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     BE IT REMEMBERED that on Tuesday, November 26, 

2002, commencing at the hour of 9:40 a.m., at the Board of Equalization, 450 N Street, Suite 121, Sacramento, California, before me, DANIEL P. FELDHAUS, CSR #6949, 

RDR and CRR, the following proceedings were held:

                         ‑‑oOo‑‑

     CHAIR CONNELL:  Sorry for my delay in arriving.  

I flew up from L.A. this morning, when the skies were a little windy.

     I call this meeting to order.  This is the meeting of the Franchise Tax Board.  

     And may I call for roll, please?

     MS. ROMO:  Member Chiang?

     MEMBER CHIANG:  Present.

     MS. ROMO:  Annette Porini, representing Member Gage?

     MEMBER PORINI:  Present.

     MS. ROMO:  Chair Connell?

     CHAIR CONNELL:  Present.

     The following items are on the agenda for the November 26th, 2002, FTB meeting scheduled.  And I would like to ask that all of you be aware that we're going to keep our comments to the required two- to three‑minute period today, so that we can facilitate as much participation by everyone in the audience as possible.

     If you have any written materials that you want to present to the Board, please present them to the left of where Pat Kusiak is sitting here today; and our staff will bring them to us.

     Can we start with the approval of the minutes?

     Mr. Goldberg?

     GERALD GOLDBERG:  The minutes are included in your Board binder.

     CHAIR CONNELL:  May I have a motion to approve the minutes, please?

     MEMBER CHIANG:  Motion.

     MEMBER PORINI:  Second.

     CHAIR CONNELL:  All right.  They've been moved and approved.  The minutes are unanimously approved.  

     Let's move to Item 2, which is "e‑filing."  And this is a discussion of the tax-lookup system and mathematical calculation capabilities of the California personal income tax forms.  And, Lisa Crowe, it's nice to see you.  Please present the item.

     MS. CROWE:  First, I wanted to give you an update of what other states are doing.

     CHAIR CONNELL:  Yes, thank you.  I requested that last time; and I see we have some people who wish to address us on that matter.  So if you can begin.

     MS. CROWE:  We know that 25 other states offer free direct secure Internet filing.  All but one of those states offer this service in an online interactive Web session.  All but one of these states offers the service with math calculations and with tax lookup.  All but  three of the states offer the service for all current‑year filers with no regard to the type of the form filed.

     CHAIR CONNELL:  Can you go through those numbers again, for members of our audience, so that they can be aware of the significance of what you're suggesting here?

     MS. CROWE:  Sure.  24 of the 25 states offer that service online in an interactive Web session.  

     24 of the 25 states offer the service ‑‑

     CHAIR CONNELL:  Are these large or small states?

     MS. CROWE:  They're medium-sized states.  I mean, New York is not a state offering this service to date, for example.

     CHAIR CONNELL:  Right.

     MS. CROWE:  Twenty-four of the 25 states offer the service with math calculations tax lookup.  All but 

three states offer the service for current‑year filers without regard to the form.  The majority of states 

offer these services in an interview‑type format; a question‑and‑answer‑type session; or in the remainder of the states, the other 12 offer it in a fill-in‑the‑blank type session, rather than a fill‑out‑the‑form session.

     CHAIR CONNELL:  Kind of like our standard Stanford 9 test now.  We don't dare go into essay form; right?  Too painful to our students.  We have to give them multiple choice.

     MEMBER CHIANG:  Let me interject.  

     Lisa, you indicated that they offered it in an interactive form and also provided it also in an interview form?

     MS. CROWE:  The session itself, how you complete the application, is online, realtime; so that you're actually hooked on to the Internet.

     The experience of the taxpayer is, for the majority of the states, answering questions.  For example, what is your Social Security number, what are your wages, what was your withholding -- versus filling out a form and filling in the blanks.

     MEMBER CHIANG:  So not interactive, as the young people describe "interactive," that you're actually chatting with somebody?

     MS. CROWE:  Yes, correct, correct.  Yes, it's not an online chat.  That's correct.  


It's more like and comparable to --

     CHAIR CONNELL:  Lisa, I think this is a new opportunity for you, now that John has raised this specter.  I mean, I can see you developing, you know, 

one of those great telephone voices and, you know, being the Internet chat guru for the FTB.

     MS. CROWE:  That would be interesting.

     MEMBER CHIANG:  You could advertise it on the FTB Web site, "Call Lisa."  

     CHAIR CONNELL:  Yes, Lisa, you could give them personal information of what color you're wearing on a certain day, so people can feel more comfortable with you, as they chat with you about their personal tax information.

     MEMBER CHIANG:  Well, Dr. Connell, if you notice, she's very sensitive to your color tastes.

     CHAIR CONNELL:  Yes, I know, she has purple on today, for those who can't see her coloring.

     MS. CROWE:  If that would get more people to use this, I'd be all for it.

     CHAIR CONNELL:  Yes.


MS. CROWE:  The last thing I wanted to mention is that we have talked with 11 of these states, as well 

as the Federation of Tax Administrators; and states are planning to continue these services, even in light of the federal consortium that's being developed and planned for deployment in January.  

     And two additional states plan to offer the same interactive, doing the math online for 2003.

     CHAIR CONNELL:  Who are they?

     MS. CROWE:  Oregon and New Hampshire.

     MEMBER CHIANG:  Lisa, you answered the first half of my question.  

     How did you define "interview"?

     MS. CROWE:  Question and answer.

     MEMBER CHIANG:  Okay.

     GERALD GOLDBERG:  Again, they're not the types of ‑‑ this is as contrasted with an interview that an Intuit or an H & R Block might offer.  Very different.

     MEMBER CHIANG:  I just wanted it delineated, and make sure it was made clear to those in attendance and those who may be indicating so to other people.

     MS. CROWE:  Yes, there's no tax preparation, you know, queries, i.e., you could take more itemized deductions, there's none of that in any of these applications for other states.  It's very factual.  The taxpayer enters the ‑‑

     CHAIR CONNELL:  Well, they're not doing tax advice, which we talked about before, nor will we.

     MS. CROWE:  That's correct.

     CHAIR CONNELL:  You know tax advice is something 

the private sector needs to provide at a service cost to an individual who wishes to have that additional assistance.

     MS. CROWE:  That's correct.

     CHAIR CONNELL:  Does that complete your report, Lisa?

     MS. CROWE:  Yes, as far as other states goes.

     CHAIR CONNELL:  We now have a number of people who wish to speak, so I will call you each forward.

     We have Greg Turner, we have Roger Dillon, and we have Lenny Goldberg.

     Let's start with Greg Turner.

     MR. TURNER:  Thank you, Madam Chair and Members.  Greg Turner with the California Taxpayers' Association.

     As we have commented on e‑filing a number of times in the last couple of years, our issues around e‑filing is one that we believe that e‑filing is good for California taxpayers.  It promotes efficient administration.  So I think our goal is, I think, consistent with that of the Board.

     We certainly have supported more of a public‑private partnership in the development of that system, as opposed to a government‑only solution, which staff has proposed in the past.  I think some of the other states have adopted the model.

     We found encouraging the development of the IRS model, in more of ‑‑ they called it the "consortium 

wars" -- in an attempt to try to develop between the public and private sector a way to promote e‑filing, that's cost‑effective for taxpayers.

     I mean, we have always looked at this system as a way to promote e‑filing that does it in a way that is the cheapest overall for taxpayers.  It's the most efficient for the state to deploy.  And that, as we've looked at it, has always been in the context of a partnership between the public and private sector.

     We have been concerned about the investment of scarce taxpayer dollars into the development of essentially a software program by the Franchise Tax Board, to provide "soup to nuts," as it were, an online filing system for taxpayers.

     And so, you know, we certainly would enjoy to continue to participate in any of the discussion with 

the Board in terms of how to try to provide that system.  But, you know, we think that the public‑private partnership is the way to go.

     And mentioning some of the states, I certainly have not tracked all the states and their activities.  It was my understanding that a couple of them have decided to 

go the route of the IRS model, which in some respects, makes sense, given how much our income tax system is driven off the federal, particularly on the PIT side; that it would make sense.  And I know the Chair had certainly had lots of communication with the IRS, but it seems to make sense that we would work in conjunction with them as opposed to chart our own course in this matter.

     CHAIR CONNELL:  Well, in fact, the difficulty that we had, as you know, having chaired that effort ‑‑ 

Mr. Goldberg can comment on this as well ‑‑ for, what, eight months ‑‑ didn't we make an effort for eight months?

     Isn't that right, Mr. Goldberg?

     GERALD GOLDBERG:  That's right.

     CHAIR CONNELL:  And I have careful minutes of each of the eight months of proceedings.  So I have probably committed maybe a total of 30 hours of my personal time which, as Controller, is an extraordinary commitment of time to a single issue, personally present at meetings to try to facilitate a memorandum of understanding with the private sector to find that we really made very little headway, much to my dismay and discouragement.  

     And I found that each time we tried to make headway on this matter, everyone kept saying, "Let's wait until the federal government takes action."  And then, of course, when the federal government took action, we found that the very vendors who signed the federal government's consortium agreement, were unwilling to necessarily agree to the same kind of free services for Californians.  And it is not appropriate for our taxpayers to be paying 

a fee to file their taxes, which they have a legal obligation to achieve.

     So, I mean, if we cannot get free services, we have failed in eight months of negotiation with the private sector to achieve what I had hoped we could achieve.

     MR. TURNER:  I think we, at least, participated in some of that as well.  I guess I had not come to the same end, that the free filing was something objected to by  industry.  Certainly not by us as a participating member of that.  Nevertheless ‑‑

     CHAIR CONNELL:  Well, nevertheless, we've come to the same course result.  We are now in the month of November, December, almost; and we have not gotten an agreement for free filing, nor any indication that that is on the horizon, which is really unfortunate; nor do 

we have any understanding of actually how the federal tax filing system is going to work.

     You are correct.  I've had conversations with the IRS, as has Mr. Goldberg, and no one is really sure how they're going to monitor.  It's a good faith effort.  There's no way of making sure that you're going to monitor ‑‑ how that's going to be monitored, the cost of monitoring it.  And there's no assurance that the free filing is going to occur at the level that people had anticipated that it would.  And all of that becomes, as you can imagine, troublesome in trying to explain this 

to legislative leaders who have already articulated a very strong position on this matter.

     But I certainly appreciate the effort that your organization has made over the last eight months, in trying to move this issue forward.

     MR. TURNER:  We will continue to do that.  I think that, you know, in the long‑term, we have an interest in making sure that Californians can e‑file.  And we just would like to see that done as efficiently as possible.  We would hope that the Board would continue to look at the IRS model, and not, I guess, chart an entirely new course at this point, without at least some opportunity for us to have input on how that might be done.

     And so, you know, if ‑‑ I don't know what the Board's intention is today to do, in terms of taking action to chart that new course.  We have, you know, certainly some concerns about abandoning that process; that we have, you know, spent a great amount of time working on at this point.  And we would hope that if it's the intent of the Board to chart a new course, that we be given at least some time to be able to comment more fully on what the implications of that might be for the taxpayers, collectively, in terms of the costs of that kind of a system, especially in the context of the current state budget situation.

     So thank you.

     CHAIR CONNELL:  Thank you.

     MEMBER CHIANG:  Let me add to Dr. Connell's comments.  

     When the discussions were taking place for the consortium involving the Internal Revenue Service, some of the taxpayers that provide these services were lobbying me to kill it here in California.  So they ‑‑ and to let me add a second point, which ‑‑

     MR. TURNER:  To kill California's adoption of ‑‑

     MEMBER CHIANG:  A similar type of consortium here in California, at least at this point in time.

     MR. TURNER:  Wow.  I wasn't aware of that.

     MEMBER CHIANG:  Secondly, I found it especially atrocious, when we talk about public‑private partnerships, that in further discussions, when they're talking about the use of the Franchise Tax Board's Web site in any possible public‑private partnership, that their banner ‑‑ private‑public Web site should be used 

as the principal advertising for those public companies.  And they said that was, to many of them, non‑negotiable.  I don't think when people pop onto a public sector 

Web site, that they should be reading, at first blush, the Web site of a private company.  You know, it is not the responsibilities of the taxpayers of the State of California to finance for‑profit ventures.  And I think taxpayers of the State of California would find that, 

you know, a terrible dereliction of duties of their public servants.

     MR. TURNER:  I guess I don't understand your reaction to that.  I'm not sure specifically what they were requesting that you do.  But my understanding of it was that, in order to essentially allow the FTB's online system to take advantage of the experience, essentially, of the private sector in providing the software ‑‑

     MEMBER CHIANG:  If you pop on there and you would see those companies' specific names, "service provided by." 

     MR. TURNER:  That's essentially the vehicle by which you know if you go to the FTB, if you want to file online, that this is the way that you can take advantage of that, whether in the context of a free‑filing system or whether it be part of a paid system to do that.  But that seems to make sense in the context of, you know, trying to ensure that people come to the FTB's Web 

site ‑‑ I don't know if it's the front page, but the e‑filing page, essentially; and to be able to file their taxes online, that they have these options that the 

FTB is working in conjunction with these companies to provide that system.

     MEMBER CHIANG:  Well, you point out a critical point.  If they're working in conjunction with the Franchise Tax Board, they wanted the Franchise Tax Board Web site to advertise their services.  If you're working as a partnership and it's the Franchise Tax Board's Web site that they're working with you; then I don't see any problem with a small banner or some indication that it is your company.  

     But I find it absolutely outrageous ‑‑

     MR. TURNER:  When you use the word "advertising,"

I don't know how that differentiates ‑‑ I mean, you have certainly an understanding ‑‑

     MEMBER CHIANG:  If I go onto a Greg Turner Web site, you know, I offer you some service; but all the advertising is a John Chiang banner, and you're providing the costs and you're being financed by the taxpayers of the State of California.

     So the last thing it ought to be, if I'm a private sector operator, trying to eventually gain market share from the taxpayers of the State of California, that it's me on that page.

     MR. TURNER:  My understanding of it was that ‑‑ and you may have been provided some other model other than what I saw; but my understanding of the circumstance would be simply that you have the number of vendors that provide the service; and that they would ‑‑ when you go to the FTB's Web site, essentially, you are presented with the listing or the logos of whoever those identities were.  In terms of the extent of the advertising would 

be, I wasn't aware that such was the nature of what was being proposed, as much as it was that when you go to the FTB's Web site, that you're going to be presented with essentially a portal, a way to go to identify a provider that you would wish to file your taxes through and that you would pick them from that list, whether it be a logo or a text of some kind.  I wasn't aware of the more prominent logo or advertising that you were referring to.

     CHAIR CONNELL:  Why don't we move on, if you don't mind?

     MEMBER CHIANG:  No problem.

     CHAIR CONNELL:  Thank you, Greg.

     We now have Roger Dillon from Senator John Burton's office.

     And could you please come forward?

     Mr. Burton has been kind enough to send me a letter, which I believe I circulated or it went to all three of us ‑‑ I guess it was for all three.

     MEMBER CHIANG:  It was to all three.

     CHAIR CONNELL:  And I have subsequently had a conversation -- in fact, I've had more than one conversation with Senator Burton regarding this matter.

     It's nice to have you here this morning.

     MR. DILLON:  Thank you very much.

     Actually, Senator Burton asked me to come and read a statement, which is essentially the letter that you got.  So I hope you indulge me while I do that.  I'm responding to his direct request.

     CHAIR CONNELL:  Yes.

     MR. DILLON:  And this is pretty short, so it won't take any time at all.

     "Dear Members of the Franchise Tax Board:

     "I understand that the subject of e‑filing for California taxpayers will come up again at an FTB meeting scheduled for November 26th.  At this meeting, I trust that any action taken by the Board will be based on the primary consideration of what is best for Californians who want to e‑file.  As you know, what we have now is far short of what Californians deserve.  Documents and testimony presented at previous meetings on this subject show that California's behind many other states in facilitating online tax filing.

     "Harley Duncan, Executive Director of the Federation of Tax Administrators, had earlier predicted that the California e‑filing system, quote, 'will be cumbersome,' and he noted that, quote, 'Other states have tried to make the online tax experience more like the online shopping experience.'

     "I've been encouraged by some of the more recent developments, with respect to this matter.  The Senate, late this summer, rejected legislation that would have placed into California code the language of the so‑called MOU that tied the hands of the FTB and severely restricted the ability of the agency to serve California online filers.

     "In addition, your action as FTB members at the October board meeting, to begin to allow taxpayer access to tax tables and arithmetic calculation functions was certainly a positive step.  However, taxpayers are still required to download the forms, fill in the forms offline, and then go back online to submit the forms.  All other types of computer transactions, like making a purchase through Amazon.com, joining an organization, 

et cetera, can be done by Californians in one step online.  

     "In addition, online filing is limited to the 

540 2EZ form, whereas other states allow access to many other forms.

     "If it were left up to some, the State's e‑filing Web site would be little more than an advertising platform for commercial companies seeking taxpayer business.  It appears that at the federal level, the Department of Treasury may, unfortunately, be adopting this approach through what it calls its consortium program.

     "While I have no serious objection to limited 

Web links to commercial sites, I do not believe the 

State should abdicate its responsibilities to provide 

the services Californians would expect.

     "The Web continues to involve and expand, and we do not know what preferences our citizens will develop in the future.  It seems to me that we ought to maximize rather than minimize the number of options available to taxpayers.  Some will choose to rely on the basic state service or may not be able to afford anything else; others will choose private providers.  But certainly the state is not going to put the private tax preparation software companies out of business.  These companies will undoubtedly always have a corner on the market of providing tax advice to taxpayers, in addition to tax preparation.

     "I urge you to move forward now to enhance the state's online filing system.  Other legislators and 

I am prepared to assist you in this effort.

     "Peace and friendship,

     "John Burton, President Pro Tem, The Senate."

     CHAIR CONNELL:  Thank you.

     And I have also had an opportunity to have dialogue with Senator Joe Dunn, who has been a leader in this matter.  And I have received his assurance that he agrees with Senator Burton, and, in fact, will be making an effort to move this discussion forward as part of his review of the matters.  

     And I think when he reviews budgets this year, 

Mr. Goldberg, he is going to be looking at this issue as a signature of whether we have progressed forward effectively in our obligations to the taxpayers of California.

     I want to thank you and thank the Senator, 

Mr. Dillon.

     Are there any questions regarding that, John?

     MEMBER CHIANG:  Not to the Honorable Senator's office, but to Jerry.

     Jerry, we received correspondence from 

Assembly Member Cohn, and on a previous occasion from Assembly Member Chavez.  And in Assembly Member Cohn's subsequent letter, if I recall correctly, she indicated that she was not ‑‑ her issues were not responded to.

     I received a courtesy call from the Speaker's office yesterday, indicating that they wanted to reiterate the concern of Assembly Members Cohn and Chavez, and they would like an appropriate response to their issues.  

     I think one of the key issues in Senator ‑‑ or strike that ‑‑ Assembly Member Cohn's letter was the issue of privacy.  I would appreciate it, if it's the majority sense of this Board, that you provide a response.  You know, it is professional.  It is courteous.  They are very concerned.  I think those matters are to be addressed in public.  I think we did have a discussion about the privacy matters, and those she represents, and those she articulates a view for, 

can advance forward.

     I don't initially share her assessment.  You know, recording keystrokes, first of all, we do not have the budget for recording keystrokes.  We've indicated that we would not record keystrokes.  

     Thirdly, recording keystrokes, for me, unless somebody can explain it, tells me absolutely nothing about people's financial positions.  If you accidentally or purposely hit a "2" and change it to a "1," that doesn't mean to me that you've increased tax liability or reduced tax liability.  But I think we need to respond, so that if somebody can advance forward a response to my question, then that should be discussed in the public domain.  

     So I'm encouraging you to please provide a response, so we don't all need to say we're responding to our colleagues down the street.

     GERALD GOLDBERG:  My apologies ‑‑

     CHAIR CONNELL:  I think it's a broader issue, 

Mr. Goldberg, if I might say, as Chair, is that I'm not responding to a single Assemblyperson's letter.  I think it would be helpful to put together a journal of the  efforts we have made, the extended efforts we have made since 1999.  I would like a summary of the extended efforts that we have made as a board to resolve this issue.

     Now, we have been engaged in this subject now, 

as Annette will remember, since 1999.  I would like 

a complete letter sent to every member of the 

Legislature ‑‑ every member, Mr. Goldberg.  The new members will need to be updated and informed ‑‑ or should be informed; and the others need to be updated, as to the tremendous effort that we have engaged in here to deal with this privacy concern, to deal with the issue of costs and efficiency, to deal with the most important issue of customer convenience and service.  All three of those issues need to be addressed in your response.  And when you do that, make sure that you put a call in to 

the Speaker's office, so that the Speaker also is aware.  I understand there's a letter -- I have not yet seen it from the Speaker as well.  This current speaker.  We had a letter from the previous two speakers as well on this matter ‑‑ maybe three ‑‑ since there have been a number of speakers that have been in office since we've begun this journey.  I would like that also courteously addressed, so that they are aware of what our sense is on this matter.

     Now, would you like to spend a moment talking about the privacy concerns, Mr. Goldberg, so that we have a public response on this record?

     GERALD GOLDBERG:  I'd be delighted to.  I would ask that Lisa and John Davies assist me in this regard.

     But first, let me say most directly, I'd be very pleased to ‑‑ and I apologize if we had overlooked a response to Assembly Members Chavez and Cohn.  We will certainly deal with that directly, as well as, of course, prepare the letter that the Chair is requesting.

     CHAIR CONNELL:  I think that is appropriate, so that everyone knows.

     GERALD GOLDBERG:  Yes.  I certainly concur that it would be most appropriate that we have a record ‑‑ a public record of what has transpired with regard to this whole issue of e‑file.

     With regard to privacy, the Franchise Tax Board has great pride in the efforts it has taken to ensure the privacy of taxpayers.  We, I think, are in the lead among state agencies in terms of the steps we have taken with regard to ensuring taxpayer privacy.  Specifically with regard to e‑file, we were most concerned with the allegations that we might, in fact, track keystrokes.  

     Obviously, I concur with Member Chiang that there's no apparent reason why we would want to do that; but nonetheless, that allegation was made.

     On the record, I'd like to state unequivocally, that the Franchise Tax Board staff has absolutely no intention whatsoever of tracking keystrokes, whether it's on the Form 2EZ or whether it is on any form.  That is not our interest; it's not in the public's interest that we do so.  And we'd be very pleased if legislation were introduced and enacted that penalized us if we did so.

     CHAIR CONNELL:  In fact, I do believe that was the discussion last year ‑‑ I don't mean to interrupt you, Mr. Goldberg ‑‑ and I do remember your testimony in that regard, that we would be supportive of that.  And I believe all members of the Board last year indicated that as well.  I think that was in 2001, when that matter came up.  But I do want to just reference here, it's hard to recall all the various journeys that we have made, as we've gone down this road, since 1999.

     But Senator Peace was very engaged, as you recall about this on this matter, up until his recent departure from the Legislature and, in fact, wrote a rather scathing letter about a year ago on this matter asking us to withdraw from doing anything until the privacy concerns were addressed.  

    I've spent a great deal of time in this last year working on the privacy issues, and addressing what I believe were Senator Peace's concerns.

     I know that, prior to his ending his term of 

office ‑‑ in fact, this summer ‑‑ he had extended conversations with you, Mr. Goldberg, and with me and others, indicating that his concerns had, indeed, been resolved.  And I think he's been quoted in a couple papers ‑‑ in fact, journalists have quoted him as saying that he is now very comfortable that the privacy issues have been addressed, and that there is no concern ‑‑ 

Mr. Hertzberg, who was the prior speaker to the current Mr. Wesson, had the same kind of concerns which he raised, and those were addressed; and he withdrew his concerns subsequently as well.

     So I think we have gone through that process of reassuring.  I do think we should always reassure people about privacy.  But I do think that issue has been addressed.  In fact, it was the reason that I pulled 

back -- as you know, Mr. Goldberg -- from doing anything in the last tax‑filing season because there was such a dramatic fear that we would in any way embark on a program that would capture information that could later be used in an audit chain.

     And once we got that resolved, I think we were able to move forward comfortably.

     I do want to call on Mr. Goldberg, who has been very patient as a speaker.  And if anyone else wants to address the Board on this, I want to remind you all that this is a public meeting and you do have an opportunity to address the Board.  But you do need to sign in, if you wish to do so.

     Mr. Goldberg ‑‑ Mr. Jerry Goldberg, before Lenny Goldberg is preparing to ‑‑ your twin ‑‑ is preparing here to speak, could you ‑‑

     MEMBER CHIANG:  They are clearly not twins.

     CHAIR CONNELL:  No, but they have the same hair color.  They have glasses.

     GERALD GOLDBERG:  We go to the same salon.

     CHAIR CONNELL:  Oh, the salon.  And you both have glasses.  You must both go to the same eye doctor as well.

     If you could focus on the next question I'm going to ask you, which is the cost factor.  I know that is a concern, and I want to get that on the record today.

     Mr. Goldberg, could you identify yourself for the record, please?

     MEMBER PORINI:  Excuse me --

     CHAIR CONNELL:  I'm sorry.  Annette?

     MEMBER PORINI:  Just in terms of the privacy issue, we had extensive discussion before, and I need some clarification because you, Mr. Goldberg, and Controller Connell, engaged in the conversation with Senator Peace.

     But he removed his concerns about privacy, I believe, because of what was envisioned in the MOU.  And since I haven't yet heard a proposal going forward today, I just want to make certain that that's the case, because the MOU may be completely different than the proposal before us today. 

     Is that true?

     GERALD GOLDBERG:  I believe the senator removed his objections, largely because what we were talking about at that time was a downloadable form, as opposed to having math functionality and tax-lookup functionality.  I certainly had no objections to those.  And whether he has moved away from his position with regard to it being downloadable or not, I'm uncertain.  But certainly at that meeting that I had with him, he was well‑satisfied with the way we had addressed his privacy concerns.

     MEMBER CHIANG:  I want to reemphasize my point.  I would move forward with what Dr. Connell proposed in regards to sending all the members of the Legislature, including the newly elected members of the Legislature a compendium of the efforts of the Franchise Tax Board in this area.  However, I do want to highlight ‑‑ I want direct responses to the two members of the Legislature that had submitted specific questions to the agency.

     CHAIR CONNELL:  I think that's understood.

     Okay, Mr. Goldberg?

     LENNY GOLDBERG:  Lenny Goldberg, California Tax Reform Association.

     I have little to add, but I do want to say, this has been a pretty long journey.

     The first meeting we had, I believe ‑‑

     CHAIR CONNELL:  Is that why you're now balding and gray?

     LENNY GOLDBERG:  Yes ‑‑ for other reasons, really.

     We met in San Diego at an FTB meeting; and my client, Beth Givens, of the Privacy Rights Clearinghouse, we had extensive discussion about the privacy issues.  And I think that's one of the reasons why it has taken so long to get to this point.

     We have maintained, from the beginning, that the free online filing to the maximum extent feasible is a win‑win, insofar as it's cheaper for the Franchise Tax Board.  It's certainly easier than lining up at the post office.  And I think the one glitch that's potential here is the late‑night crowd on April 15th.  But other than ‑‑ and to make sure that there's capacity to meet late demand, because they'll show up in a number of other systems.

     We appreciate the nationwide survey.  We've been looking at these issues for a while and believe that this is definitely the way to go.

     I also would agree with you, I think that we had ‑‑ out of that original effort, we sponsored the tax filing privacy bill ‑‑ Tax Record Privacy bill of Senator Dunn. And then in subsequent iterations, which passed and was signed by the Governor, we also wanted to make sure ‑‑ want to make sure, and will continue to seek language that pretty much locks down what the FTB has stipulated, which is:  No use of any temporary files, perfectly private storage until such point as the taxpayer says, "send."  So we do think that those privacy concerns -- while I think were somewhat overblown because we don't believe that the FTB ever had an intention of mining that data inappropriately -- we will seek statutory assurances, so that taxpayers have the greatest privacy assurances and the greatest convenience available to them.

     So we thank you for these many years of effort.  And hopefully, we've gotten to a point that will be taxpayer‑friendly and free to taxpayers.  And that's been a major concern.

     It's a burden to pay your taxes.  Nobody likes it.  It should be as free ‑‑ it should not cost any money, if that's the taxpayer's decision; and it should be as convenient as possible.

     Thank you.

     CHAIR CONNELL:  I guess it's appropriate to point out at this juncture that the Franchise Tax Board has, I believe, Lenny, an affirmative obligation to administer the personal income tax laws; and, indeed, has the obligation to distribute the forms for returns and declarations in such a way that it is convenient and efficient, and where it maximizes taxpayer privacy.  And that is why we have had this arduous discussion of making sure that there is no way that the information that the taxpayer does not wish to send to the Franchise Tax Board is captured during that process.

     And I feel that I've become more informed than I ever wish to be on all the computer jargon that is out there  you know, encryption, et cetera, that exists in order to assure that our supreme obligation to the taxpayer is maintained.  And I am delighted to hear that you intend to move forward on that effort, because we have nothing to fear.  We want to make sure that the intent of this Board and future boards, the intent of this staff and any future staff, remain centered; that we do not overstep the authorities that are going to be given to the Franchise Tax Board.

     LENNY GOLDBERG:  Thank you very much.

     CHAIR CONNELL:  Thank you.

     Now, I see  yes?

     GERALD GOLDBERG:  You asked a question with regard to costs.

     CHAIR CONNELL:  Yes.

     GERALD GOLDBERG:  And Lisa Crowe will be happy to respond.

     CHAIR CONNELL:  Good.  

     Lisa?

     MS. CROWE:  Directly speaking for any additional form type, since we already have the 2EZ out there, for any additional form type that we would add in either a downloadable or online environment, roughly, 100,000 dollars cost per form, we would achieve our return on investment when we receive 125,000 ‑‑

     CHAIR CONNELL:  What is that again, all these numbers that are circulating?

     MS. CROWE:  Roughly, 100,000 dollars cost to develop, per form, whether it's downloaded or developed online.

     CHAIR CONNELL:  Okay.

     MS. CROWE:  We would receive our return on investment when we receive approximately 125,000 returns through that, whether it's online or downloadable.

     MEMBER CHIANG:  A dollar per return?

     MS. CROWE:  Roughly.

     CHAIR CONNELL:  And you realize that 125,000 is nothing because you have millions of returns that are circulating in each of these forms.

     MS. CROWE:  That's correct.

     CHAIR CONNELL:  And, of course, you have multiple ‑‑ I mean, infinite years that would be calculated there.

     MS. CROWE:  That's correct, that's correct.

     MEMBER PORINI:  And this estimate is based on the 2EZ Form?

     MS. CROWE:  It is.  It's based on our experience with the 2EZ Form, in bringing that up in a downloadable environment.

     CHAIR CONNELL:  Okay, thank you for that information.

     We do have another request to speak from C.C. Chen.

     C.C., where are you?

     Welcome.  

     C.C. has been a committed member of our working group, to try to help us on this issue, and a fine individual entrepreneur.

     It's nice to see you.

     MR. CHEN:  Thanks.  Thanks for giving me the opportunity to express our view.

     CHAIR CONNELL:  Certainly.

     MR. CHEN:  We actually are a fairly new company in the area of e‑file.  And I think the way the Franchise Tax Board is going towards developing an online system, I personally would be against it because I would be against competing with a company.  

     But what I really want to say is that the cost, just as Lisa just said, for example, a 100,000‑dollar form, we would say in our development, 100,000 dollars probably covers a lot of forms already, because we have developed a system that's already working to be downloadable, so they can e‑file already.

     But that's not my point.  My point is that in addition to developing an online e‑file system, right now, the California return, 540 return requires attachment of 1040s, which means if an online system or a system is going to be developed, if nothing is done to change that requirement, then the Franchise Tax Board would have to develop a system that would accommodate several returns as well.

     As I stated from the beginning, we are against the state developing the system on its own because we think it's actually a little more complex than just looking at it.  Because the reason why we say that is we're a new company; but we have done both the federal, the state, and we did a lot of development on the business e‑filing area  we did the federal Form 941.  We've even done something with the California EDD on the DE-6.  And any software is going to have bugs.

     Now, the decision comes that the legislation are now finalized at a later part of the year.  And everybody scrambles to get everything done.  When the season starts, pretty much if you look at ‑‑ if you go buy a TurboTax at, say, the beginning of January or February, it probably has a lot of bugs in there.  Maybe that's not fair to the Intuit person; but if they're here today, they probably will not disagree with me.

     If the state does decide to go into this business, if things happen or if there are bugs, the implication would be much wider than a small private company that's having problems.  Because right now, you'll be dealing with the citizens or the residents of California, who is going to have a much bigger problem to resolve.

     But regardless ‑‑ coming back to my point, I was trying to make a suggestion that if the State does decide to go ahead with the development, we want to see at least the field being level, because if the 1040 form attachment requirement can be reviewed and considered and identified to require only critical data, which has been done with the 540 2EZ, then it will be at least little bit easier for a private company to develop something that's ‑‑ even though we say we will add more value, 

it's going to be difficult, but still there's a chance.

     At least from our point of view, we don't want to get into the same situation where we develop, based on one sets of specifications; and then later on, we found out the specification could be much simpler.  And then 

we have a complicated system, yet the Franchise Tax Board has a much simpler system.

     That's really my key point is that if the State is going to proceed, it's probably a very good time right now to look at it and review the requirements on the 

1040 attachment.  

     As a simple example ‑‑

     CHAIR CONNELL:  Now, that's very good input.  I don't mean to interrupt ‑‑ are you finished?

     MR. CHEN:  No problem.  Yes.

     CHAIR CONNELL:  Thank you, C.C.

     Jerry, how do you respond?  I think that's a good suggestion.

     GERALD GOLDBERG:  Both suggestions are very good. 

     First off, I want to say that I don't foresee that the Franchise Tax Board is ever going to be in the business of providing tax advice, such that the risk of the bug is probably more with tax advice than it is with the form itself; although, obviously, there can be bugs in the form.

     It's clearly an issue, clearly a concern, which we will continually have to monitor.

     With regard to the requirement that the 1040 be attached, if you have certain schedules included, we're very mindful of that.  And certainly we will work with industry.  We want to partner with industry.  I don't think that's an inappropriate term.  We appreciate your concerns with regard to a level playing field.  And most certainly we'll work with that in mind.

     We're not after putting anyone out of business; we're simply after making certain that California taxpayers have a reasonable way to file directly with us.

     MEMBER CHIANG:  I think the Board members are sensitive to the liability issues, if we engaged in tax advice.  And it's clearly  you know, many of us have drawn the line between responsibilities of a public‑sector agency and those who engage in for‑profit ventures.  So we are careful not to step over so that the taxpayers of the state of California are responsible for errors committed by those in their service.

     MR. CHEN:  Fine.

     CHAIR CONNELL:  Thank you.  I appreciate that.

     Is there anyone else now who wants to address the Board on this matter?  I know some of you are anxious that we move on to other matters.

     Let me just start with some introductory comments here before we start discussing any potential motions the Board might have.  I have long been an advocate, for those of you who know, of e‑filing.  

     I believe, Jerry, we have, what, a little over 

14 million, 14.1 million personal income tax returns each year.  And as I said earlier, we're charged with the statute of prescribing the form and manner of that filing.  And over the years, we have adopted what I think are some really great customer services, and I wanted to thank the staff for that.

     Remember, when I came into office -- I know my hair at least hasn't turned gray, Jerry; but I appreciate the commitment of your staff.  I came into office and said, at my first meeting almost eight years ago, that I wanted this to be a discussion of customer service.  And I think we've come a long way in that effort.  And to really make the signature of my terms in office ‑‑ and I have been fortunate to serve two ‑‑ to really make it much more comfortable for taxpayers to approach this Board, to feel comfortable asking questions regarding their tax obligations; but also to make it easier for people to file.  And I think we've done that, first with telephone filing, which we call "TeleFile," and then more recently with the electronic filing; and then, of course, with the direct electronic filing of the 540 2EZ tax form, which, you know, to me has been a remarkable gift to that group of taxpayers, both the shortness of the form ‑‑ remember the many discussions we've had debating whether we could get it squeezed down.  I put it on the Oprah Winfrey diet several times, and I think it finally accomplished what 

I wanted it to.  I think it's now 16 lines ‑‑ is it 

16 lines or 19 lines?  It's pretty short.  And now with 

a math calculation and tax-lookup, it really does what 

I think it needs to do.

     But now we're at a point where we're talking today, I think, with our Board about how we expand this.  And to me, e‑filing is just the natural way to go.  It's just a question of how much of it we do ourselves and how much we allow other people in the private sector to do as a service to the taxpayers.  I think there are less errors on the part of the taxpayers when we file electronically.  We have proven that, so that is a savings that we factor in, Jerry, when we talk about savings.

     It is also easier for us to receive those files from a taxpayer; and, therefore, we have ‑‑ I know the unions will not want to hear this, but we have less personnel hours involved in actually reviewing e‑file taxes.  

     And so over a period of time, you're going to see 

a drop-off in the man hours -- or woman hours or people hours, whatever you want to term it -- as people begin to ramp up and send in, I think, their forms by e‑filing.

     And I would really hope by the end of the next controller's first term of office, that we really see a vast majority of Californians filing by e‑taxes.

     I'd like to refer back to what Senator Burton said in his letter, because I've read that letter over several times; and I think it was very instructive in terms of the journey we've made here.  

     And I like the comment in his letter, "What we have now is far short of what Californians deserve."  And I think that's where I am today.  And this has been a difficult journey for me.  It has not been easy.  Coming from the private sector, I think I'm the first controller who has been a businesswoman, who has run her own company.  So I understand C.C.'s concern of wanting to be able to be effective and successful as an entrepreneur.  But I think the best entrepreneurs ‑‑ and I know the best business people ‑‑ are those who respond to the opportunities in the market.  And I have great confidence as someone who will be returning to the private sector, that the private sector will have plenty of business to do in the whole arena of tax advisory services; and that we are in no way eliminating their ability to be effective as business entities.

     Now, we've addressed the issue, I think, effectively this morning, which is one of my concerns, being a tough fiscal watchdog here, of not spending too much government money.  And I am relieved to hear that we will be able to basically get a return on our investment, as I would 

like to think very quickly, and, in fact, almost  instantaneously, because 125,000 is just a small, minuscule portion of the number of people who will be using electronic filing, I believe, if we embark on this.  And so I felt comfortable that that issue has been addressed.

     I do feel comfortable, not because I am some technology guru, far from it, but because my technology guru, Dave Dawson, who chairs my information technology effort, has chaired this effort for me for the last year, and he assures me that he feels the privacy issue has been met.  And we were probably more aggressive than even Senator Peace and Senator Hertzberg in our criticisms of those concerns before.

     So I feel both the cost and the privacy issue have been addressed.  And so now I think we're ready to proceed forward today.

     I would just suggest that we do so in a two‑step fashion, first addressing which additional forms, beginning January 1, 2003, or soon thereafter as possible we will direct staff to make available for electronic filing.  And by "electronic filing," let me define, I mean just like the 540 2EZ Direct form, including the tax lookup and math calculator, so that there can be no confusion as we go through this process today.

     I'd like to divide it into two motions, John and Annette.

     MEMBER CHIANG:  Please.

     CHAIR CONNELL:  I think the first set of 

discussions ‑‑ and I'm willing to entertain dialogue and debate here ‑‑ I don't have a set opinion on this.  The first thing we have to decide is which forms need to be included; and then secondarily, we have to decide whether we want to do it basically within a downloadable form or whether we want to do it, you know, with online filing.

     So why don't we take this first issue:  Are we going to make it ‑‑ I guess Motion A could be the 540 2EZ, the direct 540A and the 540 Limited, Schedule A and/or B, but not a 540 that requires other schedules or a federal 1040 to be attached.  That could be Motion A.

     Motion B could be all personal income tax forms.  The 540 2EZ Direct, which we previously approved in this Board action, all of the 540As, and all of the 540As, including those schedules or federal 1040 to be attached.       So, I mean, it's a question of ‑‑ and maybe we can get, first, staff to respond.  

     What would be the difference in workload, to get ready for that and what would your advice be to us as Board members as we consider these motions?

     MEMBER CHIANG:  Yes, I'd like to know why not all forms and schedules.

     CHAIR CONNELL:  Which is Motion B, yes.

     MS. CROWE:  Well, there's really no reason why not, I suppose.

     As a practical matter, though, we believe we could only bring up one form type this filing season.  So a suggestion would be with regard to the 540A filers ‑‑

     MEMBER CHIANG:  Lisa, before you proceed, can you explain why?

     MS. CROWE:  It's just, we don't have enough staff, we don't have enough programmers, we don't have enough time to do the design and the testing required to get it out during filing season for anything other than one form.

     GERALD GOLDBERG:  Over and above the 540 2EZ, which is already up.

     MS. CROWE:  That's correct.

     CHAIR CONNELL:  So you would go with Motion A?

     GERALD GOLDBERG:  We would feel very comfortable in going forward with Motion A.  I think it's a very realistic addition to what we already have out online.

     CHAIR CONNELL:  But what would be the audience for 540A ‑‑ I mean, for Motion A versus all?

     MS. CROWE:  The populations eligible for these form types, 540A, there are about 1.2 million people eligible for that form type.  For the 540-Limited you suggested, which is, you know, limited to Schedules A and B only -- federal Schedules A and B only, the eligible population there is 3.3 million.  So if you take those two populations and add the 540 2EZ populations, you're at about 8.8, almost 9 million people, roughly two‑thirds of the filing population in California.

     GERALD GOLDBERG:  Obviously, if you look at it from a longer‑term perspective, we would clearly want to be able to deploy the other forms as well.

     MEMBER CHIANG:  That's a better response.

     CHAIR CONNELL:  What did you say?

     MEMBER CHIANG:  He said, over the longer period of time, that they would have the opportunity to ‑‑

     CHAIR CONNELL:  Maybe I suggest the Motion C, which we were just thinking.  Maybe what we need to do is to take Motion B, which is to take all the forms, but add the language "as practicable," and let you see how quickly you can move forward.  I hate to see that you had extra staff, or we could assign extra staff or transfer extra staff to this effort and find that we had not made our motion broad enough to give you that flexibility, 

nor do I want to have to delay what you're going to do so that there has to be another discussion of this Board.

     So what I would like to do, a Motion C ‑‑ I like "C," anyway, the beginning initial of my last name.

     MEMBER CHIANG:  I would change the "C" to "A."  I think the "A" is a better letter.

     CHAIR CONNELL:  "A"?  Well, whatever.  I like the letter "A," but "C" can be, you know ‑‑ Motion A will become ‑‑ Motion C will become A, because it will be the only motion I'll make here in a moment.

     But you see where I'm going here?  I do think that I'd like to give you the added flexibility of being able to do as many as you could, without having to come back to the Board for further direction and authority.

     So I guess I will then make the motion here.

     MEMBER CHIANG:  Chair Connell, if I could pose an additional question now, since I've given you additional flexibility; what is possible, immediately?

     MS. CROWE:  Again, immediately; during filing season we can bring up one form type, which would be the 540A.  Shortly thereafter, in early summer, if you will, in time to catch the 1.4 million people who file on extension, we could bring up another form type, likely the 540, what I would call "limited."

     MEMBER CHIANG:  So how many taxpayers will we be able to assist in this upcoming tax year?

     MS. CROWE:  Our estimates are that about 

five percent of the eligible population, at best, would try this.  And this is just based on past experience of FTB, as well as other states and the IRS.  So we're talking in the neighborhood of a few hundred thousand people.  In addition to that, the 540 2EZ filers, there could be a much larger increase there.

     MEMBER CHIANG:  And can you complete all forms and schedules for the subsequent tax year?

     MS. CROWE:  For the subsequent ‑‑ yes, for the subsequent tax year, yes.

     CHAIR CONNELL:  For filing 2003 and 2004?

     MS. CROWE:  Correct.

     MEMBER PORINI:  Let me ask a couple of questions.

     You are going to be using existing staff only?  I am obviously, with my Finance hat on, extremely concerned about cost.  And I believe the 100,000‑dollar-per-form estimate that you were given; but I also know that depending on complexity and a variety of other issues, that 100,000 dollars can grow.  

     So, Controller Connell, I would like you to add to your motion that, in fact, there will be periodic reports back to this body ‑‑

     CHAIR CONNELL:  Absolutely.

     MEMBER PORINI:  ‑‑ that will give us updates on the cost and would allow us -- while we move forward to put all forms online, would allow us to modify that.  Because I don't see ‑‑ you know, I certainly don't have my budget crystal ball, but I don't see that this year there will be dollars available for adding additional staff to do this task.  So I'd like this to be done, obviously, in 

an expeditious manner, but I do believe that it needs to be phased in.  We need to understand what the true costs are of each of these going online; and in addition to that, what the problems are after we bring each one up.

     MEMBER CHIANG:  Annette, would you like to identify the periods of time by which you want a report?  Obviously, we indicated for this tax season, we can have one additional form.

     CHAIR CONNELL:  I was going to suggest quarterly.

     MEMBER CHIANG:  In writing, because we do not meet quarterly.

     CHAIR CONNELL:  Okay, let me try to phase this motion in.

     I move that we direct FTB staff to make the following California income tax returns available for free, direct electronic filing for the 2002 tax year filing season, or as soon as possible thereafter:  

The 540 2EZ Direct, previously approved by the Board, 

all 540As; and all 540s, including those with schedules 

or a federal 1040 to be attached as practicable, meaning, forms used by no less than 125,000 California taxpayers; and secondarily in that motion, that the FTB staff will be required to report back to the FT Board no less frequently than quarterly, regardless of when FTB board meetings are scheduled.  Such information to be made available to the Board and made available to the public at subsequent meetings.

     Does everyone understand the motion?

     MEMBER CHIANG:  I do.

     And I'd like to get a report on how many schedules do not meet the threshold.  So if you can give me a list of what falls out.

     CHAIR CONNELL:  That's why I put in the 125,000.  Because in talking with staff, it's just not practicable to do it, if it's just for a smaller number.

     MEMBER CHIANG:  Right, I understand the financial costs.  But if the farmers, you know, use a particular form ‑‑ I'm sure the depreciation form meets it ‑‑ but if anybody comes up and says, "Why were we left out?"  I'd like to get a report on how many of those particular schedules are used.

     CHAIR CONNELL:  Tell them to rally around the Governor's office and demand more staff.

     MEMBER CHIANG:  I would not do that.

     MEMBER PORINI:  Well, that would be interesting.

     CHAIR CONNELL:  Does everyone understand the motion?

     May I have a second for the motion?

     MEMBER CHIANG:  I will second.

     MEMBER PORINI:  Now, you did not discuss downloadable ‑‑

     CHAIR CONNELL:  No, that's going to be a second discussion.

     MEMBER PORINI:  All right.

     CHAIR CONNELL:  Any discussion on the motion?

     All in favor of the motion, say "aye."


(A chorus of "ayes" were heard.)

     CHAIR CONNELL:  Okay.  Now, let's try to move to the second discussion.  And here, I may need a little bit more help, Jerry, because I'm trying to figure out how to exactly put this.  And I'm not sure when we did our work in our own office, that we are stating this as well as we should, so help us if we get into technical difficulty here.  Here, I think we need to consider whether to retain the current procedure of requiring electronically‑filed forms to be downloaded are consistent with the recommendations made by Senator Burton and others, to direct the staff to deploy best business practices to include online completion in the filing of those tax reasons.

     So the two motions that we could have is Motion A, the downloadable form, which is what we previously

authorized for the 540 2EZ; or Motion B, which could be kind of a "best business practices," for lack of a better terminology here, that would include online filing.  

     And under that, I guess I would like to get some sense, Jerry, from you and Lisa how you would like that motion discussed, because I see it as kind of the best business practice is the only way I know how to put it, from my limited understanding of the way technology works here:  In other words, the most efficient and effective and kind of state-of-the-art practices that are available for electronic filing.  But I don't know that I want to limit you because, as we move into the future, there may be avenues that we can't articulate.

     Can you respond to how you feel about those two options?

     GERALD GOLDBERG:  I think you've articulated the difference very well.  I think what we're talking about is essentially a downloadable form, a PDF downloadable form, versus an online form, comparable to what you would utilize if you were going out to an Amazon.com, which has 128‑bit secure socket encryption.  So, one, it's a somewhat cumbersome experience; the other is an experience that would be, I think, generally regarded as the best practice.

     CHAIR CONNELL:  Is there a difference in cost here? Is there a difference in getting it ready to be used?  What are the practical considerations that we, as a Board, should entertain before we discuss this further?

     MS. CROWE:  Because the design is essentially done for the 2EZ, we could actually deploy the next form, using that same model more quickly.  However, my belief is that that would be the wrong thing to do.  The right thing to do is to use the best practices, and bring up the next form in an online environment.  The costs are roughly the same.  And I believe the taxpayers' ease of use in their experience, in general, will far outweigh costs that might come in on the back end, vis-à-vis having to call and be confused about how to download, 

et cetera.

     GERALD GOLDBERG:  And, again, I would remind you, as Lisa reported initially in her presentation, virtually all of the states that do have e‑file, do have an online experience, as opposed to a downloadable experience for taxpayers.

     CHAIR CONNELL:  I'm going to move the best practices, with that kind of assurance from both of you.

     My motion then would be to direct the FTB staff ‑‑ now, help me, John, if you don't like the language I'm using here.  As a law school dropout, I always want to remind myself that I should use my lawyers effectively ‑‑ to direct FTB staff to use the most efficient, effective and state-of-the-art practices and procedures available for the electronic filing of tax returns directly with the FTB.

     Is that an appropriate motion?  Yes.

     MEMBER PORINI:  And I'd like to ask for an amendment to that.  After "practices and procedures," would you insert "that safeguard privacy"?

     CHAIR CONNELL:  Thank you.  That's an excellent change.  I will, as the maker of the motion, accept that amendment.

     Do you want to have "that safeguard privacy"?

     MEMBER PORINI:  Because I'm not certain that "best practices and procedures" always safeguards privacy.

     CHAIR CONNELL:  Let me read it back then.

     To direct the FTB staff to use the most efficient, effective and state-of-the-art practices and procedures that safeguard privacy for the electronic filing of tax returns directly with the FTB.

     MEMBER PORINI:  Now, does everybody understand that to be online?  Now, if we take that back to Senator Peace and, you know, the earlier discussion you talked about the MOU and he says, "safeguarding privacy," which 

I absolutely agree with, requires you to download -- 

I mean, do we raise the specter of any debate?

     MR. DAVIES:  I think you always raise the specter of debate.  And as to the motion and the amendment that was just taken, I think the intention was that it be the best practices, such as Amazon.com, but also considering the privacy factor, if it mitigates one or the other.

     But the way it was framed, seemed to be that we use the most efficient, effective and state-of-the-art practices and procedures to effect privacy, which is not really the purpose here.  I think the privacy is an add‑on as opposed to having all of these describe what practices are going to be used for privacy.

     MEMBER PORINI:  And that's fine.  I'll let you wordsmith that.

     My primary concern is that I oftentimes pick up the newspaper and read about fraud that has occurred when somebody has used someone's credit card, et cetera, when they've placed an order online.  When you talk about Amazon.com and you talk about best practices, I want to make sure that we go beyond what commercial enterprise is doing in terms of best practice, to really protect  taxpayers' privacy.

     CHAIR CONNELL:  Let's try to wordsmith this.

     I see now going back where your concern is, that that add‑on is an uncomfortable position in that sentence; isn't it, John?  So would you --

     MR. DAVIES:  After "procedures," if you said, "including employing practices to safeguard taxpayer practices."

     CHAIR CONNELL:  Including what?

     MR. DAVIES:  "Practice to safeguard taxpayer privacy."

     CHAIR CONNELL:  Does that make you comfortable?

     MEMBER PORINI:  More comfortable.

     CHAIR CONNELL:  "Practices to safeguard privacy of taxpayers."  

     Okay, so then it would read, "To direct the FTB staff to use the most efficient, effective and 

state-of-the-art practices and procedures, including practices to safeguard privacy of taxpayers available for the electronic filing of tax returns directly with the FTB."

     MR. DAVIES:  And in addition to that, I would suggest that after "state-of-the-art," we add "online," pursuant to Mr. Chiang's recommendation.

     CHAIR CONNELL:  Right, "online"?  Okay.  


Now, let me see.  It's like making a polka dot zebra, a little bit of everything.

     Okay, "To direct the FTB staff to use the most efficient, effective and state-of-the-art online practices and procedures, including practices to safeguard the privacy of taxpayers available for the electronic filing of tax returns directly with the FTB."

     Have I gotten that right?

     MR. DAVIES:  Yes.

     CHAIR CONNELL:  Okay, that will be my new motion.

     Are you comfortable seconding that, Annette?

     MEMBER PORINI:  No.

     MEMBER CHIANG:  I will.

     CHAIR CONNELL:  So that will now be seconded.

     And do we want to discuss that?  Any discussion?

     Annette, do you have any discussion with that?

     MEMBER PORINI:  No, I do not.

     CHAIR CONNELL:  Which part of that are you uncomfortable with?  Is there any part of it that's ‑‑

     MEMBER PORINI:  No.

     CHAIR CONNELL:  All those in favor of that motion, say "aye."

             (A chorus of "ayes" was heard.)

     CHAIR CONNELL:  All right, now, we have finished that item.  I, again, want to just thank the staff for the effort that they have made.  I want to thank members of the industry for the efforts that they have made.  

And I hope to be filing my taxes online next year.  So try to get as many of these forms up as possible.

     Lisa?  Lisa, did you hear my caution to you?

     MS. CROWE:  No, I'm sorry.

     CHAIR CONNELL:  I hope you let me be able to file my taxes online next year 

MS. CROWE:  You will be.


CHAIR CONNELL:  -- so try to get as many of your forms up as possible.  I'd appreciate it.

     MEMBER CHIANG:  I'd check her tax return to review every schedule, and make sure those come up first.

     CHAIR CONNELL:  Make sure that I'm including all the schedules.  Of course, given my rather simplified lifestyle at this point, this is not as difficult as it may be in the future.

     Let's go to Item 3, Legislative Matters.  And this is where we have legislative proposals for 2003.  And, wow, do we have them.

     Can we go through these kind of quickly?

     MR. PUTLER:  Yes.  In fact, I would propose that we take some of them on a consent calendar basis.

     CHAIR CONNELL:  Could you do that for us?

     Brian, let's recognize you for the record, if we can.

     MR. PUTLER:  Certainly.  I'm Brian Putler, the Legislative Services Director for the FTB.

     CHAIR CONNELL:  Okay.

     MR. PUTLER:  So the items I would propose to put on a consent calendar are items 1, 2, 5, 6, 9, 10, 16 and 17.

     CHAIR CONNELL:  What was that?  Items 1 ‑‑

     MR. PUTLER:  1, 2, 5, 6 ‑‑

     CHAIR CONNELL:  Just a second -- 5, 6 --

     MR. PUTLER:  -- 9, 10, and then 16 and 17.

     CHAIR CONNELL:  16 ‑‑

     MR. TURNER:  Excuse me, these items are supposed be all part of Item 3. 


MR. PUTLER:  That's correct.  The item numbers.

     CHAIR CONNELL:  Now, let me tell you where we have problems with what I just started doing here.  The reason we have problems with this is that we now have ‑‑ gee, I apologize, but let me get this organized here ‑‑ I think we have - one, two, three, four, five ‑‑ six people who want to speak on these items.

     Are any of the items that we want to put on consent, any of the items that anyone who signed in to speak on Item 3 wishes to address this Board on?

     GERALD GOLDBERG:  I would just point out for them that Item 03‑6, which I believe most of them are here to speak to, is not on the consent calendar.

     CHAIR CONNELL:  Then I would like to move ‑‑ has anyone got a problem with any of these that we are going to put on consent?  Because just John and I are voting.         Annette, you will not be voting?

     MEMBER PORINI:  That's correct.  Because the Department of Finance does make recommendations to the Governor on it, I will not be voting.  I will have two comments on two items, when we get to them.

     CHAIR CONNELL:  So, now, let me just say, you understand which items we're carrying on consent?

     MEMBER CHIANG:  I understand.

     CHAIR CONNELL:  Does anyone want to speak to any of the consent items before I move the consent calendar here?

     Okay, if not, we have moved the consent calendar ‑‑ if John agrees.

     MEMBER CHIANG:  Yes.

     CHAIR CONNELL:  Okay, the consent calendar has been moved.

     Now, that then brings us to  okay, let's go through them as quickly as we can, Brian.

     And what I'm going to do ‑‑ I know this is not exactly procedurally correct here -- but for efficiency, when we get to an item, if you want to speak on that item and you are on my list, could you just so indicate?  Because, unfortunately, my list doesn't tell me which item you want to speak on, on Item 3.  And then I think that will be better than waiting to the end and bringing you all back in.

     So let's start again.

     Okay, Brian?

     MR. PUTLER:  Item 3, which is leg. proposal 

number 3, has to do with exempt organizations conducting bingo gaming.  And what this would do is clarify the circumstances under which the FTB can pull or yank somebody's exemption who is conducting bingo.

     CHAIR CONNELL:  Okay, does anyone in the audience wish to address this matter?

     I'll take a motion on it.


MEMBER CHIANG:  I'll support.


CHAIR CONNELL:  Are you going to vote, Annette?

     MEMBER PORINI:  No.

     CHAIR CONNELL:  Okay.  That moves unanimously.

     We are now on item 4.

     MR. PUTLER:  Item 4, which is LP 6, has to do with deemed denials.  And what this proposal would do is protect the integrity of the claim-for-refund process and deemed-denial process by guarding the fact‑finding role of the Department.  The proposal is directed at abuses where taxpayers or the taxpayer representative refuses to provide any information to support a claim for refund.  An example would be a MIC credit, where a claim for refund is made for a dollar or more.  That's all that's indicated to the Department.  And there is no list given of the property that qualifies or purportedly qualifies for the credit.  The factual development should take place at the Franchise Tax Board, but we are finding increasing circumstances where the representative stonewalls any discovery and the Department ends up with absolutely no factual development.

     MEMBER CHIANG:  And how often does this occur?

     MR. PUTLER:  I have with us today Caglar Caglayan from the Legal Branch to address those questions.

     MS. CAGLAYAN:  The numbers aren't great, but they are growing.  And we are experiencing ‑‑ it's the type of cases we are experiencing this practice in.  They are factually intensive cases.  Some of them are multi‑state cases.  Some of them are credit cases.

     Currently, we have one deemed denial in the appeal status, which is a 25 million‑dollar case, which has not been developed and the taxpayer has not been cooperative.

     We have one manufacturer's investment credit case which is over a million dollars.  And our goal here is to resolve these at the lowest possible level.  And our goal is, if the case is ‑‑ if the taxpayer has a protest or an audit, to take these to the Board as a fully‑developed case and not on a piecemeal basis.

     The numbers are increasing also because of the suspension of net operating losses.  Taxpayers who now find themselves in a situation where their net operating losses have been suspended, they're going back and filing claims for refund for credits that they haven't claimed.

     It's a resource issue, but not only a resource issue.  It is an abuse we're seeing.  And taxpayers are coming forward and, basically, stonewalling the process of the claim process.

     CHAIR CONNELL:  You know, I really appreciate what you're saying; but let me just tell you, you know, I generally sense myself moving towards opposition on this because I do think the FTB has subpoena power already, as does the BOE.  And when you get to court, discovery is available in court.  So the taxpayer under that circumstance would have the burden of proof.  So if the taxpayer can prove its claim, it should get its refund.  And if the taxpayer in that circumstance refuses to respond to legitimate inquiries, then the FTB can always assert its failure to exhaust, in absence of proof.

     And maybe taxpayers are beginning to react to what they perceive as overreaching requests from the FTB or what some people have said to me is an increasing effort to reaudit on protest.

     I'm not saying that that's happening.  I'm hearing that.  And so I'm going to oppose this today, John.

     MEMBER CHIANG:  Well, each of our votes is ‑‑ it doesn't matter.  Each of our votes is determinative ‑‑ I'm in the middle of this.  I've witnessed a few cases.  It happens infrequently before the Board of Equalization.  But it disturbs me immensely that if the taxpayer in just a few of these instances submitted the information and these issues could be long resolved, way before taxpayers of the state of California had to address all the additional issues before they came to the Board.  And it's frankly very frustrating.

     And I understand the alternative tools that the Franchise Tax Board can implement, but we're going to ask people at the Franchise Tax Board to start subpoenaing information from taxpayers, and then we're going to have to listen to more of that from taxpayers' representatives about the egregious acts of the Franchise Tax Board.

     CHAIR CONNELL:  As we're hearing more and more.

     MEMBER CHIANG:  Right.  I would wish people act ethically, but I guess it's sometimes more than I can ask from people.

     MEMBER PORINI:  I was just going to comment.  I don't have the benefit of sitting on the Board of Equalization, so I've not seen any of these cases.  But from the discussion, I felt that I would be supportive of this proposal, because it does seem like the burden of having the Board go to subpoena information is just, you know ‑‑ it just seems to be overreaching there.  So I am supportive of this legislative proposal.

     CHAIR CONNELL:  And it will get through, because I hear two "supports."  Three "supports"?

     MEMBER CHIANG:  No, I'm not supportive at this time.

     CHAIR CONNELL:  Okay.

     MEMBER CHIANG:  I'd like to get another remedy.

     But I would like the Franchise Tax Board to keep account of those cases, the issues as they come forward.

If I see the increase that you discuss in the second term, I would be supportive.

     So to the taxpayers' representatives, I will keep a review of these issues.  And as I told you, I'm in the middle of this because I've witnessed these types of cases at the Board of Equalization.  If I see them dramatically increase, I will be leading a charge on these issues because they're, frankly, very frustrating. And frankly, my office, I know, and some of the other Board members' offices are very open to meeting with taxpayers.  And when we get, upon our request, a refusal to submit documentation or information, the ‑‑

     CHAIR CONNELL:  It's very frustrating.

     MEMBER CHIANG:  Yes, our patience already runs thin.

     GERALD GOLDBERG:  We are concerned that we are seeing this even as a potential product to be sold by some firms --

     CHAIR CONNELL:  Well, it's almost like a training program.

     MEMBER CHIANG:  The first instance, you have an example of that being sold, I would like to know that, and that would change my vote immediately.

     CHAIR CONNELL:  You know, I would like you to continue working on this.  I know the Bar has approached us about their concerns about this legislation.  They're opposed to it at this point.  But I would like you to continue working on this because I do think there is a specter that this is going to come back as a bigger problem.  And I appreciate what you're saying.

     Let's move on.  You're not going to get support on that.

     GERALD GOLDBERG:  Madam Chair, I think you have a number of persons who may want to speak.


CHAIR CONNELL:  Oh, I'm sorry.

     UNIDENTIFIED SPEAKER:  Three people.

     CHAIR CONNELL:  Come on forward.

     Are you in opposition?  Or are you --

     UNIDENTIFIED SPEAKER:  Yes.

     CHAIR CONNELL:  Well, then rest assured, save yourself the effort.

 
UNIDENTIFIED SPEAKER:  Thank you.


CHAIR CONNELL:  I'm sorry, I didn't acknowledge you.  That was my mistake.

     Now, we are on 7, which is ‑‑

     MR. PUTLER:  Yes, item 7, which is leg. proposal number 12.  And this is a proposal for a cleanup to a past Department bill, which was AB 1115.  I don't believe there's any controversy involved in it; but I understand that Gina Rodriguez wanted to make a suggestion.

     CHAIR CONNELL:  Yes, Gina, I would like to have your ideas for any additional cleanup that we might have at this time.  And then I'd like staff to react to those items.

     And, Gina, would you identify yourself for the record, please?

     MS. RODRIGUEZ:  Thank you, Madam Chair.  Gina Rodriguez with Spidell Publishing.

     I think the AB 1115 proposal is fine and would like to thank staff profusely.  They have worked with us openly for the last 13 months or so -- Debbie Petersen in particular -- on getting this very complicated law implemented.

     In the process and the course of coming up with some solutions on how to implement, we did find some issues we feel that either need to go in the statute or in a regulation.  One deals with how we're doing the formulas. So we would like to see the formulas that the FTB is proposing to use, either in a regulation or codified to protect taxpayers in audit and, frankly, to protect the FTB later, down the road.

     The second issue deals with what we call 

"the-end-of-the-year methodology," where a taxpayer is taxed on pass‑through income, depends on the end of 

the year or the particular pass‑through entity.  So, 

for example, if I move to California from Nevada on 

July 30th, and I bring my Nevada partnership income with me July 31st, I am taxed on the entire amount.

     I know that the 2002 forms, the draft forms have deleted the end-of-the-year methodology language that we have historically used.  And I think they are saying now that they are considering adopting a proration method rather than an end-of-the-year approach, and to please check the Web site to find out the potential change.

     Now, New York just went through this.  The New York State Bar advised the New York State Department of Taxation back in '98‑99 that they believe the best choice of method is the daily proration method; and that's the method New York chose to use.  There are winners and losers with this method, but that is true for the entire bill, for the entire AB 1115.  We will see winners and losers.

     And those are basically my two issues.

     CHAIR CONNELL:  Okay, Brian or Jerry or whoever, do you wish to respond?

     MR. PUTLER:  And those are issues that staff has been aware of, in large part, due to the fact that we've been working with the representatives on this issue.  We've already put these issues on the rulemaking calendar.  And staff sees these issues as appropriate for the regulation process, so that we can continue to get helpful input from industry.

     And I believe that Gina finds that approach acceptable.

     CHAIR CONNELL:  I'm certainly going to support this today.

     What is the reaction of my fellow Board members?

     MEMBER PORINI:  I'm not voting.

     MEMBER CHIANG:  I support.

     CHAIR CONNELL:  Okay, then it gets out.

     Thank you, Gina, for your time and consideration.

     Now we're on 8, which is the "Regulated Investment Companies Used to Avoid Tax"; and we, I imagine, have a number of people that wish to speak to this issue.

     Does anyone else wish to speak to the issue here today?

     Please identify yourself for the record.

     MR. NAYLOR:  I'm Bob Naylor.  I represent a coalition of banks that are opposed to this proposal.

     Madam Chair, should the staff make their presentation first, before I speak?  Because I may have some things to respond to.

     CHAIR CONNELL:  Actually, I think I'm familiar with the staff recommendation on this matter.

     If others need the staff to answer questions, I'm sure they will do so.

     MR. NAYLOR:  Well, just very briefly, Madam Chair.

     Our clients established "Regulated Investment Companies," or RICs, in reliance on the plain letter of the law, which allows exclusion of RIC dividends from the income of a corporation that is unitary with the RIC.

     Earlier, the staff proposed to change that law retroactively to 1993.  And this Board expressed some reservations about the retroactivity aspect.  Ultimately, the legislation was dropped.

     This legislation contains a no‑inference clause.  So I guess it represents a slight improvement on the prior bill.  But it says that, "No inference is to be drawn for prior years from the change in the law." 


We respectfully oppose that because it is, in fact, a change in the law.  Basically, the staff is asking the Legislature to help in its audit and assessment process. We think that's a bad precedent and think that process should proceed on its own.  And so we're asking the Board to oppose this bill in its current form.

     CHAIR CONNELL:  I share a lot of your concerns, having some experience in the particular discussion that you reference here.

     I think I was the one last year that expressed my deep concern about the retroactive aspect of this proposal.  And I really don't think that what we're getting here today is reflective of that.  In fact, 

I think you're right that it is somewhat internally inconsistent.  I think you're attempting to balance the immediate concern from last year, which is my explicit concern about retroactivity, with your belief that the proposal reflects current law.  I'm not sure that it does.

     And I think the California Supreme Court has held the FTB to pretty strict standards in this regard, that we must apply the word of the law.  And I don't think that we're doing what we need to do here.

     Gina, did you want to comment on this?

     MS. RODRIGUEZ:  Yes, Madam Chair, thank you.

     Again, we have a concern that the analysis says it is clarifying existing law, but I guess it is prospective.  It's just unclear to us.

     CHAIR CONNELL:  Okay, John, where are you on this?

     MEMBER CHIANG:  I'm open.  


Would you support moving forward on it, on a prospective basis?

     CHAIR CONNELL:  No, I just oppose it.  I just am uncomfortable with it.  


I don't know where you are, Annette.

     MEMBER PORINI:  I'm not voting.

     MEMBER CHIANG:  I'm comfortable with either position, so ‑‑

     MR. PUTLER:  The only other thing that I would comment, that I think really is unusual in this circumstance, is the fact that there are banks that agree with the staff interpretation, that the method that some banks are using to create nowhere income is not consistent with the law.  And, in fact, you may recall that that is how the issue came to us in the first instance was, a New York bank had contacted Martin Helmke, the chief consultant at the Senate Revenue and Tax Committee, to talk to him about this issue.  So there certainly are a number of banks that would agree with staff's interpretation of ‑‑

     CHAIR CONNELL:  Well, I'm an outgoing chair here, so I don't want to freeze the action on this.  What I would like to do -- I don't think you've worked effectively with the industry in this regard, and I think you do a terrific job, generally ‑‑ not you, but I mean the FTB, in general, does a terrific job of working with industry sectors.  


May I advise you to do a little bit more of that industry work here, in the intervening six weeks before a new board takes its position up here, and that maybe would like to bring this issue back?  I mean, I'm willing to table this issue so that it doesn't go down to defeat today, John; so that a new board can look at this, if staff can work with the industry and see if there's any way to work this out.

     I, personally have severe concerns, having some knowledge about this arena; and, you know, I just don't think that there is generally the kind of support that you think you have in the banking industry.  If it's there, I haven't heard it; but maybe it's there.

     MEMBER CHIANG:  Well, let me ask, do you have any problems with making it prospective?

     MR. NAYLOR:  We would not oppose the bill if it 

was prospective only, if the inference language was dropped.

     MS. PETERSEN:  The no-inference language is just to protect us because we may, in fact, audit these and disallow the deduction under some other theory, without having this legislation in place.  We don't want to be hampered where someone can say "Because this legislation has been passed, FTB, you cannot audit this under some other theory."  So the no-inference language just protects us ‑‑

     MEMBER CHIANG:  That's clearly not where I'm going.

     CHAIR CONNELL:  I don't feel comfortable with that. So if it's ‑‑ I suggest that we table it and see what we can do with the new board in January and work with industry.  If you're willing to change the bill, with it being prospective, maybe that's a way to approach it.  But at this point, I'm not comfortable with the way the language is here.

     I am going to take a five‑minute break here, and then we will reconvene.

     The next legislative discussion, I understand there are groups of people who wish to address us.

    (A recess was taken from 11:06 a.m. to 11:14 a.m.)

     CHAIR CONNELL:  The reason I took a break is that I know there's a couple of very complex issues coming up here.

     Okay, let's do Number 11 now.  And this is really kind of ‑‑ for me, this was one of the more complex subjects that I went through.

     Can you take us through this ‑‑ and, actually, the next one, and tell me where we're going with this?  Because it seems to me that this is a proposal that's not ready to go forward in legislation, as well as the next one.  And I wonder if we don't need to work with industry here to develop a more mutually acceptable solution to this whole water's edge CFC subpart F problem arena?  Tell me I'm right, wrong -- I mean, it just seems to me that these two are connected.  And I'm not so sure 

that ‑‑ well, all this group here.


Go ahead, Brian.

     MR. PUTLER:  Sure.

     Actually, because of the complexity involved, in part, I do see these as really items that are best approached separately.

     With item number 11, which is proposal number 22, there are two problems that this seeks to address.  The first is what I would term as closing what some taxpayers see as a loophole.  It arises in a situation where there's a combined group with a water's‑edge election, and the combined group has a controlled foreign corporation.

     The FTB position has been that the CFC must report its apportioned income; but some corporations take the position that merely qualifying in California limits their tax to the 800‑dollar minimum franchise tax; and that their only liability ‑‑ and that that is their only liability for U.S.-source income, which for CFC, is zero.

     So number one, this proposal seeks to make it clear that a CFC cannot avoid having its apportioned income included in the combined group merely by qualifying in California to do business.

     The second issue is where there's ‑‑ the water's‑edge statute does not coordinate the U.S.-source income and the subpart F income rules the way the federal law does, for an item of income that qualifies under both rules.  And some taxpayers have taken the position that the lack of clear coordination in the code allows them to exclude any accounting of income for purposes of California.

     So what this does ‑‑ what the proposal then does, is coordinates the California law for an item of income that is both U.S.-source and subpart F.  So that is what this particular proposal seeks to do.

     CHAIR CONNELL:  John?

     MEMBER CHIANG:  I support.

     CHAIR CONNELL:  Annette?

     MEMBER PORINI:  No, I'm trying to be consistent and simply not vote on any of the items.

     CHAIR CONNELL:  Okay, I'm sorry, I don't want to exclude you from what you want to engage in.

     I'm going to oppose this for the reasons I've already stated on the record.

     But I do think we have some people ‑‑ is there anybody here who wants to speak to this issue?

     Yes?  Mr. Turner?

     Gina?

     MR. TURNER:  Madam Chair, Members, Greg Turner with the California Taxpayers Association.  


Unlike the staff, I think we take all of the issues sort of together in the context of changing the treatment of subpart F, and changing how we report water's‑edge elections.

     And this, in particular ‑‑ this proposal in particular, item 22, is really sort of a change in a statute that the FTB is putting forth as a clarification, which is going to retroactively change the way some taxpayers have reported their income according to the law.  And we certainly would be very willing to work with the staff in these three other items on trying to solve some of their problems.  But particularly, changing the law on a retroactive basis to taxpayers who have come to elect to be treating the water's‑edge with the law, as 

it stands, we think it's inappropriate.

     And I think their analysis actually, at least, 

I think, illustrates the point in recognition of the fact that the taxpayers are probably going to consider this 

as a tax increase.  And I think that's some of the comments ‑‑ early comments I've gotten back from some of my members.

     CHAIR CONNELL:  Gina?

     Again, identify yourself.

     MS. RODRIGUEZ:  Gina Rodriguez with Spidell Publishing.

     The only thing I'd like to add to Greg's testimony, is we are concerned with the actual construction of the language in the statute.  There's language, such as "within the meaning of Section 952," rather than as defined in a particular section.  We're not sure what staff is trying to do.  It almost looks as if they're trying to carve out previously‑taxed income.  So if we could work with staff to get the language refined, we'd appreciate it.

     CHAIR CONNELL:  Lenny?

     LENNY GOLDBERG:  Lenny Goldberg, California Tax Reform Association.

     We know there has been a tremendous amount recently of tax avoidance with regard to the use of offshore tax havens, in California.  And particularly, when you go to a water's‑edge or worldwide reporting system, you have the ability to provide those shelters.  Subpart F would limit those shelters by including some of that controlled foreign corporation income in subpart F and, therefore, apportioned as part of water's‑edge income.

     This was discovered just a few years ago.  Nobody ever seemed to be using it in the past.  So we're not talking about retroactive modification on some taxpayers.

     When SB 1469 was passed, there was no ‑‑ this was an identified potential loophole that never had a revenue  impact because nobody seemed to be using it.  Now that it has been identified as a loophole, it may, in fact, be used, which is to register that CFC in California and say the subpart F income, that it would be included in the water's‑edge, would no longer thus be included.

     So we think this is a very straightforward basic declaration of the current law, in a way of saying, "Let's not let it get out of hand.  Let's not let this potential loophole become an actual one that drains income from the state ‑‑ inappropriately drains income from the State of California."  So we support this proposal.

     And I do want to comment that, you know, I think 

the third proposal is very ‑‑ along these water's‑edge proposals is very a taxpayer‑friendly proposal.  And 

I think that we should be looking at a package here, we've got to continue to reform water's‑edge.  Our solution would be to go back to worldwide combined unitary reporting; but I don't think that's in the cards.

     CHAIR CONNELL:  That may be part of your Christmas wish or Hanukkah wish, as the case may be.

     I'm going to remain opposed on this, on 11 and 12.  But I would again ask that you seek the involvement of industry on these.  So I don't think either 11 or 12 will pass out of committee today.  But I do support 13.  


I don't know where you are, John, on 13?

     MEMBER CHIANG:  Support.

     CHAIR CONNELL:  I am supportive of 13.

     We are now on 14. 14?

     MR. PUTLER:  Okay, so my notes are clear, so I'll remember what just happened in the future ‑‑

     CHAIR CONNELL:  11 and 12 go nowhere.  13 is supported.


MR. PUTLER:  Okay.


CHAIR CONNELL:  We are now on 14.

     MR. PUTLER:  14?

     Item 14 is a proposal that would allow the FTB staff to have a regulation project for implementation of the conformity to two specific sections of the Internal Revenue Code, one having to do with the exclusion of cancellation of debt income and the other having to do with NOLs following the change in ownership on corporation.  These are two complex areas of law.  There may be a number of different considerations based on various industries.  And that's why staff felt it was appropriate to have a proposal that would give reg authority.

     I know that some people have felt that maybe proceeding with a statute that just put the rules into the code may be a better way because it could be accomplished, potentially, faster than a reg process.  But staff still feels strongly that the level of complexity involved here really does dictate the need for the maximum amount of input from taxpayers.

     So it would be my recommendation to the Board that the proposal be adopted as in the binder.

     CHAIR CONNELL:  I'm going to oppose it as it exists in this form.  To me, it's not apparent that the issue is too complex to be dealt with by statute; and that does not mean, however, that we shouldn't have some kind of regulatory action here.  I just didn't like the direction here; and I assume industry is not in support of this.

     And, John, where are you?

     MEMBER CHIANG:  Support.

     CHAIR CONNELL:  This is not going to go anywhere, either.  That's 14.

     15, we have prior federal elections and new California taxpayers.

     I support this.  

     Where are you, John, on it?

     MEMBER CHIANG:  Support.

     CHAIR CONNELL:  That works.

     Now, 16 we've done and 17 we've done.  So we've finished that.

     Now, I think we're on 18; is that right?

     MR. PUTLER:  That's correct, which is a proposal that came from last year's Taxpayers' Bill of Rights hearing.  And a question was raised by Marvin Klotz about the Department's position on taxing dividends of RICs that hold government securities.  The Department presently taxes dividends of RICs with less than 

50 percent of the income coming from government securities, just as any other dividends would be taxed.  The rationale is that income on a government security changes its character when it passes out as a dividend from a RIC.

     This 50 percent rule is in conformity to a similar federal rule.

     Mr. Klotz argues that the RIC is merely a conduit, and taxing the dividend is constructively taxing a government security and is, therefore, unconstitutional.

     The proposal, as drafted or written up, has been given to Mr. Klotz.  He has seen it and agrees with it.  However, it is staff's recommendation that this proposal not be approved by the Board, mainly because, as I've stated already, the Department or staff position is that what we are presently doing is consistent with the law.

     CHAIR CONNELL:  So you're saying, take no action on this proposal?

     MR. PUTLER:  Either take no action or not approve it.  So, in other words, don't give me instruction to go forward.

     CHAIR CONNELL:  That's what I was trying to say.

     Gina?

     RICHARD HARRIS:  Thank you, Madam Chair.

     In speaking for Marvin Klotz, he did send me a novel; but he is so good at writing about why California should not rely on unconstitutional law in pursuit of 

its revenue needs.

     Just a couple of reminders.  He wanted me to tell you, to point out that 47 other states do comply with federal law; and that every court tested, the latest being in New Jersey in 1997, resulted in a judgment for the taxpayer against the state.

     What we are potentially facing, as we do find, he is actively pursuing a test case.  As a matter of fact, he did file a claim for refund, pointing out the unconstitutional nature of this law.  And, unfortunately, the Franchise Tax Board allowed the claim, so he was not able to bring it to the Board and bring it through the court system.

     He will find a test case.  And I guess the biggest concern is what the state is facing is four years' worth of refunds if that test case does prove in favor of the taxpayer.

     Thank you.

     CHAIR CONNELL:  John, where are you on this matter? I'm going to approve the staff's suggestions of doing no action.

     MEMBER CHIANG:  I agree with you.

     CHAIR CONNELL:  Okay, we've moved on, on that.

     Now, a regulation ‑‑ I think there are three subitems here.  The first one is "a." of 

Regulation 19032, audit procedures.  This is a report on public hearing, request for permission to proceed with the adoption of 15‑day changes and staff recommendation is to approve the revised regulatory language and authorize the proceeding.

     And I think, Mr. Harris, you wanted to speak to this matter; did you?

     RICHARD HARRIS:  Yes.

     CHAIR CONNELL:  And if you can keep your comments brief, we are running out of time.  And we have many things to do.

     RICHARD HARRIS:  The first item is, I think, an agreed change.  


CHAIR CONNELL:  Yes.


RICHARD HARRIS:  On page 6 of the regulation, 

item 4, which is the one that is referenced in the matrix as item 5, but it is item 4 in the regulation.  

     Let me see if I can ‑‑ yes, it's C-4.

     CHAIR CONNELL:  So what you want to do is take the language that's in matrix item 3 and use it also in matrix item 5?

     RICHARD HARRIS:  Similar language. 

     I have it here.  I have provided it to Marcy before.

     4 would be deleted;  4‑A, ‑B and ‑C on page six.  And in its place would be inserted this language, "Before proposing any penalties in connection with any notices and demands issued, the auditor will exercise discretion in a reasonable manner that is appropriate under the circumstances related to that particular audit." 

     It is parallel language to the staff's language on number 3, and it is another simple admonishment that says, "Hey, stop and think.  There's nothing automatic here about imposing penalties."

     GERALD GOLDBERG:  Staff has no objection to this.

     CHAIR CONNELL:  Okay, we have no objection.

     Do you have any objection, John?

     MEMBER CHIANG:  I'm thinking.

     CHAIR CONNELL:  Do you, Annette?

     MEMBER PORINI:  No.

     CHAIR CONNELL:  I move that change is recommended by Mr. Harris.

     RICHARD HARRIS:  The second item deals with what is Number 7 on the matrix.

     CHAIR CONNELL:  All right.

     RICHARD HARRIS:  This is the question of the audit files.

     CHAIR CONNELL:  Right.

     RICHARD HARRIS:  At the hearing, I asked that there be an express identification of every item that they thought justified withholding that wasn't a clear prohibition from producing it.  They've identified three things.  And my objection is to one of those.  The three things they've identified are Revenue and Taxation Code 19544; the second thing they've identified is the Information Practices Act, which is Title 1.8 of the California Civil Code; and the third item is the Public Records Act.

     The Public Records Act is irrelevant here.  Why?  

An audit file is not a public record.  If I can request and get my audit file, I can get it; but nobody else can make a request for it.  By definition, it's something outside the scope of the Public Records Act.  There should be no reference to the Public Records Act.

     To clarify this, I suggest the following:  When it says, "exempted by law," that the language read, "exempted by Revenue and Taxation Code Section 19544 or by Title 1.8 of the California Civil Code," period.  That will give the other express references that are arguably not prohibitions but are, quote, "exemptions."  But those are the only two that should be referenced.

     And with this, we maybe will clarify how the staff should be operating and we'll get rid of all of the nonsense that has plagued this area for years.


CHAIR CONNELL:  Let's get staff reaction.  
Discussion from staff?

     GERALD GOLDBERG:  Kathleen Andleman will speak to this.

     MS. ANDLEMAN:  Yes.  Matters that are exempted by law from production would be basically that which is illegal, such as confidential taxpayer information, which we can't produce.

     When we use the language "exempted by law from production," that's actually much more precise than what Mr. Harris has suggested.

     The first code section that he has cited is the Audit Selection Standard, which is exempt by law from production.  Other items that would be exempt by law from production would include attorney‑client communications, that type.

     So by using this language, you are actually being more precise as to what we would be keeping from production.

     RICHARD HARRIS:  May I respond to the question about attorney‑client communications?

     CHAIR CONNELL:  Sure.

     RICHARD HARRIS:  We are not talking about documents in general; we are talking about the audit file.  The file that the protest hearing officer has complete access to, from the very beginning, through the end.

     If it's in the audit file, the taxpayers should be able to have it.

     Now, let's talk about this question of attorneys.

     CHAIR CONNELL:  Well, can I just interrupt you for a moment, because we're having this side conversation.

     I don't understand, if it is just the audit file, why can't we do what Mr. Harris is suggesting?

     MS. ANDLEMAN:  Because it depends on how ‑‑ the definition is the audit file.  The audit file contains a lot of ‑‑ it contains many documents.  Oftentimes, there are communications with legal staff.  And those communications are often evidenced ‑‑

     CHAIR CONNELL:  Maybe you should maintain those in a separate file, because we have been required under, you know, numerous lawsuits filed both before my term in office and currently, that we have to release audit files.

     GERALD GOLDBERG:  The audit file ‑‑

     CHAIR CONNELL:  We're required to, in the Controller's Office.  So I don't understand how you would have a problem with that.

     GERALD GOLDBERG:  Our audit files are frequently exceedingly voluminous and complex.

     While what you're proposing, in some instances, might be very reasonable, it would create a burden, 

I believe, on staff to necessarily create this separate file, when our procedure ‑‑ our current procedures are to maintain just the one file, which contains all of these various documents in them.

     CHAIR CONNELL:  We're having this discussion here because we're in a similar situation in some situations, you know, Jerry, we do a lot of audits for the federal government.  What we have done, under Mr. Chivaro's guidance, and it has seemed to have held up in our numerous litigation ‑‑ everyone seems to love to sue the state, in this regard ‑‑ no offense, Mr. Harris ‑‑ is what we have done is segregate out legal counsel's direction and opinion from what we do on the audit activity itself.  So that if somebody wishes to have their audit file, they have access to their audit file.  You have a right to have access to your audit file.

     They don't have access to the memoranda that may be sent to general counsel or memoranda that are sent to me regarding a matter on which we are going to be taking a position.

     Can you do that?  Why don't you just clean up your file and handle it in a different organizational manner, and we wouldn't have this problem?

     RICHARD HARRIS:  May I also respond to your observations?  Because I'd like to, if I could, refine your points just a little bit.

     First, this is a tax agency.  It is law‑intensive.  The tax agency has an obligation to explain to the taxpayer what the law is.  If an auditor from the field makes a request and says, "What's the law in this area?," and he gets some advice, that information should be made available.  A TAM in the federal thing is made available. The field stuff that comes ‑‑ the general counsel memos, those are all available on the federal side.

     And if the auditor is told what the law is, and it is in the file ‑‑ in the audit file ‑‑ it doesn't matter whether it comes from Ed Campion, who is not a lawyer, 

or whether it comes from Ben Miller, who is a lawyer.

You have an obligation to apply the law.  This is operational.  This is part of what the audit operation is.

     It is highly unlikely that you would have anything in there for which you could have a true attorney‑client privilege claim.  And if it is that important, it won't be in the audit file.  But once it's in the audit file, the taxpayer should be able to have access to it.

     Similarly, you don't want to be precluding the taxpayers from having access to what you say the law is.

     CHAIR CONNELL:  You don't need to argue it further with me.

     I, philosophically, happen to be with Richard on this basis, because I really do feel that government can tend to be abusive and evasive here.  Audit powers are extraordinary.  I mean, they're just extraordinary, having had those powers for eight years; and the intimidation that that references to the person being audited is horrific.  And I have always erred on the fact that they should have as much information as they can to defend the results of an audit.

     Now, there are limitations.  If there are confidential memoranda being circulated in regards to 

a litigation matter that's pending on an audit, that's quite different than definition of the law.  We oftentimes have our auditors in the field querying our legal counsel as to how to define a matter while they are in the field.  That information we make available to people, should they ask for Freedom of Information on a file.  And they get everything.

 
GERALD GOLDBERG:  I think --

     MR. CAMPION:  Excuse me.  My name is Ed Campion.  Typically, at audit, what we do is, if it's an unusual situation, usually it's a very complex audit where we ask for legal advice; and typically, we say, "Okay, here are the facts, this is our understanding of the law.  Can you advise me?  Do you agree?  Am I on the right track?"   Whatever.  If that information is used in the conclusion, the auditor will restate what the facts are, what the law is, and explain it in as much detail as possible in the closing letter.  But it's coming from the auditor, not from the attorney.

     And one reason we do that is if a large corporation, they find out that we're seeking legal advice, the first thing they want to do is talk to the attorney and get the auditor out of the process.  And we're still in the process of factual development.  They typically like to exclude us from the factual development as much as possible, and just argue law.

     But generally, the facts take care of themselves.

     CHAIR CONNELL:  Without having a chance to look at the way your audit files are organized, what I sense you saying is that you take everything that is within the discussion of a field audit, and you incorporate it in your final audit report.

     MR. CAMPION:  Correct.

     CHAIR CONNELL:  But is it incorporated in summary form or is it incorporated in the kind of detail that someone being audited would need to have to argue their point and defend their position?

     See, that is a very fine line, I mean, we could make that argument in all of our audits, too.  We haven't chosen to take that position because I have been open about access to the files.  Because I really do believe that if we've done our job well, we ought to be able to defend ourselves in the conclusions of our audit and our audit judgments.

     So I have taken, you know, a much more progressive view of the process of audits.

     I mean, to me, an audit is a fact‑finding mission.  And when my auditors finish their audit, I never see an audit.  I never see the conclusions of an audit.  The audit is done.  The audit is completed.  And I require our auditors to have peer judgment.  That audit is reviewed by somebody else, prior to it going public.  But once it goes public, it goes public in its entirety.  And our audit staff have to be able to defend the judgment they have reached.  If they can't, then too bad.  Then we have to pull back our audit finding, we have to negotiate the audit finding, we have to do whatever else is required to resolve the differences.  And we do give people access to our audit papers and all the files.

     Now, maybe we are being too open in the process; but as a result, we have severely reduced the suspicion about the audits we conduct, we have been able to ease a lot of the tension that existed in a tremendous litigation workload that existed prior to my coming into office; because I have not had this kind of closed mentality about audits.

     I don't think about audits as an enforcement activity.  I see audits as a monitoring process, to make sure people are complying with the law.

     GERALD GOLDBERG:  Madam Chair, with all due respect, I agree largely with what you're saying.  However, our practice is, I would want to point out, largely consistent with that of the Internal Revenue Service.  

We are very concerned because our files do contain all 

of this information.  If any change were to be made, obviously, I would strongly urge that it only be made prospective, at some future point, because otherwise, obviously, our files will contain all of this material that should not be made available to the taxpayers.

     CHAIR CONNELL:  But I don't know that we can make any further progress on this today.  

 
John, do you?

     MEMBER CHIANG:  Just put it over.

     CHAIR CONNELL:  I think we can put it over.

     MEMBER PORINI:  I agree.

     CHAIR CONNELL:  It's just too complex of an area.

     We are now on ‑‑

     GERALD GOLDBERG:  Madam Chair, would you want us to just remove ‑‑ perhaps remove this section and proceed with the rest of the audit regulation?  Is that a ‑‑

     CHAIR CONNELL:  I like the suggestion that 

Mr. Harris made of his amendments to the matrix.  I thought those were appropriate.


GERALD GOLDBERG:  Yes.

     RICHARD HARRIS:  The only language on this - if instead of just "exempted by law," it simply referred to those two specific sources of exemption ‑‑ the Revenue and Tax Code, 19544 and Title 1.8 of the Civil Code ‑‑ you'd have the prohibitions by law and you'd have the two legitimate exemptions that have been identified.  Because this isn't a public record then.

     GERALD GOLDBERG:  And what I am suggesting, is that perhaps we table that discussion with regard to disclosure of the files, and ask that you simply move forward with regard to the rest of the regulation.

     This is only a small aspect of the overall -- 

     CHAIR CONNELL:  That's fine.  I'm in agreement with that.

     MEMBER PORINI:  I am, too.

     CHAIR CONNELL:  John?

     MEMBER CHIANG:  (Nodding head.)

     CHAIR CONNELL:  Okay, we have now done that.  

     Now, let us move on to "B."  I don't think we need a report on this.  I think I clearly understand it, and I understand your proceeding with the presentation of the final submission package for review and approval by OAL.

     We have Rulemaking Calendar.  I asked for a motion to approve the regulatory calendar, except for any item that was previously rejected by the Board.

     MEMBER PORINI:  Move approval.

     CHAIR CONNELL:  It's been moved.

     Seconded, John?

     MEMBER CHIANG:  Yes.

     CHAIR CONNELL:  Okay, that's passed unanimously.

     We're now on Item 5, the Effect of Financial Hardship Measures on Personal Income Tax Collections.

     This is a report that I asked for.  I'd like to spend a little time on this.

     I am very concerned, as we move into an economy where there are increasing numbers of people who may claim hardship, that we are not foolish in allowing our limited finances ‑‑ this is directed at the Governor's concern, which I happen to agree totally with ‑‑ we're not here as a borrower of last resorts.  And I get very angry when I see people having expensive lifestyles and then claiming hardship for their inability to pay taxes, when I see single mothers that are barely able to pay their household bills, scrounging to pay taxes.  


Now, I raise this question because I am concerned that we are subjectively allowing people to claim hardship that shouldn't -- you know, they're renting foreign cars and yet they can't pay their taxes in a timely fashion -- using the rather cheap money that 

we extend to them as a credit line, when these people wouldn't even qualify for credit in the private sector.

     So why don't you explain to us how a person is able to make a decision on hardship, what empirical information is available to your staff, how well trained your staff are?  They're not credit‑trained.  And on what basis are those decisions rendered?  And more importantly, how diverse are those decisions?  Is it a matter of luck, as to who picks up the phone or reviews your application?

     MR. VRANNA:  Certainly.  I'll try to do that.

     For the record, I'm John Vranna.  I'm Chief of our Accounts Receivable Management Division.

     And I will try to describe the strategies and measures that we do apply to address taxpayer claims of hardships.

     Taxpayers essentially in this sense are asserting to us that paying the amount in full immediately would cause them to be in a situation where they cannot meet their other current financial obligations.  


In this sense, they request basically one of four things from us.  


For a number of them, they want a short‑term deferral, to get their papers together, perhaps to address a tax issue, to get some financing to pay an account off.

     A larger number would request a periodic payment, in the form of an installment agreement.

     A third group, if they feel that their situation is irreversible, may request an offer in compromise where they are asking to reduce the amount of debt owed.

     And finally, some individuals may claim that their situation is so bleak, that they request that we simply write the case off ‑‑ or excuse me, discharge the case.

     CHAIR CONNELL:  Well, I'm not worried about the last two.  I understand how they work, the offer in compromise.  And it is that time of the year when we can be kind again in closed‑door session.  


You know how I feel about this, Annette.

     MEMBER PORINI:  Oh, absolutely.

     CHAIR CONNELL:  I know that this is item ‑‑ John, you have not seen me operate at the Christmas season in offers in compromise.  I believe we should be generous to our taxpayers, particularly during the Christmas season. I'd rather we be viewed as Santa Claus than Scrooge.  But we will get through that in the closed‑door session.  So I'm not concerned about that.

     I want to focus on these really frustrating cases, where people are drawing down on the credit of the state. Now, let's explain what happens.

     MR. VRANNA:  Let me begin by saying, the way we address each claim of financial hardship is to first assess the risk of loss or non‑collectability to the State of California.  And the new automated systems that we've invested in, we've included automated decision analytical tools, which allows us to assess the inherent risk of loss in each and every case.  They're essentially scored.  


So when taxpayers contact us, we first evaluate whether we're dealing with a low‑risk case or a high‑risk case.  In a low-risk case, the amounts typically owed are low; the taxpayers have a good history of complying with us and that there's logical and rational methods for us to secure payment if the taxpayer doesn't comply ‑‑ for example, in an installment agreement.  Risk are higher, on the other hand, when the amounts owed are larger, and taxpayers have a bad history of compliance and it's more problematical as to how we're going to resolve and ensure that we're going to collect the amounts in full.

     CHAIR CONNELL:  Let me go back to this issue, though, of compliance.  Does it make a difference whether the person comes forward and offers to resolve their outstanding tax liability?  Say, they haven't paid for a couple years, they suddenly come forward and say, "Look, I've now got a job.  My financial credit history is going to be reviewed by my future employer, and I'm concerned about this coming out," or are you in a situation where the person is found to not be paying, is identified through some other collection or audit process, and as a result, they land in front of you, and at that point they claim hardship?  Is there a distinction?  Do you give credit to the person who comes forward themselves versus the person who is found?

     MR. VRANNA:  We're dealing, typically, with the latter situation.

     CHAIR CONNELL:  The person who is found?

     MR. VRANNA:  A person who is found.  We're dealing were the non-filer where the assessment has already been made, the taxpayer has had their protest rights.  The liability is essentially --

     CHAIR CONNELL:  So they've been a tax cheat, basically?  

     MR. VRANNA:  Well, a determination has been made that the amount owed is, in fact, owed.  


Of our receivables base, a significant portion of what we do in resolving and managing receivables is, in fact, to look and address taxpayers' claims that the assessments are not correct.  So there's an awful lot of additional work that goes on to get individuals to file returns after the assessment is final.

     CHAIR CONNELL:  No, I'm talking about the people who get into the hardship.  If they haven't paid taxes and they're later found by you, to be employed or in some other way they are found, they have failed to pay taxes.

     MR. VRANNA:  Correct.

     CHAIR CONNELL:  They are a deadbeat taxpayer, to use that term.

     MR. VRANNA:  Right.

     CHAIR CONNELL:  They're a tax cheat.  They have not paid their taxes.  Now, I have not paid my taxes for a year or two years or six months or whatever, you have now found me.  I come before you and I say to you, "I would have loved to have paid, but I have a hardship."  Tell me what happens at that point.

     MR. VRANNA:  Well, the first issue would be what they're requesting.  

     CHAIR CONNELL:  I don't want to pay my full obligation of 4,000 dollars in taxes because it crimps 

my lifestyle.

     MR. VRANNA:  If they're asking to pay less ‑‑ are you asking in that question, Dr. Connell ‑‑

     CHAIR CONNELL:  No, I'll pay it; but I need to 

have it -

MR. VRANNA:  You want more time?


CHAIR CONNELL:  -- in installments.

     MR. VRANNA:  The first thing we would assess is risk to the State.  If the loss of risk is high, we're going to require extensive documentation and verification of their taxpayer claim.

     Our fundamental rule is that we're not going to allow them additional time unless we can establish that, in fact, they don't have the means to borrow or the current ability to pay the amount in full right away.

     If, in fact, they do have such a hardship, we will require ‑‑ we will allow them to have an installment agreement, if you will, we will file liens in most of those instances and we'll get the necessary financial information to protect the State's interest.

     CHAIR CONNELL:  How do you file a lien?

     MR. VRANNA:  It's actually ‑‑

     CHAIR CONNELL:  I mean, I know the process; but if these people are renters or, you know, they don't have equity in a home, how do you file it?

     MR. VRANNA:  In terms of securing the interest in that context, that's one of the methods that ‑‑

     CHAIR CONNELL:  I know how the method works.  I'm just asking you how you would do that, if a person doesn't have property?

     MR. VRANNA:  Well, in the context of a lien, that's one option we have.  I think I should say that in looking at a high‑risk taxpayer, looking at their other asset sources, their bank sources, their wage sources and the like, so if they enter into an installment agreement and if they default on that, we have a methodology, if you will, to go forth and get the account resolved through the --

     CHAIR CONNELL:  If a person is a renter, how do you collect?

     MR. VRANNA:  It could be through an attachment of their wages.

     CHAIR CONNELL:  You always take an attachment to wages if you have an installment agreement?

     MR. VRANNA:  No, no, not in each and every case.

     What happens in ‑‑ most accounts ‑‑ by the way, most taxpayers, essentially, that come to us are essentially self‑correcting.  If you look at the analysis and the composition of our receivables, in about 60 to 70 percent of the cases, they typically fall into a low‑risk category, in the sense that the amounts are relatively low and we have obvious methods to collect those cases.

     What we've found is that it makes good business sense to allow them some autonomy within reasonable parameters to define the amount of payments they can afford to make on a monthly basis to us.  It's actually been determined that this reduces the amount of default rates we have in our installment agreements.

     CHAIR CONNELL:  That's wonderful.  I'm glad we're so generous.  But we are in a budget crisis here.  So the dollars that should have been paid last year are not being paid.  So instead of paying my taxes, I go out and I take a trip to Tahiti, I may be gambling in Vegas, I rent a new BMW 325i.  So instead of paying you taxes, I'm paying 300 dollars a month for my BMW rental, and I'm living in an expensive apartment somewhere.  And I'm saying, "I can't afford to pay," and I'm now going to have an installment package paid for by the taxpayers of California.  Is that a correct statement?  That could happen, and it does happen; does it not?

     MR. VRANNA:  If a taxpayer is a high‑risk taxpayer, that would be an absolutely uncreditable argument for an installment agreement.  And those kind of situations would, indeed, be denied.

     If a taxpayer, for example, comes forth to us, owes us a couple of thousand dollars, wants a limited period of time to pay, frankly, in many instances, it's a good business decision for the state.

     There is a price for an installment agreement.

     CHAIR CONNELL:  Why is it a good business decision?  Why don't you just have him cancel their rental agreement on their car and move into a less expensive apartment?

     MR. VRANNA:  Well, a couple of points, I think, that could address that.  One is that it's not perceived as a very good financial deal, I would suggest to you.  First of all, in addition to the statutory interest, they have to pay an underpayment penalty, which increases at a half a percent per month, up to a maximum of 25 months.  

     In addition, they're subject to ‑‑

     CHAIR CONNELL:  What is the rate today you're charging?

     MR. VRANNA:  The statutory rate is 6 percent.  If you add to that a half a percent per month, plus five percent for the underpayment penalty for the average typical installment agreement, which is in the average of 18 months it takes them to pay the account off, and the average balance is around 2,400 dollars, they're getting close to an effective interest rate of 

20 percent.

     CHAIR CONNELL:  So it's 2,400 dollars the average person owes, and they extend it for 18 months.  And so they pay an increasing one half percentage point.

     MR. VRANNA:  In addition to that, the ‑‑

     CHAIR CONNELL:  That 6 percent stays as the base, regardless of the ‑‑

     MR. VRANNA:  It's fixed by statute and it's tied to the federal rates.  


In addition to that, they could be subject to a collection fee, on top of that.

     So the effective rate really is around the neighborhood of 19 to 20 percent, that they're actually paying.

     CHAIR CONNELL:  No, no, that's not true because if you average it out, it's not 19 or 20 percent.  You're taking what the rate is at the end of the 18 months.  A correct financial calculation would not take the rate of the end of the 18 months.  You would do a stream of interest calculation.  And what you would find is that the average rate is closer to 10 and a half, maybe 11 and a half.  If it's an 18‑month cycle, it can't be any more than an 11 percent rate of average cost on borrowing.

     MR. VRANNA:  Okay.  I would defer to you.  What I was doing ‑‑

     CHAIR CONNELL:  That's 11 and a half percent.  So now, it's not 18.  It's 11 and a half.  Pretty good deal.

     So I can defer and get a loan at 11 and a half percent.

     Now, what is the standard interest rate on a credit card today?  Is it 16 percent?  Does anyone not pay 

their ‑‑ I pay my credit card bill now, so I've never been --

     MEMBER CHIANG:  So do I.

     Dr. Connell, I see the point you're trying to make.

Do you have a proposal or remedy?

     CHAIR CONNELL:  Well, I'm concerned that we are allowing people to borrow from the State at a cheaper rate than they borrow from their credit card company.  

I am concerned that they are borrowing from us at a cheaper rate, at a very point in time when we need their money.

     MEMBER CHIANG:  So where do you see a problem in the system and what should we do?  What proposal should we recommend?

     CHAIR CONNELL:  I think fewer people, other than those who are legitimately hardship ‑‑ I mean, I am concerned that there are people who have expensive lifestyles who are choosing not to pay their taxes and deferring them.

     MEMBER CHIANG:  Do you have any particular examples?  We can run them through the mill and see what comes out.

     CHAIR CONNELL:  I think we've already run them through the mill and this is what has come out.

     MR. VRANNA:  Well, if I can go back to that, I just wanted to walk through my numbers with you one more time to make sure I understand the point you're making.

     MEMBER CHIANG:  No, I understand the numbers, and she was very accurate.  You've made a good presentation. I'm just trying to get to the next step.  You know, perhaps a review of the guidelines, especially 

Dr. Connell, in your last month and a half, if you can have some proposals.

     CHAIR CONNELL:  Well, my proposals brought us here today.  My concern is that the hardship needs to be redefined.

     "Hardship," in my view, should be a definition for people who have an inability to pay.  If somebody is currently working and they have an expensive lifestyle and that means they have to give up some portion of their expensive lifestyle in order to pay their taxes, I think they should be doing that, or they shouldn't be starting out at a six percent interest level.

     I think the interest level of six percent is an egregiously low interest level for somebody who chooses not to pay their taxes.  That category is different than a person who has lost their job or I, being a very strong advocate for women in general and obviously single women, which we'll get to under the child support thing, these women are a classic example of why we have hardship.  They need to have, in my view, almost no interest 

level -- interest rate applied, and to pay their taxes back.

     But when I see that people who are higher income or who have a fully sustainable job in a secure environment are choosing not to pay their taxes, and have a more expensive lifestyle, and are betting on the fact that they're going to get hardship from the state, this frustrates me.

     MEMBER CHIANG:  Well, I'm sure you're ‑‑

     MR. VRANNA:  The solution would be an increase in the interest rate of a statutory ‑‑

     MEMBER CHIANG:  That's one of the alternatives.

     MR. VRANNA:  That's one of the alternatives.  I just want to make a point --

     MEMBER CHIANG:  Actually, I want to move this forward.  I share the Controller's sentiment.

     Why don't you give us some thoughts on how we move forward on these various definitions of "hardship" alternatives, such as increasing the interest rate?

     MR. VRANNA:  Fair enough.

     MEMBER CHIANG:  And then if you can get that to us as quickly as possible, Dr. Connell, perhaps if you want to have one more FTB meeting, we can address this before the end of the year.

     CHAIR CONNELL:  Yes, I just think it's unfair.  I don't think we should, in today's economy, be penalizing the taxpayers who pay for those who don't.

     MEMBER PORINI:  And, again, I think you're looking at a very small band of folks there.  Because I do agree with the analysis that taxpayers who are able to make an installment payment ought not be penalized by having something that's so high, in terms of interest rate, that they're unable to meet their obligations.

     CHAIR CONNELL:  No, I think if you should -
     MEMBER PORINI:  I'm just saying, we need to define it in a very narrow way.

     MEMBER CHIANG:  Absolutely.  

     Okay, so if we can move forward on that.

     CHAIR CONNELL:  That's fine.

     MEMBER CHIANG:  I'd like to take the next step, and make sure your concerns are addressed.

     CHAIR CONNELL:  I am just particularly concerned as we move into what could be an extended down cycle here in the State.

     Thank you.


Now we are on Credit Utilization on a Unitary Group.  And this is really a Board discussion, if appropriate.

     There seems to be continued interest in investigating the use of credits on a unitary group basis.  And, you know, I had published, I think, two reports in my terms of office.  First, the Gold Report, and then the Tax Simplification Task Force Report, that urged utilization of credits on a unitary group basis.  

I think there's also been some discussion between industry and Phil Spielberg concerning the estimates for unitary utilization.

     At one point, that number ‑‑ I don't know, is Phil in the audience?

     GERALD GOLDBERG:  Phil is not here.

     CHAIR CONNELL:  At one point that number was quite high.  I think he had originally suggested it was at 

100 million‑dollar annual loss, but I think there's some dispute now about that number; in part, because it can't be justified whether the original credit revenue estimates were on a separate company basis.

     But do we have anything here to discuss on this matter today, Jerry, that you wanted to put this on?

     GERALD GOLDBERG:  No, this is not our issue.

     CHAIR CONNELL:  Is anyone in industry ‑‑ oh, 

Eric Miethke, you wanted to talk about this.  Sorry.

     MR. MIETHKE:  Thank you very much.

     Madam Chair and Members; Eric Miethke with Nielsen Merksamer.

     I know you have a full calendar today.  I'm going to be very brief on this.

     There has been continued attention paid to this issue over a number of years, and we thank the Chair particularly for the many tax reform efforts that she has taken and definitely given a lot of time and attention to this issue.

     Again, I don't think the issue has basically changed.  There's a dispute, I think, between the staff and industry over what the state ‑‑ the current state of the law is, and so we don't want to belabor that today, certainly.  But we do want to again remind the Board of the policy at stake here, and that is that the current policy with regards to tax credits amounts in the eyes 

of many taxpayers to sort of institutionalize 

bait-and-switch, where the Legislature offers an incentive and you engage in a certain behavior in the state, if you build something here or hire someone here or do a desired behavior here.  They do that only to find that because of California's rather unique way of interpreting the tax policy and the law with regards to tax credits, that those credits cannot be utilized.

     And although the estimate of credits that never get utilized varies from year to year, my understanding is it's in the neighborhood of one‑third.  And, therefore, the Legislature ‑‑ I don't know if they're aware of the fact that when they pass a tax credit bill, that, fully, one‑third of the effect of that never ripens for the taxpayer, simply because those credits are earned but they can never be utilized because they're jammed in one individual corporation of a combined group.

     We think that it's inconsistent what the unitary principal is, which is that your tax liability should be the same whether you operate as one corporation or many corporations.

     Certainly with regards to finding income, that's been the policy of the state, that we look at the whole entity.  Certainly if instead of granting a tax credit, the Legislature had made the program a deduction, it, again, would be pooled and shared amongst all of the members of the unitary group.

     So for so many reasons, California finds itself in a unique position.  We note that other unitary states do allow credits to be utilized on a unitary basis:  Illinois, Arizona, Minnesota, New Hampshire, Oregon, Utah.  It's never been made to clear to us what is so unique about California that would require this difference in tax policy.

     So with the sand running through the hourglass for this board, I don't think there's much that can be done this year, but certainly to keep the issue alive and to encourage the future boards to seek remedies to this is something we'd like to explore.

     And thank you.

     CHAIR CONNELL:  Thank you.

     We're now on 7, Child Support, an item of equal concern to us.

     Mr. Goldberg?

     GERALD GOLDBERG:  Madam Chair, I am ‑‑

     CHAIR CONNELL:  This will be a brief update, I hope?

     GERALD GOLDBERG:  Yes.  I am very pleased to say that we're just about through contract negotiations.  We are in the throes of developing a required feasibility study.  It is required by the federal government.  We're going to have to also undergo an extensive review process by the federal government, once all of these documents are submitted.  The federal government has indicated it could take up to 120 days.  And it would not surprise me, candidly, if they asked for even more time than that.  So we are now looking now at a contract award date of roughly June 1st or July 1st.

     CHAIR CONNELL:  As we continue to pay penalties?

     GERALD GOLDBERG:  As we continue to pay penalties, that's correct.

     CHAIR CONNELL:  Lovely.

     GERALD GOLDBERG:  The progress with regard to the negotiations, I'm very pleased to report, has been very positive; and I think we're there.

     CHAIR CONNELL:  Great.

     And, Annette, do you have any comment on this?

     MEMBER PORINI:  No.  Just a job well done.  We're glad to see that we're getting to the end.  Maybe we can negotiate something in terms of the penalties, if the federal review takes a longer period of time.

     GERALD GOLDBERG:  Certainly, that could be.

     CHAIR CONNELL:  Yes, if they're delaying, maybe they can begin to shift some of the responsibility back to themselves.

     Thank you, Jerry.

     Executive Officer's Time.  I hear you want to tell us that you're not going to be planning a tax policy conference, largely because I'm not available as the speaker, Jerry.

     GERALD GOLDBERG:  Absolutely.  That's the only reason, Madam Chair.

     But I did want to point out that ‑‑

     MEMBER CHIANG:  Are you not available?  I mean, we could always invite you.

     CHAIR CONNELL:  That's all right, John.  We must move forward.

     The Governor has asked that no one hold conferences this year because of the grim financial condition.  And 

I certainly recognize that that's the reason why you're going to honor the Governor's request, as all of us will. And it's obviously something that needs to be done in combination with somebody else in the future, and I agree with that.

     We're now at Board Members' Time.  And we have some resolutions.  I approve all the resolutions that have been suggested, Jerry; is that right?

     GERALD GOLDBERG:  That is.  Thank you very much.

     MEMBER PORINI:  Chair Connell, if you've completed with your part of the Board Members' Time, I would like to request some Board Member time.

     CHAIR CONNELL:  I'm sorry.  Yes, absolutely.  You have Board Member time.

     MEMBER PORINI:  I'm not actually on the agenda, 

but ‑‑

     CHAIR CONNELL:  I'm sorry.

     MEMBER PORINI:  ‑‑ I'm happy to take advantage of that.

     CHAIR CONNELL:  I'm looking at my notes and realizing that I failed to recognize somebody.

     MEMBER PORINI:  Well, maybe your notes just didn't reflect the fact that we believe this may well be your last meeting as Chair of the Franchise Tax Board; so we wanted to take just a moment to thank you for your eight years --

     CHAIR CONNELL:  This is why you were sly; and 

I didn't have this, Mr. Goldberg.

     MEMBER PORINI:  -- and present you with a certificate of recognition for your service.

     CHAIR CONNELL:  Thank you.  

     Isn't that pretty?

     Oh, you put my 2EZ Form in.  Thank you.

     MEMBER PORINI:  And now I will go on with another presentation to you.  

     You'll note that I am wearing your favorite color, purple, today.

     CHAIR CONNELL:  Yes, yes.

     MEMBER PORINI:  And that's because we would like 

to recognize you as the "Mother of the 2EZ Form."  We have created this special award with your form, so that you can remember that.

     CHAIR CONNELL:  Oh, great.  

 
Does everyone see that?

     Thank you.  Thank you very much.  That's very kind of you.  Thank you very much.

     MEMBER PORINI:  You're welcome.  It's a pleasure.

     CHAIR CONNELL:  We've been together for eight years.

     Thank you, John.

     MEMBER CHIANG:  My pleasure.

     CHAIR CONNELL:  Thank you, to the staff.

     I appreciate my award.  I will keep this with me as a happy indication.  I hope I'm never in a tax bracket where I can file the form.

     Having said that, I know that there are others who have benefitted from the form.

     I just want to take a moment, if I may, of personal appreciation to the many talented members of the Franchise Tax Board staff.  It has been my true pleasure and honor to work with all of you.  


When I became a member of the Board almost eight years ago, it was with some trepidation.  And I must 

tell you, I would not have been able to add the value that I think we've added and the objectives we've achieved, if it wasn't for the open partnership that 

I've had with the Franchise Tax Board staff and the extraordinary commitment of time and effort that the staff has contributed to us.

     I also would like to take this moment -- I acknowledged in my earlier comments of the tax policy conference this year, but I'd like to acknowledge it on the record -- I have been gifted with extraordinary skills in my own staff, both in the presence of my Chief of Staff, Rick Chivaro, who happens to have a very strong background in this field and his tremendous contribution has sometimes not been recognized; as well as the tremendous personal commitment and professional talents of Marcy Jo Mandel.  I have been really well‑served by both, and I'd like to take a moment to thank both of them.  They have been extraordinary in their dedication, in their loyalty; and I think the State has been very fortunate to attract such talented people to state service.

     I'd like to thank all of my Board members ‑‑ not only those who are present, but those I've gotten to work with in the past.  I've gotten to work with two governors and staffs from both of those operations.  

     So thank you to the current governor and to the past governor; to all of my many Franchise Tax Board members.  I have truly enjoyed being the chair of the Franchise Tax Board.  

     I hope we've added some excitement to people's lives.  I hope somebody carries on in the color that we have had at the past meetings.  And it is with great pride that I turn over the responsibilities of this particular function of the controller to the new controller.  And I have already briefed him on a couple of occasions and will continue to emphasize the importance of his personally being engaged in his role 

as the chair of the Franchise Tax Board.  I hope he continues to do so  or I hope he chooses to do so, and that many of the items that were just in the gestation stage will work very favorably, as he assumes my responsibility.

     I want to thank particularly the business community. You've always been there for me.  We've tried to keep an open door.  We have agreed, probably on most circumstances; and we have disagreed.  But even on those circumstances, you have been generous in your advice to me, you have been always available to me, you have been very gentile when we have chosen to take a different path than the one that you have recommended.  And we could not have made the progress that we did without the partnership that I think we forge with the private sector.  And I think having come from the private sector was beneficial to my perspective.  

     And as I leave office and go back into the private sector, I will carry very strong and positive memories of my opportunity to serve the public on this Board.

     So thank you.

     MEMBER CHIANG:  I reserve my comments regarding 

Dr. Connell.  I'm co‑hosting a reception for the Controller with my other two colleagues; and I don't 

want to take your time in reiterating the comments in three different forums.

     CHAIR CONNELL:  Thank you.

     MEMBER CHIANG:  So in respect to everybody, I am going to share one grand statement later on.

     CHAIR CONNELL:  Thank you.

     And I'm going to wear purple on all future occasions to recognize my now signature color here.

     I must just tell a slightly humorous story.  When Jerry came over, I believe with Lisa several years ago, when we were doing the Franchise Tax Board 2EZ Form and 

I had suggested it be purple, they came in with a color selection that looked to me like navy.  And I suggested it didn't have enough purple tone.  And they were confused as to whether the printer, the State Printer could come up with a purple.  So I brought in my own selection of colors -- as you might remember, Marcy -- and went through and showed them what the purples could be, and suggested that we would find the ink, if we needed to bring it into Sacramento, so that we could make the form purple.  


But I thank you for that effort, and I think it's 

a reflection of the friendship that has developed among all of us.  So I wish you all very well.

     I now would like to get to the Taxpayers' Bill of Rights hearing.  And I think there are only two people who want to speak at this hearing is it; is that, this year?  Am I reading this correctly?  We have Roland Boucher and Gina Rodriguez.

     I'm sorry -- and Richard Harris.

     I'm sorry, Richard.

     Roland, why, don't you come forward?  You are the only person who hasn't yet been able to address the Board; and I know you've driven a long way from Ontario; is that right?

     MR. BOUCHER:  Yes.  I got up at 4:30 this morning to come here.

     I think the 2EZ is one of the best things that happened to California.  And I think we should all give the Controller a round of applause for what she has done.

                      (Applause)


CHAIR CONNELL:  Thank you.

     MR. BOUCHER:  Now, last year, I came here and 

I asked for all the restrictions to be removed from the short form, because there were six restrictions there ‑‑ age 65, the interest income, the limit of 400 dollars, the dividends, capital gains, pensions and so forth; and we really want to get that done.  And I hope that the Franchise Tax Board and the Board of Equalization work on that together.  


Since I was here last year, we passed a bill in the senate, Senate Bill 831, Senator Poochigian.  It went through Policy Committee, unanimous vote.  It went to Appropriations, unanimous vote.  It went to the floor of the Senate:  40 to zero, to remove the restrictions.  Unfortunately it never got through the Assembly because of the mishmash of the budget problems.  But the fact that we got 40 to zero in the Senate means we're going to try again, certainly.

     I took this request also to the federal level.  I want to give you an update on that.  I took it four years in a row ‑‑ but last year in March I took it to Chris Cox one more time.  And this time, he just pulled it out of my hand; and he said, "I'm going over to see the President at the leadership meeting of the Republican Party with the President."

     CHAIR CONNELL:  You're just excited to be able to say that, because it's been eight years.

     MR. BOUCHER:  "I'm taking this to the President."

     And, by the way, before this before we got to him taking it out of my hand, I mentioned, if you have any questions, to call the Controller of California or just look it up on the Web site and see how she does it, okay, the color code and the whole thing.

     He takes it over to the President.  He sends me 

a little love note in the mail a couple weeks later, saying, "The President liked it." 


Then I met with him about two months later, Chris Cox, in his office.  He said they invited me back.  And 

I met with Lawrence Lindsey, the President's economic advisor; the vice president's chief of staff, and members of the Treasury.  He didn't give me the names.  But I have personally talked to the Deputy Secretary for Tax Policy, Pamela Olson, and her advisor, J.D. Foster.  I met with J.D. Foster.  Anyway, they met, and the result of that meeting at the White House was, "Move out, Treasury Department, and get a hold of Bill Thomas and tell him to stop pushing at the level of the Legislature."  

     So I hope that the Treasury Department does follow suit and we begin moving.  And I hope that the State of California does start to remove the other restrictions, so that the 70 percent of people who don't itemize will have a simple tax form with just two or three or four pages of instructions, instead of 63.  

     And I think the color coding and the way you did the table lookup is fantastic.  The fact that California now says, "This is how much money you made; this is how much you owe," end of discussion.  That's all you have to know.  If you can add six numbers up and look on the form, you'll be able to do it.  Right now, you only have to add two.

     So right now, I appreciate the Governor signed 

AB 1370 so that the Franchise Tax Board could remove the 400‑dollar restriction and remove the restriction on the age.  And we are getting there.  It takes a while.  But 

I started on this project, in general, when I was 

58 years old, and specifically, on this particular specific project, four years ago.  I'm now 70.  I hope before God takes me home, we'll get it done.

     CHAIR CONNELL:  Well, thank you.

     And I want to give my personal applause to you, and you, symbolically for all of the taxpayers of California who have come forward.  And, as Gina knows, we have really reached out to them over the course of the last eight years; and it is nothing short of remarkable that you have driven all the way up here.  And thank you.  Thank you so much for your commitment.

     MR. BOUCHER:  I've got to keep going.  I've got to get it done.

     CHAIR CONNELL:  Thank you.  Be careful when you drive home.  You've got all that Thanksgiving traffic on the roads now.

     MS. RODRIGUEZ:  I'll take it easy.

     CHAIR CONNELL:  Thank you.

     Gina, did you want to address the Board?  

     Am I suppose to announce, by the way, John -- have 

I failed to say that "This is the time set for the annual hearing required by the Taxpayers' Bill of Rights"?  Do you want me to read that?

     MR. DAVIES:  That would be good.

     CHAIR CONNELL:  Excuse me, Gina.  

 
The purpose of this hearing is to allow taxpayers and tax practitioners the opportunity to present directly to the Board any proposals they may have for changes in existing state income tax law or for improvements in 

FTB publications or the services that the FTB provides to the public.  FTB staff is available to respond to questions that may be raised as a result of taxpayer proposals.  Present are Jerry Goldberg, Executive Officer; John Davies, Chief Counsel; and Debbie Newcomb, taxpayer advocate.

     Staff will analyze and - I'm sorry I didn't say hello to you, Debbie.  How are you?

     MS. NEWCOMB:  Fine.

     CHAIR CONNELL:  Staff will analyze the fiscal and  administrative consequences of the proposals.  


I will now call the names of the individuals willing to make a presentation.


Come forward when your name is called.

     All right, we are now ‑‑ now that we've dealt with that administrative snafu, I was so overwhelmed by the kindness represented by my Board Members and staff, that I failed to fulfill my responsibilities.  


John, I apologize.

     Gina?

     MS. RODRIGUEZ:  Thank you, Madam Chair.  I do have presentation materials.  I put them on the end of your table there before the meeting.

     CHAIR CONNELL:  Go ahead, if you can begin.

     Marcy, can you hand this out to us, since we're not supposed to ‑‑

     MS. RODRIGUEZ:  As the Sacramento editor of Spidell Publishing, we, too, at Spidell would like to thank you for your eight years of service.  You've been extraordinary.

     All of your efforts have been noticed by us, as well as the practitioners, the 10,000 practitioners we work with.  They, in turn, prepare six million returns.  So we do appreciate all of your efforts with policy changes and all the efforts that you've made.  


Also, we appreciate the efforts of Rose Anderson and Pat Kusiak who have worked with us almost on a daily basis in resolving technical issues.  If it weren't for them, we could not disseminate this information to our subscribers.

     With that, I do have six issues.  


The first one I did cover during the LP agenda item dealing with the AB 1115 cleanup.  The other items, 

I would only like to cover items 2, 4 and 6.  Items 3 

and 5 -- 3 dealing with Franchise Tax Board forms in the Web and California ride‑sharing benefits, if I could just have staff respond to my analysis, I'd appreciate it.  I don't need to walk the Board through it.

     But the first item deals with functional consolidation of the tax agencies.  I think year after year, when I'm here, I ask the FTB to work cooperatively with the BOE and EDD on very specific issues.  And today I would recommend continuing that effort and moving toward a functional consolidation of certain functions 

of these agencies, specifically the offer in compromise function.

     The three agencies have three different procedures, three different tolerances, three different financial analyses, down to sometimes the level of groceries, the amount of groceries a taxpayer can spend.  Practitioners would like to see some consistency among the agencies.

     Now, we understand trust‑fund taxes, such as sales taxes, as well as employment taxes might need to be held to a higher standard than self‑assessed taxes.  But if we could unify the process, it would help practitioners tremendously.  Especially, we are anticipating seeing higher volumes of OICs coming through with this downward economy.

     Would you like me to continue with my issues?

     CHAIR CONNELL:  Please.

     MS. RODRIGUEZ:  The next item, again, back with nanny tax and elder care.  At any practitioner meeting you will attend, you will hear them talk about the lack of compliance with respect to elder care as our population grows older.  There's also a nanny tax compliance problem out there.

     I won't take you through the history; but we have had a bill sponsored by Senator Speier go through.  The Governor vetoed it.  Let me back up.  We needed congressional action to even get to this point.  We got that congressional action in 1999.  Senator Speier sponsored a bill, authored the bill; it went through.  The governor vetoed it because it was a 200,000‑dollar one‑time cost to the EDD to implement the bill, which we were pretty amazed at, considering all the revenue that's sitting out there.  We didn't think 200,000 was that substantial of a cost, especially a one‑time cost.  So 

we would like this Board to continue to look at how to simplify nanny tax, elder tax, domestic employment taxes in general; how to cooperate with the EDD, to get this particular tax on the personal income tax form.

     CHAIR CONNELL:  I think that would be a real significant step forward, as one who has had to deal with some of those issues.

     You know, one of the reasons I think we've had failure to adhere to the nanny tax is that it's just too cumbersome.

     MS. RODRIGUEZ:  It's very cumbersome.  It's very complicated.  Practitioners are even amazed at how complicated it is.  So if we could simplify it.  And like I say, we have the capability to do it today.  It's just a matter of convincing the administration.  


And, Member Porini, maybe you could help in that effort.

     The final functional consolidation issue I wanted to address is the use tax.  We have an area of huge noncompliance because, frankly, taxpayers don't understand they have a use tax liability.  We're working with staff to educate, and they have agreed to include, for the first time, the consumer use tax return in the personal income tax booklets this year.  We thank the staff for doing that.  We would like to see them go one step further to actually put a line on the personal income tax return to collect the use tax.  


Like I said, it is an educational effort.  And we 

do see probably a lot of potential revenue out there that's not being collected because taxpayers are unaware of it.

     Those are my functional consolidation issues.

     CHAIR CONNELL:  Thank you.

     Any further information?

     No?

     Mr. Harris?

     RICHARD HARRIS:  Thank you.


CHAIR CONNELL:  I want to thank you for --

     MS. RODRIGUEZ:  Madam Chair, I'm sorry, I had 

two other issues.

     CHAIR CONNELL:  Oh, I'm sorry.  Go ahead.

     MS. RODRIGUEZ:  Item number 4 is the tax code and regulation simplification.  


Madam Chair, you put together, obviously, the 

Tax Simplification Task Force.  One of their recommendations -- and I was a member, so I'm very aware of this -- was conformity, conformity, conformity, mainly because of ease of administration.  What I would like the staff to do is to continue with that.  We have achieved a massive conformity bill after about a four‑year hiatus.

     What I see happening in some of these conforming bills is staff picking up language to federal act sections instead of IRC sections, making it extremely complex for practitioners to follow along, to see what we've conformed to and what we have not conformed to.

     So it's just more of a mechanical issue.  If staff could be cognizant of that when they're drafting the language.

     The second issue for simplification relates to regulations.  We are seeing a growing trend of regulations being drafted without an operative date --  again, problematic for practitioners in particular.  

We have a perfect example on this Board on 

September 19th, 2000, approved Reg section 25137(c), 

that relates to the sales factor throw-out rules for substantial occasional sales.  That Board approved it prospectively. What we see happening is it's very difficult to read.  You frankly can't read what the operative date is in that regulation.  Staff is now attempting to apply it retroactively.  

     So the alarms went off on this one.  But because there's no operative date in some of these regulations, it could be open for interpretation.  You have to actually go back to the Board minutes to see you did approve it prospectively.

     That is my issue for simplification this year.

     The last issue I have deals with real estate withholding for individuals.  This Board is probably extremely familiar with the new legislative mandate requiring withholding on residents.  We always had or historically had it for nonresidents.  We have to withhold at three and a third percent of the sales price on California real estate.  We absolutely -- and petitioners have no quarrel with withholding.  

     Obviously, it makes sense to the withhold if there's a chance you're not going to get a return on the back end, to pick up the profit and pay the tax.  But the Legislature did not opt to use the existing system in place that allows individuals to apply for an exemption or reduced withholding, so that the proper amount of tax can be paid, not some phantom liability.

     I've spoken with a lot of attorneys, one in particular, a tax attorney in CSU, Professor Kathleen Wright agrees, saying that any court would strike down this law.  In my conversations with her, she believes that mandating overwithholding -- which is what the State is doing with this law, mandating overwithholding -- is patently discriminatory, especially if you're requiring it for one class of taxpayers ‑‑ in this case, for individuals -- but not requiring the overwithholding for corporations.

     As far as the mechanics with this withholding, taxpayers are going to deduct the withholding on their federal returns.  This will oftentimes create an 

AMT liability.  Then in the following year, they have 

to report the refund on their tax return, thus reducing certain itemized deductions, like charitable contributions and medical expenses.

     So I respectfully request that this Board sponsor legislation to reinstate the waiver process for individuals.  

     You recently put on your Web site a beautiful electronic program to grant waivers for the nonresidents.  I'd hate to see that program just go to waste.  Let's use the program, let's tell the Legislature, "Here's how we think it should work," and sponsor a legislative proposal.

     CHAIR CONNELL:  Is that it, Gina?

     MS. RODRIGUEZ:  Yes.

     CHAIR CONNELL:  Any comments?  No?

     GERALD GOLDBERG:  We would be happy to consider Gina's recommendations.  And clearly, with regard to the real estate withholding, I imagine the Legislature will be taking some action to clean it up.

     CHAIR CONNELL:  And I must say, Gina has been a source of tremendous innovation over the years.  I have personally enjoyed the opportunity to work with her.  


And I thank you for your remarkable perseverance -- if I can get the word out -- and commitment.

     MS. RODRIGUEZ:  Thank you.

     CHAIR CONNELL:  Okay, Mr. Harris.  We're running out of time.  I'm being signaled by people; they're fainting out there.

     RICHARD HARRIS:  I realize that.

     CHAIR CONNELL:  Let's do two minutes here.

     RICHARD HARRIS:  I will try to be brief.

     I have four items ‑‑

     CHAIR CONNELL:  I'm sorry.  Did you want to speak as well?

     MR. DOERR:  I was just going to support her.

     CHAIR CONNELL:  Okay, well, do you have anything different?


MEMBER CHIANG:  You did a good job, Dave.


CHAIR CONNELL:  Thank you, Dave.

     RICHARD HARRIS:  I have four items.  


On the first one ‑‑

     CHAIR CONNELL:  No, I can't take those.  I'm sorry, my hand has turned radioactive.  Somebody from the staff will have to ‑‑

     MEMBER PORINI:  You can take your own; is that correct, Mr. ‑‑

     MR. DAVIES:  It's a technical rule.  If each Board Member would take one, that would be fine.

     RICHARD HARRIS:  Can I do it this way?

     MR. DAVIES:  Sure.  Yes, that's fine.

     RICHARD HARRIS:  I don't want to violate any ‑‑

     MR. DAVIES:  Thank you, Richard.

     RICHARD HARRIS:  You're welcome.

     Four items.  The first one, I'm here for the Complete Audit File Access Coalition, CAFAC.  It's a similar item that we've had from last year.  I've attached the letter from last year.  I won't go over it. The problem is still a great source of frustration and inefficiency.

     MEMBER CHIANG:  Richard, who belongs to this coalition?

     RICHARD HARRIS:  The coalition members, on the last page, indicate the California Manufacturers and Technology Association, Cal Taxpayers' Association, the Chamber, Mr. Calfo from Morrison; Mr. Powers from Baker‑MacKenzie.  Also not listed, Mr. Vesely from Pillsbury.

     MEMBER CHIANG:  Thank you.

     RICHARD HARRIS:  This is a practical problem.  


Your comments, Madam Chairman, about the level of  suspicion, the audit, the need for transparency that 

we had earlier in the meeting are all directly applicable.  It is important to get rid of that, that type of suspicion.

     The one example was that a material withheld from the audit file, a taxpayer discovered that the hearing officer appointed for the protest had been involved in the audit; and that, in fact, it appeared, in effect, that he was reviewing his own work.  Hardly an impartial protest proceeding.  But that had been withheld, and it took a long time.

     And when he found out about that, he was outraged by it; and I think understandably so.  It's important that we have increased transparency.  It's important that anything that happened on the audit, get it out there.  Let the taxpayers see it.

     Which then brings me to Item 2:  Mr. Campion made the observation about how when the auditor in the field asks somebody back in Sacramento for some guidance on the law, that the auditors feel that they kind of get cut out, because then the lawyers come in and want to talk to other lawyers and such.  I suggest that this is really a wrong‑headed approach.  


Even at the federal level, we have a technical advice memorandum, a "TAM," procedure, which allows for the taxpayer's participation in the seeking of the advice from the headquarters.

     My suggestion here is this:  Whenever the field auditors are asking for advice from legal, the taxpayer should be advised that that is going on.  Why?  Because the taxpayer may ‑‑ it's an opportunity for efficiency.  If there's an issue here, let's make sure that it gets presented correctly to somebody in Sacramento, and not 

by an auditor, who may not quite have it right, and then get a bad response which then gets incorporated into the audit, and it takes years to unravel.

     It is important that the taxpayer know who is participating in the audit.

     And, again, I have an example where a taxpayer, later on, discovered, "Gee, here are these lawyers all in Sacramento involved in the audit."  "I was personally handling the audit," the V.P. said; "and I had no idea that this was going on."  And when he found out, it took him three years into the protest before he could find out that that had gone on.  That just shouldn't happen.

     Efficiency requires increased transparency and field auditors asking for advice, the taxpayers should know, so that the taxpayer would have a chance to provide some input or to participate in that, as might be appropriate.

     Now, there are times where it won't be appropriate; but he should at least know what's going on.

     The third thing is both a compliment and a suggestion.  Dave Doerr, a few meetings ago, complimented the staff on the process during the audit regulation.  Primarily, complimenting the staff about what had happened at the front end, with the town meetings and the input.  The atmosphere on that regulation proposal, at the front end, was acrimonious.  At the back end, it wasn't.  Why?  Because there was actually some real communication that went on.  And for once, somebody wasn't listening to the taxpayer community with a tin ear, just going through the motions of, "Yes, yes," and then going and doing what they wanted.  It was a good process by comparison with the earlier processes we've had, for example, with the protest reg.

     There's something to be learned from that experience.  Maybe it would be useful to have other units open up, hold a town meeting ‑‑ do something ‑‑ something to get some realistic input from the taxpayers about what is wrong.  Taxpayers are hesitant to criticize.  They're afraid of retaliation, all kinds of things.

     The audit reg process, however, was able to tap in and get the corporate audit people advised as to just how irritated, how frustrated the tax‑paying community really was about audits and audit inefficiency.  There's something there, I think, to be learned from that.

     The fourth thing is a personal item.  


First, I compliment you on having been identified in SmartMoney --


CHAIR CONNELL:  Thank you.


RICHARD HARRIS:  -- as one of the major contributors.  


I also would like to thank you for the four years ‑‑ two terms, excuse me, eight years.  We've communicated often, usually on points of disagreement.  But I think we've shared the same interest in increased government transparency and decreased government inefficiency.  

I have found it to be refreshing these past eight years to have your perspective and your private‑sector experience in this area.  And we will miss you.

     CHAIR CONNELL:  Thank you.  Thank you very much.

     As this is my last Taxpayers' Bill of Rights hearing, I thank all of you for coming.  I feel that 

I have formed some very strong professional relationships, and friendships with people, not only those in this room, but those who have been here on many occasions before.

     And at this time, the Board is going to go into closed session to discuss the items listed on the public agenda.

     May I wish all of you a very happy Thanksgiving holiday.  Stay off the roads.  They are going to be a battle zone; so be careful.

     Thank you.


(The proceedings concluded at 12:33 p.m.)
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