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SUBJECT: Urban Incentive Zones/ Qualified Adaptive Reuse Buildings Credit

SUMVARY

Under the Governnment Code, this bill would authorize a new type of econonic
devel opnent area, called urban incentive zones (U Z). The Trade and Conmerce
Agency (TCA) would be required to designate an unspecified nunber of U Zs from
applications submtted by | ocal governing bodies. The designations would be

bi nding in perpetuity.

Local |egislative bodies may by ordi nance designate buildings |located within the
UZ as “qualified adaptive reuse buildings.” To be designated, buildings nust
have been built before 1975 and have been or are likely to be vacant for a period
of six nmonths or longer. Qualified adaptive reuse buil dings would be eligible
for various regulatory, tax, program and other incentives.

Under the Bank and Corporation Tax Law (B&CTL) and the Personal |Income Tax Law
(PITL), this bill would allow a tax credit in an anount equal to either of the
fol | ow ng:

1. 20% of the anmount paid or incurred during the taxable or incone year for
qual i fi ed adaptive reuse, or

2. 30% of the anmpbunt paid or incurred during the taxable year for qualified
adapti ve reuse that includes an affordabl e housi ng component or involves the
rehabilitation of a building that is listed in the California Register of
Hi storical Resources.

This bill would make various changes to other provisions of the Governnent Code,
t he Revenue and Taxation Code, the Health and Safety Code, and the Public
Resources Code. These changes do not inpact the departnent’s prograns or
procedures and are not discussed in this analysis.

EFFECTI VE DATE

As an urgency statute, this bill woul d becone effective i mediately upon
enactnent. However, the bill specifies that the tax credits would apply for
taxabl e or incone years beginning on or after January 1, 2000.

SPECI FI C FI NDI NGS

Under the Governnent Code, existing state |aw provides for the designation of
enterprise zones, Local Agency Mlitary Base Recovery Areas (LAMBRA), a Targeted
Tax Area (TTA), and two Manufacturing Enhancenent Areas (MEA). Using specified
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criteria, the TCA designates these econom c devel opnent areas fromthe
applications received fromthe | ocal governing bodies. Enterprise zones are
desi gnated for 15 years (except enterprise zones neeting certain criteria may be
extended to 20 years), and TCA has designated the 39 enterprise zones authorized
under existing law. Wen an enterprise zone expires, TCA is authorized to
redesi gnate that zone or designate another in its place to maintain a total of
39 enterprise zones. Eight LAMBRA designations are authorized, at |east one from
each of the five regions (as specified) of the state. Currently, TCA has

desi gnated three of the eight LAMBRAs and two ot her areas have received
condi ti onal designation. Each LAVBRA designation is binding for eight years.
The TTA was desi gnated Novenber 1, 1998, and the MEAs were desi gnated Cctober 1,
1998. Both the TTA and MEAs are binding for 15 years begi nning January 1, 1998.

Under the Revenue and Taxation Code, existing state |aw provi des special tax
incentives for taxpayers conducting business activities within economc

devel opnent areas. These incentives include a sales or use tax credit, hiring
credit, business expense deduction, and special net operating |oss treatnent.

Two additional incentives include net interest deduction for businesses that nake
| oans to businesses within the enterprise zones and a tax credit for enpl oyees
working in an enterprise zone. See attachment A for a nore detailed discussion
of each of these incentives.

AB 601, under the CGovernment Code, woul d authorize a new type of econonic

devel opnent area, called urban incentive zones (UZ). TCA would be required to
desi gnate an unspecified nunber of U Zs from applications submtted by | ocal
governing bodies with “eligible areas,” which is an undefined term The
applications nust include definitive boundaries for the proposed U Z based on an
undefined threshold percentage of a concentration of underused or vacant
bui l di ngs or an undefined overall vacancy factor. The designations would be

bi nding in perpetuity.

Fromthe submitted applications, TCA would be required to select for designation
those areas that propose the nost effective, innovative, and conprehensive

regul atory, tax, program and other incentives in attracting private sector
investnment in the UZ In designating U Zs, the TCA nust consider the |ocation
of other econonic devel opmrent areas (including previously designated U Zs) and
avoid locating new U Zs in a manner that would adversely affect existing economc
devel opnent areas. In addition, TCA would be required to include inits
designation criteria the fact that certain jurisdictions were declared disaster
areas by the President of the United States. This criteria would not include
those jurisdictions that received only Gubernatorial disaster area declaration.

Local |egislative bodies may by ordi nance designate buildings |located within the
UZ as “qualified adaptive reuse buildings.” |In addition to being designated,
bui | di ngs nust have been built before 1975 and have been or are likely to be
vacant for a period of six nmonths or |longer. The ordinance nmust require the
bui | di ng owner sign an adaptive reuse restriction agreenent that requires the
conti nued use of the property for adaptive reuse housing for a period of five
years. This adaptive reuse restriction agreenment could be renewed at the option
of the building ower for up to an additional 10 years, provided the adaptive
reuse housing remains.
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Qualified adaptive reuse would include (but is not limted to):

1. conversion of a nonresidential building to include at |east 25% of the floor
area as residential units or 50% of the floor area as |ive-work units, or

2. a 50%increase in residential or live-wrk use of floor area of an existing
residential or live-work building.

The term“live-work” building or unit is not defined in the bill or elsewhere in
t he Governnent Code.

Under the B&CTL and the PITL, this bill would allow a tax credit in an anpunt
equal to either of the follow ng:

3. 20% of the anmpbunt paid or incurred during the taxable or incone year for
qgual i fi ed adaptive reuse, or

4. 30% of the anpbunt paid or incurred during the taxable year for qualified
adapti ve reuse that includes an affordabl e housing component or involves the
rehabilitation of a building that is listed in the California Register of
Hi storical Resources.

Under the Revenue and Taxation Code provisions, “qualified adaptive reuse” woul d
have the meani ng provided in the Governnent Code, as di scussed above.
“ Af f ordabl e housi ng conponent” is not defined in the bill

Further, “qualified expenditure” is defined as an expenditure that exceeds 10% of
the adjusted basis in the adaptive reuse building. Qualified expenditures nust
be capitalized and cost recovered with a cost recovery period at |east as long as
the recovery period of the buil ding.

Any excess credit would be allowed to be carried over indefinitely.
Since this bill does not specify, the general rules in state | aw regarding
credits, including division of the credit anong taxpayers who share in the costs,

woul d apply.

This credit would not be allowed to reduce regular tax below tentative m ni num
tax for purposes of alternative m nimumtax.

Pol i cy Consi derati ons

The department is working with the author’'s office to resolve the foll ow ng
policy concerns:

1. The bill states that to qualify as adaptive reuse, a building nust have
been or is likely to be vacant for at |east six nonths. However, the
bill does not specify that the vacancy period nust occur in proximty

wi th designation as a qualified adaptive reuse building. Thus, a
bui | di ng that experienced seven nonths of vacancy nore than 10 years ago
could qualify for designation
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This bill would require a property owner to sign an agreenment for the
conti nued use of the property for adaptive reuse housing for five years.
However, the bill would not require property owners who fail to continue

that use of the property to recapture any credit that the owner may
al ready have received.

The tax credit provision does not contain a sunset date. Sunset dates
generally are provided to allow periodic review by the Legi sl ature.

| npl emrent ati on Consi der ati ons

The department is working with the author’s office to resolve the foll ow ng
i npl erent ati on concerns:

1.

The credit provisions state that the credit would be allowed for
“qualified adaptive reuse,” but do not specifically require that the
bui l di ng i nvol ved necessarily be one for which an agreenment has been
executed as provided under the Governnent Code provisions of the bill.

This bill does not specify for which taxpayer (i.e., building owner,

| essor, contractor that does the work) the credit would be intended. |If
the bill does not specify, the potential would exist for multiple
credits.

This bill does not clearly define which expenditures would qualify as
“qualified adaptive reuse.” The Governnent Code provisions of the bil

woul d include in that termany and all costs directly or renotely
i nvol ved in:
A. conversion of a nonresidential building to include 25% of the fl oor

space as residential units or 50% of the floor space as “live-work”
units, or

B. a 50%increase in residential or “live-work” use of floor area of an
existing residential or “live-work” buil ding.

This bill does not define the ternms “live-work” and “affordabl e housing

component.” The lack of definition could |lead to di sputes between

t axpayers and the departnent regarding the correct interpretation of
t hese terns.

Cenerally, credits that require qualified use of an asset or that require
initial validation of the qualified use of the asset also require that
the qualification or validation be nmade by a state agency famliar with
the qualification criteria. Wthout validation by the appropriate state
agency, the departnent would have difficulty adm nistering the credit
because the validation function, in this case the qualified use of

buil dings, is beyond the departnent’s admi nistrative duties and
expertise.

This bill defines “qualified expenditure,” but that termis not tied to
the anount paid or incurred for which a credit would be all owed.
Further, the paragraph that defines “qualified expenditure” appears to
suggest that taxpayers might be allowed sone sort of special expense
deducti on or depreciation deduction. However, the |anguage is too

anbi guous to determine its intended application
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7. If this bill is anmended to provide a sunset date, the bill also should be
anended to limt the nunber of years the unused portion of credit could
be carried forward. Credits with unlimted carryovers nust be naintai ned
on tax forns and systens even when the credit has expired. Since tax
credits are usually used within eight years, nost recently enacted
credits contain limted carryover provisions.

Techni cal Consi der ati ons

The B&CTL uses the term“taxable year.” This term should be changed to
“incone year.”

FI SCAL | MPACT

BOARD

Depart nental Costs

If the bill is amended to resolve the inplenmentation considerations, the
department’s costs are expected to be m nor

Tax Revenue Esti mate

Revenue | osses under the PITL and the B&CTL woul d depend on the nunber and
| ocations of urban incentive zones designated and the tax liability of
t axpayers qualifying for this credit.

Because this bill would allow an unknown nunber of urban incentive zones to
be designated and does not state the size of these zones or how long this
credit would be effective, it is not possible to determi ne the potentia

i mpact. However, for every $100 million of costs that would qualify

t axpayers for either the 20% or 30%credit would result in revenue | osses of
$20 to $30 million

Based on existing progranms, the potential growh of these projects could
escal ate into nuch |larger revenue losses in future years.

POSI T1 ON

Pendi ng.



Attachnment A
AB 601
As Introduced February 19, 1999

ECONOM C DEVELOPMENT AREA TAX | NCENTI VES

Sal es or Use Tax Credit

The sales or use tax credit is allowed for an anount equal to the sales or use
taxes paid on the purchase of qualified machi nery purchased for exclusive use in
an econom ¢ devel opnment area (except MEA). The amount of the credit is limted
to the tax attributable to econom c devel opnent area inconme. Qualified property
is defined as foll ows:

Enter pri se Zone:
Machi nery and machi nery parts used for:
s manufacturing, processing, assenbling, or fabricating;
s produci ng renewabl e energy resources; or
s air or water pollution control nechani sns.
Dat a processi ng and communi cati on equi prent .
- Certain notion picture manufacturing equi prment.
LAMBRA:
hi gh technol ogy equi pnrent (e.g., conputers);
ai rcraft mai ntenance equi pnent;
aircraft conponents; or
certain depreciable property.
TTA:
Machi nery and machi nery parts used for:
s manufacturing, processing, assenbling, or fabricating;
s produci ng renewabl e energy resources; or
s air or water pollution control nechani sns.
Dat a processi ng and communi cati on equi prent .
Certain notion picture manufacturing equi prment.

In addition, qualified property nust be purchased and placed in service before

t he econom c devel opnent area designation expires. The maxi mrum val ue of property
that may be eligible for the enterprise zone, LAMBRA, and TTA sal es or use tax
credit is $1 million for individuals and $20 nmillion for corporations.

Hring Credit

A business located in an econoni c devel opment area may reduce tax by a percentage
of wages paid to qualified enployees. A qualified enployee nust be hired after
the area is designated as an econom c devel opnent area and neet certain other
criteria. At least 90% of the qualified enployee’s work must be directly rel ated
to a trade or business located in the econom c devel opnment area and at | east 50%
must be perforned inside the econom ¢ devel opnent area. The business may claim
up to 50% of the wages paid to a qualified enployee as a credit against tax



i nposed on econom ¢ devel opnent area inconme. The credit is based on the |esser
of the actual hourly wage paid or 150% of the current mninum hourly wage (under
speci al circunstances for the Long Beach enterprise zone, the maxinumis 202% of
the m ni mum wage). The anount of the credit nust be reduced by any other federal
or state jobs tax credits and the taxpayer’s deduction for ordinary and necessary
trade or busi ness expenses must be reduced by the ampbunt of the hiring credit.
Certain criteria regarding who may be qualified enployees and certain limtations
di ffer between the various econom c devel opnent areas.

Busi ness Expense Deduction

A business located in an econonic devel opnment area (except the MEA) may elect to
deduct as a busi ness expense a specified amobunt of the cost of qualified property
purchased for exclusive use in the econonm c devel opnment area. The deduction is
allowed in the taxable or inconme year in which the taxpayer places the qualified
property in service. For LAMBRA businesses, the anount of the deduction is added
back to the taxpayer’s incone if at the close of the second year the taxpayer
does not have a net increase of one or nore jobs (defined as 2,000 paid hours per
enpl oyee per year). The property’'s basis nmust be reduced by the anmount of the
deduction. For enterprise zones, LAMBRAs, and TTA the maxi mum deduction for all
qualified property is the |l esser of 40% of the cost or the foll ow ng:

If the property was placed in service:

Mont hs after designation Maxi mum deduct i on
0to 24 $40, 000
25 to 48 30, 000
48 and over 20, 000

Net Operating Loss Deduction

A business located in an econonic devel opnment area may elect to carry over 100%
of the econonmi c devel opnment area net operating |losses (NOLs) to deduct from
econom ¢ devel opnent area incone of future years. The election nust be made on
the original return for the year of the loss. The NOL carryover is determnm ned by
computi ng the business loss that results from business activity in the economc
devel opnent area.

Net | nterest Deduction

A deduction fromincone is allowed for the anount of net interest earned on |oans
made to a trade or business located in an enterprise zone. Net interest is
defined as the full amount of the interest |ess any direct expenses (e.g.,

comm ssion paid) incurred in making the | oan. The |oan nust be used solely for
busi ness activities within the enterprise zone and the | ender may not have equity
or other ownership interest in the enterprise zone trade or business. This
incentive is not avail able for LAMBRAs, TTA or NMEA.



Enterpri se Zone Enpl oyee Wage Credit

Certain disadvantaged individuals are allowed a credit for wages received froman
enterprise zone business. Public enployees are not eligible for the credit. The
anmount of the credit is 5% of “qualified wages,” defined as wages subject to
federal unenpl oynment insurance. For each dollar of incone received by the

t axpayer in excess of qualified wages, the credit is reduced by nine cents. The
credit is not refundable and cannot be carried forward. The anount of the credit
is limted to the ambunt of tax that would be inposed on incone from enpl oynent
in the enterprise zone, conputed as though that incone represented the taxpayer’s
entire taxable inconme. This incentive is not avail able for LAMBRAs, TTA, or MEA

Apportioni ng

For busi nesses operating inside and outside an econom c devel opnent area, the
anount of credit or net operating |oss deduction that nay be clainmed is limted
by the anobunt of tax or income attributable to the econom ¢ devel opnent area.
Incone is first apportioned to California using the same formula as that used by
al | businesses that operate inside and outside the state (property, payroll, a
doubl e-wei ghted sales factor). This incone is further apportioned to the
econom ¢ devel opnent area using a two-factor formul a based on the property and
payrol | of the business.



