  g o v e r n m e n t s  a t  a  c o m p e t i t i v e  d i s a d v a n t a g e  a s  
p r i v a t e  s e c t o r  b u s i n e s s e s  d o  n o t  h a v e  t o  c o m p l y  w i t h  t h i s  r e q u i r e m e n t .

A s  a  s t a t e  f i n a n c e  o f f i c i a l ,  I h a v e  g r a v e  c o n c e r n s  r e g a r d i n g  t h e  i m p a c t  o f  
t h i s  p o o r l y  v e t t e d  p r o v i s i o n  o n  t h e  c u r r e n t  a c c o u n t i n g  a n d  p r o c u r e m e n t  
s y s t e m s  i n  m y  s t a t e .  P r e l i m i n a r y  r e s e a r c h  i n d i c a t e s  t h a t  n o t  o n l y  w i l l  
i m p l e m e n t a t i o n  c o s t s  b e  s i g n i f i c a n t  a n d  i n c l u d e  b o t h  a d m i n i s t r a t i v e  a n d  
f i n a n c i a l  c o m m i t m e n t s ,  b u t  a l s o  t h a t  g o v e r n m e n t s  w i l l  f a c e  a n  i n c r e a s e  
i n  t h e  c o s t s  o f  g o o d s  a n d  s e r v i c e s  a s  v e n d o r s  w i l l  s i m p l y  p a s s  a l o n g  t h e  
3 %  c o s t  w h e n  b i d d i n g  f o r  g o v e r n m e n t  b u s i n e s s .

I o p p o s e  S e c .  5 1 1  a s  a n  u n f u n d e d  m a n d a t e  a n d  d i s a g r e e  w i t h  t h i s  n e w  
p o l i c y  o f  s h i f t i n g  t h e  b u r d e n  o f  f e d e r a l  t a x  c o l l e c t i o n  t o  s t a t e  a n d  l o c a l  
g o v e r n m e n t s .  I s t r o n g l y  u r g e  y o u  t o  s u p p o r t  r e p e a l i n g  t h i s  p r o v i s i o n .

S i n c e r e l y .

D E P A R T M E N T  O F  A D M IN ISTR A TIO N

ANNETTE KREITZER, COMMISSIONER j

STATE OF ALASKA

A n n e t t e  K r e i t x e r
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R e p e a l  T h r e e  P e r c e n t  W i t h h o l d i n g  T a x  o n  C o u n t y  P u r c h a s e s

Is su e :  Section  511 o f  the Tax Increase  P reven tion  and  R econcilia t ion  A c t  (P.L. 109-222) requires 
couniii  that spend  m ore  than $100  m illion  annually  on pu rch ases  to  w ithho ld  and  rem it  to the IRS three 
percen t  o f  m ost  paym en ts  for p ro du c ts  a n d  services.

N A C o  po licy :  N A C o  supports  repeal o f  Section  511 o f  P.L. 109-222. T h is  is a m o n g  N A C o ’s key 
federal legislative priorities fo r  2007.

A c t :on n e e d e d :  C oun ty  offic ia ls  sh ou ld  urge their  m em b ers  o f  C ongress  to c osp o n so r  H.R. 1023 
(R ep . K endrick  M eek , D-Fla., and  Rep. W ally  Herger, R -C a l i f ) .  Th is  bill w o u ld  repeal Section  511 o f  
P .L  109-222.

B a c k g r o u n d :  H.R. 4297, the "Tax Increase  P reven tion  and R econcilia t ion  A c t  o f  2006", w as signed 
i r  o  law as P.L. 109-222 on M a y  17, 2006. Section  511 will requ ire  m an y  counties  beg in n in g  in 2011 to 
w ith h o ld  federal taxes on  nearly  every  p ay m en t  for a  serv ice  o r  p roduct  -  from  p lu m b in g  services to

• u p e r  c lips - with no m in im u m  transaction  and regard less  o f  w he th e r  the p ay m en t  is m ade  by  check  or 
c red it  card. T he  requ irem en t does  not app ly  to the private  sector. It is e s tim a ted  to raise  S6 billion for 
the  feder treasury through a  firs t-year accou n tin g  g im m ick  and  sligbfiy  m ore  than $200 m illion per 
■ e a r  thereafter.

Vccording to the C ongress iona l  B udget  O ffice , this is an in tergovernm enta l  m an d a te  with costs  above 
the threshold o f  the U n fu n d ed  M an da tes  R efo rm  Act. It will be  very e x p en s iv e  for counties  to 
im p lem en t  and will requ ire  p ro g ram m in g  chang es  to financial and  accoun ting  sys tem s  and the hiring o f  
add itional  staff. It will also likely  d isco u ra g e  con trac to rs  from  b idd ing  on g o v e rn m en t  contrac ts  and 
increase  the costs  o f  p ro cu rem en t .  M a n y  o f  its requ irem en ts  are unw orkab le  as w ritten  and will require 
the T reasury  D ep artm en t  to  issue ‘adm in is trab i li ty  ru le s ’. T h is  m andate  is part icu la r ly  egregious 
b ecau se  it was inserted  into the final vers ion  o f  an om nib u s  tax bill that had a lread y  passed  both the 
H ouse  and  Senate  and w as n e v e r  subject to a formal vote , hearings  or consu lta t ion  w ith  a n ' '  s tate and 
local g overnm en t o ffic ia ls  or  the ir  national organ iza tions.

On February  13, 2007, R epresen ta t ives  K en drick  M eek  (D -Fla.)  and  W ally  H erge r  (R -C alif .)  introduced
H.R. 1023 to repeal this un fu n ded  m a n d a te  on  county  governm ent. N A C o  is ask ing  m em bers  o f  
C ongress  to cosponsor  this legislation. It is im portant to dem onstra te  broad  support  for this legislation 
because  it faces an uphill c lim b due  to its $7 billion price  tag.

For further information, contact: A lysoun McLaughlin 202/942-4254 or am claugh lin@ naco .o rg .

%
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August 31, 2006

V IA  F A C S IM IL E  and  E M A IL

T he H onorab le  Larry E. C raig  
United  States Senate  
520 Hart Senate O ffice  B uilding 
W ashington , D C  2 0510

RE: S. 2821 W i t h h o l d i n g  T a x  R e l i e f  A c t  o f 2 0 0 6  

D ear Senator Craig:

I am  writing  to express  support for your legisla tion, S. 2821 , the W i t h h o l d i n g  T a x  R e l i e f  

A c t  o f 2 0 0 6  (S. 2821). Th is  legisla tion will repeal section 511 o f  the T ax  Increase  Prevention 

and  R econcilia tion  A ct o f  2005 (P.L. 109-222) (T IPR A ). T he  w ithh o ld in g  prov is ion  in T IP R A  

is a broad new requ irem en t m andating  that federal, state and  local g o v ern m en ts  w ithhold 3 

p e rcent from paym en ts  m ade  for goods and services. Small business g roups have  expressed  a 

h igh level o f  interest in S. 2821 to the Office  o f  A dv ocacy  (A dvocacy). A d v o ca cy  takes its 

d irection  from small business  groups which  is w hy  w e  are  writing this letter o f  support.

C ongress  es tab lished  A d v ocacy  under  Pub. L 94-305 to represen t the v iew s o f  small 

b usinesses before Federal agencies and  Congress. A d v o ca cy  is an independent office w ith in  the 

U.S. Small B usiness A dm in is tra tion  (SB A ), so  the views expressed  in this letter do  not 

necessarily  reflect the v iew s o f  the SB A  or the A dm inistra tion .

Section 511 o f  T IP R A  presents  significant cha llenges tor sinuii entities and  state and 

local governm ents . A m erican  small businesses opera te  in an env ironm ent w hich  cha llenges 

them  to be com petit ive  and  rem ain  profitable. The w ithho ld ing  prov is ion  will im pede  the cash ­

flow o f  sm all entities, p resen ting  ano ther  obstacle to their success. Section 511 o f  T IP R A  

am oun ts  to a tax pena lty  on governm en t contractors w ithout a c lear path for reim bursem ent. T he  

am oun t o f  the penalty  is variable; for instance i f  a con trac t generates  a small profit or no profit 

the additional w ithho ld ing  presents  serious cash m anag em en t  challenges. A dditionally , the



w ithho ld ing  p ro v is ion  inhibits the efficient use o f  capita l  because  it will limit funds diat can be 

u sed  to reinves t  in the  business.

In fiscal y e a r  2005 , the Federal go v ern m en t  spen t  o v er  $300  billion pu rchas ing  goods  and 

serv ices  from businesses . Purchases  from sm all bus inesses  rep resen ted  a lm ost $80 billion. 

T w o-th irds  o f  the Federal g overnm en t p ro cu rem en t  falls under  the D epar tm ent o f  D efense  

(D O D ). The G o v e rn m e n t  A ccountab ili ty  O ffice  (G A O ) issued a  report  entitled  “ D O D  Paym ents  

to Small B u s in esses” (G A O -0 06 -35 8 , M ay  2006). G A O  conc lu d ed  that d is rup tions  in cash How 

caused  by con trac tin g  w ith  D O D  can s ign ifican tly  a ffect the day - to -d ay  opera tions  o f  small 

businesses. A d d in g  a 3 percen t  tax w ithho ld ing  requ irem en t  will on ly  exacerbate  the cash  flow 

issues a lready expe r ienced  by  small entities seek ing  to do  business with the governm ent.

In add ition  to the burdens that m ay be im p o sed  on small b usinesses  by  the W ithholding 

provis ion , section  511 o f  T IP R A  m ay have  un in tend ed  adm in is tra t ive  costs  on all levels o f  

gov ern m en t  requ ired  to collect the tax. T he  w ithh o ld in g  requ irem en t at a m in im u m  will require  

changes  to be m a d e  to the accou n tin g  m ethods  and  softw are  used by govern m en ta l  jurisd ictions . 

That m ay be w h y  the C ongress iona l  B udget O ff ice  described  the w ithho ld ing  p iov is ion  as an 

un funded  in te rgovernm enta l  mandate .

R epea l ing  section  511 o f  T IP R A  will help  small bus inesses  m ainta in  their ability  to 

prov ide  goo ’s and  serv ices to govern m en ts  at all levels. T hank  you  for your efforts on  b e h a lf  o f  

sm all businesses. A d v o ca cy  looks forw ard  to w o rk in g  with  you and  C ongress  to repeal this 

provis ion.

S incerely ,

/ s / _________________________
T ho m as  M. Sullivan 
C h ie f  C ounse l  for A d v ocacy
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G overnm ent W ithhold ing  R e lie f Coa lition  (GW RC)

The Government Withholding Relief Coalition (GWRC) was formed to repeal a sweeping new 
reouirement mandating that federal, state, and local governments withhold 3 percent from 
payments for goods ano services. This unprecedented withholding mandate will affect all 
government contracts as well as other payments, such as Medicare and grants, starting in 2011. 
Section 611 c;' the Tax Increase Prevention and Reconciliation Act of 2005 (P.L 109-222) 
enacted this requirement into law.

C o a l it io n  L e t te rs

• July 17. 2007 - Letter to House Wavs and Means C ommittee
• March 22, 2007 - Statement for the Record to House Small Business Committee
• March 12. 2007 - Letter to Senator Craig in support ot S 777 
. March 8, 2007 - Letter to Treasury Department
. February 15. 2007 - Letter to Rep. Meek and Merger in support of H.R. 1023
• January 17, 2007 - Letter in opposition to use of 3% withholding as an offset
• October 16. 2006 - Letter to Representative : lorqer in support of H R 6242

• July 11. 2006 - Letter to Senator Cmiq ; supj 1 of S. 2821

Department of Treasury Solicitation for Comments on Implementation: Due April 28

• Treasury's Nolice 2008-38

Resourcos

■ One-page summary of provision 
. Talking Pomls
• Dr ift Letter to Congress for Businesses lo Utilize

Material

. June 12. 2007 - Senators Collins and Coleman l etter
• March 13. 2007 - Dear Colleague letter in support of S 777 - Sen aJorCrc g
• February 22. 2007 - Dear Colleague letter in support of H R 1023 - Rep. Meek and 

Herr, j

. September 19. 2006 - Letter Irom Senator Craig lo Senate colleagues in support ofjS 
2 8 2 1

. Aug*.st 31..2006.- Letter lo Senator Craig from SBA Office of Advocacy in .support < 3 
2 8 2 1

• May 9. 2006 - CB.OJ.ett t r y ., '.Annual Budgetary Effects

Bills to Repeal Provision

. S-.-f,)!'.* X'-i-l (110th Congress) 
• Senate - S. 277 (110th Congress)

http://www.wlthholdinqrelief.org/ivortal/gwrc/default (1 of 2) [4/8/2008 9:15:40 AM]
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House - H.R. 1023 (110th Congress) 

Senate - S. 2821 (109th Congress) 

House - H.R..6242 (109th Congress)
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M u n ic ip a lity  of Anchorage
P.O. Box 196650 • Anchorage, Alaska 99519-6650 • Telephone: (907) 343-4431 • Fax: (907) 343-4499 http://www.muni.org

TayorMark Begich Office of the Mayor

April 3, 2008

The Honorable Max Gruenberg 
Alaska House o f  Representatives 
State Capitol, Room 110 
Juneau, AK 99811

Dear Representative Gruenberg:

I write to commend you for your sponsorship o f  a resolution urging repeal o f a federal tax 
provision in the Tax Increase Prevention and Reconciliation Act o f  2005, which is certain 
to have a detrimental effect on the Municipality o f  Anchorage and other government 
entities across our state. I also thank you for bringing this misdirected provision to our 
attention.

This provision would require cities and other government entities across the nation to 
withhold a 3 percent payment from nearly all vendors and contactors for federal income 
tax purposes, if it be comes effective in 2010 as currently intended. As your measure 
correctly points out, this could cause chaos to Anchorage’s finance and computing 
systems, costing taxpayers thousands o f  dollars a year.

We support your call for repeal o f  this provision and again thank you for pursuing this 
important resolution in the current legislative session.

Sincerely,

Mayor

C o m m u n i t y ,  S e c u r i t y ,  P r o s p e r i t y

http://www.muni.org
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N e w  G o v e r n m e n t  W i t h h o l d i n g  P r o v i s i o n  

C o u l d  I n v o l v e  C o s t s  t o  S t a t e s

National Association o f State Budget Officers 
F o u n d e d  1945 /

O c t o b e r  3, 2006

444 N . C apitol Street, Suite 642 • W ashington, D C  20001 • (202) 624-5382 (p h o n e )» (202) 624-7745 (fax) • www.nasbo.orK

BACKGROUND

O n M ay 17, 2006, the T a x  I n c r e a s e  P r e v e n t i o n  a n d  R e c o n c i l i a t i o n  A c t  o f  2 0 0 5  w as s igned into 
law. M a jo r  e lem ents o f  this law inc lude  extending  the fifteen percen t  tax  rate on  capital gains 
and d iv idends , and  p reven ting  an increase  in the nu m b er  o f  taxpayers  sub jec t  to the A lternative 
M in im u m  Tax. A n o th er  im portant com p o nen t  o f  the law that received  far less publicity, but 
cou ld  im pact  state and local governm ents , requires govern m en ts  to w ithhold  three  percent on 
certa in  p ay m en ts  to p erso ns  prov id ing  p roperty  or services. The p rov is ion  will not go into effect 
until 2011.

Specifics of Withholding Provision
T h e  w ithh o ld ing  prov is ion  ex tends the act o f  w ithho ld ing  to new  areas. U nder  the w ithhold ing  
prov is ion , all levels o f  go v ern m en t  are required to w ithhold  three percen t  on m ost paym ents  for 
p roducts  and  services. A cco rd ing  to the  sum m ary  provided  by the Senate  F inance  C om m ittee, 
the p ro v is io n  “ requires w ith h o ld in g  on  certain paym ents  to any  person p rov id ing  property  or 
serv ices m a d e  by the G o v e rn m en t  o f  the United States, every  State, every' political subdivision 
thereof, and  every ins trum entali ty  o f  the state.” G o vernm en ts  w o u ld  then be required to remit 
three percen t  o f  m ost  pay m en ts  to the federal governm ent for federal incom e tax purposes. The 
w ith h o ld in g  p rov is ion  will go  into effect on January  1, 2011.

Prior law s ta tes  that em p loy e rs  arc requ ired  to w ithhold  incom e tax on  w ages  paid  to employees, 
inc lud ing  w ag es  paid  to em p lo y ees  o f  federal state, and  local governm en t .  Th is  law has not 
p rev ious ly  inc luded  w ithh o ld in g  pay m en ts  to w orkers  w h o  are  not c lassified  as em ployees , such 
as independen t contrac tors . Instead, independent contractors  and  o the r  taxpayers  w ho  receive 
incom e that is not sub jec t to w ithho ld ing  are  required  to m ake  e s tim a ted  tax paym ents .

http://www.nasbo.orK


T h ere  are  so m e  exem p tio n s  to the w ithho ld ing  provis ion . First, localities and  o ther  political 
su b d iv is io n s  o f  s tates w ith  less than $100  m illion  o f  annual expenditures for goods  or services 
are  e x e m p t  from the w ithho ld ing  requirem ent. Second , the provis ion  exem pts  paym en ts  m ade  
through  a federal, state, o r local gov ern m en t  pub lic  ass is tance  or public  welfare  prog  im for 
w h ich  elig ib ili ty  is d e te rm ined  by  a needs o r  inco m e test. Finally, the provis ion exem pts  
p ay m en ts  o f  interest, p aym ents  for real p roperty , paym en ts  to tax-exem pt entities or foreign 
go v ern m en ts ,  in te rgovernm enta l paym en ts , pay m en ts  based  on a classified or confidential  
con trac t,  a nd  p aym ents  m ad e  to a governm ent e m p lo yee  not o therw ise  excludable  w ith  respect to 
the ir  se rv ice  as an em ployee.

Reasons for W ithholding Provision
T h e  m ain  s tated  ju s tif ica t ion  for the w ithh o ld in g  prov is ion  is to attem pt to u nderm ine  the 
m isrepo rt ing  o f  taxes b y  certain gov ern m en t  v en do rs  no t  currently  subject to w ithholding. It is 
on e  o f  a  se ries  o f  steps des igned to help m in im ize  the tax gap. A ccord ing  to the IRS, in 2001 
taxpayers  p a id  $345 b ill ion less than w h a t  they  shou ld  h av e  paid. This caused  the Joint 
C o m m itte e  o u  Taxation  (JC T) to p ro du ce  a  report  in 2005 entitled O p t i o n s  to I m p r o v e  T a x  

C o m p l i a n c e  a n d  R e f o r m  T a x  E x p e n d i t u r e s .  T h e  first reco m m end a tio n  o f  the report  w as to 
im p ose  w ithho ld ing  on certain  paym en ts  m a d e  by  g o v e rn m en t  entities. The JC T  con tended  that 
a  lack o f  a w ithho ld ing  requ irem ent on n on -w age  p ay m en ts  leads to substantial u n derpaym ent o f  
taxes  each  year. A dditionally , the JC T  argued  that requiring  w ithhold ing  on g o vern m en t  entities 
fo r  n o n -w ag e  paym en ts  w ou ld  im prove taxpayer com pliance , p rom ote  fairness, and  reduce the 
tax gap. A cco rd in g  to governm en t  estim ates, the w ithho ld ing  provis ion  will raise $7 billion for 
the  federal go v ern m en t  betw een  2011 and 2015.

ISSUES RAISED REGARDING W ITHH OLDING  PROVISION

S tate  and  local groups have  begun to raise  nu m ero u s  concerns  about the w ithhold ing  provision. 
T h e  law is v ag u e  in m an y  areas, and  specific  regu la t ions  have  yet to be established. Further 
d e ta ’ls regard ing  the im plem en tation  o f  the w ith ho ld in g  prov is ion  will be determ ined  by the 
D ep ar tm en t  o f  Treasury. C urrently , m a n y  sta te  and  local governm ent associa tions are 
m on ito r in g  d ev e lo p m en ts  regard ing  the w ithho ld ing  p rovis ion . In addition to N A S B O , these 
assoc ia tions  include the National G ov ern o rs  A ssoc ia t ion  (N G A ), the N ational A ssociation  o f  
C o u n ties  (N A C o ) , the National A ssocia tion  o f  State A udito rs , C om ptro llers ,  and Treasurers  
(N A S A C T ),  the National C onference  o f  State Legis la tu res  (N C S L ), the National League o f  
C ities  (N L C ), the United  States C onference  o f  M ayors , the Federation  o f  Tax  A dm in is tra to rs  
(F T A ), the N ational  A ssocia tion  o f  State R etirem ent A dm in is tra to rs  (N A S R A ),  and the 
G o v e rn m en t  F inance  O fficers  A ssocia tion  (G FO A ). S om e  o f  the  prim ary  issues that have been 
ra ised  concern :

• U n fu n d ed  m andate  -  A s reported by the C ongress iona l  B udget Office  (C B O ), the Joint 
C o m m it te e  on  Taxation  (JC T) has d e te rm in ed  that the cos t o f  the w ithhold ing  provis ion  
exceeds the threshold  specified  in the U n f u n d e d  M a n d a t e s  R e f o r m  A c t .

•  C osts  to s ta te s  -  state and  local go v ern m en ts  will receive  no funding from the federal 
go v ern m en t  in exc h an g e  for p rov id ing  this serv ice. A dditionally , states will likely have 
to m ak e  p ro g ram m ing  chang es  to financial and  accounting  system s, pu rchase  new  
softw are , reg ister  vendors, possib ly  hire add itional  staff, and  keep m ass ive  new data files 
and  p ap e r  reports.

G o v e r n m e n t  w i t h h o l d i n g  p r o v i s i o n ,  c o n t i n u e d ___________________________________________________________ P a g e  2
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•  A pp lies  on ly  to public  secto r  -  state and  local go vern m en ts  w o u ld  be requ ired  to 
w ithho ld  three  percen t on paym ents , but private  com pan ies  w o u ld  not. Th is  cou ld  p lace  
s ta te  and  local governm ents  at a d isadvantage.

•  L ack  o f  consu lta t ion  -  neither  the original H ouse  no r  Senate  vers ion  o f  tne T a x  I n c r e a s e  

a n d  P r e v e n t i o n  A c t  o f  2 0 0 5  con ta ined  the  w ithho ld ing  requ irem en t.  Instead, the 
p rov is ion  was added in the confe rence  com m ittee . T h is  p rev en ted  state and  local 
gov ern m en ts  from  express ing  the ir  v iew s on  the measure.

•  P erce ived  need  for w ithho ld ing  arose  regard ing  federal c o i t r a c t s  -  on e  o f  the m ain  
jus tif ica t ions  for the w ithh o ld in g  prov is ion  is that the G o v e rn m e n t  A cco un tab i l i ty  O ffice  
(G A O ) issued  a report sh o w in g  that 3,800 General Se rv ices  A dm in is tra t io n  (G S A ) 
federal con trac tors  had  tax debts. Ins tead  o f  creating  a  w ith ho ld in g  prov is ion  that app lies  
to all levels o f  governm ent,  C ongress  cou ld  have passed  a law  that on ly  app lies  to federal 
contractors.

•  Infla ting  b ids -  vendors  and  con trac to rs  cou ld  increase their b ids by  three  p ercen t in o rder  
to com p ensa te  fo r  w ithhold ing . This  w ou ld  cause  state and  local g o v ernm en ts  to spend  
add itional funds.

•  Pu rchasing  cards  -  the  p rov is ion  a lso  requires w ithho ld ing  on  pu rchases  m ade  by  
p u rch as ing  cards. M an y  ques tions have  been  raised  regard ing  h o w  w ith h o ld in g  can be 
accom plished  using  pu rch as ing  cards

•  M a n y  unansw ered  ques tions  -  in addition  to the o th e r  issues, m any  additional 
unan sw ered  ques tions rem ain  regard ing  w ithhold ing , inc lud ing  h o w  to report w ithheld  
am o u n ts  to  the IR S or payees , h o w  p aym en ts  m ust be sent, and  w h o  is e xem p t and  w ho is 
not.

CURRENT STATUS OF WITHHOLDING PROVISION

Shortly  after  the T a x  I n c r e a s e  P r e v e n t i o n  a n d  R e c o n c i l i a t i o n  A c t  o f  2 0 0 5  w as  s igned  into law 
this past M ay, Senator  Larry  C raig  (R -Idaho)  introduced legislation ca ll ing  for the repeal o f  the 
w ithho ld ing  provision. Sen. C ra ig  stated that, “ Proponents  o f  the w ith h o ld in g  prov is ion  describe  
it. as c losing  a loophole. That is nonsense. Reporting  requ irem en ts  a re  a lready  in p lace  for 
governm ent contractors. All this d o cs  is buck the  IR S ’s collec tion  responsib ili t ies  to the 
taxpayers .” In add ition  to Sen. C ra ig ’s legislation, C on g ressm an  W ally  H erger  (R -C alifo rn ia )  
has a lso  in troduced  legislation calling fo r  repeal.

Furtherm ore , the N ational  A ssocia t ion  o f  C ounties  (N A C o) has called  for the  repeal o f  the 
w ithho ld ing  requ irem en t on the g rou n ds  that it is an unfunded  m andate .  O th e r  state and  local 
assoc ia tions are con t inu ing  to m o n ito r  the issue and  a re  hopeful that i f  the p ro \ :sion is no t  fully 
repealed, the D epar tm ent o f  T re asu ry  will take their con cerns  into con s ide ra t ion  w hen  
es tab lish ing  rules and gu idelines .

I f  y o u  w o u l d  like a d d i t i o n a l  i n f o r m a t i o n  r e g a r d i n g  t h e  g o v e r n m e n t  w i t h h o l d i n g  p r o v i s i o n ,  p l e a s e  

c o n t a c t  B r i a n  S i g r i t z  a t  ( 2 0 2 )  6 2 4 - 8 4 3 9  (h s i e r i t z ( t v . n a s h o . o r e ) o r  S c o t t  P a t t i s o n  a t  ( 2 0 2 )  6 2 4 -  

8 8 0 4  (s p a t t i s o i H c h . n a s b o . o r u ) in N A S B O ' s  W a s h i n g t o n  D . C .  office.



United States Senate
WASHINGTON, DC 20510

June 12,2007

The Honorable Max Baucus, Chairman
The Honorable Charles E. Grassley, Ranking Member
Committee on Finance
United States Senate
219 Dirksen Senate Office Building
W ashington , D C  20 5 10

Dear Chairman Baucus and Ranking Member Grassley:

We write to you regarding the new 3% withholding tax on federal, state, and local 
government contracts for goods and services enacted as Section 511 of the Tax Increase 
Prevention and Reconciliation Act of 2005 (P.L. 109-222). 1 his 3% withholding tax is 
scheduled to go into effect in 2011.

While we understand and support your commitment to closing the tax gap, we do 
not believe that Section 511 is the appropriate means to achieve that goal. We are 
concerned that the 3% withholding provision is overbroad, and will 'unfairly penalize 
contractors that pay their taxes. Many of these contractors operate on very narrow profit 
margins -  often 3% or less -  and will be unable to comply with Section 5! l ’s 
withholding requirement without sacrificing the lion’s share of their cash flow.

We are particularly concerned about the impact of the 3% withholding provision 
on small businesses in the construction industry. Contractors rely on their cash flow to 
finance investment and expansion, and as security for bonds they are required to hold in 
order to do business with the federal government. The 3% withholding requirement may 
so severely restrict cash flow that contractors will find it difficult or impossible to secure 
bond coverage, and as a result, many contractors will be driven out of the market. This, in 
turn, will lead to higher prices for the goods and services they supply to the federal 
government.

We are seeking a workable alternative to Section 511 that helps to address the 
problem of the tax gap without placing an undue burden on honest contractors. We would 
welcome the opportunity to work with you towards that end.

Sincerely,

SUSAN M. COLLINS NORM COLEMAN
United States Senator United States Senator


