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SUBJECT: Personal |nconme Tax, Penalties, or Interest Cannot Be |Inposed From Julyl
Until The State Budget |Is Enacted

SUMVARY

This constitutional anmendment woul d provide that, if the State Budget is not
enacted tinely, personal incone taxes on earned income may not be inposed between
July 1 and the date the State Budget is enacted. Those taxes would not be
retroactively assessed or collected for that period. For the period between July
1 and the date the State Budget is enacted, any fine, penalty, or interest in
connection with nonpaynent of personal incone taxes or vehicle registration fees
woul d not be due and owing. Further, this bill provides an extension for certain
paynments for the sanme nunber of days that | apsed between July 1 and the date the
budget is enact ed.

This constitutional amendnent would provide a simlar requirenent for sales tax
and woul d provide that the State Controller would be authorized to draw funds
fromthe State Treasury to neet outstanding obligations and to continue services.
These provisions are not discussed in this analysis as they would not inpact the
depart nent.

EFFECTI VE DATE

Thi s constitutional anmendnent nust be voted on at the next election following its
approval by the Legislature (which could be June 2, 1998, or Novenber 3, 1998).

If approved by the voters, this constitutional anendnment woul d take effect on the
day after the election.

SPECI FI C FI NDI NGS

The California Constitution provides that taxes on or neasured by inconme may be
i nposed on persons, corporations, or other entities prescribed by |aw.

Exi sting state |l awinposes tax on the incone earned by individuals, estates, and
trusts. Tax is inposed on the entire taxable incone of residents of California
and upon the taxable income of nonresidents derived from sources wthin

California. The tax is conputed on a graduated scale, at rates ranging from 1%
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to 9.3% Corporations, certain partnerships, and other simlar entities pay a
tax for the privilege of doing business in California. The corporation franchise
tax is not inmposed on, but is neasured by, incone.

In conputing taxable incone, a taxpayer (noncorporate) first conmputes gross

i ncome, which includes all inconme including conpensation, business incone, net
gains fromthe sale of property, dividends, rents, interest, and simlar itens.
The taxpayer then subtracts certain allowabl e deductions to derive adjusted gross
i ncome. These deductions include expenses incurred during the taxable year such
as those incurred directly in carrying on a trade or business, contributions to
an individual retirenment plan, noving expenses, contributions to a nedical

savi ngs account, and like itens. A noncorporate taxpayer may deduct capita

| osses only to the extent of capital gains plus the |ower of $3,000 or the excess
of the | osses over the gains. Next, an individual taxpayer conputes taxable

i ncome by deducting item zed deductions from adjusted gross incone including

medi cal expenses, property taxes, nortgage interest, charitable contributions,
and certain mscell aneous expenses, including tax preparation fees, union dues,
and simlar itens incurred during the taxable year. Taxpayers who do not item ze
deducti ons reduce adjusted gross income by the standard deduction. Once the tax
is determ ned by applying the appropriate margi nal tax brackets to the taxable

i ncome, taxpayers may reduce that tax amount by using various credits including
credits for personal and dependent exenptions, child care expenses, adoption
costs, and enterprise zone enpl oyee wages.

Under existing state |aw enployers nmust withhold income tax fromall wages paid
to California residents and from wages of nonresidents for services performed in
California. *“Wages” are earned inconme and include all types of enployee
conpensation including salaries, fees, bonuses, commi ssions, and fringe benefits.
Sel f-enpl oyed i ndividuals and certain partners (i.e., nenbers of partnerships or
limted liability conmpani es) al so derive earned income from busi ness operations,
measured as a portion of the year-end earnings.

Tax returns for individuals nmust be filed on or before the 15" day of Apri
following the close of the cal endar year, or October 15" on extension. The

bal ance of tax shown on the tax return after deducting the anpunt of incone tax
wi t hhel d during the year and estimated tax paynents is required to be paid in
full by April 15th.

Exi sting state |lawprovides for the inposition of an alternative m ni numtax
(AMI). The AMI is a separately conputed tax that is paid only to the extent it
exceeds the regular tax. AMI is inposed at 7% for personal income taxpayers.
The AMI was established to ensure that no taxpayers with substantial economnc
income avoid all tax liability by using exclusions, deductions, and credits (tax
preference itens).

Under existing state law interest is charged upon underpaynents or other
del i nquent paynents of tax. Interest is assessed on the unpaid tax fromthe date
the tax is assessed (whether assessed by the departnment or the taxpayer) until it
is paid, unless the tax is paid within 15 days after notice and demand.

Under existing state |aw various penalties are inposed on taxpayers who violate
the tax law. Penalties may be assessed for nunerous violations, including
failure to file a return on tine, failure to pay tax by due date, substanti al
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under statenent of inconme tax, filing a fraudulent or frivolous return, and
failure to pay estimated tax. |Interest is charged on penalties fromthe date of
notice and dermand if not paid within 15 days after notice and demand.

Under existing state |law the departnment is charged with the responsibility of
coll ecting delingquent vehicle license fees, related penalties, and parking
tickets. The departnent has the authority to collect these delinquencies as

t hough they were personal inconme tax delinquencies, using the departnent’s

adm nistrative collection renedies. The departnent has the authority to del egate
collection activities to the Departnent of Mtor Vehicles (DW). Under this

del egated authority, the DW currently uses its automated systemto send a series
of notices of delinquency to registered owners. The notices seek voluntary
conpliance before the account is forwarded to the departnent for collection. DwW
al so uses its existing systemto distribute the departnent’s collections to the
appropriate funds or accounts.

Assenmbly Constitutional Anendment 29 would provide that, if the State Budget is
not enacted tinely, personal incone taxes on earned incone may not be inposed
between July 1 and the date the State Budget is enacted. Those taxes woul d not
be retroactively assessed or collected for that period.

In addition, this amendnent would provide that, for the period between July 1 and
the date the State Budget is enacted, any fine, penalty, or interest in
connection with nonpaynent of personal incone taxes (whether on earned or non-
earned i nconme) or vehicle registration fees would not be due and ow ng.

Further, this anendnent provides an extension for certain paynents for the same
nurmber of days that |apsed between July 1 and the date the budget is enacted.

Pol i cy Consi derations

Thi s anendnment nmay nptivate sonme taxpayers to reclassify non-earned i ncone
to earned i nconme during nontaxed periods. For instance, an individual could
reclassify interest inconme as income froma trade or business.

| npl enment ati on Consi derati ons

The department has identified the follow ng inplenmentation considerations
that would be raised by this constitutional anendment. The departnment will
continue to assess the inpact of this amendnent as it noves through the

| egi sl ative process:

1. This amendnent states that the personal incone tax may not bei nposed
during the specified nontaxed period. Taxes generally are inposed on the
entire taxable inconme of the taxpayer, as conputed at the end of the tax
year, but this bill uses the term*®inposed” in a context relating to a
portion of a tax year, possibly a few days. It would appear that the
prohibition is intended to refer to the inposition of incone taxes for
earned inconme attributable to the nontaxed peri od. However, the
prohibition also could refer to the inposition of inconme tax on any
earned i nconme during the specified period.
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Sel f-enpl oyed i ndi vidual s who work on extended contracts for which they
may be paid only at certain stages of the job may have a difficult task
in determ ning how nuch incone to apply as earned i ncone to the nontaxed
period. The result may be that taxpayers and the departnment may arrive
at differing incone anmobunts for the nontaxed peri od.

It is unclear whether this anendnent woul d preclude the departnent from
i ssui ng assessnents during the nontaxed period for anmounts of tax
determ ned to be underpaid during review and audit of tax returns filed
for prior years.

Thi s anendnment does not alter the requirenents for enployers to wthhold
personal inconme taxes from wages during the periods in which persona
i nconme tax woul d not be inposed.

Thi s anendment | eaves uncl ear how taxpayers should treat itens of expense
i ncurred during the nontaxed periods for which the taxpayer otherw se
woul d receive a deduction fromincone or a tax credit. For instance, it

i s unclear whether trade or business expenses incurred by a sole-
proprietor during a nontaxed period would continue to qualify for a

busi ness expense deduction or would be considered related to nont axed

i ncome.

The anmendnent refers to earned inconme as defined by statute. The
Personal Inconme Tax Law does not contain a definition for “earned

i ncome.” Consequently, enabling statutes would be required. Al so,
separating earned incone fromother types of income could significantly
conplicate the tax return and create a burden for taxpayers.

The phrase “due and owing” as it relates to fines, penalties, and
interest is not defined. The [ack of definition would raise the
fol |l owi ng concerns:

A It is unclear whether the provision would apply to anpbunts due as a
result of statutory mandate or resulting from assessnment by the
departnment, or both.

B. If a taxpayer has personal incone taxes or vehicle registration fees
del i nquent before July 1 and has been assessed penalties and interest,
it is unclear whether the department could inpose and col | ect
addi tional penalties and interest during the specified period.

Currently, the department’s automated systemthat conputes interest has
the capability of conputing interest fromthe due date to the date billed
or paid. Until a new autonmated system coul d be devel oped, the departnent
may need to conpute interest manually for periods covered by the bill

The amendnent states that the personal incone taxesnmay not be inposed
for the specified period and states that fines, penalties, and interest
shall not be due and owi ng during the nontaxed period. It is unclear
whet her the distinction between the use of “may” and “shall” is intended
to provide a different |level of authority between the two provisions.
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9. This anmendnent states that the "date that those paynents are due and
owi ng shall be extended . . . " It is unclear whether the extension
woul d apply to the paynment of the fines, penalties, or interest or to the
paynment of personal incone taxes or vehicle registration fees.

FI SCAL | MPACT

Departnmental Costs

The department's costs to adm nister this constitutional amendnent cannot be
determ ned until inplenentation concerns have been resol ved.

Tax Revenue Esti mate

Revenue | osses per day are estimated to be $49 million from excl udi ng
personal incone tax on earned inconme and $2 millionper day for not accruing
penalties and interest for the tine the budget is not enacted.

Thi s anal ysis does not consider the possible changes in enploynent, persona
i ncome, or gross state product that could result fromthis measure.

Tax Revenue Di scussi on

The above estimate for not inposing a tax on earned i nconme, for the period
of time the budget is not enacted, was based on the departnent’s persona

i ncome tax nmodel. The earned inconme exclusion would be taken for adjusted
gross incone rather than taxable income purposes. This estinmate uses
definition of earned income provided in the Internal Revenue Code Section
32(c)(2)(A), but limted to earned income included in gross incone.

The estimate for not accruing penalty and/or interest in connection wth
nonpaynment of personal inconme taxes was based on departnental data on
accrued penalties and interest as of July 1997.

Because of the lack of definitions discussed above in Inplenentation

Consi derations, the departnent is not able to determ ne to what extent this
constitutional amendnent would affect the collections by the departnent of
del i nquent vehicle registration fees, or penalties or interest on those

f ees.
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