chair Betty T.Yee
member Malia M. Cohen
member Keely Bosler

ll:TB STATE OF CALIFORNIA
e Franchise Tax Board

57197

Summary of Federal Income Tax Change
2018

Laws Affected

Personal Income Tax Law
Corporation Tax Law
Administration of Franchise and Income Tax Laws



Summary of Federal Income Tax Changes

2018

Prepared by the Staff of the
Franchise Tax Board
STATE OF CALIFORNIA

Members of the Board:
Betty T. Yee, Chair
Malia M. Cohen, Member

Keely Bosler, Member

Executive Officer: Selvi Stanislaus

e This report is submitted in fulfillment of the requirement in Revenue and Taxation
Code section 19522.



Summary of Federal Income Tax Changes - 2018

TABLE OF CONTENTS
EXECUTIVE SUMMARY ....ooiiiiiiiiiiiiiiettttetttteeeeteeseesssesssssssssassssssssssssssssssssssssssssssssssnsnssnsnsnnsnnnnnnnnnnnnnnn 1
FEDERAL REGISTER PRINTING SAVINGS ACT OF 207 ..niieeeiiiiieee ettt e e e e e e ee e e e e e e e e e e e e e e e 3
PUBLIC LAW 115-120, JANUARY 22, 2008 ... i e eee e ettt e e e e e e e et e e e e s e e e e eaaaae e s e e e e e e eennnnaneeeeees 3
DivISION D—SUSPENSION OF CERTAIN HEALTH-RELATED TAXES ....cevvurureuueeeennensennnnnnnnnsnnnnnnnsnsnsnnnnnnnnsnnnnnnnns 3
4001 Extension of Moratorium on Medical Device EXCISE TaX cuvccvuierieieiereiiiiee e 3
4002 Delay in Implementation of Excise Tax on High Cost Employer-Sponsored Health
L0701 =T = T (= T 5
4003 Suspension of Annual Fee on Health INSUrance ProViders .......cccccvveeeeeeiieecinnneeeeee e seeennneeens 11
BIPARTISAN BUDGET ACT OF 208 .. eeiiei e e eeceettiee e e e e e e e ee et s e e e e e e e e e e e ase e e e s e e e e e eanaae e e e e e e eeennnnnnaeeenees 17
PUBLIC LAW 115-123, FEBRUARY 9, 2018 ...t e ettt e e e e e e e e e e e e e e e e e e e anna e e e e e 17
DivISION B—SUPPLEMENTAL APPROPRIATIONS, TAX RELIEF, AND MEDICAID CHANGES .........coovevvvneeeerrinneeens 17
RELATING TO CERTAIN DISASTERS AND FURTHER EXTENSION OF CONTINUING APPROPRIATIONS..........ccuuuennnes 17
SUBDIVISION 2—TAX RELIEF AND MEDICAID CHANGES RELATING TO CERTAIN DISASTERS.......ccccevvveeeeeeeeeennn. 17
QI L= S 0= 1) {0 1 F= T T (T 17
D20 34 10 A B = 1 1 o SR 17
20102 Special Disaster-Related Rules for Use of Retirement FUNAS........occcvivriieeieiccccenrreeeee e cecnens 18
20103 Employee Retention Credit for Employers Affected by California Wildfires.......cccccccccveeenneee. 20
20104 Additional Disaster-Related Tax Relief ProviSiONS .......eeecccieeicciiee et 21
Title ll—Tax Relief for Hurricanes Harvey, Irma, and Maria ...........ccccooveiiiieciiiiee e 25
20201 Tax Relief for Hurricanes Harvey, Irma, and Maria .......ccccccoeeececieeeccciee e 25
DIVISION D—REVENUE IMEASURES ......iiittuiiiietieeeiieteeeeessaeeeessasssssssasssssssnssssnssnssserssnnssersssnssesrssnnnns 28
TITLE I—EXTENSION OF EXPIRING PROVISIONS ......euuuiiiiieeiiiiitiaee e e e e e eeeeenne s e e eeeeeeesanaaa e e e eeeeeeennnnnnneeneens 28
Subtitle A—Tax Relief for Families and INdividUaIS .........cc.cceiiieiiiiiiicin e e 28
40201 Extension and Modification of Exclusion from Gross Income of Discharge of
Qualified Principal INAEDtEANESS ... e e e e e e nn e e e e s 28
40202 Extension of Mortgage Insurance Premiums Treated as Qualified Residence Interest........ 31
40203 Extension of Above-the-Line Deduction for Qualified Tuition and Related Expenses............ 33
Subtitle B—Incentives for Growth, Jobs, Investment, and Innovation.............ccccccvrverriiniccencceeseceee e 34
40301 Extension of Indian Employment Tax Credit... ... r e e e e 34
40302 Extension and Modification of Railroad Track Maintenance Credit .......ccccccveeeieciieeecccieeeeenans 36
40303 Extension of Mine Rescue Team TrainNing Credit ... ieiiiee e e e e e e e 38
40304 Extension of Classification of Certain Race Horses as 3-Year Property .....cccccceeeeveeececveeeenns 39
40305 Extension of 7-Year Recovery Period for Motorsports Entertainment Complexes................. 41
40306 Extension and Modification of Accelerated Depreciation for Business Property on
F= oI Lo [ = AT R {=ToT=Y aVZ= 1[0 o SRS 43
40307 Extension of Election to Expense Mine Safety EQUIPMENt ......cooocoiieiieiiiee e 45
40308 Extension of Special Expensing Rules for Certain Productions..........ccccoeeieciieeieciieeeeccieeeeenns 46
40309 Extension of Deduction Allowable with Respect to Income Attributable to
Domestic Production Activities in PUEIMO RiICO ....cccuuriiiiiiiiiiire e seeeere e e e s 48
40310 Extension of Special Rule Relating to Qualified Timber GaiNS.......c..cccveveeeienrieesreeeeeeee e 50
40311 Extension of Empowerment Zone Tax INCENTIVES ....cciicciieiicciiee e e ene e 51
40312 Extension of American Samoa Economic Development Credit.......oovovveeeicciieeeiccieeecccieeeeeans 58
Subtitle C—Incentives for Energy Production and Conservation ... 61
40401 Extension of Credit for Nonbusiness ENergy PrOPErtY ...coccceeeceercierenieisceeesiee e 61
40402 Modification and Extension of Credit for Residential Energy Property ....cccccceceeeieenrieenrnenn. 63
40403 Extension of Credit for New Qualified Fuel Cell Motor Vehicles.......ccccvveieeeeieeeccneeeeeeee e 65



Summary of Federal Income Tax Changes - 2018

40404 Extension of Credit for Alternative Fuel Vehicle Refueling Property .....cccccveecveevecneenn.
40405 Extension of Credit for 2-Wheeled Plug-In Electric VEhICIES......coccceeeveiieeeiciieercceee,
40406 Extension of Second Generation Biofuel Producer Credit.......ccovcvviveenicensiienssieensieennnns
40407 Extension of Biodiesel and Renewable Diesel INCENTIVES .....c.evvveereveeireennieen e
40408 Extension of Production Credit for Indian Coal FacCilitieS.......cccvvverrverrrieensiienesieeeeiennnns
40409 Extension of Credits with Respect to Facilities Producing Energy from

Certain RENEWADbIE RESOUICES .....ciicieiiirieireeesree et e st e e s sne e nne e e
40410 Extension of Credit for Energy-Efficient New HOMES ........covcciiieiciiieevciece e
40411 Extension and Phaseout of ENergy Credit ... iiieeeneee e
40412 Extension of Special Allowance for Second Generation Biofuel Plant Property............
40413 Extension of Energy Efficient Commercial Buildings Deduction ........ccccccceveeeeiceersieennns
40414 Extension of Special Rule for Sales or Dispositions to Implement FERC or

State Electric Restructuring Policy for Qualified Electric UtilitieS......ccovriecceeriecveeninns
40415 Extension of Excise Tax Credits Relating to Alternative FUEIS......ccococeeiieirieciieencieens
40416 Increase and Extension of Oil Spill Liability Trust FUNd .....coccceeiiecieeeieceee e
Subtitle D—Modifications of ENergy INCENTIVES .........cooeee e
40501 Modifications of Credit for Production from Advanced Nuclear Power Facilities..........

TITLE [l —MISCELLANEOUS PROVISIONS......cceeteeeeeeereeeeeeeeeerereeeeeeeeeeeeseesseeseesessesseeeeeeeeeeeeeeeeeeeeeeeenen

41102 Modifications t0 RUM COVEN OVEN.....icuiiiiieirieiesiieisiesssseesseesssseesssesssseesssnesssesssneesssessnne
41103 Extension of Waiver of Limitations with Respect to Excluding from Gross Income

Amounts Received by Wrongfully Incarcerated Individuals .......ccccoeeveeceeevecieeeeecieeenn.
41104 Individuals Held Harmless on Improper Levy on Retirement Plans........ccccccveevecieeenn.
41105 Modification of User Fee Requirements for Installment Agreements .......cccccceveeneeenn.
41106  FOrmM LOAOSR fOr SENIOIS...uuiiiieieieeeiirireiiesssseesseesssesssseessssesssseessssesssseessssessssesssseessssnssnne
41107  Attorneys Fees Relating to Awards to WhistlebloWers........ccceeevceiiierccceievcceeeeeceee,
41108 Clarification of WhistleblOWErS AWardS.......ccvieeeireersieeisieessiseesssesssseesseessssesssseessssessnns

41109 Clarification Regarding Excise Tax Based on Investment Income of Private

Colleges and UNIVEISITIES .....ueii e cceiee ettt e e e e s e ene e e s e e e e s e ne e e s e nneeas
41110 Exception from Private Foundation Excess Business Holding Tax for
Independently-Operated Philanthropic Business HoldIiNGS......ccuccceeeieiieenvccieeencceeenns
41111 Rule of Construction for Craft Beverage Modernization and Tax Reform .........ccccee..ee
41112 Simplification of Rules Regarding Records, Statements, and Returns ........cccccveeveeenn.
41113 Modification of Rules Governing Hardship Distributions.........ccoccereeeeriiennieneiceeeeeeene
41114 Modification of Rules Relating to Hardship Withdrawals from Cash or Deferred
LAV =] g =T g Y O RTRR
41115 Opportunity Zone Rule for PUEIO RICO ...uiiiiiiiiiiicieee ettt
41116 Tax Home of Certain Citizens or Residents of the United States Living Abroad ...........
41117 Treatment of Foreign Persons for Returns Relating to Payments Made in
Settlement of Payment Card and Third Party Network Transactions ......cccceeeecccuveeeenn.
41118 Repeal of Shift in Time of Payment of Corporate Estimated Taxes ....ccccccceeeeeeccnvneeeennn.
41119 Enhancement of Carbon Dioxide Sequestration Credit.......ccccceeeeiieccviiieeeeee e,
CONSOLIDATED APPROPRIATIONS ACT, 2018 ....ieeeiiiieeeeee e eeeee e e e e e e e e e e e e e e e e e eaa e e e e rsne s e eennnn s
PUBLIC LAW 115-141, MARCH 23, 2018 ... cciiiiiiiitieieeetieee et e eesesee s s ssstessesssnnsessrssnnsserssnnssenes
DIVISION T—REVENUE PROVISIONS ......uuiiiiieeiiiiiieee e e e e e eeeeesaaeeeeeeeseeeesnnanaeeseseeensnnnnnneeeseseeennnnnnnns
101 Modification of Deduction for Qualified Business Income of a Cooperative
= L0 LSRN = L € 0]
102, 103Low-Income Housing Credit Ceiling and Average Income Test ......ccoevcvrieerrierrieersnenns
DIVISION U, TITLE [—TAX TECHNICAL CORRECTIONS ......ceeeeerrrruunnaeeeeeeeeerrnnnnneeeseeeeessssnnnaeeeseseeennnnnnnns
101 Amendments Relating t0 the PATH ACL......ceiiir et



Summary of Federal Income Tax Changes - 2018

102 Amendment Relating to Consolidated Appropriations Act, 2016 .......ccccceveeeeecrieeccciieeeeenns 213
103 Amendments Relating to Fixing America’s Surface Transportation ACt ......ccccceceeveciieeeeenns 216
104 Amendments Relating to the Surface Transportation and Veterans Health
Care Choice Improvement ACt OFf 2015 ... eerrrrre e e s s e snrar e e e e s s e e e nnnnnes 219
105 Amendments Relating to the Stephen Beck, Jr., ABLE Act of 2014 ........coeeeeeiiieeiccieeeeens 223
106 Amendment Relating to the American Taxpayer Relief Act of 2012 .....cccoeeeveciieeiciiieeeeens 232
109 Amendments Relating to the American Jobs Creation Act of 2004 ........ccoeeeevieeevcciieeecens 233
DivisioN U, TITLE Il—TECHNICAL CORRECTIONS RELATED TO PARTNERSHIP AUDIT RULES .......ccevvereeennnnn.. 237
201 Scope of Adjustments Subject to Partnership Audit RUIES.....ccoe e 237
202 Determination of Imputed UNderpaymeEntS. ... eeeriecieeeirieeeeseseeeesesseeesssseeesssseeesssseeenens 245
203 Alternative Procedure to Filing Amended Returns for Purposes of Modifying
IMpuUted UNAErPayMENT.....couiiiieeieeeie ittt e rese e s e e se e s e e s ar e s e s sne e s s s snn e e e s snneesennnneas 250
204 Treatment of Passthrough Partners in Tiered StruCTUrES.....ooivcveiriecieee e 260
205 Treatment of Failure of Partnership to Pay Imputed Underpayment.......cccccveceveenieceenninnns 266
206 Other Technical Corrections Related to Partnership Audit RUIES .......cocecvvvvveieeeeeccccivneeeeen, 270
DIVISION U, TITLE [Hl—OTHER CORRECTIONS ....ceuuiiireuueieresneeeersnneeresssseersssseersssnssersssnsserssseseersnnnns 299
301 Amendments Relating to the Bipartisan Budget Act of 2015.......ccociiiievcccieeeeceeeeeceeee 299
302 Amendments Relating to the Energy Policy Act 0f 2005 .......cooviciieiciiiieccceeee e 300
DivisioN U, TITLE IV—CLERICAL CORRECTIONS AND DEADWOOD .........cevuuiiiirrieieerernceeersneeeersnnseersnnnnss 301
401 Clerical Corrections and Deadwood-Related ProviSiONS.......ccccevieeceeereccveeeeesieesseseeeeeesneens 301
SUPPORT FOR PATIENTS AND COMMUNITIES ACT . cttttuuueeeeeeeeeiitennnaaeeseeseersnnnnneeeaeseeessssnnneeeseseeennnnnnnns 303
PUBLIC LAW 115-271, OCTOBER 24, 2008....cue e eeeeeeee et e e tete s e eeae e e e eaa s s e e s s s e e eanne s e eesnan s 303
TITLE IV-OFFSETS ..ttttttieiiiiseiustttteeessssssssssstee e e e s e s s ssssssaneeeeeeessea e sssee e e e e e e e e e easssseeeeeeeeesnnnsnnnnnennnnens 303
4003  Additional Religious Exemption from Health Coverage Responsibility Requirement ......... 303
VETERANS BENEFITS AND TRANSITION ACT OF 2018....ueiieiiieeieiee et e e eeee e e e e e e e e e e nnannnans 306
PuBLIC LAW 115-407, DECEMBER 31, 20L8.....ccuueeieeeeereueeneennenennnennnnnnnnnnnsssnsnsnnnsnssnssssnsnsnsnnnsnnsnnnns 306
302 Residence of Spouses of Servicemembers for Tax PUIPOSES ......ueevveceeeeiecreeevesireeseseeenens 306
EXHIBIT A - 2018 MISCELLANEOUS FEDERAL ACTS IMPACTING THEIRC..........cccorrrrrrnnnnnnnnn.n. 308
NOT REQUIRING A CALIFORNIA RESPONSE ........cooeeiiieieeeieeiiieeeeeeeeeeeeesesessssasassssssssnsssnnnnnnnnnnnnnns 308
EXHIBIT B - EXPIRING TAX PROVISIONS OF THE CALIFORNIA REVENUE AND
2% VI 0 00 1 309
EXHIBIT C — REVENUE TABLES ...ttt ettt e e e e e e e e e e e e e e e e e e nann e e e 312



Summary of Federal Income Tax Changes - 2018

EXECUTIVE SUMMARY

Prepared by the Staff of the
Franchise Tax Board (FTB)
State of California

During 2018, the Internal Revenue Code (IRC) or its application by California was

changed by:
PUBLIC LAW TITLE DATE

Federal Register Printing Savings

115-120 Act of 2017 January 22, 2018

115-123 Bipartisan Budget Act of 2018 February 9, 2018

115-141 Consolidated Appropriations Act, March 23, 2018
2018

115271 SUPPORT for Patients and October 24, 2018
Communities Act

115-407 Veterans Benefits and Transition December 31, 2018

Act of 2018
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This report explains the new 2018 federal laws along with the effective dates, the corresponding
California law, if any, including an explanation of any changes made in response to the new
federal law, and the impact on California revenue if California were to conform to applicable
federal changes.

This report also contains citations to the section numbers of federal Public Laws, the IRC, and the
California Revenue and Taxation Code (R&TC) impacted by the federal changes.

This report contains the following exhibits:

Exhibit A 2018 Miscellaneous Federal Acts Impacting the IRC Not Requiring a
California Response - Short explanations of federal law changes that are
either not administered by the FTB or are not applicable to California.

Exhibit B Expiring Tax Provisions of the California Revenue and Taxation Code - A
complete listing of expiring provisions in California tax law.

Exhibit C Revenue Tables - The impact on California revenue were California to
conform to the federal changes.
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Division D—Suspension of Certain Health-Related Taxes

Section Section Title
4001 Extension of Moratorium on Medical Device Excise Tax

Background

Effective for sales after December 31, 2012, a tax equal to 2.3 percent of the sale price is
imposed on the sale of any taxable medical device by the manufacturer, producer, or importer of
such device.l A taxable medical device is any device, as defined in section 201(h) of the Federal
Food, Drug, and Cosmetic Act,2 intended for humans. Regulations further define a medical device
as one that is listed by the Food and Drug Administration (FDA) under section 510(j) of the Federal
Food, Drug, and Cosmetic Act and 21 C.F.R. Part 807, pursuant to FDA requirements.3

The excise tax does not apply to eyeglasses, contact lenses, hearing aids, or any other medical
device determined by the Secretary to be of a type that is generally purchased by the general
public at retail for individual use (“retail exemption”). Regulations provide guidance on the types
of devices that are exempt under the retail exemption. A device is exempt under these provisions
if: (1) it is regularly available for purchase and use by individual consumers who are not medical
professionals; and (2) the design of the device demonstrates that it is not primarily intended for
use in a medical institution or office or by a medical professional.# Additionally, the regulations
provide certain safe harbors for devices eligible for the retail exemption.>

The medical device excise tax is generally subject to the rules applicable to other manufacturers
excise taxes. These rules include certain general manufacturers excise tax exemptions including
the exemption for sales for use by the purchaser for further manufacture (or for resale to a second

1|RC section 4191.

221 U.S.C. section 321. Section 201(h) defines device as “an instrument, apparatus, implement, machine,
contrivance, implant, in vitro reagent, or other similar or related article, including any component, part, or accessory,
which is (1) recognized in the official National Formulary, or the United States Pharmacopeia, or any supplement to
them, (2) intended for use in the diagnosis of disease or other conditions, or in the cure, mitigation, treatment, or
prevention of disease, in man or other animals, or (3) intended to affect the structure or any function of the body of
man or other animals, and which does not achieve its primary intended purposes through chemical action within or on
the body of man or other animals and which is not dependent upon being metabolized for the achievement of its
primary intended purposes.”

3 Treasury Regulation section 48.4191-2(a). The regulations also include as devices items that should have been
listed as a device with the FDA as of the date the FDA notifies the manufacturer or importer that corrective action with
respect to listing is required.

4 Treasury Regulation section 48.4191-2(b)(2).

5 Treasury Regulation section 48.4191-2(b)(2)(iii). The safe harbors include devices that are described as
over-the-counter devices in relevant FDA classification headings as well as certain FDA device classifications listed in
the regulations.
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purchaser in further manufacture) or for export (or for resale to a second purchaser for export).6 If
a medical device is sold free of tax for resale to a second purchaser for further manufacture or for
export, the exemption does not apply unless, within the six-month period beginning on the date of
sale by the manufacturer, the manufacturer receives proof that the medical device has been
exported or resold for use in further manufacturing.” In general, the exemption does not apply
unless the manufacturer, the first purchaser, and the second purchaser are registered with the
Secretary of the Treasury (Secretary). Foreign purchasers of articles sold or resold for export are
exempt from the registration requirement.

The lease of a medical device is generally considered to be a sale of such device.®8 Special rules
apply for the imposition of tax to each lease payment. The use of a medical device subject to tax
by manufacturers, producers, or importers of such device, is treated as a sale for the purpose of
imposition of excise taxes.®

There are also rules for determining the price of a medical device on which the excise tax is
imposed.19 These rules provide for (1) the inclusion of containers, packaging, and certain
transportation charges in the price, (2) determining a constructive sales price if a medical device
is sold for less than the fair market price, and (3) determining the tax due in the case of partial
payments or installment sales.

The Protecting Americans from Tax Hikes Act of 201511 (PATH Act) suspended the medical device
tax for two years, for sales after December 31, 2015, and before January 1, 2018.

New Federal Law (IRC section 4191)

The provision suspends the medical device excise tax for one year, for sales after
December 31, 2017, and before January 1, 2019.

Effective Dates

The provision applies to sales after December 31, 2017.

California Law (None)

The FTB does not administer these types of excise taxes.

6 IRC section 4221(a). Other general manufacturers excise tax exemptions (i.e., the exemption for sales to
purchasers for use as supplies for vessels or aircraft, to a state or local government, to a nonprofit educational
organization, or to a qualified blood collector organization) do not apply to the medical device excise tax.

7 IRC section 4221(b).

8 |RC section 4217(a).

9 IRC section 4218.

10 |RC section 4216.

11 Public Law 114-113, Division Q, Section 174(a), enacted December 18, 2015.
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Impact on California Revenue

The FTB does not administer these types of excise taxes.

Section Section Title
4002 Delay in Implementation of Excise Tax on High Cost Employer-Sponsored Health
Coverage

Background
In General

For taxable years beginning after 2017, an excise tax is imposed on insurers if the aggregate
value of employer-sponsored health insurance coverage for an employee (including, for purposes
of the provision, any former employee, surviving spouse and any other primary insured individual)
exceeds a threshold amount. The tax is equal to 40 percent of the aggregate value that exceeds
the threshold amount. For 2018, the threshold amount is $10,200 for individual coverage and
$27,500 for family coverage, multiplied by the health cost adjustment percentage (as defined
below) and increased by the age and gender adjusted excess premium amount (as defined
below).

The health cost adjustment percentage is designed to increase the thresholds in the event that
the actual growth in the cost of U.S. health care between 2010 and 2018 exceeds the projected
growth for that period. The health cost adjustment percentage is equal to 100 percent plus the
excess, if any, of the percentage by which the per employee cost of coverage under the Blue
Cross/Blue Shield standard benefit option under the Federal Employees Health Benefits Plan
(“standard FEHBP coverage”)12 for plan year 2018 (as determined using the benefit package for
standard FEHBP coverage for plan year 2010) exceeds the per employee cost of standard FEHBP
coverage for plan year 2010, over 55 percent. In 2019, the threshold amounts, after application
of the health cost adjustment percentage in 2018, if any, are indexed to the Consumer Price Index
for All Urban Consumers (CPI-U), as determined by the Department of Labor, plus one percentage
point, rounded to the nearest $50. In 2020 and thereafter, the threshold amounts are indexed to
the CPI-U as determined by the Department of Labor, rounded to the nearest $50.

For each employee (other than for certain retirees and employees in high-risk professions, whose
thresholds are adjusted under rules described below), the age and gender adjusted excess

premium amount is equal to the excess, if any, of the premium cost of standard FEHBP coverage
for the type of coverage provided to the individual if priced for the age and gender characteristics

12 For purposes of determining the health cost adjustment percentage in 2018 and the age and gender adjusted
excess premium amount in any year, in the event the standard Blue Cross/Blue Shield option is not available under
the Federal Employees Health Benefit Plan for such year, the Secretary will determine the health cost adjustment
percentage by reference to a substantially similar option available under the Federal Employees Health Benefit Plan
for that year.
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of all employees of the individual's employer, over the premium cost, determined under
procedures prescribed by the Secretary, for that coverage if priced for the age and gender
characteristics of the national workforce.

For example, if the growth in the cost of health care during the period between 2010 and 2018,
calculated by reference to the growth in the per employee cost of standard FEHBP coverage
during that period (holding benefits under the standard FEBHP coverage constant during the
period) is 57 percent, the threshold amounts for 2018 will be $10,200 for individual coverage
and $27,500 for family coverage, multiplied by 102 percent (100 percent plus the excess of

57 percent over 55 percent), or $10,404 for individual coverage and $28,050 for family
coverage. In 2019, the new threshold amounts of $10,404 for individual coverage and $28,050
for family coverage are indexed to the CPI-U, plus one percentage point, rounded to the nearest
$50. Beginning in 2020, the threshold amounts are indexed to the CPI-U, rounded to the nearest
$50.

The new threshold amounts (as indexed) are then increased for any employee by the age and
gender adjusted excess premium amount, if any. For an employee with individual coverage in
2019, if standard FEHBP coverage priced for the age and gender characteristics of the workforce
of the employee's employer is $11,400 and the Secretary estimates that the premium cost for
individual standard FEHBP coverage priced for the age and gender characteristics of the national
workforce is $10,500, the threshold for that employee is increased by $900 ($11,400 less
$10,500) to $11,304 ($10,404 plus $900).

The excise tax is imposed pro rata on the issuers of the insurance. In the case of a self-insured
group health plan, a Health Flexible Spending Account (FSA) or a Health Reimbursement Account
(HRA), the excise tax is paid by the entity that administers benefits under the plan or arrangement
(“plan administrator”). Where the employer acts as plan administrator to a self-insured group
health plan, a Health FSA or an HRA, the excise tax is paid by the employer. Where an employer
contributes to an HSA or an Archer Medical Savings Account (MSA), the employer is responsible
for payment of the excise tax, as the insurer.

Employer-sponsored health insurance coverage is health coverage under any group health plan
offered by an employer to an employee without regard to whether the employer provides the
coverage (and thus the coverage is excludable from the employee's gross income) or the
employee pays for the coverage with after-tax dollars. Employer-sponsored health insurance
coverage includes coverage under any group health plan established and maintained primarily for
the civilian employees of the federal government or any of its agencies or instrumentalities and,
except as provided below, of any state government or political subdivision thereof or by any of
agencies or instrumentalities of such government or subdivision.

Employer-sponsored health insurance coverage includes both fully-insured and self-insured health
coverage excludable from the employee's gross income, including, in the self-insured context,
on-site medical clinics that offer more than a de minimis amount of medical care to employees
and executive physical programs. In the case of a self-employed individual, employer-sponsored
health insurance coverage is coverage for any portion of which a deduction is allowable to the
self-employed individual under IRC section 162(l).
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In determining the amount by which the value of employer-sponsored health insurance coverage
exceeds the threshold amount, the aggregate value of all employer-sponsored health insurance
coverage is taken into account, including coverage in the form of reimbursements under a Health
FSA or an HRA, contributions to an HSA or Archer MSA, and, except as provided below, other
supplementary health insurance coverage. The value of employer-sponsored coverage for long
term care and the following benefits described in IRC section 9832(c)(1) that are excepted from
the portability, access and renewability requirements of the Health Insurance Portability and
Accountability Act (HIPAA) are not taken into account in the determination of whether the value of
health coverage exceeds the threshold amount: (1) coverage only for accident or disability income
insurance, or any combination of these coverage’s; (2) coverage issued as a supplement to
liability insurance; (3) liability insurance, including general liability insurance and automobile
liability insurance; (4) workers' compensation or similar insurance; (5) automobile medical
payment insurance; (5) credit-only insurance; and (6) other similar insurance coverage, specified
in regulations, under which benefits for medical care are secondary or incidental to other
insurance benefits.

The value of employer-sponsored health insurance coverage does not include the value of
independent, non-coordinated coverage described in IRC section 9832(c)(3) as excepted from the
portability, access and renewability requirements of HIPAA if that coverage is purchased
exclusively by the employee with after-tax dollars (or, in the case of a self-employed individual, for
which a deduction under IRC section 162(l) is not allowable). The value of employer-sponsored
health insurance coverage does include the value of such coverage if any portion of the coverage
is employer-provided (or, in the case of a self-employed individual, if a deduction is allowable for
any portion of the payment for the coverage). Coverage described in IRC section 9832(c)(3) is
coverage only for a specified disease or illness or for hospital or other fixed indemnity health
coverage. Fixed indemnity health coverage pays fixed dollar amounts based on the occurrence of
qgualifying events, including but not limited to the diagnosis of a specific disease, an accidental
injury or a hospitalization, provided that the coverage is not coordinated with other health
coverage.

Finally, the value of employer-sponsored health insurance coverage does not include any
coverage under a separate policy, certificate, or contract of insurance which provides benefits
substantially all of which are for treatment of the mouth (including any organ or structure within
the mouth) or for treatment of the eye.

Calculation and Proration of Excise Tax and Reporting Requirements
Applicable Threshold

In general, the individual threshold applies to any employee covered by employer-sponsored
health insurance coverage. The family threshold applies to an employee only if such individual
and at least one other beneficiary are enrolled in coverage other than self-only coverage under an
employer-sponsored health insurance plan that provides minimum essential coverage (as
determined for purposes of the individual responsibility requirements) and under which the
benefits provided do not vary based on whether the covered individual is the employee or other
beneficiary.
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For all employees covered by a multiemployer plan, the family threshold applies regardless of
whether the individual maintains individual or family coverage under the plan. For purposes of
the provision, a multiemployer plan is an employee health benefit plan to which more than one
employer is required to contribute, which is maintained pursuant to one or more collective
bargaining agreements between one or more employee organizations and more than one
employer.

Amount of Applicable Premium

The aggregate value of all employer-sponsored health insurance coverage, including any
supplementary health insurance coverage not excluded from the value of employer-sponsored
health insurance, is generally calculated in the same manner as the applicable premiums for the
taxable year for the employee determined under the rules for Consolidated Omnibus Budget
Reconciliation Act (COBRA) continuation coverage, but without regard to the excise tax. If the plan
provides for the same COBRA continuation coverage premium for both individual coverage and
family coverage, the plan is required to calculate separate individual and family premiums for this
purpose. In determining the coverage value for retirees, employers may elect to treat

pre-65 retirees together with post-65 retirees.

Value of Coverage in the Form of Health FSA Reimbursements

In the case of a Health FSA from which reimbursements are limited to the amount of the salary
reduction, the value of employer-sponsored health insurance coverage is equal to the dollar
amount of the aggregate salary reduction contributions for the year. To the extent that the Health
FSA provides for employer contributions in excess of the amount of the employee's salary
reduction, the value of the coverage generally is determined in the same manner as the
applicable premium for COBRA continuation coverage. If the plan provides for the same COBRA
continuation coverage premium for both individual coverage and family coverage, the plan is
required to calculate separate individual and family premiums for this purpose.

Amount Subject to the Excise Tax and Reporting Requirement

The amount subject to the excise tax on high-cost employer-sponsored health insurance coverage
for each employee is the sum of the aggregate premiums for health insurance coverage, the
amount of any salary reduction contributions to a Health FSA for the taxable year, and the dollar
amount of employer contributions to an HSA or an Archer MSA, minus the dollar amount of the
threshold. The aggregate premiums for health insurance coverage include all
employer-sponsored health insurance coverage, including coverage for any supplementary health
insurance coverage. The applicable premium for health coverage provided through an HRA is also
included in this aggregate amount.

Under a separate rule, an employer is required to disclose the aggregate premiums for health
insurance coverage for each employee on his or her annual Form W-2.

The excise tax is allocated pro rata among the insurers, with each insurer responsible for payment
of the excise tax on an amount equal to the amount subject to the total excise tax multiplied by a
fraction, the numerator of which is the amount of employer-sponsored health insurance coverage
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provided by that insurer to the employee and the denominator of which is the aggregate value of
all employer-sponsored health insurance coverage provided to the employee. In the case of a
self-insured group health plan, a Health FSA or an HRA, the excise tax is allocated to the plan
administrator. If an employer contributes to an HSA or an Archer MSA, the employer is
responsible for payment of the excise tax, as the insurer. The employer is responsible for
calculating the amount subject to the excise tax allocable to each insurer and plan administrator
and for reporting these amounts to each insurer, plan administrator and the Secretary, in such
form and at such time as the Secretary may prescribe. Each insurer and plan administrator is
then responsible for calculating, reporting and paying the excise tax to the Internal Revenue
Service (IRS) on such forms and at such time as the Secretary may prescribe.

For example, if in 2018 an employee elects family coverage under a fully-insured health care
policy covering major medical and dental with a value of $31,000, the health cost adjustment
percentage for that year is 100 percent, and the age and gender adjusted excess premium
amount for the employee is $600, the amount subject to the excise tax is $2,900 ($31,000 less
the threshold of $28,100 ($27,500 multiplied by 100 percent and increased by $600)).

The employer reports $2,900 as taxable to the insurer, which calculates and remits the excise tax
to the IRS.

Alternatively, if in 2018 an employee elects family coverage under a fully-insured major medical
policy with a value of $28,500 and contributes $2,500 to a Health FSA, the employee has an
aggregate health insurance coverage value of $31,000. If the health cost adjustment percentage
for that year is 100 percent and the age and gender adjusted excess premium amount for the
employee is $600, the amount subject to the excise tax is $2,900 ($31,000 less the threshold of
$28,100 ($27,500 multiplied by 100 percent and increased by $600)). The employer reports
$2,666 ($2,900 x $28,500/$31,000) as taxable to the major medical insurer which then
calculates and remits the excise tax to the IRS. If the employer uses a third-party administrator for
the Health FSA, the employer reports $234 ($2,900 x $2,500/$31,000) to the administrator and
the administrator calculates and remits the excise tax to the IRS. If the employer is acting as the
plan administrator of the Health FSA, the employer is responsible for calculating and remitting the
excise tax of $234 to the IRS.

Penalty for Underreporting Liability for Tax to Insurers

If the employer reports to insurers, plan administrators and the IRS a lower amount of insurance
cost subject to the excise tax than required, the employer is subject to a penalty equal to the sum
of any additional excise tax that each such insurer and administrator would have owed if the
employer had reported correctly, and interest attributable to that additional excise tax as
determined under IRC section 6621 from the date that the tax was otherwise due to the date paid
by the employer. This may occur, for example, if the employer undervalues the aggregate
premium and thereby lowers the amount subject to the excise tax for all insurers and plan
administrators (including the employer, when acting as plan administrator of a self-insured plan).
The penalty will not apply if it is established to the satisfaction of the Secretary that the employer
neither knew, nor, exercising reasonable diligence, would have known, that the failure existed.
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In addition, no penalty will be imposed on any failure corrected within the 30-day period beginning
on the first date that the employer knew, or exercising reasonable diligence, would have known,
that the failure existed, so long as the failure is due to reasonable cause and not to willful neglect.

All or part of the penalty may be waived by the Secretary in the case of any failure due to
reasonable cause and not to willful neglect, to the extent that the payment of the penalty would be
excessive or otherwise inequitable relative to the failure involved.

The penalty is in addition to the amount of excise tax owed, which may not be waived.
Increased Thresholds for Certain Retirees and Individuals in High-Risk Professions

The threshold amounts are increased for an individual who has attained the age of 55 who is
ineligible for Medicare and receiving employer-sponsored retiree health coverage or who is
covered by a plan sponsored by an employer the majority of whose employees covered by the plan
are engaged in a high-risk profession or employed to repair or install electrical and
telecommunications lines. For these individuals, the threshold amount in 2018 is increased by:
(1) $1,650 for individual coverage or $3,450 for family coverage; and (2) the age and gender
adjusted excess premium amount (as defined above). In 2019, the additional $1,650 and
$3,450 amounts are indexed to the CPI-U, plus one percentage point, rounded to the nearest
$50. In 2020 and thereafter, the additional threshold amounts are indexed to the CPI-U, rounded
to the nearest $50.

For purposes of this rule, employees considered to be engaged in a high-risk profession are law
enforcement officers, employees who engage in fire protection activities, individuals who provide
out-of-hospital emergency medical care (including emergency medical technicians, paramedics,
and first responders), individuals whose primary work is longshore work, and individuals engaged
in the construction, mining, agriculture (not including food processing), forestry, and fishing
industries. A retiree with at least 20 years of employment in a high-risk profession is also eligible
for the increased threshold.

An individual's threshold cannot be increased by more than $1,650 for individual coverage or
$3,450 for family coverage (indexed as described above) and the age and gender adjusted excess
premium amount, even if the individual would qualify for an increased threshold both on account
of his or her status as a retiree over age 55 and as a participant in a plan that covers employees
in a high-risk profession.

Deductibility of Excise Tax

The amount of the excise tax imposed is not deductible for federal income tax purposes.
Regulatory Authority

The Secretary is directed to prescribe such regulations as may be necessary to carry out the
provision.

10
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New Federal Law (IRC section 4980I)

The provision delays the excise tax on high-cost employer-sponsored health coverage for two
years, meaning it applies to taxable years beginning after December 31, 2021.

Effective Date
The provision is effective January 22, 2018.

California Law (None)

The FTB does not administer these types of excise taxes.

Impact on California Revenue

The FTB does not administer these types of excise taxes.

Section Section Title

4003 Suspension of Annual Fee on Health Insurance Providers

Background

Under present law, an annual fee applies to any covered entity engaged in the business of
providing health insurance with respect to United States health risks. The fee applies for calendar
years beginning after 2013; however, the fee was suspended?3 for the 2017 calendar year. The
aggregate annual fee for all covered entities is the applicable amount. The applicable amount is
$8 billion for calendar year 2014, $11.3 billion for calendar years 2015 and 2016, $13.9 billion
for calendar year 2017, and $14.3 billion for calendar year 2018. For calendar years after 2018,
the applicable amount is indexed to the rate of premium growth.

The annual payment date for a calendar year is determined by the Secretary, but in no event may
be later than September 30 of that year.

Under present law, the aggregate annual fee is apportioned among the providers based on a ratio
designed to reflect relative market share of U.S. health insurance business. For each covered
entity, the fee for a calendar year is an amount that bears the same ratio to the applicable
amount as the covered entity's net premiums written during the preceding calendar year with
respect to health insurance for any United States health risk, bears to the aggregate net written
premiums of all covered entities during such preceding calendar year with respect to such health
insurance.

13 Consolidated Appropriations Act, 2016, Division P, Section 201, Public Law 114-113, enacted December 18, 2015.

11
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Present law requires the Secretary to calculate the amount of each covered entity's fee for the
calendar year, determining the covered entity's net written premiums for the preceding calendar
year with respect to health insurance for any United States health risk on the basis of reports
submitted by the covered entity and through the use of any other source of information available
to the Treasury Department. It is intended that the Treasury Department be able to rely on
published aggregate annual statement data to the extent necessary, and may use annual
statement data and filed annual statements that are publicly available to verify or supplement the
reports submitted by covered entities.

“Net written premiums” is intended to mean premiums written, including reinsurance premiums
written, reduced by reinsurance ceded, and reduced by ceding commissions. Net written
premiums do not include amounts arising under arrangements that are not treated as insurance
(i.e., in the absence of sufficient risk shifting and risk distribution for the arrangement to
constitute insurance).14

The amount of net premiums written that are taken into account for purposes of determining a
covered entity's market share is subject to dollar thresholds. A covered entity's net premiums
written during the calendar year that are not more than $25 million are not taken into account for
this purpose. With respect to a covered entity's net premiums written during the calendar year
that are more than $25 million but not more than $50 million, 50 percent are taken into account,
and 100 percent of net premiums written in excess of $50 million are taken into account.

After application of the above dollar thresholds, a special rule provides an exclusion, for purposes
of determining an otherwise covered entity's market share, of 50 percent of net premiums written
that are attributable to the exempt activities!® of a health insurance organization that is exempt
from federal income tax6 by reason of being described in IRC section 501(c)(3) (generally, a
public charity), IRC section 501(c)(4) (generally, a social welfare organization), IRC section
501(c)(26) (generally, a high-risk health insurance pool), or IRC section 501(c)(29) (a consumer
operated and oriented plan (“CO-OP”) health insurance issuer).

A covered entity generally is an entity that provides health insurance with respect to United States
health risks during the calendar year in which the fee under this section is due. Thus, for
example, an insurance company subject to tax under Part | or Il of IRC Subchapter L, an
organization exempt from tax under IRC section 501(a), a foreign insurer that provides health
insurance with respect to United States health risks, or an insurer that provides health insurance
with respect to United States health risks under Medicare Advantage, Medicare Part D, or
Medicaid, is a covered entity under present law except as provided in specific exceptions.

Specific exceptions are provided to the definition of a covered entity. A covered entity does not
include an employer to the extent that the employer self-insures the health risks of its employees.

14 See Helvering v. Le Gierse, 312 U.S. 531 (1941).

15 The exempt activities for this purpose are activities other than activities of an unrelated trade or business defined
in IRC section 513.

16 |RC section 501(m) provides that an organization described in IRC section 501(c)(3) or (4) is exempt from federal
income tax only if no substantial part of its activities consists of providing commercial-type insurance. Thus, an
organization otherwise described in IRC section 501(c)(3) or (4) that is taxable (under the federal income tax rules) by
reason of IRC section 501(m) is not eligible for the 50-percent exclusion under the insurance fee.

12
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For example, a manufacturer that enters into a self-insurance arrangement with respect to the
health risks of its employees is not treated as a covered entity. As a further example, an insurer
that sells health insurance and that also enters into a self-insurance arrangement with respect to
the health risks of its own employees is treated as a covered entity with respect to its health
insurance business, but is not treated as a covered entity to the extent of the self-insurance of its
own employees' health risks.

A covered entity does not include any governmental entity. For this purpose, it is intended that a
governmental entity includes a county organized health system entity that is an independent
public agency organized as a nonprofit under state law and that contracts with a state to
administer state Medicaid benefits through local care providers or health maintenance
organizations (HMOs).

A covered entity does not include an entity that: (1) qualifies as nonprofit under applicable state
law; (2) meets the private inurement and limitation on lobbying provisions described in

IRC section 501(c)(3); and (3) receives more than 80 percent of its gross revenue from
government programs that target low-income, elderly, or disabled populations (including
Medicare, Medicaid, the State Children's Health Insurance Plan (“SCHIP”), and dual-eligible plans).

A covered entity does not include an organization that qualifies as a voluntary employees’ benefit
association (VEBA) under IRC section 501(c)(9) that is established by an entity other than the
employer (i.e., a union) for the purpose of providing health care benefits. This exclusion does not
apply to multi-employer welfare arrangements (“MEWASs”).

Under present law, all persons treated as a single employer under IRC section 52(a) or (b) or IRC
section 414(m) or (0) are treated as a single covered entity (or as a single employer, for purposes
of the rule relating to employers that self-insure the health risks of employees), and any otherwise
applicable exclusion of foreign corporations under those rules is disregarded. However, the
exceptions to the definition of a covered entity are applied on a separate-entity basis, not taking
into account this rule. If more than one person is liable for payment of the fee by reason of being
treated as a single covered entity, all such persons are jointly and severally liable for payment of
the fee.

A U.S. health risk means the health risk of an individual who is a U.S. citizen, is a U.S. resident
within the meaning of IRC section 7701(b)(1)(A) (whether or not located in the U.S.), or is located
in the U.S., with respect to the period that the individual is located there. In general, it is intended
that risks in the following lines of business reported on the annual statement as prescribed by the
National Association of Insurance Commissioners and as filed with the insurance commissioners
of the states in which insurers are licensed to do business constitute health risks for this purpose:
comprehensive (hospital and medical), vision, dental, Federal Employees Health Benefit plan, title
XVIII Medicare, title XIX Medicaid, and other health.

Under present law, health insurance does not include coverage only for accident, or disability
income insurance, or a combination thereof. Health insurance does not include coverage only for
a specified disease or illness, nor does health insurance include hospital indemnity or other fixed-
indemnity insurance. Health insurance does not include any insurance for long-term care or any

13
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Medicare supplemental health insurance (as defined in section 1882(g)(1) of the Social Security
Act).

For purposes of procedure and administration under the rules of Subtitle F of the IRC, the fee
under this provision is treated as an excise tax with respect to which only civil actions for refund
under Subtitle F apply. The Secretary may redetermine the amount of a covered entity's fee under
present law for any calendar year for which the statute of limitations remains open.

For purposes of IRC section 275, relating to the nondeductibility of specified taxes, the fee is
considered to be a nondeductible tax described in IRC section 275(a)(6).

A reporting rule applies under present law. A covered entity is required to report to the Secretary
the amount of its net premiums written during any calendar year with respect to health insurance
for any United States health risk.

A penalty applies for failure to report, unless it is shown that the failure is due to reasonable
cause. The amount of the penalty is $10,000 plus the lesser of: (1) $1,000 per day while the
failure continues; or (2) the amount of the fee imposed for which the report was required. The
penalty is treated as a penalty for purposes of subtitle F of the IRC, must be paid on notice and
demand by the Treasury Department and in the same manner as tax, and with respect to which
only civil actions for refund under procedures of subtitle F apply. The reported information is not
treated as taxpayer information under IRC section 6103.

An accuracy-related penalty applies in the case of any understatement of a covered entity's net
premiums written. For this purpose, an understatement is the difference between the amount of
net premiums written as reported on the return filed by the covered entity and the amount of net
premiums written that should have been reported on the return. The penalty is equal to the
amount of the fee that should have been paid in the absence of an understatement over the
amount of the fee determined based on the understatement. The accuracy-related penalty is
subject to the provisions of subtitle F of the IRC that apply to assessable penalties imposed under
Chapter 68.

Present law provides authority for the Secretary to publish guidance necessary to carry out the
purposes of the law and to prescribe regulations necessary or appropriate to prevent avoidance of
the purposes of the provision, including inappropriate actions taken to qualify as an exempt entity
under the provision.

New Federal Law (Uncodified Act Section 4003 Amends Division P, Section 9010 of the
Consolidated Appropriations Act, 2016)

The provision suspends the annual fee on health insurance providers for the 2019 calendar year.
Effective Date

The provision shall apply to calendar years beginning after December 31, 2018.

14
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California Law (R&TC sections 13201-13222, 17201, 17202, 17240, 24345 and Section 28 of
Article XIlI of the California Constitution)

Federal Annual Fee on Health Insurance Providers

California does not conform to the federal annual fee on health insurance providers.
Deductibility of the Federal Annual Fee on Health Insurance Providers

Insurance Companies in General

Insurance companies must be admitted to do business in California. Such insurers are subject to
the gross premiums tax that is jointly administered by the California Department of Tax and Fee
Administration, State Board of Equalization, California Department of Insurance and the State
Controller's Office rather than the tax under the Personal Income Tax Law (PITL) or Corporation
Tax Law (CTL) that are administered by the FTB.

Once admitted, those insurance companies pay the gross premiums tax, which is not
administered by the FTB. Insurance companies are not subject to tax under the PITL or the CTL.

Nonadmitted Insurance Policyholders

The FTB administers the tax on nonadmitted insurance policyholders. Policyholders who purchase
or renew an insurance contract during the calendar quarter from an insurance company that is
not authorized to transact business in California must pay a “nonadmitted insurance tax.” The tax
is 3 percent on all premiums paid or to be paid to nonadmitted insurers on contracts covering
risks located in California, and is imposed on any corporation, partnership, limited liability
company, individual, society, association, organization, governmental or quasi-governmental
entity, joint-stock company, estate or trust, receiver, trustee, assignee, referee, or any other
person acting in a fiduciary capacity.1”

Policyholders subject to the tax must file a California Form 570, Nonadmitted Insurance Tax
Return, with the FTB on or before the first day of the third month following the close of any
calendar quarter during which a nonadmitted insurance contract took effect or was renewed.

Entities That Are Not Insurance Companies
Certain entities that are not insurance companies are required to pay the federal annual fee on
health insurance providers and are subject to the PITL or the CTL.

California conforms to IRC section 162, under the PITL and the CTL, relating to the deduction of
ordinary and necessary trade or business expenses.18

17 R&TC sections 13201-13222.
18 R&TC sections 17201, 17202 and 24343.
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California conforms, under the PITL, to IRC section 275, relating to the deductibility of certain
taxes,19 as of the specified date of January 1, 2015.20 Since for federal purposes the annual fee
on health service providers is considered an excise tax under IRC section 275(a)(6), it is not
allowed as a deduction under the PITL.

Under the CTL, California has standalone law which allows a deduction for certain taxes and
licenses, including federal excise taxes or fees, other than the federal annual fee on branded
prescription pharmaceutical manufacturers and importers.2! As a result, the CTL allows a
deduction for the federal annual fee on health insurance providers.

Impact on California Revenue

Not applicable.

19 R&TC sections 17201 and 17240.
20 R&TC sections 17024.5 and 23051.5.
21 R&TC section 24345 and 24345.5.
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Division B—Supplemental Appropriations, Tax Relief, and Medicaid Changes
Relating to Certain Disasters and Further Extension of Continuing Appropriations
Subdivision 2—Tax Relief and Medicaid Changes Relating to Certain Disasters

Title I—California Fires

Section Section Title
20101 Definitions

Background

Present law provides tax relief for victims of hurricanes Harvey, Irma and Maria that hit the
Gulf region in 2017.22 These tax relief provisions include special disaster-related rules for
use of retirement funds, disaster-related employment relief, enhanced charitable deductions
and casualty losses, and allowing the use of the previous year earned income for the earned
income tax credit (EITC) and the child tax credit (CTC).

New Federal Law (Uncodified Act section 20101)

The uncodified provision defines a net disaster loss as the excess of qualified disaster-
related personal casualty losses over personal casualty gains. Qualified disaster-related
personal casualty losses are losses arising in the California wildfire disaster area on or after
January 1, 2017, through January 18, 2018, and which are attributable to California
wildfires.

A disaster “zone” means the portion of the disaster area determined by the President to
warrant individual or individual and public assistance from the federal government under
the Robert T. Stafford Disaster Relief and Emergency Assistance Act23 by reason of the
disaster. A disaster “area” means an area with respect to which a major disaster has been
declared by the President by reason of the disaster.

Effective Dates

This provision is effective on the enactment date, February 9, 2018, for losses arising in the
California wildfire disaster area on or after January 1, 2017, through January 18, 2018.

California Law (None)

California does not conform to the uncodified federal act provision.

22 Disaster Tax Relief and Airport and Airway Extension Act of 2017, Public Law 115-63, September 29, 2017.
23 Public Law 100-707.
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Impact on California Revenue

Not applicable.

Section Title
20102 Special Disaster-Related Rules for Use of Retirement Funds

Background

A loan from a qualified employer plan to a participant or beneficiary is treated as a plan
distribution unless, among other things: (1) the loan amount doesn't exceed the lesser of
$50,000, or half of the present value of the employee's nonforfeitable accrued benefit
under the plan (however, a loan up to $10,000 is allowed, even if it exceeds half the
employee's accrued benefit);24 and (2) the loan is required to be repaid within five years,25
except that a longer repayment period can be used for a principal residence plan loan.26

Early withdrawals, generally pre-age 59 Y2, from a qualified retirement plan result in regular
taxable income plus an additional tax applies equal to 10 percent of the amounts withdrawn
that are includible in gross income.2” The additional tax applies unless the taxpayer
gualifies for one of several specific exceptions.28

New Federal Law (Uncodified Act section 20102 affecting IRC sections 72, 402, 408, and
3405)

This provision eases a humber of rules to allow victims to make qualified wildfire
distributions (QWD) from their retirement plans of up to $100,000, less any prior
withdrawals treated as QWDs. QWDs are also an exception to the 10-percent additional tax
for early withdrawals, and allows taxpayers to spread out any income inclusion resulting
from such withdrawals over a 3-year period, beginning with the year that any amount is
required to be included.

A QWD is defined as any distribution from an eligible retirement plan,2° including individual
retirement accounts (IRAs), made on or after October 8, 2017, and before January 1, 2019,
to an individual whose principal place of abode on October 8, 2017, through

December 31, 2017, is located in the California wildfire disaster area and who has
sustained an economic loss by reason of the wildfires.

24 |RC section 72(p)(2)(A

25 |RC section 72(p)(2)(B)(i).

26 |RC section 72(p)(2)(B)(ii).

27 |RC section 72(t)(1).

28 |RC sections 72(t)(2) and 72(t)(3).
29 |RC section 402(c)(8)(B).

P)(2)(A).
p
p
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The provision also allows the amount distributed to be re-contributed at any time over a
3-year period beginning on the day after the distribution was received. If the amountis re-
contributed to an eligible retirement plan other than an IRA, the taxpayer is treated as
having received the QWD in an eligible rollover distribution3° and as having transferred the
amount to an eligible retirement plan in a direct, trustee-to-trustee transfer within 60 days of
the distribution. If the amount is re-contributed to an IRA, the QWD is treated as a
distribution31 that is transferred to an eligible retirement plan in a direct trustee-to-trustee
distribution within 60 days of the distribution.

QWDs are not treated as eligible rollover distributions for purposes of the 20-percent
withholding requirement.32

The provision also allows for the re-contribution of certain retirement plan withdrawals for
home purchases or construction, during the period beginning on March 31, 2017, and
ending on January 15, 2018, where the home purchase or construction was cancelled on
account of California wildfires. A timely re-contribution avoids tax on the plan withdrawal if
made during the period beginning on October 8, 2017, and ending on June 30, 2018.

With respect to retirement plan loans, the provision:

e Increases the maximum amount that a participant or beneficiary can borrow from a
qualified employer plan,33 from $50,000 to $100,000,

e Removes the one half of present value limitation, and

e Allows for a longer repayment term, if the due date for any repayment with respect to
the loan occurs during the period beginning on or after October 8, 2017, and ending
December 31, 2018, by delaying the due date of the first repayment by one year and
adjusting the due dates of subsequent repayments accordingly.

Effective Dates

This provision is effective as of the date of enactment, February 9, 2018.

California Law (R&TC sections 17024.5, 17081, 17085, 17085.7, and 17501)

Except for the federal changes applicable to retirement plan loans, California automatically
conforms to the federal changes with respect to QWDs from and re-contributions to a
wildfire victim’s retirement plan.34 Under the PITL, California generally conforms to

30 IRC section 402(c)(4).

31 |IRC section 408(d)(3).

32 |RC section 3405(c)(1)(B).

33 |RC section 72(p)(2)(A).

34 Under R&TC section 17501, California conforms by reference to Subchapter D of Chapter 1 of Subtitle A of
the IRC, relating to deferred compensation, including Part | (IRC sections 401 to 420, relating to pension,
profit-sharing, stock bonus plans, etc.), as of R&TC section 17024.5’s specified date of January 1, 2015.
However, except for increases in the maximum amount of elective deferrals that may be excluded from income
under IRC section 402(g), R&TC section 17501 (b) specifically provides that federal changes to Part | of
Subchapter D of Chapter 1 of Subtitle A of the IRC automatically apply without regard to taxable year to the
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retirement plan loan rules as of the specified date of January 1, 2015,35 and as a result,
does not conform to the modifications made by this loan provision.

California withholding on eligible rollover distributions is 10 percent of the federal
withholding amount.36¢ However, because under this provision the federal 20-percent
withholding is not applicable to QWDs that are eligible rollover distributions, California
withholding does not apply.

California automatically conforms to any federal changes made to the additional tax on early
distributions from qualified retirement plans, modified to provide that the California early-
distribution tax is 2.5 percent of the amount includible in income rather than the federal rate
of 10 percent.

Impact on California Revenue

Baseline.
Section Section Title
20103 Employee Retention Credit for Employers Affected by California Wildfires

Background

The general business credit (GBC) is a limited nonrefundable credit against income tax that
is claimed after all other nonrefundable credits. The GBC includes many credits, including
the investment credit, work opportunity tax credit (WOTC), alcohol fuels credit, enhanced oil
recovery credit, renewable electricity production credit, and marginal oil and gas well
production credit. A GBC is allowed against income tax for a particular taxable year and
equals the sum of GBC carryforwards to the taxable year, the current year GBC, and

GBC carrybacks to the taxable year.37

New Federal Law (Uncodified Act section 20103 affecting IRC sections 38 and 51)

The provision creates a new “employee retention credit” for eligible employers affected by
California wildfires. Eligible employers are generally defined as employers that conducted
an active trade or business in a disaster zone as of the specified date of October 8, 2017,
and the active trade or business was, on any day between the specified date and

January 1, 2018, rendered inoperable as a result of damage sustained by the wildfires.

same extent as applicable for federal income tax purposes (and thus California adopts all changes made to
those IRC sections without regard to the specified date contained in R&TC section 17024.5).

35 R&TC section 17081 conforms to IRC section 72(p), relating to loans treated as distributions, as of the
specified date of January 1, 2015, contained in R&TC section 17024.5.

36 Unemployment Insurance Code (UIC) section 13028(c)(3).

37 |RC section 38(a). Also, IRC section 38(b) contains a list of the component credits of the current year
business credit.
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In general, the credit is treated as a GBC, and is equal to 40 percent of up to $6,000 of
qualified wages with respect to each eligible employee of such employer for the taxable
year.

Qualified wages means wages38 paid or incurred by an eligible employer with respect to an
eligible employee on any day after the specified date and before January 1, 2018, that
occurs during the period beginning on the date on which the employer's trade or business
first became inoperable at the principal place of employment of the employee immediately
before the respective wildfires, and ending on the date on which such trade or business has
resumed significant operations at such principal place of employment.

Qualified wages include wages paid without regard to whether the employee performs no
services, performs services at a different place of employment than the principal place of
employment, or performs services at the principal place of employment before significant
operations have resumed.

The provision also provides that rules39 similar to those disallowing the WOTC when the
employee is considered related to the employer, and rules similar to those that apportion
the WOTC among commonly-controlled businesses, shall apply.4©

Effective Dates

The provision is effective for wages paid or incurred after October 8, 2017, and before
January 1, 2018.

California Law (None)

California does not conform to the new federal employee retention credit or to existing
federal GBC provisions.

Impact on California Revenue

Not applicable.

Section Section Title
20104 Additional Disaster-Related Tax Relief Provisions

38 As defined in IRC section 51(c)(1) but without regard to IRC section 3306(b)(2)(B).
39 |RC section 51(i)(1).
40 |RC section 52.
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Background

Charitable Contribution Deduction

An individual who itemizes can deduct charitable contributions up to 50 percent,

30 percent, or 20 percent of adjusted gross income (AGl), depending on the type of property
contributed and the type of donee.#1 A corporation generally can deduct charitable
contributions up to 10 percent of its taxable income.*2 Amounts that exceed the ceilings,
referred to as excess contributions, can be carried forward for five years by both individuals
and corporations, subject to various limitations and ordering rules.43 For individuals,
charitable contributions are deductible only as an itemized deduction.*4

Casualty Losses

Under present law, a taxpayer may generally claim a deduction for any loss sustained during
the taxable year and not compensated by insurance or otherwise.#5 For individual
taxpayers, deductible losses must be incurred in a trade or business or other profit-seeking
activity or consist of property losses arising from fire, storm, shipwreck, or other casualty, or
from theft. Personal casualty or theft losses for the taxable year are allowable only if the
loss exceeds $100 per casualty or theft.46 In addition, aggregate net casualty and theft
losses are deductible only to the extent they exceed 10 percent of an individual taxpayer’s
AGI.47 If the disaster occurs in a presidentially-declared disaster area, the taxpayer may
elect to take into account the casualty loss in the taxable year immediately preceding the
taxable year in which the disaster occurs.*8

Earned Income Tax Credit (EITC) and Child Tax Credit (CTC)

An eligible individual is allowed an EITC equal to the credit percentage of earned income (up
to an “earned income amount”) for the tax year.4°® For 2017, the earned income amount is
$6,670 for taxpayers with no qualifying children, $10,000 for those with one qualifying
child, and $14,040 for those with two or more qualifying children.

For purposes of the EITC, earned income includes wages, salaries, tips, and other employee
compensation, but only if those amounts are includible in gross income for the taxable year,
plus net earnings from self-employment less the deduction for half of self-employment tax>°
for the year.5?

41 |RC section 170(b)(1).
42 |RC section 170(b)(2).
43 |RC section 170(d).

44 Treasury Regulation section 1.170A-1(a).
45 |RC section 165.

46 |RC section 165(h)(1).
47 IRC section 165(h)(2).
48 |RC section 165(i).

49 |RC section 32.

50 |RC section 164(f).

51 |RC section 32(c)(2)(A).
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Individuals can claim a $1,000 CTC for each qualifying child the taxpayer can claim as a
dependent.2 The child must be under 17 and a U.S. citizen or resident alien.53 The amount
of the allowable credit is reduced (not below zero) by $50 for each $1,000 (or fraction
thereof) of modified AGI (AGI increased by excluded foreign, possession, and Puerto Rico
income) above: $110,000 for joint filers, $75,000 for unmarried individuals, and $55,000
for married taxpayers filing separately.>* To the extent the CTC exceeds the taxpayer’s tax
liability, the taxpayer is eligible for a refundable credit equal to 15 percent of earned income
in excess of a threshold dollar amount.55

New Federal Law (Uncodified Act section 20104 affecting IRC sections 24, 32, 56, 63, 68,
165, 170, 509, 4966, and 6213)

Temporary Suspension of Limitations on Charitable Contributions
For qualifying charitable contributions associated with qualified wildfire relief, the provision:

e Temporarily suspends the majority of the AGI limitations on charitable contributions,

e Provides that such contributions will not be taken into account for purposes of
applying AGl and carryover period limitations to other contributions,
e Provides eased rules governing the treatment of excess contributions, and

e Provides an exception from the overall limitation on itemized deductions for certain
qualified contributions.

Qualified contributions must be paid during the period beginning on October 8, 2017, and
ending on December 31, 2018, in cash to an organization to which individual contributions
are limited to 50 percent of AGI (determined without regard to any net operating loss
carryback),56 for relief efforts in the California wildfire disaster areas. Qualified contributions
must also be substantiated, with a contemporaneous written acknowledgement that the
contribution was or is to be used for relief efforts, and the taxpayer must make an election
to apply these provisions. For partnerships and S corporations, the election is made
separately by each partner or shareholder.

Casualty Losses

For taxpayers claiming a net disaster loss, the provision eliminates the current law
requirement that personal casualty losses must exceed 10 percent of AGI to qualify for a
deduction. The provision also eliminates the current law requirement that taxpayers must
itemize deductions to access this tax relief for losses by increasing an individual taxpayer’s
standard deduction by the net disaster loss.

52 |RC section 24.

53 |RC section 24(c).

54 |RC section 24(b).

55 |RC section 24(d).

56 |RC section 170(b)(1)(A).
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The law which generally disallows the standard deduction for alternative minimum tax (AMT)
purposes, does not apply for the portion of the standard deduction attributable to the net
disaster loss. In addition, the provision increases the $100 per-casualty floor to $500 for
qualified disaster-related personal casualty losses.

Special Rule for Determining Earned Income for the EITC and CTC

The provision stipulates that, in the case of a qualified individual, if the earned income of
the taxpayer for the taxable year which includes any portion of the applicable period, from
October 8, 2017, through December 31, 2017, is less than the taxpayer’s earned income
for the preceding tax year, then the taxpayer may, for purposes of the EITC and CTC,
substitute the earned income for the preceding year for the earned income for the taxable
year that includes the applicable period. If the election is made, it applies for purposes of
both the refundable EITC and CTC.

A qualified individual is one whose principal place of abode during the applicable period was
located in the California wildfire disaster zone and the individual was displaced from their
principal place of abode by reason of the California wildfires. In the case of joint filers, the
above election may apply if either spouse is a qualified individual.

Effective Dates

The provision is effective for charitable contributions made and casualty losses arising
during the period October 8, 2017, through December 31, 2017. It is also effective for
determining earned income for taxable years that include the period October 8, 2017,

through December 31, 2017.

California Law (R&TC sections 17052, 17062, 17072, 17073.5, 17077, 17201, 17207,
17276, 24347, 24347.5, 24357 - 24357.9, and 244106)

Temporary Suspension of Limitations on Charitable Contributions

Under the PITL, California generally conforms to the federal charitable contribution rules
under IRC section 170 as of the specified date of January 1, 2015,57 and as a result, does
not conform to the wildfire relief suspension of AGI limitations, exclusion of carryover period
limitations to other contributions, eased rules governing the treatment of excess
contributions, and exception from the overall limitation on itemized deductions.

Under the CTL, California does not conform to IRC section 170, but instead has stand-alone
law that is generally similar to federal law allowing corporations a deduction for charitable
contributions.58 There are no similar provisions for wildfire relief suspension of AGI
limitations, exclusion of carryover period limitations to other contributions, and eased rules
governing the treatment of excess contributions.

57 R&TC section 17201 conforms to IRC section 170, relating to charitable, etc., contributions and gifts, as of
the specified date of January 1, 2015, with modifications in R&TC sections 17206, 17275.2, 17275.3, and
17275.5.

58 R&TC sections 24357 - 24359.1.

24



Bipartisan Budget Act of 2018
Public Law 115-123, February 9, 2018

Casualty Losses

California conforms by reference to IRC section 165, relating to losses, as of the specified
date of January 1, 2015.5° Thus, under California law personal casualty or theft losses are
deductible for individual taxpayers to the extent they exceed $100 per casualty or theft, and
aggregate net casualty and theft losses are deductible only to the extent they exceed

10 percent of an individual taxpayer’s AGlI.

California does not conform to the federal standard deduction amounts, but instead has its
own standard-deduction provision.6® Thus, the California standard deduction is unaffected
by qualified disaster-related personal casualty losses.

Special Rule for Determining Earned Income for the EITC and CTC

For purposes of the California EITC, the federal definition of “earned income” is modified to
include wages, salaries, tips, and other employee compensation, includable in federal AGlI,
but only if such amounts are subject to California withholding.61

For taxable years beginning on or after January 1, 2017, the California EITC was modified to
include, in the definition of earned income, net earnings from self-employment, consistent
with federal law.

Thus, for purposes of determining the EITC or CTC, California does not conform to the
provision to substitute the earned income for the preceding year for the earned income for
the taxable year that includes the applicable dates during which individuals were displaced
from their principal place of abode in the wildfire zone and area.

Impact on California Revenue

Not applicable.

Title ll—Tax Relief for Hurricanes Harvey, Irma, and Maria

Section Section Title

20201 Tax Relief for Hurricanes Harvey, Irma, and Maria

59 R&TC section 17024.5.
60 R&TC section 17073.5.
61 Pursuant to Division 6 (commencing with section 13000) of the Unemployment Insurance Code.
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Background

Hurricane Disaster Areas and Zones

Section 501 of the Disaster Tax Relief and Airport and Airway Extension Act of 201762 (Act),
in an uncodified provision, defines a net disaster loss as the excess of qualified disaster-
related personal casualty losses over personal casualty gains.

Qualified disaster-related personal casualty losses are losses which arise:

e In the Hurricane Harvey disaster area on or after August 23, 2017, and which are
attributable to Hurricane Harvey;

e Inthe Hurricane Irma disaster area on or after September 4, 2017, and which are
attributable to Hurricane Irma; or

e Inthe Hurricane Maria disaster area on or after September 16, 2017, and which are
attributable to Hurricane Maria.

A disaster “zone” means the portion of the disaster area determined by the President to
warrant individual or individual and public assistance from the federal government under
the Robert T. Stafford Disaster Relief and Emergency Assistance Act®3 by reason of the
disaster. A disaster “area” means an area with respect to which a major disaster has been
declared by the President by reason of the disaster before September 21, 2017.

Disaster-Related Employment Relief

The GBC is a limited nonrefundable credit against income tax that is claimed after all other
nonrefundable credits. The GBC includes many credits, including the investment credit,
work opportunity credit, alcohol fuels credit, enhanced oil recovery credit, renewable
electricity production credit, and marginal oil and gas well production credit. A GBC is
allowed against income tax for a particular taxable year and equals the sum of GBC
carryforwards to the taxable year, the current year GBC, and GBC carrybacks to the taxable
year.64

Section 503 of the Act, in an uncodified provision, created a new “employee retention
credit” for eligible employers affected by Hurricanes Harvey, Irma, and Maria. Eligible
employers are generally defined as employers that conducted an active trade or business in
a disaster zone as of the specified dates of August 23, 2017, for Hurricane Harvey,
September 4, 2017, for Hurricane Irma, and September 16, 2017, for Hurricane Maria, and
the active trade or business was, on any day between the specified date and

January 1, 2018, rendered inoperable as a result of damage sustained by the hurricane.

62 Public Law 115-63, enacted September 29, 2017.

63 Public Law 100-707.

64 |RC section 38(a). Also, IRC section 38(b) contains a list of the component credits of the current year
business credit.
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In general, the credit is treated as a GBC, and is equal to 40 percent of up to $6,000 of
qualified wages with respect to each eligible employee of such employer for the taxable
year.

Qualified wages means wages®® paid or incurred by an eligible employer with respect to an
eligible employee on any day after the specified date and before January 1, 2018, that
occurs during the period beginning on the date on which the employer's trade or business
first became inoperable at the principal place of employment of the employee immediately
before the respective hurricane, and ending on the date on which such trade or business
has resumed significant operations at such principal place of employment.

Qualified wages includes wages paid without regard to whether the employee performs no
services, performs services at a different place of employment than the principal place of
employment, or performs services at the principal place of employment before significant
operations have resumed. An employee cannot be taken into account more than one time
for purposes of the employee retention tax credit. So, for example, if an employee is an
eligible employee of an employer with respect to Hurricane Harvey for purposes of the credit,
the employee cannot also be an eligible employee of the employer with respect to Hurricane
Irma or Hurricane Maria.

The Act also provides that rules®® similar to those disallowing the WOTC when the employee
is considered related to the employer, and rules similar to those that apportion the WOTC
among commonly-controlled businesses, shall apply.67

New Federal Law (Uncodified Act section 20201 affecting IRC sections 38 and 51)

For purposes of defining a disaster area under the Act, the provision extends the date by
which the President must declare a major disaster from before September 21, 2017, to
before October 17, 2017.

In addition, the provision specifies that no deduction shall be allowed for that portion of the
wages or salaries paid or incurred for the taxable year which is equal to the amount of the
employee retention credit.68 The rules similar to those that apportion credit amounts among
commonly-controlled businesses shall apply to the allocation of wage amounts used to
determine the credit.69

Effective Dates

The provision is effective as if included in the provisions of Title V of the Disaster Tax Relief
and Airport and Airway Extension Act of 2017.

65 As defined in IRC section 51(c)(1) but without regard to IRC section 3306(b)(2)(B).
66 |RC section 51(i)(1).

67 IRC section 52.

68 |RC section 280C(a).

69 |RC section 52(a) and (b).

27



Bipartisan Budget Act of 2018
Public Law 115-123, February 9, 2018

California Law (None)

California does not conform to the uncodified federal act provisions relating to the hurricane
disaster areas, the federal employee retention credit, or the existing federal GBC provisions.

Impact on California Revenue

Baseline.
Division D—Revenue Measures
Title I—Extension of Expiring Provisions
Subtitle A—Tax Relief for Families and Individuals
Section Section Title
40201 Extension and Modification of Exclusion from Gross Income of Discharge of

Qualified Principal Indebtedness

Background

In General

Gross income includes income that is realized by a debtor from the discharge of
indebtedness, subject to certain exceptions for debtors in Title 11 bankruptcy cases,
insolvent debtors, certain student loans, certain farm indebtedness, and certain real
property business indebtedness.”® In cases involving discharges of indebtedness that are
excluded from gross income under the exceptions to the general rule, taxpayers generally
reduce certain tax attributes, including basis in property, by the amount of the discharge of
indebtedness.

The amount of discharge of indebtedness excluded from income by an insolvent debtor not
in a Title 11 bankruptcy case cannot exceed the amount by which the debtor is insolvent. In
the case of a discharge in bankruptcy or where the debtor is insolvent, any reduction in
basis may not exceed the excess of the aggregate bases of properties held by the taxpayer
immediately after the discharge over the aggregate of the liabilities of the taxpayer
immediately after the discharge.”®

For all taxpayers, the amount of discharge of indebtedness generally is equal to the
difference between the adjusted issue price of the debt being cancelled and the amount
used to satisfy the debt. These rules generally apply to the exchange of an old obligation for

70 |RC sections 61(a)(12) and 108. A debt cancellation which constitutes a gift or bequest is not treated as
income to the donee debtor. IRC section 102.
71 |RC section 1017.

28



Bipartisan Budget Act of 2018
Public Law 115-123, February 9, 2018

a new obligation, including a modification of indebtedness that is treated as an exchange (a
debt-for-debt exchange).

Qualified Principal Residence Indebtedness

An exclusion from gross income is provided for any discharge of indebtedness income by
reason of a discharge (in whole or in part) of qualified principal residence indebtedness.
Qualified principal residence indebtedness means acquisition indebtedness (within the
meaning of IRC section 163(h)(3)(B), except that the dollar limitation is $2 million) with
respect to the taxpayer’s principal residence. Acquisition indebtedness with respect to a
principal residence generally means indebtedness which is incurred in the acquisition,
construction, or substantial improvement of the principal residence of the individual and is
secured by the residence. It also includes refinancing of such indebtedness to the extent
the amount of the indebtedness resulting from such refinancing does not exceed the
amount of the refinanced indebtedness. For these purposes, the term “principal residence”
has the same meaning as under IRC section 121.

If, immediately before the discharge, only a portion of a discharged indebtedness is qualified
principal residence indebtedness, the exclusion applies only to so much of the amount
discharged as exceeds the portion of the debt which is not qualified principal residence
indebtedness. Thus, assume that a principal residence is secured by an indebtedness of
$1 million, of which $800,000 is qualified principal residence indebtedness. If the
residence is sold for $700,000 and $300,000 debt is discharged, then only $100,000 of
the amount discharged may be excluded from gross income under the qualified principal
residence indebtedness exclusion. The basis of the individual’s principal residence is
reduced by the amount excluded from income.

The qualified principal residence indebtedness exclusion does not apply to a taxpayer in a
Title 11 case; instead the general exclusion rules apply. In the case of an insolvent taxpayer
not in a Title 11 case, the qualified principal residence indebtedness exclusion applies
unless the taxpayer elects to have the general exclusion rules apply instead.

The exclusion does not apply to the discharge of a loan if the discharge is on account of
services performed for the lender or any other factor not directly related to a decline in the
value of the residence or to the financial condition of the taxpayer.

The exclusion for qualified principal residence indebtedness is effective for discharges of
indebtedness before January 1, 2017.

Current law also provides for an exclusion from gross income in the case of those taxpayers
whose qualified principal residence indebtedness was discharged on or after

January 1, 2017, if the discharge was pursuant to a binding written agreement entered into
prior to January 1, 2017.
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New Federal Law (IRC section 108)

The provision extends for one additional year, before January 1, 2018, the exclusion from
gross income for discharges of qualified principal residence indebtedness. The provision
also provides for an exclusion from gross income in the case of those taxpayers whose
qualified principal residence indebtedness was discharged on or after January 1, 2018, if
the discharge was pursuant to a binding written agreement entered into prior to

January 1, 2018.

Effective Date
The provision applies to discharges of indebtedness after December 31, 2016.

California Law (R&TC sections 17071, 17131, and 17144.5)

California generally conforms to the federal definition of gross income, including income
from the discharge of indebtedness,”2 and formerly conformed to the federal rules for the
exclusion of discharge-of-indebtedness income by reason of a discharge of qualified
principal residence indebtedness (i.e., mortgage forgiveness debt relief),”3 as of the
specified date of January 1, 2015,74 with the modifications described below:

A. The exclusion does not apply to discharges occurring after 2013.
o The California exclusion applies to discharges occurring on or after
January 1, 2007, and before January 1, 2014.

o The federal exclusion generally applies to discharges occurring on or after
January 1, 2007, and before January 1, 2018.75

B. The maximum amount of qualified principal residence indebtedness (i.e., the amount
of principal residence indebtedness eligible for the exclusion) is reduced.

o The California maximum amount of qualified principal residence indebtedness
is $800,000 ($400,000 in the case of a married/registered domestic partner
(RDP) individual filing a separate return).

o The federal maximum amount of qualified principal residence indebtedness is
$2,000,000 ($1,000,000 in the case of a married individual filing a separate
return).

C. The total amount that may be excluded from gross income is limited.
o For discharges occurring in 2007 or 2008, California limits the total amount

that may be excluded from gross income to $250,000 ($125,000 in the case
of a married/RDP individual filing a separate return).

72 R&TC sections 17071 and 17131.

73 R&TC section 17144.5.

74 R&TC section 17024.5.

75 Federal law also provides for an exclusion from gross income in the case of those taxpayers whose qualified
principal residence indebtedness was discharged on or after January 1, 2018, if the discharge was pursuant to
a binding written agreement entered into prior to January 1, 2018.
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o For discharges occurring in 2009, 2010, 2011, 2012, or 2013, California
limits the total amount that may be excluded from gross income to $500,000
($250,000 in the case of a married/RDP individual filing a separate return).

o There is no comparable federal limitation in any year.

D. Interest and penalties are not imposed with respect to 2007, 2009, or 2013
discharges.

o California prohibits the imposition of any interest or penalties with respect to
discharges of qualified principal residence that occurred during the 2007,
2009, or 2013 taxable years.

o There is no comparable federal prohibition.

Impact on California Revenue

Estimated Conformity Revenue Impact of
Extension and Modification of Exclusion from Gross Income of
Discharge of Qualified Principal Indebtedness
For Taxable Years Beginning On or After January 1, 2019
Enactment Assumed After June 30, 2019

2018-19 2019-20 2020-21 2021-22
- $40,000,000 -$17,000,000 $0 $0
Section Section Title
40202 Extension of Mortgage Insurance Premiums Treated as Qualified Residence
Interest

Background

In General

Present law provides that qualified residence interest is deductible notwithstanding the
general rule that personal interest is nondeductible.”6

Acquisition Indebtedness and Home Equity Indebtedness
Qualified residence interest is interest on acquisition indebtedness and home equity

indebtedness with respect to a principal and a second residence of the taxpayer. The
maximum amount of home equity indebtedness is $100,000. The maximum amount of

76 |IRC section 163(h).
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acquisition indebtedness is $1 million. Acquisition indebtedness means debt that is
incurred in acquiring, constructing, or substantially improving a qualified residence of the
taxpayer, and that is secured by the residence. Home equity indebtedness is debt (other
than acquisition indebtedness) that is secured by the taxpayer’s principal or second
residence, to the extent the aggregate amount of such debt does not exceed the difference
between the total acquisition indebtedness with respect to the residence, and the fair
market value of the residence.

Qualified Mortgage Insurance

Certain premiums paid or accrued for qualified mortgage insurance by a taxpayer during the
taxable year in connection with acquisition indebtedness on a qualified residence of the
taxpayer are treated as interest that is qualified residence interest and thus deductible. The
amount allowable as a deduction is phased out ratably by 10 percent for each $1,000 (or
fraction thereof) by which the taxpayer’s AGI exceeds $100,000 ($500 and $50,000,
respectively, in the case of a married individual filing a separate return). Thus, the
deduction is not allowed if the taxpayer’s AGl exceeds $109,000 ($54,000 in the case of
married individual filing a separate return).

For this purpose, qualified mortgage insurance means mortgage insurance provided by the
Department of Veterans Affairs, the Federal Housing Administration, or the Rural Housing
Service, and private mortgage insurance (defined in section two of the Homeowners
Protection Act of 1998 as in effect on December 18, 2015).

Amounts paid for qualified mortgage insurance that are properly allocable to periods after
the close of the taxable year are treated as paid in the period to which they are allocated.
No deduction is allowed for the unamortized balance if the mortgage is paid before its term
(except in the case of qualified mortgage insurance provided by the Department of Veterans
Affairs or Rural Housing Service).

The provision does not apply with respect to any mortgage insurance contract issued before
January 1, 2007. The provision terminates for any amount paid or accrued after
December 31, 2016, or properly allocable to any period after that date.

Reporting rules apply under the provision.

New Federal Law (IRC section 163)

The provision extends the deduction for private mortgage insurance premiums for one year
(with respect to contracts entered into after December 31, 2016). Thus, the provision
applies to amounts paid or accrued in 2017 (and not properly allocable to any period

after 2017).

Effective Date

The provision applies to amounts paid or accrued after December 31, 2016.
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California Law (R&TC section 17225)

The PITL specifically does not conform to the federal deduction for private mortgage
insurance premiums. As a result, private mortgage insurance premiums are not deductible
under California law, and taxpayers who deduct such premiums on their federal tax returns
report the amount deducted for federal purposes as a California adjustment on Schedule CA
(540/540NR).

Impact on California Revenue

Not applicable.

Section Section Title
40203 Extension of Above-the-Line Deduction for Qualified Tuition and Related
Expenses

Background

An individual is allowed a deduction for qualified tuition and related expenses for higher
education paid by the individual during the taxable year.”” The deduction is allowed in
computing AGIl. The term qualified tuition and related expenses is defined in the same
manner as for the Hope and Lifetime Learning credits, and includes tuition and fees
required for the enrollment or attendance of the taxpayer, the taxpayer’s spouse, or any
dependent of the taxpayer with respect to whom the taxpayer may claim a personal
exemption, at an eligible institution of higher education for courses of instruction of such
individual at such institution.”® The expenses must be in connection with enroliment at an
institution of higher education during the taxable year, or with an academic period beginning
during the taxable year or during the first three months of the next taxable year. The
deduction is not available for tuition and related expenses paid for elementary or secondary
education.

The maximum deduction is $4,000 for an individual whose AGI for the taxable year does not
exceed $65,000 ($130,000 in the case of a joint return), or $2,000 for other individuals
whose AGI does not exceed $80,000 ($160,000 in the case of a joint return). No deduction
is allowed for an individual whose AGI exceeds the relevant AGI limitations, for a married
individual who does not file a joint return, or for an individual with respect to whom a
personal exemption deduction may be claimed by another taxpayer for the taxable year. The
deduction is not available for taxable years beginning after December 31, 2016.

77 IRC section 222.

78 The deduction generally is not available for expenses with respect to a course or education involving sports,
games, or hobbies, and is not available for student activity fees, athletic fees, insurance expenses, or other
expenses unrelated to an individual’s academic course of instruction.
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The amount of qualified tuition and related expenses must be reduced by certain
scholarships, educational assistance allowances, and other amounts paid for the benefit of
such individual,”® and by the amount of such expenses taken into account for purposes of
determining any exclusion from gross income of: (1) income from certain U.S. savings bonds
used to pay higher education tuition and fees; and (2) income from a Coverdell education
savings account.80

Additionally, such expenses must be reduced by the earnings portion (but not the return of
principal) of distributions from a qualified tuition program if an exclusion from income is
claimed under IRC section 529 with respect to expenses eligible for the qualified tuition
deduction. No deduction is allowed for any expense for which a deduction is otherwise
allowed or with respect to an individual for whom a Hope or Lifetime Learning credit is
elected for such taxable year.

New Federal Law (IRC section 222)

The provision extends the qualified tuition deduction for two years, through 2017.
Effective Date
The provision applies to taxable years beginning after December 31, 2016.

California Law (R&TC section 17204.7)

California’s PITL specifically does not conform to the federal qualified tuition deduction. As
a result, California does not allow a deduction for qualified tuition and related expenses, and
taxpayers who deduct such expenses on their federal tax returns report the amount
deducted for federal purposes as a California adjustment on Schedule CA (540/540NR).

Impact on California Revenue

Not applicable.

Subtitle B—Incentives for Growth, Jobs, Investment, and Innovation

Section Section Title

40301 Extension of Indian Employment Tax Credit

79 |IRC sections 222(d)(1) and 25A(g)(2).
80 |RC section 222(c). These reductions are the same as those that apply to the Hope and Lifetime Learning
credits.

34



Bipartisan Budget Act of 2018
Public Law 115-123, February 9, 2018

Background

In general, a credit against income tax liability is allowed to employers for the first $20,000
of qualified wages and qualified employee health insurance costs paid or incurred by the
employer with respect to certain employees.81 The credit is equal to 20 percent of the
excess of eligible employee qualified wages and health insurance costs during the current
year over the amount of such wages and costs incurred by the employer during 1993. The
credit is an incremental credit, such that an employer’s current-year qualified wages and
qualified employee health insurance costs (up to $20,000 per employee) are eligible for the
credit only to the extent that the sum of such costs exceeds the sum of comparable costs
paid during 1993. No deduction is allowed for the portion of the wages equal to the amount
of the credit.

Qualified wages means wages paid or incurred by an employer for services performed by a
qualified employee. A qualified employee means any employee who is an enrolled member
of an Indian tribe or the spouse of an enrolled member of an Indian tribe, who performs
substantially all of the services within an Indian reservation, and whose principal place of
abode while performing such services is on or near the reservation in which the services are
performed.

An “Indian reservation” is a reservation as defined in section 3(d) of the Indian Financing Act
of 197482 or section 4(10) of the Indian Child Welfare Act of 1978.83 For purposes of the
preceding sentence, section 3(d) is applied by treating “former Indian reservations in
Oklahoma” as including only lands that are (1) within the jurisdictional area of an Oklahoma
Indian tribe as determined by the Secretary of the Interior, and (2) recognized by such
Secretary as an area eligible for trust land status under 25 C.F.R. Part 151 (as in effect on
August 5, 1997).

An employee is not treated as a qualified employee for any taxable year of the employer if
the total amount of wages paid or incurred by the employer with respect to such employee
during the taxable year exceeds an amount determined at an annual rate of $30,000 (which
after adjustment for inflation is $45,000 for 2017).84 In addition, an employee will not be
treated as a qualified employee under certain specific circumstances, such as where the
employee is related to the employer (in the case of an individual employer) or to one of the
employer’s shareholders, partners, or grantors. Similarly, an employee will not be treated as
a qualified employee where the employee has more than a five percent ownership interest in
the employer. Finally, an employee will not be considered a qualified employee to the extent
the employee’s services relate to gaming activities or are performed in a building housing
such activities.

The wage credit is available for wages paid or incurred in taxable years beginning on or
before December 31, 2016.

81 |RC section 45A.

82 Public Law 93-262.

83 Public Law 95-608.

84 See Instructions for Form 8845, Indian Employment Credit (2014).
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New Federal Law (IRC section 45A)

The provision extends for one year the present-law Indian employment credit (through
taxable years beginning on or before December 31, 2017).

Effective Date
The provision is effective for taxable years beginning after December 31, 2016.

California Law (None)

California does not conform to the Indian Employment Tax Credit.

Impact on California Revenue

Not applicable.

Section Section Title
40302 Extension and Modification of Railroad Track Maintenance Credit

Background

Present law provides a 50-percent business tax credit for qualified railroad track
maintenance expenditures paid or incurred by an eligible taxpayer during taxable years
beginning before January 1, 2017.85 The credit is limited to the product of $3,500 times the
number of miles of railroad track (1) owned or leased by an eligible taxpayer as of the close
of its taxable year, and (2) assigned to the eligible taxpayer by a Class Il or Class Il railroad
that owns or leases such track at the close of the taxable year.86 Each mile of railroad track
may be taken into account only once, either by the owner of such mile or by the owner’s
assignee, in computing the per-mile limitation. The credit also may reduce a taxpayer’s tax
liability below its tentative minimum tax.8” Basis of the railroad track must be reduced (but
not below zero) by an amount equal to 100 percent of the taxpayer’s qualified railroad track
maintenance tax credit determined for the taxable year.88

Qualified railroad track maintenance expenditures are defined as gross expenditures
(whether or not otherwise chargeable to capital account) for maintaining railroad track
(including roadbed, bridges, and related track structures) owned or leased as of

a
86 |RC section 45G(b)(1).
87 |RC section 38(c)(4)
88 |RC section 45G(e)(3).

85 |RC section 45G(a) and (f).
(b)
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January 1, 2005, by a Class Il or Class Il railroad (determined without regard to any
consideration for such expenditure given by the Class Il or Class Il railroad which made the
assignment of such track).89

An eligible taxpayer means any Class Il or Class lll railroad, and any person who transports
property using the rail facilities of a Class Il or Class Il railroad or who furnishes
railroad-related property or services to a Class Il or Class Il railroad, but only with respect to
miles of railroad track assigned to such person by such railroad under the provision.90

The terms Class Il or Class lll railroad have the meanings given by the Surface
Transportation Board.91

Current law also provides that qualified railroad track maintenance expenditures paid or
incurred in taxable years beginning after December 31, 2016, are defined as gross
expenditures (whether or not otherwise chargeable to capital account) for maintaining
railroad track (including roadbed, bridges, and related track structures) owned or leased as
of January 1, 2015, by a Class Il or Class lll railroad (determined without regard to any
consideration for such expenditure given by the Class Il or Class Il railroad which made the
assignment of such track).

New Federal Law (IRC section 45G)

The provision extends the present-law credit for one year, for qualified railroad track
maintenance expenditures paid or incurred in taxable years beginning after
December 31, 2016, and before January 1, 2018.

The provision also specifies that any assignment of railroad track, including related
expenditures paid or incurred, for taxable years ending after January 1, 2017, and before
January 1, 2018, shall be treated as effective as of the close of such taxable year if made
pursuant to a written agreement entered into no later than 90 days after February 9, 2018,
the date of enactment.

Effective Date

The provision is generally effective for expenditures paid or incurred in taxable years
beginning after December 31, 2016. Assignments of railroad track, including related
expenditures paid or incurred, for taxable years ending after January 1, 2017, and before
January 1, 2018, shall be treated as effective as of the close of such taxable year if made
pursuant to a written agreement entered into no later than 90 days after February 9, 2018.

California Law (None)

California does not conform to the railroad track maintenance credit.

89 |RC section 45G(d).
90 |RC section 45G(c).
91 |RC section 45G(e)(1).
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Impact on California Revenue

Not applicable.

Section Section Title
40303 Extension of Mine Rescue Team Training Credit

Background

An eligible employer may claim a GBC against income tax with respect to each qualified
mine rescue team employee equal to the lesser of: (1) 20 percent of the amount paid or
incurred by the taxpayer during the taxable year with respect to the training program costs of
the qualified mine rescue team employee (including the wages of the employee while
attending the program); or (2) $10,000.92 A qualified mine rescue team employee is any
full-time employee of the taxpayer who is a miner eligible for more than six months of a
taxable year to serve as a mine rescue team member by virtue of either having completed
the initial 20 hour course of instruction prescribed by the Mine Safety and Health
Administration’s Office of Educational Policy and Development, or receiving at least

40 hours of refresher training in such instruction.®3

An eligible employer is any taxpayer which employs individuals as miners in underground
mines in the United States.%4 The term “wages” has the meaning given to such term by
IRC section 3306(b)% (determined without regard to any dollar limitation contained in that
section).%6

No deduction is allowed for the portion of the expenses otherwise deductible that is equal to
the amount of the credit.9” The credit does not apply to taxable years beginning after
December 31, 2016.98 Additionally, the credit is not allowable for purposes of computing
the AMT.9°

New Federal Law (IRC section 45N)

The provision extends the credit for one year through taxable years beginning on or before
December 31, 2017.

92 |RC section 45N(a).

93 |RC section 45N(b).

94 |RC section 45N(c).

95 |RC section 3306(b) defines wages for purposes of federal unemployment tax.
96 |RC section 45N(d).

97 |RC section 280C(e).

98 |RC section 45N(e).

99 |RC section 38(c).
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Effective Date
The provision is effective for taxable years beginning after December 31, 2016.

California Law (None)

California does not conform to the mine rescue team training credit.

Impact on California Revenue

Not applicable.

Section Section Title

40304 Extension of Classification of Certain Race Horses as 3-Year Property

Background

A taxpayer generally must capitalize the cost of property used in a trade or business and
recover such cost over time through annual deductions for depreciation or amortization.100
Tangible property generally is depreciated under the modified accelerated cost recovery
system (MACRS), which determines depreciation by applying specific recovery periods,101
placed-in-service conventions, and depreciation methods to the cost of various types of
depreciable property.192 |n particular, the statute assigns a three-year recovery period for
any race horse (1) that is placed in service after December 31, 2008, and before

January 1, 2017,103 and (2) that is placed in service after December 31, 2016, and that is
more than two years old at such time it is placed in service by the purchaser.104 A
seven-year recovery period is assigned to any race horse that is placed in service after
December 31, 2016, and that is two years old or younger at the time it is placed in
service.105

100 See IRC sections 263(a) and 167.

101 The applicable recovery period for an asset is determined in part by statute and in part by historic Treasury
guidance. Exercising authority granted by Congress, the Secretary issued Revenue Procedure 87-56 (1987-2
C.B. 674), laying out the framework of recovery periods for enumerated classes of assets. The Secretary
clarified and modified the list of asset classes in Revenue Procedure 88-22 (1988-1 C.B. 785). In November
1988, Congress revoked the Secretary’s authority to modify the class lives of depreciable property. Revenue
Procedure 87-56, as modified, remains in effect except to the extent that the Congress has, since 1988,
statutorily modified the recovery period for certain depreciable assets, effectively superseding any
administrative guidance with regard to such property.

102 |RC section 168.

103 |RC section 168(e)(3)(A)(i)(1), as in effect after amendment by the Food, Conservation and Energy Act of
2008, Public Law 110-2486, section 15344(b).

104 |IRC section 168(e)(3)(A)(i)(Il). A horse is more than two years old after the day that is 24 months after its
actual birth date. Revenue Procedure 87-56, 1987-2 C.B. 674, as clarified and modified by Revenue
Procedure 88-22, 1988-1 C.B. 785.

105 Revenue Procedure 87-56, 1987-2 C.B. 674, asset class 01.225.
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New Federal Law (IRC section 168)

The provision extends the present-law three-year recovery period for race horses for one
year to apply to any race horse (regardless of age when placed in service) which is placed in
service before January 1, 2018. Subseqguently, the three-year recovery period will only apply
for race horses that are more than two years old when placed in service by the purchaser
after December 31, 2017.

Effective Date
The provision applies to property placed in service after December 31, 2016.

California Law (R&TC sections 17201, 17250, and 24349)

Under the PITL, for taxable years beginning on or after January 1, 2015, California law, as it
relates to MACRS in general, conforms to IRC section 168 as of a specified date of
January 1, 2015,106 with modifications.107

For taxable years beginning on or after January 1, 2010, the PITL conformed to the special
recovery period enacted by the Heartland Habitat, Harvest, and Horticulture Act of 2008,
that provided that any race horse that was placed in service before January 1, 2014, was
assigned a three-year recovery period. The PITL does not conform to the two-year extension
of the special recovery period for racehorses that was enacted in the Consolidated
Appropriations Act, 2016,198 and does not conform to this provision’s one-year extension;
instead, for race horses placed in service after December 31, 2013, a seven-year recovery
period is assigned to any race horse that is two years old or younger at the time it is placed
in service, and a three-year recovery peri