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SUBJECT: Manufacturers’ Investnent Credit/Del ete Repeal Date To Extend Indefinitely

SUMVARY

This bill would renove the repeal date fromthe Manufacturers’ Investnment Credit
(MC), extending the credit indefinitely.

EFFECTI VE DATE

As a tax levy, this bill would becone effective imediately and would apply to
taxabl e or incone years beginning on or after January 1, 1999.

SPECI FI C FI NDI NGS

Exi sting state | aw all ows taxpayers to use various credits agai nst tax such as
the MC. The MC allows qualified taxpayers a credit equal to 6% of the anount
paid or incurred after January 1, 1994, for qualified property that is placed in
service in California.

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

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

for manufacturing, processing, refining, fabricating or recycling of
property;

for research and devel opnent related to the above activities;

for the mai ntenance, repair, measurenent, or testing of otherw se
qual i fied property; or

for pollution control which neets or exceeds state or |oca

st andar ds.

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

3) Special purpose buildings and foundations that are an integral part of

manuf acturing, refining, processing or fabricating, or research and storage
facilities that are part of the process, which are used by qualified persons
perform ng manufacturing activities described in specific codes relating to
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comput er, accounting, and office machines, electronic equi prent and
accessories, biotech or biopharnmaceutical activities, sem conductor
equi pment manufacturing activities and certain aerospace manufacturing
activities.

For taxpayers engaged in conputer progranm ng and conputer software rel ated
activities, qualified property includes (1) conputers and conputer periphera

equi pment used in those businesses primarily for the devel opnent and nmanufacture
of prepackaged software or custom software prepared to the special order of the
pur chaser who uses the programto produce and sell or |icense copies of the
program as prepackaged software, and (2) the value of any capitalized | abor costs
directly allocable to the construction or nodification of such property.

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

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

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

Certain “new busi nesses” (as defined) may claiman exenption fromsal es and use
tax instead of this tax credit. The existing sales and use tax |law also allows a
taxpayer to claima refund for the sales or use tax that was paid on the purchase
of qualified property rather than claimng the MC.

This bill would renmove the repeal date and the manufacturing enpl oynment
evaluation fromthe MC, extending the credit indefinitely.

| npl enent ati on Consi derati ons

I mpl ement ati on of the provision of this bill would occur during the
departnent’s normal annual system update.
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Techni cal Consi der ati ons

This bill would delete subdivision (i) and renunber subdivisions (j) and
(k). Subdivisions (j) and (k) provide operative dates for changes nade to
the MC since its original enactnment. Since these subdivisions contain the
phrase “the amendnments nade by the act adding this subdivision shall be
operative” and this bill would renunber the subdivisions, taxpayers may have
difficulty determ ning when the previous changes becane operati ve.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

This bill would not affect Personal Inconme Tax or Bank and Corporation Tax
revenues.

Tax Revenue Di scussion

The current law MC will sunset only if enploynent in manufacturing, not

i ncl udi ng aerospace, on January 1, 2001, “does not exceed by 100, 000 jobs
the total manufacturing sector enploynment in this state on January 1, 1994.”
Enpl oynent in manufacturing increased by 136, 000 between 1994 and 1997. It
seens safe to conclude that the targeted increase will be net and that the
current law MC will remain operative indefinitely beyond 2001

I f, however, manufacturing enpl oynment were to dip bel ow the 100, 000

i ncremental manufacturing enploynment target for any year from 2001 on, the
M C woul d be repeal ed. The repeal of the MC would elimnate credits
created during the year. However, substantial anmpbunts of unused carryover
M C woul d remain and coul d be applied in years beyond the repeal of the MC.

CGenerally, the anmbunt of MC newy created during any given year for the
years beyond 2001 is estimated to be in the range of $700 mllion to

$1 billion. The ampunt of unused carryover credit that could be avail able
is estimated to be over $2 billion. |If the MC were repealed in a year when
the newy created credit woul d have anmounted to, say, $800 mllion, about
$300 million of that woul d have been applied against tax liability with the
remai nder added to the unused credit inventory.

Note that by extending the MC, but not the sales tax exenption for
qual i fi ed new businesses, this bill would result in sone substitution of the
MC for the current |aw sales tax exenpti on, which would be repealed in the
event the enploynent target should not be nmet. It is estimated that about
3% of qualified costs in any given year are associated with qualified new
busi nesses for which the sales tax exenption is claimed. |In the $800
mllion exanple, this nmeans that w thout the repeal, sales and use tax
revenue woul d be reduced about $24 million. After the repeal, affected

t axpayers could claimMC of $24 mllion. However, as these are new
companies, it is not likely these taxpayers would report sufficient tax
liability to apply a significant amount of the credit. The average MC
usage rate for all manufacturers is estimated to be about one-third.
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For new taxpayers, the usage rate would nost |likely be bel ow the average for
all manufacturers. However, it the usage rate were as high as one-third,
the substitution of MC for the sales tax exenption would result in revenue
| osses under Personal |nconme Tax and Band and Corporation Tax |aws of

$8 mllion.

Note that for manufacturing enploynent to drop sufficiently to repeal the

MC would require a maj or change in the econony that would nost likely
affect the anbunt of M C that would be generated or applied.

POSI T1 ON

Pendi ng.



