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         BE IT REMEMBERED that on Friday, August 28,  1 

2009, commencing at the hour of 9:08 a.m., at Unive rsity 2 

of California, Los Angeles - Covel Commons, 330 De Neve 3 

Drive, Los Angeles, California, before me, DANIEL P . 4 

FELDHAUS, CSR 6949, RDR, CRR, in the state of Calif ornia, 5 

the following proceedings were held:  6 

--o0o--    7 

CHAIR PARSKY:  This forum is certainly 8 

recognizable for me given  my involvement with University 9 

of California.  I want to thank everyone for partic ipating 10 

in this public workshop.   11 

Just a few comments by way of introduction.    12 

As part of the process of the Commission establishe d by 13 

Governor Schwarzenegger and Karen Bass and Darrell 14 

Steinberg, we have been considering a package of po ssible 15 

recommendations.  At the last Commission meeting, w e put 16 

forward an approach that we would take with respect  to  17 

the recommendations we would make, divided up, real ly, 18 

into three sections that the report and recommendat ions 19 

will be structured around.   20 

The first section will contain tax-law changes, 21 

revenue-related, that the Legislature can act on as  their 22 

process unfolds, but that they can act on.  23 

The second section would be tax-law changes, 24 

revenue-related.  That may require an amendment or change 25 
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to the State Constitution, or that might involve a voter 1 

initiative.   2 

And the third section will be recommendations 3 

that commissioners will make that are for others to  4 

consider, areas of reform that may be revenue-relat ed   5 

and may not be revenue-related, but that they’re ar eas   6 

of reform that could – that, from the Commission’s 7 

standpoint, others should consider.   8 

That structure was agreed to by the Commission. 9 

It’s been posted on our Web site, and it will serve  as  10 

the framework for the recommendations that we will make 11 

under our deadline of September 20 th .   12 

We plan to have another full commission meeting 13 

on September 10 th , here at UCLA, and then, if necessary, 14 

also on September 14 th  of the Commission.   15 

And then we also put forward a package that   16 

all the commissioners wanted to still be part of th e 17 

consideration.  And there were a number of items on  that 18 

package:  Changes in the personal income tax, chang es in 19 

the corporate income tax, changes in the state sale s and 20 

use tax, and the possible establishment of a busine ss 21 

net-receipts tax.   22 

In addition to that, there was the proposal for 23 

a possible pollution tax on fuels, a split-roll pro perty 24 

tax, a severance or royalty on expanded oil drillin g, a 25 
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rainy-day or reserve fund, and the possibility of 1 

recommending a forum or establishing a forum for se ttling 2 

tax disputes in California.   3 

That package of recommendations, or that 4 

package, will serve as the basis for the ultimate 5 

recommendations.  It could be that some items on th at list 6 

wouldn’t be supported by enough commissioners and, 7 

therefore, would become part of Section 3, which, a s I 8 

indicated, would be recommendations for others to c onsider 9 

as part of reform.  And they could be parts of Sect ions 1 10 

or 2.   11 

Anything outside of that package could still be 12 

part of Section 3 but would not be part of Sections  1 or 13 

2.  That’s the structure.   14 

Now, we’ve been looking extensively at a major 15 

change in the tax system around a new form of tax, and 16 

that’s the business net-receipts tax.  And the Comm ission 17 

felt that because of the magnitude of this potentia l tax, 18 

the fact that it would be new to California, that m ore 19 

work really needed to be done by the Commission to 20 

understand the impact of such a tax on various taxp ayers, 21 

parts of our community.  And, therefore, it was 22 

recommended that we hold public workshops just arou nd  23 

that tax.  And I was able to get the voluntary 24 

contributions of John Cogan and Chris Edley, two 25 
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commissioners to help conduct these workshops.   1 

We have sought the expertise of the Franchise   2 

Tax Board, of the Legislative Counsel’s office, of the 3 

Legislative Analyst’s Office; and we also have, wor king 4 

with us, representatives from Ernst & Young that ha ve done 5 

a lot of work in state taxation.  And June Haas, wh o is 6 

here with us, who is a private practicing lawyer, b ut was 7 

very involved as commissioner in the state of Michi gan, 8 

and very familiar with the approach taken by Michig an to  9 

a similar, although not exactly the same, form of t ax.   10 

We also have two commissioners here -- all 11 

commissioners are welcome -- Curt Pringle and Ruben  12 

Barrales -- to listen to this give-and-take impact of  13 

this tax.   14 

These workshops are only oriented around this 15 

business net-receipts tax.  However, I think it is very 16 

important that the community, as a whole, step back  and 17 

understand the relationship between the changes tha t   18 

might be made in the other taxes and their impact o n 19 

business, individuals, others in California.  Becau se it 20 

is a package, and will be seen as a package.  But t he 21 

purpose here is for us to understand the reactions of 22 

people, to have an open give-and-take about it.   23 

We would all urge that the people that would   24 

be presenting to us here, as the people that presen ted to 25 
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us two days ago in San Francisco, orient their comm ents 1 

around this tax.   2 

We may have some give-and-take about making  3 

sure people take into account adjustments that migh t be 4 

made in the other taxes.  Inherent in the materials  that 5 

we submitted for people to consider, was a clear 6 

transition period.  This is not a tax that the Comm ission 7 

would recommend be put into effect all at once.  Cl early, 8 

we would have in mind that it wouldn’t -- if it was  to be 9 

recommended -- begin until the fiscal year ending 2 012, 10 

and then thereafter, phased in over a period as lon g as 11 

five years.  Other taxes would be adjusted downward  as 12 

this tax was adjusted upward.  And so I want to kee p 13 

reminding people to please bear that in mind.   14 

And although any new tax, and certainly one of 15 

this size, might evoke an initial reaction of, “Oh,  my 16 

goodness, let’s not do anything that dramatic,” the  issues 17 

faced by the state are dramatic.  And as people now  see, 18 

many of the services that have been promised from t he 19 

government of the state of California aren’t being 20 

provided, or those services have had to be cut 21 

back, primarily because the anticipated revenues fr om 22 

going to the general fund have not been nearly as h igh   23 

as was anticipated.   24 

So the volatile nature or the wide swings in  25 
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the amount of revenues that are going to the genera l   1 

fund have caused real consternation in our state an d in 2 

all of our communities.   3 

So if this Commission can recommend for 4 

consideration ways in which that volatility or thos e wide 5 

swings can be adequately eased for the future, I th ink   6 

it will benefit all Californians.   7 

With that introduction, any comments that any  8 

of my fellow commissioners might want to make?   9 

John or Chris, Ruben?   10 

COMMISSIONER BARRALES:  No.  11 

CHAIR PARSKY:  Curt?   12 

Then we will begin our panel with Russell 13 

Goldsmith.   14 

Russell, I know, is here.   15 

This is a little bit more formal than -- I know 16 

Russell quite well.  He’s a terrific chairman of a quality 17 

bank.  I told him this would be kind of an informal  18 

discussion.  It looks a little more formal than rea lly   19 

it is.   20 

But we really appreciate your coming forward, 21 

giving your comments about the impact or concerns y ou may 22 

have about this tax, and we’ll have some give-and-t ake.   23 

Thank you very much.  24 

MR. GOLDSMITH:  Thank you, Mr. Chairman, and 25 
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thank you for including me here at this workshop.  I 1 

appreciate the opportunity.   2 

First, I want to commend the entire Commission 3 

for agreeing to a set of principles that I concur s hould 4 

guide tax reform:  Establishing a 21 st  century tax 5 

structure for the state’s 21 st  century economy; 6 

stabilizing state revenues and reducing volatility;  7 

promoting the long-term economic prosperity of the state 8 

and its citizens; improving California’s ability to  9 

compete with other states and other nations for job s and 10 

investments; reflecting principles of sound tax-pol icy 11 

principles like simplicity, competitiveness, effici ency, 12 

predictability, and ease of compliance and administ ration; 13 

and last, but not least, ensuring that our tax stru cture 14 

is fair and equitable.   15 

With tax policy, these principles are an 16 

outstanding place to start.  And in this context, I  would 17 

like to address two things this morning.  One is th e 18 

proposed business net-receipts tax, and whether or not it 19 

should be applied to banks.  I’d also like to brief ly 20 

emphasize the importance of establishing a fair and  21 

equitable tax system that promotes job-creation and  22 

economic growth throughout California and does not put our 23 

state at a competitive disadvantage.   24 

Let me briefly tell you something about City 25 
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National Bank, which is a wholly owned subsidiary o f   1 

City National Corporation.  We’re headquartered her e in 2 

Los Angeles, listed on the New York Stock Exchange.   We 3 

have been here since our founding, 55 years ago.  A nd  4 

City National today is backed by nearly $18 billion  in 5 

total assets.  We’re actually the second largest 6 

independent bank headquartered in the state of Cali fornia. 7 

We provide banking, investment, and trust services to 8 

thousands -- tens of thousands of clients through        9 

64 offices, mainly in Southern California and the 10 

San Francisco Bay Area, plus some offices in Nevada  and 11 

New York City.   12 

City National and its eight majority-owned 13 

investment affiliates also manage or administer clo se    14 

to $48 billion in client investment assets.  And, a gain,  15 

most of those assets would be here in California.   16 

Our company employs about 2,700 men and women, 17 

and nearly all of them live here in California.   18 

We now pay corporate income tax at a rate of 19 

11.84 percent to the state of California.   20 

As we understand it, the Commission is proposing 21 

to phase out the current corporate income tax and r eplace 22 

it with a business net-receipts tax.  Obviously, we  don’t 23 

have all the details.  But as I understand it, I be lieve 24 

you have essentially four alternatives under 25 
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consideration.  And I’d like to comment on each of those. 1 

  The first is a net-receipts tax calculation 2 

which, under the proposed general rule, would exclu de 3 

items such as interest income, interest expense, di vidend 4 

income, and compensation costs.  Our understanding is  5 

that this particular formula would exempt banks.  A nd we 6 

agree that banks should be exempted.  City National  and 7 

virtually all banks earn most of their revenue from  the 8 

loans made to businesses, entrepreneurs, and consum ers.   9 

If interest income and expense were excluded, 10 

those companies, including ours, would essentially operate 11 

tax-free.  We might enjoy that and would appreciate  the 12 

consideration, but I suspect that’s not what you wa nted  13 

to have happen, and I acknowledge that’s not equita ble.   14 

So recognizing that banks would not and should 15 

not be taxed under the general rule, as I understan d it, 16 

the Commission has proposed three alternative tax 17 

computations.  One is a modified business net-recei pts 18 

tax, presumably one that would include interest inc ome  19 

and expense.  A net income tax that excludes compen sation 20 

expense.  Or third, the net income tax that corpora tions 21 

pay under the current law.  So let me try to talk a bout 22 

each of those.   23 

The first alternative, a modified net-receipts 24 

tax, raises several concerns for us.  For one thing  --  25 
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and I’m not sure people fully appreciate this -- ba nks  1 

are fundamentally different from manufacturers and even 2 

other services companies.  But a bank does, in fact , pay 3 

for the goods that it manufactures but in a way tha t most 4 

people don’t recognize.   5 

Our cost of goods -- any bank’s cost of goods, 6 

since our goods are essentially money that we rent --    7 

so any tax structure that tried to tax our gross re ceipts 8 

should have to factor out the cost of the goods tha t we, 9 

in effect, manufacture and then turn around and ren t.    10 

So any fair receipts tax calculation for the bankin g 11 

industry would have to include both interest income  and 12 

interest expense for their part of the cost of the 13 

commodity that, in some cases, we own our capital, but in 14 

most cases, goods that we’re renting from our depos itors.  15 

It would also have to take in all of the costs  16 

that banks have to pay for money to rent.  After al l, a 17 

bank’s inventory consists of cash; and we obtain it  by 18 

borrowing the money, in effect, by paying for depos its  19 

and raising capital.   20 

A net-receipts tax calculation for banks would 21 

also have to include other costs of our getting thi s money 22 

and renting it out, like the possibility that we’ve  seen 23 

all too dramatically for real credit losses.  That’ s a 24 

real cost of this product.  You could call it waste ,   25 
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like on a factory floor, what you throw away.  Ther e is   1 

a waste factor in banking that is also a cost of ou r 2 

product.  3 

Credit risk and credit loss is a cost of doing 4 

business for banks that should also logically be de ducted 5 

from net receipts.   6 

Failing to do all of that will make loans more 7 

expensive for the public, harder to get for the pub lic.  8 

And, you know, if you pick up today’s LA Times , you 9 

realize the enormous stress the banking industry go es 10 

through periodically, and would be harmful to the b anking 11 

system here in the state.   12 

The second tax alternative cited by your 13 

Commission, as I understand it, would exclude deduc tions 14 

for compensation expense.  This, I think, is troubl ing.  15 

It would make it more expensive to hire people.  An d I 16 

think that at a time when the state has 12 percent 17 

unemployment, as I know you’re all very much aware,  it 18 

will put more pressure on companies that provide jo bs     19 

to the public.  A tax like this would, in effect, 20 

discriminate against companies that hire lots of pe ople 21 

and penalize disproportionately all of the 22 

people-intensive, labor-intensive California compan ies  23 

and businesses, of which there are many, that are 24 

providing much-needed jobs to Californians.   25 
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A bank like ours, for example, does not succeed 1 

simply by buying and selling goods.  We have succee ded at 2 

City National because we have a lot of people, they ’re 3 

highly skilled, they’re highly compensated, and tha t,  4 

too, is a real cost of our product, knowing -- you know, 5 

selling a tomato in a grocery store is very differe nt from 6 

deciding to lend somebody a million dollars to star t up a 7 

grocery store, and so the personnel costs are integ ral to 8 

the costs of our product.   9 

If a new tax system makes that more expensive 10 

and more difficult, it would be harder for us to gr ow, 11 

harder for us to lend money, harder to create jobs,  and 12 

harder to compete with banks who keep a lot of thei r 13 

functions outside the state of California.   14 

How exactly each of your options would affect 15 

City National and all the many banks in the state o f 16 

California is something that we don’t -- I don’t en tirely 17 

know until we see the tax rates that would be appli ed and 18 

how it interacts with the other taxes, as your chai rman 19 

was describing a few minutes ago.  But based on wha t we 20 

know, we continue to believe that the current incom e-tax 21 

system, because it taxes banks like ours and a lot of 22 

other businesses in proportion to their financial s uccess, 23 

and is able to take into account the complex and su btle 24 

costs of our products, is a fairer, more comprehens ible, 25 
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and importantly, more competitive when you recogniz e that 1 

we’re competing with 49 other states and a bunch of  2 

countries.   3 

As you weigh various alternatives, I would ask 4 

you to give particular attention to establishing a tax 5 

system that promotes job creation and economic grow th and 6 

does not hurt California’s competitive position wit h other 7 

states.   8 

This is a concern I’ve actually worked on over 9 

the last few years chairing the Los Angeles Economy  and 10 

Jobs Committee, which Mayor Villaraigosa created.   11 

California, as you are well aware, is the  12 

eighth largest economy on earth.  Because, among ma ny 13 

things, it is still the manufacturing center of the   14 

United States, the entertainment capital of the wor ld,  15 

and our nation’s trade gateway to Latin America and  the 16 

Pacific Rim.  And because it is the birthplace and the 17 

center of technology industries and the nation’s le ading 18 

producer of everything from agriculture and aerospa ce to 19 

biomed and toy design, all of these industries empl oy 20 

large numbers of men and women.  They would be hurt  by a 21 

business receipts tax that did not encourage employ ment 22 

but, instead, rewarded not hiring or even firing pe ople.   23 

In these perilous times, every job is precious 24 

and under pressure.  California must protect and en courage 25 
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employment, not penalize it.   1 

I think this is especially true here in 2 

California, where we benefit enormously from our un ique 3 

entrepreneurial culture that produces spectacularly  4 

innovative and globally competitive companies that we 5 

desperately need in the 21 st  century.  Just to name a few 6 

obvious names:  Apple, Facebook, Google.   7 

California, as you know, attracts more venture 8 

capital than any other place on the planet.  Northe rn 9 

California is the No. 1 recipient of venture capita l.  10 

Southern California is the No. 2 recipient.  Greate r than 11 

Boston, greater than Texas.  Maintaining that is cr itical 12 

for our state.   13 

A lot of small start-up venture-capital-backed 14 

companies go through a number of lean, nonprofitabl e, 15 

unprofitable years.  Biotech clients that we have i n 16 

San Diego go for many years losing money.  To be hi t with 17 

a tax while they’re losing money, trying to create drugs 18 

or technology that will benefit the public and help  the 19 

economy is obviously an issue that needs to be cons idered. 20 

We don’t want to risk losing California’s receipt o f 21 

venture-capital funding, nor do we want to lose the se 22 

companies as they emerge from those incubation phas es and 23 

create enormous tax revenue and jobs.   24 

Let me give you one example.  A few years ago, 25 
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one of my children was in the same college class as  Mark 1 

Zuckerberg.  He dropped out; my kids graduated.  2 

Unfortunately, he created a lot more value than my kids 3 

did.  But he had to leave Cambridge, Massachusetts,  to 4 

find the right place to take Facebook and build it into 5 

what it has become today.   6 

He chose California.  He didn’t have to come 7 

here.  But, if you will, the soil of financial reso urces, 8 

intellectual capital, the tax climate -- it was an 9 

attractive mix and, obviously, has helped the state  and 10 

his company.   11 

But if you have a tax on unprofitable companies 12 

that employ lots of people, will the Zuckerbergs of  the 13 

future bring the Facebooks of the future to Califor nia or 14 

will they be attracted to other places that don’t h ave 15 

that tax?   16 

I also would point out that while in the short 17 

run you might pick up some tax revenue from these 18 

money-losing companies that employ lots of people, it’s 19 

also true that growing businesses produce more tax revenue 20 

for the state in the long run.  It’s the grow-the-p ie 21 

theory rather than fighting over the slices of the pie.  22 

  Peter Weber has a report you may have seen, 23 

called, “ Growing California’s Regional Economies .”  And it 24 

concludes that a 1 percent increase in California’s  25 
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economic output would add between $2.5 billion and 1 

$5 billion in new tax revenue.  Obviously, as busin esses 2 

invest and hire more workers and become profitable,  the 3 

tax base expands and our state receives more money.    4 

Crafting tax reform, in my view, should be like 5 

practicing medicine.  The first rule is to do no ha rm.    6 

I really do appreciate the fact that you’ve given m e this 7 

opportunity to speak.  And, obviously, many organiz ations 8 

have made many comments about which your important work  9 

is about.   10 

I’d underscore four questions that have been 11 

raised that I think need to be addressed:  How woul d the 12 

proposal affect the tax liabilities of California’s  13 

leading industries?  Would it negatively influence already 14 

negative perceptions about doing business in this s tate?  15 

Would a net-receipts tax encourage job creation or  16 

provide incentives to scale back employment or move  jobs 17 

out of California?  How would the tax affect prices  and 18 

California’s ability to compete with other states a nd 19 

other countries?   20 

I’m confident that the answers to these and 21 

other questions will become clearer as your tax pro posal 22 

continues to take shape and you focus on these comp lex 23 

issues and detail.   24 

And I commend you for taking the time today and 25 
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the other day to let people like myself share our t houghts 1 

with you.   2 

I would just add that besides the business 3 

receipts tax -- and I know that’s what you want to focus 4 

on -- I really do think looking at alternative taxe s that 5 

don’t hurt the state’s competitive position would h elp 6 

ease the burden and move towards a goal of bringing  down 7 

the corporate income tax and personal income tax ma kes 8 

sense.   9 

One idea I like, and the chairman mentioned it  10 

a second ago as being on your list, is the oil-extr action 11 

tax.  There’s a business that cannot move out of 12 

California.  And the fact that we don’t have that t ax and 13 

Alaska does and Texas does, I find it incomprehensi ble 14 

that we wouldn’t have an oil-extraction tax that’s 15 

competitive somewhere between the Texas and Alaska rates. 16 

And, obviously, the price of oil -- I mean, it’s a red 17 

herring to say it’s going to affect the consumers’ cost  18 

at the pump.  Oil prices are set in the global 19 

marketplace, and California should be getting its f air 20 

share.  Alaska doesn’t have an income tax.  There’s  a 21 

reason for that.   22 

I know it’s controversial, but I do think --  23 

and I pay that tax -- vehicle registration taxes ar e too 24 

low.  They should be competitive.  We can extract s ome 25 
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more revenue there without hurting this economy.   1 

And so those would be two that I would just 2 

mention.   3 

For decades, California’s economy has been the 4 

envy of the world.  In many ways, it still is.  But  it’s 5 

going to take a lot of work to sustain the prosperi ty of 6 

this state.   7 

The talent and resources, industries, and 8 

entrepreneurs that set our state apart are as rich and 9 

compelling as they ever were.  But I believe all of  us 10 

must do more to foster a strong economy.  And I app reciate 11 

the fact that that’s what I believe this commission  is 12 

trying to do.   13 

We need a set of tax policies that are sound, 14 

fair, equitable, competitive, more stable, and desi gned  15 

to protect the jobs we have, and promote the job-cr eating 16 

investments that are critical in the 21 st  century.   17 

In particular, every economy, including 18 

California’s, needs a strong banking system, as we’ ve  19 

seen all too clearly in the last 18 months.  The 20 

net-receipts tax is not the right method for banks to   21 

pay their fair share for California.   22 

Thank you very much for listening to me.  And  23 

if you want to discuss it further, I’m happy to do that.  24 

CHAIR PARSKY:  We would.   25 
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First of all, I want to thank you very much for 1 

that thoughtful presentation.   2 

I’m going to ask the staff, the Franchise Tax 3 

Board -- don’t get too nervous about the fact that the 4 

Franchise Tax Board is here.  They’re here as advis ors. 5 

MR. GOLDSMITH:  I didn’t bring my returns.  6 

CHAIR PARSKY:  They’re advisors to this 7 

Commission, and they’ve done fabulous work for us h ere.  8 

  And I’ll ask my fellow commissioners.  One 9 

comment you made at the end, I’d be interested in y our 10 

views, you mentioned the oil-extraction tax.  If yo u 11 

coupled that with a willingness to allow expanded o il 12 

drilling, how would you feel?   13 

MR. GOLDSMITH:  You know, I think that -- and   14 

I preface it by saying, I’m no expert on oil drilli ng -- 15 

but, first of all, I think that the state has just agreed 16 

to expanded oil drilling without -- if you’ll pardo n the 17 

pun -- extracting an oil-extraction tax.  It would seem  18 

to me, that’s putting the horse before the cart.  W hy  19 

give the right for expanded oil drilling without ge tting 20 

an oil-extraction tax?  So I think, in part, as I 21 

understand it, the state’s already agreed to do tha t.   22 

But assuming your question is, should there be 23 

more drilling, I think, based on what I know, there  are 24 

enormous safeguards today that didn’t exist back wh en we 25 
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saw the oil spills in the Santa Barbara Channel.  A nd I 1 

think we are at a time when we have to choose among  a set 2 

of less palatable alternatives.  This country needs  to   3 

be energy-independent, it needs to have the ability  to 4 

transition to an alternative energy era.  And I thi nk it 5 

would behoove the state, as the country simultaneou sly and 6 

the state, have policies that are in favor of and p romote 7 

clean energy, I think if part of the price of getti ng 8 

revenue for oil extraction is greater drilling, pru dently 9 

done, I would support that.  10 

CHAIR PARSKY:  Curt, would you like to ask   11 

questions?   12 

COMMISSIONER PRINGLE:  How did you know that?   13 

I didn’t do anything to signal -- no, no, I just wa nt to 14 

make sure we hear this in context.   15 

What is -- for example, does our staff know any 16 

proposed extraction tax and the value of that based  upon 17 

the current potential for drilling?   18 

MR. GOLDSMITH:  I can tell you, I read in the 19 

paper -- your staff probably has a better number --  but 20 

the 9.9 percent tax that was proposed would produce  21 

$800 million in tax revenue.  And that was a couple   22 

months ago, when the price of oil was lower.  So if  you 23 

think oil is going to go back up over $100 a barrel  one  24 

of these days, you know, I think the notion that yo u  25 
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could raise a billion dollars -- Alaska has a 25 pe rcent 1 

oil-extraction tax, which probably affords their go vernor 2 

the ability to say things our governor can’t.  3 

You know, a 9.9 percent -- 4 

CHAIR PARSKY:  Maybe their former governor.  5 

MR. GOLDSMITH:  That’s right.  We haven’t heard 6 

from the current governor.  7 

COMMISSIONER PRINGLE:  But I think that is a 8 

good mark.  Let’s say it is a billion dollars, 9 

Mr. Chairman.  And I guess my challenge with that i s, 10 

isn’t it true that the BNRT, business net-receipts tax,  11 

is somewhat around $10 billion to $12 billion estim ated  12 

in value for every one percentage point?   13 

CHAIR PARSKY:  Yes.  14 

COMMISSIONER PRINGLE:  And that we are talking 15 

about eliminating the corporate income tax, dramati cally 16 

reducing the state sales tax, and dramatically redu cing 17 

the personal income tax obligation, and to get into  the 18 

range of twenty-five-some-billion dollars, $30 bill ion, of 19 

modifications of existing taxes.   20 

To fill that gap, that is the challenge we’re 21 

faced with.  And seeing -- I think there is probabl y a 22 

diverse point of view on this panel about an oil-se verance 23 

tax or extraction tax, even.  But still, under that  24 

theory, you’re talking about one, two, three billio n 25 
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dollars compared to kind of our task, is to see the  1 

shifting from some of the taxes that are the most 2 

volatile.  It’s a twenty, thirty billion dollar puz zle.  3 

And that’s the depth by which we’re looking.  And I  think 4 

that defines some of my challenges with looking at some  5 

of those taxes that may not be necessarily as broad -based 6 

and valuable in the overall picture.  Not that they  might 7 

not be perfectly legitimate.  8 

MR. GOLDSMITH:  Well, I guess, to quote a  9 

famous Republican, Everett Dirksen, “ A billion here and 10 

a billion there, and before you know it, it’s real money.” 11 

I think that what I’m suggesting is, the net-receip ts tax 12 

probably does make some sense for certain parts of the 13 

economy that are not labor-intensive, where you’re not 14 

going to impact it.  And, obviously, you’re calibra ting 15 

the trade-off against the reductions.  So if you lo ok at 16 

law firms, you know:  Is it personal income tax, or  is it 17 

taxing a partnership?  I appreciate the complexity of 18 

that.   19 

But I think -- and, obviously, I feel strongly 20 

that some industries, like banks, like probably hig hly 21 

labor-intensive but moderately profitable businesse s,  22 

that there are some drawbacks to this tax as I see it.   23 

But I also think a way to ameliorate the problem 24 

is, as I suggest, to grow -- which is what I think you’re 25 



 

 
 
 

 

 29 

 Commission on the 21st Century Economy – August 28, 2009 

 

 

Daniel P. Feldhaus, CSR, Inc.    916.682.9482 
 

trying to do, by the way -- grow the tax-revenue pi e.   1 

The net-receipts tax is obviously designed to bring  a 2 

different type of revenue into the tax revenue pie for  3 

the state.  I think that’s a laudable goal.  I do t hink  4 

it needs to be more stable but carefully defined.  And I 5 

appreciate that you’re trying to figure that out.  But I 6 

think you don’t have to put -- it’s not an all-or-n othing 7 

fight.  It doesn’t have to be all to the net-receip ts tax 8 

and zero corporate income tax and zero personal inc ome 9 

tax.  We’re willing to pay a corporate income tax i n lieu 10 

of being in the net-receipts tax.   11 

But if you’re trying to build a bigger, stabler 12 

pie for a state tax revenue, I’m suggesting whether  it’s 13 

the oil-extraction tax, whether it’s increasing the  14 

vehicle-registration tax -- obviously, there are a number 15 

of other taxes that are under consideration that co uld 16 

ameliorate the balance that you need to get from bo th.   17 

Also, you know -- and I haven’t tried to  18 

address it, I’m sure the FTB would be better-suited  for 19 

this -- there are things that could be done on the 20 

corporate income tax as well to bring the rate down  but  21 

to close some of the things that reduce revenue.   22 

So I don’t envy you, the complexity of your 23 

task.  24 

CHAIR PARSKY:  Maybe focus some questions just 25 
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on the impact of this tax and the justification for  1 

including banks in it.   2 

Why don’t you start -– yes, go ahead, John.  3 

COMMISSIONER COGAN:  Russell, thank you very 4 

much for your excellent testimony.  It’s nice to ha ve 5 

someone of your expertise here to help us think thr ough 6 

these issues.  7 

MR. GOLDSMITH:  Thank you.  8 

COMMISSIONER COGAN:  Let me try to explain the 9 

dilemma that I think we have.  The BNRT seems to us , with 10 

its low rate and broad base, to be one that is cert ainly 11 

worth pursuing for California, and that’s sort of w hy 12 

we’re here.  And if you approach tax policy from a 13 

30,000-foot level, you say, “Ideally, we’d like to have 14 

one tax for all businesses, not two tax regimes.”  Two  15 

tax regimes will distort economic activity and slow  16 

economic growth.   17 

If we left the banks out, we’d have banks under 18 

a regime of within 11.8 percent rate, I believe you  said 19 

was the bank rate now.   20 

MR. GOLDSMITH:  Right.  21 

COMMISSIONER COGAN:  We’d have another regime 22 

side-by-side at, let’s say, our BNRT rate would be around 23 

3 to 4 percent.   24 

Each tax regime would have different expenses 25 
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that could be deducted.  And that seems to me to be  1 

terribly distorting from an economic standpoint.   2 

Whereas Chris Edley said last time, it’s too 3 

many opportunities for tax planning.  And so tax av oidance 4 

would become sort of the objective of many business  5 

decisions when it wouldn’t be.   6 

And so that’s what we’re concerned about, is 7 

having businesses with an opportunity, in effect, t o 8 

choose between these two.  And the banking sector, I 9 

believe many of its activities could be classified as 10 

financial and other -- or outside the financial.  S o 11 

that’s our worry.   12 

At the same time, when I think about the BNRT, 13 

it’s like a value-added tax.  And I ask myself, “Ho w do  14 

we measure the value-added in the banking business? ”    15 

And that’s where I have a lot of trouble.  What is the 16 

measure that we use?  17 

And so one thing we’ve sort of hit on here is  18 

to say, “Look, let’s try a measure that simply take s the 19 

banking business as a cash-flow business, and sort of says 20 

at the heart, ‘Look, the value-added is the differe nce 21 

between what you have to pay to have access to cred it 22 

markets and what you get in return by making that m oney 23 

available to the private sector.’”   24 

So if you’re able to get credit at 2 percent  25 
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and you’re able to earn a return of 5 percent on th at 1 

money, why isn’t that the amount of money that repr esents 2 

a good approximation of the value that your operati ons 3 

have added to productive activities?   4 

And so maybe you could help me think through  5 

why that’s not a good measure of value-added, since  at 6 

some fundamental level it does seem to me to be rea sonably 7 

an appropriate measure.  8 

MR. GOLDSMITH:  Well, I’ll try.   9 

And, by the way, I meant to say, 10.84 percent 10 

for the marginal rate.   11 

You know, if the banking business were as  12 

simple as:  What do we pay the depositor and what w e get 13 

back from the borrower, then maybe there would be - - it 14 

would be a lot easier to find wisdom in the approac h that 15 

you’re taking.  But the fact is, the cost of the mo ney 16 

that we lend is a lot higher.   17 

You know, pick up today’s LA Times  business 18 

section.  I mean, you’ve got banks failing across t his 19 

country under enormous stress.  Having a receipts t ax 20 

would be enormously burdensome.  And, obviously, we ’ve 21 

seen a number of bank failures already in Californi a, 22 

which is not good for the state or the people who l ive 23 

here or its economy.   24 

As I tried to suggest, the cost of the money 25 
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that we lend is often -- I think has so many pieces  that 1 

is so complicated, that it doesn’t lend -- no pun 2 

intended -- it doesn’t lend itself to the simple 3 

measurement of, say, our posted CD rate versus our  4 

lending rate.  Every bank has multiple rates that t hey 5 

pay.   6 

At our bank and a number of other banks, we  7 

have businesses that leave millions of dollars in o ur 8 

accounts, and we pay them nothing for it in terms o f a 9 

rate, but we pay them through services.  We provide  free 10 

checking.  We provide free online banking.  Maybe w e give 11 

them a preferential rate on loans because they’re k eeping 12 

large, compensating balances with us.   13 

So to send a squadron from the Franchise Tax 14 

Board in and say, “What is the cost of the goods yo u’re 15 

renting,” it’s not as simple as going down to Hertz  16 

Rent-a-Car and saying, “Okay, what did you pay for the 17 

Chevy, and what are you renting it out for?”   18 

COMMISSIONER COGAN:  Right.  19 

MR. GOLDSMITH:  It’s much subtler than that.   20 

You know, if you provided a driver in the car, 21 

you provided somebody to wash it every morning, you  22 

provided somebody to give you a neck massage while you’re 23 

riding in the car.  I mean, it’s a complicated mosa ic as 24 

to the cost of the goods.  And the cost of doing bu siness, 25 
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as we’re seeing painfully right now, are the losses  and  1 

the reserves.   2 

And so I think part of why the income tax is 3 

fairer for business is that it takes into account a ll 4 

those legitimate costs and gives the state, you kno w, a 5 

share when there are profits to be had.   6 

I’m sure there are a number of other businesses 7 

where maybe it’s a lot simpler and the net-receipts  tax 8 

makes great sense.   9 

Obviously, having multiple tax systems isn’t 10 

theoretically the most desirable approach, but we’r e  11 

stuck with it.  We have federalism; we have multipl e 12 

taxes.   13 

You know, I haven’t studied it, but it would 14 

seem to me, you know, that one approach here would be to 15 

go with more -- expanding where the sales tax appli es.  16 

And so you don’t have to get into the question of t he  17 

cost of goods.   18 

The notion of missing the legitimate costs that 19 

a lot of businesses have to put that product forwar d, 20 

which is the issue with banks in particular, and th e  21 

issue of making it more expensive to hire people in  this 22 

state -- I mean, we see the ads from other states.  If 23 

it’s cheaper to have workers in Nevada or Arizona o r 24 

Texas, as it is now, I fear this exacerbates it.   25 
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At least now, if you do business in California, 1 

which is a higher-cost state, you can deduct those 2 

legitimate costs that are inherent in doing busines s in 3 

California.  And I would hate to see that change.  4 

COMMISSIONER COGAN:  You know, with respect to 5 

the FTB, I worry that if we have a dual system in p lace, 6 

then banks will find it in their economic tax inter ests  7 

to have non-banking activities, and to assign certa in 8 

deductions to those non-banking activities, and cer tain 9 

receipts to the banking activities, to have a tax a t a 10 

3 to 4 percent rate rather than a 10.8 percent rate .   11 

And, boy, I tell you, what I worry about is, 12 

that’s an invitation to have the FTB very much in y our 13 

business.  14 

COMMISSIONER PRINGLE:  Send a little squadron.  15 

MR. GOLDSMITH:  I appreciate the problem.  I 16 

mean, the fact is, virtually every bank has non- --  when 17 

you say “non-bank,” really, you should call it 18 

“non-lending activities.”   19 

COMMISSIONER COGAN:  Right.  20 

MR. GOLDSMITH:  And, frankly, consumers and 21 

bankers want to do that.  We provide investment adv ice, 22 

others provide insurance -- I mean, a range of thin gs.   23 

A simple approach to it might just be to say, 24 

principally, if you’re a bank measured by, say, the  25 
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majority of your revenue is interest income, then a ll of 1 

your activities to be subject to the existing corpo rate 2 

income tax, and not put the put the whole bank, if 3 

administratively that seems too challenging.   4 

Obviously, filing two tax returns, segregating 5 

your business gets complicated.   6 

I don’t think it’s as hard for the great bulk  7 

of our revenue.  I mean, we have a very substantial   8 

wealth-management business, as I mentioned.  It’s p retty 9 

clear to us how much revenue is coming in from  tha t 10 

business and how much is coming in from interest in come.  11 

We’re a public company; you can see it in our state ments.  12 

So, you know, would it be a little complicated? 13 

Yes, but I don’t think it would actually be all tha t 14 

complicated.   15 

And the truth is, in this state, most banks -- 16 

and there are hundreds, if not thousands of indepen dent 17 

banks in the state of California, that are pretty m uch 18 

simple loan-and-deposit operations.   19 

So I think it’s doable either way.  20 

(Commissioner Ito entered the meeting room.) 21 

COMMISSIONER COGAN:  Yes.   22 

One final comment is, I share a lot of the 23 

concerns that people have about including the banki ng 24 

sector in.  After all, you go over to Europe where they 25 
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have the similar types of taxes to a BNRT, a value- added 1 

tax, and I think in virtually all of the European 2 

countries, the banking sector is set aside and not part  3 

of that value-added tax because of the issues that you’ve 4 

raised here.   5 

And yet think about grand tax reform in 6 

California without having all of California industr y in 7 

it, and it sort of makes you --  8 

MR. GOLDSMITH:  That’s why I’d like to see an 9 

oil-extraction tax.  Let’s include the oil companie s in 10 

this grand reform.  11 

COMMISSIONER COGAN:  I sort of share Curt’s 12 

view.  Tax reform is one thing.  Having an oil-extr action 13 

tax that will offset 1 percent of any tax change th at we 14 

would make, it’s, like, irrelevant for tax reform.  It 15 

might be good for raising revenues.  But, again, if  it’s 16 

$800 million, it’s 1 percent of the general fund re venue.  17 

So I hear you on that, but I just think it’s 18 

kind of irrelevant with respect to the fundamental 19 

question that we face, which is:  How do we make ou r 20 

current tax system, a tax system that will promote 21 

economic growth for the state?  22 

MR. GOLDSMITH:  Well, I appreciate that.   23 

I guess I would just say, instead of trying    24 

to have one massive, single-payer solution, you kno w,   25 
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the net-receipts tax, one sizes fits all, I think t he 1 

complexities of the industries and the complexity o f the 2 

burdens that are already on the taxpayers of the st ate 3 

suggests that while a simple one or two, you know, silver 4 

bullets would be fabulous, I don’t think that’s the  5 

reality.   6 

And so I appreciate that the oil-extraction   7 

tax is just a piece; but the vehicle-registration t ax,   8 

as an example, then you don’t have to increase it b y 9 

another billion.  Maybe you just increase it by 10 

$1 billion, not $2 billion.  That can comes right o ut    11 

of the pocket of motorists.   12 

I think it’s a mosaic, a complex mosaic that   13 

has to have multiple parts.  We live in a complicat ed 14 

world, and I appreciate your willingness to hear my  views 15 

about one slice of it, the banking industry, that d oesn’t 16 

really fit into the net-receipts tax.  17 

COMMISSIONER COGAN:  All right, thanks very 18 

much.  19 

MR. GOLDSMITH:  Thank you.  20 

CHAIR PARSKY:  I’d just like to ask Carl -- 21 

Carl, do you want to ask some questions about wheth er  22 

this industry should be part of the system or not?   23 

MR. JOSEPH:  Well, one of the things that would 24 

change under what the Commission has proposed is, I  think 25 
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under our current system of where we’re heading int o 1 

single-factor apportionment, the provision for bank s to 2 

remain on the equally weighted three-factor formula  is 3 

still in the code.   4 

And so in the proposal of the Commission, 5 

everybody goes to single sales, which would take aw ay  6 

from banks, having to have a payroll factor in your  7 

apportionment formula.   8 

And I’m just wondering if you have any opinion 9 

about how that encourages employment in California to get 10 

rid of that payroll factor for you all, versus havi ng the 11 

payroll included under the BNRT, and whether you th ought 12 

about the interplay of that at all.  13 

MR. GOLDSMITH:  I don’t fully understand.   14 

How would it work, in terms of it would reduce 15 

some payroll costs?   16 

MR. JOSEPH:  Yes.  Well, for banks now, the 17 

apportionment is payroll, property, and sales --     18 

single-weighted sales.  And the Commission’s propos al is 19 

to put everybody on single-factor sales apportionme nt.   20 

No more payroll-factor inclusion at all.  And I’m 21 

wondering for a bank like you all, since you wouldn ’t  22 

have the payroll factor in your computation for you r 23 

apportionment percentage for California, if the rem oval  24 

of that payroll factor at all, in your mind, offset s the 25 
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inclusion of the payroll in the base for the BNRT, in  1 

that your apportionment factor should fall under th is 2 

proposal versus what the current law would be? 3 

MR. GOLDSMITH:  I’d have to really take a look 4 

at the numbers with our tax guys and see what the 5 

trade-off is to give you an answer.  And I’d be hap py to 6 

take a look at that.   7 

But one other point that I’d highlight that 8 

you’re seeing, as I’ve said today, in a tough econo mic 9 

period like this, a huge cost of our product are th e loan 10 

losses that we take.  And so part of my problem wit h the 11 

net-receipts tax is the procyclicality of it in a t ough 12 

economic environment.   13 

So at a time like this, when companies are being 14 

urged -- banks are being urged to keep lending -- w hich, 15 

by the way, City National has kept lending, and Cit y 16 

National -- for the record, we accepted all the IOU s from 17 

the State of California, for what that’s worth to y ou.  18 

But obviously profit margins are thin -- thinner in  this 19 

period.  And, roughly, half the banks in the United  States 20 

aren’t even profitable.  So I would be concerned --  one of 21 

my other concerns about the tax is that it will pen alize 22 

banks at their most vulnerable moments in various e conomic 23 

cycles, and that would hurt lending.  24 

CHAIR PARSKY:  June, what was the approach taken 25 
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in Michigan to the banking industry?    1 

MS. HAAS:  Under the single-business tax, which 2 

is an added -- value-added tax, the banking industr y was 3 

subjected to essentially a net income tax.  And so it was 4 

not included in the additive value-added tax base.   5 

When Michigan most recently moved to its 6 

Michigan business tax, which is a net income tax an d a 7 

modified gross-receipts tax, combined, the banking 8 

industry was actually sort of narrowed a little bit .   9 

The definition of “ financial institution ” was 10 

limited to those that are regulated as financial 11 

institutions; whereas under the single business tax ,   12 

they were looking at those that had financial-type assets. 13 

So they narrowed the group of entities that then we re 14 

treated as financial institutions and they are subj ected 15 

to a net capital tax, instead of the modified 16 

gross-receipts tax and business income tax.  So tha t’s  17 

the history of treating financials in Michigan.  18 

CHAIR PARSKY:  I think one of the biggest 19 

challenges that we face is the area we’re talking a bout 20 

now.  I think that one underlying objective of look ing at 21 

the business net-receipts tax, is that as the econo my of 22 

California has moved more and more toward a service   23 

economy, that sector is not part of the broad tax b ase 24 

reflective in the sales tax.  And so one of the obj ectives 25 
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is to include that sector in that base.  That can b e 1 

accomplished in more than one way.  But it certainl y  2 

would be accomplished under this business net-recei pts 3 

tax.   4 

How to deal with banks in that equation is a 5 

complicated subject.  And we’ve been struggling wit h not 6 

having a complete answer; but how should this commi ssion, 7 

if we decide to recommend consideration of this kin d of 8 

change, what should we recommend considering about banks?  9 

And, as John said, when you have institutions  10 

as yours, that has more than just lending but has o ther 11 

services that are provided, how does that fit into what 12 

might be a different scheme for a bank?   13 

And you’ve identified, rightfully, the issues 14 

that we are struggling with, and that the Legislatu re 15 

would have to struggle with if they decided to proc eed 16 

with this kind of change.  17 

MR. GOLDSMITH:  Well, as I understand it, you 18 

are trying -- which I think is commendable -- as th e 19 

economy has shifted, to get the state kind of its f air 20 

share of revenue out of services businesses.  And I  think 21 

whether it’s a net-receipts tax or some form of a s ales 22 

tax, whether it’s, you know, dry-cleaning or alcoho lic 23 

beverages or consulting services of one sort or ano ther,  24 

I think those are revenue-rich environments for the  state 25 
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that, as you point out, are essentially outside of the  1 

tax system.   2 

But a bank typically -- I’m not aware of a bank 3 

that’s not a corporation in the state of California .   4 

They are regulated, typically by two, three, four 5 

entities.  There’s enormous visibility.  It’s not l ike a 6 

partnership that, to your point, that can monkey ar ound a 7 

little bit with, “Well, if we distribute more to th e 8 

partners, then there’s no profit at the partnership  9 

level.”  You know, there are virtually no banks -- there  10 

are probably a handful of little ones -- that are e ven 11 

owned by a small group of people.  So I think the b anking 12 

system, for a variety of reasons, is in the tax-rev enue 13 

system for the State; it has unique properties, bot h in 14 

terms of figuring out the complexity of its costs a nd the 15 

challenges that it has in the business-cycle proces s, 16 

where -- and given the fundamental nature, as you’r e 17 

seeing in Washington, the essential quality of havi ng a 18 

healthy banking system to foster the health of the 19 

economy.    20 

So I think there are areas, whether it’s oil 21 

extraction or it’s dry-cleaning, where there is a 22 

legitimate opportunity for the State to get some re venue. 23 

I think the corporate income tax actually -- obviou sly, 24 

the rates could be lower, the definitions could be fairer. 25 
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But that’s a whole other ongoing challenge.  But I think 1 

it’s a system that’s proven to be reasonably equita ble; 2 

and I suspect, in normal times, produces healthy re venues 3 

for the State of California.  4 

COMMISSIONER PRINGLE:  Mr. Chairman?   5 

CHAIR PARSKY:  Go ahead, Curt.  6 

COMMISSIONER PRINGLE:  Well, thanks.   7 

I do want to respond because, as the son of a 8 

dry-cleaner --  9 

CHAIR PARSKY:  Who knew?  That’s the danger of 10 

examples we’re using.  That’s all right. 11 

COMMISSIONER PRINGLE:  I actually think that  12 

you pointed out what may be missed in some of this 13 

discussion, is that there are a lot of people who p ay 14 

taxes and different types of taxes, but there are s ome 15 

companies –- let me see, an unincorporated retail s tore 16 

pays not only -- their customers pay a retail sales  tax  17 

on the commodity purchased, but also all of that co rporate 18 

income tax is paid, as well as any corporate distri bution 19 

to any of the principals in personal income tax.   20 

I would say a dry-cleaner pays -- either  21 

they’re incorporated, like my father was, or they’r e a 22 

sole proprietor, and they pay a personal income tax  on  23 

all of that that’s brought in.  But they don’t pay a  24 

sales tax, nor do you.   25 
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And, you know, talking about extending -- 1 

there’s a couple advocates here to extend the sales  tax 2 

and not even create this new BNRT.  There’s some ad vocates 3 

that say, extend it to all services.  And I hear a lot   4 

in your words, that that is something that you woul d 5 

contemplate as being equitable.   6 

So would you see there is equity in extending  7 

it to financial services, so the services that you provide 8 

your customers -- not necessarily the interest on t heir 9 

accounts -- but the services that if -- am I really  10 

hearing that you think that that would be an equita ble  11 

way to address expansion of the sales tax, broaden the 12 

base of the sales tax, as you suggested, be it to d ry-13 

cleaners or to banks, that that is a commodity that ’s 14 

being purchased, is that service, just like goods.  So   15 

is that something you see that would balance off, i nstead 16 

of a BNRT, extending all sales tax to services?   17 

MR. GOLDSMITH:  First, I want to applaud your 18 

father for being an entrepreneur.  We’re bringing o n  19 

entrepreneurs at City National.   20 

I used that because I thought it looked like a 21 

product, right, that you get something back, whethe r it’s 22 

a bottle of liquor or a clean garment.  I think it’ s 23 

different when you’re lending money.  That’s not ex actly  24 

a service and that’s not exactly a product.  And I think 25 
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trying to put a sales tax on that really doesn’t fi t.  1 

That’s why I think the corporate income tax has bee n an 2 

equitable solution to get the State some revenue.   3 

I sympathize greatly with your discussion of  4 

the paying of tax at every level.  I think it would  be a 5 

lot better if we didn’t have to have all these taxe s.  6 

But, obviously, the State’s got a revenue crisis.  And  7 

the issue is trying to come up with a system that’s  8 

competitive with other states, that doesn’t further  damage 9 

our image as a place to do business.    10 

And I think the “Do no harm” is a huge issue.  11 

You know, you pick up TIME magazine, you pick up any 12 

number of places.  The image of this state as a pla ce to 13 

bring your business is under enormous pressure.  An d I 14 

think you want to find -- which is why I go back to , you 15 

want a mosaic of incremental change that doesn’t se nd the 16 

wrong signal to the businesses, the entrepreneurs.  We 17 

can’t drive jobs out of the state.  We’ve got to at tract 18 

jobs.  We have a lot of tremendous capabilities and  19 

resources.  And I think incrementally changing this  in a 20 

way that seems equitable and that doesn’t put us at  a 21 

competitive disadvantage with other states is criti cally 22 

important.   23 

I know of any number of jobs, as I’m sure you 24 

do -- and I know the Chairman has businesses scatte red 25 
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around -- you know, businesses that are moving from    1 

Santa Monica to Austin, Texas, with terrific jobs b ecause 2 

they view Texas as business-friendly, and they view    3 

Santa Monica and California as hostile to people wh o make 4 

money.  5 

So finding a balance where California doesn’t 6 

look like it’s hostile to entrepreneurs, hostile to  7 

economic growth and job creation, I think is fundam ental.  8 

COMMISSIONER PRINGLE:  I do have one other 9 

question.  I won’t get into the fact that I believe     10 

dry-cleaners have more regulatory agencies overseei ng   11 

them than banks -- and I think I can prove it.  12 

MR. GOLDSMITH:  I’ll defer.  13 

COMMISSIONER PRINGLE:  But, in fact, I would 14 

like to make sure I understand the distinction -- a nd 15 

maybe, Mark, you can help me.  All businesses in 16 

California aren’t treated equal.  There are, for ex ample, 17 

insurance companies don’t pay a bank and corp tax r ate;  18 

is that correct?   19 

MR. IBELE:  Yes, they pay the gross premiums 20 

tax.  21 

COMMISSIONER PRINGLE:  So describe, one, what 22 

you perceive as the rationale for the Legislature c reating 23 

a separate tax structure for insurance companies.  And I 24 

want to hear it as a comparative to the thought abo ut 25 
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financial institutions.  1 

MR. IBELE:  Well, I think it goes -- it probably 2 

goes back to the 1930s when we first had the corpor ation 3 

income tax.  And I think the rationale was, it was 4 

difficult to capture the activities -- it was diffi cult  5 

to put insurance companies in the same sort of box,  or 6 

conceive of them in the same way as other types of 7 

companies.  And perhaps it was easier to administer .  8 

There may be some other issues associated with that .  9 

COMMISSIONER PRINGLE:  So it’s a strict gross 10 

premiums tax?   11 

MR. IBELE:  Gross premiums tax.  It’s a 12 

2 percent rate on gross premiums.  13 

COMMISSIONER PRINGLE:  2 percent on all premium 14 

purchases or premium values?   15 

MR. IBELE:  Premium payments.  Gross premiums 16 

received by the insurance, by the insurer.  17 

COMMISSIONER PRINGLE:  I see.   18 

And that is not in any contemplative sense a 19 

part of our package; is that correct?   20 

MR. IBELE:  It’s been brought up, but it’s not 21 

part of the package.  It’s been discussed just brie fly.  22 

CHAIR PARSKY:  Carl, not to say that you were 23 

there in the 1930s, however, any comments about the  24 

history there?   25 
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MR. POWERS:  I don’t know exactly when it came 1 

in, but it’s actually in the Constitution.  So the gross 2 

premiums tax is in the Constitution, and requires a  3 

constitutional amendment to actually change it.  4 

COMMISSIONER EDLEY:  But there’s nothing about 5 

dry-cleaners?   6 

MR. POWERS:  Not that I’m aware of.  7 

CHAIR PARSKY:  Not in the Constitution.  8 

MR. JOSEPH:  I would point out that we have had 9 

problems with that in the sense that insurance comp anies 10 

and insurance activities are often parts of corpora te 11 

groups that file the corporate income tax return.  And 12 

because the insurance companies do not pay the corp orate 13 

income tax return, they have been a bit of an issue  for 14 

purposes of tax planning, to the point that not too  many 15 

years ago, the Legislature put in a pretty complex set   16 

of rules to deal with the problem of companies putt ing 17 

intangible assets and things into insurance compani es,   18 

to essentially avoid the corporate tax on those ass ets   19 

if they had been held and sold by somebody who was paying 20 

the corporate tax.   21 

So even that variation has caused some issues.  22 

And so I think there is some concern about exacerba ting 23 

that by essentially doing it again.  24 

CHAIR PARSKY:  Jennifer, do you have --  25 
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COMMISSIONER ITO:  No.  1 

CHAIR PARSKY:  Chris?   2 

COMMISSIONER EDLEY:  Two, I think, quick 3 

questions.   4 

The first:  How should we think about venture 5 

capital firms?  Anything special spring to mind?   6 

MR. GOLDSMITH:  Well, I think, first and 7 

foremost, I go back to my “Do no harm.”  Venture ca pital 8 

is the lifeblood of so much job-creation and critic al to 9 

this state’s future when you consider what’s happen ing, 10 

you know, with auto plants and so forth.   11 

As I think about it, some of them are -- many  12 

of them are partnerships.  So really, in that sense , it 13 

looks like law firms.  I think they’re under assaul t at 14 

the federal level.  I talked to a friend and client  of 15 

mine who is a venture-capital firm -- and I’m sure 16 

Mr. Parsky can give you great insight into this who le 17 

field -- but, you know, there are these contemplate d 18 

changes at the federal tax level, and that’s going to  19 

have an enormous impact on venture-capital firms.   20 

I think for the State to further impact that 21 

business until it’s clear what’s going to happen at  the 22 

federal level, you know, it might be prudent to wai t.  23 

CHAIR PARSKY:  We might separate a little bit 24 

venture-capital firms from start-up businesses.  25 
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COMMISSIONER EDLEY:  Right, that was my next 1 

question.  Yes, exactly.  2 

CHAIR PARSKY:  Differentiate it a little bit 3 

there.   4 

And as currently contemplated, there would be a 5 

minimum level of gross receipts, currently contempl ated 6 

$500,000, which would take you outside of the busin ess 7 

net-receipts tax.   8 

We’re quite concerned about the impact of this 9 

tax on small business in California and on, obvious ly, 10 

start-up businesses.   11 

I don’t know the exact statistics, but I know 12 

Phil has indicated something along the lines that m aybe  13 

as many as 80 percent of the businesses in Californ ia 14 

might be deemed small business. 15 

Is that about right, Phil -- or even higher?   16 

MR. SPILBERG:  Could be.  Under the definition 17 

of $500,000, it could be even higher.  18 

CHAIR PARSKY:  It could be even higher?   19 

All of those businesses, as contemplated, would 20 

come outside of the reach, if you will, of the busi ness 21 

net-receipts tax.  22 

COMMISSIONER EDLEY:  Some of them would be 23 

filers, but they wouldn’t have any liability.  24 

CHAIR PARSKY:  Liability.  25 
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COMMISSIONER EDLEY:  No tax liability.  1 

CHAIR PARSKY:  Right.  2 

MR. GOLDSMITH:  I think the concern is -- and   3 

I think Facebook is -- and I have no affiliation wi th 4 

Facebook -- I don’t even use Facebook, but -- 5 

COMMISSIONER EDLEY:  What is it?   6 

MR. GOLDSMITH:  What is Facebook?    7 

COMMISSIONER EDLEY:  Never mind.  8 

CHAIR PARSKY:  The Boalt Law School is sometimes 9 

a little bit removed from day-to-day activity, but that’s 10 

okay.  11 

MR. GOLDSMITH:  Ask your students, how many of 12 

them have a page in Facebook.  It’s a social phenom enon 13 

that started at Harvard college and has spread arou nd the 14 

globe, and --  15 

COMMISSIONER EDLEY:  Do we tax those?   16 

I’m sorry.  17 

CHAIR PARSKY:  Anyone from Harvard college will 18 

get taxed as part of the system.  19 

MR. GOLDSMITH:  I’m against that.  20 

But what would worry me about a gross-receipts 21 

tax, I believe -- I don’t know this, but I believe 22 

Facebook may still not be profitable, and yet it em ploys 23 

an enormous number of people and is seen as having a very 24 

bright future, à la  Google, à la  Apple.   25 
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And so I recognize and respect the notion of 1 

carving out small business and the dry-cleaners of the 2 

world, who have the sole proprietorships.  But what  I 3 

would hate to see happen is the Mark Zuckerbergs of  the 4 

future, who have a great company, need some venture  5 

capital, need the intellectual capital that we have  in 6 

this state; but they have it in Texas, they have it  in 7 

India, they have it in Massachusetts.  And if they say, 8 

“Wait a minute, as soon as my company” -- I’m sure 9 

Facebook has far more than $500,000 in revenue.  Bu t    10 

let us assume, as I believe that it is still, quote ,      11 

“pre-profit,” I would think a lot of entrepreneurs are 12 

going to say -- and VC funds in particular -- “I’m 13 

investing in this company not to get it to $500,000  in 14 

revenue, but to $500 million in revenue; and if I m ove it 15 

or start it or incubate it in California, I’m going  to, in 16 

addition to absorbing and having to fund losses for  three, 17 

five, ten years -- certainly biotech in San Diego, this is 18 

a big, big, issue -- and then it explodes with reve nue and 19 

profitability, that’s when the State should reap it s fair 20 

share of revenue; not when these fledgling companie s are 21 

trying to make it.   22 

And the scale of these enterprises, they can 23 

absorb $100 million in capital and have hundreds of  24 

millions in revenue.   25 
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Amazon, which isn’t in California, but is a 1 

perfect example of that, it was losing money for a very 2 

long time and now is a phenomenal business.   3 

That’s another thing, and I haven’t said this, 4 

but the whole issue of taxing Internet sales, so th e  5 

State loses sales tax.  The amount of sales that oc cur   6 

in California via the Internet is huge and is only going 7 

to get larger.  It’s a federal exemption issue, as I 8 

understand it.  But that may be something that you want  9 

to take a look at.  10 

CHAIR PARSKY:  John?   11 

COMMISSIONER COGAN:  Carl, you mentioned that 12 

the banks are still under the three-factor apportio nment 13 

for interstate sales.  Could you indicate, what was  the 14 

rationale for keeping them separate?   15 

MR. JOSEPH:  Well, yes, I certainly wasn’t in 16 

the Legislature when they wrote the bill the way th ey  17 

did.  But when we went from a three-factor formula to a 18 

double-weighted sales factor formula, which increas ed the 19 

emphasis on sales -- this was back in 1993 -- at th at  20 

time, there were industries in the state that reque sted 21 

that they remain on the standard three-factor formu la.  22 

Extractive industries were one.  Banking and financ ial  23 

was another one.   24 

And so at that time, those industries said, 25 
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“Please don’t make the formula more about the marke t, 1 

because our markets in California, for the most ext ent” -- 2 

at that point, you know, banks were more state as   3 

opposed to big, national things, I assume.  So when  the 4 

Legislature just recently went to allow an election  to go 5 

to single-factor sales, no other factors at all, th e way 6 

they wrote the bill was essentially if you could el ect  7 

the double -- or “elect” -- if you were a double-we ighted 8 

entity under the existing law, then you could elect  to 9 

just use single-factor sales under the new law.   10 

If you were an entity that was -- the average 11 

weight of the -- the normal three-factor formula, y ou 12 

would stay on that formula.  And that leads me to a ssume 13 

that they believe that those industries who didn’t want 14 

50 percent of their factor to be sales back in 1993 ,  15 

would certainly not want 100 percent of their sales  to   16 

be the factor.  And so they were remaining on that  17 

equally weighted three-factor formula.   18 

Your proposal here is a sales-factor proposal.  19 

And I’m just wondering whether or not that differen ce in 20 

any way compensates at all -- that getting rid of t hat 21 

payroll factor, which is often argued in literature  to   22 

be a tax on payroll, essentially -- if that in any way 23 

subsumes some of the problems for the banks in the taxing 24 

of their employees’ labor.  25 
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COMMISSIONER COGAN:  Right.  You know, it would 1 

be interesting if the decision was made to keep ban ks 2 

outside of a BNRT.  If we went with a BNRT, it woul d be 3 

interesting to take a look at what the consequences  would 4 

be of changing the law with respect to the intersta te 5 

sales apportionment factor for banks.  6 

COMMISSIONER EDLEY:  Well, what about law  7 

firms?  I take it, the issue with banks is that you ’re 8 

originating the loans all over the place, so your s ales 9 

are all over the place, but the workforce is largel y 10 

local.  Well, the same would be true of a law firm or an 11 

accounting firm, right, is that they’d be --  12 

COMMISSIONER COGAN:  I didn’t think we were 13 

thinking of a policy that would keep the law firms  14 

outside of the BNRT.  15 

COMMISSIONER EDLEY:  I know.  But I’m trying to 16 

figure out, what would be the rationale?   17 

Well, for the BNRT, yes, right.   18 

COMMISSIONER COGAN:  I’m just saying, assume 19 

that we made a decision that banks would be outside  the 20 

BNRT.  21 

COMMISSIONER EDLEY:  Right, right.  22 

COMMISSIONER COGAN:  Then does it make sense  23 

for us to be thinking about the apportionment facto r for 24 

banks, changing that? 25 
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COMMISSIONER EDLEY:  Right.  1 

MR. JOSEPH:  Yes, I’m not aware of what happened 2 

as far as input from the banks on the sales-factor formula 3 

that went through the last time.  You know, that wa s 4 

during the sort of budget process.  And I don’t kno w how 5 

much input there was from industry.  I don’t know w hether 6 

or not that assumption, that they would not like a bigger 7 

sales factor and a smaller payroll factor, is neces sarily 8 

true anymore.  But certainly that’s --  9 

COMMISSIONER COGAN:  That’s what I’m wondering, 10 

yes.   11 

COMMISSIONER EDLEY:  I guess what I was getting 12 

at, John, is if the logic -- if the apportionment - - 13 

whatever the tax is, why doesn’t the same apportion ment 14 

logic follow for services like law and accounting, as for 15 

the service provided by a bank?   16 

COMMISSIONER COGAN:  Regardless?  You’re   17 

saying -- 18 

COMMISSIONER EDLEY:  Right.  19 

COMMISSIONER COGAN:  -- regardless of whether 20 

we’re in a BNRT or not? 21 

COMMISSIONER EDLEY:  Right. 22 

COMMISSIONER COGAN:  And that raises a question 23 

that we have talked a little bit about already, whi ch is: 24 

What is the most appropriate apportionment factor w ithin 25 
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the BNRT?  1 

COMMISSIONER EDLEY:  Right.  2 

COMMISSIONER COGAN:  And is the same  3 

apportionment factor, the right factor for all?   4 

And in the staff proposal we have so far, it’s  5 

a sales-apportionment factor.   6 

COMMISSIONER EDLEY:  We should let Russell get 7 

back to work.  8 

COMMISSIONER COGAN:  Yes, yes. 9 

CHAIR PARSKY:  Russell, we kept you a little 10 

longer because we have really struggled with how th e BNRT 11 

should or shouldn’t apply to the banking industry.  And  12 

so we really thank you very much.  A very thoughtfu l 13 

presentation.  And I think we will probably try to  14 

develop some examples, concretely, of how the exist ing 15 

system might affect the bank and how the proposed s ystem 16 

and maybe some of your people in the tax area will take   17 

a look at those examples.  18 

MR. GOLDSMITH:  Well, I appreciate the 19 

opportunity to share my thoughts and have the dialo gue.  20 

And, yes, we’d be happy to be helpful.  We have som e 21 

people who know more about tax and apportionment an d some 22 

of these other sexy issues.   23 

And so, yes, if there are some fact patterns   24 

or something you’d like us to say how we think it a ffects 25 
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us, either way, I’m happy to have -- to ask somebod y to  1 

do the homework and supply it to you.  And I applau d what 2 

you guys are trying to do, as I said in my statemen t.  3 

Thanks very much.  4 

CHAIR PARSKY:  Thank you very much.   5 

Let’s move on to Technology, or another 6 

technology presentation.   7 

Is Mike Rockenbach here?   8 

MR. ROCKENBACH:  Good morning.  9 

CHAIR PARSKY:  Please, Mike.  I’m sorry to keep 10 

you a little longer, but we’ll try to catch up.  11 

MR. ROCKENBACH:  No problem.   12 

I don’t really have any prepared remarks, so 13 

maybe that will speed it up a bit.  But as way of a n 14 

introduction, let me maybe give you a little backgr ound  15 

on myself and the company that I work for.  16 

COMMISSIONER EDLEY:  Okay, and then tell us what 17 

you think we should do to banks, now that Russell i s gone.  18 

MR. ROCKENBACH:  Banks are our friends.   19 

So my background is, born and raised in 20 

California.  I’ve got a couple of kids that I’ve ra ised  21 

in California.  I’ve worked here all my life.   22 

The company I work for is Emulex Corporation.  23 

It’s been around for quite a while as a technology company 24 

that’s somewhat challenging.  We’ve been a public c ompany 25 
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for about 30 years.  I’ve worked there coming up on       1 

18 years.  I’ve been CFO of the company for about t he  2 

last ten or 11 years.  And so I’ve got a little bit  of a 3 

background.   4 

No background in tax, other than the experiences 5 

I get from filling out taxes and signing tax return s.   6 

But as I think of some of the earlier comments, whe n we 7 

have had to make decisions as a company, quite fran kly, 8 

taxes is kind of -- well, not necessarily an aftert hought, 9 

but kind of a result of the things that we’re worki ng on. 10 

It’s very difficult, I think, as a technology compa ny, to 11 

make the basis of your business decisions on accoun ting 12 

treatment, tax treatment, those types of things, be cause 13 

you’ve got to do the right thing for the business.  And  14 

in technology, that really consists of innovation a nd 15 

growth.   16 

And I think, as we’ve changed a lot over the 17 

years as a company, we’ve had our tough times, we’v e had 18 

our good times.  We’re in a position now where we’r e a 19 

fairly global company.  I don’t know that we’re 20 

representative of all technology companies in Calif ornia. 21 

In fact, quite frankly, I think we’re probably not a good 22 

representation of all technology companies.  For us , we 23 

manufacture high-speed components for big OEMs.  So  the 24 

guys we’re selling to are HP, EMC, Dell.  So big, g lobal 25 
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companies.   1 

And, you know, our products are being integrated 2 

into their products and then they’re being sold to big 3 

data centers, where they’re storing lots of informa tion 4 

and accessing a lot of information.   5 

So banks are our friends because they do a lot 6 

of transactions, and that’s kind of the specialty o f the 7 

products that we build.  8 

You know, as a global company, we’ve been 9 

through a variety of changes.  When I started at th e 10 

company, we were a global company, we had 13 intern ational 11 

subsidiaries.  Went through a lot of changes, shrun k down 12 

a lot to just a single corporation, and we’ve been going 13 

the other way for the last ten years, maybe.  And w e’re 14 

kind of back out at that growth and the extent of t he -- 15 

you know, the current environment.  But we’re now t hat 16 

global company again.   17 

We design all our own products.  We partner  18 

with a lot of different people to help us build pro ducts 19 

and design products.  We’ve done our own manufactur ing   20 

in the past, but we don’t today.  We outsource that .   21 

But because of the way that we do business, 22 

we’re selling to these OEMs.  And so ultimately, ou r net 23 

revenues, if you will, in the state of California a re 24 

really dependent on where our customers are buildin g 25 
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product.  So we don’t ultimately sell a lot into 1 

California if our customers aren’t building product s in 2 

California.   3 

So, being not a tax expert, I can’t tell you   4 

if a receipts tax is better than an income tax.  Wh en I  5 

think about a receipts tax, you know, we’ve got sev eral 6 

subsidiaries in Europe and so we’ve got a little bi t of 7 

experience with value-added tax.  You know, the cha llenge 8 

we have as a U.S. company and value-added taxes, it ’s in 9 

local currency, so you’re exposed to currency gain/ loss 10 

more than anything else with the value-added tax.   11 

But, you know, when I think about it, when I 12 

think of a receipts tax -- and you talked about  th e 13 

example of a small start-up company -- under $500,0 00 in 14 

revenue wouldn’t be taxed on the net receipts.  But , you 15 

know, a net-receipts tax is kind of like -- you kno w, kind 16 

of an existence tax:  “I’m here, therefore, I’m tax ed.”   17 

And, now, the other side of that, though, is 18 

we’re getting a lot of benefits; right?  There’s   19 

services that the State is providing because we’re here.  20 

And so when you’re in a start-up, I think that is a  bit  21 

of a challenge, right, because you aren’t generatin g a  22 

lot of revenue, even when you get -- from a technol ogy 23 

company’s perspective, even when you get past $500, 000   24 

in revenue, you may not be making a profit yet.   25 
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But, on the other hand, when you’re profitable, 1 

you’re generating income, and so that’s more of a  2 

share-the-wealth type of tax; right?  If I’m doing really 3 

well, I’m sharing more with you; and if I’m not doi ng so 4 

well, we’re both suffering. 5 

And what that does from the State’s perspective 6 

in terms of delivering those services to us as a co mpany 7 

and, you know, the citizens of the state, is that p uts a 8 

lot more volatility in the revenue stream.   9 

And I think, obviously, when you’re using a 10 

profits-based tax -- and you can debate what “profi t” 11 

is -- but when you’re using a profit-based tax, it’ s 12 

probably got a more disproportionate impact on a 13 

relatively small change.  And the reason I say that  is   14 

if you -- you know, you look at gross domestic prod uct,  15 

maybe it’s coming down 10 percent this year, but pr ofits 16 

are coming down 60 percent.  So if I’m sharing the wealth 17 

with you, you’re getting hit by 60 percent, when on  the 18 

top line and the services that you have to provide maybe 19 

only got cut by 10 percent.  So what that does, I t hink, 20 

by transferring from an income-tax base to a revenu e-tax 21 

base, is it provides more stability in the State’s revenue 22 

stream, which is good during the bad times.   23 

And kind of the counter to that, though, is   24 

you don’t get the upside during the good times.  So  I 25 
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think  it shifts directionally from the State or fr om the 1 

government to the individual corporations.  In some  2 

respects, you’re putting a little bit more instabil ity   3 

on the company because we’re going to pay taxes on our 4 

revenue base as opposed to our income base.  So if we’re 5 

less profitable, the tax is still the same.  If we’ re  6 

more profitable, it’s great because it’s lower on a  7 

relative basis.   8 

So when you get more stability in the State’s 9 

income, you know, the onus is on the companies to t ake 10 

more responsibility when we’ve got the volatility o n our 11 

side of the income.  So I don’t know that -- I thin k 12 

you’ve got an unenviable task.   13 

I certainly appreciate -- 14 

COMMISSIONER EDLEY:  Everybody agrees on that.  15 

CHAIR PARSKY:  That’s a given.  16 

COMMISSIONER EDLEY:  Can we just put that in our 17 

report?   18 

MR. ROCKENBACH:  I probably should have started 19 

off with that, I guess.  But, you know, I think it’ s hard 20 

for me or for a company to look at just a receipts tax 21 

independently.  I don’t know whether I feel good or  bad 22 

about it -- in fact, I don’t feel good or bad about  it 23 

because, you know, for me as an officer in the comp any or 24 

an executive in the company that you’re trying to r un a 25 
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business, that’s just one of the variables you take  into 1 

account.  So you have to look at the sum of the par ts.   2 

If you had a -- I don’t know what numbers you’re lo oking 3 

at -- or I don’t think you’ve filled in the blanks on the 4 

numbers yet as you look at these things -- but if y ou  5 

have a 2 or 3 percent revenue tax but the income ta x on 6 

individuals that we’re employing is 30 percent, wel l, I 7 

have the same problem, it’s just moved to a differe nt  8 

line on my P&L.   9 

I think that at a certain level, a receipts tax 10 

maybe benefits established companies a little bit m ore 11 

than a start-up company.  But that doesn’t mean the re 12 

can’t be other offsets that make it beneficial to b e a 13 

start-up company.  And so I think that’s how we wou ld  14 

look at it as a company.  And I can’t speak on beha lf of 15 

all technology companies because a lot of them have  16 

different variables than we have.   17 

But I think from a public company’s perspective, 18 

or from any company’s perspective, the things that help  19 

us are probably fairly broad.  You know, a great sc hool 20 

system that’s generating a lot of very talented mat h, 21 

science majors and communication majors and a varie ty of 22 

skill-sets like that is going to help us as a compa ny.   23 

So that’s a service.  So we’re certainly willing to  pay   24 

a little bit more in another bucket if we’re going to get 25 
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a little bit more in that bucket.   1 

And I think it will be interesting to see how 2 

this plays out.  As I say, I live here, and I fully   3 

intend to continue living here.  But it’s difficult  to do 4 

these types of changes at all.  And I think it’s pa inful 5 

to do them as iterative changes.  But that’s not to  say 6 

that the pain of doing a massive change is any less .  But 7 

the thing that I think helps us at a broad base is 8 

simplicity, to the extent we can.   9 

The more cumbersome it is to figure out what  10 

the tax rate is, the more expense there is to us as  a 11 

company.  So, again, I kind of have to look at it f rom  12 

all the variables, not just one.   13 

And I think there’s a lot of value in a 14 

receipts-type tax.  If it reduces some of the volat ility 15 

and lets you continue as a state and, as an economy , to  16 

be able to invest through the tougher times, but yo u’re 17 

not necessarily, like I say, going to get all upsid e of 18 

the better times, but that’s okay.  The government is 19 

there as a service and, you know, support provider as 20 

opposed to, you know, the entrepreneurship is on th e 21 

company side.  And an environment that encourages t hat  22 

and supports that, I think, is the biggest driver t o 23 

success for companies.  24 

CHAIR PARSKY:  Thank you.   25 
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John?   1 

COMMISSIONER COGAN:  Thanks, Mike, for taking 2 

the time to come here.   3 

A couple points you said.   4 

We don’t get the benefit under a BNRT or a more 5 

stable revenue flow, that we don’t get the upside w hen  6 

the economy booms.  But I think, from what I’ve see n of 7 

the way the State has dealt with, or spent on the u pside, 8 

what they’ve done is just created a budget that’s a  9 

disaster for California programs when the downturn hits.  10 

And that’s what we’re seeing now.  And so the benef its   11 

of having a stable revenue source is really -- I th ink 12 

really, really important for the State.   13 

The second point is that you said that part of 14 

the reason for your success is that you make decisi ons 15 

based upon economics, not on how to game the tax co de.  16 

One of the benefits of a broad-based tax system tha t has  17 

a low rate, is that further encourages people to ma ke 18 

their decisions based on sound economics and not on  tax 19 

policy.  And so that’s another reason for thinking about  20 

a broad-based, low-tax-rate kind of regime.   21 

Let me ask you two questions.  One is, when it 22 

comes to planning for a company such as yours, one of   23 

the provisions we have is an apportionment formula for 24 

assigning your tax liability based upon your in-sta te 25 
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sales versus your out-of-state sales.  And we’ve be en 1 

playing with two options:  Make that an annual 2 

calculation, so it’s annual sales inside of Califor nia 3 

relative to the rest of the world.  Another is a fi ve-year 4 

averaging of that sales ratio.   5 

Does it make a difference -- an appreciable 6 

difference for a company like yours in terms of tax  7 

planning or in terms of, more importantly, economic s 8 

planning for your company, which way we would go?  Do   9 

you see any important difference?   10 

MR. ROCKENBACH:  That’s a great question.   11 

I think if you’re in a -- let me think about  12 

how that would affect us.   13 

I think if you’re growing pretty quickly, I 14 

would guess, you know, a five-year average look-bac k might 15 

be better for you.  16 

COMMISSIONER COGAN:  Uh-huh.  17 

MR. ROCKENBACH:  Because that would kind of 18 

lower it, you know, overall.  That’s my guess.  19 

CHAIR PARSKY:  Well, it might be helpful, maybe 20 

to take a look, post this discussion, at the actual  21 

experience of your company.  22 

MR. ROCKENBACH:  Yes.  23 

CHAIR PARSKY:  And without necessarily 24 

disclosing anything that’s not publicly disclosed, maybe 25 
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provide us with what impact it would have on your c ompany 1 

if we went in one or the other of these directions.   2 

MR. ROCKENBACH:  Sure, I could take a look at 3 

that.   4 

Yes, like I say, I think for us, it’s probably 5 

not representative of technology companies as a who le.   6 

It would depend on how much it changed within the s tate  7 

of California.  I mean, we could have very dramatic  8 

changes elsewhere and, you know, they wouldn’t  9 

necessarily affect California as much.   10 

I think new technology is going to tend to be  11 

on that curve of accelerating revenue growth.  More  12 

established companies, maybe it’s not going to make  as 13 

much of a difference if you’re growing 5 or 10 perc ent    14 

a year, there’s less volatility in your numbers.  S o  15 

whether it’s one year or five years might not make a big 16 

difference.   17 

But from a start-up’s perspective, maybe 18 

five-year averaging would alleviate some of the oth er 19 

pressures you have, because you would see a little bit   20 

of a benefit, maybe as you’re kind of hitting an 21 

acceleration curve, where the tax would be a little  bit 22 

lower because your averaging look-back is five year s,    23 

or some subset of five years.  So you would kind of   24 

get -- you would have a little bit of pain at the 25 



 

 
 
 

 

 70 

 Commission on the 21st Century Economy – August 28, 2009 

 

 

Daniel P. Feldhaus, CSR, Inc.    916.682.9482 
 

beginning, but you’d get some benefit as you kind o f got 1 

into the market.  2 

COMMISSIONER COGAN:  Yes, unless you start 3 

selling first in California and then branch out; ri ght?   4 

MR. ROCKENBACH:  That’s true.   5 

But, again, I think if you’re selling first and 6 

only in California, there’s -- if there’s compensat ing 7 

things within the business that make it more effici ent  8 

for you, that’s not necessarily a penalty.  9 

COMMISSIONER COGAN:  Right.   10 

Then does your company make use of the  11 

research-and-development tax credit?  How important  is 12 

that to your company?   13 

MR. ROCKENBACH:  We do use the research, the 14 

R & D credits.  We also have benefitted -- this was  for 15 

us, anyway, it was quite a few years ago -- but fro m 16 

net-loss carry-forwards -- net-loss carry-forwards,  I 17 

think if you’re a company that’s done acquisitions -- 18 

we’ve done acquisitions in the past.  There’s some 19 

benefits from acquiring NOLs.  You know, there’s so me 20 

limitations on how much you can use it.   21 

But, again, I mean, those are things where,  22 

when we look at a company from a perspective of an 23 

acquisition, we’re not making the decision based on  24 

whether we’re going to get these losses that I can absorb 25 
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or not, because we’re looking at it just purely fro m 1 

innovation and technology.  2 

COMMISSIONER COGAN:  Right.  3 

MR. ROCKENBACH:  And what we look at -- and   4 

now we’re probably a fairly normal company -- these   5 

things are really just a make-or-buy decision for u s.  So 6 

we’re trying to look forward in the market, directi onally, 7 

where things are going and where we need to be; and  then 8 

our decision comes down to, do we have the time and  the 9 

wherewithal to do it internally, or is there somebo dy out 10 

there, as the case of the start-up or somebody fund ed by 11 

venture capital, that can go do that, or is already  doing 12 

that?  And an acquisition makes more sense.  And th en,  13 

you know, whether you have an NOL or not comes into  play 14 

after you make that decision.  So I mean, they tend  to   15 

be very business-driven decisions.  And I think the  taxes 16 

either are a little bit of a drag on that or they 17 

complement that decision.  18 

COMMISSIONER COGAN:  Great, got it.   19 

Thanks very much.  20 

CHAIR PARSKY:  Ruben?   21 

COMMISSIONER BARRALES:  So you’re agnostic right 22 

now on the business net-receipts tax.   23 

Is there any tax system that would give you 24 

heartburn immediately?  I mean, is there a proposal  or an 25 
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idea that would cost jobs at any lengths or be cons idered 1 

harmful?   2 

MR. ROCKENBACH:  I can’t think of any specific 3 

ones.   4 

You know, I think -- we’re a company -- well, 5 

because we sell to OEMs, we’re a company that has 6 

relatively fixed costs in a lot of ways.  We don’t have   7 

a lot of variable costs.  So when things slow down,   8 

spending is relatively confined.  I mean, we’re lik e 9 

everybody else.  We’ve assessed our spending and ma de 10 

changed in our spending over the last two years.  B ut, you 11 

know, if our revenue is off 20 or 30 percent, you k now, 12 

we’re maybe only able to cut expenses 10 or 15 perc ent.  13 

So I don’t think -- you know, on the other hand, as  we 14 

grow, we’ve got a lot of leverage towards the upsid e.   15 

So -- and I think there’s benefits from R & D 16 

tax credits.  But, again, that’s only a big benefit  to  17 

the extent that there is a penalty somewhere else.  So   18 

if there aren’t R & D credits but overall taxes are  lower, 19 

that’s a good thing for us.  20 

CHAIR PARSKY:  I think if you look at this --   21 

I don’t know the details of your business at all, b ut I 22 

would urge you to look at this tax in the context o f the 23 

way in which you grow.  If you’re a very high-margi n 24 

business and fixed costs are really under control, I think 25 
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you could potentially really benefit from a substit ute.  1 

But we’d like you to look at it.  2 

MR. ROCKENBACH:  Yes.  Like I said, I think for 3 

an established company, I don’t know -- I mean, lik e I 4 

say, you have to look at it in the context of all t he 5 

changes you’re making.  But in general, as an estab lished 6 

company, I don’t know, maybe we would favor a recei pts  7 

tax as opposed to an income tax because we’re estab lished. 8 

That might not necessarily work out for everybody e lse.   9 

But, you know, what that does, I guess --    10 

kind of the counter to -- would a receipts tax impa ct 11 

innovation within the state, it might -- maybe it j ust 12 

changes the way you do innovation in the state.  An d I 13 

guess I’m probably pointing it out to people that a lready 14 

know, but there’s a lot of things that can come int o 15 

impacts on whether start-ups work or not.  Tax is o nly  16 

one piece of it.  And, you know, you can debate on how  17 

big of a piece that is.   18 

But if a receipts tax, at a very broad, macro 19 

level, favors established companies versus start-up s, 20 

that’s not necessarily a bad thing.  If companies h ave  21 

the wherewithal within the state and the ability to  draw 22 

on an educated workforce, a strong workforce, to de liver 23 

better innovation, it just shifts the burden from b eing -- 24 

it shifts the burden back to more of a make from a buy.  25 
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So we would have less of a burden as we’re profitab le.   1 

We can make more investments in research and develo pment 2 

to expand our business as opposed to looking at it and 3 

saying, “Well, we have to go buy somebody that’s mo re 4 

innovative in that particular area than us because there 5 

is a guy out there that was a start-up and did that .”    6 

So it might just shift the way things happened as o pposed 7 

to being a big negative or a big positive.  It’s ki nd of, 8 

like I say, within just the concept of a receipts t ax, 9 

that’s a hard variable to look at.  But you do have  to 10 

look at these things as an all-inclusive approach, I 11 

think.  12 

CHAIR PARSKY:  Thank you very much.  We really 13 

appreciate your contribution.  14 

MR. ROCKENBACH:  Thanks.  15 

CHAIR PARSKY:  Next, Motion Picture Association.  16 

COMMISSIONER EDLEY:  Gerry, while he’s coming 17 

up, can I make two quick points?   18 

One is, I think John made a point about how,  19 

when in the current system, when receipts go down f or the 20 

State, we get into a mess.  Because when receipts w ere 21 

high, we started doing all the spending.  Well, I j ust 22 

wanted to set the record straight from a left persp ective 23 

here --  24 

CHAIR PARSKY:  You’re on my right.  He’s on my 25 
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left.  1 

COMMISSIONER EDLEY:  When things get out of 2 

whack on the downside, speaking generally, there ar e  3 

three explanations.   4 

One may be that there were commitments made to 5 

expenditures that can’t be continued.   6 

Another may be that there are discretionary 7 

programs that the Legislature refuses to cut.   8 

And the third may be that, when times were good, 9 

the Legislature cut taxes.   10 

And it’s all three of those things, it’s not 11 

just one of them.  And so I think the expenditure i ssue 12 

that gets us into trouble is when they’ve made a 13 

commitment to some kind of program that they’re not  14 

willing to trim back.  And as we’ve certainly seen in this 15 

round, wherever there’s been a discretionary progra m to 16 

get cut -- with the exception of prisons and so for th -- 17 

they’ve cut it.  But certainly, I would agree that on   18 

the entitlement side, you run into much more diffic ult 19 

problems.   20 

But it’s also, I think we’ve seen both in 21 

Sacramento and in Washington, a tendency when times  are 22 

good to cut revenues which also contributes to the 23 

problem.  24 

COMMISSIONER COGAN:  I certainly would not 25 
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disagree with that at all.  The point is, what we w ant   1 

to try to do is get a tax code that prevents what w e’re 2 

seeing now, which is these deep, wrenching cuts in  3 

certain programs that were expanded before merely b ecause 4 

the Legislature took a temporary increase in revenu e and 5 

treated it as a permanent increase.  6 

COMMISSIONER EDLEY:  That’s right.  I’d 7 

certainly agree with that.   8 

The second thing I want to say is, I think it’s 9 

important for us to remember that in trying to figu re out 10 

how we think about start-ups and the seeming unfair ness  11 

of forcing a company to pay a BNRT if they don’t ha ve 12 

profits, it’s not paying the BNRT as compared to no t 13 

paying any taxes, because you don’t have profits to  be 14 

taxed if, in fact, we’re going to expand the sales tax   15 

as an alternative.  So it may be they have no profi ts,  16 

but they’ve got a sales-tax liability as well.  So that’s 17 

the comparison.   18 

Now, that wouldn’t apply in the case of, say,   19 

a biotech start-up where there’s a long pipeline an d you 20 

actually have no sales of anything.  21 

COMMISSIONER COGAN:  Right.  22 

COMMISSIONER EDLEY:  But something like that.  23 

CHAIR PARSKY:  Something like both. 24 

COMMISSIONER EDLEY:  Right.  But for something 25 
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like the Facebook example, Facebook is really big n ow,  1 

but they don’t have any profits.  If there’s someth ing 2 

there that would be folded, would be encompassed wi thin 3 

sales, they would be paying a sales tax.  4 

CHAIR PARSKY:  Right.  5 

COMMISSIONER EDLEY:  And also, the bigger they 6 

get, I think our argument would be that with the bi gger -- 7 

if they had gotten really big but still don’t have any 8 

profits, if the rate is low enough -- 3 to 4 percen t -- 9 

then that’s kind of a cost that can be better, it s eems  10 

to me, integrated into their business operations, i nto 11 

their structure -- their financial structure, becau se 12 

they’re big enough.  In that sense, it’s not much 13 

different than if they faced cost increases in some  other 14 

factor of production or they’re paying more for the ir 15 

labor.  16 

COMMISSIONER BARRALES:  Dry-cleaning.  17 

COMMISSIONER EDLEY:  Or for their dry-cleaning, 18 

for that matter.  Right. 19 

So I think that that would be, that there’s 20 

wiggle room.  In other words, that there would be e nough 21 

wiggle room.  At some point you get big enough, tha t 22 

there’s enough wiggle room that if the rate is smal l, you 23 

ought to be able to cope with it, I think, plan for  it,  24 

or pass it along, whatever.  25 
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COMMISSIONER COGAN:  Yes.  1 

CHAIR PARSKY:  Okay, Eric, we’re going to move 2 

along, but we really appreciate your coming.  3 

MR. MIETHKE:  Thank you very much, Mr. Chairman.  4 

I have submitted written testimony, so I won’t 5 

read it, and I’ll try and get you back on schedule by just 6 

summarizing as quickly as I can, answering what que stions 7 

you may have.  8 

CHAIR PARSKY:  I know the level of your 9 

expertise, so I’m sure you can summarize well.  10 

MR. MIETHKE:  If it’s anything like my family 11 

advises me, it shouldn’t take long because I don’t have 12 

much expertise in much of anything.  Particularly, ask my 13 

12-year-old, Sam.   14 

At any rate, I appreciate the opportunity to 15 

come today on behalf of the MPAA.  You’ve asked us to 16 

comment briefly on the business net-receipts propos al as 17 

we understand it, and perhaps offer just a few comm ents 18 

about the package, too, as we understand it.   19 

I’ll restrict it to the proposal to phase out 20 

the bank and corp tax and reduce sales and use tax rates. 21 

I did not believe any discussion of the flattening of the 22 

PIT was part of this, so we have no comments on tha t.   23 

Some of the things I’ll be saying is not 24 

different from what you’ve heard so far.  To the de gree 25 
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that it’s redundant today, I’ll try to really skip over 1 

it, one of which is, of course, like everyone else,  the 2 

more detail that we could have, the easier to be fo r us to 3 

give you a better idea of how this will have an eff ect on 4 

the industry.   5 

Some of the major pieces that would be helpful 6 

to have as soon as possible would be, of course, 7 

information on the rates, the BNRT rate, and also t he 8 

phase-out rates on bank and corp, and ultimately, t oo, 9 

what the Commission will be recommending for the sa les  10 

and use tax rate.  As you know, the state sales and  use 11 

tax rate is federally made up of six different rate s.   12 

And the decision on whether to eliminate some or al l of 13 

them will have a fairly profound impact on some of these 14 

compensating taxes that will be used to offset the BNRT.   15 

Certainly another big issue will be treatment 16 

and expensing of equipment, what happens with carry forward 17 

credits and NOLs.  And certainly one question that all are 18 

interested in is, to the degree that part of this p ackage 19 

is the reduction or elimination of these other taxe s,  20 

what guarantees do we have that that will actually occur? 21 

Is the proposal to have that all preprogrammed as p art of 22 

the original legislation, so that it doesn’t become , in 23 

essence, at the end of the phase-out period discret ionary 24 

on the part of the Legislature as to whether to eli minate 25 
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the replacement taxes or not?   1 

One thing I do want to stress, too, is that 2 

people tend to think of the motion-picture industry  as 3 

being just that, and distinct and unique.  But at l east 4 

the studios that make up the Motion Picture Associa tion  5 

of America, many of them are part of a much larger 6 

corporate conglomerate that are engaged in far-reac hing 7 

activities, some completely unrelated to motion-pic ture 8 

production and distribution.   9 

To that extent, this information is important 10 

because we will analyze this proposal not just in t he 11 

individual context of our motion-picture operations , but 12 

the members will analyze it in terms of their overa ll 13 

corporate context.  Because, again, this is based o n,    14 

as I understand it -- as we understand it, your uni tary 15 

group, as would be for bank and corp tax which, aga in, 16 

would include all these many, many diverse business es 17 

within it.  So the sooner we get the information, t he 18 

better.   19 

Now, based on what we do know, we do have a   20 

few matters that do concern us that we’d like to of fer 21 

testimony on today.  One is -- and I won’t belabor it 22 

because others have -- and that is, there is a buil t-in 23 

incentive, to some degree, to outsource and offshor e, 24 

which has been talked about to some degree.  Becaus e, of 25 



 

 
 
 

 

 81 

 Commission on the 21st Century Economy – August 28, 2009 

 

 

Daniel P. Feldhaus, CSR, Inc.    916.682.9482 
 

course, payments to your own employees are not dedu ctible. 1 

Payments to a firm are.   2 

We have worked very, very closely with our union 3 

partners in the industry to try and encourage the 4 

expansion of California production, discourage runa way 5 

production.  And so certainly that would be somethi ng that 6 

we would be concerned about if, in fact, these ince ntives 7 

are out there.   8 

We don’t believe the fixes to that problem are 9 

necessarily easy.  We do think there are constituti onal 10 

issues involved, significant ones.  And certainly t o the 11 

degree that we bypass the legal constraints, as we saw   12 

in the 1980s, from the unitary-tax wars, worldwide 13 

combination, at some level, these issues become pol itical 14 

ones with our foreign-trading partners as well.  If  they 15 

find themselves subject to this place called Califo rnia’s 16 

taxation, they begin to wonder, you know, how does that 17 

work, and complain to Washington who, in turn, turn s 18 

around and threatens federal legislation.  So all t hese 19 

things become problematic.   20 

There has been commentary on start-ups.  You 21 

know, the motion-picture industry is a very strong part  22 

of California’s entrepreneurial spirit.  And, indee d, a 23 

lot of start-ups and truly innovative companies occ ur in 24 

our industry.   25 
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The bane of all small businesses is capital 1 

preservation, formation, retention -- you name it, it’s 2 

all about capital and, indeed, a tax that, at least  on  3 

its face, would seem to apply whether profitable or  not, 4 

where there’s no deductions for interest payments o n debt. 5 

And also there’s one thing that I don’t think anyon e has 6 

touched on, current changes in the bank and corp la w not 7 

only allow for NOL carryforward, but a two-year NOL  8 

carryback.  And from what I could see from the mate rials 9 

that the Commission made available on BNRT, at leas t it 10 

didn’t say that the NOL carried back would be conti nued  11 

on into this tax program.  That’s something I reall y  12 

would advise thinking about.   13 

We are, to some degree, concerned about whether 14 

this would increase the cost of production in Calif ornia. 15 

Now, it is true that whatever production company in  16 

California would pay to a firm would be deductible from 17 

its own BNRT.  But the entities -- the multitude of  small 18 

companies and others that perform all the subspecia lties, 19 

ranging from lighting, cinematography, editing, spe cial 20 

effects, sound effects, application makeup, these  21 

entities would all become subject to BNRT.   22 

Currently, their services are not taxed under 23 

the sales-and-use tax law.  And there’s a debate, o f 24 

course, even within our members as to whether you s hould 25 
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view this as a sales tax or an income tax.   1 

But nonetheless, the testimony that we have  2 

from E & Y, I believe at the first hearing where th is was 3 

introduced, was that the bulk of this would be pass ed 4 

along in the form of higher prices.  So presumably,  even 5 

though we would be deducting those higher prices fr om our 6 

BNRT liability, those are still increased costs tha t we 7 

would have to bear.   8 

Now, whether those would be significant or not, 9 

of course, is a function of what are the other offs etting 10 

considerations.  And, indeed, even that service pro vider, 11 

whether the other offsetting provisions would offse t the 12 

need to pass along the BNRT in the form of higher p rices.  13 

As you all know, the Governor and the 14 

Legislature has had a tremendous focus in this last  year 15 

on the issue of lowering the cost of production in 16 

California.  We have all worked together, and we’re  very, 17 

very pleased to see a production tax credit offered , 18 

finally, for shooting in California.   19 

California has been in a very competitive 20 

situation with other states, like New Mexico, Conne cticut, 21 

New York, Illinois, that have offered major tax inc entives 22 

to come shoot there.   23 

We appreciate California’s recognition of that. 24 

We would like to shoot here.  This is the industry’ s home. 25 
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We would certainly want to make sure that nothing a bout 1 

the BNRT is inconsistent with that and with that mo vement 2 

and on a public policy level.   3 

I just want to say a couple of words about the 4 

income tax -- the current income tax -- and this go es  5 

more along the order of a transition from an income  tax  6 

to a BNRT.   7 

The income tax has actually been a pretty 8 

stable, relatively well-known commodity to the      9 

motion-picture industry.  The regulation, actually -- the 10 

income tax regulation that applies to the motion-pi cture 11 

industry, frankly, is undergoing the first revision  this 12 

year in -- what, Carl, 27 years?   13 

MR. JOSEPH:  A long time.  14 

MR. MIETHKE:  A long time.   15 

So it is pretty well known.  And we have had 16 

relatively few issues with it.  So to the degree th at 17 

there is movement away from it, we’re moving from t he 18 

known to the unknown.  And there’s always issues th at 19 

arise and questions that arise in connection with t hat.   20 

One of the major ones, of course, is the 21 

expensing versus capitalization of equipment.  The  22 

motion-picture industry, both through its direct 23 

operations as making and producing motion pictures,  as 24 

well as other things, like theme parks and other th ings 25 
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with which you’re well familiar, buys a tremendous amount 1 

of high-value, high-dollar equipment every year.   2 

The issue of whether that’s expensed or 3 

amortized is going to be one that’s really quite 4 

significant.   5 

And as I noted earlier, these equipment 6 

purchases are still going to be subject to some por tion  7 

of sales tax.   8 

By my own rough calculation, under the most  9 

rosy scenario, we would be looking at a state sales  tax 10 

rate of about 1.75 percent, and under a worst-case 11 

scenario -- and a worst-case scenario would be wher e the 12 

half-cent portion of the rate that’s for realignmen t,  13 

that took place when -- I think it was 1991, the 14 

Legislature handed off health and welfare responsib ilities 15 

to the county, sent down a half cent of revenue in the 16 

realignment of that -- whether that, in fact, would  be 17 

repealed or not.  Assuming it isn’t, and realignmen t is  18 

in place, and you were to make a purchase in the hi ghest 19 

tax jurisdiction in the state -- local jurisdiction , which 20 

is, I believe, Pico Rivera and Southgate -- that wo uld be 21 

4.75 percent, still existing after full phaseout.  So 22 

you’re looking at quite a range of continuing poten tial 23 

sales-tax liability on major purchases of inputs.   24 

Again, one of the reasons why, for many years, 25 
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the industry has, like the rest of California indus try, 1 

urged a sales-tax exemption on manufacturing capita l 2 

inputs, certainly.   3 

Just a few other passing comments.  Although 4 

this has not been a major issue in our industry, we  do 5 

note that the BNRT would carry over the existing  6 

business/nonbusiness income distinction.  That has been 7 

somewhat problematic in the past.  There’s no easy answer 8 

for replacement.  But having business/nonbusiness i ssues 9 

in two tax programs at the same time is certainly s ome 10 

level of concern.   11 

We notice, too, from looking at your preliminary 12 

overview of net-receipts tax is that it contains nu merous 13 

apportionment formulas that appear -- and, again, I  14 

haven’t really had time to confirm with FTB -- but it 15 

would appear to continue what we call both intersta te 16 

apportionment -- trying to figure out what portion of 17 

gross receipts or income is apportionable to Califo rnia  18 

as opposed to other states -- and intrastate 19 

apportionment, meaning, once you’ve determined how much  20 

is allocable or apportioned to California, how much  of 21 

those receipts, or how much of that income should b e 22 

apportioned to each of the individual companies tha t are 23 

doing business in California.   24 

That, in the past, has generated some problems, 25 
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some technical problems -- and FTB, I’m sure, can b rief 1 

you more in detail on that -- of the shifting of in come  2 

by virtue of these formulas and also stranding of t ax 3 

credits.   4 

Now, I did not notice, really, any discussion  5 

of whether tax credits would spring anew and be in a 6 

business net-receipts tax regime, or whether we wou ld  7 

just be using up credits earned under the bank and 8 

corporation tax.  But to the degree that credits ar e 9 

almost a political reality at some point for -- som eone’s 10 

going to come up with something that the Legislatur e  11 

deems to be a creditable activity, that’s at least 12 

something to keep your eyes on.   13 

Finally, I just want to touch on a couple of 14 

transition issues.  This has morphed a little bit i n    15 

the documents.  There’s been now two iterations of the 16 

overview of the BNRT.   17 

What’s going to happen with tax credits and  18 

NOLs that are at the end -- remaining at the end of  19 

phase-in?  That’s a very large issue.   20 

Originally, the documents were silent.  And we 21 

presumed that that meant that they would disappear.   Now, 22 

it’s listed as an option as to whether they would b e 23 

carried over and be used either at face value or so me 24 

variation thereof as an offset against BNRT liabili ty.  25 
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But this is a serious balance-sheet issue.   1 

FTB can give you the recent numbers; but the 2 

last time I looked at this, there’s about $10 billi on    3 

of accumulated and unapplied R & D credits alone.   4 

So I state that for two reasons:  One, to give 5 

you an idea of the magnitude of the balance-sheet i ssue, 6 

because there’s $10 billion of these things on peop le’s 7 

books.  What happens to that could have a pretty pr ofound 8 

impact on the books.  But also it’s a public-policy  issue, 9 

in terms of to the degree that the decision is made  to 10 

allow these, it’s going to have a quite a significa nt 11 

impact on your BNRT rate, your transition issues, a ll 12 

these things.  So all these things become interrela ted  13 

and seamless.   14 

There is also some -- and, again, I don’t 15 

profess to be an expert on this particular piece of  it -- 16 

but there’s some issue of the treatment of deferred  gains 17 

and deferred income at the end of the transition pe riod  18 

as well.  That’s been referred to what’s called “fu ture 19 

legislative action.”  Again, more uncertainty as to  what 20 

that would mean.  But we would think that if that’s  not 21 

dealt with really up-front, the presumption is goin g to  22 

be that that income and those gains are going to be  23 

triggered at the end of the phaseout, which could a gain  24 

be a significant liability.   25 
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And again, just to end as I started, there’s a 1 

lot we don’t know.  We will be very, very intereste d in 2 

seeing the details of the package and, again, tryin g to  3 

be a resource to you to help how to guide the discu ssion 4 

as we approach the end of the Commission’s delibera tions. 5 

 And with that, I’ll end and try to get you back 6 

on schedule and be as brief as -– and I’m here for you.  7 

CHAIR PARSKY:  Thank you very much.   8 

Curt?   9 

COMMISSIONER PRINGLE:  Yes, I personally am 10 

concerned if Eric limited his testimony.  So I want  to 11 

make sure I expand it as much as possible.  I told him 12 

that was my singular goal.   13 

And there’s three areas, Mr. Chairman.   14 

But first, before I get to those, so you 15 

believe, under the present local sales tax, of what  you 16 

would assume is the most severe circumstance in red uction 17 

of sales tax under our present perceived plan, Pico  Rivera 18 

area, at 4¾ may be the highest combined sales tax a t the 19 

end of this process?   20 

MR. MIETHKE:  As I understand the Commission’s, 21 

at least, current thinking --  22 

COMMISSIONER PRINGLE:  Goal or discussion.  23 

MR. MIETHKE:  -- as I understand what the 24 

thinking is, we’re not going to disturb what exists  25 
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currently at the local level.   1 

Currently, statewide, there’s a uniform state 2 

rate of 1 percent.  Local jurisdictions, pursuant t o   3 

Prop. 218, are allowed to add local transactions an d use 4 

tax.  The jurisdictions that have added the most of  those, 5 

again, I believe are Pico Rivera and Southgate, whi ch have 6 

now gone up to I believe 3½ percent at the local le vel.  7 

If you add that to the pieces of the state rate, th at 8 

piece that’s in the Constitution for police and fir e and 9 

the piece that’s related to deficit-reduction bonds ,  10 

which I presume are sacrosanct and can’t be repeale d 11 

without at least a constitutional amendment as it r elates 12 

to the half cent for police and fire.  Certainly I don’t 13 

know what arrangement could be made with the bondho lders. 14 

That’s how I came up with a worst-case scenario of 4.75.  15 

COMMISSIONER PRINGLE:  4.75 --  16 

MR. MIETHKE:  And throwing in realignment as 17 

well.  I’m sorry. 18 

COMMISSIONER PRINGLE:  As compared to today, the 19 

rate in that city is what?   20 

MR. MIETHKE:  10.75.  21 

COMMISSIONER PRINGLE:  Okay, so I think that 22 

does demonstrate -- I don’t know necessarily if we can 23 

eliminate or even drop the entire state share, even  after 24 

the constitutional restrictive pennies and half pen nies.  25 
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But I think that, alone, is very demonstrable.   1 

Do you think the entertainment industry makes 2 

many major purchases in Pico Rivera?   3 

MR. MIETHKE:  I can’t say.  I cannot say where 4 

people make their purchases.  I’m just pointing out  5 

that --  6 

COMMISSIONER PRINGLE:  But if they did, if they 7 

did make major purchases in Pico Rivera, wouldn’t y ou 8 

suggest that that is a tremendous benefit in saving s as 9 

well?   10 

MR. MIETHKE:  Well, all I can say is that it’s  11 

a reduction.  Now, again, how much of an incentive that  12 

is depends, of course, on a number of things, which  is  13 

all the other pieces put together.  14 

COMMISSIONER PRINGLE:  That’s true.   15 

MR. MIETHKE:  I’m just saying –- all I’m saying 16 

is that –- 17 

COMMISSIONER PRINGLE:  Eric, I’m just giving you 18 

a hard time.  You don’t need to defend that.  19 

MR. MIETHKE:  Okay.  20 

COMMISSIONER PRINGLE:  So on the net operating 21 

loss carryback issue, I think that is interesting.  And 22 

that’s something we’re going to have to struggle wi th both 23 

carryforward and look-back, or however that works.   24 

But isn’t the look-back a limited, sunsetted 25 
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period of time in which that can occur?   1 

MR. MIETHKE:  No, sir.  2 

COMMISSIONER PRINGLE:  So the two-year look-back 3 

is permanently in –- 4 

MR. MIETHKE:  It was. 5 

COMMISSIONER PRINGLE:  -- and it came to you 6 

without a sunset; is that correct?   7 

MR. POWERS:  Yes, it is.  It’s permanent, but 8 

only for losses generated 2011, going forward.  9 

COMMISSIONER PRINGLE:  Say that again?   10 

MR. POWERS:  So for losses generated in 2011  11 

and future years, you can always carry back two yea rs.   12 

So the existing pool of losses, you can’t take back .   13 

Does that make sense?   14 

COMMISSIONER COGAN:  Right.  It starts in 2011. 15 

COMMISSIONER PRINGLE:  Yes, so, again, all of 16 

the NOL stuff we’ve got to figure out how that tran sition 17 

is made.  And then anything we were contemplating, not 18 

everything would start on Year 1.  Some of us would  like 19 

to see one thing starting on Year 1, is the elimina tion  20 

of the corporate income tax side.  And if that is t he 21 

case, then it makes those issues more challenging t o deal 22 

with right out of the gate.  So I respect that.   23 

The movie-industry credit that is in place, what 24 

type of credit is that right now?   25 
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MR. MIETHKE:  It’s a combined.  Actually, it has 1 

two elements to it.  One, if you’re -- it has a sal es tax 2 

refund element to it, and it also has, for other ty pes of 3 

companies, it’s just a regular income tax credit.  Now,  4 

it can be, after 2011, like all credits, it will be  able 5 

to be assigned amongst the members of the unitary g roup, 6 

which is helpful.  But I don’t know if that answers  your 7 

question.  8 

COMMISSIONER PRINGLE:  No, it really doesn’t.   9 

What value -- I mean, what percentage of the 10 

value of the credit is in a sales tax credit-back v ersus  11 

a straight corporate income tax credit?   12 

MR. MIETHKE:  The credit is just getting off  13 

the ground.  In other words, it’s just part of the most 14 

recent budget negotiations that came out.  I’m not even 15 

sure that -- just the first round of credits have j ust 16 

been awarded.  So I think that’s fairly premature t o tell 17 

where all this is going to end up.  18 

COMMISSIONER PRINGLE:  Is this a pool of credit 19 

and then applied maybe --  20 

MR. POWERS:  Yes, so credit is actually --   21 

it’s an allocated credit.  The Legislature granted    22 

$100-million-a-year authorization to the Film Commi ssion. 23 

And as Eric said, the first credits are being award ed but 24 

won’t be used until -- 2011 will be the year they c ould 25 
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actually be used --  1 

COMMISSIONER PRINGLE:  I see. 2 

MR. POWERS:  -- is in 2011.  The taxpayer has  3 

an election to apply it against sales tax.  The 4 

independent films can actually be transferred to ot her 5 

entities.  And, as Eric pointed out, in 2011, the l arger 6 

entities can -- 7 

COMMISSIONER PRINGLE:  So this is not just a 8 

straight corporate credit –- corporate income tax c redit; 9 

therefore, the assignment of that credit -- I mean,  if 10 

someone ever wanted to move into that realm, it cou ld be 11 

assigned to a BNRT, for example?  I mean, there wou ld be 12 

nothing that would restrict that from that same typ e of 13 

assignment?   14 

MR. MIETHKE:  Well, it would take legislation 15 

because, in other words --  16 

COMMISSIONER PRINGLE:  Everything we’re doing 17 

here today is contemplating legislation.  18 

MR. MIETHKE:  Right, yes.  The answer to your 19 

question is yes.  The only reason I was confused is  20 

because currently it can be used under the existing  21 

legislation.  It can be applied against sales-and-u se tax 22 

liability.  23 

COMMISSIONER PRINGLE:  Got it.  So that makes  24 

it clean.  Just so I understand, it could be assign ed to  25 
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a BNRT liability?  1 

MR. MIETHKE:  Yes, it could.  2 

COMMISSIONER PRINGLE:  And finally -- I’ve known 3 

you for a long time, maybe at least 20 years, as yo u have 4 

spent a lot of time in tax policy, tax advocacy, as  an 5 

attorney, as a consultant, as a lobbyist, all that kind  6 

of stuff.  And the Legislature addresses tax-confor mity 7 

bills almost every year.  And under that guise, tha t is 8 

similar to our charge here, where you have this des ire   9 

to have a tax-neutral package, right, and we put to gether 10 

conformity on the federal side or things that the S tate 11 

wishes to do, but really balance them out in a pack age 12 

that is revenue-neutral; is that right?   13 

MR. MIETHKE:  The Legislature has, in fact,  14 

done conformity bills that they have done on what t hey 15 

tried to make a revenue-neutral basis, as close to as 16 

possible.  17 

COMMISSIONER PRINGLE:  And under that 18 

definition, though, of revenue neutrality, under no  19 

circumstances have we really looked to see if every   20 

single taxpayer would pay the same amount under the  new 21 

legislation as they did under the existing legislat ion 22 

that we’re modifying; right?   23 

MR. MIETHKE:  You are correct.  24 

COMMISSIONER PRINGLE:  So part of our charge -- 25 



 

 
 
 

 

 96 

 Commission on the 21st Century Economy – August 28, 2009 

 

 

Daniel P. Feldhaus, CSR, Inc.    916.682.9482 
 

you know, a previous speaker said something like th e  1 

first rule is to do no harm.  And I guess I accept that 2 

but not on a patient-by-patient basis.  That, in fa ct,  3 

the -- 4 

COMMISSIONER EDLEY:  Another one of the     5 

pull-the-plug people. 6 

COMMISSIONER PRINGLE:  Well, in dealing with  7 

the State’s tax policy, it’s not -- everything that  is 8 

accomplished, even in singular year-by-year tax bil ls, 9 

that are tax-neutral, never contemplates every sing le 10 

taxpayer being -- their outcome being the exact sam e at 11 

the end of the day.  That there are going to be fol ks 12 

within year-to-year tax conformity bills where ther e are 13 

winners and losers, and there are also going to be the 14 

same case when you’re looking at the entire tax cod e and  15 

how to modify it and change it; right?   16 

MR. MIETHKE:  I agree with your statement that 17 

there’s going to be winners and losers.  18 

COMMISSIONER PRINGLE:  Therefore, your job here 19 

is to make sure that we -– to ensure that the indus tries 20 

you’re representing today are in the winners, or at  least 21 

not in the losers.  So I want that.  But it’s also -- I 22 

mean, this is one of our challenges.  We’re going t o   23 

hear from all the different industries, and differe nt 24 

industries are going to tell us where it may make t hem  25 
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not a winner, and they’re concerned about being a l oser, 1 

just like we all would be.   2 

But when you’re dealing with this, and the 3 

Legislature deals with this type of stuff every sin gle 4 

year in a package of bills that affect the tax code ,  5 

there will always be, within that package of bills,  some 6 

that win a little bit and some that lose a little b it in 7 

the final outcome.  8 

MR. MIETHKE:  Is that a question?   9 

As I understood what the Commission requested, 10 

it was a description of how the BNRT proposal, in t he 11 

narrow sense, and the proposed package would affect  our 12 

industry, okay.  That’s what we’ve tried to come fo rward 13 

to, to talk about today.   14 

COMMISSIONER PRINGLE:  I think he should just 15 

stop or else he might get in trouble with his clien t.   16 

But I think you did a great job.  But I wanted 17 

to kind of put it in context for at least my point of 18 

view, that we’re hearing from all of the different 19 

industries in that same vein.  20 

MR. MIETHKE:  I appreciate that.  Thank you.  21 

COMMISSIONER PRINGLE:  Thanks.  22 

CHAIR PARSKY:  Thank you very much.  We really 23 

appreciate it, Eric.  24 

MR. MIETHKE:  You’re welcome.  25 
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CHAIR PARSKY:  Next, we have Ports/Shipping.   1 

Jim?  2 

MR. EUPHRAT:  Good morning, Chairman and Panel 3 

Members.  Thank you very much for this opportunity to 4 

address you.  I think you’ve got a very challenging  5 

situation here for the State.  And I’ll give my 6 

perspective as a representative of a manufacturing 7 

industry.   8 

My name is Jim Euphrat.  I’m the tax manager of 9 

General Dynamics, National Steel and Shipbuilding C ompany, 10 

also referred to as “NASSCO.”  I’ve been employed a s an 11 

employee there for 30 years, almost all of which ha s been 12 

in my current role in dealing with tax matters.  I’ m a CPA 13 

and I have a master’s degree in business as well as  a 14 

degree in economics.  So I do tend to look at it bo th 15 

ways:  As a tax practitioner and as an economist, t rying 16 

to think big-picture for the state.   17 

NASSCO is located in San Diego and is the only 18 

remaining full-service shipyard on the West Coast o f the 19 

United States capable of building U.S. Navy ships.  So we 20 

build really large ships.  We also design and build  all 21 

commercial vessel types.  We also are a prime contr actor 22 

and a strategic partner for the U.S. Navy for the r epair 23 

of multiple ship classes.  We’re physically next do or to 24 

the 32 nd Street Naval Station, home of the Pacific fleet 25 
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there.   1 

We consistently deliver vessels to our customers 2 

that are superb in fit and finish, and ahead of sch edule 3 

and below budget.   4 

We also do face, though, a near-term business 5 

challenge.  Our order book currently reflects no 6 

commercial work after the year 2010.  And shipbuild ing   7 

is a very long-lead item.  So we’re trying to look ahead 8 

much further than that, typically.  And we have no Navy 9 

work after the year 2012 at this point.  In order t o 10 

attract new business in the immediate future, it’s 11 

imperative that we remain competitive.   12 

NASSCO is the largest manufacturing company    13 

in the San Diego region.  We employ about 4,500 peo ple   14 

in the San Diego area, plus an additional 1,000, 15 

approximately, long-term subcontractors and support  16 

personnel.   17 

NASSCO provides a critical employment niche 18 

between San Diego’s high-technology industries and the 19 

service-based tourist industry.  We provide above-a verage 20 

hourly wages and benefits to skilled tradesmen and women, 21 

along with extensive training and education program s.   22 

We take a lot of people right out of high  23 

school and offer them a very good mobile, upward pa th   24 

for a long-term career.   25 
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Many of the NASSCO employees are represented   1 

by the boilermakers and machinists unions; and we r ely 2 

critically on a stable and well-trained local workf orce  3 

to meet the needs of our customers.   4 

NASSCO provides a significant economic benefit 5 

to California.  In the year 2008, we spent over 6 

$500 million in payroll for employees and with over  370 7 

suppliers, generating approximately $1.25 billion i n the 8 

California economy.  In addition, we spent an addit ional 9 

$80 million on facilities improvements.  That’s jus t since 10 

the fall of 2007.   11 

It’s a very capital-intensive industry, as you 12 

would understand, including a blast and paint facil ity 13 

that’s beyond environmental compliance standards.   14 

Today, I’d like to provide you, at least, my 15 

view of a real-world indication of what the propose d 16 

business net-receipts tax structure could mean to 17 

manufacturers in California using NASSCO as an exam ple.   18 

 I would like to address three points:  Job-19 

creation incentives versus disincentives; competiti veness 20 

in the national marketplace; and net operating-loss  21 

carryforwards, which I’ve addressed a little bit, w hich 22 

encourages, in my view, business risk-taking.   23 

First, in my reading of the BNRT proposal, it 24 

appears that a deduction is permitted for payments to 25 
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subcontractors and suppliers.  However, there is no  1 

similar deduction for labor costs.  Therefore, sinc e  2 

labor costs are included in the net amount that is taxed, 3 

it appears to discourage needed job creation in 4 

California.   5 

Manufacturing jobs have a higher economic 6 

multiplier effect -- we estimated it at about 2.5 - - than 7 

most service jobs.  Manufacturing companies are hea vily 8 

dependent on the retention of skilled employees.   9 

The BNRT, in our view, discourages just this 10 

type of job creation and has the unintended consequ ence  11 

of providing an incentive for manufacturing compani es to 12 

relocate jobs elsewhere.   13 

Further, since manufacturing businesses 14 

regularly contract with subcontractors or suppliers  that 15 

operate nationally or globally, again, the BNRT app ears  16 

to unintentionally encourage sourcing jobs outside of 17 

California.   18 

Second, based upon testimony in front of this 19 

Commission at the July 16 th  meeting, I’ve done a 20 

preliminary estimate.  I was using a rate of 3.3 pe rcent 21 

that was mentioned then.  It would appear that NASS CO 22 

would pay significantly more tax under the proposed  BNRT 23 

than under the current system.  And that’s probably  24 

because we’re a relatively low-margin business, and  we 25 
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have a lot of employees.  So that’s probably not a 1 

surprise from other comments I’ve heard here.   2 

There may be a perception, though, that large 3 

businesses of the California market can bear a high er 4 

price with low risk to the underlying business or r elated 5 

jobs.  However, NASSCO very much competes in a nati onal 6 

marketplace.  A lot of our competitors are on the g ulf and 7 

the East Coast.   8 

The price of an ocean -- and they have, by    9 

the way, a lower general cost of living compared to  10 

California.  So there’s a variety of economic conce rns 11 

here.  The price of an oceangoing ship, in order to  12 

protect the competitiveness of companies that emplo y 13 

thousands of people, this type of major tax-policy shift 14 

should be viewed in the context, obviously, of nati onal 15 

and international markets.  We’re already subject t o a 16 

higher tax rate than our Gulf and East Coast compet itors. 17 

A shift such as this could make NASSCO less competi tive  18 

in the marketplace, resulting in business condition s that 19 

would force us to have layoffs and lead to job redu ctions.  20 

Shipbuilding does have a history of being a  21 

very cyclical type of business.  And we have had pr etty 22 

public major losses in some years.  So the current system 23 

has been helpful in that regard, in that in a loss year, 24 

we’ve been able to carry forward the net operating losses, 25 
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and then that’s helped to offset future profits.   1 

The business cycle for shipbuilding is not one 2 

year, it’s a multiyear deal.  So the net operating loss 3 

has been very helpful even though we’re not a start -up.   4 

We’re a relatively large company.  It’s been critic al to 5 

our long-term survivability here.   6 

This tax convention could have the effect --  7 

you know, the NOL has the effect, I would argue, of  8 

encouraging business risk-taking, creating jobs, wi th   9 

the state benefiting in the long run from taxes pai d in 10 

profitable years.   11 

The BNRT, again, has the unintended consequence 12 

of penalizing business risk-taking, by levying a ta x, 13 

regardless of whether the company has any profits f rom 14 

which to pay the tax.   15 

In conclusion, I respectfully encourage the 16 

panel to reconsider -- or consider rejecting a plan  that 17 

relies on the BNRT as the tax standard in Californi a.  18 

It’s my opinion that BNRT will serve to negatively   19 

impact industrial manufacturing growth in this stat e, 20 

discouraging creation of middle-class jobs, and  21 

prolonging the economic downturn.   22 

Representing just one of the manufacturers that 23 

will be harmed, the BNRT would encourage outsourcin g jobs 24 

out of California, limit competitiveness in the glo bal 25 



 

 
 
 

 

 104 

 Commission on the 21st Century Economy – August 28, 2009 

 

 

Daniel P. Feldhaus, CSR, Inc.    916.682.9482 
 

marketplace, and eliminate -- at least, as I see it , the 1 

net operating-loss carryforward to the detriment of  2 

business risk-taking.   3 

Clearly, I’m basing this on what I’ve read.   4 

And the details, I appreciate fully, are still evol ving.  5 

But NASSCO is fully committed to growth and maintai ning 6 

our position as an economic engine in the San Diego  7 

region.  We’re not a real mobile type of business.  We   8 

have been there in some form or another about 100 y ears.  9 

Like I say, I’ve been there 30 years.  We tend to b e 10 

pretty stable.  Nonetheless, we do face a lot of 11 

volatility.  Our number of employees, over the 30 y ears 12 

I’ve been there, has fluctuated down as low as a th ousand 13 

and up almost to 8,000.  And so we are volatile.  A nd  14 

then I’m concerned that this BNRT could increase ou r 15 

volatility and put us on a further downward spiral at   16 

the extreme.   17 

And I would, again, want to thank the 18 

commissioners for the opportunity to speak here.  A nd 19 

anything I can do to answer questions, I’ll be happ y to  20 

do so.  21 

CHAIR PARSKY:  Thank you very much.   22 

Maybe either Carl or Mark can articulate a 23 

little bit the thinking on how this tax would apply  to 24 

purchases out-of-state versus in-state.  25 
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MR. IBELE:  Sure.  I’ll start and Carl can jump 1 

in.   2 

The purchases from other firms would be 3 

deductible.  But to the extent that they’re in-stat e 4 

corporations, they themselves would be subject to t he 5 

business net-receipts tax, if that would be incorpo rated 6 

in their costs.  There would be no real savings the re.   7 

There is a potential issue with subcontractors, 8 

that is not -- or independent contractors that we’r e  9 

still sort of grappling with as to whether there wo uld   10 

be an advantage for outsourcing.  So we’re still ki nd of 11 

working with that issue.   12 

Carl, I don’t know if you want to --  13 

MR. JOSEPH:  Yes, I think that’s right.  One   14 

of the things that the Commission’s package contain s, is 15 

it contains an economic-nexus provision which would  16 

essentially mean that if a corporation went to use --  17 

went and outsourced work, if that work was -- the  18 

benefits of those services or that work was provide d to   19 

a California company, that contractor would itself become 20 

a taxpayer for purposes of the BNRT.  And so from a  21 

standpoint of what you would have to pay that 22 

subcontractor, they would have to be taking that in to 23 

account in the price that you’re paying, assumedly.    24 

So, you know, the thought is that that would 25 
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make that a little more neutral, I think.  1 

MR. IBELE:  It would be incorporated in their 2 

cost of doing business as well.  3 

MR. EUPHRAT:  Right.  Again, my concern, though, 4 

is maybe larger than that.  Because if it is includ ed in 5 

their cost to us and then, in turn, we’re essential ly 6 

paying what I perceive as a tax on labor that is in  excess 7 

of what we currently have, that makes us less compe titive 8 

in the national or global marketplace.  And so just  all  9 

by itself, it would seem to me to be a factor that would 10 

tend to decrease manufacturing jobs within this sta te.  11 

COMMISSIONER COGAN:  So there is really two 12 

separate issues, Jim:  One is, does the BNRT create  an 13 

incentive to outsource outside the state --  14 

MR. EUPHRAT:  Right.  15 

COMMISSIONER COGAN:  -- say, labor services.  16 

  And then the second one, quite independent of 17 

that, is to what extent does the BNRT impose an add itional 18 

tax on labor, regardless of where those labor servi ces  19 

are performed?   20 

MR. EUPHRAT:  Okay, right, sure.  21 

COMMISSIONER COGAN:  I think that’s the right 22 

way to -- and you’ve touched on an issue that we’ve  all 23 

just been grappling with for the last six months of  this, 24 

this whole process -- to clearly think through the two 25 
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separate issues.   1 

And I know for myself, as I’ve thought through 2 

at least the outsourcing part, I do believe that fo r at 3 

least large, large transactions, we have mitigated the 4 

incentives to outsource quite a bit by the economic -nexus 5 

provisions of our plan.  That is, there really is, for  6 

any sizable purchase, I don’t see that there is rea lly 7 

much -- in fact, any difference between subcontract ing 8 

inside California and subcontracting outside Califo rnia.  9 

Because of the economic-nexus provision, subcontrac ting 10 

services from outside California would also be subj ect   11 

to the BNRT, thereby neutralizing the effect.   12 

It still leaves the larger question of what are 13 

the consequences here for labor.  And that, we have  to 14 

think very, very broadly about what we’re doing.  W e have 15 

to think about the whole package here.  We have to include 16 

what we’re doing with the income tax.  We have to i nclude 17 

what we’re doing with the retail-sales tax and with  the 18 

corporate tax.  So that’s a very, very complicated issue. 19 

I know in my mind still, I’m very much open on this .   20 

Thanks.  21 

MR. EUPHRAT:  If I could get a point of 22 

clarification on something you just said.  On the 23 

subcontracting, let’s say we have a subcontractor t hat’s 24 

in another country -- in Japan or something like th at -- 25 



 

 
 
 

 

 108 

 Commission on the 21st Century Economy – August 28, 2009 

 

 

Daniel P. Feldhaus, CSR, Inc.    916.682.9482 
 

and performing services there.  So you’re saying th e   1 

BNRT would apply to the services performed in that other 2 

location?   3 

COMMISSIONER COGAN:  No, if they performed  4 

those services for your company, right, and sold th ose 5 

services to you in San Diego, then those services w ould  6 

be subject to the BNRT, just as if you purchased th ose 7 

services --  8 

MR. EUPHRAT:  Okay, because they’re going to 9 

source revenue in California because of the apporti onment 10 

factor?  11 

COMMISSIONER COGAN:  Yes, right.  12 

MR. EUPHRAT:  Okay, gotcha.  13 

CHAIR PARSKY:  Carl, did you want to add 14 

anything to that?   15 

MR. JOSEPH:  No.  I was just curious.  You know, 16 

you talked about you did the comparison between now  and 17 

then.  Did the analysis take into account the curre nt 18 

expensing provision for capital purchases as oppose d to 19 

having to capitalize?   20 

MR. EUPHRAT:  No, it didn’t, although I don’t 21 

think that would change the answer really significa ntly.   22 

We are a real capital-intensive industry.  And 23 

clearly, that would help mitigate it to some degree .  But, 24 

you know, we do have existing credits and NOLs and things 25 
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like that, that are pretty significant, that help u s out 1 

quite a bit.   2 

And even without that, though, I would say my 3 

own rough estimate, just because of the ratio of la bor   4 

to gross receipts in our particular industry, and t he  5 

fact that we’re a low-margin industry, even with th e 6 

expensing of the capital equipment and so forth -- which, 7 

again, clearly applies, if that’s the way it evolve s but 8 

not enough to offset the negativity of it.  9 

COMMISSIONER BARRALES:  Question?   10 

CHAIR PARSKY:  Yes.   11 

COMMISSIONER BARRALES:  Jim, thank you for your 12 

testimony here.  I appreciate the effort that you’r e 13 

taking on.  You’ve been following the Commission fr om the 14 

beginning.   15 

So, number one, from your perspective, for 16 

NASSCO, the business net-receipts tax basically -- it 17 

creates a disincentive to hire people in California , in 18 

essence, because it increases your tax bill -– 19 

MR. EUPHRAT:  That’s correct. 20 

COMMISSIONER BARRALES:  -- at least as to labor 21 

costs?   22 

MR. EUPHRAT:  Yes, right.  23 

COMMISSIONER BARRALES:  Do you have any 24 

suggestions for the Commission in terms of whether,  within 25 
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that system of a business net-receipts tax, credits  or 1 

other ways to deal with that, and/or have you had o ther 2 

thoughts about other systems that have been discuss ed -- 3 

expansion of sales tax or things that might work ou t 4 

better for a manufacturing company?   5 

MR. EUPHRAT:  Sure, yes, I’d be happy to talk 6 

about that.   7 

First, within the context of a BNRT, the 8 

transition issues would be critical for us.  Obviou sly, 9 

I’ve indicated we have some significant balance-she et 10 

issues, tax assets, if you will, that I would hope that 11 

any system would at least provide a -- ideally, I’m  going 12 

to say -- a value that’s commensurate with the curr ent 13 

life of those NOLs or credits.   14 

Second, I would say -- there are a host of  15 

other transition issues that are potentially comple x.  I 16 

think Eric mentioned, you have timing issues with r egard 17 

to both deferred revenues and deferred expense item s.  18 

Those can be fairly complex.   19 

As a shipbuilder, we fall under code section  20 

460, which deals with long-term contracts.  And the re’s 21 

some fairly complex income deferral and expense def errals 22 

that come under that mechanism.  And I’m sure you’r e 23 

familiar with some of those regulations.  It’s not --  24 

MR. JOSEPH:  It’s complicated.  25 
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MR. EUPHRAT:  It is.  And so I just mention that 1 

there are lots of complexities.  And, candidly, my own 2 

view is that this needs much more study, much more time 3 

than the Commission has been given to make sure tha t  4 

there are not unintended consequences.   5 

You know, some of the big-picture economic 6 

concerns that I have are that when we’re trying to look  7 

at volatility, I think it’s important to look at a  8 

dynamic forecasting or modeling regime as opposed t o a 9 

static analysis.  Because I appreciate and share th e goal 10 

of the charter purpose, I guess, as one of the goal s, is 11 

reduce volatility.  However, if the tax system that  is  12 

put in place isn’t properly modeled out to reflect 13 

potential negative consequences, you may assume a s tatic, 14 

or  minimal decrease in manufacturing activity, and  there 15 

could be a loss of major manufacturing type employe rs or  16 

a decrease in that activity that could be very adve rse.   17 

So now if you ask the second part of your 18 

question, what am I thinking that could be preferab le in 19 

terms of other paths to go down?  And I would say, you 20 

know -- and there’s nothing that’s without controve rsy -- 21 

but in my own view, if there’s a feeling that the s ervice 22 

side of the economy is not being sufficiently taxed  23 

proportionate to activity, then I think I would muc h 24 

rather see just a straight sales tax on services.  I think 25 
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that the existing frameworks are in place to handle  that. 1 

And, again, not without controversy, but I think th at 2 

would be preferable.   3 

And I’ll say, you know, my own personal view,  4 

if we’re looking for other tax areas, I would proba bly 5 

think about, you know, a gas tax, carbon tax, that type  6 

of thing.  Again, obviously, quite controversial.   7 

However, I think in terms of both the 8 

environmental and economic incentives and lack of h arm   9 

to the overall economy, I think that that could be 10 

preferable to a BNRT.  All these depends on rates a nd     11 

I think the fairness and all that has to come into play.   12 

Part of my concern, which I didn’t mention on 13 

BNRT, is that I view it as a relatively regressive tax.  14 

And if you look at the volatility of the overall re venue 15 

stream, I think a lot of that has to do with more t he -- 16 

although clearly the corporate income tax side is 17 

volatile, but I think it’s as much or maybe more on  the 18 

capital gains on the personal income tax side.  And  that 19 

doesn’t seem appropriate, in my mind, to go after t he 20 

business community to deal with that side of the 21 

volatility issue as much, because businesses and jo bs   22 

are so central and key to the long-term economic he alth 23 

and prosperity of the state.  24 

CHAIR PARSKY:  I just want to come back on one 25 
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thing you said.  1 

MR. EUPHRAT:  Sure.  2 

CHAIR PARSKY:  You view the business 3 

net-receipts tax as relatively regressive.  4 

MR. EUPHRAT:  Yes.  5 

CHAIR PARSKY:  In comparison to the sales tax?   6 

MR. EUPHRAT:  No, in comparison to an income 7 

tax.  8 

CHAIR PARSKY:  Right.  So if we, in lieu of 9 

recommending a business net-receipts tax, expanded the 10 

sales tax, that, in and of itself, would be more 11 

regressive?   12 

MR. EUPHRAT:  Well, I’m not sure.  In my mind, 13 

it would probably -- the regressivity would probabl y be 14 

similar between a BNRT expansion or a sales-tax exp ansion. 15 

I have don’t have any hard data on that.  16 

CHAIR PARSKY:  I think if you put your 17 

economist’s hat on, maybe not your tax hat on, I th ink 18 

there would be open debate about that subject.  19 

MR. EUPHRAT:  Clearly, clearly.  20 

CHAIR PARSKY:  But that’s the challenge.  21 

MR. EUPHRAT:  Yes.  22 

CHAIR PARSKY:  A challenge that has been faced 23 

by the Legislature.  A challenge that’s faced by th is 24 

Commission.   25 
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We are very sensitive to the regressive nature 1 

of certain taxes.  But if the choice, in terms of 2 

including a big sector of our economy, a sector tha t 3 

benefits from the government services that are prov ided, 4 

if the choice is expansion of the sales tax or the 5 

creation of this form of tax, I think there would b e a 6 

number of people that would say that this is less 7 

regressive.  Maybe not totally, but less regressive  than 8 

the sales tax.  9 

MR. EUPHRAT:  No, I appreciate that.  I realize 10 

I don’t have any hard data on that.  That’s just --  I did 11 

try to find some, actually; and I found some neutra l data 12 

but nothing clear.  13 

CHAIR PARSKY:  Thank you very much.  We really 14 

appreciate your coming forward.  15 

MR. EUPHRAT:  Okay, well, thank you for the 16 

opportunity again.  17 

CHAIR PARSKY:  All right, next, Energy.   18 

We have Jeff Barnett.   19 

First of all, I want to thank you, Jeff, for 20 

coming forward, and to thank your chief executive o fficer, 21 

Ted Craver, who I’ve talked to a number of times.  He is 22 

very interested in helping this commission.  And I really 23 

appreciate both his input and your presentation.  24 

MR. BARNETT:  Thank you.   25 
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I have submitted some comments, so I’m just 1 

going to briefly go through these.  And I’m going t o be 2 

happy to address any questions that you’ll have of me.   3 

It will be much like you’re thanking us, we  4 

also want to thank you, Mr. Chairman, and the other  5 

commissioners and those who are supporting you in t his 6 

effort.  I know this is a very big effort and one t hat    7 

is extremely important for us and for the state of 8 

California.   9 

As a way of background on Edison International, 10 

it is a parent company of two major subsidiaries:  11 

Southern California Edison and the Edison Mission G roup.   12 

Southern California Edison is an electric 13 

utility, and its rates are regulated by the Califor nia 14 

Public Utilities Commission and the Federal Energy 15 

Regulatory Commission.  It serves more than 13 mill ion 16 

customers in more than 180 cities in Southern Calif ornia.  17 

And then Edison Mission Energy is a 18 

non-regulated competitive energy electric-generatio n 19 

company.  And it’s located in 14 states, and also h as a 20 

presence here in California.   21 

One thing we want to convey here on the front 22 

end is that we really support the principles that w ere 23 

laid out by the Governor in the Executive Order tha t 24 

created the mandate for this Commission.  And I kno w your 25 
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efforts are to satisfy those.  I know that’s very m uch    1 

a tightwire exercise to meet all of those.  But we do 2 

think those are the right objectives at the start o f this 3 

process.   4 

Your scope, as we’ve talked this morning,  5 

you’re broader than this net-receipts tax, but the 6 

comments I’m going to be presenting here are narrow ly 7 

restricted to the business net-receipts tax.  And i t’s 8 

based on what our understanding is, on what we hear d in 9 

open hearings and the materials that have been subm itted 10 

to us.   11 

The electric industry, whether we’re talking 12 

about Southern California Edison, which is regulate d,    13 

or talking about the activities with the Edison Mis sion 14 

Group, which is not, is highly capital-intensive.  And 15 

just to give some frame of reference -- and this is  16 

actually in our submitted comments -- Southern Cali fornia 17 

Edison plans to spend about $20 billion to maintain  the 18 

reliability of its electric grid in the next five y ears.  19 

So that’s a significant amount of capital that will    20 

go -- or planned to go out the door here in the fai rly 21 

near future.   22 

We use or rely on the capital markets to finance 23 

these capital expenditures, and debt-financing is a  major 24 

source of capital.   25 
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We understand, based on the materials that you 1 

have provided to us, that the interest expense is n ot 2 

included as one of the deductions or an item of pur chase, 3 

and that would have a significant impact to us.   4 

And based on this morning’s discussion, it’s 5 

clear that you’re still evaluating the application of   6 

this to the financial industry.  But if it were to apply 7 

to the financial industry, we would think that sinc e the 8 

interest-income side of that to the lender would be  taxed 9 

under that model, that we would, in effect, be able  to 10 

exclude, as the borrower, that interest expense.  A nd 11 

that’s just an observation to point out.   12 

The other part of the net-receipts tax that    13 

we see has an impact on us, vis-à-vis the income ta x, is 14 

the fact that internal labor costs would not be ded uctible 15 

from the base.  And we have a very significant amou nt of 16 

employees in the state of California -- over 16,000  --  17 

and our labor, where benefits are included -- are i n 18 

excess of $1.5 billion.  At least that’s the 2008 d ata.  19 

So a removal of that as a deduction would be someth ing 20 

that would expand the base for us.   21 

And we understand that the Commission is still 22 

evaluating whether or not benefit costs would follo w the 23 

labor costs and not be deducted or would that be a 24 

carve-out exception.   25 
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We would support the notion of having the 1 

employee benefit costs be deducted from the base, e ven if 2 

the labor costs are not -- internal labor.   3 

Being a very highly capital-intensive business, 4 

we will benefit from the rapid write-off of the ass ets, 5 

and that will create a significant timing benefit f or us. 6 

The magnitude of that benefit is going to be a func tion  7 

of whether or not it’s an immediate write-off or it ’s 8 

something more akin to the federal MACRS depreciati on 9 

system.   10 

We do have some concern that if you were to go 11 

down the path of the immediate write-off of these c apital 12 

assets, whether or not that would put us in a situa tion  13 

we would have these excess purchases over gross rev enue, 14 

where we would have the ability to recover that exc ess in 15 

the future.  And right now, based on the materials that 16 

have been submitted, there is a provision for a fiv e-year 17 

carryforward.  And we do have, again, some concern that 18 

maybe a five-year would not -- in periods where we’ re 19 

investing heavily in new capital investments, may n ot be a 20 

sufficient carryforward period.  So we would respec tfully 21 

request the Commission to take that into considerat ion in 22 

your efforts here in putting something together for  the 23 

Governor.   24 

The rate, it was still a –-  that’s unsettled, 25 
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and we understand why, and I know it’s been conveye d by 1 

many in front of you that when you broaden  the bas e, any 2 

small change in the rate can have a substantial imp act.  3 

And we, again, just want to convey the point that t hat is 4 

something that does give you concern, that a legisl ative 5 

change in the future to the rate will have a -- cou ld have 6 

a more dramatic effect.   7 

We are approaching this evaluation of the BNRT 8 

and as other details around the other items come ou t, in 9 

the same manner as we have done in the past related  to 10 

either federal or state income tax changes, and tha t is, 11 

to look at what the economic impact is.  And taxes are no 12 

different than any other business cost.  And we wor k very 13 

hard within the legal parameters to reduce that cos t to 14 

the business.   15 

And I know that we -- this was brought up just  16 

a short while ago around the “shift” issue -- we do n’t  17 

think you’re going into this exercise with a view o f 18 

consciously shifting the liability or the relative tax 19 

burden from one industry to another; but we are con cerned 20 

that something like that could happen out of this 21 

exercise.  So that’s something that we’re looking v ery 22 

closely at when we evaluate this, the overall propo sal.   23 

The ultimate evaluation, from our perspective, 24 

really is at this point incomplete or extremely 25 
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preliminary in the sense that we don’t have all the  1 

pieces.  And it’s difficult without having all the pieces 2 

to understand where it all comes out in the end, in  terms 3 

of the liability under the current tax regime, vis- à-vis 4 

what it would be under the proposed changes that wo uld 5 

come out of this Commission that ultimately could m ake 6 

their way into legislation.   7 

But we do, again, have an interest as part of 8 

that to look at it, to ensure that our industry, wh ich   9 

we think is adequately taxed today, would not take on a 10 

higher burden.   11 

Again, another area that has been addressed in 12 

part of my presentation is around the transition ru les.  13 

And the transition-rule comments have focused prima rily  14 

on NOL carryforwards and capital-loss carryforwards  or 15 

other related carryforward tax attributes.  We’re a lso, 16 

though, concerned that when you enter into the tran sition 17 

period, we will have assets that were acquired in t his 18 

pre-transition period, that we will not have recove red as 19 

a deduction from the corporate income tax base.  An d we 20 

feel that the transition -- at the end of the trans ition 21 

period, for any investments that we made prior to t he 22 

transition date, that were made under the expectati on  23 

that under the corporate income tax we would have f ull 24 

recovery of those costs as an offset to our income,  that 25 
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we should be entitled in that transition period to be able 1 

to recover the value of any undepreciated portions of our 2 

capital assets.   3 

And so we would, again, respectfully request 4 

that the Commission take that into consideration as  one  5 

of the tax attributes that needs attention in terms  of 6 

making sure that taxpayers are not permanently harm ed  7 

from the past activities in transition to the new.   8 

And that’s the extent of the comments.   9 

We, again -- Edison International -- appreciates 10 

 this opportunity to be able to discuss our view of  this 11 

and be able to respond to your questions.  12 

CHAIR PARSKY:  Thank you very much.   13 

John?   14 

COMMISSIONER COGAN:  Jeff, thanks very much.  A 15 

very thoughtful testimony.  I appreciate it.   16 

You raise the issue of the treatment of employee 17 

benefits that I want to focus on for a minute.   18 

Now, normally, many people think of employee 19 

benefits as part of compensation and should be trea ted no 20 

differently than labor compensation and, therefore,  would 21 

be nondeductible in a BNRT.   22 

But there’s another way to think about it,  23 

which I really want to focus a bit of attention on and get 24 

your reaction, and maybe get Phil’s and Carl’s, and  that 25 
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is, one of the problems we’re trying to avoid with the 1 

BNRT is the cascading of taxes through the various stages 2 

of production.  A tax upon a tax upon a tax.  And s o by 3 

the time you get to the final product, that final p roduct 4 

embeds an awful lot of taxes that nobody pays any 5 

attention to.  And they’re very, very distorting.   6 

And so the rule under a BNRT is something like 7 

this:  That the inputs that you get to deduct, are inputs 8 

that have already been subject to taxation.  And th at’s   9 

a way that a BNRT would avoid double-taxing, okay.   10 

And so it seems to me in the case of some 11 

employees benefits -- let’s take health care -- if a firm 12 

purchases a health plan from a company, then the BN RT 13 

would be applied to that health-care company’s gros s --  14 

or net receipts.  And, therefore, it would have alr eady 15 

been subject to taxation by the time its used by, s ay, 16 

Edison.  And  if we don’t allow it to be deducted, then  17 

we have levied a tax upon a tax.  And, therefore, i f I 18 

think of health-care services as a good or a servic e 19 

that’s purchased, it has already been subjected to the 20 

BNRT at a previous stage, and, therefore, under the  BNRT 21 

should be a deductible expense, no different than a ny 22 

other purchased good or service that’s been previou sly 23 

subjected to taxation.   24 

Maybe I can get your thoughts, and then if staff 25 
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have some, I’d be interested to hear.  1 

MR. BARNETT:   Well, I think you made a good 2 

distinction, in that if you look at it from the pur e net 3 

business-tax perspective, that to the extent that a ny of 4 

the employee benefits were, in effect, acquired fro m an 5 

outside third party, that outside third party would  have 6 

paid tax already.  And then the disallowance of tha t as a 7 

deduction would constitute a double-taxation of tha t item 8 

by having that then be taxed to the firm hiring tho se 9 

employees -- or the firm who has hired those employ ees.  10 

COMMISSIONER COGAN:  And even with a -- even   11 

if a firm is self-insured, to the extent that its  12 

payments for health care to its employees is going to an 13 

entity that’s subject to the BNRT, then the same lo gic 14 

would apply; would it not?   15 

MR. BARNETT:  I agree.  16 

CHAIR PARSKY:  How does the staff feel about 17 

that?   18 

Not how you feel about it, but what your 19 

thinking is.  20 

MR. JOSEPH:  How does it make me feel?  21 

CHAIR PARSKY:  And this is not the staff making 22 

any recommendation.  It will be the Commission.  Bu t let’s 23 

engage in a dialogue on this subject because I thin k it’s 24 

a very important subject.   25 
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We’ve heard from a number of health-care 1 

providers and others that have made this point.  An d I 2 

think John has highlighted it exactly right.  3 

COMMISSIONER COGAN:  Phil, the question is –- 4 

Phil, it’s really a question about, what’s the prop er tax 5 

policy .  6 

MR. SPILBERG:  Right.  7 

COMMISSIONER COGAN:  Not are we going to grant 8 

some special exemption to some particular good or s ervice.  9 

MR. SPILBERG:  Right.  And I think that one way 10 

of thinking about this is that, is it a purchase by  the 11 

business or not, in the case of the health care.  A nd to 12 

the extent that it is, in fact, a purchase from ano ther 13 

business, I think it would be in the realm of somet hing 14 

that would, in essence, be deducted.   15 

And in terms of self-insured service, fringe 16 

benefits, in that kind of situation, again, what yo u have 17 

is that the firm is actually purchasing something f rom 18 

somebody else.  19 

COMMISSIONER COGAN:  Right.  20 

MR. SPILBERG:  So I think that would be 21 

deductible.  22 

CHAIR PARSKY:  Carl, any thoughts on that 23 

subject?   24 

MR. JOSEPH:  Well, the only thing that I would 25 
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add is that the other things that we’ve talked abou t -- 1 

wages, for instance, you don’t get a deduction for wages, 2 

and then the taxes are paid on wages at the persona l 3 

income tax level, and that’s okay.   4 

There is a little bit of that here, in that 5 

these things are not taxed at the personal income t ax 6 

level.  They’re treated as nontaxable benefits for 7 

purposes of the individuals who are receiving the 8 

insurance.  But other than that, I mean, I agree, I  don’t 9 

see much difference between that and other purchase s from 10 

other firms.  11 

MR. SPILBERG:  And as far as the personal  12 

income tax side of this equation, that I look at as  a 13 

personal income tax issue.  I mean, there’s nothing  14 

inherent about the personal income tax that would n ot 15 

permit the inclusion of that as income.  16 

COMMISSIONER COGAN:  Right.  We should consider 17 

that as part of our decisions on the PIT.  18 

MR. SPILBERG:  Exactly.  19 

COMMISSIONER COGAN:  Great.  Thanks very much.  20 

COMMISSIONER PRINGLE:  I just want to make sure 21 

I understand that.   22 

There would be a distinction then between  23 

buying health-insurance coverages and employee bene fits 24 

versus making a 401(k) contribution; right?   25 
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MR. SPILBERG:  That’s right.  In the case of  1 

the health insurance, it is, in fact, a purchase.         2 

          COMMISSIONER PRINGLE:  So it really is th e 3 

physical purchase then, as opposed to the investmen t 4 

or deferral?  5 

MR. SPILBERG:  That’s right.  In the case of a 6 

401(k), it is, in fact, just a payment of wages but  in a 7 

way which is deferred in terms of recognition for t ax 8 

purposes.   9 

COMMISSIONER PRINGLE:  So I think I properly 10 

stirred up Mr. Cogan.  11 

CHAIR PARSKY:  Yes, Cogan will be talking to 12 

you.  13 

COMMISSIONER COGAN:  Another way to think about 14 

that employee benefit – and I’m not disagreeing wit h  15 

you –- but another way to think about that employee  16 

benefit is that:  Gee, it’s really a PIT issue.  We   17 

should think about it as a PIT issue, and we can --  the 18 

income should only be taxed once.  And we’re either  going 19 

to tax that -- the proceeds of that 401(k) at 20 

distribution, or we’re going to tax them up-front a s 21 

personal -- as income.  So if we want to tax it onc e and 22 

only once, I guess I’m not really sure if that’s no t    23 

the -- 24 

MR. SPILBERG:  Let’s just take a look, and let 25 
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us just think about the 401(k).  And the question i s -- 1 

well, again, under an income tax, you would, in fac t, tax 2 

both the value-added and the earnings from capital.   So  3 

in the case of 401(k), it does become taxable when the 4 

distribution occurs.  So it is just a question of t iming.  5 

CHAIR PARSKY:  I think this is a valuable 6 

discussion because I think there has been confusion  in  7 

the public market as to how all employee benefits, in a 8 

big category, might be treated under just the BNRT,  which 9 

is the subject here.  So I think this is a good 10 

clarification.   11 

Thank you very much.  We really appreciate your 12 

presentation.  13 

MR. BARNETT:  Thank you, Mr. Chairman.  14 

CHAIR PARSKY:  Okay, we have both Small Business 15 

and Professional Services in one.  I guess, three 16 

participants:  Small business, lawyers, and others.    17 

Why don’t we go across and you all introduce 18 

yourself?  19 

Hatef, why don’t you start?  And then we’ll go 20 

across.   21 

MR. BEHNIA:  Hi.  I’m Hatef Behnia.  I’m a tax 22 

partner at Gibson Dunn and Crutcher.  23 

CHAIR PARSKY:  I happen to know that firm.   24 

MR. LIPPE:  I’m Greg Lippe.  I’m a CPA.  I’m 25 
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managing partner of a firm in Woodland Hills.  I’m also   1 

a business owner because I’m the founder of that fi rm.  2 

And I’m chairman of the Valley Industry and Commerc e 3 

Association which is a business advocacy group.  An d 4 

lastly, I am a board member of a bank, but I’ve nev er  5 

been involved in a dry-cleaning business.  6 

CHAIR PARSKY:  We can show you some good ones.  7 

It’s all right.  8 

MR. KELLER:  Yes, good morning –- or good 9 

afternoon.  I’m Marty Keller.  I’m the -- 10 

CHAIR PARSKY:  We’re running about 15 minutes 11 

behind.  12 

MR. KELLER:  Not too, too bad.  13 

CHAIR PARSKY:  We’re working on it.  14 

MR. KELLER:  I’m Marty Keller.  I’m the Small 15 

Business Advocate for the State of California.  16 

CHAIR PARSKY:  Well, just by way of 17 

introduction, I think one of the obviously major co ncerns 18 

that the Commission has had about the establishment  from  19 

a business net-receipts tax and its objective of br inging 20 

into the tax base services is how lawyers, accounta nts,  21 

as well as other small businesses that might not be  22 

subject to the sales tax would react.   23 

And again, we’re here to talk about the business 24 

net-receipts tax, but I think it’s impossible to co me to  25 
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a conclusion about it without taking into account 1 

adjustments that might be made –- or would be made in the 2 

personal income tax and the sales and use tax, as w ell as 3 

the corporate tax.   4 

In whatever order you’d like to make comments.  5 

MR. BEHNIA:  I think given that the law practice 6 

contributes the least to the economy, I would sugge st that 7 

we start with the small business and move on.  8 

CHAIR PARSKY:  I’m sure your partners would 9 

appreciate that.    10 

COMMISSIONER COGAN:  Did you use the words “law 11 

practice” and “contribute” in the same sentence?   12 

CHAIR PARSKY:  Marty, do you want to start?   13 

MR. KELLER:  Thank you, Mr. Chairman.   14 

I did have the opportunity and privilege to 15 

speak to you on Wednesday.  And we had quite a live ly 16 

session with Mr. Greenstreet, who brought you an ac tual 17 

case study, looking at the issues.  And so I won’t spend  18 

a lot of time going over what I said before, just t o 19 

highlight that first for the members that weren’t t here, 20 

the Small Business Advocate’s job is to help small 21 

businesses deal with state government.  And there a re 22 

three and a half million small businesses and there  are 23 

two people in my office.  So we are quite busy all the 24 

time.   25 
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We focus on a number of issues, economic growth, 1 

economic development, working with local EDCs, and with 2 

the State Business, Transportation, and Housing Age ncy on 3 

their plans.   4 

We work on regulatory issues.  We help 5 

individual businesses deal with problems that they may 6 

have, or we help look at macro issues at the regula tory 7 

level.   8 

We work on state procurement issues.  We just  9 

do a whole range of things.  But our job is to basi cally 10 

advocate for the businesses to the policymakers on the 11 

issues of concern that they may have.   12 

Recently, the Governor appointed me to his 13 

Economic Stimulus Task Force, and we’ve been holdin g a 14 

number of events, outreach events around the state to  15 

help small businesses figure out where the money is  and 16 

where there may be possibilities for them.  And I o nly 17 

raise that to you to reiterate what I said to you o n 18 

Wednesday, which is the key thing that small busine sses 19 

are interested right now in is finding adequate cap ital  20 

to finance their daily operations, and those who lo ok to 21 

grow, to find the investment capital necessary to h elp 22 

this economy grow out of its doldrums.   23 

We had the opportunity to help the Governor host 24 

a conference on small business here in Los Angeles last 25 
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November.  And the small businesses who attended ca me up 1 

with a number of recommendations.  And they did hav e one 2 

on taxation, which I mentioned on Wednesday, which was to 3 

eliminate the minimum franchise business tax.  And they 4 

were willing to do that in a revenue-neutral kind o f way, 5 

and they were willing to work with the Legislature on 6 

that.  And that’s obviously the approach that the 7 

Commission here is taking on that.   8 

Just a couple of points to reiterate.  I really 9 

appreciated what the mayor had to say about this ma cro 10 

issue.  And we talked a lot on Wednesday, looking a t the 11 

micro issue, looking at this from a business-to-bus iness 12 

context.  And you also did that a lot today in the 13 

previous testimony.  But I think it also, from the point 14 

of view of small business, is important to look at the 15 

macro impact on the economy.  And your last witness   16 

talked about that.  It is your balancing act here.   17 

But for small businesses who are looking to 18 

escape the doldrums of this economy, they’re lookin g to 19 

expand -- those companies who are looking to expand , to  20 

be able to get the investment capital they need and  to 21 

hire the employees they need, having a stable econo my, in 22 

an economy that’s growing is really critical to the m -- 23 

recognizing that the issues that you’re dealing wit h may 24 

have an impact on that.   25 
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Nonetheless, what I hear over and over and over 1 

again, is requests for stability and the ability fo r them 2 

to have a sense of where they’re going to grow into , 3 

what’s the structure, particularly with respect to taxes 4 

and regulations that they’re going to be growing in to.   5 

So it’s important for small businesses to 6 

understand what you are proposing here, to see that  within 7 

the nest of all of the different measures -- again,   8 

you’ve addressed this quite thoroughly on Wednesday  and 9 

you’ve addressed it again today -- to look at the n et 10 

impact of all these measures.   11 

I just wanted to point out a couple of things 12 

again, to put some context on this from the point o f view 13 

of small businesses on a macro level, which is that , as   14 

I said, there’s roughly three and a half small busi nesses 15 

in the state.  Of those, about 800,000 are employer  firms 16 

and the rest are sole proprietorships.  And that’s 17 

according to SBA data as of 2006.   18 

The Department of Finance is estimating that 19 

90 percent of the businesses that -- and we’re defi ning 20 

“small business” for the state purpose here as a hu ndred 21 

employees or fewer -- that the Department of Financ e 22 

estimates that 90 percent of these businesses have less 23 

than $500,000 in gross receipts, presumably then wo uld   24 

be exempt from the BNRT.  So that’s part of the mac ro 25 
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issue that we have to look at, is who is affected, as we 1 

have looked to flatten the tax base and lower the r ates.   2 

Secondly, just to point out with respect to   3 

the sole proprietorships, that -- which is roughly 4 

$2.6 million, the IRS data that we’ve been able to look  5 

at, say that the average gross receipts of those is  6 

$60,000 or less.  So we’re looking, again, as we lo ok at 7 

the broad picture of the number of firms that would  be 8 

affected by this, those are some data to keep in mi nd.   9 

At the same time, 98 percent of firms are a hundred  or 10 

fewer with respect to the employment.  So small bus inesses 11 

do, obviously, comprise the vast bulk of our econom y.   12 

We heard earlier today from the entertainment 13 

industry that the entertainment business, like all the 14 

other businesses that we hear from, actually compri se 15 

small businesses to a large extent, although we thi nk of 16 

the major studios and so forth.  But really, again,  the 17 

vast majority of the industries that we deal with, 18 

regardless of the principal players, are supporting  a  19 

huge network of small businesses as suppliers and u sers.   20 

So I just wanted to point those issues out.  21 

Some of those are a reiteration from what I said on  22 

Wednesday.  But from the point of view of small 23 

businesses, the issue of the economy itself, the 24 

stability, and then the fairness of any kind of new  25 
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approach so that small businesses’ competitive adva ntage 1 

is enhanced rather than reduced.   2 

So these are just some overarching themes that  3 

I wanted to share again with the Commission, and th ank  4 

you for the opportunity to point some of those thin gs out.  5 

CHAIR PARSKY:  Thank you.  6 

MR. LIPPE:  I’d like to go next.  7 

CHAIR PARSKY:  Go ahead, Greg. 8 

MR. LIPPE:  Okay.  What’s happening here is that 9 

it appears that the tax -- the BNRT -- will shift t he 10 

burden of taxation from the large corporations to t he 11 

smaller companies, because the majority of small co mpanies 12 

are pass-through entities.  And what this is going to do 13 

is, it’s going to require a double-taxation on the 14 

pass-through entities, both at the entity level and  then 15 

again when it passes through at the individual leve l.  So 16 

as you had mentioned, you know, you don’t want to t ax 17 

twice.  This does it, okay.   18 

Now, in addition to that, the -- I’m going to  19 

go through the presentation from the beginning, if it’s 20 

all right.   21 

The concerns that I have are a number of things. 22 

One is jobs.  You know, it’s great that the goal is  to 23 

broaden the tax base, improve tax competitiveness, and 24 

stabilize tax revenues are in there.  Those are goo d 25 
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goals.  But another goal would be to create jobs, n ot to 1 

disincentivize jobs.  And I’ve got several examples .   2 

One, if a company is considering the possibility 3 

of automating, which would eliminate a number of jo bs,  4 

but the equipment is too expensive, they might not do it. 5 

However, the BNRT allows them to deduct the purchas e of 6 

that equipment, but it doesn’t allow them to deduct  the 7 

compensation to the employees.  So, therefore, it c ould 8 

eliminate jobs.   9 

Outsourcing to other states and countries.   10 

Now, I understand what was said about the nexus law s, 11 

bringing the other companies from other states in.  12 

However, the law that creates a nexus is a new law.   It 13 

hasn’t been tested.  It may turn out to be without 14 

legality.   15 

Additionally, if you are to outsource to a 16 

foreign country, that foreign country would -- the  17 

revenue from the company and the foreign country wo uld  18 

not be creating nexus here because of the water’s-e dge 19 

protection.  So if it was a foreign company that wa s an 20 

affiliate of a U.S.-organized company, then you wou ld not 21 

have -- you wouldn’t get that protection.   22 

Let’s see -- another thing, owners of companies 23 

outside California, they could set up numerous enti ties 24 

outside California, and they could all be just unde r the 25 
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exemption level.  So if each one of these entities made 1 

just under $500,000, they’d be exempt.  So you coul d wind 2 

up having a significant amount of outsourcing going  on 3 

with a lot of different entities in a lot of differ ent 4 

places and, therefore, just basically kill the jobs  here.  5 

One thing I would recommend is that if it was 6 

decided to have this tax, that there be a phase-in above 7 

the exemption threshold.  The reason being that if 8 

somebody were earning $499,000 and then the followi ng  9 

year they went up to $501,000, they’d always get hi t with 10 

potentially $10,000 in tax for $2 more of income.  I think 11 

that would probably be a better idea to phase it in .   12 

I think I’ve covered it.  13 

CHAIR PARSKY:  Hatef?  As a private citizen.  14 

MR. BEHNIA:  As a private citizen, I wanted to 15 

thank the Commission for having me here.  I commend  you 16 

for all the hard work and certainly don’t envy all the 17 

efforts and frictions you’ve had to put up with.  I n  18 

fact, I think by the end of this process, you will not   19 

be loved by anyone other than tax lawyers.  So that ’s   20 

why -- in fact, I was going to make a strong argume nt at 21 

the beginning --  22 

COMMISSIONER COGAN:  I wasn’t sure they were 23 

capable of love.  24 

MR. BEHNIA:  Well, I hope at the end of this, 25 
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that you’ll have some affection from me, at least.  In 1 

fact, I was going to make a strong argument why all  law 2 

firms should be exempt from any tax, but I thought you 3 

would all laugh at that, so we’ll move on.   4 

I think that no matter what I say today, 5 

somebody will become upset.  So I’m going to keep m y 6 

comments at a more abstract level, sort of dealing with 7 

the matter as a tax lawyer.  And in that spirit, I thought 8 

I should really start with sort of a pretty practic al 9 

administrative issue, which is -- and I’m going to assume 10 

that some sort of this proposal goes through so we’ d sort 11 

of deal with the consequences and the issues that t he 12 

Franchise Tax Board itself has to deal with.   13 

So the first question is, since the sales tax 14 

will go away at the state level but we’ll have it a t the 15 

city and local level, we’ll still need somebody to 16 

administrate.  Today, the State Board of Equalizati on is  17 

the party or the State agency that adjudicates all the 18 

sales-tax issues.  And I recommend that it continue  to   19 

do that, even though the State has no -- potentiall y no 20 

interest in sales tax after this proposal anymore.  I 21 

assumed that was presumed, but I just thought I’d p oint  22 

it out.   23 

I think on a -- and I’m going to make some 24 

observations that I hope helps you in sort of think ing 25 
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through the issues here.  I think if you look at wh ere   1 

we are today, we have a sales tax and an income tax .  So 2 

we have double-taxation, there’s no issue about tha t.   3 

And we made the judgment a long time ago that we ar e only 4 

going to tax tangible personal property and not ser vices. 5 

So every year that goes on -- and, again, I’m speak ing 6 

against interest here -- but every year that goes o n by 7 

keeping that arrangement, means that our judgment i s that 8 

that’s a good judgment, that’s a good decision, oka y.  So 9 

that’s okay, and that’s sort of an economic and pol itical 10 

issue.  But we ought to be aware of what we do by a ction 11 

or inaction.   12 

So the first consideration here -- I mean, the 13 

door is being opened, and I finally have myself giv en up  14 

a few years.  I thought that it was inevitable that  some 15 

sort of tax would be applied to services.  But I th ink 16 

what we should consider there, politically and 17 

economically, is that this would be the first time a  18 

major tax would be imposed on services.  And so a l ot of 19 

people would be emotionally and economically very u pset 20 

about it because -- and I make the case of accounti ng 21 

firms, law firms.  You know, in a typical large you  firm, 22 

up to 50 percent of your gross receipts are paid as  23 

compensation.  So that’s a big chunk of tax that --  it’s 24 

not just -- and remember, it’s not just the fact th at  25 
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it’s labor-intensive, it’s just that it’s the first  time 1 

that you’re going to impose -- it’s as if you did t he 2 

sales tax but not tried to make it a little nicer.  And   3 

I concede that this tax is much nicer than the sale s tax 4 

if imposed on services, but… 5 

So the first thing that will happen is that 6 

they’ll say, “Why?”  And the second thing they’ll s ay, 7 

“Well, but look at us, we have to pay so much in 8 

compensation.”   9 

I do want to focus on that point, that 10 

compensation is not allowed as a deduction.  So, fi rst,  11 

we contrast that with self-employment and an indepe ndent 12 

contractor, okay.  So -- I’m sorry, with self-emplo yment 13 

as an independent contractor and an employee.   14 

So assume that you were going to look at a 15 

value-added tax in its broadest form.  As goods and  16 

services move through the chain of commerce, if you  will, 17 

value is being added.  Value is being added by empl oyees 18 

as well.  They go from day one where they have no m oney;  19 

by the end of the year, they’ve exerted sweat and e arned 20 

money.  Okay, so if you wanted to apply a value-add ed tax, 21 

you would consider and have the entire stream of co mmerce 22 

be subject to it, as each party adds value.   23 

Now, if -- I assume that that’s politically 24 

undoable to impose a value-added tax on employees u nless 25 
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you were to get rid of the income tax.  And that’s a 1 

totally separate issue.   2 

So for now, let’s assume that we were not going 3 

to impose a tax on employees.  Okay, so given that we 4 

don’t want to do that, if we also allowed a deducti on for 5 

businesses, for the compensation, in effect, the va lue 6 

added by the employees goes untaxed.  So by the dec ision 7 

we make not to exclude compensation paid to employe es, 8 

we’re saying to the employer that, “You’re going to  bear 9 

this tax.  You’re going to bear the tax for the val ue 10 

added by the employees.  Whereas you don’t bear the  tax 11 

for the value added by independent contractors.”   12 

I’m pointing this out as an asymmetry that I 13 

think you ought to consider.  I have a couple of th ings  14 

I’ll propose later, but I think this is a definite 15 

asymmetry.  So it imposes a bigger burden, okay.  A nd by 16 

virtue of what it is, it imposes a much bigger burd en on 17 

service-extensive industries.   18 

I do remind you of what happened in Florida.    19 

I think if you want to push this idea, you ought to  make 20 

sure that it’s sold properly to all the businesses.   I 21 

think the media and advertising basically managed t o 22 

eliminate, on a retroactive basis, the Florida tax.   I 23 

think it was 1989.  So, again, you know, just to ke ep    24 

it in mind, an employee is not subject to this net 25 
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employment tax.   1 

Now, you say, well, taxes are borne by 2 

individuals and society, and that’s a fair point.  The 3 

question is, when you impose a tax on a business, w ho is 4 

going to bear it?  Well, it will be the owners, the  5 

suppliers, the employees, the customers, and variou s 6 

parties.   7 

Who really bears it in each industry?  It’s a 8 

complicated question that I think all your economis ts  9 

have already addressed.  I think they’re different supply 10 

and demand curves, and depending on the market you operate 11 

in.  So I think that’s a difficult question.   12 

I think at the beginning there will be some 13 

chaos, but ultimately there will be an equilibrium,  and 14 

maybe lawyers will get poorer and maybe somebody el se  15 

gets richer.  But I think that’s a hard considerati on   16 

for you guys.  I understand that.   17 

So given that for the first time you’re hitting 18 

services, service providers with the tax, then the next 19 

thing they’ll say is, “Wait a minute, so if I was a  20 

manufacturer and I operated on a thin margin, I won ’t -- 21 

basically my tax as a proportion, as a ratio to my 22 

receipts is much, much lower than a law firm or  23 

accounting firm or a media company or a number” -- I mean, 24 

any professional business, because there, 30, 40, 5 0, 25 
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60 percent of the expenses, if you will, are for 1 

compensation paid to employees which, you know, get  taxed, 2 

in effect.   3 

So I think this is a hot potato.  I don’t know 4 

what you’re going to do with it.  But, you know, ei ther 5 

you sort of keep a pure system; and you say, “Well,   6 

tough.  Every time we change the system somebody is  going 7 

to be hurt.”  And presumably -- I’m assuming you’ve  8 

reached the judgment that this is better than a sal es tax 9 

imposed on services.  Maybe you have, maybe you hav en’t.  10 

But for this discussion, let’s assume that all thos e 11 

judgments have already been received.  So I think m y focus 12 

is just, so what happens under this system.   13 

I think that if you wanted to reduce the effect 14 

of that, to some extent -- I mean, other than the q uestion 15 

of phase-in and so on and so forth, one could argue  that 16 

some businesses should have a lower tax rate, if yo u will.  17 

I think this opens the door -- it’s quite a 18 

slippery slope.  Every industry will argue that you   19 

should impose it on somebody else, like we saw toda y.   20 

By the way, I’m the only one with who doesn’t 21 

argue that because I’ll do better under either syst em.  22 

There will be more tax work, or I won’t have to pay  tax, 23 

either way.   24 

So I think that’s a possibility you can 25 
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consider.  It’s complicated because differential in  tax 1 

rates on their face is discriminatory, okay.  But t hat’s  2 

a possibility.   3 

The other possibility is to say, “Well, we know 4 

we’re hitting you with tax for the first time, but what 5 

we’ll do is, at least we’ll try to make it 6 

nondiscriminatory in the following way.  We’ll look  at   7 

an average -- for all the taxpayers -- an average r atio  8 

of payroll, if you will, to net receipts, and we’ll  apply 9 

that.  So all the guys who are benefiting from that  will 10 

have a little additional tax, all the companies tha t are 11 

being disadvantaged will have a little adjustment t o sort 12 

of make up for that asymmetry.   13 

I think this is tough, and I think the other 14 

proposal you might consider is that, you know, you do 15 

impose it on employees, but eliminate the income ta x    16 

and so you sort of have a value-added tax across.   17 

A couple other sort of difficult issues that 18 

come up there is -- and I won’t -- I’ll express a v ery 19 

theoretical view -- I think you might, as part of t hat, 20 

consider eliminating all personal deductions, which  I 21 

think has always been a strange -- including mortga ge 22 

interest and so on.  But people didn’t hear that fr om me. 23 

And I won’t say one word about Prop. 13, because I assume 24 

that’s untouchable either way.   25 
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So I think that’s sort of the quick summary 1 

about the issue of compensation.   2 

I want to move to the question of investment 3 

income and gain.  I confess that as I read the prop osal,  4 

I wasn’t sure how that’s treated.  But I think my b est 5 

reading was that if I’m an individual and I have ca pital 6 

gains, interest, and dividends, those are not subje ct to 7 

tax because -- and the rationale is that they have been 8 

subject to a value-added tax at the entity level so  when  9 

I get it, it’s not subject to tax again.   10 

And I’m also assuming that if the same thing is 11 

true in a partnership or other pass-through entity,  so 12 

long as it’s coming from an entity that’s already b een 13 

subject to the net-receipts tax, that it should not  be 14 

subject to tax.   15 

I think that that’s what I recommend in that 16 

respect.   17 

I think the questions get more complicated if 18 

there’s some services involved between parties, you  know, 19 

much like you get in a hedge fund, and so on, I thi nk  20 

those are much more complicated issues.  I think th ere’s 21 

some federal analysis of all that, that might be us eful.  22 

But that’s -- I think that’s sort of a separate sub ject, 23 

and I’m not going to address it today because it wi ll  24 

take about an hour by itself.   25 
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So given that we’re going to not impose this  1 

tax on investment income, if you will, of investors  -- 2 

and, by the way, that’s supported by California law , that 3 

says that investment income is not business income.   And 4 

so I think this is typed business income.  Given th at,  5 

and given that we’re eliminating the corporate inco me  6 

tax, then I think that, to be fair, there is really  no 7 

double-taxation, in my opinion.  Because income tax  is 8 

income tax.  I don’t think we should mix it up.  In come 9 

tax and sales tax have always been double-taxation.    10 

So  if you eliminate the sales tax and add this 11 

tax, they’ll still be double-taxation.  There will still 12 

be double-taxation.  Okay, so I think that’s -- unl ess  13 

you eliminated one of them.  But if you tax at the 14 

business level and then the returns from that busin ess   15 

in the form of interest, dividends, and capital gai ns   16 

are not subject to tax, then basically we don’t hav e 17 

double-taxation of net-receipts tax.  And, of cours e, if 18 

you eliminate the corporate income tax, we don’t ha ve 19 

double-taxation at  the individual income tax level .  I 20 

think those are very commendable goals and objectiv es 21 

here.  I mean, I think that’s -- we’ve talked about  that 22 

forever in the federal income tax context.  And may be if 23 

California does it, maybe the federal government wi ll 24 

follow -- you know,  from my ears -- from my mouth.    25 



 

 
 
 

 

 146 

 Commission on the 21st Century Economy – August 28, 2009 

 

 

Daniel P. Feldhaus, CSR, Inc.    916.682.9482 
 

So, let’s see.  A couple of other points.   1 

Again, you know, I understand there’s a lot of 2 

issues with this scheme, and so I think it’s really  gone 3 

through, on what you guys should focus on.   4 

I think it is commendable that interest is not 5 

excluded from the calculation because everybody kno ws --  6 

I mean, this question of deductibility of interest income 7 

versus nondeductibility of dividends in the federal  and 8 

state income tax scheme have really wreaked havoc w ith 9 

economic decision-making.  In other words, there is  no 10 

reason -- absolutely no economic reason -- to favor  debt  11 

over equity from a federal income tax or state inco me tax 12 

point of view.  So I think that, at least, is a cor rect 13 

step in that direction.   14 

Of course, it’s painful because, again, people 15 

who are for the first time being subjected to this tax 16 

will say, “Wait a minute, I’m also paying so much t o the 17 

bank.  Why are you taxing me on all of that?”  That ’s 18 

another tough one, you know.   19 

I hope you appreciate that my tone is much more 20 

sort of abstract as opposed to trying to see which 21 

industry comes out ahead and which one comes out wo rse 22 

off.  Because I think there’s plenty of studies you ’re 23 

going to see on that.  And I’m just really making t hese 24 

comments as sort of, if you will, a microanalysis o f the 25 
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provisions.   1 

Two more things.  Taxation of M & A 2 

transactions. I wasn’t clear how that works.  I’m s ure    3 

a lot of thought has gone into that.  In this schem e, if  4 

a corporation sells an asset as to which it had tak en a 5 

deduction -- because when it purchased it, it exclu ded it 6 

from net receipts -- then I assume when it sells th e 7 

asset, it will have to pay, it will be included in the net 8 

receipts.  I think that’s -- I think that follows f rom  9 

the principles I’ve heard today, okay.   10 

So, now, I assume that instead of that, the 11 

corporation takes this asset and contributes it to  12 

another corporation or to a partnership in exchange  for  13 

an interest, these are transactions that, under cur rent 14 

California and federal income tax law, are exempt f rom 15 

tax.  In other words, they’re tax-deferred.  So I’m  16 

thinking that the same regime -- the same issue wil l  17 

apply here because as the asset moves from the tran sferor 18 

to the transferee, the transferee should not get a 19 

deduction for it because he didn’t pay for it in ca sh.  20 

And at some point -- and this was already taxed -- it was 21 

already tax-deducted once so I’m assuming that sort  of 22 

that should be the result.  In other words, no tax on the 23 

transferor and no deduction by the transferee.  24 

Ultimately, when it gets sold, it will get taxed ag ain.  25 



 

 
 
 

 

 148 

 Commission on the 21st Century Economy – August 28, 2009 

 

 

Daniel P. Feldhaus, CSR, Inc.    916.682.9482 
 

So, again, as it moves through the stream, there wi ll be 1 

one tax.   2 

It gets a little more complicated when you deal 3 

with mergers, two corporations merge together.  Tha t’s -- 4 

in an economic sense, that is a sale or exchange of   5 

assets between two companies, you can think of it l ike 6 

that.  I think the income tax law has always treate d those 7 

as tax-free transactions if the consideration that is 8 

received in the merger is just stock of the corpora tion.  9 

I think those kind of transactions need to be speci fically 10 

dealt with here or else you’ll make my life really happy, 11 

okay.   12 

I mean, you ought to assume that when these 13 

provisions go through, there will be an awful lot o f 14 

talent that be working through and thinking through  them 15 

to see what can be done.  16 

MR. LIPPE:  I hope so.  17 

MR. BEHNIA:  I mean, that’s just how life is.  18 

Okay, so the more specific, the more fair, the more  19 

addressing issues of different taxpayers, I think t he 20 

better it will be.   21 

Last, but not least, I noticed that it was  22 

quite cavalierly stated there that this tax will cr eate 23 

nexus if somebody out of state is selling to a Cali fornia 24 

corporation or a California business.   25 
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I suggest that that issue, you guys look at  1 

much more carefully.  There’s an awful lot of litig ation 2 

on that.  And it absolutely, by no means, is settle d that 3 

that is the case.  In fact, I think the law, as I 4 

understand it today, is exactly the contrary.  So i n  5 

other words, it’s not enough to create nexus in  6 

California if somebody sells an asset to California .  7 

Otherwise, we wouldn’t have all these tens of thous ands -– 8 

COMMISSIONER EDLEY:  If it’s a sales tax.  If 9 

it’s a sales tax.   10 

MR. LIPPE:  There’s a new law.  There’s a new 11 

law coming in 2009. 12 

MR. BEHNIA:  No, no, no.  There’s a new law 13 

coming in.  But what I’m saying, it has not been te sted, 14 

and I assure you -- I assure you -- there’s signifi cant 15 

constitutional arguments against those.  In fact, i t’s 16 

happening in every state.  I don’t think, as the ca se law 17 

developed, I don’t think the state law can change t hat 18 

under federal Constitution.  We’ll see what happens .  19 

Thank you very much for the opportunity.  20 

MR. LIPPE:  May I ask a question, since this is 21 

informal?   22 

CHAIR PARSKY:  Absolutely.  23 

MR. LIPPE:  Why was it part of the proposal to 24 

not allow the deduction of compensation, other than  you 25 
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needed to do something to be able to reduce the tax  rate? 1 

Was there a specific reason for not allowing compen sation?  2 

COMMISSIONER COGAN:  Yes, because we’re 3 

considering a value-added type of tax, is the way w e 4 

thought about it, and what’s being taxed is part of  the 5 

value-added.   6 

So let me try to give you maybe a little bit   7 

of an example, all right, to help people understand  this. 8 

This may not work, but let me try.   9 

So let’s suppose we’ve got a farmer who has a 10 

tree on his property, and he pulls a grape off that  tree, 11 

and he cleans it up, and he sells it to a winemaker .   12 

Under the value-added type of tax, the guy has no i nputs 13 

at all.  And so the amount that would be taxed woul d be 14 

the price of the grape -- or the receipts from the grape. 15 

Then the winemaker takes that grape, and the winema ker 16 

turns it into a fine bottle of wine.  What gets cou nted  17 

as receipts is the amount of the selling price of t he 18 

wine, and what gets deducted under a value-added ta x is 19 

the price of the grape.   20 

That vintner has created value in society of a 21 

certain amount.  And under the value-added tax conc ept, 22 

what’s being taxed is part of that value.  And that ’s  23 

sort of the logic of the tax.  24 

MR. LIPPE:  Understood.  But when you do take   25 
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a service industry, like an accounting firm, for ex ample, 1 

you know, 60 -- well, at least 35 percent of our co st of 2 

sales is compensation --  3 

COMMISSIONER COGAN:  Right.  4 

MR. LIPPE:  -- and you are allowing for the 5 

deduction of the same services purchased from an 6 

independent contractor.  7 

COMMISSIONER COGAN:  But only because it’s 8 

already been taxed.  I think that’s the important c oncept 9 

here.  10 

MR. LIPPE:  Got it.  11 

COMMISSIONER COGAN:  I think that’s really it.  12 

All right, so we have to think about it that way.  I’m  13 

not disagreeing with you that this may end up being  some 14 

tax on labor.  I’m not saying that it’s not so.  Al l 15 

right, but I’m just saying, you’ve got to think abo ut it  16 

a little bit differently than you have been.   17 

Now, if I could come back, I want to say 18 

something to Hatef about, you had said early on tha t you 19 

thought that we -- you didn’t want to upset us by a nything 20 

you said.  I want to make one thing absolutely clea r, I 21 

think for all of the commissioners, nobody has endo rsed 22 

this BNRT, okay.  What we decided was that this ide a has 23 

at least -- it’s at least of sufficient merit to wa rrant 24 

our detailed consideration.  And it’s only after he aring  25 
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from the comments that you all have made about the 1 

concerns that you have and the things we haven’t th ought 2 

of, that we’re going to make a decision on this.  B ut I 3 

think there might be this presumption out there tha t the 4 

Commission is going down this road, it’s made up it s mind 5 

and so forth.  And I can assure you that that just is not 6 

so.  7 

Now, if I could, I want to direct one point that 8 

you made, Greg, that I want to ask the staff about.   You 9 

made this comment that because of the water’s-edge 10 

provision, that there is an incentive in the system  for 11 

outsourcing.  Perhaps not to another company in the   12 

United States, a large company in the United States , but 13 

certainly with respect to a European company; corre ct?   14 

MR. LIPPE:  Right.  15 

COMMISSIONER COGAN:  So then the question 16 

becomes, is there a way to deal with that outsourci ng 17 

incentive that doesn’t violate a WTO arrangement?  Maybe 18 

you could help me out with that, or –- and I don’t know  19 

if the staff has thought about it.   20 

Carl, have you thought about it?   21 

MR. JOSEPH:  Well, I think you asked the right 22 

question.  I mean, how can you do this in a way tha t’s 23 

going to pass muster.  And that is the problem.  I mean, 24 

clearly, in our system now, you know, before we had  a 25 
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water’s-edge system or election for that, we were 1 

worldwide-combined and that raised its own series o f 2 

problems for international companies.  But in the 3 

water’s-edge system, there is a policy involved the re  4 

that basically answered some constitutional argumen ts  5 

that were made back when worldwide-combined reporti ng was 6 

being examined by the court.   7 

It’s difficult to say that you can discriminate 8 

against foreign commerce any more than you can  9 

discriminate against interstate commerce.  10 

MR. LIPPE:  Yes, keep in mind that the nexus  11 

law that brings the out-of-state in here may not ho ld   12 

up, either.  So I think the problem here is that it  13 

definitely encourages outsourcing.  14 

COMMISSIONER EDLEY:  You also addressed the 15 

pass-through.  I think there was some confusion -- 16 

MR. LIPPE:  The pass-throughs, yes.  17 

COMMISSIONER EDLEY:  There was some confusion 18 

about that because the intention -- 19 

MR. LIPPE:  Right, so there’s a double tax, 20 

because -- 21 

COMMISSIONER EDLEY:  Well, the intention is  22 

that the individual would get a credit against thei r 23 

income.  24 

MR. LIPPE:  Not a credit.  It says a deduction. 25 
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And a deduction is not -- so it’s not a dollar-for- dollar 1 

credit.  So there’s still a double –- a part of 2 

double-taxation involved in there.  3 

COMMISSIONER COGAN:  Right.   4 

Double-taxation, Chris, in the sense of the 5 

income is being taxed.  6 

MR. LIPPE:  Right, the income is being taxed 7 

twice.  8 

COMMISSIONER COGAN:  Right, right.  And that 9 

stems from the fact that we would have a BNRT in 10 

conjunction with --  11 

MR. LIPPE:  At the entity level. 12 

COMMISSIONER COGAN:  -- an income tax. 13 

Now, it’s true that you could make the same 14 

argument with a sales taxes, right, a retail sales tax,  15 

in some sense?   16 

MR. LIPPE:  But you’re still paying sales tax 17 

out there.  Well, the only sales tax that isn’t goi ng to 18 

be -- as I read it, there will not be sales tax to the 19 

State -- well, wait a minute.  You’re saying that b ecause 20 

I’m a consumer, I’m going to then use that money th at  21 

I’ve been taxed on to go buy, and I’ll be taxed the re so, 22 

therefore, it’s a double tax.  Because earlier, it  23 

sounded like people were saying -- were confusing t hings 24 

and thinking that the sales tax was a tax levied on  the 25 
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seller company, and it’s not.  1 

CHAIR PARSKY:  No, no, we recognize that.  But 2 

under the sales-tax scheme --  3 

MR. LIPPE:  Right.  But here, you’d be taxed 4 

three times because, again, you get the BNRT, you g et   5 

the tax on the income tax when it passes through, a nd  6 

then you’re going to take that money and you’re goi ng to 7 

go out and buy something and pay sales tax.  8 

COMMISSIONER COGAN:  Good point.   9 

And so what we would like to do, of course, if 10 

you’re going to add the BNRT on top of the existing  tax 11 

system, that would be a huge mistake.  12 

MR. LIPPE:  Exactly.  13 

COMMISSIONER COGAN:  And it would be triple 14 

taxation.  15 

MR. LIPPE:  Exactly.  16 

COMMISSIONER COGAN:  And so clearly in this 17 

context, you have to think about the BNRT in conjun ction 18 

with what we’re doing -- what we would be doing on the  19 

sales tax and on the income tax.  20 

MR. LIPPE:  Correct, correct.  21 

COMMISSIONER COGAN:  But I think that’s an 22 

extremely important point.  23 

MR. LIPPE:  Because what this really does is,  24 

it takes away the whole benefits that were put in b y the 25 



 

 
 
 

 

 156 

 Commission on the 21st Century Economy – August 28, 2009 

 

 

Daniel P. Feldhaus, CSR, Inc.    916.682.9482 
 

pass-through entities, it was to have one level of tax.  1 

COMMISSIONER COGAN:  Right, right.  2 

CHAIR PARSKY:  But, again, if for an individual 3 

accountant or lawyer you have to look at the combin ation 4 

of a reduction in the personal income tax rate --  5 

MR. LIPPE:  That’s right.  6 

CHAIR PARSKY:  -- the elimination of the state 7 

sales tax rate, and the imposition --  8 

MR. LIPPE:  Right, you’d have to add them all  9 

up and see how you come out.  10 

CHAIR PARSKY:  Exactly.  11 

MR. LIPPE:  And it appears that you’re going to 12 

come out worse under this scenario.  13 

CHAIR PARSKY:  Well, anytime something is new, 14 

the appearance is -- I guess would dig it a little deeper. 15 

Let’s wait.  16 

MR. LIPPE:  Yes, you have to do the numbers.  17 

Thank you. 18 

CHAIR PARSKY:  Curt?   19 

COMMISSIONER PRINGLE:  I mean, I actually want 20 

to pick up on that point, because I appreciate toda y is   21 

a BNRT discussion, and we hear mostly from business  folks 22 

on BNRT.  And our job isn’t to propose one tax; our  job  23 

is to look at a package that we can put together.   24 

And just by its very definition, as we’re 25 
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evolving this package, if we only hear from busines s that 1 

is only looking at the business bottom line, virtua lly  2 

all business will be paying more.  3 

MR. LIPPE:  Uh-huh.  4 

COMMISSIONER PRINGLE:  Because at least a third 5 

of the savings in this package, if not almost half,  if  6 

you look at personal income tax paid by individuals  and 7 

sales tax paid by individuals, the majority -- or a t  8 

least a third to a half of the benefit is derived t o the 9 

individual, not to the company.  So if you’re sayin g that 10 

BNRT is to pay for 100 percent of the benefits of t he 11 

eliminating the corporate income tax, of drasticall y 12 

cutting the personal income tax from 20 to 30 perce nt,  13 

and to eliminate all, if not a majority of the stat e  14 

sales tax, those benefits don’t just ascribe to a 15 

corporation’s bottom line, they go to corporate bot tom 16 

lines and all the personal individuals out there th at   17 

are engaged in any type of activity in the state, f rom  18 

working to buying something.   19 

So just by its very nature, if we’re just 20 

hearing a BNRT discussion, we will only hear busine ss  21 

say, “We will be paying more.”  And I get that, as a  22 

nice, conservative guy raised by a dry-cleaner, I c an 23 

certainly see --  24 

MR. LIPPE:  Yes, it works for dry-cleaners. 25 
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COMMISSIONER PRINGLE:  I can certainly see  1 

that. But that’s not our job, to look at any of the se in 2 

isolation.  And it’s wonderful to hear the perspect ive of 3 

how different industries are going to be challenged  to 4 

implement it.  And I think that’s what we’re trying  to 5 

figure out, how to implement it.  But I don’t neces sarily 6 

feel a major momentum away from a BNRT just because  I  7 

hear business concerned about it.  My job is to loo k at 8 

the whole package of state tax structure.  Because 9 

53 percent of the burden of the general fund is on the 10 

personal income taxpayer today, I think that has 11 

contributed to so much to the volatility and a 12 

disproportionate tax burden, that I’m willing to lo ok at 13 

all of those things.   14 

And for me, I need to put it into perspective  15 

to hear the concerns of business and the challenges  they 16 

will face.  I get it.  17 

MR. LIPPE:  I think the more important --  18 

COMMISSIONER PRINGLE:  I think our job, today  19 

is to hear BNRT discussion, but our ultimate job is  to  20 

put a package together that addresses all of those issues.  21 

MR. LIPPE:  Sure.  But you don’t want to 22 

incentivize jobs to go elsewhere.  23 

COMMISSIONER PRINGLE:  Yes, but your examples 24 

are good and enjoyable to hear, but I don’t necessa rily 25 
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agree with many of them.   1 

For example, the idea that some outsourcing of 2 

jobs would be created by multi-tiered companies tha t come 3 

together and have, under-the-$500,000-receipts thre shold 4 

and create a whole bunch of them in Nevada, that do esn’t 5 

make any sense to me.  6 

COMMISSIONER EDLEY:  Because they don’t  get a 7 

deduction of 4 percent or 3½ percent BNRT in their labor 8 

bill.   9 

COMMISSIONER PRINGLE:  But, in fact, the flip 10 

side of that is why, if that is the scam somebody w ishes 11 

to put together, why don’t they put it together in 12 

El Monte?  Because the point is that the $500,000 13 

deductibility is -– the threshold is the same as if   14 

you’re an in-state employer or an out-of-state empl oyer.  15 

So why would someone create a whole mechanism by wh ich 16 

they hire a whole bunch of employees in Nevada, whe n they 17 

could do the same thing here --  18 

MR. LIPPE:  Yes.  19 

COMMISSIONER PRINGLE:  And I think part of what 20 

we need to do is just say, how do we define “indepe ndent 21 

contractors” and separate value-added, and to make sure 22 

that that type of thing doesn’t happen in Californi a?   23 

But that’s not a driver for out-of-state companies being 24 

formed and all the jobs running out of state, becau se  25 
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that same type of mechanism is because we’re concer ned 1 

about small business.  We’re talking about this min imum 2 

threshold point, but that same minimum of threshold  would 3 

apply to a California-based company, just the same as it 4 

applies to a Nevada-based company or a Chinese-base d 5 

company.  6 

MR. LIPPE:  But we do have to be concerned  7 

about the out-of-the-countries.  8 

COMMISSIONER PRINGLE:  Out-of-the-country is  9 

one thing.  I don’t necessarily think your dry-clea ning  10 

is to be taken out of the country.  But the bottom line 11 

is, you used the example that someone is going to s et up  12 

a whole bunch of out-of-state companies to do that.   13 

MR. LIPPE:  They can set up a bunch of local 14 

ones, too.  You’re right. 15 

COMMISSIONER PRINGLE:  But we can address that 16 

issue, and it’s not a point by which jobs will just  be 17 

sucked out of California, because nobody would be d oing 18 

that.  19 

MR. LIPPE:  Your point is good.  Thanks.  20 

COMMISSIONER COGAN:  Yes, with respect to 21 

international outsourcing issue, you’ve hit on real ly the 22 

right point here, and then Chris did as well.  It d epends 23 

upon -- the incentive depends upon the rate.  And i f what 24 

happens as a consequence of California -- let’s sup pose  25 
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we went down this BNRT route.  If we ended up with 1 

European-style VAT tax rates, we would create an en ormous 2 

incentive to outsource.  Whether a 3 to 4 percent 3 

differential would justify an economic decision by a firm 4 

located in California now to outsource to Europe or  to 5 

China is --  6 

MR. LIPPE:  How sure you that the rate would be 7 

3 percent and that it wouldn’t have to be 10 percen t?  8 

COMMISSIONER COGAN:  So, so far from the 9 

calculations that the staff has made -- and they’re  very, 10 

very preliminary -- that’s sort of the nature of th e tax 11 

that -- at least it’s been in that range.  Don’t kn ow 12 

where it’s going to come out.  It depends upon a lo t of 13 

these detailed discussions, right? 14 

MR. LIPPE:  Right. 15 

COMMISSIONER COGAN:  I mean, if you go with 16 

expensing of capital equipment, if you say health-c are 17 

insurance purchases by firms on behalf of their emp loyees 18 

are deductible, then, of course, the rate is going to go 19 

up a little bit.  So if we say that for a small bus iness 20 

as the franchise tax part of this proposal, the   21 

franchise business tax goes away, then the rate has  got  22 

to be a little bit higher.  So the ultimate rate de pends 23 

upon a lot of the things that we’ve been talking ab out 24 

today and on Wednesday.  25 
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COMMISSIONER EDLEY:  But nowhere near 10.  1 

COMMISSIONER COGAN:  Right, right. 2 

MR. LIPPE:  Sorry for taking so much time.  3 

COMMISSIONER COGAN:  I don’t think you would  4 

get -- 5 

COMMISSIONER EDLEY:  We could buy Montana, 6 

though.   7 

COMMISSIONER COGAN:  And one final point with 8 

respect to the whole package.  I think what has rea lly 9 

encouraged us to look at this is because of the con cerns 10 

that Marty raised, you know, we have the highest sa les  11 

tax rate of any state in the union; one of the high est 12 

income tax rates, personal income tax, of any state  in  13 

the union; the highest corporate tax rate.  And so you  14 

ask yourself, have we, through our system of curren t 15 

taxation, created an environment that really discou rages 16 

economic activity in the state, and would we not be   17 

better off if we went with a system that got rid of  that 18 

8.8 percent corporate tax rate, that cut personal i ncome 19 

tax rates for everybody down, that eliminated that sales 20 

tax and replaced it with a broad tax that was on th e  21 

order of 3 to 4, 4 percent.  I think that idea is w hat’s 22 

motivated the Commission to go down this road.  And  all 23 

the difficulties that you have raised with it are v ery, 24 

very important and they may, in the end, dissuade u s from 25 
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going this route.   1 

But you can see how attractive it is when we 2 

look at the big picture for California as we go for ward.  3 

CHAIR PARSKY:  And you couple that with the way 4 

in which how dependent the general fund revenue has   5 

become on the personal income tax.  6 

MR. LIPPE:  Sure.  7 

CHAIR PARSKY:  I mean, from what was, a number 8 

of years ago, maybe contributing 20 to 25 percent i s now 9 

contributing 50 to 52 percent.  And so those combin ation 10 

of things -- I think John has articulated it exactl y the 11 

way all of us are thinking -- that’s what’s driving  us to 12 

consider this.  And so it’s very important that the   13 

entire package be looked at.   14 

Jennifer?   15 

COMMISSIONER ITO:  Yes, my primary question 16 

still remains this:  What is the impact on all indu stries 17 

and the potential for their restructuring in the 18 

long-term?  And in particular, not just around the 19 

outsourcing and whether it goes in-state, outside t he 20 

state or internationally but, really, about what it  can  21 

do to employee-employer relations, especially for t he 22 

service-intensive, knowledge-based industries.  Bec ause   23 

I just don’t see any incentive for -- I see a lot o f 24 

incentive for companies to go the route of independ ent 25 
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contractors.  And so that, for me, is a question ab out 1 

what is the long-term impact.  Because as we look a t the 2 

entire package, if we’re also looking at changes to  the 3 

personal income tax -- so if we’re looking at imple menting 4 

a business net-receipts tax and having an exemption  for 5 

small businesses, so we’re going to miss out on a l ot of 6 

that revenue.  I’m assuming that a lot of these 7 

independent -- if industries go the route of indepe ndent 8 

contractors, a lot of those independent contractors  will 9 

then be exempt because they won’t have the net rece ipts  10 

of half a million or more.   11 

And then also, if we’re making changes to the 12 

personal income tax and lowering that, again, that’ s  13 

going to result in lower revenue.   14 

So I just want to be -- you know, put those out 15 

on the table as that’s kind of my concern, and look ing at 16 

that as we evaluate this overall package, really lo oking 17 

at what the long-term impact is going to be.  18 

CHAIR PARSKY:  Well, I think you point out very 19 

appropriately that the revenue-estimating relating to a 20 

new form of tax like this has got to be dealt with very 21 

carefully.   22 

One of the reasons that we are contemplating a 23 

phase-in or a transition period is, in part, for th at 24 

reason and that we might consider starting a tax li ke  25 
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this at a very low level, and maybe eliminating the  1 

corporate income tax, and then phasing in, as this tax 2 

goes up, so that we have a system that reflects wha t the 3 

revenue-estimating really is, and for just that rea son.  4 

COMMISSIONER ITO:  No, I understand that.  But 5 

I’m more worried about the longer-term impact.  So if  6 

this does create an incentive for companies, right,  to   7 

go farther, I think that’s a reality -- that’s some thing  8 

that we need to be aware of.  So I understand kind of the 9 

revenue for the short-term, and I realize that ther e may 10 

not be a lot of impact because companies won’t make  those 11 

adjustments within the first three years of this ta x  12 

going into effect.  But I’m more worried about the 13 

longer-term impact.  14 

CHAIR PARSKY:  Carl, did you have a comment?   15 

MR. JOSEPH:  Well, I just wanted to sort of  16 

make a reminder that there is more from a legal 17 

determination as to somebody being an independent 18 

contractor than merely calling them an independent 19 

contractor.  You can choose to call somebody an 20 

independent contractor and give them a 1099, but th at 21 

doesn’t necessarily mean from a legal perspective t hat 22 

they are, in fact, an independent contractor.   23 

You know, there’s lots of concerns such as 24 

unemployment insurance and other areas where the la w is 25 
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quite concerned outside of the income tax context w ith 1 

whether or not somebody is, in fact, really an inde pendent 2 

contractor.  And in some businesses, you know, you don’t 3 

really -- you want control over the activities of t hat 4 

person.  You do not want them to be independent.  I t’s a 5 

business decision as opposed to a tax decision to n eed   6 

to have employees versus all independent people.  S o I 7 

just want to keep that out as a reminder.  8 

CHAIR PARSKY:  Ruben?   9 

COMMISSIONER BARRALES:  Yes.  Well, the whole 10 

issue of contracting out and creating jobs -– I mea n, you 11 

still create jobs if it’s in California.  So I’m no t as 12 

concerned about that as I am, though, encouraging j ob 13 

growth.  And I guess I’m struggling with actually w hat,  14 

in the business net-receipts tax scheme, encourages  job 15 

growth?  I just don’t -- I don’t see anything that does 16 

that.  Other than if you truly -- as John elaborate d on, 17 

if you truly are able to reduce the personal income  tax 18 

and the sales tax and all that.   19 

So it leads me to my question to the lawyer,  20 

and it’s probably a legal term, and that’s why I do n’t 21 

quite -- you mentioned that the business net-receip ts tax 22 

is nicer than the sales tax a couple times.  And I’ m just 23 

wondering what you mean by being “nicer”?  24 

MR. BEHNIA:  A couple of things.  One is that  25 
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it does consider expenses that were incurred in cre ating 1 

value, if you will.  So it’s not sort of -- the sal es tax 2 

is imposed gross -– 3 

COMMISSIONER BARRALES:  Right. 4 

MR. BEHNIA:  -- and there is no consideration 5 

for sort of what went into the production of the go od.   6 

So I think -- and maybe this question is better 7 

to an economist than to me -- but I think the idea of 8 

value-added tax, is that you’re taxing each party o n the 9 

value it created.  And -- and from an efficiency po int   10 

of view, a sales tax is imposed at the end.  So the re’s   11 

a lot of opportunity for avoiding it.  In fact, in cash 12 

businesses, it’s quite prevalent.   13 

With a net-receipts tax, which is a value-added 14 

tax, I think in the chain of commerce, each party w ill  15 

pay its share, and you try to make it fair in the s ense 16 

that it’s somewhere between a net income tax and a 17 

gross-receipts tax.  You’re giving them deductions for 18 

important expenses but not for everything.   19 

I think that the two big nondeductions, if you 20 

will, one is for compensation -- and I think we tal ked 21 

about the theoretical basis for that; I think that’ s  22 

still an important political and economic issue -- and  23 

the other one is interest.  And I think my view -- and 24 

this is consistent with what the economists have 25 



 

 
 
 

 

 168 

 Commission on the 21st Century Economy – August 28, 2009 

 

 

Daniel P. Feldhaus, CSR, Inc.    916.682.9482 
 

written -- is that there’s no reason to favor inter est 1 

over dividends.  In other words, how you finance yo ur 2 

business should have no bearing on how much tax you  pay.   3 

So from that point of view, if you look at the 4 

net-receipts tax, it’s very much akin to an income tax  5 

but much simpler, in a way.  In other words, you do n’t 6 

have to worry about the depreciation issues and a l ot of 7 

other issues that are inherent there.   8 

COMMISSIONER BARRALES:  Yes, but in some ways,  9 

a sales tax is nicer or easier to implement.  There  are 10 

compliance issues, obviously, but… 11 

MR. BEHNIA:  Well, I think the principal 12 

argument that I heard about and I read about was th at 13 

because you have multiple companies and they have a n 14 

infrastructure there to sort of pay tax and they’re  not 15 

going to pay the corporate income tax, this is subs tituted 16 

there.  And basically, the computation is relativel y 17 

similar, okay.  So nicer in the sense that you’re 18 

collecting it at each stage and you don’t have the 19 

problems with the enforceability of the sales tax, in  20 

that sense.  21 

COMMISSIONER EDLEY:  And/or concluding on 22 

services. 23 

MR. BEHNIA:  Yes.  One more thing.  One more 24 

thing.  I think this is a perception, but I think, again, 25 
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it’s an economic issue.  The perception is when the  tax  1 

is imposed at the retail level, because the consume r is 2 

going to buy something it needs, it probably is eas ier   3 

to pass the tax on completely from an economic poin t of 4 

view to the consumer, okay.  Because now you’re onl y 5 

dealing with one marketplace.  It’s a demand curve and a 6 

supply curve, just between two people.   7 

I think as -- the other way, as you go down the 8 

chain, I think you’re facing different supply and d emand 9 

curves for each of those industries.  So for each o f  10 

them, the question is, can it be passed on to the 11 

consumers, can it be passed on to the employees, ca n it  12 

be passed on to the customers and suppliers, or doe s it 13 

all have to be borne by the owner?   14 

I think an economist will argue that that 15 

creates a more efficient market because in each cas e,   16 

the market will determine what’s the correct alloca tion  17 

of resources.   18 

I’m saying big words that I don’t understand, 19 

but that’s sort of the argument, okay?  20 

COMMISSIONER BARRALES:  It sounds good.  21 

MR. BEHNIA:  So instead of facing one supply 22 

demand curve, you’re facing multiple and that’s sup posed 23 

to make it more efficient.  So in that sense, I mea n 24 

nicer.  25 
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COMMISSIONER BARRALES:  And, I’m sorry, I know 1 

we discussed it before, but the Florida case was an  2 

extension of sales tax, is that right, to services?      3 

COMMISSIONER COGAN:  Yes.  4 

CHAIR PARSKY:  Right.  5 

COMMISSIONER BARRALES:  Then it was repealed?   6 

COMMISSIONER COGAN:  They dropped it. 7 

COMMISSIONER BARRALES:  Yes, dropped.  Thank 8 

you.    9 

CHAIR PARSKY:  I want to thank all of you very 10 

much -– thank you very much for coming forward and  11 

helping us.  12 

We still have a public-comment period, and we 13 

have three speakers that have asked to speak.   14 

First, Chriss Street.   15 

MR. STREET:  Mr. Chairman, Members of the 16 

Commission, thank you for the opportunity to speak.   17 

Chriss Street, Orange County Treasurer.  I’m also t he 18 

former CEO of two New York Stock Exchange companies  and 19 

have a lot of experience in venture capital and in 20 

restructuring companies.  I do have a degree in 21 

econometrics, so I’d like to keep my comments somew hat   22 

on the economic side, but I’d like to finish on the  23 

political side.   24 

I have some observations from this morning’s 25 



 

 
 
 

 

 171 

 Commission on the 21st Century Economy – August 28, 2009 

 

 

Daniel P. Feldhaus, CSR, Inc.    916.682.9482 
 

presentation and issues I think that are probably g oing to 1 

distract the Commission with the reality of Califor nia.   2 

First of all, I think tax collection is very 3 

stable in California.  Now, the reason I think it i s  4 

stable is because property tax collection is a huge  5 

percentage of the tax in California.  I can tell yo u, in 6 

Orange County, along with most other counties in 7 

California, we had higher tax collection for the la st   8 

two years.  For example, for the 2007-08 year, we w ere   9 

up $305 million.  For the 2008-09 years, I’m up 10 

$192 million. The year that we’re in right now, 200 9-10, 11 

even with the disaster of real estate, for most peo ple, 12 

we’ll be down -- flat to down less than 1 percent.  So    13 

I think the issue that’s perhaps more variable here  is 14 

success.   15 

Now, if one was to take and regress the trend  16 

of tax collection, it would look pretty stable, the   17 

longer you took a regression.  But, of course, in a ny one 18 

year, you can have great variability.  This year, w e 19 

probably have $20 billion; next year, maybe another  five.  20 

Secondly, the current tax system is part of the 21 

countercyclical mechanism of the economy.  For exam ple, 22 

when the business goes down for most people, they’r e 23 

eligible because of profits in the past, usually, f or 24 

clawback of taxes.  This becomes a funding mechanis m and 25 
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also helps to reduce the intensity of a recession.  And, 1 

once again, tax collection goes down so they get ca sh 2 

back, their costs go down and, in fact, they turn a round.  3 

The public understands the current system and  4 

is able to vote its preference through the initiati ve 5 

process or through the normal political status.  Th e 6 

concept of a business net-receipts tax is probably very 7 

attractive to politicians because, of course, it be comes 8 

invisible to the voter.  A sales tax, of course, is  not 9 

very invisible and, of course, generates tremendous  10 

political input from the public.   11 

Income and corporate taxes are relatively easy 12 

to track through the existing technology that exist s 13 

today.  One of the taxes perhaps that makes it more  14 

difficult to track is discretionary valuation.  And  the 15 

tax collectors in California, of course, have the i ssue  16 

of unsecured property taxes.  Now, many of you may know, 17 

and I’m sure the Franchise Tax Board knows, that ma ny of 18 

our assessors over the last 80 years have actually gone  19 

to prison because of some of those discretionary is sues.  20 

The business net-receipts tax would have a tremendo us 21 

opportunity for bribery and fraud.  22 

Collection efforts also allow for different 23 

kinds of treatment, especially when it comes to inp ut  24 

from political entities.  This business net-receipt s tax 25 
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undoubtedly would end up having political influence .  As 1 

we’ve seen from the presenters this morning, it’s a  matter 2 

of whose bull is getting gored.  Because I have thi s one 3 

great need at this one point in time, I come in and  get  4 

my special treatment.  And, of course, as I move on , I  5 

now have a special treatment compared to the rest o f 6 

society.   7 

Also, this effort of business net-receipts tax 8 

would be tremendously intrusive into the personal 9 

liberties of Californians.  I can tell you that the re   10 

has been conversations going on with the Assessors’  11 

Association and the Tax Collectors’ Association on what 12 

kind of infrastructure would be necessary to collec t a 13 

business net-receipts tax.  This would require a 14 

tremendous amount of new people.  These people woul d be 15 

very much involved in the day-to-day business of ou r 16 

citizens.  For example, in California, for Orange C ounty, 17 

we have approximately three million citizens.  Thos e 18 

three million citizens, we have 235,000 unsecured t ax 19 

items, and about 885,000 properties which are on ou r 20 

secured roll.  So any effort to get involved in a b usiness 21 

net-receipts tax would require a tremendous amount of 22 

intrusion into the day-to-day business.   23 

Because although I’ve heard today people talk 24 

about some outsourcing issues and perhaps arbitrage   25 
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issues for moving it around, remember that most peo ple 1 

start their business when they have to, not because  when 2 

they want to.  There is a tremendous amount of busi ness 3 

formation going on right now in California that wil l 4 

result in a tremendous economic boom.  It’s called,  “I  5 

got fired.”  When you get fired at the age of 40 or  50, 6 

most people find it very hard to get a job.  And, 7 

invariably, they think about starting a business an d    8 

they do start a business.  They’re going to start t hat 9 

business, once again, off borrowing against their h ouse  10 

or borrowing against their credit card.   11 

An argument for the value-added tax is that 12 

there will be an elimination of the bias from borro wed 13 

money.  As I’ve said, you hear a lot of conversatio ns 14 

going on about hedge funds, how they managed to man ipulate 15 

the system by creating capital gains instead of inc ome.   16 

I understand that this is a big issue.  I think 17 

that it’s a game.  But, obviously, it’s the best 18 

government money can buy for hedge funds, and they’ ve  19 

done a good job of it.  But when you look at most 20 

businesses you, once again, these are small folks.  You 21 

know, their idea of a multi-level corporation is th eir 22 

brother, their sister, and their next-door neighbor .   23 

This change in business net receipts I think 24 

would discourage investment during the transition p eriod. 25 
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As many of you know, we have the investment tax cre dit 1 

comes along probably every ten or 12 years and crea tes 2 

some success.  But in the six to 12 months prior to  its 3 

expiration, there is a tremendous amount of success  as 4 

people make that move.  Any effort to introduce a  5 

business net-receipts tax would be very jolting to the 6 

economy and would destroy a lot of the investment 7 

decisions that were made by companies who do not  8 

recapture their money very quickly.   9 

I’ve heard talk about high gross margin.  Most 10 

people who have a business have a really low gross  11 

margin.  I’ve heard 3 percent business net-receipts  tax.  12 

Most businesses in the real world are lucky to have  a     13 

3 percent margin.  They turn that margin several ti mes a 14 

year so it looks much better.  But if you hit them every 15 

time at 3 percent, you’d pretty much do them in as far as 16 

a margin line, I believe.   17 

Over time, a large interest, once again, would  18 

use this business net-receipts tax to sway the syst em in 19 

their manner.  I think it’s extraordinarily dangero us to 20 

take the visibility of taxes out of the hands of th e 21 

public.  As we’ve seen, the state of California’s 22 

politicians clearly know how to use Excel.  They ge t a 23 

trend in property-tax collection.  They simply exte nd  24 

that trend to the moon, and you end up with spendin g like 25 
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you’ve seen.   1 

Orange County is an absolute expert in 2 

irresponsibility.  In 1994, Orange County filed for  3 

bankruptcy based on irresponsible spending.  At the  time, 4 

we had 18,000 full-time equivalents.  Today, Orange  County 5 

has 18,000 full-time equivalents.  The state of Cal ifornia 6 

has 11.9 percent unemployment; and some numbers are  7 

actually as high as 15 and 16 percent, depending on  how 8 

you do the arithmetic.  And I see some people here 9 

represent more diverse elements of the business.   10 

One person’s laid off and out of the statistics, 11 

you know, as “I can’t collect unemployment.”  But i n 12 

Orange County, we have a 7.8 percent unemployment.  I see 13 

no one complaining because our law enforcement is w eak.  14 

As a matter of fact, three of the top most-safe tow ns in 15 

America are in Orange County.  I see no one talking  about 16 

our social services as being completely crumbling.  You 17 

don’t see a lot of really, really poor people walki ng 18 

around Orange County because they have this thing c alled  19 

a job.   20 

And last, and perhaps more important, what you 21 

do today could have a really important long-term ef fect  22 

on the competitive nature of California.  People ar e 23 

looking at California, and they’re understanding th at  24 

what made this fantastically successful, has now tu rned   25 
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a corner.  California is competing with Rhode Islan d and 1 

Michigan as the economic disaster of America.   2 

What has been going on in California is this 3 

endless sense that we can continue to spend at arou nd  4 

8½ percent, compounded, and revenue is increasing a t about 5 

4 percent, compounded.  That little 4 percent doesn ’t 6 

sound like much -- kind of like your 3 or 4 percent  7 

business net-receipts tax -- but over time, you end  up 8 

splaying it out.  And now you’re in a situation whe re 9 

these types of decisions have come home to roost.  10 

 California’s taxpayers want lower costs, and 11 

they want smaller government.  They want efficient 12 

services and they want them to be very, very transp arent 13 

and understood.   14 

I think that anything on the nature of business 15 

net-receipts tax will be incredibly nontransparent and 16 

could be incredibly more destructive than the curre nt 17 

system.   18 

Thank you.  19 

CHAIR PARSKY:  Thank you very much.   20 

Michael Shaw.   21 

CHAIR PARSKY:  It’s nice to see you again, 22 

Michael.  23 

MR. SHAW:  Thank you again, Mr. Chairman, 24 

Members of the Commission.  I will be real brief be cause  25 
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I don’t want to restate a lot of what I said on Wed nesday. 1 

But for those of you who were not able to be at the  2 

meeting in San Francisco, which I think was very 3 

productive, I wanted to restate a couple of things and 4 

also provide you with the case study that we used i n 5 

discussing that.  Joe Greenstreet, a CPA and a memb er of 6 

NFIB, was there.   7 

Our primary concerns are one of the ability to 8 

pay.  You know, I think it’s been stated already pr etty 9 

clear.  If you have an income, right under the curr ent 10 

system, you pay a tax; if you don’t have an income,  you 11 

don’t pay a tax.  Net business-receipts tax does no t take 12 

that into account.  And, obviously, as is highlight ed    13 

in the case study that Mr. Greenstreet provided on 14 

Wednesday, this business, a 30-year-old restaurant had a 15 

loss in 2008 of $58,619.  No income tax.  Under the  16 

business net-receipts tax, as we understand it, it would 17 

be about a $17,419 tax liability.  How is he going to   18 

pay $17,000 with money he doesn’t have is the quest ion.   19 

Also as Ms. Ito noted, there is a concern over 20 

the employee-employer relationship and the push to 21 

independent contractors.  And that creates a whole other 22 

set of issues for a small business, in that the sta te -- 23 

between the state and federal laws, there are proba bly 24 

half a dozen or more, close to ten different sets o f 25 
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criteria for determining who is and is not an indep endent 1 

contractor.  And so pushing people in that directio n 2 

through something like this a business net-receipts  tax, 3 

which we will assume for argument’s sake that that could 4 

lead to that type of activity, would create a host of 5 

other issues for small businesses, many which of wh ich 6 

start out as independent contractors, in that way.  We 7 

also have questions, and I believe we discussed thi s 8 

briefly last week regarding payroll taxes.  Benefit s are 9 

one thing.  If you’re including that as part of 10 

compensation and, therefore, excluding it from the 11 

purchases deduction, is a policy choice.  Obviously , in 12 

California and across the nation, there is a great   13 

crisis with regard to health care.  And so that is a 14 

political choice that will have to be made ultimate ly.   15 

But payroll taxes are a different matter.  16 

Payroll taxes are not a discretionary expense.  Whe ther  17 

or not to provide health care, 401(k) benefits, tho se are 18 

things that a business can decide.  But payroll tax es are 19 

not optional.  So we would strongly encourage, if y ou 20 

choose to not include compensation, wages, and/or 21 

benefits, that you would at least include the payro ll 22 

taxes, workers’ comp insurance, and other things th at are 23 

not optional in that category.  Because if you want  to   24 

do business in the state, those are things you have  to 25 
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provide.   1 

And that was all I had to say.  But I wanted   2 

to again thank the Commission for the time that the y’ve 3 

dedicated to this issue.  And, of course, we do wan t to 4 

recognize that the other potential offsetting reduc tions 5 

in the personal and corporate income taxes are thin gs  6 

that -- and the sales tax -- they are things that w e do 7 

need to take into account.   8 

And I think as we committed to do last 9 

Wednesday, we are more than happy to look at these 10 

examples and case studies in light of those issues and  11 

try and provide a richer and more accurate projecti on of 12 

how this overall change will affect small business.    13 

And to that degree, of course, the sooner and 14 

more in-depth information you can provide in terms of the 15 

rates and the thresholds and those types of issues would 16 

certainly speed that along.  17 

CHAIR PARSKY:  Thank you very much.   18 

Our last public-comment speaker is William 19 

Spillane.   20 

MR. SPILLANE:  Mr. Chairman, Commissioners, 21 

thank you.  A couple of general comments and then a  few 22 

specifically about the BNRT. 23 

Generally speaking, does anyone here know of 24 

anybody who spent $22 million on research on taxes in the 25 
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last few years?  Anybody?  $22 million research?   1 

We have.  We hired the best minds in the country 2 

and the best think tanks in the country to research  taxes. 3 

And once they did their research, the tax proposal wrote 4 

itself, starting with a blank sheet of paper.  5 

Nonpolitical.  Nonpartisan.  If somebody wants to m ake it 6 

partisan, that’s their problem.  We’re nonpartisan.    7 

And as a matter of fact, some of our leading 8 

consultants are on the left side of the aisle.  Dal e 9 

Jorgenson of Harvard -- “Mr. Tax USA” -- did a lot of 10 

research for us.  A gentleman from Boston Universit y, 11 

Lawrence Kotlikoff is on the left side of the aisle .   12 

The last think tank we hired to do our numbers, 13 

because there were so many lies about the FairTax.  Here’s 14 

a book just to rebut some of the lies.  Not all of them.  15 

It would take three books to rebut all the lies abo ut the 16 

FairTax.  So if you want an excuse to put your head  in  17 

the sand about the FairTax, they’re all in here.  T hey’re 18 

rebutted, but you don’t have to read the rebuttals.   Lots 19 

of excuses there.  20 

So we could get Kotlikoff, we could get       21 

Dr. Karen Walby here to talk to you.  The commissio ners 22 

need and deserve to hear about this.  It’s the solu tion  23 

to the state’s and the federal government.  It’s a simple 24 

sales tax.   25 
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The BNRT is too complicated.  It’s the “full 1 

employment act” for tax preparers and for tax attor neys.  2 

It’s outrageous.  It’s way too complicated.   3 

You’re talking about tax loss carryforward for 4 

essentially a sales tax?  A VAT is a sales tax, a 5 

complicated sales tax.  And this is a complicated s ales 6 

tax over the moon.  Thank you very much.   7 

Now, anybody who has played any ball -- 8 

football, baseball, whatever -- knows that every go od 9 

coach learns from his opponents.  And, boy, do we h ave 10 

opponents.  Every state around, every nation around  -- 11 

we’re in a competition.  So you learn from every op ponent. 12 

And when you’re down near the cellar, not quite in it --  13 

and that’s where we are in California -- you learn from 14 

the guy who is below you, in the bottom, but you  15 

certainly don’t duplicate Michigan.  You look to th e 16 

winners.  Who is winning?  Texas.  Florida.   17 

By the way, Texas created more new jobs last 18 

year than all the 49 states combined.  And if you w ill 19 

rent a U-Haul truck to take you and your family fro m 20 

San Francisco to Austin, it will cost you four time s what 21 

it cost for a return trip.  Think about that.  They ’ll 22 

charge you $2,500 or more.   23 

I just had the fellow in the lobby double-check 24 

my figures -- he came up with four times more -- to  rent  25 
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a U-Haul truck in San Francisco to haul your junk t o 1 

Austin, Texas, than it will cost you to rent a truc k in 2 

Austin, Texas -- the same truck -- for the same dis tance 3 

back to San Francisco.  Why is that?  People are go ing to 4 

Texas.   5 

Now, I’ve lived in Texas.  I’ve lived in 6 

Florida.  I’d rather live in California.  But the j obs  7 

are going there.  Why?  We’re screwing it up.   8 

So please give us the time to tell you what  9 

will solve the problem.  And it’s progressive.  We have   10 

a mechanism to make it progressive.  It’s called a 11 

rebate -- or a “pre-bate,” we call it, because it’s  an 12 

advance.  In California, it would be $90 for an adu lt,  13 

$30 for a child.  And it skews the tax rate like th at.  14 

It’s more progressive than our present income tax.  It’s 15 

beautiful.  And it’s all in the letter that I gave you 16 

about five weeks ago.  And that starts out, “Don’t spend 17 

good time after bad, or good money after bad,” in t he 18 

first sentence.   19 

You’ve done an admirable job.  You’ve worked  20 

very hard.  Let’s stick a fork in this turkey becau se  21 

this gentleman, the CPA from Woodland Hills and the  22 

shipbuilder from San Diego just really did a job on  it.   23 

So give up on this thing.  Go to something far 24 

superior, far simpler, far less costly, and it will  bring 25 
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jobs into California.  Because if you’re an investo r 1 

somewhere in the world and you find out that there are no 2 

taxes on investment in California, you’re coming he re.   3 

And unlike the BNRT, you’ll be able to export 4 

your products with no taxes included.  That’s what the 5 

Europeans do to us.  They have the VAT over there a nd  6 

they export to us with no VAT included.     7 

We have all of our embedded taxes in all of our 8 

products because of corporate taxes and payroll tax es 9 

included on all of our products.  We ship it to Eur ope, 10 

and they put the VAT on top of our taxes.  Incredib le.  11 

We’re not competitive over there.  We’re not compet itive 12 

here.  Let’s get serious.   13 

This will bring investment to California, it 14 

will bring jobs to California, and California will no 15 

longer be the caboose.  We’ll be up there in the to p of 16 

the leagues with Texas and Florida and the others t hat 17 

don’t have an income tax.   18 

So please schedule a little time for the 19 

FairTax, folks.  Please.   20 

Thank you.  21 

CHAIR PARSKY:  Thank you very much.   22 

That will complete this public workshop.   23 

Our planning group will get together at lunch 24 

and a little bit this afternoon to try to summarize  where 25 



 

 
 
 

 

 185 

 Commission on the 21st Century Economy – August 28, 2009 

 

 

Daniel P. Feldhaus, CSR, Inc.    916.682.9482 
 

we are.   1 

I want to thank the public and certainly thank 2 

all of our presenters here for a very informative  3 

session.  4 

Thank you all very much.      5 

         (The COTCE BNRT workshop concluded at 1:20  p.m.) 6 

--o0o— 7 
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