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SUBJECT: Manufacturers’ |Investnment Credit/Excess Credit Refundable Over 3 Years

SUMVARY

This bill would make any Manufacturers’ Investnent Credit (MC) that is in excess
of “tax” refundable over the followi ng three years for bank and corporation

t axpayers and declare the Legislature's intent to appropriate funds for the

ref unds.

EFFECTI VE DATE

As a tax levy, this bill would beconme effective imediately and would apply to
i ncone years begi nning on or after January 1, 1998.

LEG SLATI VE H STORY

SB 671 (Stats. 1993, Ch. 881); SB 676 (Stats. 1994, Ch. 748); SB 38 (Stats. 1996,
Ch 954.); SB 1106 (Stats. 1997, Ch. 604).

SPECI FI C FI NDI NGS

Existing state lawallows qualified taxpayers a credit equal to 6% of the anopunt
paid or incurred after January 1, 1994, for qualified property that is placed in
service in California. This credit is known as the MC.

For purposes of the MC, a qualified taxpayer is any taxpayer engaged in
manuf acturing activities described in specified codes in the SIC Manual .
Qualified property is any of the foll ow ng:

1) Tangi bl e personal property that is defined in Section 1245(a) of the
I nternal Revenue Code and used primarily:

for manufacturing, processing, refining, fabricating or recycling of
property;
for research and devel opnent;
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for the mmi ntenance, repair, neasurenent, or testing of otherw se
qualified property; or

for pollution control which neets or exceeds state or |oca

st andar ds.

2) The value of any capitalized |abor costs directly allocable to the
construction or nodification of the property listed in #1 above or for
speci al purpose buildings and foundations listed in #3 bel ow

3) Speci al purpose buildings and foundations that are an integral part of
manuf acturing, refining, processing or fabricating, or research and storage
facilities that are part of the process, which are used by qualified persons
perform ng manufacturing activities described in specific codes relating to
conmput er, accounting, and office nachi nes, electronic equipnment and
accessories, bhiotech or biopharmaceutical activities, sem conductor

equi prent manufacturing activities and certain aerospace manufacturing
activities.

The M C explicitly excludes certain types of property fromthe definition of
qualified property, including equipnent used in the extraction process,
furniture, facilities used for warehousing purposes after conpletion of the
manuf act uri ng process, inventory, equipnent used to store finished products that
have conpl eted the manufacturing process, and tangi bl e personal property used in
adm ni stration, general nanagenment, or marketing.

The M C provides a variety of special rules for costs paid pursuant to a binding
contract and | eased property. The credit nmay be carried over until exhausted,
for a maxi mum of eight years. For small businesses, this carryover period is
extended to ten years. The taxpayer mnust recapture any credit previously allowed
if the property is renoved from California, disposed of to an unrelated party or
converted to an unauthorized use within one year fromthe date the property is
first placed in service in California.

The M C will becone inoperative on January 1, 2001, or on the January 1 of the
earliest year after 2001 if the total enploynent in manufacturing in this state
does not exceed by 100,000 jobs the total enploynment in manufacturing in this
state on January 1, 1994. The Enpl oynment Devel opnent Departnent (EDD) is
required to report to the Legislature annually on this determ nation.

Certain “new busi nesses” (as defined) may claiman exenption from sales and use
tax instead of this tax credit. The existing sales and use tax |law also allows a
taxpayer to claima refund of sales or use tax fromthe Board of Equalization in
lieu of claimng the MC

This bill, in the case where the M C exceeds the “tax,” would all ow t he excess
anount to be credited agai nst other amobunts due, and the balance (if any) be
refunded to the taxpayer over the following three years on a pro rata basis.

This bill would apply only to Bank and Corporation Tax | aw (B&CTL) taxpayers.

This bill also would declare the Legislature’s intent to appropriate funds for
t he refunds.
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Pol i cy Consi derations

This bill would raise the follow ng policy considerations.

Critics of the current law MC argue that the credit is usel ess since
the taxpayer may not have sufficient tax liability within eight years
(or ten years) to use the credit before the carryover is lost. This
bill would resolve that concern by refunding the credit when there is
not sufficient tax liability to use it.

Historically, refundable credits (such as the state renter’s credit,
the federal Earned Inconme Tax Credit and the federal farmgas credit)
have had significant problenms with fraud.

This bill would not provide a refundable M C for Personal |nconme Tax
law (PI TL) taxpayers, creating inconsistent application of the MC
between PITL and B&CTL taxpayers. In addition, in the case of B&CTL
taxpayers that are partners in partnerships, it is arguable that any
MC that is passed through fromthe partnership would not be eligible
for the refundable treatnent so that there is a potential disparity in
treatment even anong B&CTL taxpayers. However, since the carryforward
period is determned at the entity level, it may be arguabl e that
refundability is also determned at the entity |evel.

| npl enment ati on Consi derati ons

This bill would raise the follow ng inplenentation considerations.
Departnment staff is available to assist the author with any necessary
amendnents.

The department has not adm nistered a refundable tax credit under the
Personal Inconme Tax | aw since the renter’s credit was suspended in
1993. The departnment has never adm nistered a refundable tax credit
under the B&CTL. Establishing a refundable tax credit program woul d
have a significant inmpact on the departnent’s prograns and operations
and require extensive changes to fornms and systens.

It is expected that the departnent would nmanually review the clains
for refunds and attached docunentation since the credit refund anounts
coul d be significant.

It is unclear how credits allowed with respect to qualified costs paid
or incurred in years prior to January 1, 1998, that are required to be
carried over under current |aw would be treated under this bill. For
exanpl e, would any prior year carryover anmounts be refunded over the
following three years (and which years would they be refunded, 1998-00
or 1999-01), or would they be lost (since the bill deletes the
carryover provisions)?

Since this bill does not provide refundable MC provisions in the
PI TL, shareholders of an S corporation would be required to carry
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forward any MC that flows through fromthe Scorporation. The sane
guestion rmay arise with respect to corporate partners of partnerships.
This could | ead to di sputes between taxpayers and the departnent.

The phrase “shall be credited agai nst other anpbunts due” is unclear.
This phrase could be interpreted in several ways. For exanple, it
could be interpreted to allow the reduction of the current year tax
l[iability, including alternative mnimmtax and the $800 m ni num
franchise tax, to zero, or it could be interpreted to require the
paynment of a notice of proposed assessnent, including one the taxpayer
di sagrees with and has protested. Additionally, it is not clear if
the refund owed to one nenber of a conbined return can be used to pay
the amounts due fromthe remai ning nmenbers of the conbi ned group.
Further, the bill is unclear whether the department could reduce
refund amounts in the followi ng three years for anounts due.

The bill does not specify how refunds are to be made in the three
years after the credit is repealed.

This bill does not nodify the hierarchy of B&CTL tax credits (Section
23036), thus the order in which the credits would be applied before
the M C woul d be refunded is unclear. The hierarchy under PITL

i ncludes refundable credits (Section 17039).

It is unclear whether interest would be paid on the credit anpunt from
the tinme the return is filed claimng the credit until the refund is

i ssued (which could be up to three years later since the refund nust
be claimed over three years).

It is unclear how the refund would be affected by the dissolution or
cancellation of the entity claimng the refund.

FI SCAL | MPACT

Departnmental Costs

The department’s costs to admnister this bill cannot be determ ned unti
i npl enent ati on concerns have been resol ved.

Tax Revenue Esti mate

The bill as witten is not clear how unused carryovers of credits generated
in years prior to January 1, 1998, would be treated. For this estimate, it
is assuned that the bill would be interpreted to allow carryover from prior

years to be refunded over the years 1998 through 2000. The follow ng table
shows the revenue inpact under this interpretation.

The estimated revenue inpact of this bill is shown in the follow ng table:
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Revenue | npact of AB 1976
Ef fective for Tax Years Beginning on and After January 1, 1998

$ MIlions
1998- 99 1999- 00 2000-01
($1, 300) ($840) ($380)

Thi s anal ysis does not take into account any change in enpl oynent, persona
i ncome, or gross state product that may result fromthis bill becom ng | aw

Tax Revenue Di scussi on

The revenue inpact of this bill would be determ ned by the extent that
credits exceed the liability remaining after unused credits carryovers from
prior years are applied against liability for tax years begi nning on and
after January 1, 1998.

This estimate was cal culated fromtax returns for the 1995 and 1996 tax
years and U. S. Departnment of Commerce data for manufacturers’ investnent in
pl ant and equi prrent projected to be placed in service in California. This
estimte assunes that current year credits may be applied only agai nst
regul ar tax.

Note that this bill would apply to corporations only. Data from 1995 and
1996 returns indicate that corporations account for 89% of credits clained.

BOARD POSI TI ON

Pendi ng.



