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SUBJECT: Homeownership Savings Account/Deduction/Exclusion
SUMMARY

Under the Personal Income Tax Law, this bill would create a “homeownership savings
account” that would provide certain income tax benefits similar to an individual retirement
account (IRA).

RECOMMENDATION — NO POSITION
SUMMARY OF AMENDMENTS

The May 15, 2017, amendments added a sunset date, revised the amount of the deduction,
and modified the operative date. As a result, the amendments resolved one policy Concern
discussed in the department’s analysis of the bill as amended on April 6, 2017, and created a
new Technical Consideration.

As a result of the amendments, the “Effective/Operative Date,” “This Bill,” “Technical
Considerations,” “Economic Impact,” and “Policy Concerns” sections have been revised. The
remainder of the department’s analysis of the bill as amended on April 6, 2017, still applies.
The “Implementation Considerations” and “Fiscal Impact” sections have been restated for
convenience. The “Support/Opposition” section has been revised with updated information.

EFFECTIVE/OPERATIVE DATE:

As a tax levy, this bill would be effective immediately upon enactment, and specifically
operative for taxable years beginning on or after January 1, 2017, and before January 1, 2019,
contingent on a specific appropriation of funds to the Franchise Tax Board (FTB) for its costs
to administer the provisions of this bill.

THIS BILL

For each taxable year beginning on or after January 1, 2017, and before January 1, 2019, this
bill would, contingent upon the enactment of any budget measure that specifically appropriates
funds to the FTB for its costs to administer the provisions of this bill, allow qualified taxpayers
to create a homeownership savings account. The income earned and the requirements and
limitations on the homeownership savings account, except as provided in this bill, would
receive the same treatment as a traditional IRA. Gross income would not include any income
accruing during the taxable year to a homeownership savings account, and the qualified
taxpayer’s annual contribution to the homeownership savings account would be deductible, as
specified.
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A deduction would be allowed for contributions to a homeownership savings account as a
miscellaneous itemized deduction subject to the 2 percent of Adjusted Gross Income (AGI)
floor limitation, not to exceed the following amounts:

e Seven thousand dollars ($7,000) for qualified taxpayers filing a joint, head of household,
or surviving spouse (as defined in Section 17046) return.

e Three thousand five hundred dollars ($3,500) in the case of a qualified taxpayer filing a
return other than as described above.

Any amount withdrawn from a homeownership savings account would be included in the
income of the qualified taxpayer for the taxable year in which the payment or distribution is
made, unless the payment or distribution is used to pay for the qualified homeownership
savings expenses of a qualified taxpayer who established the account.

The bill would define a homeownership savings account as a trust that meets all of the
following requirements:

¢ [s designated as a homeownership savings account by the trustee.

e Is established for the exclusive benefit of any qualified taxpayer establishing the
account where the written governing instrument creating the account provides that: 1)
all contributions to the account be in cash; and 2) the account is established to pay for
the qualified homeownership savings expenses of a qualified taxpayer establishing the
account.

e |s, except as otherwise specified, subject to the same requirements and limitations as
an IRA established under Internal Revenue Code (IRC) Section 408."

¢ |s the only homeownership savings account established by the qualified taxpayer.

This bill also would define the following terms and phrases:

e “Qualified homeownership savings expenses” means expenses, including a down
payment or closing costs paid or incurred, in connection with the purchase of a qualified
taxpayer’s principal residence within the meaning of IRC section 121, relating to
exclusion of gain from the sale of principal residence, in this state for use by that
qualified taxpayer who established the homeownership savings account.

e “Qualified taxpayer” means any individual, or individual's spouse, who has never had an
ownership interest in a principal residence within the meaning of IRC section 121,
relating to exclusion of gain from sale of principal residence, and whose gross income
for the taxable year in which the account was created and any taxable year in which a
contribution is made does not exceed 80 percent of the area median income.

e “Trustee” shall have the same meaning as that term under IRC section 408, relating to
individual retirement accounts.

" Section 408 of the IRC, relating to individual retirement accounts.
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The provisions of this bill would be repealed by their own terms on December 1, 2019.
IMPLEMENTATION CONSIDERATIONS

The department has identified the following implementation concerns for purposes of a high-
level discussion. Additional concerns may be identified as the bill moves through the
legislative process. Department staff is available to work with the author’s office to resolve
these and other concerns that may be identified.

The definition of homeownership savings accounts as a trust generally subject to the
requirements and limitations applicable to an IRA established under IRC section 408 may be
overly broad. For example, such accounts would be able to invest cash contributions in any
investment vehicle an IRA may invest in, including foreign or domestic real estate, precious
metals, stock, pass-through entities, as well as more traditional interest-bearing investments
such as government bonds and certificates of deposit. The income accruing on these
investments could be significant and if used for the specified purpose would be excluded from
taxable income. Additionally, the early distribution penalty and contribution limits applicable to
IRAs would apply to homeownership savings accounts. For consistency with the author’s
intent and to avoid conflicting requirements, this bill should be amended to specify the IRC’s
IRA provisions applicable to homeownership savings accounts.

Although the bill limits the deductible amount of contributions to a homeownership savings
account, unlike the rules governing excess contributions to IRAs, the bill lacks a clear and
unambiguous limit on the total amount that may be contributed.

A principal residence could be interpreted to include property other than real property such as
houseboat and house trailer. If this is contrary to the author’s intent the bill should be
amended.

Because the term “qualified taxpayer” would mean an individual or the individual’s spouse, it
appears that both individuals would be eligible for the tax benéefits this bill would allow. If this is
contrary to the author’s intent, this bill should be amended.

The definition of “qualified homeownership savings expenses” is overly broad. For example, it
could be argued that closing costs, as well as expenses for repairs, renovations, the purchase
of new appliances and soft goods (furniture and drapes), and moving expenses could be “paid
or incurred in connection with the purchase of a qualified taxpayer’s principal residence.
Additionally, it could be argued that on-going mortgage payments would be qualified
homeownership expenses because the bill fails to specify a cut-off date for expense paid or
incurred in connection with a purchase. If this is contrary to the author’s intent, the bill should
be amended.

Because the bill fails to specify otherwise, if any amount of withdrawal from a homeownership
savings account is used for non-qualified expenses, the entire amount withdrawn would be
included in the income of the qualified taxpayer. If the author intends that only the amount
used to pay for non-qualified expenses be included in income, this bill should be amended to
clarify that a withdrawal is only taxable to the extent not used for qualified expenses.
Additionally, if the author intends that non-qualified expenses be included in the qualified
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taxpayer’s income regardless of whether the withdrawal was paid directly to the qualified
taxpayer or paid to a third party on behalf of the qualified taxpayer, this bill should be
amended.

Because the bill fails to specify otherwise, a homeownership savings account may remain
open indefinitely, allowing the qualified taxpayer to continue making tax deductible
contributions to and receiving tax deferred, and possibly excluded, earnings on investments
made by the account’s trustee.

The definition of “qualified taxpayer includes the undefined terms “area median income” and
“gross income.” The absence of definitions to clarify these terms could lead to disputes with
taxpayers and would complicate the administration of this bill. For clarity and ease of
administration, it is recommended that the bill be amended. For example, the author may wish
to consider replacing the reference to gross income with a reference to AGI, and specifying the
years the AGI limitation would apply.

TECHNICAL CONSIDERATIONS

The bill’s specified operative date language is silent as to the taxable years the bill would
affect. For clarity and ease of administration, subdivision (e) should be amended to read, “This
subdivision shall not apply for taxable years where the annual budget act lacks a specific
appropriation of funds to reimburse the FTB for its costs of administering this section with
respect to that taxable year.”

FISCAL IMPACT

The department’s costs to implement this bill have yet to be determined. As the bill moves
through the legislative process and the implementation concerns are resolved, costs will be
identified and an appropriation will be requested, if necessary.

ECONOMIC IMPACT
Revenue Discussion

This bill, would not impact state income or franchise tax revenue. In order for a financial
institution to set up a new type of savings account, they must meet existing federal

guidelines. Research indicates the process of offering a new type of saving account takes
over a year; therefore, the earliest Homeownership Savings Accounts would be available is
2019. Because the bill contains a December 31, 2019, sunset date, it is assumed that no
financial institution would go through the necessary steps to offer a savings account that would
only be available for one year.
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SUPPORT/OPPOSITION?

Support: California Association of Realtors (If Amended), California Building Industry
Association, California Council for Affordable Housing, California Credit Union League, Habitat
for Humanity California.

Opposition: California Professional Firefighters, California Tax Reform Association.
POLICY CONCERNS

This bill would allow taxpayers in certain circumstances to claim multiple tax benefits for the
same item of expense. For example, the purchase of a new roof could be paid with income
this bill would exclude from taxable income and the purchase price could be added to the
home’s basis.

This bill would allow qualified taxpayers to purchase personal property with income excluded
from tax.

This bill would create differences between federal and California tax law, thereby increasing
the complexity of California tax return preparation.

LEGISLATIVE STAFF CONTACT

Funmi Obatolu Jame Eiserman Diane Deatherage
Legislative Analyst, FTB Revenue Manager, FTB Legislative Director, FTB
(916) 845-5845 (916) 845-7484 (916) 845-6333

funmi.obatolu@ftb.ca.gov  jame.eiserman@ftb.ca.gov  diane.deatherage@ftb.ca.gov

2 Assembly Committee on Revenue and Taxation Analysis, dated May, 5, 2017.
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