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SUBJECT: Taxpayer’'s Bill of Rights of 1999

SUMVARY OF BILL

This bill would do the follow ng:

1. Elimnate the tentative mninumtax limtation on personal exenption credits by
all owi ng the personal exenption credits to reduce regular tax below tentative
m ni mum tax. (See Personal Exenption Credits/AMI on page 3.)

2. Delete obsolete refund provisions relating to the renter’s credit that are no
| onger necessary because the reinstated renter’'s credit, enacted by AB 2797
(Stats. 1998, Ch. 322), is not refundable. (See Renter’s Credit on page 6.)

3. Conformto the Internal Revenue Service Restructuring and Reform Act of 1998
(IRS Reform Act) technical changes relating to the exclusion of capital gains
on the sale of a principal residence. (See Capital Gain Exclusion/Principal
Resi dence on page 6.)

4. Expand i nnocent spouse protections by conformng to the I RS Reform Act
provisions relating to innocent spouses. (See |Innocent Spouse on page 9.)

5. Provide relief to an enpl oyee whose enpl oyer w thheld delinquent taxes fromthe
enpl oyee’ s pay, pursuant to an earnings w thhol ding order fromthe Franchise
Tax Board (FTB), but failed to remt the anounts to FTB. (See Enpl oyee
Relief/Unrem tted Wthhol di ngs on page 11.)

6. Conformto the IRS Reform Act provision to suspend the statute of limtations
(SOL) for certain refund clains for periods during which the taxpayer is
“financially disabled.” (See SOL/D sabled Taxpayer on page 13.)

7. Provide FTB adm nistrative authority to conprom se a tax debt simlar to the
IRS's current offers in conprom se authority. (See Ofers In Conprom se on
page 14.)

SUMVARY OF AMENDMENTS

The April 12, 1999, anendnents del eted the provisions of the bill as introduced
(a conformty spot bill) and replaced themw th the Taxpayer’s Bill of Rights.

The April 20, 1999, anendnents del eted obsolete refund provisions related to the
renter’s credit that are no | onger necessary, changed various operative dates and
i ntent |anguage, and nmade m nor technical changes.
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EFFECTI VE DATE

As a tax levy this bill would becone effective i mediately upon enact nent.
However, the operative dates of the specific provisions wuld vary, as discussed
in the anal ysis.

LEG SLATI VE H STORY

On July 22, 1998, President dinton signed HR 2676, the Internal Revenue
Service Restructuring and Reform Act of 1998 (I RS Reform Act). The IRS Reform
Act provides for a mmssive reorgani zation of the way the I RS does busi ness and
creates a board of directors to help oversee the agency. The IRS Reform Act al so
provi des various taxpayer protections (e.g., innocent spouse and di sabl ed
taxpayer relief) and instructs the RS to pronote and inprove its electronic
filing prograns. Finally, the RS Reform Act elimnates the 18-nonth hol di ng
period for long-termcapital gains and contains several technical corrections to
t he Taxpayer Relief Act of 1997 and other recently enacted tax | aws.

AB 1469 (1998) was anended to conformto selected parts of the RS Reform Act and
contai ned ot her taxpayer rights provisions. The Governor vetoed AB 1469 because
of a provision relating to Subpart F incone contained in that bill

SB 93, as introduced Decenmber 7, 1998, was identical to AB 1469 except it did not
contain the Subpart F provision. SB 93 was anended on February 4, 1999, to

del ete obsolete refund provisions related to the renter’s credit that were
contained in SB 2234 (1998), which was vetoed by the Governor for an unrel ated

i ssue. SB 93 was anended on February 11, 1999, to delete all provisions except
Rot h | RAs.

This bill is identical to AB 1469 and SB 93 (as anended February 4, 1999), except
it does not contain the Subpart F inconme and Roth | RA provisions.

SUMVARY OF TAX REVENUE

Provi si on Revenue | npact

1. Personal Exenption Credit/AMI -$1.5 MIlion annually

2. Renter’s Credit No | npact

3. Capital Gain Exclusion/Personal Residence No | npact

4. | nnocent Spouse M nor Revenue Losses —
- $500, 000 annual Iy

5. Enpl oyee Relief/Unremtted Wt hhol di ngs Negl i gi bl e Losses/-$25, 000 annual |y

6. SOL/Di sabl ed Taxpayer -$1 MIlion annually

7. Oficers In Conprom se M ni mal Revenue Savi ngs/
+$40, 000 annual |y

TOTAL -$3 MIlion annually

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis proposal

BOARD PCSI TI ON

Pendi ng.
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1. Personal Exenption Credits/AMI

OPERATI VE DATE

This provision would apply to taxabl e years begi nning on or after
January 1, 1999.

PROGRAM HI STORY/ BACKGROUND

In 1987, California enacted | egislation that established an Alternative M ni num
Tax (AMI) in lieu of the previous tax on preference incone. The California

| egi slation substantially conformed state law to the AMI provisions in effect at
the federal |evel, which had been adopted as part of the Tax Reform Act of 1986.
The AMI at both the federal and state |evels was established to ensure that no
taxpayers with substantial econom c inconme could conpletely avoid tax liability
by using excl usions, deductions, and credits (tax preference itens). As

di scussed bel ow, taxpayers are allowed an AMI exenption deduction in conputing
AMI.  Prior to 1997, the AMI exenption deduction amounts were: $40,000 for
married taxpayers filing joint returns; $30,000 for individuals filing as either
single or as a head of househol d; and $20,000 for married taxpayers filing
separate returns. These AMI exenption deducti on amounts were increased in 1997
to $45,000 for married taxpayers filing joint returns; $33,750 for individuals
filing as either single or as a head of househol d; and $22,500 for married
taxpayers filing separate returns. Al so, the AMI exenption deduction anmounts
will be adjusted for inflation after the 1999 taxable year.

The AMI essentially is a mechanismfor recapturing sone of the tax benefits
avail abl e to higher-incone taxpayers. Although these tax benefits are all owed
under current |law, the AMI effectively limts the extent to which, when taken
collectively, they can reduce tax liability.

The AMI can affect tax liability in either or both of two ways: First, an AMI
liability can be assessed in excess of the taxpayer’s regular tax liability.
Second, the AMI calculation can result in a reduction in the anmbunt of tax
credits that a taxpayer is allowed, thus effectively increasing regular tax.

D fferences between the structure of state and federal |aws necessitate sone

di fferences between state and federal AMI provisions. One difference is the
treatnent of the personal exenption. State |law allows a personal exenption in
the formof a credit; federal |aw provides a personal exenption in the formof a
deduction. For federal AMI purposes, the personal exenption deduction may not be
used in the calculation of alternative mninmmtaxable incone (AMIl). State |aw
conformed to this federal provision by not allow ng the personal exenption credit
to reduce regular tax below tentative mninmumtax (TM).

To cl aim personal exenption credits, taxpayers nust first calculate their TMI to
determ ne whether their credits will be [imted. The interaction of AMI with the
personal exenption credit adds conplexity to personal incone tax return
preparation for approximately 3 m|lion taxpayers who nust nmake the cal cul ation
only to determne that their personal exenption credit is not limted by TMI

This interaction also increases the tax liability of approxi mately 30, 000
noder at e-i ncone taxpayers whose personal exenption credits would be reduced by
the TMI interaction

Prior to 1997, each exenption credit anount (personal, dependent, blind) was the
same. For the 1997 taxabl e year, each exenption credit anmount was $68. The
credit amount is adjusted annually for inflation.
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In 1997, SB 1233 (Ch. 612) increased the dependent exenption credit anount to

$120 for the 1998 taxable year and to $222 beginning in the 1999 taxable year.
The increased credit was not to be adjusted for inflation for the 1999 taxable
year.

In 1998, AB 2797 (Ch. 322) increased the dependent exenption credit anount from
$120 to $253 for the 1998 taxable year and from $222 to $227 for the 1999 taxable
year and thereafter. The increased credit will be adjusted for inflation after
the 1999 taxabl e year

SPECI FI C FI NDI NGS

Exi sting federal |aw provides five tax brackets ranging from15%to 39.6% It

al so provides a two-tiered personal income AMI rate system The AMI rate is 26%
of the "taxabl e excess" that does not exceed $175, 000 and 28% of the "taxabl e
excess" that exceeds $175,000. "Taxable excess" is the anmount of alternative

m ni num t axabl e i ncome (AMIl) that exceeds the exenption deduction. The
exenpti on deduction all owed agai nst AMIl is: $45,000 for married taxpayers filing
joint; $33,750 for single or head of househol d taxpayers; and $22,500 for married
taxpayers filing separate.

Prior to 1998, under federal |aw the nonrefundabl e personal tax credits (i.e.,

t he dependent care credit, the credit for the elderly and di sabled, the adoption
credit, the child tax credit, the credit for interest on certain hone nortgages,
t he HOPE Schol arship and Lifetime Learning credits, and the D.C. honebuyer’s
credit) were allowed only to the extent that the individual’s regular tax
liability exceeded the individual’s TMI. For tax years beginning in 1998,
federal |law all ows the nonrefundabl e personal credits to offset the individual’s
regular tax in full.

Exi sting state | aw provides six tax brackets ranging from1%to 9.3% and a
personal income AMI rate of 7%

California AMI is calculated by increasing regular taxable incone by specific tax
preference itens and maki ng other adjustnents for itens for which treatnent
differs under AMI rules. The resulting figure is AMIlI, from which an AMI
exenption deduction is subtracted. The AMI exenption deducti on anmounts vary
depending on filing status and are indexed annually for inflation. For 1997, the
AMT exenption deduction anmounts are: $45,000 for narried taxpayers filing joint
returns; $33,750 for individuals filing as either single or as a head of
househol d; and $22,500 for married taxpayers filing separate returns. The
exenptions are phased out for taxpayers with adjusted gross inconme over specified
anounts. The excess of AMIl over the AMI exenption deduction, multiplied by the
7% AMI rate, is TMI. Tentative mnimumtax is conpared to regular tax before
credits; the anpunt by which TMI exceeds regul ar tax before credits is the
alternative mninumtax. The Personal Incone Tax Law (PITL) provides a variety
of credits, sone of which may be used to reduce the regular tax bel ow TMI
However, the | aw specifies that certain credits cannot reduce regular tax to an
anount |less than the TMI. In effect, taxpayers |ose sonme of the value of the
credits that may not be carried forward and may not reduce regul ar tax bel ow TMI

Exi sting state | aw provides various exenption credits against tax, including a
personal exenption and exenptions for dependents, blind persons, and individuals
65 or older. Exenption credit anmounts are allowed as follows for the 1998

t axabl e year:
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Exenpti on Type Anount (1998)
Per sonal $70
Bl i nd $70
Dependent $253

The exenption credit anobunts are indexed annually for inflation as nmeasured by
changes in the California Consuner Price Index. Exenption credits are not
refundabl e and may not be carried over to future years. Exenption credits are
subject to two limtations:

1.

Exenption credits begin to phase out at federal AG |evels over the
amounts |isted bel ow

Filing Status AG (1998)
Si ngl e/ Head of Househol d $161, 044
Married Filing Separate $107, 362
Married Filing Joint $214, 725

Exenption credits are limted to the anount by which regular tax before
credits exceeds tentative mninmumtax (TM).

This provision would elinmnate the tentative mninumtax limtation on persona
exenption credits by allow ng the personal exenption credits to reduce regul ar
tax below tentative m ni num t ax.

Pol i cy Consi derati ons

This bill would ensure that 30,000 additional noderate-incone taxpayers
woul d be able to take full advantage of recently increased dependent
exenption amounts. Al so, this bill would reduce the complexity of filing a

PIT return by elimnating the need for noderate-inconme taxpayers, with no
preferences, to conplete the AMI personal exenption credit [imtation
wor ksheet to determ ne whether their personal exenption credits are |imted.

| npl enent ati on Consi derati ons

The inplenentation of this provision would require sone changes to existing
tax forns and instructions, which could be acconplished during the nornal
annual update.

FI SCAL | MPACT

Depart nental Costs

To the extent this proposal would reduce the nunber of tel ephone calls from
t axpayers regarding how to conplete the conplex AMI cal cul ati on (Schedul e P)
and the nunber of errors that nust be addressed during return processing, it
woul d generate significant cost savings.
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Tax Revenue Esti mate

Based on tax nodel sinulations, elimnating the TMI interaction with regard
to all exenption credits would result in revenue |losses of $1.5 mllion
annual |y beginning with the 1999-2000 fiscal year, benefiting approxi mately
30,000 filers.

This proposal would elimnate the need for approximately 3 mllion taxpayers

to conplete the AMI personal exenption credit limtation worksheet to
determ ne whether their personal exenption credits are limted.

2. Renter’'s Credit

OPERATI VE DATE

The changes to Section 17053.5 and the repeal of Section 19052 would be operative
for taxable years beginning on or after January 1, 1998. The change to Section
17039 woul d be operative for taxable years beginning on or after January 1, 1999.

SPECI FI C FI NDI NGS

AB 2797 (Stats. 1998, Ch. 322) changed the renter’s credit froma refundabl e tax
credit to a nonrefundable tax credit. However, |anguage relating to a refundable
renter’s credit was inadvertently retained in the renter’s credit (Section
17053.5) and in the credit ordering provision (Section 17039). In addition, a
section relating to the denial of the refundable renter’s credit was not repeal ed
(Section 19052).

This provision wiuld renove the obsol ete | anguage and repeal the obsol ete section
relating to the refundable renter’'s credit.

| npl ement ati on Consi derati ons

I npl ement ation of this provision would occur during the departnment’s nor nal
annual system updat e.

FI SCAL | MPACT

Depart nental Costs

Thi s provision woul d not inpact the departnent’s costs.

Tax Revenue Esti mate

As a technical correction, this provision would not inpact PIT revenues.

3. Capital Gain Exclusion/Principal Residence

OPERATI VE DATE

This provision would be operative on the sane dates the federal changes are
operative.
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BACKGROUND

Under both California and federal |law, a taxpayer generally is able to exclude up
to $250, 000 ($500,000 if married filing a joint return) of gain realized on the
sal e or exchange of a principal residence. The exclusion is allowed each tine a
t axpayer selling a principal residence neets certain eligibility requirenents,

but generally no nore frequently than once every two years (sal es occurring
before May 7, 1997, are not considered for the two-year rule). To be eligible
for the exclusion, a taxpayer nust have owned the residence and used it as a
princi pal residence for at |east two years during the five years prior to the
sal e or exchange.

In the case of joint filers not sharing a principal residence, an exclusion of
$250, 000 is available on a qualifying sale of the principal residence of one of
the spouses. Simlarly, if a single taxpayer who is otherwise eligible for an
excl usion marries soneone who has used the exclusion within the two years prior
to the marriage, the couple would be allowed a maxi mum excl usi on of $250, 000.
Once both spouses satisfy the eligibility rules and two years have passed since
the | ast exclusion was allowed to either, the taxpayers may exclude $500, 000 of
gain on their joint return. Special rules apply regarding the sale of a

remai nder interest, nmultiple famly dwellings (e.g., cooperative housing
corporations, co-ops and condom niuns), involuntary conversions, and taxpayers
residing in nursing hones.

An additional special rule applies to a taxpayer who fails to neet the
requirements (use for two out of the last five years and no sale within two years
of another sale) by reason of a change of place of enploynment, health, or other
unf oreseen circunstances. The taxpayer is able to exclude part of the gain
recogni zed. The law as enacted could be interpreted to limt the exclusion to
the fraction of the taxpayer’s realized gain on the sale equal to the fraction of
two years that the requirenents are nmet. Congress has indicated in commttee
reports that it was intended to exclude the fraction of the $250, 000 ($500, 000
for joint filers) equal to the portion of the two-year period that the
requirenents were net.

SPECI FI C FI NDI NGS

The I RS Reform Act made technical changes to the | aw regardi ng the excl usion of
gain fromthe sale of a personal residence. The technical changes are:

Proration - Exclusion of Gain. The IRS Reform Act corrected the provision
relating to the proration of the exclusion in the case where the taxpayer
does not neet the two-year ownership and use requirenents if the sale is due
to a change in place of enploynent, health, or unforeseen circunstances.

The technical correction provides that the $250,000 or $500, 000 excl usi on,
not the realized gain, is prorated for a taxpayer who does not neet the two-
year ownership and use requirenments and the sale is due to a change in place
of empl oynent, health, or unforeseen circunstances. This provisionis
effective for sales and exchanges after May 6, 1997.

Exclusion - Joint Returns. The IRS Reform Act corrects the provision
relating to the conputation of the exclusion to clarify that the limt on

t he anobunt of excludable gain is conputed separately for each spouse in the
case of married individuals filing a joint return who fail to qualify for
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t he $500, 000 exclusion for gain on a residence because they do not satisfy
the two-year ownership test, two-year use test, and the prohibition on any
other sale or exchange within the last two years. Thus, the nmaxi num
exclusion for such a couple is equal to the sum of the exclusions to which
each spouse would otherwi se be entitled if they were not married. Each
spouse is treated as owning the property during the period that either
spouse owned the property. This provision is effective for sales and
exchanges after May 6, 1997.

El ection of Prior Law - Sales or Exchanges on Enactnent Date. The I RS Reform
Act corrects the provision relating to the ability of a taxpayer to elect to
apply prior law to a sale or exchange occurring on August 5, 1997, as well

as to sal es and exchanges occurring before August 5, 1997. Thus, taxpayers
who sol d or exchanged a hone on or before August 5, 1997, could choose to
use the $125,000 once-in-a-lifetime exclusion for taxpayers age 55 or over

or the rollover-of-gain rule for hones that are replaced within the

repl acenent period.

The I nternal Revenue Service anticipated the above technical corrections and
interpreted the law as Congress intended it. The 1997 federal form 2119 (Sal e of
Your Hone) was drafted with the above three changes incorporated; therefore,

t axpayers should not be required to file anended returns.

California lawis in conformty with the federal rules regarding the exclusion of
gain fromthe sale of a personal residence prior to the three technical changes
made by the I RS Reform Act.

This provision would conformto the three technical changes di scussed above with
the sane federal effective dates. California does not have a separate form but
uses the federal form 2119; thus, taxpayers affected by the changes shoul d not
need to file an amended return.

| npl ement ati on Consi derati ons

I npl ement ati on of this provision would occur during the departnment’s nor nal
annual system updat e.

FI SCAL | MPACT

Depart nental Costs

This provision would not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

As a technical correction, this provision would not inpact PIT revenues.
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4. 1 nnocent Spouse

OPERATI VE DATE

This provision would apply to any liability for tax arising after the effective
date of this bill and any liability for tax arising on or before the effective
date, but remaining unpaid, as of that date.

SPECI FI C FI NDI NGS

Under prior federal |aw, spouses who filed a joint tax return were each fully
responsi ble for the accuracy of the return and for the full tax liability (joint
and several liability).

Prior federal |aw provided relief fromliability for tax, interest and/or
penalties for “innocent spouses.” To qualify for innocent spouse relief, the
i nnocent spouse was required to establish that:

A joint return was nade;

An understatement of tax, which exceeded the greater of $500 or a specified
percent age of the innocent spouse’s adjusted gross income (Ad) for the nost
recent year, was attributable to a “grossly erroneous” item of the other
spouse;

In signing the return, the innocent spouse did not know, and had no reason
to know, that there was an understatenent of tax; and

It was inequitable to hold the innocent spouse liable for the deficiency in
t ax.

The specified percentage of A was 10%if AG was $20,000 or less. Oherw se
the specified percentage was 25% G ossly erroneous itens include itenms of gross
incone omtted fromreported i ncone and clains of deductions, credits or basis in
an amount for which there is no basis in fact or |aw

Current federal |aw also provides relief for innocent spouses with respect to
comunity property income not included on the separate return of a married
per son.

The I RS Ref orm Act makes innocent spouse status easier to obtain by elimnating
al |l understatenent thresholds and by requiring only that the understatenent of
tax be attributable to an erroneous item of the other spouse. Relief may be
provi ded on an apportioned basis. An innocent spouse may be relieved of
liability for the portion of an understatenent of tax if the spouse did not know
or have reason to know of the understatenment of tax and it would be inequitable
to hold the taxpayer responsible for the deficiency.

The I RS Reform Act provides a separate liability election for a taxpayer who, at
the time of the election, is no longer married to, is legally separated from or
for at least 12 nonths has been living apart fromthe other spouse. The taxpayer
has two years fromthe date the I RS begins collection action to nmake this

el ection. The IRS Reform Act provides that the Tax Court has jurisdiction over
di sputes arising fromthe separate liability election. The IRS Reform Act
requires the IRSto notify all taxpayers who have filed a joint return of their
right to elect separate liability.
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The I RS Reform Act expanded the relief provided for married persons filing
separate returns to include relief for unpaid tax or any deficiency relating to
the separate return that did not qualify for relief under current |aw

Under current state law, as with prior federal |aw, spouses who file a joint tax
return are each fully responsible for the accuracy of the return and for the full
tax liability (joint and several liability).

Current state |law also provides relief fromliability for tax, interest and/or
penalties for “innocent spouses” if it is inequitable to hold that spouse liable
for the understatenent. To qualify for innocent spouse relief, the innocent
spouse nust have filed a joint tax return and did not know, or had no reason to
know, of the understatenent. The spouse nust be innocent with respect to the
entire understatenent.

Current state law, as with prior federal law, also provides relief for innocent
spouses with respect to conmunity property incone not included on the separate
return of a married person

Current state law, in the case where the sel f-assessed tax has not been fully
paid, requires FTB to provide the other spouse with 30 days notice of any
determ nation to provide relief to the innocent spouse so that the other spouse
may appeal the determ nation.

This provision would conform wth nodifications, state law to the innocent
spouse provisions of the |RS Reform Act, including the separate liability

el ection. Mdifications to the RS Reform Act would (1) send appeals of FTB

i nnocent spouse determinations to the BCE rather than Tax Court and (2) expand
the provision requiring FTB to provide 30-day notice to the other spouse to apply
to assessnents as well as underpaid self-assessed tax so that the other spouse
may appeal an innocent spouse determ nation.

Under this provision, pursuant to procedures prescribed by FTB, equitable relief
can be granted to an innocent spouse as the facts and circunstances warrant.

Pol i cy Consi derati ons

This provision would allow individuals to obtain relief even though they

m ght have been the primary beneficiary or person in control of the
househol d i ncone, though not the person earning the incone. However, this
is mtigated to sone extent since the election wuld be invalid if FTB
denmonstrates that the assets were transferred as part of a fraudul ent scheme
to avoid taxes or the departnent denonstrates that the individual making the
el ection had actual know edge at the tine the return was fil ed.

| npl ement ati on Consi derati ons

Col l ections Bureau staff is already experiencing a slight increase in
wor kl oad because of the federal provision and expects an even greater inpact
fromthis provision since nore taxpayers would qualify for innocent spouse
relief. Further, due to the conplex nature of questions regarding this

i ssue, any calls would be referred to staff in the Collections Bureau with
expertise in this area. The taxpayer information (Tl) system woul d need
nmodi fication to i ssue separate notices and mai ntain separate but equa
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liabilities. To the extent information nmay need to be retained on the
collection system this provision would inpact the new personal incone tax
col l ection system (ARCS) design and/or strategies.

FI SCAL | MPACT

Depart nental Costs

The department’s costs to adm nister this provision are prelimnary. It is
estimted that the costs would range from $598, 000 to $798, 000 for the first
year and $176,000 annually thereafter. The majority of the first-year cost
($400, 000 to $600,000) would be required to program and test changes to the
Tl system The remamining first-year cost and ongoi ng costs woul d be
required to increase Collection Bureau staff (three senior conpliance
representative positions since it is projected that annual hours for working
i nnocent spouse cases under this provision would increase from 1560 to 5460
hours.).

Tax Revenue Esti mate

Current | aw provides innocent spouse relief under certain circunstances.
The increnental inpact of conformng to proportionate liability would result
in mnor revenue | osses, on the order of $500,000 annually.

5. Enployee Relief/Unremtted Wt hhol di ngs

OPERATI VE DATE

This provision woul d be operative for determ nations nade by FTB on or after the
effective date of this bill, where the unremtted anbunts were withheld no
earlier than seven years before FTB nailed its deficiency assessnents.

SPECI FI C FI NDI NGS

In general, Enploynment Devel opnent Departnent (EDD) adm nisters various |aws that
provide for enpl oyer taxes on wages (earnings), including the w thholding of
personal income taxes. Wen enployers are required to withhold and renit
personal income taxes on their enpl oyee earnings, they remit the wthheld
earnings to EDD. If an enployer fails to remt personal inconme taxes on

enpl oyees’ earnings as required, the enployer is liable to EDD for the taxes.

FTB adm ni sters, anong other |aws, the Personal Incone Tax Law (PITL). If the
FTB determ nes a tax deficiency exists, the FTB mails a notice of proposed
assessnment (NPA) and the taxpayer has an opportunity to first protest and then

| ater appeal FTB' s determ nation. Such notices may be nmail ed when taxpayers make
errors on their tax return or when soneone other than the taxpayer is
specifically liable for the taxpayer’s taxes because of actions that other person
took (secondary liability).

When a final personal incone tax assessnent is due and payable and is not
voluntarily paid, FTB takes administrative collection action that does not
require prior judicial action. It also takes adm nistrative collection actions
to collect certain other debts (child support delinquencies, vehicle
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regi stration, court-ordered debts, etc.) as though they are final personal income
tax assessnents.

One such action is the issuance of an earnings w thhol ding order for taxes (EWOT)
pursuant to the Code of Cvil Procedure. These orders require enployers to

wi t hhol d del i nquent taxes from an enpl oyee’s earnings and renmt the wthheld
earnings to FTB. In the event the enployer fails to remt the withheld anount to
the FTB, the FTB may bring a civil action against the enployer to recover the
anmount that should have been remtted. Once a judgnent is rendered, FTB may
collect the unremitted anount fromthe enpl oyer.

During the pendency of collection of a secondary liability or judgment, both the
t axpayer and enpl oyer are liable for the anmount due. Collection is not stayed
against either party. At the point of collection, the accounts are adjusted
accordingly. |If the debt were collected fromthe enpl oyer, the anobunt is
transferred to the taxpayer’s account and the enployer’s liability is cancelled.
If collected fromthe taxpayer, the taxpayer’s account is credited and the
enployer’s liability is cancell ed.

If an enpl oyer files bankruptcy, the taxpayer may file a claimin bankruptcy
court for his or her nonremtted earnings. The taxpayer has a better chance of
collection than other creditors because earnings receive a higher paynent
priority than other types of debt, including taxes.

FTB has no authority to credit the account of the taxpayer for the ampbunt that
the enpl oyer withheld and failed to remit. This failure toremt wthheld
anounts may occur several tinmes a year. In addition, FTB does not have the
authority to stay collection against the taxpayer.

This provision would provide relief to an enpl oyee whose enpl oyer wi thheld
delinquent PITL taxes fromthe enpl oyee’s pay, pursuant to an EWOT, but failed to
remt the anbunts to FTB. Specifically, this bill would:

Elimnate the taxpayer’'s liability for the unremtted anount by all ow ng FTB
to credit the taxpayer’s account for the unremtted anount.

Hol d the enployer liable for the unremtted amount by allowing FTB to
adm ni stratively assess an anmount equal to the unremtted anmount against the
enpl oyer, without a civil action.

Preserve the enployer’s protest and appeals rights in the event the enpl oyer
di sputes the records of the taxpayer. Collections would be pursued fromthe
enpl oyer only after the NPA is final and due and payabl e.

Stay col | ection against the taxpayer for the amount at issue for the period
between the tine that FTB determned a failure to remt and the enployer’s
NPA is either final and due and payable, w thdrawn or revised, and the

t axpayer notified thereof.

Provide FTB with a seven-year statute of limtation for making the proposed
assessnment (fromthe date the enployer first failed to remt) in order to
provide the taxpayer with anple tinme to find out the enployer failed to
remt and bring the matter to the FTB for investigation.
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Precl ude the taxpayer from coll ecting another amount equal to the credit
t hrough a bankruptcy proceedi ng or other renedy.

| npl ement ati on Consi derati ons

This provision could be inplemented with m nor changes to FTB s current
col | ecti on prograns.

FI SCAL | MPACT

Depart nental Costs

Departnental costs should not increase significantly. The resources
currently spent to explain current law to the few affected taxpayers and
eval uating when a civil action would be an effective collection renedy could
be shifted to accommbdate inplenentation of this provision.

Tax Revenue Esti mate

Thi s provision woul d have negligible inpact on collections of PIT taxes
(mnor |osses on the order of $25,000 annually).

6. SOL/Di sabl ed Taxpayers

OPERATI VE DATE

This provision would apply to all periods of disability before, on or after the
effective date of this bill. However, it would not apply to any claimbarred by
the SOL as of the effective date.

SPECI FI C FI NDI NGS

Current federal law requires a taxpayer to file a claimfor refund within three
years of the filing of the return or within two years of the paynment of the tax,
whi chever period expires later (if no returnis filed the two-year limt

applies). Arefund claimthat is not filed within these tinme periods is rejected
as untinely.

The I RS Reform Act suspends the SOL for certain refund clains for a period where
the taxpayer is “financially disabled.” Individuals are “financially disabled”
if they are unable to manage their financial affairs because of a nmedically

det erm nabl e physical or mental inpairment that is expected to result in death or
to last for a continuous period of at |east one year. An individual would not be
financially disabled for any period that the individual’ s spouse or any other
person is legally authorized to act on that individual’'s behalf in financial
matters.

Current state law requires a taxpayer to file a claimfor refund within four
years fromthe due date (without regard to extensions) or one year fromthe date

of payment of tax, whichever is later. |In the case of a California waiver of the
SCL, the period for filing a claimfor refund is the period of the waiver or one
year fromthe date of overpaynent, whichever is later. |In the case of a federa

wai ver, the period for filing a claimfor refund is six nmonths fromthe
expiration of the federal waiver.
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Current state law requires the taxpayer to notify FTB if the anount of gross

i ncome or deductions reported to the IRS for any year is changed, either by the
t axpayer or federal authorities. The taxpayer has six nmonths fromthe fina
federal determ nation date to report the change to FTB. dains for refund nust
be filed within two years fromthe date of the final federal determ nation

Current state law all ows taxpayers to file a claimfor refund up to seven years
after the due date of the return in the case of bad debts, worthl ess securities
or erroneous inclusion of recoveri es.

This provision would conformstate law to the RS Reform Act provisions to
suspend the SOL for certain refund clains when the taxpayer is “financially
di sabl ed.”

| npl ement ati on Consi derati ons

I npl ement ati on of this provision would occur during the departnment’s nor nal
annual system updat e.

FI SCAL | MPACT

Depart nental Costs

This provision would not significantly inpact the departnment’s costs.

Tax Revenue Esti mate

Revenue | osses from additi onal refunds issued woul d be on the order of
$1 mllion annually based on federal projections.

7. O fers In Conprom se

COPERATI VE DATE

This provision woul d be operative for conprom ses made on or after the effective
date of this bill, without regard to when the offer is made, or to taxable or
i ncone years to which such offer rel ates.

BACKGROUND

When a final personal incone or bank and corporation tax liability is not paid by
a taxpayer when due, FTB' s automated collection systemw Il bill the debtor
search for the tax debtor’s assets and take collection actions to use the
asset(s) to satisfy the tax debt. For exanple, depending upon the type of asset,
the automated collection systemcan issue an order to wthhold funds from bank
accounts, an order to attach wages and certain other business incone in the case
of an individual, or file alien in the county of the address of record. For
certain cases, the account is referred for manual collection actions, which may

i nclude manual | y searching records for assets, making tel ephone calls, or seizing
and selling vehicles, vessels, or stocks.

In the event of a hardship, paynment arrangenments may be made or collection may be
deferred until the financial situation of the tax debtor inproves. However, if
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tax debtors can obtain loans or can use credit lines to pay their tax debts, they
are expected to do so.

If a debt remains unpaid for a nunber of years, a lien has been filed and assets
cannot be | ocated, FTB may be discharged fromcollecting the debts under the
Gover nment Code (di scharged fromaccountability). Wen a debt is discharged, the
debt is still due and owing, but routine billings and collection actions are

di sconti nued unl ess assets are subsequently |ocated. There are no statutes of
limtation on FTB' s collection of a tax debt, and interest and applicable

penal ties continue to accrue.

CFFERS | N COVPROM SE

In general, an offer in conpronmise is a process whereby the debtor offers to pay
an amount that he or she believes to be the maxi nrum anmount that can ever be paid
on a debt. |If the parties agree to the anount offered, the debt is conprom sed
(reduced) to that amount. The tax debtor nmay be required to promse to pay a
specified percentage of any future increases in inconme, which is terned a

“coll ateral agreenent,” as part of the conprom se.

The I'RS and EDD have the authority to admnistratively conprom se final tax debts
that are due and payabl e and the processes and procedures generally are simlar.
However, the oversight/review provisions differ. For EDD, the specific criteria
for a conprom se and its procedures and processes are codified. For the IRS, the
codi fied authority for a conpronmise is general in nature. Regulations and case

| aw generally set forth the federal procedures and processes:

Under the Internal Revenue Code (IRC), under which rel evant regul ati ons have
been adopted, IRS nmay admi nistratively conprom se a tax debt when there is
doubt :

o as to the ability to collect the full amunt owed, and/or
o as to the validity of the actual tax liability.

When a conprom se is nmade, a statenent nust be placed on file as to the anpunt of
the assessed liability and the anpunt paid under the terns of the conprom se.

In those cases where the unpaid anount of tax assessed, including any interest,
addi ti onal anount, additions to tax or assessable penalty, is $50,000 or nore,

t he opinion of the Chief Counsel of the IRS as to the reason for the conprom se
must be included in the filing. Under Treasury regul ati ons, conproni ses
involving liabilities of $100,000 or nore, generally, receive internal high |evel
review, and for one year, the information on file is available to the public.

The IRS is prohibited fromdistributing lists or releasing information in
connection with the cases.

If a person defaults on the terns of the agreenent, which includes filing returns
and paying the required taxes for five years foll ow ng acceptance of the offer,
the IRS may take various judicial actions or may disregard the conprom se and may
proceed to coll ect any anmount that remains unpaid.

Under the IRC, if a person conceals property or generally w thholds or falsifies
any records with respect to the taxpayer’s financial condition, the tax debtor is
guilty of a felony. Upon conviction, the person shall be fined not nore than
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$100, 000 ($500, 000 for corporations), or inprisoned not nore than three years, or
both, and required to pay the costs of prosecution.

Under the Unenpl oynent | nsurance Code, EDD rmay administratively conprom se a
tax debt only when certain specified criteria are nmet, as foll ows:

o the debtor nust be out of business or no | onger have an interest in or be
associ ated with the business;

o the debtor cannot have access to inconme sufficient to pay nore than the
accruing interest and 6. 7% of the liability on an annual basis;

o the debtor cannot have reasonabl e prospects of acquiring increased incomne
or assets that would enable the debtor to liquidate the liability in a
reasonabl e period; and

o the amount offered is nore than the departnment coul d reasonably expect to
collect during the four years followng the date of the agreenent.

Reductions of $10,000 or nore nust be approved by the Unenpl oynent I|nsurance
Appeal s Board. This authority has been del egated to an administrative |aw
judge. Once the terns of the agreenent are net, a statenent is placed on
file and available to the public for one year. The statenent nust identify
the debtor, reason for the conprom se, total unpaid anpbunt at issue, tota
anount paid under the conprom se and terns thereof. EDD is prohibited from
distributing lists or releasing information in connection with the cases.

If a tax debtor conceals property, withholds or falsifies any records with
respect to the taxpayer’'s financial condition, or fails to pay subsequent

tax liabilities, the conprom sed anbunt of the debt is reinstated and the

entire unpaid anount is due and payabl e.

The FTB does not have the adm nistrative authority to conpronise a tax debt, but
instead nust bring a civil action in court against the tax debtor, an authority
del egated by the Attorney CGeneral (AQ, as discussed bel ow.

Rel ated to an offer in conpromse is the ability to admnistratively settle
(reduce) a tax matter that is not final or due and payable and is in dispute.

The FTB, BCE, and IRS have administrative settlenment authority. The anount in

di spute may be the subject of a protest, appeal or a refund claim Settlenents
are determ ned based on the costs and risks associated with litigation of the
matter. For FTB, if the reduction in tax and penalties is in excess of $5,000,
reconmendati ons for approval are nade to the FTB, itself, after review by the AG
as to whether the recomendation is reasonable froman overall perspective. For
reducti ons under $5,000, the executive officer and chief counsel jointly approve
t he recommendations. There is a public record for settlements where tax and/or
penal ti es exceed $500. The record includes the taxpayer’s nane, the total anount
in dispute, the agreed anmount, the reason it is in the best interest of the
state, and, for those over $5,6000, the AG s opinion

If, in conjunction with an adm nistrative settlenent by the departnment, any
person conceal s property or generally withholds or falsifies any records with
respect to the taxpayer’'s financial condition in conjunction with a settl enent,
the person is guilty of a felony. Upon conviction, the person shall be fined up
to $50, 000 ($200,000 for banks and corporations), or inprisoned not nore than
three years, or both, and required to pay the costs of investigation and
prosecution. This crimnal penalty conforns to that provided under the IRC for
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settlenments (and conprom ses), except the anount of the fine is less for
Cali fornia purposes.

SPECI FI C FI NDI NGS

Under current |aw and FTB practice, taxes adm nistered by FTB may be conprom sed
only based on doubt as to the collectibility and through the AGs statutory
authority to obtain a judgnent against the tax debtor to collect the tax debt,
whi ch the AG has del egated to FTB for purposes of conprom sing the debt. After
the offer is reviewed for conpl eteness and reasonabl eness, FTB collects the
anmount offered and the review process commences, with final approval by the
executive officer and the chief counsel jointly. A stipulated judgnent is
obtained followed by the filing of a satisfaction of the judgnment when all terns
of the agreenent, including collateral agreenents, have been net.

As part of the offer in conprom se process, FTB staff nust prepare the |egal
documents, keep track of the court’s calendar for filing the docunents, and
submit payment of the court fees (costs). As the plaintiff in this civil action
the FTB i s responsi bl e for paying the court costs; however, as a condition of the
conmprom se, the tax debtor nmust agree to pay the court costs. The costs are then
paid by FTB fromthe anmount offered in conprom se. The court docunents, which
include a stipulation setting forth the terns of the conmprom se and whet her the
offer is based on the terns of a collateral agreenent, are a matter of public
record.

In the offer in conprom se procedure, FTB generally follows the I RS procedures
and EDD's law with respect to:

the terns of the offer, which requires the filing of tax returns and paynent
of taxes generally for five years follow ng the conprom se;

the process leading up to the acceptance of the offer, including high |evels
of review and

the refunding of rejected offers, at the taxpayer’s discretion and w thout

i nterest.

In determ ning whether an offer in conprom se is acceptable, EDD and I RS each
consider factors unique to the taxes that they adm nister, which are not
applicable to taxes adm nistered by FTB. Wth EDD, its taxpayers are al

busi nesses that have had enpl oyees and by statute nust be out of business; IRSis
constrained by a 10-year statute of limtation on collection. Therefore, because
these factors are inportant to EDD and | RS deci si on-maki ng, but not to FTB, there
may be cases where an offer could be acceptable to one agency but not others.

Recently, staff has reexam ned its perspective used in the offer in conpron se
process and has changed its practice so that staff is working toward better
comuni cation with taxpayers and their agents in resolving matters relative to
this process. Under current practice, staff expects to conprom se approximtely
200 cases for fiscal year 1998/99. In 1997/98 fewer than 100 cases were

conmprom sed, and in previous years only 12 to 24 cases were conprom sed.

This provision would provide FTB with adm nistrative authority to conprom se a
tax debt, comparable to the authority provided the IRS. For the smaller
conprom ses (reductions in tax of $7,500 or |ess), the executive officer and
chi ef counsel, jointly, could conprom se the debt or delegate the authority to
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others within the departnent. For those cases in which the reduction in tax
exceeds $7,500, the FTB, itself, would have the authority to conprom se the debt
upon recommendati on by staff. However, for those cases in which the reduction in
tax exceeds $7,500, but is less than $10,000, the FTB, by resolution, could

del egate to the executive officer and chief counsel, jointly, its authority to
conmprom se the debt. A public record would be placed on file, conparable to

t hose required by | aws governing EDD and IRS offers in conprom se and FTB' s
settlenment procedure. The record would include a summary statenment as to why the
comprom se would be in the best interest of the state.

In addition, this provision would provide clearly articul ated enforcenment tools
in the event of a default on the terns of the agreement, or if any person
conceal s property or generally withholds or falsifies any records with respect to
the taxpayer’s financial condition in conjunction with a conprom se.

| npl ement ati on Consi derati ons

This provision could be inplemented without significant changes in
procedures. Staff would no |longer be required to prepare the court
documents and conduct court-related activities, or issue checks for paynent
to the court. It is anticipated that the department under this provision
woul d process fewer additional paynents.

FI SCAL | MPACT

Depart nental Costs

As a result of this provision, the anount the departnent expends for its
costs related to the stipulated judgnents/civil actions process would be
saved, however, the anmount is anticipated to be insignificant in terns of
FTB' s total budget.

Tax Revenue Esti mate

The revenue savings fromthis provision would be mnimal, on the order of
$40, 000 annual ly.

Under this provision, for each case the departnent conprom ses, taxpayers
woul d pay the departnment the anount they would otherw se have paid in court
costs (averaging approximately $400). It is estimated that approximately
100 cases woul d be conprom sed annually. The court costs are $375 for one
def endant and $555 for two (married individuals who file joint returns).



