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ITEMS TO BE HEARD

FRANCHISE TAX BOARD

| ISSUE 1: GOVERNOR’S WORKING FAMILIES TAX CREDIT AND TAX CONFORMITY PROPOSAL

The Governor’s budget includes a tax proposal that expands tax credits for working
families offset with new revenue generated from tax conformity.

B ACKGROUND

The Governor’s January budget proposal includes a $1 billion tax reform proposal that
would dramatically expand tax credits for working families with offsetting revenue
increases from adopting certain tax conformity changes. The proposal has two distinct
parts outlined below:

1. Expanding Tax Credits for Working Families

The Governor’'s Budget proposes to more than double the size of the current California
Earned Income Tax Program. This new program for low-income Californians includes an
additional $500 credit for families with children under the age of 6. The proposal also
increases the maximum eligible earned income so that workers working up to full-time at
the 2022 minimum wage of $15 per hour will be eligible for the credit, and changes the
phase-out formula so that taxpayers earning income at the upper end of the credit
structure will receive significantly higher credit amounts. In addition, the Budget proposes
to explore how to allow workers to receive a portion of their CalEITC in monthly payments,
as opposed to receiving the credit in one lump sum via their income tax refund. These
changes are expected to provide $600 million in additional benefits and to allow one
million additional families to benefit from the credit.

When added to the existing EITC program, the expanded program is expected to provide
$1 billion in credits to three million families.

The California Budget and Policy Center has produced the following two graphs to
illustrate how this expanded credit would interact with the existing CalEITC and federal
EITC programs for a family with two children.
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The chart below illustrates how the new CalEITC expansion (in red) builds upon the
existing State credit annual family earnings:

The Proposed Budget Provides an Additional $500 to

Families With At Least One Child Under Age 6
CalEITC for Parents With Two Children, Tax Year 2018
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CalEITC complements the federal EITC program. The graph below shows how the two
programs would interact and how the proposed expansion would build upon e existing
programs.

Governor’s Proposed CalEITC Together With the Federal
EITC and Child Tax Credit (CTC)
Tax Credits for Parents With Two Children, Tax Year 2018
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2. Tax Conformity

To pay for this expanded program, the Administration proposes conformity to several
federal tax law changes mainly impacting business income. In 2017, the federal
government adopted sweeping changes to the tax code for corporations and individuals.
The Governor’s budget proposes conformity to several key provisions. These provisions
include increased flexibility for small business accounting; capital gains deferrals and
exclusions for Opportunity Zones; and limitations on fringe benefit deductions, like-kind
exchanges, and losses for non-corporate taxpayers; among others. These conformity
provisions are expected to generate $1.7 billion in 2019-20.
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The Administration provided the following table that reflects their updated proposal:

Conformity Proposal

Revenue Impact ($ millions)
201819 2019-20 2020-21
Section 13102 Small Business Accounting Method Reform and

Simplification -310 -240 -90
Section 13504 Repeal of Technical Termination of Partnerships 10 5
Section 13303 Limit Like-Kind Exchanges to Real Property 260 200
Section 13304 Limitation on Fringe Benefits 200 160
Section 13601 Medification of Limitation on Excessive

Employee Remuneration 43 KT
Section 11024 Increased Contributions to ABLE accounts -0.4 -0.2
Section 11025 Allow 529 plans to rollover to ABLE accounts -0.4 -0.2
Section 11012 Limitation on Losses for Taxpayers Other than

Corporations 1200 850
Section 13531 Limitation on Deduction for FDIC Premiums 65 55
Notin TCIA  Eliminate Separate Section 338 Election 70 B85
Section 13823 Opportunity Zones* -80 -80
Section 13302 Eliminate NOL Carrybacks 360 200 190
Section 11031 - Treatment of Student Loans Discharged on

Account of Death or Disability -1 -0.5
Total 50 17262 13911

|LAO COMMENTS

Expanding the EITC would provide benefits to low-income workers. There are a variety
of approaches to helping these workers beyond those proposed by the Governor
depending on the Legislature’s priorities. The extent to which the Legislature wishes to
prioritize reducing poverty, increasing workforce participation, or encouraging full-time
work should drive the ultimate design of the expansion.
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The LAO has provided the following chart that illustrates the elements of the Governor’s

proposal:

Assessment of Governor's Conformity Proposal as of March 1, 2019
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Exchangs Rules that filers could no longer defer capital gains on parsonal proparty.
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ABLE Accounis savings account fo an ABLE account without penalty.

Estimated Net Change in Revenue

% wa usa eslimatas provided bo us Dy the Franchise Tex Board. In some casas, the estimaies diiar by the kow t2ns of millions of dollars from ihose dbad by

the Dapanmant of Finance. Thara may b2 minor difenancas in assumptions.
AALE = Achieving Batier Lifa Expariences; FIC = Federml Depost Insurnce Corporation; and MOL = Net Opssting Loss

Legend

4+ The arpuments in favor of conforming are somewhat stronger than those egainst.
+l- Thiers &ns good argumerts both in favar &nd apsinet confoming.

= The amuments against condarming am somewhat strangar fian those in favar.
MN/A  Not epplicshle. Not inciuded in Legislative Analysfa Office enalysis.

NA

WA

NA
WA

WA

NA

MWA

WA

&

&

10

-1

$1.745

160

$100

-1

§1.401

PANELISTS

e Jay Cham

berlain, Department of Finance

e Brian Weatherford, Legislative Analyst’s Office

Justin Garosi, Legislative Analyst’s Office

ASSEMBLY BUDGET COMMITTEE




SUBCOMMITTEE NO. 4 STATE ADMINISTRATION MARCH 12, 2019

STAFF COMMENTS

The proposed increase in the CalEITC is consistent with a priority included in the
“Assembly 2019-20 Blueprint for a Responsible Budget” and is in line with a long-standing
priority of the Assembly.

While the Governor's proposal elicits excitement for its goals and approach, the
corresponding tax conformity changes are an unknown. There is no public proposal or
language available so the Assembly has not yet heard from stakeholders. With the
programs chained together, the need for thoughtful conversation and analysis of the
conformity items tempers the elations around the CalEITC expansion. Given that the
Assembly anticipated closing out Subcommittees 72 days from the date of this hearing, it
is unclear if this proposal will be ready in time to be considered as part of the 2019 budget
package.

Additionally, the Governor’s proposal lacks an important component, allowing taxpayers
that use an Individual Taxpayer Identification Numbers (ITINS) to claim the benefit.
Without including these families, up to 1.1 million low-income working taxpayers and their
families will fail to benefit from the credit.

One long-standing Assembly goal has been to make the refundable CalEITC, payable on
a monthly basis instead of a yearly lump sum, so that families can see the benefit
throughout the year. Currently, the Franchise Tax Board lacks the infrastructure and the
resources to issue monthly disbursements of the tax credit. There are also considerations
relating to reporting requirements and payment mechanisms that will need stakeholder
input. The Assembly intends to take action in the budget to begin the process of creating
a monthly refundable tax credit mechanism, so that this complicated conversation can
begin a soon as possible.

According to the Department of Finance, the Administration now would like to keep the
CalEITC program name, instead of an earlier proposal to rename the program the
“Working Family Tax Credit”.

The Governor's Budget also proposes $5 million for CalEITC outreach and free tax
preparation at the Office of Planning and Research, which would move this function from
away Franchise Tax Board. The Subcommittee will hear this proposal at our March 26™
hearing.

Staff Recommendation: Hold Open.
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This agenda and other publications are available on the Assembly Budget Committee’s website
at: https://abgt.assembly.ca.gov/sub4hearingagendas and may be contacted at (916) 319-2099.
This agenda was prepared by Christian Griffith.
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