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SUBJECT: Enpl oyer Provided Health Care Credit/FTB Report to the Legislature

SUWVVARY OF BI LL

Under the Personal Income Tax Law (PITL) and the Bank and Corporation Tax Law
(B&CTL), this bill would provide eligible enployers a credit for amounts paid or
incurred to provide health coverage for eligible enployees and their

dependent (s). An eligible enployee would include an individual enployed
part-time, in California, and who earns $20 per hour or less (or its equivalent).

The Franchi se Tax Board (FTB) woul d be required to make an annual report to the
Legi slature and the Legislative Analyst on the nunber and costs of the tax credit
claimed pursuant to this bill

SUMVARY OF AMENDMENT

The May 4, 2000, anmendnents nmake numerous cl arifying changes.

The April 25, 2000, anendnents limt the definition of an eligible enployee to
those working part-tine (an average of at |east 16 hours, but |ess than 35 hours
per week).

The April 3, 2000, anmendnments del eted the provisions that woul d have provided a
credit relating to peak comute hours and added this enpl oyer-paid health
coverage credit.

EFFECTI VE DATE

This bill, as a tax levy, would be effective i medi ately upon enact nent.
However, it woul d be expressly operative for taxable and income years begi nni ng
on or after January 1, 2001, and before January 1, 2008.

LEG SLATI VE H STORY

AB 1262 (1999/2000), which proposed an Enpl oyer Provided Health Care Coverage
Credit, failed passage due to missing the deadline for passing out of the house
of origin. AB 1172 (1999), AB 2520 (1998), and AB 148 (1997) each proposed an
Enpl oyer Provided Health Care Credit for Farmworkers, and each failed passage in
policy commttee.

AB 1734 (2000) proposes a simlar enployer provided health care credit. However,
the AB 1734 credit is refundable, an eligible enployer would be Iimted to those
with no nore than 25 full-tine enpl oyees, and an eligible individual’s salary
would be limted to no nore than three tinmes the mni num wage.
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PROGRAM HI STORY/ BACKGROUND

In 1988 (SB 2260; Stats. 1988, Ch. 1521) a credit was enacted for snmall enpl oyers
(enployers with the equivalent of no nore than 25 “full-tinme” enployees) that
provi ded health coverage for their enployees. However, the |egislation was not
operative until January 1, 1990. The operative date was del ayed repeatedly (SB
107 (Stats. 1991, Ch. 103) and SB 617 (Stats. 1992, Ch. 699)) until the credit
ultimately was repeal ed before it becane operative (Stats. 1993, Ch. 74 and 75).

That earlier credit would have been the sum of:

(1) $25 per nonth per eligible individual, or 25% per nonth of the total
anmount paid or incurred for the health coverage, whichever was nore,

pl us

(2) for each dependent of an eligible individual, $25 per nonth or 25% of
the total paid or incurred for health coverage, whichever was nore.

(3) an additional $5 tax credit per nonth per eligible individual for each
of the two suppl enental benefits, as defined.

To qualify for that earlier credit under SB 2260, the small enployer woul d have
had to have:

(1) paid or incurred at |east 75% of the nonthly health coverage prem um
for the insured, for which the individual did not pay nore than 25%
and

(2) rmade participation available within 60 days of enploynent to al

el igible individuals, which could have included part-tinme or seasonal
enpl oyees if the enployer elected to cover such individuals.

SPECI FI C FI NDI NGS5

Under federal tax law, to which California conforns, an enployer's contribution

to an accident or health plan for the benefit of the enpl oyee, enployee's spouse
or dependents is not includable in the enployee's gross incone.

Exi sting federal and state tax |aws allow ordi nary and necessary busi ness
expenses to be deducted, which would include health care coverage prem uns paid
for enpl oyee accident or health plans.

Existing state tax |law specifies the division of a credit between enpl oyers who
share in the expenses that provide the basis for the credit.

Exi sting state and federal tax |aws provide various tax credits that are designed
to provide tax relief for taxpayers that incur certain expenses (e.g., child and
dependent care credit) or to influence behavior, including business practices and
decisions (e.g., research credits).

Exiting state and federal tax |laws provide a detailed definition for “dependent.”
In general, the first test is that the taxpayer must provide for over half of the
support for that individual. Secondly, there is a specific relationship test. In
general, a taxpayer’s spouse is not that taxpayer’s dependent.
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Exi sting federal and state |aws do not provide credits for any health care costs.

This bill would provide a credit for amounts paid or incurred during the taxable
or incone year by an eligible enployer to provide health coverage for an eligible
i ndi vidual or his/her dependent(s). An eligible individual would have to be
enployed in California at |east 16 hours but [ ess than 35 hours per week and at a
sal ary that does not exceed $20 per hour or its equivalent. An eligible enployer
nmust enploy during the year no nore than 50 enpl oyees, as defined. Participation
nmust be nade available to all eligible individuals. Finally, the bill specifies
an anti-abuse rule that woul d prohibit an enployer fromreorganizing its business
in any manner to circunvent the 50-enpl oyee |limtation.

The all owed credit would be the sum of:

(1) $75 per nonth per eligible individual or 25% of the total anobunt paid
or incurred per nonth for that health coverage, whichever is nore,

pl us

(2) $75 per nonth or 25% of the total anobunt paid or incurred per nonth
for health coverage for the covered individual’s dependent or
dependent's, whi chever is nore.

To qualify for this credit the enployer nust pay or incur at |east 80% of the
nont hly health coverage premiumfor the eligible individual or dependent(s), for
whi ch the individual does not pay nore than 20%

This bill specifies that no deduction would be allowed for the same expenses for
which the credit was all owed.

This bill specifies that any excess credit that exceeds the taxpayer's tax
l[iability may be carried over to subsequent years until exhausted.

This bill specifies the division of credit between enployers that share in the
expenses and anong partners in a partnershinp.

This bill, additionally, would require:

?? Specified governnmental agencies to furnish annually, or nore frequently upon
request, the FTB with lists of licensed health care service plans and
insurers authorized to transact disability insurance in California.

?? The FTB to nake an annual report to the Legislature and the Legislative
Anal yst on the nunber and costs of the tax credit clainmed pursuant to this
bill.

Pol i cy Consi deration

?? Under this bill, the credit of $75 per nonth for each dependent could
exceed what the enployer actually pays for a famly health coverage plan.
For exanple, an eligible enployer would be entitled to a credit that is
the greater of: $75 per nonth per the covered individual’s dependent or
dependents, or 25% of the costs paid or incurred per nonth per the
covered individual’' s dependent or dependents. |If a famly health
coverage plan for a famly of eight costs $500 per nonth, of which the
enpl oyer pays 80% the cost to the enpl oyer per nonth would be $400 ($500
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X 80% = $400). However, the enployer’s nonthly tax credit for providing
that famly plan would be $600 ($75 X 8 = $600).

?? Using the tax law definition of “dependent” for health coverage purposes
may have a | esser incentive effect than the author intends. For exanple,
covering a spouse of an eligible individual would not qualify the
enpl oyer for this credit as a spouse is not a taxpayer’s “dependent”
under the tax law definition. Additionally, a child of a noncustodi al
parent may not be that parent’s “dependent” under the tax |aw definition
yet that parent may be providing health coverage for that child.

| npl enent ati on Consi derati ons

Wth resolution of the follow ng inplenmentation consideration, the
provisions of this bill could be adm nistered w thout significant
difficulties.

Under the bill, the credit for the dependent coverage is allowed with
respect to a “covered” individual’ s dependent or dependents (page 2, line 34
and page 7, line 15). “Covered individual” is undefined, but is assuned to
refer to individuals provided with health coverage. This should be
clarified in the bill. 1In addition, it is unclear whether the health
coverage nust be provided by the eligible enployer and whether the *covered”
i ndi vi dual nust al so be an eligible individual

In subdivisions (g), for efficiency purposes, the list of plans and insurers
shoul d be available to FTB only “upon request,” rather than “at | east
annual ly or nore frequently, upon request.” See Anendnent 7.

Techni cal Consi der ati ons

The follow ng technical considerations have been identified:

1. In subdivisions (b) of the bill as anended, references to “subdivision
(g)” should be changed to subdivisions (f) consistent with the
relettering of the subdivisions. Reference to “subparagraph (A)” should
be del eted consistent with the elimnation of subparagraph (A) in the
bill as amended. See Amendnent 1 and 2.

2. In paragraphs (1) of subdivisions (f), the phrase “average nunber of
eligible individuals” should be revised to “nunber of enpl oyees” for
consistency in that the determ nation of an “eligible enployer” is based
on the nunber of “enployees,” not the nunber of “eligible individuals.”
In addition, this paragraph should be anended to nake it clear that the
year that is being neasured for purposes of determning an “eligible
enpl oyer” is the cal endar year imedi ately precedi ng the “begi nni ng of
the” enployer’s taxable year. See Amendnents 3, 4, and 5.

3. I n paragraphs (2) of subdivisions (f), the services should be |limted to
those perfornmed “in California” to be consistent with the requirenent
that the “eligible individual” be enployed in California. See Amendnent
6.
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LEG SLATI VELY MANDATED REPORTS

The FTB woul d be required to make an annual report to the Legislature and the
Legi sl ative Anal yst on the nunber and costs of the tax credit clainmed pursuant to
this bill. The Legislative Analyst would be required to report to the
Legi sl ature by Decenber 1, 2007, on the effectiveness of the tax credits.

FI SCAL | MPACT

Departnental Costs

This bill would not significantly increase FTB' s departnmental costs.

Tax Revenue Estinmte

The revenue inpact of this bill, under the assunptions discussed below, is
estimated to be as follows in applied credits:

Revenue | nmpact of AB 2765
Begi nning 1/1/2001
(I'm MIlions)
2000-1 | 2001-2 | 2002-3
Revenue | npact ($14) ($59) (%$99)

As with other analyses for health insurance tax credits, it is assuned that
in cases where the business has unitary affiliates firmsize would be based
on total enployees for the conbined group. This analysis does not account
for changes in enpl oyment, personal income, or gross state product that
could result fromthis bill.

Tax Revenue Di scussi on

Usi ng Enpl oynent Devel opnent Departnent data, it was estimated that about
50% of enpl oyees working in firms with no nore than 50 enpl oyees earned
hourly wages of $20 or less. Using the sane data source, the percentage of
part-time enpl oyees was projected to be about 20% Using data fromthe U S.
Smal | Busi ness Administration, it was estimated that about 25% of |ess than
full -time enpl oyees had heal th i nsurance coverage for whom enpl oyers
incurred at |east 75% of the cost. The cost of health insurance ($304 per
fam |y per nonth) was obtained froma study conducted by the University of
California. 1t was assuned that enployers on average would i ncur 85% of the
costs. An enployer incentive effect due to the credit was allowed starting
at around 5% and reaching 15% after three years. It was further assuned
that 80% of the credits could be used in the current year with the renaining
carried over to succeedi ng years.

BOARD PGCSI TI ON

Pendi ng.
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FRANCHI SE TAX BOARD S
PROPOSED AMENDMENTS TO AB 2765
As Anended May 4, 2000

AMENDMENT 1

On page 2, lines 23 and 27, and on page 7, lines 4 and 8, strikeout
“(g)” and at each instance thereof insert:

(f)
AVENDMENT 2
On page 2, line 26, and on page 7, line 7, strikeout “subparagraph (A
of
AVENDVENT 3
On page 3, strikeout line 35, and on page 8, strikeout line 10, and
i nsert:

year. The nunber of enployees
AMENDVENT 4
On page 3, line 40, and on page 8, line 15, after “the” insert:
begi nni ng of the
AVMENDVENT 5

On page 4, line 4, and on page 8, line 19, strike out “eligible
i ndi vidual” and insert:

enpl oyee
AMENDVMENT 6
On page 4, line 12, and on page 8, line 26, after “services” insert:
in California
AVENDVENT 7

On page 6, lines 13 and 14, and on page 10, lines 30 and 31, strikeout
“at | east annually, or nore frequently” and insert:



