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SUBJECT:
CONCERNS REGARDING FINAL REPORT OF THE COMMISSION ON THE 21ST CENTURY ECONOMY

Dear President pro Tempore Steinberg, Speaker Bass, Minority Leader Hollingsworth, and Minority Leader Blakeslee:
The California Chamber of Commerce, on behalf of the below-listed coalition of employer organizations and businesses, supports the recommendation by the Commission on the 21st Century Economy that its final report undergo much further analysis in the special session. In particular, a number of fundamental questions remain about the proposal to adopt a new, untested tax on business, the business net receipts tax (BNRT), to offset revenue losses from flattening the personal income tax and eliminating the corporate income tax and the state portion of the sales tax.
We appreciate the efforts of the Commission on the 21st Century Economy in undertaking the difficult task of evaluating our tax system. We support the Commission recommendation of a stronger rainy day fund because we believe that volatility is primarily a spending problem rather than a revenue problem. We also applaud the Commission’s recognition that California’s high personal and corporate income tax rates and taxation of business inputs negatively impacts our economic growth and competitiveness. However, replacing these taxes with a new tax, absent a thorough understanding of its impacts, could have its own set of harmful consequences.

For example, is it fair and equitable to impose a significant tax even when there is no income, as BNRT would do? Imposing a tax without regard to profit or loss, would be like imposing a tax of $10,000 on a household, regardless of whether the household earned $30,000 or $100,000. The only other major tax similarly unfair was the property tax, which was the subject of a tax revolt 30 years ago when it became unaffordable for major parts of California society. High inflation then exacerbated the perceived unfairness of the property tax, which could also be the case for a BNRT.
Absent a full analysis of potential consequences of the business net receipts tax (BNRT) and how it interacts with the other proposed tax changes, it  will be impossible for businesses to determine its full implications. Based upon the information provided thus far, however, we have a number of serious concerns about the BNRT proposal which were not fully addressed in the final Commission report. The following are some of the key concerns that we believe should be included and addressed in the Legislature’s analysis:

· Rate and deductions unknown: We are concerned that 1) no tax rate or rate cap is specified in the proposed legislative language, and 2) many questions remain about the nature of the proposed specific deductions. Without this information, businesses will be unable to calculate the impact of the proposed BNRT. Moreover, we are concerned that the BNRT tax rate will be unknown and change from year to year during the proposed transition phase, creating uncertainty that is unmanageable for businesses. In order for the Legislature to understand the impact of this tax on companies and industries, the proposal must settle on a precise rate. We believe it is wrong to establish a new tax on businesses that leaves them in the dark about the rate during a transition or any other period. Additionally, the report is ambiguous about who will set the tax rate; we believe this is a clearly legislative function and should not be delegated to an administrative body. 
· No modeling of proposed BNRT rate. We are concerned about the risk that BNRT revenues may substantially deviate from the Commission’s projected estimates, and if so, whether future BNRT rate increases may be required, even exceeding the reputed four percent cap. Because the proposed BNRT base is extremely broad, even a slight rate change could result in significant additional tax liability for companies. Conversely, there appears to be no mechanism to adjust the rate if this tax generates far more revenue than anticipated. Thus, we believe a crucial part of the Legislature’s analysis should be to conduct independent modeling of the BNRT both backward and forward over several economic cycles (about ten years) to determine the ability of the BNRT to generate revenue and stem volatility.

· Revenues from federal government and out-of-state companies questionable. We are concerned that the cited $6.8 billion in revenues anticipated to be generated from federal deductions and out-of-state companies rest upon unreliable assumptions. Sales taxes paid by businesses are currently deductible from federal taxes and federal income tax liability will increase for taxpayers whose state income taxes are reduced. Moreover, application of the economic presence test to BNRT to create nexus with out-of-state companies is not supported by current case law precedent and could thus be subject to immediate court challenge. And to the extent the BNRT is embedded in the price of goods and services that are “exported” to other states and offshore, this price premium may make these products and services less competitive, which would reduce the overall economic benefit to the state.
· Harm to small businesses and consumers because of services tax. The Commission states that one of the purposes of the BNRT is to expand the tax base to include services. Of course, California services businesses pay all manner of income, payroll, sales, property and excise taxes, so we are concerned that an additional tax on services businesses will kill jobs in industries such as dry-cleaning and auto repair because the new tax will be difficult to pass on as a transactions tax and, if it is passed on, will result in a nearly four percent price jump for consumers. The small business exemption threshold is quite low, so will reflect a relatively miniscule part of the small business universe.
· Insufficient evidence that BNRT better than our current taxes. We are concerned about the lack of discussion regarding why the BNRT is a preferable tax policy to the current tax system, which is based either on profits, such as the personal and corporate income taxes, or is passed through as a tax on consumption, like the sales tax. By contrast, the BNRT may be imposed upon companies even when they are losing money, and cannot be passed on as a transactions tax. We are concerned that there is insufficient data that such tax burden shift will meet the goal of stemming volatility, let alone the goals of bolstering California’s economy and competitiveness.
· Danger that BNRT creates winners and losers. We are concerned about the potentially adverse impact of the BNRT on specific economic sectors and that winners and losers will be created. For example, businesses with low profit margins and high employee expenses presumably would be especially hard-hit, as would companies in a loss position. Additionally, it appears the BNRT may shift more of the tax burden onto small businesses, since many pay taxes under the personal income tax system, and would not benefit from elimination of the corporate income tax.
· BNRT is a tax on employees. As proposed by the Commission, the BNRT would not allow any deductions for the cost of employees, which would mean the BNRT amounts to a tax on employees. We are concerned this will kill California jobs by motivating companies to outsource jobs to other states and nations.

· Harm to startups. We believe there is a danger that the BNRT will be especially harmful to startups companies, since many could exceed the miniscule small business exemption threshold (for example, because employee costs are not deductible) and consequently still have to pay significant taxes though they have earned no or minimal profits. No other state would do that. California would go from being a start-up incubator to a start-up mortuary.
· California goods priced out in national and global markets. We are concerned the BNRT will undermine California’s ability to compete with other states and countries if the cost of exported California goods and services becomes substantially higher than those products offered by other states and countries, such as software. Additionally, the cost of doing business would increase for Californians, due to higher prices for purchases of other business services, such as advertising, accounting and janitorial services.
To conclude, we respectfully urge the Legislature to devote substantial time, without the pressure of any arbitrary deadlines, toward: 1) conducting a comprehensive analysis of the impact of replacing our current tax system with the business net receipts tax (BNRT) on California jobs and the economy; and 2) providing businesses and other impacted sectors with the opportunity to review and respond to this analysis of a sufficiently detailed proposal before moving the recommendations in any manner in legislation.

We, in the California business community, strongly believe that, ultimately, the solution to California’s revenue problems will only come from robust economic growth and job creation. Therefore, we believe restoration of jobs and the economy, and the strengthening of California’s competitiveness, should be the top priorities in evaluation of California’s tax system.

Sincerely,

California Chamber of Commerce

[Other coalition members]
cc:
Members, California State Legislature

