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Amount s
SUMVARY
Under the Personal Incone Tax Law (PITL), this bill, sponsored by the Franchise

Tax Board, would incorporate the recent increases in the dependent exenption
credit to raise the incone threshold bel ow which taxpayers are not required to
file an inconme tax return.

EFFECTI VE DATE

This bill would apply to 1999 cal endar year tax returns filed during the
year 2000.

BACKGROUND

Persons having a gross inconme or an adjusted gross incone (AG) under certain
statutory filing thresholds are not required to file either a federal or state
tax return. However, many people file tax returns every year unnecessarily.
Reasons for unnecessary filings include habit and m sunderstanding of filing
requirements. According to the Internal Revenue Service (IRS), unnecessary filer
groups include: taxpayers with no withholding or tax paynent liability, elderly
taxpayers who file to receive a refund of pension w thhol ding, and taxpayers who
file only to claima refund of withholding fromwages. Returns filed
unnecessarily cost time and noney for both taxpayers and tax agencies.

Under its Reduce Unnecessary Filings (RUF) program the IRS analyzes returns to
find people who needlessly file returns and sends letters explaining that they
are not required to file unless they neet certain incone criteria. |In 1994, the
RUF programresulted in 750,000 contacts with taxpayers, informng themthat they
do not need to file a return. According to IRS data, nearly 200,000 of the
750,000 recipients of the RUF letters were California residents.

According to estimtes by Franchise Tax Board (FTB) staff, of the 12.7 mllion
PITL returns filed, 3.9 mllion filers (31.5% reported zero tax liability. This
figure has been constant for the past three years despite the fact that gross
income triggers for required filing increased from $6,000 to $10,000 from 1994 to
1996. O the 2 mllion filers with zero tax liability and no state inconme filing
requirements, 1.3 million also were below federal filing requirenments. Thus,
many taxpayers continue to file returns without any requirenent that they do so.

Board Position: Department Director Date
X S NA _____NP
SA 0] —__NAR
N OUA ____ PENDING Gerald Goldberg 4/5/1999

C\WINDOWS\TEMP\AB 1140 2-25-99 BA9F.DOC
LSB TEMPLATE (rev. 6-98) 04/16/99 10:29 AM



Assenbly Bill 1140 (Vill arai gosa)
I ntroduced February 25, 1999
Page 2

SPECI FI C FI NDI NGS

Under existing federal and state law, individuals with gross and adjusted gross
i ncone below the applicable filing thresholds are not required to file an incone
tax return since the standard deduction and personal exenption deduction or
credit would elimnate any tax liability.

The federal standard deduction for 1998 varied from $3,550 to $7, 100, dependi ng
on filing status and additional deductions allowed. Personal exenption
deductions, allowed for individuals and dependents, were $2,650 for each
exenption, subject to phase-out as described below An additional standard
deduction is available to senior or blind individuals, as well as an addi ti onal
$800 for each married individual or surviving spouse and $1, 000 for each head of
househol d or single individual. These anpunts are all indexed annually for

i nflation.

To qualify for additional deductions allowed to the blind or seniors, taxpayers
either nust be at |east 65 years old before the close of the taxable year or neet
certain levels of inpairment for visual acuity. The chart bel ow shows the filing
status and gross incone thresholds for the 1998 taxable year.

Federal filing requirenents for nost people

Filing Status Age at end of 1998 Must file if G oss
I ncome was at | east...
Singl e Under 65 $6, 950
65 or ol der $8, 000
Married Filing Under 65 (both Spouses) $12, 500
jointly 65 or ol der (one spouse) $13, 350
65 or ol der (both spouses) | $14, 200
Head of househol d Under 65 $8, 950
65 or ol der $10, 000
Qual i fying w dower Under 65 $9, 800
wi t h dependent child 65 or ol der $10, 650

Current federal |aw provides that the additional deduction allowed to seniors may
be taken into account when calculating the filing threshold, thereby allow ng
those seniors to have nore inconme before they are required to file a return and
reduci ng the nunmber of taxpayers who nust file a return. However, federal |aw
does not provide that additional deductions for blind individuals or dependent
exenptions may be taken into account when cal culating the filing threshold.

1998 State filing requirenents for nost people

Filing Status Must file if Gross Incone Must file if adjusted
was at | east Gross Income was at |east...
Singl e or Head of $10, 623 $8, 498
Househol d
Married Filing $21, 246 $16, 996
jointly

Under current state |aw, wages subject to w thhol ding under the PITL include al
compensation paid to an enpl oyee perforned for an enployer, subject to certain
[imtations.
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California taxpayers can use either a California FormDE-4 or federal FormW4 to
decl are the nunber of wi thhol ding exenptions to which he or she is entitled. An
enpl oyee who clains few or no exenptions, especially those who work full-tinme for
only a portion of a year, may have personal incone tax w thheld even though they
have no tax liability for the year and have earnings belowthe filing threshold.
In order to receive a refund, these taxpayers nust file a return

State |l aw generally conforns to federal law with respect to the rules for

al l onance for blind and senior exenptions. However, where federal law allows a
deducti on agai nst AG, under state |aw, personal, blind, senior and dependency
exenptions are allowed as credits against tax. For 1998, the amount of the
personal exenption credit and blind and senior exenption credit is $70. This
anmount is indexed annually for inflation. Current state | aw does not allow the
senior, blind or dependent exenption credits to be taken into account when
calculating the filing threshold for returns.

AB 2797 (Ch. 322, Stats. 1998) increased the dependent exenption credit anount to
$253 for the 1998 taxable year and to $227 beginning in the 1999 taxable year.
The increased credit will be adjusted for inflation for taxable years after 1999.
These increased credit anounts will continue to be subject to the limtations
descri bed bel ow.

Current state law inposes an estimated tax penalty on taxpayers who during the
year either fail to make sufficient estimted tax paynents or fail to withhold a
sufficient amount fromtheir wages. However, current state |aw al so provides
safe harbors for taxpayers who pay less in estinmate paynents, or who have | ess
wi thhel d during the taxable year, than is ultimately owed in tax. Anobng ot her
safe harbors, state |aw provides that no estimate penalty will be owed if a
t axpayer neets any of the follow ng conditions:
1. The amount of tax liability for the taxable year (less credits but not
i ncluding estimted tax paynents for the taxable year or the preceding taxable
year) was $200 or less, or $100 or less if married filing a separate return
2. The prior year return was for a full 12 nonths and no tax was owed on that
return; or
3. The anmount of tax w thholding plus estinmated tax paynents, if tinmely paid, is
at | east 80% of the tax shown on the return for the taxable year, or 100% of
the tax show on the prior year return

Under the PITL, this bill would elimnate the requirenent to file a tax return

for an additional 400,000 taxpayers by raising the incone threshold bel ow which
taxpayers are not required to file an inconme tax return. The higher threshold

woul d take into account the increased exenption credits, as well as the senior

exenption credit.

Revised filing thresholds attributable to this bill are provided in Addendum 1.

Pol i cy Consi derati ons

This bill would raise the filing threshold without significantly increasing
the conplexity of determ ning whether a taxpayer has a requirenment to file a
return. However, this bill does not attenpt to raise the filing thresholds

for every possible conbination of filing status and nunber of dependents, so
that the filing threshold chart does not becone excessively conplicated and
difficult to read.
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The department will nonitor the nunber of taxpayers filing unnecessary
returns and wi |l suggest additional changes, if needed, to reduce the filing
of unnecessary returns.

Since current state | aw provides safe harbors frominposition of estinmated
tax penalties for taxpayers who did not owe tax for the prior year, and who
do not nmake sufficient estimate paynents or w thhold sufficient anmounts of
tax for the current year (provided certain tests are net), this bill should
not cause new penalties due to underpaynent of estimated tax for taxpayers
who do not nake estimate paynents or withhold fromtheir wages, but who may
| ater owe tax. However, this bill may cause an individual to incur the
failure to file or failure to pay tax penalty in the event that the

i ndi vidual erroneously determnes a return is not required as a result of
the filing threshol ds.

| npl emrent ati on Consi der ati ons

Si nce experience has shown that raising filing thresholds does not, by
itself, reduce unnecessary filing, the department recogni zes an education
canmpaign is needed if this bill is to be successful at reducing filings and
rel ated state and taxpayer burdens.

By increasing the filing thresholds for affected taxpayers, this bill could
reduce the conpliance burden for those taxpayers no longer required to file
a return. Mreover, this bill could result in |lower costs to the departnent

for printing booklets, storing tax returns, and answering the calls of those
t axpayers who would no longer be required to file a return, assum ng the
rel ated educati on canpaign is successful

The increased filing threshold anpbunts could be inplenented during annua
updates of the departnent’s forns and procedures. Education nmay take
several years to effectively change taxpayer behavior. Education would nake
the public aware through updates to tax forns, press releases, public
servi ce announcenents, information sent to taxpayers and tax practitioners,
and ot her educational outreach to groups (such as the elderly) who may have
hi gh concentrations of people filing unnecessary returns.

FI SCAL | MPACT

BOARD

Depart nental Costs

I mpl ementation of this bill is not expected to significantly inpact the
department’s costs. The costs arising fromthe educational program are not
yet determined. In the long run, the conbination of the statutory change

and the educational program should save departnental costs by elimnating
unnecessary filings.

Tax Revenue Esti mate

This bill is not expected to inpact state income revenues.

POSI T1 ON

Support. At its Decenber 15, 1998, neeting, the Franchi se Tax Board voted to
sponsor the language in this bill
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ADDENDUM 1
Based on a senior exenption credit anpbunt of $70 and a dependent exenption anount

of $227, the adjusted gross inconme filing thresholds, based on 1998 tax tables
woul d be approxi mately:

Si ngl e/ MFS VFJ HOH
No senior credit, 1 dependent $ 16, 000| $ 25, 000 (% 25, 000
No senior credit, 2 dependents $ 19, 000| $ 30, 000 |% 30, 000
1 senior credit, no dependents $ 10, 000| $ 16, 000 N A
1 senior credit, 1 dependent $ 18, 000| $ 27,000 (% 27,000
1 senior credit, 2 dependents $ 22,000 $ 31, 000 |$ 31, 000
2 senior credits, no dependents N A $ 19, 000 N A
2 senior credits, 1 dependent N A $ 30, 000 N A
2 senior credits, 2 dependents N A $ 35, 000 N A

(married filing separate (MFS), married filing joint (MRJ), head of household
(HOH) )

According to calculations by departnent staff, it is expected that this bil

would elimnate the filing requirenent for an additional 400,000 taxpayers in
addition to the approximately 2 mllion taxpayers who currently file a tax return
even though they are not required to do so. However, any reduction in the nunber
of returns filed would be limted by the nunber of taxpayers who continue to file
returns when none is required.

Departnental staff also estimate that limting to two the nunber of dependent
exenption credits that could be included in calculating filing thresholds woul d
affect fewer than 5% of taxpayers with dependents. Many taxpayers with fewer
than three dependents and nmany with nore than three either would still be
required to file a return or would not have sufficient liability to require that
a return be filed.




