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Introduction

Introduction

This report has been prepared pursuant to
Resolution Chapter 70, Statutes of 1985 (ACR 17,
Bates), which requires the Legislative Analyst to
preparea biennial review of the state’s tax expen-
diture programs. These programs, as defined by

ACR 17, include the various tax exclusions, ex-

emptions, preferential tax rates, credits, and
deferrals which reduce the amount of revenues
collected from the state’s “basic” tax structure,
These provisions of law are called tax expenditure
programs (TEPs) because the benefits they convey
toindividuals and businesses make them similar
in their effects to direct governmental expendi-
ture programs. However; there is a major differ-
ence between these two types of programs —
namely, the “cost” of a tax expenditure program
is measured by reduced tax collections, rather
than by the level of expenditures authorized
through the normal legislative appropriations
process.

Thisreport is the third in the series of reports
we have issued pursuant to ACR 17. The initial
report was issued in January 1987, and included

two separate volumes. The first volume pro-

vided an overview of the 1987-88 tax expenditure
budget, and detailed reviews of selected individ-
ual tax expenditure programs. The second vol-
ume provided a compendium of the state’s indi-
vidual tax expenditure programs. The second
reportin the series was issued in December 1988,
and consisted of the 1988-89 tax expenditure
budget overview and detailed reviews of addi-
tional selected individual tax expenditure pro-
grams. This third report provides an overview of
the 1991-92 tax expenditure budget and a new
compendium of state tax expenditure programs.
The new compendium contains updated esti-
mates of the costs of tax expenditure programs,
and reflects the many tax law changes which
have occurred since the first compendium was
published in 1987.

Purpose of the Report

The objective of this report is to provide
information to the Legislature which will be of
use in reviewing the state’s tax expenditure budget.
Periodically reviewing tax expenditures has al-
ways made sense, given the billions of dollars in
foregone revenues that it costs to provide these
programs. This year, however, such review espe-
cially merits the Legislature’s attention given the
enormous budgetary imbalance facing the state.
As we discuss in our publication The 1991-92
Budget: Perspectives and Issues, one of the strate-
giesavailable to the Legislature in addressing the
state’sbudgetary imbalance is tomodify or elimi-
nate various existing tax expenditure programs.
This report provides information which will fa-
cilitate the Legislature’s efforts to make use of
this strategy.

Contents of the Report

This reportis divided into two sections. Part
One provides an overview of the state’s tax ex-
penditure budget for 1991-92. It summarizes the
estimated individual and collective costs of the
state’s TEPs, the changes in these costs since
1989-90, and how these costs compare to the
state’s direct expenditure budget. It also dis-
cusses the considerations involved in determin-
ing whether a tax expenditure program should
be modified or repealed.

Part Two is our detailed compendium of
California’s individual tax expenditure programs,
categorized by type of tax. Altogether, 268 tax
expenditure programs are identified in this com-
pendium,including 197 state-level programsand
71 local property tax programs. For each pro-
gram, the following information is provided:
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Dage 2

The legal authorization for each tax expen-
diture program. In most cases, this is a
reference to the California Revenue and
Taxation Code, although in some cases
the authorization is found in the Califor-
nia Constitution or other state statutes.
In those income tax programs which
partially or fully conform to federai law,
the appropriate federal code reference is
also provided. ‘

A description of the basic provisions of each
tax expenditure program, including the
conditions under which it applies.

The apparent rationale for each program.
In most cases, this rationale can be cate-
gorized as providing a fax incentive to en-
courage some type of economic behavior,
or as granting tax relief to certain groups
of individuals or businesses. We have
also identified certain cases where the
primary rationale is to facilitate the ad-
ministration of the tax itself.

The rationales cited for these programs
represent our attempt to identify what
the apparent logic is that justifies each
program’s establishment or continuation.
They should not be viewed as providing

any evidence as to a program’s cost-ef- -

fectiveness orits value to the public, how-
ever, as in many cases these issues have
not been evaluated.

The estimated cost of each program, as
measured by foregone tax revenues, for
the period 1989-90 through 1991-92 (if
available), In most cases, the estimates
shown have been provided by the state’s
major tax collection agencies (the Califor-
nia Franchise Tax Board and the Califor-

nia Board of Equalization) or the Depart-
mentof Finance. Inother cases, however,
the estimates have been developed di-
rectly by our own staff.

There are a significant number of pro-
grams for which no estimate is available,
duetodatalimitations. Inaddition, many
of the available estimates are subject to
significant margins or error.

» A program'’s statutory sunset date, if there -

is one.

» Any special comments about a program’s
underlying rationale, characteristics or
effectiveness we have identified that may
assisttheLegislatureand otherreadersin
understanding the program’s application
and impact.

In addition, the Appendix to the report lists
various tax expenditures which we have previ-
ously reviewed and our recommendations re-
garding them.
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Part One: Overview

Part One

Overview of the 1991-92
Tax Expenditure Budget

Introduction

This part of the report provides an overview
of the state’s tax expenditure budget for 1991-92,
It briefly discusses what the term “tax expendi-
ture” means and the issues involved in measur-
ing the dollar value of the state’s tax expenditure
budget. It next presents estimates of the state’s
revenue losses due to tax expenditures in 1991-
92, and compares these costs to the costs of direct
expenditures for the same period. Finally, it dis-
cusses how the Legislature can review these
programs as a part of its efforts to address the
state’s budgetary imbalance, and suggests crite-
ria to use in that review process.

What is a Tax
Expenditure?

In this report, taxexpendituresare defined as
in ACR 17 to include “the various tax exclusions,
exceptions, preferential tax rates, credits and de-
ferrals which reduce the amount of revenue coi-
lected from the state’s basic tax structure.” These
provisions are called tax expenditure programs
(TEPs) because the benefits they provide to indi-
viduals and businesses make them very much
like regular direct governmental expenditures,
except that they are paid for by reduced tax col-
lections rather than through the normal legisla-
tive appropriation process.

Obviously, inorder toapply ACR 17’s defini-
tion of tax expenditures, it is necessary to first
define the term “basic tax structure.” In general,
this report adopts a fairly broad view of the basic
tax structure, by including as taxexpendituresall
those programs that provide benefits on a rela-

tively wide-spread basis to taxpayers generally,
as well as those that provide benefits only on a
selective basis to cerfain taxpayers. This broad
view is used not because a more restrictive de-
finition of tax expenditures is necessarily incor-
rect, but rather in recognition of the fact that
individual legislators themselves have differing
views about exactly which tax provisions should
be defined as tax expenditures. Thus, by provid-
ing data on the complete menu of tax provisions
which are potentially classifiable as tax expendi-
tures, the report attempts to ensure that the
Legislature will have at its disposal all of the
information that might be needed in its review of
the tax expenditure budget. A brief description
of the basic tax structure for each tax appears at
the beginning of the report section dealing with
each tax, accompanied by an index of the TEPs
pertaining to it. An index of TEPs by selected
major subject areas appears at the end of the
report.

Measuring the Costs of
Tax Expenditures

In order to develop a “tax expenditure budget,”
the costs of the individual tax expenditure pro-
grams must first be determined. The costs of
TEPs normally are not directly observable, how-
ever, because they are funded not by direct ap-
propriations, butrather by uncollected revenues.
Therefore, these costs must be estimated. Three
main problemsare commonly encountered when
attempting to develop tax expenditure cost esti-
mates:
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Part One: Overview

» First, data limitations often make it difficult
to accurately identify the revenue losses from
individual tax expenditure programs. For
example, if certain types of income or
transactions do not need to be reported
for tax purposes, there may be noreliable
record of their magnitude and thus no
way of estimating how much revenue
their taxation would produce. Efforts to
overcome this problem through the use
of taxpayer surveys, special studies, and
data published by governments orindus-
try trade associations, normally are only
partially successful.

¢ Second, even when a reasonably accurate
direct revenue-loss estimateis available foran
individual tax expenditure, it often will over-
statewhat the net revenue gain would be from
eliminating it. This is because various
“secondary effects” result from eliminat-
ing tax expenditures, because of income
effects or behavioral changes they induce
in taxpayers. For example, the repeal of
the sales tax exemption on food items
would have the effect of reducing the
disposable income of taxpayers, to the
extent that taxpayers purchase approxi-
mately the same amount of food with or

Analysis of the 1991-92
Tax Expenditure Budget

This section discusses the size and composi-
tion of the 1991-92 tax expenditure budget, and
various issues which face the Legislature when
reviewing this budget.

Overall Size and Composition of
the Tax Expenditure Budget

Figure 1 summarizes the size and composi-
tion of the 1991-92 tax expenditure budget. This
budget includes 197 individual state tax expen-
diture programs, each of which is identified and
separately discussed in Part Two of thisreport.In
addition to these state-level TEPs, 71 state-estab-
lished local government property tax TEPs are
identified and discussed. (As explained below,

without the sales tax in place. This reduc-
tion in disposable income could, in turn,
result in a reduction in consumer spend-
ing on other items subject to the sales tax,
thereby partially offsetting the direct
revenue gain from eliminating the TEP.

e Third, one cannot simply add together the
revenue losses from individual tax expendi-
ture programs to obtain an accurate measure
of the cost of the total tax expenditure budget.
Rather, the total revenue gain that the
elimination of all tax expenditures would
produce can be either greater or less than
the sum of the revenue gains from indi-
vidual tax expenditures. This is because
of interactions among these different TEDs.
For example, eliminating the “basis ad-
justment” for inherited property would,
by putting some taxpayers into higher
marginal income tax brackets, increase
the revenue gain that a subsequent elim-
ination of certain itemized deductions
would produce.

Given the above, even the best possible esti-
mates of tax expenditure costs inevitably will
have shortcomings. With this qualification in
mind, we now turn to a discussion of the 1991-92
tax expenditure budget.

we have included these local property tax TEPs
because of the state costs which result from them.)

Size of the Tax Expenditure Budget. In order
to measure the dollar size of the tax expenditure
budget, we have relied primarily upon data pro-
vided to usby the California Franchise Tax Board
(which administers the personal income tax and
bank and corporation tax), the California Board
of Equalization (which administers all other state
taxes), and the California Department of Finance
(which conducts its own review of tax expendi-
ture programs). In the case of some TEPs for
which these agencies could not provide us with
costestimates, we have made our own estimates.
In spite of this, however, there remain a signifi-
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Figure 1

in 1991-92, by Major Program Category?
(dollars In mililons)

Personal income tax programs $13,360
Sales and use tax programs 4,199
Bank and corporation tax programs 1,757
Programs for other state taxes 611

Subtotals, all state tax programs $19,927
Locai property tax programs 2,859
Local shars of sales and use tax programs 1,733

Totals, all programs $24,519

* Detiil may not add 1o tomls due o ounding.

ldentifiable Revenue Losses From Tax Expenditure Programs

b Baged upon revenue estimatea published in January 1991 in the 1991-92 Governor's Budget.

67% 67%
25 21
32 9

6 3
38% 100%
16 —
26 _
32% —

cant number of TEPs for which no revenue-loss
estimate is available from any source, due to
current data limitations. As noted earlier, it also
must be stressed that even in the case of TEPs for
which we show cost estimates, significant error
margins accompany many of them due to the
measurement difficulties discussed above.

With these limitations in mind, Figure 1 indi-
cates that the 1991-92 estimated revenue loss
from tax expenditures totais at least $24.5 billion.
Of this amount, state-level programs where iden-
tifiable cost estimates are available account for
approximately $19.9 billion. In addition, the local
property tax TEPs result in local revenue losses
totaling $2.9 billion, of which about one-third
represents state costs (see discussion below), while
the local share of revenue losses from sales and
use tax TEPs totals about $1.7 billion. The actual
total cost of the tax expenditure budget is un-
known due to the many tax expenditure pro-
grams for which cost estimates currently do not
exist. Nevertheless, because cost estimates do
exist for most of the major TEPs, the $19.9 billion
figure gives a reasonable overall indication of the
general magnitude of the 1991-92 state-level tax
expenditure budget.

By comparison, the state's direct expendi-
ture budget for 1991-92, as proposed in January
1991 in the 1991-92 Governor’s Budget, totals $54
billion (excluding bond fund expenditures), in-
cluding $43 billion in General Fund expendi-
tures. Thus, the $19.9 billion state-level tax ex-
penditure budget is approximately 37 percent of
the state’s direct expenditure budget. This rela-
tionship is illustrated in Figure 2.

Figure 2
1991-92 State Tax Expenditure Budget

Compared to Direct Expenditures

Genaral Fund
Tax Expenditure
Expenditures Budget

{$19.9 billlon)

Special Fund
Expenditures
{$10.8 bilior)*

* As proposed In the 1991-92 Govemor's Budget .
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Part One: Overview

Composition of the Tax Expenditure Budget.
The composition of the 1991-92 state-level tax
expenditure budgetisillustrated in Figures 1and
3. As these figures indicate:

¢ Personal income tax TEPs amount to $13.4
billion, or approximately 67 percent of
total identifiable state tax expenditures.

¢ State sales and use tax TEPs amount to
$4.2 billion, or approximately 21 percent
of total identifiable state tax expendi-
tures.

e Bank and corporation tax TEFs amount
to $1.8 billion, or 9 percent of total iden-
tifiable state tax expenditures.

e TEPs related to other state-level taxes
amount to slightty over $600 million, or 3
percent of total identifiable state tax ex-
penditures.

Thus, personal income tax TEPs and sales
and use tax TEPs account for the largest dollar
shares of 1991-92 state tax expenditures. Figure 1
also shows that state TEPs amount to about 38
percent of projected 1991-92 state tax revenues,
with personal income TEPs equaling 67 percent
of projected personal income tax revenues, sales
and use tax TEPsequaling 25 percent of projected
sales and use tax revenues, and bank and corpo-
ration TEPs equaling 32 percent of projected
revenues from thissource. Given theabove, state-
level TEPs will reduce by about 27 percent the
amount of revenues which otherwise would be
produced by the basic tax structure in 1991-92.

In terms of the actual number of individual
TEPs, we have identified 268 programs, includ-
ing 84 for the personal income and bank and cor-
poration taxes, 84 for the sales and use taxes, 29
for other state taxes, and 71 for the local property
taxes.

Figure 3

Compaosition of the 1991-92 Identifiable State
Tax Expenditure Budget

- Personal Income Tax Programs $13.4 bilflon

@ Sales and Use Tax Programs 4.2 billion
Bank and Corporation Tax Programs 1.8 billlon
D Programs for Other State Taxes 0.5 billkon

Total, State Tax Expenditure Budget  $19.9 billlen

Page 6
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Major Individual Tax
Expenditure Programs

Figures 4 through 8 summarize, by tax, the
most significantindividual TEPs for which iden-
tifiable cost estimates are available.

Personal Income Tax TEPs. The largest per-
sonal income tax TEPs (Figure 4) are deductions
for mortgage interest expenses ($2.5 billion), income
exclusions for employer and employee contribu-

tions to pension plans ($2.2 billion} and for employ--

er contributions to health plans ($1.6 billion), the
standard deduction ($705 million), the income
exclusion of capital gains on the sale of resi-
dences ($611 million), deductions for charitable
contributions ($570 million), deductions for cer-
tain propertyand vehicle-related taxes paid ($538
million), and the income exclusion for social
security benefits ($540 million). Altogether, the
above programs amount to $9.2 billion and ac-
count for 69 percent of all personal income tax
TEPs. In totaling the costs of personal income tax
TEPs ($13.4 billion), we have excluded the per-
sonal exemption on the grounds that a strong
case exists for defining it as part of the “basic” tax
structure. In addition, we have included only
that portion of the standard deduction that is in
excess of thedeductibleexpenses which nonitem-
izing taxpayers could have claimed in the ab-
sence of the standard deduction. We have done
so because it is only this amount that the state
would collect in additional tax revenues if the
standard deduction were to be eliminated.

Bank and Corporation Tax TEPs. Thelargest
identifiable bank and corporation tax TEPs (Fig-
ure 5) are the special treatment of income from
Subchapter S corporations ($540 million), the
carry-forward of net operating losses ($474 mil-
lion},and the “water’sedge” treatment of income
of international corporations ($370 million). These
three programs account for $1 4 billion, or 77 per-
cent of total identifiable costs for bank and cor-
poration TEPs. However, other programs for
which revenue losses have not been identified,
such as accelerated depreciation, may be larger
in magnitude than some of those identified in
Figure 5.

Sales and Use Tax TEPs. The largest sales
and use tax TEPs (Figure 6} are the exemptions
for food products ($1.7 billion), and for gas, elec-
tricity, water, steam, and heat ($1.6billion). These
two programs account for 78 percent of the total
identifiable costs of sales and use tax TEPs. The
remaining 22 percent of identifiable costs are
attributable to about a dozen smaller programs.
However, there are over 70 additional sales and
use tax TEPs for which revenue-loss estimates
currently are not available.

TEPs for Other State Taxes. Of the remain-
ing state taxes, thelargest TEPs (Figure 7) include
the insurance tax exemption for nonprofit hospi-
tal service corporations ($450 million), the air-
craft jet fuel license tax exemption ($70 million),
the cigarette tax exemption for distributions to
the armned forces and Veterans' Administration
{$31 million), and the reduced insurance tax rate
for pension and profit-sharing plans ($27 mil-
lion).

Property Tax TEPs. The most significant
property tax TEPs (Figure 8) include the business
inventory exemption ($1 billion), the exemption
for furnishings and other personal effects ($935
million), the homeowners’ exemption ($361 mil-
lion), the exemption for property associated with
charitable nonprofit activities ($248 million}, and
the exemption for open-space lands ($156 mil-
lion). These and other estimates of property tax
TEPs presented in this report reflect the total
local revenue loss attributable to these programs.

Although property taxes are a local revenue
source, and therefore legislatively enacted ex-
emptions and preferential treatments under this
tax do not technically constitute state TEPs, they
do impose certain state costs. For example, prop-
erty tax TEPs reduce local property tax alloca-
tions to schools, and the state is required under
current law to replace the revenue lost to schools
with increased school apportionments. The state
also provides subventions to various other local
government entities to compensate them for
revenue losses from certain state-imposed TEPs,
such as the property tax exemptions for home-
owners and senior citizens. Itis for these reasons

Page 7



Part One: Overview

Figure 4

ldentifiahle State Revenue Losses from Personal Income Tax

Expenditure Programs in 1991-92

{dollars in millions)*
A. Exclusions and Exemptions from Reported Income
Pensicn contributions and earnings $2,230
Employer contributions to heaith plans 1,560
Capital gains on sales of residences {combined programs) 611
Social security benefits 540
Life insurance investment income 315
Interest on government debt obligations R
Capital gains for inherited property 240
Miscellaneous fringe benefits 180
Compensation for injuries or sickness 185
“Cafeteria plan” benefits 125
Employer contributions to life insurance 82
Unemployment insurance benefits 67
Mutual fund pass-through interest 57
Other programs with identifiable revenue effects 119
Subtotal $6,556
B. Adjustments to Reported Income
Confributions to saif-employed ratirement plans $137
Contributions to IRA accounts a5
Subiotal $232
C. Tax Deductions
Mortgate interest $2,475
Standard deductions 705
Charitable contributions 275
Certain property and vehicle taxes paid 538
Employee business and miscallanecus expenses 275
Medical and dental expenses 107
Carry-over of net operating losses 67
Other programs with identifiable revenue effects 99
Subtotal $4.838
D. Tax Cradits
Renters' credit $501
Dependent exemption credit 350
Child and dependent care sxpenses 178
Capital gains from sale or exchange of residental rental or farm property a9
Senior exemption credit 85
Low-income housing credit 44
Small employer heaith coverage 40
Cther programs with identifiable revenue effects 60
Subtotal $1,356
E. Other Programs
Special filing status for heads-of-households and surviving spouses $380
Total, Personal Income Tax Programs $13,360
= Detail may not add o tolals due 1o rounding. Personal exemption credits other than special benefits provided to heads-of-households and
surviving spouses have been exduded, on the grounds that they constitite part of the "basic lax structure.” The standard deduction
revenue loss is based on the amount by which standard deductions daimed exceed the iternized deductions which nonitemizers could
daim in the standand daeduction's absence.

-
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Figure 5
ldentifiable State Revenue Losses fram Bank and Corporation
Tax Expenditure Programs in 1991-92
{dollars in millions)
A. Exclusions and Exemptions from Reported Income
Water's-edge election $340
Tax-exempt corporations 72
Life insurance investment income 18
Subtoial $430.
B. Tax Deductions
Subchapter S corporations* $540
Net operating loss carry-forwards . 474
Expensing of exploration, development, research and experimental costs 70
" Charitable contributions o | 48
Percentage allowance for dapletion of minerals and other natural resources 26
Other programs with identifiable revenue effects 17
Subtotal $1.175
C. Tax Credits
Small employer heaith coverage $60
increased research and development expenses 45
Solar energy and energy conservation equipment 16
Low-income housing credit 10
Empiloyer child care credit 8
Other programs with identifiable revenue stfects 14
Subtotal $152
Total, Bank and Corporation Tax Programs $1,757
£ Ravenue loas shown is net of the personal income tax revenie gain generated by the required pass-through of Subchapter 5 eamings 1o
individual shareholders.

that we have included property tax TEPs in this
report. We do not separately identify the state
costs from these TEPs in our report, however,
because those payments show up in the state’s
direct expenditure budget (for example, as part
of the costs for state aid to K-12 school districts).
These state costs, however, amount to aboutone-
third of the local revenue loss from property tax
TEPs.

Issues Facing the Legislature With
Respect to the Tax Expenditure
Budget

In its annual budget deliberations, the Legis-

lature reviews the direct expenditure budget
through a process which requires existing pro-

grams and proposed adjustments to those pro-
grams to be justified in order to receive funding,.
In general, the tax expenditure budget escapes
this kind of regular review because (1} tax expen-
diture program costs do not require annual
appropriationsand (2) taxexpenditure programs
are less likely to face legislative adjustments once
enacted. Because of this lack of regular review,
TEP programs may be allowed to continue which
(1) are not cost-effective relative to their direct
expenditure alternatives, (2) may beor have been
demonstrated tobeineffectiveinmeeting legisla-
tive goals, or (3) may be in direct conflict with
current legislative goals.

In the context of the state’s current fiscal
difficulties, the review of tax expenditure pro-
grams can play an especially meaningful role. In
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|

Figure 6
Identifiable State Reveriue Losses from Sales and Use

Tax Expenditure Programs in 1991-92
{dollars In millions)

Food products ' $1.680

Gas, electricity, water, steam, and heat ’ 1,550
Prescription medicines 270
Agricultural feed, seeds, and fortilizers 139
Newspapers and periodicals 123
Candy and confectionary items 95
Custom computer programs 64
Sales of mobilehomes (various programs) 45
Bottied water - A
Leases of motion pictures . 27
Other programs with identifiable revenue effects v oL 175
Total, Sales and Use Tax Programs $4.199

* Estimated focal revenue kosses 1o dties, counties, ransit districts, and other jocal government agencies equal approxmalely 41 percent

of the state revenue losses shown, or approximately $1,733 milllon in total.

Figure 7

ldentifiable State Revenue Losses from Tax Expenditure'

Programs for Other Major State Taxes in 1991-82

(doilars in milllons)

Insurance tax exemption for nonprofit hospital service corporations $450
Aircraft jet tuel licanse tax exemption 70
Clgarette tax exemption for distributions to the armed forces and Veterans' Administration 31
Partial insurance tax axempiion for employee pension and profit sharing plans 27
Other pregrams with identifiable revenue effects a3

Total, Programs for Other State Taxes $611

Page 10

C



Part One: Overview

Figure 8

Expenditure Programs in 1991-92
{dollars in millions)

Business inventoties

apportionments.

Identifiable Local Revenue Lasses from Property Tax

$1,000

Household fumishings 935
Homeowners’ exemption 361
“Welfare” exemption (various programs) 248
Real property under an open-space contract 156
Real property used exclusively for religious worship purposes 64
Real property owned by private colleges and seminarios 57
COther programs with identifiable revenua effects 38
Total, property lax programs $2,959

4 Estimates reprasent total jocal revenue loss from TEFs and do not reflect partially offsetting state expendittres for K-14 school

our publication The 1991-92 Budget: Perspectives
and Issues, the review of tax expenditure pro-
grams is identified as one of a number of strate-
gies that the Legislature could use in addressing
the budget gap. In undertaking this type of re-
view, the objectives of each TEP must be re-
viewed and agreed upon, and second, a judg-
ment must be made regarding whether each TEP
is cost-effective, bothin its own right and relative
to other programs that the Legislature has an
interest in funding,

Determining TEP objectives and their prior-
ity. It is important for the Legislature to review
and agree upon each TEP's objective(s) because a
program’s effectiveness and economic efficiency
cannot be properly evaluated without its pur-
pose being known. As noted above, the underly-
ing rationales for most existing TEPs fall into
three general categories: (1) to provide tax relief
to specific individuals and /or businesses, (2) to
provide economic incentives to encourage cer-
tain types of private sector economic activity, or
(3) to simplify or reduce the costs of state tax
administration. In reviewing the taxexpenditure
budget, the Legislature needs to determine if the
apparent TEP rationales forindividual programs

which we have identified in Part Two of this
report are consistent with its current policy ob-
jectives and spending priorities.

Determining the Cost-Effectiveness of TEPs.
Assessing the overall cost-effectiveness of indi-
vidual TEPs involves determining whether their
objectives actually are being realized, whether a
TEP’s benefits exceed its revenue cost, and whether
there isa less costly way of providing these same
benefits (that is, whether the TEP is cost-effi-
cient). In this regard, we recommend that the
Legislature:

* Eliminate programs whose goals may be
consistent with those of the Legislature,
but which have been shown to be ineffec-
tive in influencing taxpayer behavior to
meet those goals.

» Eliminate all tax expenditure programs
which are not cost efficient, and where
appropriate replace them with either tax
expenditure or direct expenditure pro-

_ grams which can be designed to be cost
efficient.

* Maudify programs that provide untargeted
tax relief so that they target tax relief only
to those taxpayers who most need it.
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¢ Eliminate those tax expenditure programs expenditure budget, and in considering how to
which may be cost-efficient but whichare apply the strategy of modifying or deleting cer-
not as high a legislative priority as other tain tax expenditure programs to help address
(either direct expenditure or tax expendi- the state’s current budgetary imbalance. The
ture) programs. Appendix to this report lists various tax expendi-
ture programs which we have reviewed previ-
ously and our recomuendations regarding
them. ¢

Figure 9 summarizes the basic action steps
outlined above which we recommend the Legis-
lature follow in conducting its review of the tax

Figure 9

Action Steps for Legisiative Review of Tax Expenditures

Review and agree upon the basic rationales and objectives of individual tax expen-
diture programs, including whether their purpose is to:

» Provide tax relief to specific taxpayers.
+ Provide economic incentives to encourage certain types of taxpayer behavior.
+ Simplify or facilitate tax administration.

Review the available evidence on the overall effectiveness and economic efficiency
of individual TEPs.

Take the following actions with regard to individual TEPs:
» Eliminate TEPs whose rationales and objectives are no longer valid or of low priority.
« Eliminate or modify TEPs which are not accomplishing their objectiives.
« Eliminate TEPs which are not cost-efficient, even if they are effective, and if appro-
priate replace them with either tax expenditure or direct expenditure programs which

are cost-efficient.

* Modify inadequately targeted tax relief and incentive-oriented TEPs so that they are
better targeted to those who need or will respond to them, and so that “windfall

benefits to unintended taxpayers are eliminated.
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Income Taxes (PIT and B&C)

Income Taxes — An
Overview

This section deals with tax expenditure pro-
grams associated with taxes related to income
earned by individuals, businesses, and other
taxable entities. These taxes include the personal
income tax and the bank and corporation tax.

The Personal Income Tax

The personal income tax (PIT} is imposed on
income received by all California residents and
nonresidents to the extent they receive income
from sources within the state. It includes taxes on
wages and salaries, distributed profits from part-
nerships and sole proprietorships, capital gains,

u

stock dividends, and interest income. The per-
sonal income tax is paid by individuals, estates,
and trusts. State income taxes are deductible
when computing federal faxable income. Thus,
each dollar of state income taxes paid resultsina
partially offsetting reduction in federal income
tax liabilities, depending on a taxpayer’s federal
marginal income tax rate.

Determining Income Tax Liabilities. Figure
1 illustrates how income tax liabilities are com-
puted, including the role of the various catego-
ries of tax expenditures discussed in this report
in determining these liabilities. First, those tax
expenditure programs that represent income ex-
clusions, adjustments, and deductions are used
to reduce total income and arrive at California
taxable income. The appropriate tax rate is then
applied to California taxable income to arrive at
personal income tax liability before the applica-

Figure 1

Income from all
sources Federal AGI
Exclusions taxable income
exempt from
state tax
]
State taxable
= | Gross Income + income
axempt from
federal tax
|
Adjustments
- Calitornia AGI
]
— Federal
= |adjusted gross The greater
Income {AGI) of the
— Califomia
standard
deducation or
temized
daductions
b |
Califomnia
- taxable
Income

Determination of Personal Income Tax Liabilities

Califomia Total
taxable California tax
Income {labllity befare

the AMT

X | smetmxrae +

AMT (whare
applicable)

Callfomnia tax
liability before
credits

Final tax
liabillty

Tax cradits
- | (Inciuding the
personal and

dependancy
exemptions)

Total
Callfornia tax
liabllity before
the alternative
minimum tax

(AMT)
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Income Taxes (PIT and B&C)

tion of tax credits. These tax credits — another
category of tax expenditures — are then used to
reduce that tax liability on a dollar-for-dollar
basis. In certain cases, when a “high income”
taxpayer has a low tax liability due to significant
use of certain types of tax expenditures known as
tax preference items, an aliernative minimum tax
(AMT) must be paid in addition to the regular
income tax. In essence, the AMT serves to recap-
ture some of the taxes lost due to tax breaks
available primarily to high income taxpayers.
These amounts recaptured by the AMT are not
incorporated in the revenue loss estimates pre-
sented in this report.

Filing Status and Tax Rates. Taxpayers must
file their income tax return under one of the
following five filing categories: single person,
married person filing a separate return, married
person filing a joint return, single head of house-
hold, or surviving spouse. These categories, known
as filing status, determine the tax rate schedule
and the amount of certain deductions and ex-
emptions to which the taxpayer is entitled. Tax-
payers pay marginal tax rates ranging from 1
percent to 9.3 percent on their taxable income.
For example, a married couple would use the tax
schedule shown in Figure 2 in computing its 1990
tax liability.If the couple had taxable income of
$40,000, it would pay a tax (prior to credits) of
$1,286.

Under PIT, the boundaries of the income tax
brackets and certain tax exemptions and deduc-
tionsareadjusted upward annually (indexed) for
inflation.

Bank and Corporation Taxes

The bank and corporation (B&C) tax actually
refers to three separate taxes: the bank and
corporation franchise tax, the corporation in-
come tax, and the bank tax. All three taxes are
assessed on the “net income” or “profits” earned
by a taxpayer during the tax year. They are
assessed on profits from all sources including
business profits, dividends, interest, rent, royal-
ties, and capital gains (gains from the sale of
assets). Taxable profits are defined as gross in-
come less deductions for allowable business
expenses.

Determining the California Tax Base of
Businesses With Out-of-State Operations, Inter-
state and international corporations that earn
profits from non-California sources use the so-
called unitary apportionment formula to deter-
mine the amount of their profits which are sub-
ject to California tax. The unitary apportionment
formula uses three factors to determine Califor-
nia’s share of a corporation’s total profits. In
essence, a company multiplies its total profits by
the average of: its ratio of California property to
its total property, itsratio of California salesto its

Figure 2

$0 to $8,426 $0

8,426 to 19,970 84.26
19,970 o 31,514 315.14
31,514 to 43,750 776.90
43,750 to 55,292 1,511.086
55,292 and over 2,434.42

Persanal Income Tax Schedule for a Married Couple

+ + +

+

1.0% of income over $0

2.0% of income over 8,426
4.0% of income over 19,970
6.0% of income over 31,514
8.0% of income over 43,750

9.3% of income over 55,292
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total sales, and its ratio of California payroil toits
total payroll.

International corporations may use the uni-
tary apportionment formula in either of two dif-
ferent ways: (1) they may apply the formula
based upon their worldwide profits earned and
worldwide apportionment factors or (2) they may

apply the formula based on profits earned and -

factors determined within the United States only,
by making a “water’s edge” election.

Determining Tax Liabilities. Once a corpo-
ration’s taxable California profits are determined,
they are then subject to either the California
franchise tax or the California income tax. In
addition, the profits of banks are subject to the
separate bank tax.

The Bank and Corporation Franchise Tax.
The bank and corporation franchise tax is as-
sessed for the privilege of doing business in
California. It is required of all corporations {ex-
cept insurance companies which instead pay a
separate tax on premium sales), whether organ-
ized in California or out of state, which are ac-
tively engaged in any transaction for the purpose
of financial gain in California. Although the fran-
chise tax is called a privilege tax, rather than an
income tax, it is assessed at a 9.3 percent rate on
a corporation’s net income. Those corporations

" whose franchise tax liability when calculated in

this way is less than $800 must still pay a “mini-
mum franchise tax” of $800. Most of the busi-
nesses paying taxes in California pay the fran-
chise tax.

The Corporation Income Tax. The corpora-
tion income tax is assessed on those out-of-state
corporations which earnincome from California
sources, but are not considered to be doing busi-
ness in the state. Typically, these businesses do
not have factories or offices in the state, but
instead operate through agents or traveling sales
persons, The corporation income tax is nearly
identical to the franchise tax, as the tax liability is
derived by applying the same 9.3 percent rate to
the corporation’s net income. Corporations with
a tax liability less than $800, however, do not
have to pay the minimum franchise tax, as they
are not “doing business” in the state.

The Bank Tax. The bank tax is a surcharge in
addition to the franchise tax levied onbanksand
financial institutions doing business in Califor-
nia. This tax is levied in lieu of local property
taxes and business taxes from which banks are
exempt. The bank tax rate is calculated annually,
and is designed to yield the equivalent of the
average corporate tax liability for local property
and business taxes. This tax rate was equal t02.35
percent in 1990-91. ¢
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Capital Gains Exclusion for
Inherited Property

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 $200
1990-91 200
1991-92 200
Authorization

California Revenue and Taxation Code Sec-
tions 18031 and 18036, which partially conform
to federal Internal Revenue Code Section 1014.

Description

This program exempts from capital gains
taxation the appreciationin the value of property
which has occurred prior to the transfer of the
property from a decedent to an heir. Thus, the
heir's “basis” in the property, from which capital
gains will be measured, is adjusted upward to
equal the fair market value at the time of the
decedent’s death. Accordingly, taxes on the capi-
tal gains that materialize prior to the property
transfer are permanently forgiven.

Rationale

This program provides tax relief to heirs who
inherit property that has appreciated in value
while held by the deceased. The most commonly
cited rationale for this is that the estates of de-
ceased persons are themselves subject to taxa-
tion; thus, subjecting capital gains to taxation
would amount to a form of “double taxation” on
the estate.

Italso is frequently argued that, without this
program, heirs might need to sell their inherited
property to pay the tax on previously accumu-
lated capital gains.

Page 16

Comments

The rationale for this program has several
weaknesses. First, California currently imposes
two types of death taxes on property: (1) the
estate tax and (2) the generation-skipping trans-
fer tax. However, neither of these taxes imposes
any real burden on California taxpayers, because
both represent so-called “pick-up” taxes that simply
collect a tax that would otherwise go to the
federal government. That is, they merely enable
California. to take: maximum advantage of the
federal credits that are allowed for state- taxes

- paid, at no cost to California taxpayers.

Second, the concern that heirs might need to
sell their inherited property in order to pay capi-
tal gains taxes can be dealt with directly by a tax-
deferral program. A tax-forgiveness program is
not necessary to address this concern. %
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Capital Gains Exclusion on
the Sale of a Residence for

Taxpayers over Age 55
Program Type: PIT only
Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 $130
1990-91 140
1991-92 150
Authorization

California Revenue and Taxation Code Sec-
tion 17131, which conforms to federal Internal
Revenue Code Section 121.

Description

This program allows a $125,000 once-in-a-
lifetime exclusion of capital gains on the saleof a
principal residence for taxpayers over the age of
55. In order to qualify for the exclusion, the
taxpayer must have used the property as his/her
principal residence for at least three years.

Rationale

This program provides tax relief to older
persons who decide to sell their residences. The
program has the effect of shielding certain older
taxpayers from heavy tax burdens when they
decide to either become renters or to purchase
small owner-occupied units, such as condomini-
ums. Because of persistent increases over time in
housing and rental costs, some of these taxpayers
might find it difficult to provide adequately for
their housing needs if the exclusion were not
available.

Comments

This program initially was introduced at the
federallevelin 1964, and was confined to taxpay-
ers 65 or older and to homes sold for $20,000 or
less. Since that time, its provisions have been
significantly broadened.

Without this one-time exclusion program,
some older taxpayers would be discouraged from
ever selling their homes because of the large
capital gains taxes that might result. This is be-
cause they would notbe able to fully shelter their
capital gains under the deferral program (see
following program) if they chose either to rent or
to purchase a new housing unit that was less
expensive than the old one. Thus, this program
encourages more efficient housing decisions by
the elderly since it removes a financial disincen-
tive for them to sell their home and moveinto a
smaller unit. However, the exclusion also con-
verts the continuing interest-free loan on tax
liabilities under the deferral program (discussed
next) into a permanent forgiveness of tax liabili-
ties. Thus, this program compounds the favor-
able tax treatment given housing relative to other
investments. ¢
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Deferral of Capital Gains on
the Sale of Principal
Residences

Program Type: PIT only

Estimated Revenue Loss
(doilars in millions)
PIT
Fiscal Year Amount
1989-90 $410
1990-91 430
1991-92 460
Authorization

~ California Revenue and Taxation Code Sec-
tion 18031, which partially conforms to federal
Internal Revenue Code Section 1034.

Description

This program allows taxpayers to defer rec-
ognizing capital gains on the sale of their princi-
pal residence when a replacement residence of
equal or greater value is purchased within two
years. However, taxpayers must reduce their
“basis” in the new residence by the amount of the
unrecognized capital gain.

Rationale

This program provides tax relief to home-
owners who sell their residences and purchase
another. Its underlying intent is to avoid putting
an additional burden on persons who must nec-
essarily sell homes because of such factors as an
increase in family size or an employment change.
Without this program, families facing such “in-
voluntary conversions” might face undue hard-
ship in acquiring satisfactory or comparable
housing.

Page 18

The program also provides an incentive for
individuals in the economy to invest more of
their money in housing, since it gives home
ownership a competitive advantage over other
types of investments. This is because a portion of
the capital gains from most other types of assets
is taxed when the assets are sold. ¢
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Deferral of Capital Gains
from Housing Sales to Low-
Income Residents

Program Type: PIT and B&C

Estimated Revenue Loss
{dollars in millions)
PIT B&C
Fiscal Year Amount Amount

1989-90 NA NA

1990-91 $1 $1

1991-92 i 1
Authorization

California Revenue and Taxation Code Sec-

tions 18041.5 and 24955.
Description

. This program allows taxpayers to exclude
from taxable income their capital gains from the
sale of government-assisted low-income housing
units to low-income tenants. In order to qualify
for the exclusion, a majority of the housing units
sold must remain in use by low-income tenants
for either 30 years from the date of sale or for the
remaining term of existing federal government
financial assistance, whichever is longer. In ad-
dition, the taxpayer must reinvest all of the pro-
ceeds from the sale in residential property other
than a personal residence. The taxpayer's “ba-
sis” in the new residential property is reduced by
the amount of the gain from the sale, resulting in
a tax deferral rather than permanent tax forgive-
ness.

Rationale

This program provides an incentive for owners
of low-income housing that has been subsidized
by the federal government, to sell the property to
low-income tenants for continued use as low-
income housing, rather than sell it for other pur-
poses or convert it to other purposes upon termi-
nation of the federal subsidy. It does this by pro-

viding for a tax-deferral on the gain from that
sale. This deferral of the tax liability amounts to
aninterest-free loan from the government, which
increases the economic gain from the property
sale.

Comments

In the 1960s, the federal government pro--
vided low-interest loans and rent subsidies through
various programs administered by the federal
Housing and Urban Development Department
(HUD) and Farmers’ Home Administration
(FaHA). In return, private developers and own-
ers agreed to build or operate rental projects
which were protected by low-income use restric-
tions. In order to stimulate private sector partici-
pation, the owners were given the option to
terminate their contracts prior to the loan matur-
ity dates. As owners exercise their options to sell
and /or federal subsidy periods expire, the units
may be sold or converted to market-rate units,
thereby displacing low-income tenants and re-
ducing the state’s supply of affordable low-in-
come housing.

This is a newly enacted program created by
Ch 1436/90 (SB 1286, Seymour). %
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Exclusion for Employer-
Sponsored Educational
Assistance Programs

Program Type: PIT only
Sunset Date: December 31,1991

Estimated Revenue Loss
{dollars in millions)
’ PIT
Fiscal Year Amount
1989-90 : NA
1990-91 $15
1991-92 18
Authorization

California Revenue and Taxation Code Sec-
tion 17151, which partially conforms to federal
Internal Revenue Code Section 127.

Description

This program allows taxpayers to exclude
from their gross income contributions made to
qualified educational assistance programs by their
employers on their behalf. The amount which
may beexcluded under this programis limited to
$5,250 annually. Inorder to qualify for this exclu-
sion, the educational program must be provided
for the exclusive benefit of employees and their
dependents, and comply with various federal
rules to ensure nondiscrimination in favor of
highly compensated employees.

Rationale

This program provides an incentive for
employers to provide and employees to accept
contributionsto educational assistance programs
in lieu of taxable monetary compensation. Thisis
because a given level of contributions is worth
more to employees on an after-tax basis than an
equivalent amount of taxable income.

Page 20

Comments

This program conforms to an identical fed-
eral program, except that the federal program
provides an exclusion from 1988 through 1991.
In contrast, California law provides for theexclu-
sion in 1988, 1990 and 1991. ¢
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Exclusion for Employer-Paid
Group Legal Assistance

Program Type: PIT only
Sunset Date: December 31, 1991

Estimated Revenue Loss
(dollars in millions)
PIT
Fiscal Year Amount
1989-90 NA
1990-91 $5
1991-92 5
Authorization

California Revenue and Taxation Code Sec-
tion 17157, which partially conforms to Internail
Revenue Code Section 120.

Description

This program allows taxpayers to exclude
from gross income contributions made to quali-
fied group legal assistance programs by their
employers on their behalf, up to a maximum
amount of $70 per year. In addition, in order to
qualify for this exclusion, the assistance program
must be provided for the exclusive benefit of
employees and their dependents, and comply
with various federal rules to ensure nondiscrimi-
nation in favor of highly compensated employ-
ees.

Rationale

This program provides an incentive for
employers to provide and employees to accept
contributions to group legal assistance prograims
in lieu of monetary compensation. This is be-
cause a given contribution to such a program is
worth more to employees on an after-tax basis
than an equivalent amount of taxable income.

Comments

This program conforms to an identical fed-
eral program, except that the federal program
provides an exclusion from 1988 through 1991.
In contrast, California law provides for theexclu-
sion in 1988, 1990, and 1991, ¢
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Tax Exemption for
Unemployment
Insurance Benefits

Program Type: PIT only

Estimated Revenue Loss
(dollars in millions)

PIT
Fiscal Year Amount

1989-90 $59

1990-91 63

1991-92 67

Authorization

California Revenue and Taxation Code Sec-
tion 17083.

Description

This program exempts unemploymeht com-
pensation from the recipient’s gross income.

Rationale

Several reasons are often mentioned for the
tax relief provided by this program. One is that
legislatively provided social welfare benefits
should not be taxed, since they have been struc-
tured to provide specific amounts of after-tax
purchasing power to recipients. A second is that
paying taxes on such benefits could be an espe-
cially onerous burden on jobless individuals,
who often have trouble paying for basic necessi-
ties such as housing, food and clothing. A third is
that, because California does not permitemploy-
ers to deduct their unemployment insurance taxes
as a business expense, the taxation of unemploy-
mentbenefits would amounttoaformof “double
taxation.”

Comments

State law does not conform to federal provi-
sions, as contained in the 1986 Federal Tax Re-
form Act, which require certain taxpayers to

include their unemployment compensation as
gross income. The intent of the federal require-

" mentis to treat government-paid unemployment

benefits more like privately provided unemploy-
ment compensation benefits. The latter are fully
taxable to recipients to the extent that they ex-
ceed prior contributions.

The subsidy provided by the program is
worth disproportionately more to higher-income
households, due to their higher marginal income
tax rates. Economists argue that a side-effect of
this program is that it provides a disincentive for
certain unemployed persons to seek jobs, since it
reduces the after-tax cost of being unemployed.
This is particularly relevant in such cases as
unemployed spouses of moderate- to high-in-
come taxpayers, whose economic need for jobs
often is much less pressing than for lower-in-
come individuals. %
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Tax Exemption for Employer
Contributions to Health
Plans

Program Type: PIT only'

Estimated Revenue Loss
(dollars in millions)
PIT
Fiscal Year Amount
1989-90 $1,200
1990-91 1,365
1991-92 1,560
Authorization

California Revenue and Taxation Code Sec-
tion 17131, which conforms to federal Internal
Revenue Code Section 106.

Description

This program exempts employer contribu-
tions to accident and health plans from the gross
income of employees.

Rationale

This program provides tax relief to all indi-
viduals whose employers contribute to the costs
of accident and health plans that provide com-
pensation for sickness and injury. The most
commonly advanced rationale for this is that
paying taxes on these noncash benefits would
impose a hardship on many taxpayers.

In addition, the program provides both
employers and employees with an incentive to
make health insurance a standard part of the
employees’ compensation package. Many people
argue that this is a desirable social goal, because
it provides security to workers and reduces the
need for the government itself to provide health
care programs.

Comments

It has been reported that three-fourths of all
persons with private health coverage in the United
States participate in employer-subsidized plans
such as those that qualify under this program.

The consensus of economists is that state and
federal programs like this one have contributed
significantly to shifting the mix of employee
compensation away from wages and salary in-
come in favor of nonmonetary fringe benefits. In
fact, some economists believe that the subsidy
provided by these programs has reduced the
after-tax cost of health care to such a degree that
there is excessive use of health care services by
those with employer-subsidized health plans (such
as unnecessary doctor visits and excessive use of
prescription medications and laboratory tests).
Tothe extent that thisis true, these programs can
result in a misallocation of econornic resources
and the escalation of health care costs. (For a
discussion of these issues see, for example, Henry
J. Aaron and Harvey Galper, Assessing Tax Re-
form, The Brookings Institution, 1985, especially
pages 4-5).

In addition, these programs provide propor-
tionately greater benefits to higher-income tax-
payers. This is because higher-income taxpayers
have higher marginal income tax rates. Further,
they participate in employer-subsidized health
care plans to a greater extent than do lower-
income taxpayers. ¢
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Income Taxes (PIT and B&C)

Tax Exemption for Employer
Contributions to Pension
Plans

Program Type: PIT only

Estimated Revenue Loss
(dollars in millions)
PIT
Fiscal Year Amount
1989-90 $2,060
1990-91 2,140
1991-92 2,230
Authorization

California Revenue and Taxation Code Sec-
tion 17501, which conforms to federal Internal
Revenue Code Sections 401 through 404.

Description

This program exempts employer contribu-
tions to qualified retirement plans and simplified
employee pension plans (SEPs) from the gross
income of employees, subject to certain condi-
tions. (Employees do, however, eventually have
to pay tax on that portion of the retirement bene-
fits they receive which were funded through
employer contributions.) In general, the allow-
able annual contribution that can be excluded
from gross income is limited to the lesser of 25
percent of the taxpayer’s compensation, or $30,000.

Rationale

This program provides tax relief to persons
who receive income in the form of employer
contributions to their pension plans. This tax
relief is in the form of a tax deferral, since these
persons eventually are subject to paying taxeson
the retirement benefits they receive. The under-
lying rationale for the program is that persons
should not have to pay taxes on income until this
income actually is received.
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Comments

In the long run, the tax deferral provided by
this program has a net cost to the state. This is
because most persons are in lower marginal in-
come tax brackets after retirement, compared to
their working years, when their employers were
contributing to their retirement plans. In addi-
tion, the present value of the deferred taxesisless
than the value of the taxes that the state would
have received if they had been paid at the time of
the employer contributions.

The amounts shown above include the reve-
nue losses associated with the exclusion for
employee contributions to qualified retirement
and salary reduction plans (see following pro-
gram). ¢



Income Taxes (PIT and B&C)

Exclusion for Employee
Contributions to Qualified
Retirement and Salary
Reduction Plans

Program Type: PIT only

Estimated Revenue Loss
(dollars in millions)
PIT
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-~
tion 17501, which conforms to Internal Revenue
Code Section 401 through 404, and 408,

Description

This program allows an exclusion from gross
income for a taxpayer’s contributions to a quali-
fied employer-sponsored retirement plan, a sim-
plified employee pension plan (SEP), or a cash or
defined arrangement (CODA) such as a 401(k),
403(b}, or457. Taxpayer contributions toaCODA
arelimited annually toa$7,979 as of 1990, butcan
be increased under special circumstances.

Rationale

This program provides individuals with an
incentive to participate in employer-sponsored
retirement plans and salary reduction plans by
permitting them to defer taxes on their contribu-
tions until they are “withdrawn” as benefits after
retirement. Specifically, this deferral reduces the
cost of funding a specified level of retirement
benefits, because the present value of taxes paid
upon the withdrawal of benefits would be less
than the present value of taxes paid when the
contributions are made. Inaddition, the program
provides a further tax reduction to such indi-

viduals to the extent that their marginal tax rates
are lower when they retire and receive retire-
mentdistributions compared to when they made
the contributions.

Comments

California has been in conformity with fed-
eral law since 1987.

Revenue loss estimates for this tax expendi-
ture program are included in the revenueloss es-
timates for the exemption for employer contribu-
tions to pension plans (see previous program). ¢
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Income Taxes (PIT and B&C)

Tax Exemption for Social
Security Benefits

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 $500
1990-91 515
1991-92 540
Authorization

California Revenue and Taxation Code Sec-
tion 17087.

Description

This program exempts social security bene-
fits and federal railroad retirement benefits from
the recipient’s gross income.

Rationale
This program provides tax relief to social
security and railroad retirement recipients, the

apparent rationale being to protect the refire-
ment income of elderly individuals.

Comments

Federal law provides for the partial taxation
of social security and railroad retirement bene-
fits. The amount of these benefits that must be
reported as income equals the lesser of one-half
of the benefits received, or one-half of the excess
of the taxpayer’s “combined income” (as de-
fined) over a specified base amount. This partial
taxation was adopted at the federal level to put
social security benefits more on a par with other
types of pension benefits, which are taxable only
to the extent that the annuity or pension received
exceeds a taxpayer’s own, direct contributions.
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Because the exclusion of social security bene-
fits from income is worth more to taxpayers as
their marginal tax rates rise, social security re-
cipients with substantial amounts of taxable in-
come from other sources reap the greatest bene-
fits from this state program. ¢
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Income Taxes (PIT and B&C)

Tax Exemption for Employer
Contributions to Life
Insurance

Program Type: PIT only

Estimated Revenue Loss
(dollars in millions)
PIT
Fiscal Year Amount
1989-90 - $74
1990-91 78
1991-92 82
Authorization

California Revenue and Taxation Code Sec-
tion 17081, which conforms to federal Internal
Revenue Code Section 79.

Description

This program exempts from employees’ gross
income that portion of employer contributions to
group-term-life insurance policies associated with
the first $50,000 in individual coverage. Also
exempt are contributions to life insurance poli-
cies which specify that the beneficiary is the
employer ora charitable organization, and insur-
ance contributions under a qualified pension or
profit-sharing plan.

Rationale

This program, by subsidizing the cost of life
insurance, provides tax relief to policyholders
and an incentive for employees and employers to
incorporate life insurance coverage into their
compensation packages. According to federal
reports, the original rationale for the federal
program {to which California conforms} was two-
fold. First, it was believed that there were diffi-
culties in properly apportioning life insurance
premium costs among individual employees, since

premium costs depend on such factors as age,

health, and related mortality factors (this is no
longer perceived as a serious problem). Second,
it was believed that life insurance benefits would
help keep family units intact upon death of the
primary breadwinner.

Comments

Higher-income taxpayers benefit dispropor-
tionately under this program, both because of
their higher marginal tax rates, and because
employer-paid insurance is most commonly
provided for management-level employees.

Life insurance proceeds themselves are not .
taxed (see following program). Thus, the provi-
sion of life insurance as a fringe benefit is com- -
pletely tax exempt for many individuals. How-
ever, life insurance purchased by self-employed
individuals, or by individuals whose employers
do not make premium contributions, receive no
tax break comparabie to this program. 9
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Income Taxes (PIT and B&C)

Tax Exemption for
Investments in Life
Insurance and Annuity
Contracts

Progrvam Type: PIT and B&C

Estimated Revenue Loss
{dollars in millions)
PIT B&C
Fiscal Year Amount Amount
1989-90 $260 $18
1990-91 280 18
1991-92 315 18
Authorization

California Revenue and Taxation Code Sec-
tions 17131, 17131.5, and 24305, which conform
to federal Internal Revenue Code Section 101,
and California Revenue and Taxation Code Sec-
tions 17801, 17805, and 24302, which partially
conform to federal Internal Revenue Code Sec-
tion 72.

Description

This program allows an exclusion from gross
income for the proceedsreceived by a beneficiary
from the life insurance policy of a deceased per-
son. Any interest component of such proceeds is
taxable and must be included in gross income.
Howver, surviving spouses of a decedent-in-
sured who died before October 23, 1986 may ex-
clude $1,000 of such interest annually. If the pro-
ceeds are received under circumstances other
than death, then only the original investment in
the contract (for example, aggregate premium
and any other consideration paid) is excludable
from gross income.
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Rationale

This program provides tax relief to persons
who have been designated as beneficiaries of
deceased persons’ life insurance policies. To the
extent that these beneficiaries were financially
dependenton thedeceased, the program helps to
stabilize their economic situations.

Comments

Higher-incomeindividualsarelikely tobene-
fit disproportionately from this program, since
insurance coverage tends to be positively corre-
lated with income, and high-income taxpayers
are in the highest marginal income tax brackets.
With few exceptions, California has been in con-
formity with federal law since 1987.

Beginning in 1991, CH 1387/90 (AB 2663,
Peace) makes amounts received under a “living
benefits” contract excludable from gross income.
These types of contract arrangements can be
made in situations in which the insured, under a
life insurance policy, has a catastrophic or life-
threatening illness or condition. Consequently,
the policy owner gives up or transfers theright to
receive death benefits under the policy in ex-
change for compensation amounting to less than
the death benefits. ¥



Income Taxes (PIT and B&C)

Tax Exemption for Interest
on Government Debt
Obligations

-

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 $210
1990-91 240
1991-92 275
Authorization

California State Constitution, Article XIII,
Section 26, and California Revenue and Taxation
Code Sections 17133, 17143, and 17145, which
partially conforms to Internal Revenue Code
Section 852.

Description

This program exempts from gross income
the interest income earned on certain debtobliga-
tions issued by the U.S. government, the District

of Columbia, and California state and local gov--

ernment entities. In addition, the interest re-
ceived from a mutual fund also is tax exempt if
government obligations (California state and local
governments and the federal government) com-
prise 50 percentor more of the fund’s portfolioor
of a series of assets within the portfolio.

Rationale

This program subsidizes the costs of govern-
mental borrowing, by providing tax relief to
investors who purchase qualifying debt obliga-
tions issued by California governments or by the
federal government. This tax relief encourages
investorstoacceptlowerinterestreturnson these
obligations which, in turn, reduces the debt-
servicing costs of these debt-issuing governmen-
tal entities. Inaddition, the program providesan

incentive for certain investors to purchase more
government-issued debt than they otherwise
would. Asa resultof these factors, governments
are better able to finance needed public outlays.

Comments

While the interest on qualifying obligations
is tax exempt, any capital gains on the sale of such
tax-exempt obligations must be reported as in-
come.

Despite the widespread use and long history
of tax-exempt financing, considerable controversy
surrounds the continued broad-based use of
programs like this. One reason for this involves
the popularity of subsidized debt to finance projects
which are not stricly “governmental” in nature,
such as industrial projects and home purchases.
Another reason is that many economists view
tax-exempt borrowing as an inefficient means of
subsidizing governmental projects, because a
portion of the foregone tax revenues end up in
the hands of high-income investors. Fora discus-
sion of these and other related issues regarding
this program, see The Use of Tax-Exempt Bonds in
California: Policy Issues and Recommendations,
Legislative Analyst’s Office, State of California,
December 1982, 355 pages.

The revenue loss figures shown above only
include losses from outstanding state and local
obligations, and mutual fund pass-through inter-
est dividends. No loss figure is included for
federal debt obligations since federal law itself
prohibits states from taxing the interest on U.S.
government debt obligations. %
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Income Taxes (PIT and B&C)

Tax Exemption for
Compensation for Injuries
or Sickness

Program Type: PIT only

Estimnated Revenue Loss
{dollars in millions)
pIr
Fiscal Year Amount
1989-90 $145
1990-91 150
1991-92 155
Authorization

California Revenue and Taxation Code Sec-
tion 17131, which conforms to federal Internal
Revenue Code Section 104.

Description

This program allows taxpayers to exclude
from their gross income the compensation they
receive from workers’ compensation, accident
insurance, and health insurance, due to sickness
orinjuries. Theexemptionalsocovers theamount
of any compensatory damages awarded for injury
or sickness, regardless of whether the award is
made under an in-court or out-of-court settle-
ment or whether the taxpayer receives a lump-
sum award or installment payments. (However,
punitivedamagesare taxable.} Inaddition, certain
amounts paid by an employer to reimburse an
employee for expenses incurred for the care of
the employee, the employee’s spouse, or the
employee’s dependents are tax exempt.

Rationale

This program provides tax relief to qualified
taxpayers on the grounds that sickness or injury
often imposes economic hardship and can limit
the ability of individuals to pay for such basic
necessities as housing, food and clothing. Under

Page 30

these conditions, taxes on compensation for inju-
ries or sickness are viewed as a particularly oner-
ous burden.

Comments

This program covers the disability benefits
received under the California Unemployment
Insurance Law, but does not apply to amounts
received as reimbursement for medical expenses
claimed as tax deductions in prior years. ¥

)
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Income Taxes (PIT and B&C)

Tax Exemption for
Compensation for
Slander or Libel

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)

PIT

Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 17131, which conforms to federal Internal
Revenue Code Section 1{4.

Description

This program allows taxpayers to exclude
from their gross income the compensation they
receive for slander orlibel of personal reputation.
The exemption applies to the amount of any
compensatory damages awarded, regardless of
whether the award is made under an in-court or
out-of-court settlement or whether the taxpayer
receives a lump-sum award or installment
payments. Punitive damages, however, must be
included as taxable income.

Rationale

This program provides tax relief to qualified
taxpayers on the grounds that economic hard-
ship could result from slander or libel of a per-
sonal reputation. For example, a person whose
reputation is damaged because of slander may
have difficulty obtaining a job or qualifying fora
loan.

Comments

The federal tax exemption for compensation
for slander or libel (to which California con-
forms) is not specifically mentioned in the Inter-
nal Revenue Code. However, the IRS allows a tax
exemnption for such compensation, based on court
decisions which point toits similarity to compen-
sation for other types of personal injuries which
are specified in the code as tax exempt. @
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Income Taxes (PIT and B&C)

Tax Exemption for Employee
Death Benefits

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 $2
199(-91 2
199192 2
Authorization

California Revenue and Taxation Code Sec-
tion 17131, which conforms to federal Internal
Revenue Code Section 101 (b).

Description

This program allows up to $5,000 in death
benefits paid by an employer to be exciuded from
the gross income of a deceased person’s benefici-
aries or estate.

Rationale

This program provides tax relief to a dece-
dent'sbeneficiariesundertherationalethatdeath
benefits often are used by such individuals to
adjust to the economic hardships caused by the
death of decedents, and to cover death-related
expenses (such as burial costs).

Comments

The $5,000 limitation on excludabile benefits
applies regardless of the number of employers
involved.

California conformed in 1985 to a 1984 fed-
eral law change which extended this program to
certain benefits paid on behalf of self-employed
individuals. ¥

Tax Exemption for Meals
and Lodging Furnished by
an Employer

Program Type: PIT only

Estimated Revenue Loss
(dollars in millions)
PIT
Fiscal Year Amount
1989-90 $33
1990-21 33
1991-92 33
Authorization

California Revenue and Taxation Code Sec-
tion 17131, which conforms to federal Internal
Revenue Code Section 119,

Description

This program allows taxpayers to exclude
from gross income the value of meals and lodg-
ing furnished by an employer (other than the
military). Toqualify for the exemption, the meals
or lodging must be provided at the employer’s
place of business and for the convenience of the
employer. In addition, for the value of lodging to
be exempt, the taxpayer must be required to
accept the employer-provided lodging as a con-
dition of employment. This means that the tax-
payer must accept the lodging in order to carry
out the duties of his or her job. However, if the
employer provides a cash allowance or reim-
bursement for meals or lodging, the taxpayer
must include this amount in reported gross in-
come,

Rationale

This program provides tax relief to taxpay-
ers who are required to live in or eat at facilities
which are owned by their employers. The pri-
mary rationale for the program is to simplify tax
administration. For example, the value to an
employee of employer-provided meals or lodg-
ing is often difficult to establish. In addition, the
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lodging provided by an employer may simply
duplicate rather than substitute for private quar-
ters, in which case its value to the employee
would be negligible.

Comments

In some cases, such as a live-in housekeeper
or resident apartment manager, employer-fur-
nished meals and lodging may represent a large
portion of the employee’s total compensation. To
the extent that the employee’s regular wages are
lower as aresultof this program, the government
ends up subsidizing occupations that are charac-
terized by such forms of compensation. The
program also provides an incentive for employ-
ers and employees to rely on such nonwage
compensation, since the after-tax value of a dol-
lar of such nonwage income is greater than that of
a dollar of regular wage income. ¢

Income Taxes (PIT and B&C)

Tax Exemption for
Miscellaneous Fringe
Benefits

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 $157
1990-91 168
1991-92 180
Authorization

California Revenue and Taxation Code Sec-
tion 17131, which partially conforms to federal
Internal Revenue Code Section 132.

Description

These programs provide a tax exemption for
specified types of employer-paid fringe benefits.
These include: (1) special services provided to
employees at no direct cost to them (such as free
stand-by flights provided by airlines to their
employees); (2) employee discounts for products
and services sold by the employer; (3) use of
company equipment {such as a company car);
and (4) de minimis fringe benefits (such as per-
sonal use of an employer’s copying machine or
use of on-premises eating or gymnasium facili-
ties).

Rationale

The rationale for this program depends on
the type of fringe benefit. For instance, the ex-
emption for employer-provided gymnasium
facilities is intended to provide employers with
an incentive to improve the weil-being and pro-
ductivity of their employees. The rationale for
the exemption of other benefits appears to be
based on administrative considerations, such as
the difficulty of determining the value of the
specific benefit to the employee. ¢
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Income Taxes (PIT and B&C)

Tax Exemption for
Scholarships, Fellowships,
and Grants

Program Type: PIT only

Estimated Revenue Loss
(dollars in millions)

PIT
Fiscal Year Amount

1989-90 $18

1990-91 21

1991-92 25

Authorization

California Revenue and Taxation Code Sec-
tions 17131 and 17154, which conform to federal
Internal Revenue Code Section 117.

Description

This program allows taxpayers to exclude
from gross income any qualifying scholarships,
fellowships and tuition grants they receive.

Rationale

The rationale for the tax relief that this pro-
gram provides to scholarship, fellowship and
grant recipients appears to relate to the problem
of uniformity in the treatment of different tax-
payers. According to federal publications, the
federal program (to which California’s program
conforms) initially required that all scholarship,
fellowship and grant income be included as gross
income, unless the taxpayer could show that it
was a giff (this is because gifts are nontaxable).
However, when the Internal Revenue Code of
1954 was enacted, the present program was
adopted on the grounds that it would treat all
taxpayers consistently and uniformly, and elimi-
nate the need to determine whether a “gift” was
involved. Thus, the program is rationalized on
the grounds that it provides equity among tax-
payers and is administratively convenient.
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Comments

The program applies to amounts received for
suchincidental expensesastravel, research, cleri-
cal assistance, and equipment, butdoes notapply
toamounts received for teaching, research work,
or similar services. In many cases the value of
scholarships, fellowships, and grants is small
enough that the recipients, who frequently are
students with only limited outside income, would
have little or no tax liabilities in the program’s
absence. Inaddition, theexclusion doesnotapply
to the portion of the scholarships, fellowships,
and grants which is used to pay for room, board,
and other specified expenses. ¢

C
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Income Taxes (PIT and B&C)

Tax Exemption for State
Lottery Winnings

Program Type: PIT only

Estimated Revenue Loss
(dollars in millions)
pIT
Fiscal Year Amount
1989-90 $31
1990-91 33
1991-92 37
Authorization

California Government Code Section 8880.68.

Description

This program exempts from gross income
any winnings from the California State Lottery.

Rationale

This program presumably was intended to
provide a tax incentive for individuals to partici-
patein the state lottery. It does this by increasing
the value of winnings from lottery wagering,.

Comments

This program was established in November
1984 by Proposition 37, which enacted the Cali-
fornia State Lottery Act of 1984.

State lottery winnings are subject to federal
income taxation, to the extent that they exceed
lottery wagering losses. Gambling winnings other
than lottery winnings are subject to both state
and federal income taxation, to the extent that
they exceed gambling losses. <

Tax Exemption for Income
from Investments in
Economically Depressed
Areas

Program Type: PIT and B&C

Estimated Revenue Loss
{dollars in millions)
PIT B&C
Fiscal Year Amount Amount

1988-89 NA NA

1989-90 NA NA

1990-91 NA NA
Authorization

California Revenue and Taxation Code Sec-

tions 17231 and 24384.
Description

This program exempts from gross income
the interest received from investments made in
state-designated economically depressed areas,
including “enterprise zones” and employment-
incentive “program areas.” For example, a tax-
payer provides a loan to a business that is plan-
ning to expand its operations in an enterprise
zone area. The interest income the taxpayer re-
ceives from the loan repayments is tax-exempt.

Rationale

This program provides an incentive for in-
vestments to be made in economically depressed
areas of the state by increasing the after-tax re-
turn that taxpayers can earn on loans to busi-
nesses which are located in such areas. This
increased rate of return may be necessary to
induce investment in perceived “high risk” ar-
eas. ¥
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Income Taxes (PIT and B&C)

Tax Exemption for Foster

Care Payments
Program Type: PIT only
Estimated Revenue Loss
(dollars in millions)
PIT
Fiscal Year Amount
1989-90 $2
1990-91 2
1991-92 2
Authorization

California Revenue and Taxation Code Sec-
tion 17131, which partially conforms to federal
Internal Revenue Code Section 131.

Description

This program allows taxpayers to exclude
from their gross income the payments they re-
ceive from state, local and nonprofit agencies as
reimbursement for their costs of taking care of a
foster child in their home.

Rationale

This program provides an incentive for indi-
viduals to take on the responsibilities of caring
for foster children. The program aiso provides
indirect financial assistance to the activities of
nonprofit agencies, because they are able to pro-
vide a given desired level of after-tax foster care
reimbursements at less cost (since the reimburse-
ments are not taxable).

Comments

Payments made by a state or tax-exempt
child-placement agency as “difficulty of care
payments,” or to reimburse a foster parent for the
expenses of caring for a qualified foster child in
the foster parent’s own home, are excludable
from gross income. Foster parents qualify if the
foster child lives in the foster family home, and is
placed in the home by a state agency or tax-
exempt child-placement agency. ¢

Tax Exemption for
Employee Ridesharing
Benefits

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions}
PIT
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 17149, which partiaily conforms to federal
Internal Revenue Code Section 124.

Description

This program allows taxpayers to exclude
from their gross income the compensation or any
other benefits they receive from an employer, for
their costs of participating in a qualified ride-
sharing program. The exemption covers com-
pensation or other benefits received for commut-
ing in a third-party vanpool, private commuter
bus, or subscription taxipool, and for monthly
transit passes that are used by an employee or the
employee’s dependents.

Rationale

This program provides tax relief to employ-
ees who participate in ridesharing programs,
and an incentive foremployers tomake rideshar-
ing benefits a part of their employees’ overall
compensation. The program’s underlying ration-
ale is based on the view that state tax incentives
are needed toencourage employees and employ-
ers to use ridesharing programs as a means of
alleviating traffic congestion, reducing air pollu-
tion, and conserving gasoline.
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Comments

The exemption provided by this program
originally was established by Ch 25/82 (AB 548,
Ryan), and was allowed for income years 1981
through 1985. Chapter 1444, Statutes of 1986 (SB
1794, Beverly), which extended the exemption
through 1990, was repealed in 1987. The current
program was enacted by Ch 1437/88 (SB 1904,
Morgan). ¢

Tax Exemption for
Employee Child and
Dependent Care Benefits

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 $12
1990-91 15
1991-92 20
Authorization

California Revenue and Taxation Code Sec-
tion 17131, which partially conforms to federal
Internal Revenue Code Section 129.

Description

This program allows taxpayers to exclude
from their gross income the compensation or any
other benefits they receive from an employer for
qualified child and dependent care services. In
addition to exempting these employer-provided
benefits, an employee may exempt the amountof
child and dependent care benefits received through
a salary reduction agreement entered into with
his/her employer. In this case, the employee
elects toreceive a salary reduction in the amount

- of additional employer-paid child or dependent

care benefits.

Rationale

This program provides tax relief for employ-
ees who receive child and dependent care bene-
fits through either of the methods above, and an
incentive for employers to make such benefits a
part of their employees’ overall compensation
package. The program’s underlying rationale is
thatit benefits society asa whole in several ways.
One of these benefits is increased labor output
and productivity, which occurs because the availa-
bility of child care enables more individuals to
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work and reduces employee absenteeism and
turnover. This, in turn, can result in a second
benefit - reduced government payments to un-
employed persons. A third benefit of the pro-
gram is a reduction in the need for government-
provided child care programs.

Comments

This program covers payments or services
provided by the employer for child or dependent
care services which enable the taxpayer to work.
The allowable income exclusion is limited to the
lesser of the taxpayer’s own earned income, or
his or her spouse’s earned income. To qualify for
the program, the assistance must be provided
under a plan which does not discriminate in
favor of officers, owners, or higher-paid employ-
ees, and meets various other requirements.

Federal tax law, as amended by the 1986 Tax

Reform Act, limits the exclusion for employee .

child care benefits (both those paid by the em-
ployer and those provided through employee
salary reductions) to $5,000 per year ($2,500 in
the case of married individuals who file sepa-
rately), beginning in 1987. Individuals are al-
Iowed to use this incomne exemption in conjunc-
tion with the tax credit for child and dependent
care expenses. ¢

Page 38

Tax-Exempt Status for
Qualifying Corporations

Program Type: B&C only

Estimated Revenue Loss
{dollars in millions)
B&C
Fiscal Year Amount
1988-89 $25
1989-90 53
1990-91 73
Authorization
California Revenue and Taxation Code Sec-
tions 23701 through 23710.
Description

This program allows an exemption, from the
bank and corporation franchise and income taxes,
for the income of qualifying tax-exempt non-
profit and charitable organizations. (Franchise
taxes are levied against all banks and corpora-
tions doing business in the state. The income tax
is imposed on banks and corporations which do
not do business in the state but which have
income from California sources, such as holding
companies and firms engaged only in interstate
commerce). This exemption extends to the mini-
mum franchise tax ($800 in 1990) which is im-
posed on corporations which otherwise would
have a tax liability less than that amount. Quali-
fying organizations still are subject to taxes on
their “unrelated business income,” however, which
includes income associated with activities that
arenotdirectly related totheir tax-exemptstatus.
For example, a church would have to pay taxes
on the income earned from the lease of its per-
sonal property to a business, even though its
income from religious-related activities would
be tax exempt.
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Rationale

This program provides tax relief to organiza-
tions which are engaged in various charitable, or
otherwise not-for-profit activities. The tax-ex-
empt status generally applies to nonprofit reli-
gious, charitable, educational, and scientific or-
ganizations. Certain homeownership organiza-
tions, civic and business organizations, and fi-
nancial cooperatives also qualify for tax-exempt
status. The commonly cited rationale for exempt-
ing such organizations from taxation is that they
provide social benefits that are worthy of indirect
public financial support.

Comment

The rapid increase in revenue losses from
this exemption is due to increases in the mini-
mum franchise tax, which rose from $300in 1988-
89 and $600 in 1989-90 to $800 in 1990-91. ¢

Tax Exemption for Recycled
or Redeemed Beverage
Container Redemption
Payments

Program Type: PIT and B&C

Estimated Revenue Loss
{dollars in millions)
PIT B&C
Fiscal Year Amount Amount

1989-90 NA NA

1990-91 NA NA

1991-92 NA NA
Authorization

California Revenue and Taxation Code Sec-

tions 17153.5 and 24315.
Description

This program allows taxpayers to exclude
from gross income the amounts they receive for
returningrecyclable beverage containers tostate-
designated recycling centers.

Rationale

This program provides an incentive for tax-
payers to return beverage containers to recycling
centers. The program’s underlying rationale is
that resource conservation and litter reduction
are worthy of public financial support.

Comments

This program was enacted by Ch 1290/86
(AB 2020, Margolin), which established a state-
wide recycling program for certain types of bev-
erage containers. The program’s exemption cov-
ers the amounts that a taxpayer receives as a
redemption value or redemption bonus. “Re-
fund value” refers to the minimum refundable
value established by the Califomnia Department
of Conservation (DOC) for each type of beverage
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container. The currentrefund valueis21/2 cents
per container. A “redemption bonus” is an addi-
tional amount paid by the DOC to recycling
centers for payment to those who return contain-
ers, in order to encourage the redemption of
specific types of containers. ¢

Exclusion for Benefits
Provided Under Cafeteria
Plans

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 75
1990-91 100
1991-92 125
Authorization

California Revenue and Taxation Code Sec-
tions 17131 and 17158, which conform to federal
Internal Revenue Code Section 125.

Description

This program allows employees to exclude
from their gross income benefits received from
cafeteria plans, which are employer-sponsored
benefit packages that offer employees a choice
between taking monetary compensation and
qualified benefits. The employee is allowed to
choose among the “qualified benefits” of the
plan, which can include benefits such as accident
and health coverage, group-term life insurance
coverage, or child and dependent care benefits.
Qualified benefits cannot include scholarships
and fellowship grants,employer-provided quali-
fied transportation, employer-sponsored educa-
tional assistance programs, fringe benefits, or
deferred compensation. If the employee chooses
instead to take monetary compensation instead
of the qualified benefits, it must be included in
gross income.

Rationale

This program creates an incentive for em-
ployers to provide, and employees to accept,
contributions made to benefit plans in lieu of
monetary compensation. This is because a given
contribution to such a program is worth more to
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employees on an after-tax basis than an equiva-
lent amount of taxable income. In addition, the
program provides both employers and employ-
ees with an incentive to make these types of
benefits a standard part of the employees” com-
pensation package. The rationale for the pro-
gram is that it furthers a desirable social goal,
because it improves workers’ income security
and reduces the need for government, itself, to
provide these benefit programs.

Comments

California has been in conformity with fed-
eral law regarding cafeteria plan benefits since
1987. %

Tax Exclusion for Water’s

Edge Election
Program Type: B&C only
Estiniated Revenue Loss
{dollars in millions)
B&C
Fiscal Year Amount
1989-90 $275
1990-91 305
1991-92 340
Authorization

California Revenue and Taxation Code Sec-
tion 25115.

Description .

This program gives a unitary multinational
corporation the option of computing its Califor-
nia taxable income on a “water’s edge” basis,
which means the company’s tax liability is deter-
mined on the basis of its United States income
only, instead of on the basis of its worldwide
income. Corporations that make a water’s edge
election for tax purposes must pay an “election
fee,” which is deposited into the state’s Unitary
Fund to be used for economic and business de-
velopment purposes. A qualifying water’s edge
corporation is also allowed to deduct a percent-
age of its foreign dividends.

Rationale

This program provides tax relief to multina-
tional corporations by allowing them to compute
their taxes using an alternative method. One
rationale for the program is that it is burdensome
for some multinationals to keep track of all their
worldwide income sources for the sole purpose
of computing California tax liability. The water’s
edge election provides these corporations with
an alternative that makes it easier for them to
comply with California’s tax laws, because it
relies on the same information now required for
federal tax purposes.
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It also is argued that the worldwide method
results in an unfairly high allocation of income
for California tax purposes, and that the water’s
edge method reduces this distortion.

Comments

This program was enacted by Chapter 660,
Statutes of 1986 (SB 85, Alquist),and isapplicable
for tax years beginning in 1988. The revenueloss
amounts shown for this program are net of the
state’s Unitary Fund election fee revenues. ¢
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Adjustment for
Contributions to Individual
Retirement Arrangement
Accounts

Program Type: PIT only

Estimated Revenue Loss
(in millions)
PIT
Fiscal Year Amount
1989-90 81
1990-91 89
1991-92 95
Authorization

California Revenue and Taxation Code Sec-
tions 17201, 17501, 17085, and 17507, which con-
form to federal Internal Revenue Code Sections

. 219 and 408.

Description

This program allows a deduction for contri-
butions to an individual retirement arrangement
(IRA) account belonging to a taxpayer and his/
her spouse. The annual maximum deduction
permitted is $2,000. For taxpayers whoalso make
contributions to an IRA account of a nonworking
spouse, the maximum total deduction is $2,250,
so long as the contribution to either IRA account
doesnotexceed $2,000. Taxpayers whobelong to
employer-established pension programs can claim
the deduction, provided their AGI is below $25,000
for single filers, and $40,000 for married joint
filers; and the deduction is phased out for tax-
payers whose AGI exceeds $35,000 and $50,000,
respectively.

Rationale

This program provides an incentive for tax-
payers to save for their retirement. It does thisby
permitting taxpayers to defer taxes on their IRA
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account contributions until they are withdrawn
(after age 59-1/2), thereby increasing their in-
vestment earnings on such monies.

In addition, the program provides tax relief
to IRA account owners, to the extent that their
marginal tax rates are lower when they retire
compared to when they are working,.

Comments

California has been in conformity with fed-
eral law regarding deductions for IRA account
contributions since 1987. ¢

Adjustment for
Contributions to Self-
Employed Retirement Plans

Program Type: PIT only

Estimated Revenue Loss
(dollars in millions)

PIT
Fiscal Year Amount

1989-90 $115

1990-91 126

1991-92 137

Authorization

California Revenue and Taxation Code Sec-
tions 17501, 17504, 17506, and 17507, which con-
form to federal Internal Revenue Code Sections
219, 401 through 404, 408, and 415.

Description

This program allows a deduction from gross
income for a taxpayer’s contribution to a self-
employed retirement plan {these plans are usu-
ally referred to as “Keogh” or “H.R. 10" plans).
The deduction is limited to either (1} the entire
amount of contributions, in the case of plans
which providea certain specified level of benefits
(these are called “defined benefit” plans); or (2)
up to 15 percent of self-employed income, for
plans for which the contributions are based on
the taxpayer’s profits (profit-sharing plans); or
(3) up to 25 percent of contributions to “defined
contribution” plans, such as money purchase
pension plans or simplified employee pension
plans (SEPs).

Rationale

This program provides self-employed indi-
viduals an incentive to save for retirement by
granting them the same basic type of tax deferral
that is available to individuals who are covered
by employer-established retirement programs.
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Comments

California has been in conformity with fed-
erallaw in this area since 1987. In general, no dis-
tinctionismade between (1) pension, profit-shar-
ing, and other retirement plans (including SEPs)
established by corporations and (2) those estab-
lished by seif-employed individualsand partner-
ships. In addition, contributions and deductions
for a self-employed participant in a qualified
plan are limited in the same way as those of an
employee participant. ¥
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Standard Deduction (Zero
Bracket Amount)

Progran;s Type: PIT only

Estimated Revenue Loss -
(dollars in millions)
X PIT
Fiscal Year Amount

1989-90 $605

1990-91 665

1991-92 705
Authorization

California Revenue and Taxation Code Sec-

tions 17041 and 17073.
Description

This program allows taxpayers who do not
itemize their deductions to claim a “standard
deduction.” The deduction amount for the 1990
income year was $2,169 for single-return taxpay-
ers and $4,339 for joint-return taxpayers. The
standard deductionisindexed annually for infla-
tion, as measured by the change in the California
Consumer Price Index over the preceding June-
to-June period.

Rationale

This program is intended to simplify state
tax administration and the tax-computation
process for taxpayers who have a certain mini-
mal level of itemized tax deductions.

Comments

Considerable disagreement exists regarding
how the tax expenditure associated with the
standard deduction should be defined and meas-
ured. The revenue loss figure shown above rep-
resents the amount the state would gain if the
standard deduction were eliminated altogether,
and those taxpayers who would otherwise claim
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it were instead required to itemize their deduc-
tions. However, at least two other ways of defin-
ing and computing the tax expenditure amount
have been suggested:

* One view is that the standard deduction
is part of the “basic tax structure” be-
cause it is available to all taxpayers. In
this case, the standard deduction does
not give rise to any tax expenditure, and
only those itemized deductions in excess

* of the standard deduction are tax expen-
ditures.

* A second view is that the standard
deduction is a tax expenditure that is
claimed, either directly or indirectly, by
all taxpayers. This view is based on the
notion that it is not possible to distin-
guish between itemized deductions, which
are tax expenditures, and the standard
deduction, which is really a “proxy” for
some minimal level of itemized deduc-
tions. Under this view, the cost of this
program should reflect not only the stan-
dard deductions explicitly claimed by
nonitemizers, but also the standard de-
ductions which itemizers implicitly receive
from the “zerobracket amount,” which is
builtinto the state’s tax rate schedules. In
other words, this view holds that, toiden-
tify the full cost of this tax expenditure
program, one must add together (1) the
standard deductions claimed by nonitem-
izers and (2) that portion of the itemized
deductions claimed by itemizers which is
equivalent to the standard deduction.

¢ A third view is that the standard deduc-
tion has implicitly embedded into it an
allowance for various types of individual
itemized deductions, and only the amount
by which the standard deduction exceeds
each nonitemizer’s ownitemized deduc-
tions is a tax expenditure. ¢

Income Taxes (PIT and B&C)

Itemized Deduction for

Casualty Losses
Program Type: PIT only
Estimated Revenue Loss
(dollars in millions)
PIT
Fiscal Year Amount
1989-90 $10
1990-91 12
1991-92 13
Authorization

California Revenue and Taxation Code Sec-
tion 17131, which conforms to federal Internail
Revenue Code Sections 165, 17207, and 24347.5.

Description

This program allows as a deduction from
gross income any qualifying casualty losses that
exceed 10 percent of federal adjusted gross in-
come (AGI), to the extent that these lossesare not
compensated for by insurance or otherwise. In
addition, the program allows that subgroup of
casualty losses associated with certain officially
designated disasters (as proclaimed by the Presi-
dent or the Governor) to be (1) carried back as a
deduction against income for the prior year and/
or (2} carried forward as a deduction against
future income forup to five years. Fifty percent of
the amount of any such loss remaining after five
years may be carried forward for the next 10
taxable years.

The term “casualty loss” includes losses aris-
ing from fire, storm, shipwreck, floods, and other
such casualties, or from theft. Each separate casu-
alty or theft loss is deductible only to the extent
thatitexceeds $100, and the total of all individual
losses is deductible only to the extent that it
exceeds 10 percent of federal AGL
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Rationale

This program provides tax relief to individu-
als who suffer large casualty losses, have a tax
liability, and are able to itemize deductions. The
most commonly cited rationale for the program
is that it helps to relieve the hardships that these
losses can impose on such individuals.

Comments

This program has a number of important
side effects and tax-equity considerations. First,
because the program shifts part of the cost of a
taxpayer’s property losses to the general tax-
payer, it serves-as a form of indirect property
insurance. As such, it gives taxpayers an incen-
tive to purchase less private insurance than they
otherwise might. Second, depending on the size
of a casualty loss and a taxpayer’s income level,
different taxpayers sustaining identical casuaity
losses can be provided different amounts of tax
relief, due to such factors as the 10-percent thresh-
old, the $100 minimum-loss requirement, and
differences in marginal tax rates. For example, a
high-income taxpayer may not be able to claim
any deduction for a $5,000 casualty loss due to
the 10-percent threshold, whereas a low-income
taxpayer would qualify for a large deduction.
Conversely, the dollar amount of tax relief pro-
vided for a given dollar amount of casualty loss
in excess of the 10-percent threshold will be
greater for a higher-income taxpayer than for a
lower-income taxpayer, due to the difference in
their marginal tax rates.

The amounts shown above are for revenue
losses associated only with the deduction for
casualty losses. The revenue loss estimates for
disaster-related losses are not available. The
Franchise Tax Board expects disaster-related
revenue losses to be minor since they are associ-
ated with those uninsured losses taken in excess
of the 50 percent casualty loss deduction already
in current law. %
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Itemized Deduction for
Medical and Dental
Expenses

Program Type: PIT only

Esﬁmated Revenue Loss
{dollars in millions}
PIT
Fiscal Year Amount
1989-90 $90
1990-91 99
1991-92 107
Authorization

California Revenue and Taxation Code Sec-
tion 17131, which conforms to federal Internal
Revenue Code Section 213.

Description

This program allows taxpayers to claim a
deduction for specified medical and dental ex-
penses, to the extent that these expenses exceed
7.5 percent of federal adjusted gross income (AGI)
and are not compensated for by insurance or
otherwise.

Qualifying medical expenses include pay-
ments for diagnosis, cure, mitigation, treatment,
or prevention of disease, including certain re-
lated travel costs and lodging expenses. They
also include the costs of prescription drugs, plus
nonprescription insulin.

Rationale

This program provides tax relief to individu-
als who incur nonreimbursed medical expenses.
The rationale for the program is that such ex-
penses can impose extraordinary and involun-
tary financial burdens. In addition, the program
provides some incentive for taxpayers to seek
propermedical attention and preventivemedical
care, thereby improving the overall level of pub-
lic health.
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Comments

Although thebasicrationale for this program
relates to the involuntary nature of medical ex-
penses, the deduction itself can be claimed for a
variety of expenses that do not necessarily fall
into this category. Such expenses include those
forcertain cosmetic surgery, restcures, and other
basically “optional” expenses, many of whichare
not covered under medical insurance programs
because insurers consider them to be discretion-
ary.

This program gives rise to a number of eco-
nomic side effects and tax equity considerations.
For example, because the program essentially
shifts certain health-related expenses to the gen-
eral taxpayer, it provides a formof indirecthealth
insurance to individuals. Thus, it can give indi-
viduals an incentive to purchase less private
health insurance than they otherwise might.

The tax subsidy given for a dollar of medical
expenses also can differ, depending on such fac-
tors as a taxpayer’s income level and amount of
total medical expenses. For instance, the tax subsidy
for low dollar amounts of medical expenses can
be greatest for certain low-income taxpayers,
since the 7.5-percent threshold can disqualify
higher-income taxpayers from claiming them.
On the other hand, the tax subsidy for high dollar
amounts of medical expenses can be greatest for
higher-income taxpayers, due to their higher
marginal tax rates. ¢

Itemized Deduction for
Certain Taxes Paid

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 $425
19%0-91 480
1991-92 538
Authorization

California Revenue and Taxation Code Sec-
tons 17201, 17220 and 17222 which partially
conform to federal Internal Revenue Code Sec-
tion 164.

Description

This program allows taxpayers to claim an
itemized deduction for the amount of certain
property taxes and vehicle taxes paid to the state
and local governments. Specifically, the program
allowsa deduction for (1) state, local, and foreign
real property taxes; (2) state and local personal
property taxes (including only the portion of the
state vehicle license fee that does not represent
annual charges for vehicle registration and weight);
(3) one-half of self-employment taxes; and (4)
other state, local, and foreign taxes relating to a
trade or business, or to a property held for pro-
duction of income. The programdoes notallow a
deduction for sales taxes or income taxes (state,
federal, or foreign)} paid.

Rationale

This program provides tax relief under the
rationale that already-paid taxes reduce the amount
of a taxpayer’s net incomne, thereby reducing the
taxpayer’s ability to pay state income taxes. The
program also has been justified on the grounds
that income should not be subject to double
taxation by California state and local govern-
ments.
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Comments

This program is available only to taxpayers
who itemize their deductions. These taxpayers
tend to fall disproportionately into moderate-
and higher-income brackets. Because of this ten~
dency, along with the state’s graduated marginal
tax bracket structure and the positive relation-
ship between increases in the level of taxes paid
and income, the tax relief provided by this pro-
gram generally increases with income levels.

The Federal Budget Reconciliation Act of
1990 limited the aggregate amount of deduc-
tions such as this one which can be claimed by a
taxpayer with AGI over $100,000. California tax
law, however, does not contain these limita-
tions. %
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Itemized Deduction for
Personal Interest Expenses

Program Type: PIT only

Sunset Date: January 1,1991
Estimated Revenue Loss
(dotlars in millions)
PIT
Fiscal Year Amount
1989-90 $65
1990-91 32
1991-92 —
Authorization

California Revenue and Taxation Code Sec-
tion 17224, which partially conforms to federal
Internal Revenue Code Section 163.

Description

This program allows taxpayers to partially
deduct the amount of qualifying personal inter-
est expenses paid or accrued within a taxable
year. The term “personal interest” includes all
interest expenses except for (1) interest paid or
accrued on indebtedness related to business ac-
tivities, (2) interest associated with indebtedness
incurred for the purpose of financing investment
property, (3} interest associated with income or
loss from passive activities, (4) home mortgage
interest, and (5) interest on the unpaid portion of
certain estate taxes. Thus, the deduction covers
such items as interest paid on loans for non-
business-related purposes, consumer installment
debt, and credit cards.

Rationale

The apparent, original rationale for this pro-
gram is that such deductibility facilitates the
acquisition of consumer goods by individuals
who have insufficient income to purchase them
outright, and thereby provides incentives for
increased consumption and production.
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Comments

Prior to 1987, peréonal interest was fully
deductible as an itemized deduction. However,
federal law, as amended by the Tax Reform Act
of 1986, provided that this deduction be gradu-
ally phased out over five years beginning in 1987.
The gradual elitination of this program arose
out of a concern that providing incentives for
taxpayers to borrow to finance their consumer
expenses (by reducing the after-tax cost of doing
so) encouraged “over-consumption” at the ex-
pense of savings and investment. In order to
allow taxpayers time to adjust to the new rules,
both federal and state lawmakers adopted a policy
to phase out the deduction as follows: 65 percent
of personal interest was deductible in 1987, 40
percent was deductible in 1988, 20 percent was
deductible in 1989, and 10 percent was deduct-
ible in 1990. In tax year 1991, this deduction will
be eliminated completely. ¢

Itemized Deduction for
Mortgage Interest Expenses

Program Type: PIT only

Estimated Revenue Loss
(dollars in millions)

PIT
Fiscal Year Amount

1989-90 $2,080

1990-91 2277

1991-92 2475

Authorization

California Revenue and Taxation Code Sec-
tion 17201, which conforms to federal Internal
Revenue Code Section 163.

Description

This program generally allows taxpayers to
deduct theamountof qualified mortgage interest
expenses paid or accrued within a taxable year.
Qualified mortgage interest includes interest on
indebtedness secured by a taxpayer’s residence,
that is, incurred in acquiring, constructing, sub-
stantiaily improving, or refinancing the residence.
In addition, interest on indebtedness to purchase
second homes and vacation homes, and interest
on home equity borrowing also qualify for the
deduction. The aggregate amount of indebted-
ness incurred to purchase, construct, or improve
ahome may notexceed $1 million (or$500,000 for
a married individual filing a separate return).
The total amount of interest on a home equity
loan generally may not exceed intereston indebt-
edness of more than $100,000 (or $50,000 for a
married taxpayer filing a separate return).

Rationale

This program providesanincentive forhome
ownership. This is because most home purchases
require mortgage financing, and the deduction
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reduces the net after-tax costs of such borrowing,.
It often is claimed that homeownership is worth
encouraging on the grounds that it generates
substantial public benefits, including neighbor-
hocd stability, promotion of civic responsibility,
and encouragement of proper maintenance of
residential structures by their occupants.

Comments

One of the side-effects of this program is that
it encourages consumers to finance their homes
and other purchases through borrowing, even if
their income level is high enough to avoid the
need to do so. In this sense, the program provides
some incentive for “over-borrowing.” The pro-
gram aiso encourages taxpayers to increase the
amount they spend on housing because it re-
duces the after-tax costs of such expenditures. In
addition, the program disproportionately bene-
fits higher-income individuals who are most likely
to purchase their own homes. Further, higher-
income individuals realize greater tax savings
for a given amount of interest deduction due to
their higher marginal tax rates.

The Federal Budget Reconciliation Act of
1990 placed additional limitations on the aggre-
gateamountof deductions such as this one which
can be claimed by a taxpayer with AGI over
$100,000. California does not conform to these
limitations, however.

The economic and fiscal effects of this pro-
gram were reviewed in the Legislative Analyst’s
Report on the 1988-89 Tax Expenditure Budget:
Overview and Selected Reviews (see The Personal
Income Tax Ifemized Deduction for Mortgage Infer-
est Expenses). The major findings were that al-
though the program is at least partially success-
ful in enabling certain taxpayers to buy homes, it
is relatively inefficient. The interest rate subsi-
dies made available under the program provide
“windfall” benefits to many taxpayers who would
have purchased homes in the absence of the
program, and encourage certain individuals to
over-consume housing by buying bigger and more
expensive homes than they otherwise would.
Given these findings, we recommended that the
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Legislature consider the following options: (1)

limit the amount of mortgage interest which may
be deducted, (2) eliminate the deduction for sec-
ond homes and nonhousing expenses, (3) con-
vert the current deduction to a tax credit, and 4)
use the savings from “tightening up” eligibility
under this program to provide additional subsi-
diestargeted atlow-income householdsand first-
time homebuyers. ¢
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Itemized Deductions for
Charitable Contributions

Program Type: PIT and B&C

Estimated Revenue Loss
{dollars in millions)

: PIT B&C
Fiscal Year Amount Amount
1989-90 $477 $45
1690-91 - 523 47
1991-R 570 43

Authorization

California Revenue and Taxation Code Sec-
tions 17241, and 2357 through 24359.

Description

This program allows taxpayers to deduct
cash and specified noncash contributions to chari-
ties, religious organizations, governmental bod-
ies,and other qualifying nonprofitorganizations.
The itemized deduction for personal income
taxpayers is generally limited to 50 percent of
adjusted gross income (AGI). The deduction
available under Bank and Corporation Tax law
may not exceed 5 percent of California taxable
income. Contributions thatexceed these percent-
age limitations may be carried forward for up to
five years.

Rationale

This program provides an incentive for tax-
payers to donate cash, property, or services to
designated charitable organizations. It does this
by reducing the net cost to the giver of making a
contribution, The underlying rationale for the
program is that qualifying organizations provide
socially beneficial services which are viewed as
being worthy of indirect state financial support.

Comments

One effect of this program is that, for per-
sonal income taxpayers, the state government
provides donors with a subsidy that, per dollar
of donation, increases in value as the donor’s
marginal tax bracket rises. Economists widely
agree that permitting a deduction for charitable
contributions tends to stimulate the volume of
charitable donations, although there are differ-
ences of opinion regarding the exact nature of
this response. The state’s treatment of charitable
contributions was changed to conform to federal
law in 1987, & -
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Itemized Deduction for

Moving Expenses
Program Type: PIT only
Estimated Revenue Loss
(dollars in millions)
PIT
Fiscal Year Amount
198990 - $33
1990-91 36
1991-92 38
Authorization

California Revenue and Taxation Code Sec-
tion 17201, which conforms to Internal Revenue
Code Sections 1073 through 1078.

Description

This program allows taxpayers to claim an
itemized deduction for their expenses associated
with beginning a job in a new location. These
deductible expenses may include 100 percent of
direct expenses (the costs associated with travel
and moving household and personal belongings
to thenew residence), and up to $3,000 of indirect
expenses (the costof house-hunting trips, tempo-
rary living expenses, and certain residential buying
and selling expenses). Any reimbursement from
employers for any of these costs, however, must
be included in gross income.

Rationale

This program provides tax relief to individu-
als whose employment requires that they relo-
cate. The basic rationale is that such moving
expenses actually are a type of employee busi-
ness expense that is necessary in order to eamn
income.

Comments

To be eligible for a moving expense deduc-
tion, the move miist meet two basic tests: a
distance test and a time test. The distance test

requires that a taxpayer’s new job location be at
least 35 miles farther from the taxpayer’s old
residence than the old residence was from the
former place of empioyment. The time test re-
quires that the employee be employed on a full-
timebasisat the new location foratleast39 weeks
during the 12-month period following the move.
Self-employed individuals must work in the new
location for at least 78 weeks during the next two
years following the move. ¢
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Deduction for Contributions
of Computers and Scientific
Equipment to Educational
Institutions

Program Type: B&C only
Sunset Date: December 31, 1993

Estimated Revenue Loss
(dollars in millions)
. B&C
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization
California Revenue and Taxation Code Sec-
tions 24357.8 and 24357 .9.
Description

This program allows corporations to claim a
larger-than-normal deduction for contributions
of computers, software, and scientificequipment
to institutions of higher education. The deduc-
tion is equal to the lesser of (1) the taxpayer’s
“basis” in the equipment, plus one-half of the
difference between this basis and the equipment’s
market value or (2) twice the taxpayer’s basis in
the equipment.

Example

A computer manufacturer donates two
computers and a printer to a community college.
The total production cost of the donated items
was $500,000, and its market value is $800,000.
Under this program, the company can claim a
deduction of $650,000 ($500,000 for the depre-
ciable basis plus one-half of $300,000). Without
this program, the deduction would be limited to
$500,000.

Rationale

This program provides companies with an
incentive to donate computers, computer soft-
ware, and other scientific equipment to colleges
and universities.

Comments .

This program wasadded in1982by Ch 1558/
82 (AB 2595, Deddeh). It wasamended in 1983 by
Ch1161/83(AB2049, Vasconcellos), whichmade
contributions for “instructional purposes” eli-
gible for the deduction. Among other things, the
1983 amendments made it possible for compa-
nies to claim the special deduction for contribu-
tions to community colleges. Chapter 1423, Stat-
utes of 1985 (AB 430, O'Connell), extended the
original sunset date for the deduction from June
1985 to year-end 1987, and Ch 1308/85 (AB 1306,
Killea), made software and ancillary (necessary
for theinstallation, activation, diagnosis, mainte-
nance, repair, or servicing of scientific and re-
search) equipment eligible for the program. %
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Income Taxes (PIT and B&C)

Deduction for Contributions
Made through Tax Return
”Checkoff_s"

Program Type: PIT only
Sunset Date: January 1, 1992

‘ Estimated Revenue Loss
(dollars in millions)
PiT
Fiscal Year Amount
1989-90 Minor
1990-91 Minor
1991-92 Minor
Authorization
California Revenue and Taxation Code Sec-
tions 18500 through 18543.
Description

This program allows taxpayers to make cer-
tain tax deductible contributions simply by des-
ignating a specific contribution amount on their
tax return. The recipient programs which qualify
to be designated under this program include the
California Fund for Senior Citizens, the U.S.
Olympic Committee, the Children’s Trust Fund,
the Election Campaign Fund, the Vietnam Veter-
ans’ Memorial Account, the Alzheimers’ Disease
and Related Disorders Fund, and the Rare and
Endangered Species Preservation Fund.

Rationale

This program provides an incentive for tax-
payers to make donations to specified programs.
The underlying rationale for this is that these
programs are socially beneficial, and viewed as
deserving of governmental encouragement and
financial support.
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Comments

The Vietnam Veterans’ Memorial checkoff
program is scheduled to sunset January 1, 1991.
The other programs all sunset on January 1,
1992. ¢
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Income Taxes (PIT and B&C)

Itemized Deduction for
Employee Business and
Miscellaneous Expenses

Program Type: PIT only

Estimated Revenue Loss
(dollars in millions)
PIT
Fiscal Year Amount
1989-90 $245
1990-91 - 260
1991-92 270
Authorization

California Revenue and Taxation Code Sec-
tions 17072.5 (a), 17076, and 17201, which par-
tially conform to federal Internal Revenue Code
Sections 162 and 212, and Sections 17269, 17270,
and 17271, which contain California provisions
that are different from federal law.

Description
This program allows a taxpayer to deduct

from gross income a portion of certain unreim-
bursed:

* Business expenses including travel, meals,
and lodging.

* Miscellaneous expenses related to (1) pro-
ducing or collecting taxable income; {2)
management, conservation, or mainte-
nance of income-producing property; and
(3) tax return preparation fees.

Generally, a taxpayer may claim a deduction
for 80 percent of such expenses to the extent that
this 80-percent amount exceeds 2 percent of the
taxpayer’s federal adjusted gross income (AGI).

~ Rationale

This program provides tax relief to employ-
ees on the grounds that qualifying expenditures
areadirect cost of earning incomeand, therefore,
should be deductible.

Comments -

This program provides an incentive for
employers to require, and employees to be will-
ing to incur, certain job-related expenses. For
example, the program increases the likelihood
that an employee will be willing to pay his/her
own way toa business conference, particularly if
the conference is of personal interest because of
its location or the professional opportunities it
offers.

Federal tax law places additional limitations
on the aggregate amount of deductions, such as
this one, which can be claimed by a taxpayer with
AGI over $100,000. California does not conform
to these additional limitations. ¥
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Income Taxes (PIT and B&C)

Deduction for Depreciation
in Excess of Straight-Line
Depreciation |

Program Type: PIT and B&C

Estimated Revenue Loss
{dollars in millions)
PIT B&C
Fiscal Year Amount Amount
1989-90 NA NA
1990-91 NA NA
199192 NA NA
Authorization

California Revenue and Taxation Code Sec-
tion 17201, which conforms to federal Internal
Revenue Codes 167 and 168, and California
Revenue and Taxation Code Sections 24349 and
24354.1.

Description

Depreciation deductions enable taxpayers to
recover their investments in income-producing
assets, such as equipment and buildings, over
specified periods of time. This program allows
taxpayers to claim depreciation deductions in
excess of “straight-line” depreciation on physicai
assets that are used in the production of income.

Under the time-honored “straight-line”
depreciation method, a property’s value is de-
preciated evenly over its useful economic life
span. This program permits several alternative,
more generous, accelerated depreciation meth-
ods to be used. The methods permitted vary,
depending on the type of property and when itis
placed in service. These alternative methods
include (1) the 200-percent, 150-percent, and 125-
percent “declining balance” methods; (2) the “sum-
of-years-digits” method; and (3) other methods,
such asthe “sinking-fund” method. Such acceler-
ated depreciation methods enable taxpayers to

recover the costs of replacing their income-pro-
ducing capital assets sooner than otherwise,
through the deferral of tax liabilities, and thereby
realize an increased rate of return on theirinvest-
ments.

Example

A taxpayer purchases a machine for use in
his or her business for $20,000. The machine has
a useful life of 20 years, after which its salvage
value will be $2,000. Under the straight-line
method, the taxpayer may claim a depreciation
deduction of $300 per year. In contrast, under the

- 200-percent declining balance method, for ex-

ample, the taxpayer could claim an annual de-
preciation allowance that is twice the percentage
amount permitted under the straight-line method.
Thus, the first year’s depreciation allowance for
this property would be $1,800.

Rationale

This program, by enabling taxpayers to defer
some of their tax liabilities, providesan incentive

. for taxpayers to invest in income-producing as-

sets. This is because the deferral of tax liabilities
amounts toaninterest-free loan from the govern-
ment, which increases the rate of return on capi-
tal investments. In addition, such tax deferments
reduce investment payback periods, thus im-
proving the financial liquidity of investors. The
program also is sometimes rationalized on the
grounds thatit compensates property owners for
the failure of the tax code to adjust the depre-
ciable basis of property upward over time for the
effects of inflation.

Comments

In theory, depreciation allowances are in-
tended to permit taxpayers to deduct the true
economic costs of using an asset in the produc-
tion of their income. Another way of looking at
this is that depreciation allowances compensate
taxpayers for the loss in productive capability of
their income-producing property as it ages, so
that, at the end of the property’slife, the accumu-
lated depreciation benefits permit it to be re-
placed. The revenue loss from this program is
generally considered to be the cost of deprecia-
tion methods above and beyond the straight-line
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method. From a pure economic perspective,
however, the technically correct measure of
depreciation-related tax expenditure costs is the
amount by which actual depreciation claims
(however computed) exceed pure economic
depreciation (that is, the decline in physical pro-

ductivity of an asset) over time. This technically

correct tax expenditure amount tends to be less
than that reported above, because the tax code
does not adjust the depreciable basis of property
for inflation. ¢

Income Taxes (PIT and B&C)

Accelerated Depreciation
Deduction for Child Care
Facilities

Program Type: B&C only

. Estimated Revenue Loss
{dollars in millions}
B&C
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 24371.5.

Description

This program allows corporations to depre-
ciate the costs of their qualified child care facili-
ties over a shortened 60-month period, using the
straight-line depreciation method and no sal-
vage value. In the absence of this program, the
depreciation period for such facilities would
generally amount to 10 years for personal prop-
erty or 45 years for real property. This treatment
isavailable only for child care facilities provided
by an employer for use by employees.

Rationale

This program is intended to give employers
a financial incentive to build or provide child
care facilities for their employees. It does this by
accelerating depreciation deductions so as to
defer tax liabilities. This amounts to an interest-
free loan from the government, which reduces
the employer’s costs of providing child care fa-
cilities.
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Income Taxes (PIT and B&C)

Comments

This program was available under Personal
Income Tax Law through 1987. Federal tax law
has a similar program; however, it applies to
expenditures incurred on facilities prior to
1982. ¢
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Accelerated Depreciation
Deduction for Low-Income
Housing

Program Type: B&C only

Estimated Revenue Loss
{dollars in millions)
B&C
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization’
California Revenue and Taxation Code Sec-
tions 17201 and 24354.2.
Description

~ This program allows taxpayers to depreciate
the cost of rehabilitating low-income housing
over a 60-month period, instead of over the longer
period that otherwise would apply (up to 40
years, depending on the type of property). In
order to qualify for this program, rehabilitation-
related expenditures must have been made after
December 31, 1970 and prior to January 1, 1987.
Thus, this program is not available for projects
started after January 1, 1987, although benefits
willberealized by programbeneficiaries through
the 1992 income year. The expenditures eligible
for this treatmentare generally limited to $20,000.
Programs certified by the federal and state gov-
emment may depreciate $40,000 of eligible ex-
penditures under this program.

Rationale

This program is intended to give property
owners an incentive to upgrade or rehabilitate
rental housing facilities that are occupied by low-
income tenants. It accomplishes this by using
accelerated depreciation as a means of deferring
taxes. This amounts to an interest-free loan from

™
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Income Taxes (PIT and B&C)

the government, which, in turn, increases therate
of return on the investment expenditures associ-
ated with such projects and shortens their pay-
back period.

Comments

The 1986 Federal Tax Reform Act established
a new tax credit program to promote the devel-
opment of low-income housing (which Califor-
nia also has adopted). This tax credit program is
available to compensate developers for the costs
of construction and /or rehabilitation of Iow-in-
come housing incurred after January 1, 1987. The
amount of state tax credits available under this
programis currently capped at$35 million annu-
ally, and must be allocated by the Tax Credit

" Allocation Committee to specific development

projects. ¢

Accelerated Depreciation
Deduction for Cogeneration
and Alternative Energy
Equipment

Program Type: PIT and B&C
Sunset Date: January1, 1986

Estimated Revenue Loss
{dollars in millions)
PIT B&C
Fiscal Year Amount Amount

1989-90 NA NA

1950-91 NA NA

1991-92 NA NA
Authorization

California Revenue and Taxation Code Sec-

tions 17250, 17251 and 24372,
Description

This program allows taxpayers to amortize
the cost of qualifying cogeneration and alterna-
tive energy equipment over a 60-month period
using the “straight-line” depreciation method,
with an option to use a 12-month depreciation
period if the equipment is located in California.
In the absence of this program, such costs would
be depreciable over periods as long as 12 years.

The term “alternative energy” is defined for
the purposes of this program as equipment used
to produce or convert energy from the following
sources: cogeneration, solar energy, geothermal,
biomass, and small hydroelectric facilities. To
qualify under the program, the equipment can-
not rely on either fossil fuel or nuclear fuel as its
primary fuel source. The program applies only to
equipment placed in service before January 1,
1986. Thus, this program is not available for
equipmentplaced inserviceafter January 1,1986,
although benefits will be realized by program
participants through the 1988 income year.
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Income Taxes (PIT and B&C)

Rationale

This program provides an incentive for tax-
payers to invest in property that conserves en-
ergy or utilizes alternative or renewable energy
sources. The rationale for this program is the
belief that it is important to promote more effi-
cient uses of energy and reduce the state’s de-
pendence on fossil fuels, including imported oil.
The program attempts to do this by permitting
rapid depreciation of equipment costs, so as to
enable taxpayers to, in effect, defer their taxes.
The tax deferral amounts to an interest-free loan
from the government which, in turn, increases
the real rate of return on the investment expendi-
tures. By implicitly reducing the payback periods
for such investments, the program also helps to
offset some of the risk inherent in them.

Comments

The economic and fiscal effects of this pro-
gram were reviewed in two reports prepared by
the Legislative Analyst's Office (see Cogeneration
Equipment Investments: The Effects of Rapid Amor-

- Hzagtion, June 1985, 40 pages; and Alfernative En-

ergy Equipment Investments: The Effects of Rapid
Amortization, December 1985, 40 pages). These
reports recommended that the program not be
extended because it had not stimulated much
new investment in alternative energy and cogen-
eration equipment in California. %
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Accelerated Depreciation
Deduction for Pollution
Control Equipment

Program Type: B&C only

Estimated Revenue Loss
{dollars in millions)
7 B&C
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tions 17250 and 24372.3. California law is gener-
ally equivalent to federal law.

Description

This program allows taxpayers to depreciate
the cost of pollution control facilities over a 60-
month period, as opposed to a period of over 10
years which would otherwise apply. Qualifying
facilities must be located within California and
be appropriately certified by the California De-
pariment of Health Services.

Rationale

This program provides tax relief for busi-
nesses that are required by federal, state, and
local regulations to install pollution control equip-
ment. This tax relief takes the form of allowing
taxpayers to, in effect, defer some of their tax
liabilities by giving them larger depreciation write-
offs during the early years following an invest-
ment in qualifying pollution control equipment.
The tax deferral amounts to an interest-free loan
from the government, which, in turn, increases
the financial ability of taxpayers to make such
required investments. %
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Income Taxes (PIT and B&C)

Accelerated Depreciation for
Reforestation Expenditures

Program Type: B&C only

Estimated Revenue Loss
{dollars in millions)
 B&C
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tions17201 and 24372.5,which conform to federal
Internal Revenue Code Section 194.

Description

This program allows taxpayers to amortize
overa seven-year period up to$10,000 per year of
certain qualifying reforestation expenditures.
Qualifying expenditures include the direct costs
of forestation and reforestation, including seeds,
labor, and equipment costs. In the absence of this
program, reforestation expenditures would be
recoverable only at the time timber is harvested.

Rationale

This program apparently is intended to give
taxpayers an incentive to reforest private lands
where logging and timber-related activities have
depleted available stocks of timber. Thus, the
program provides an incentive for increasing the
future supply of harvestable timber. It accom-
plishes this by permitting taxpayers to recover
their capital costs more quickly, thereby defer-
ring tax liabilities. The tax deferral amounts to an
interest-free loan from the government, which, in
turn, increases the rate of return on such invest-
ments. Rapid amortization for activities with
lengthy payoff periods, such as reforestation,
also dramatically improves the cash-flow posi-
tion of investors, and, thus, their financial liquid-

ity.

Comments

California conformed to federal provisions
in 1983. Prior to 1983, California taxpayers were
allowed to amortize reforestation expenditures
over a five-year period. ¢
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Income Taxes (PIT and B&C)

Accelerated Depreciation
Deduction for Property Used
in Economically Depressed
Areas :

Program Type: PIT and B&C

Estimated Revenue Loss
{dollars in millions)
PIT B&C
Fiscal Year Amount Amount
1989-90 NA NA
1990-91 NA NA
1991-92 NA NA
Authorization

California Revenue and Taxation Code Sec-
tions 17252.5, 17265, and 24356.2.

Description

This program allows taxpayers to claim ac-
celerated depreciation write-offs for certain busi-
ness property used in designated economically
depressed areas of the state, including “enter-
prise zones” and employment-incentive “pro-
gramareas.” Qualifying property includes, among
others, that used for the production of pollution
control devices and the production of renewable
energy resources. In general, the program per-
mits a taxpayer to “expense” (that is, immedi-
ately deduct as a current business-related ex-
pense) a certain portion of the costs of these types

of property.

Rationale

This program provides an incentive for tax-
payers to make business investments in eco-
nomically depressed areas of the state. It does
this by enabling taxpayers to use expensing to
defer tax liabilities. This deferral amounts to an
interest-free loan from the government, which, in
turn, increases the rate of return on taxpayers’
investments and improves their cash-flow posi-
tion. The underlying rationale for this program is

that the stimulation of investment in economi-
cally depressed areas can lead to improved eco-
nomic conditions which yield various social
benefits, including reduced state costs for unem-
ployment and welfare benefits.

Comments

Taxpayers are permitted to expensea certain
portion of the cost of qualified property under
this program. In the case of property located ina
“program area,” a taxpayer can deduct {(as an
expense) 40 percent of the cost of the property,
subject to a dollar limit of $100,000 in years one
and two of the area’s designation, $75,000 in
years three and four, and $50,000 thereafter. The
remaining 60 percent of a property’s depreciable
basisis subject to write-off using standard depre-
ciation options.

In the case of property located in “enterprise
zones,” qualifying property may be expensed up
toa maximum dollar deductionof $5,000in years
one and two, $7,500 in years three and four, and
$10,000 thereafter.

In the case of property used in the produc-
tion of pollution control devices and reusable
resources, qualifying property includes machin-
ery and machine parts used for fabricating, proc-
essing, assembling, and manufacturing machin-
ery and parts used for the production of renew-
able resources or of air or water pollution control
devices.

It should be noted that the statutory authori-
zation for this program is worded somewhat
ambiguously. In particular, taxpayers may have
some difficulty discerning whether the expens-
ing provision relating to pollution control equip-
mentappliestopollutioncontrol equipment itself
located in a qualifying depressed area, property
located in such areas that is used to produce
pollution control equipment, or properties nof
located in such areas that are used to produce
pollution control equipment used in such areas.
Given this ambiguity, it is possible that expens-
ing is being claimed by certain taxpayers who do
not actually qualify for it. %
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Income Taxes {PIT and B&C)

Expensing of Agricultural
Costs

Program Type: PIT and B&C

- Estimated Revenue Loss
(dollars in millions)
PIT B&C
Fiscal Year Amount Amount
1989-90 $8 $4
1990-91 8 4
199192 _ 8 2
Authorization

California Revenue and Taxation Code Sec-
tions 17201 and 24369, which conform to Section
172 of the federal Internal Revenue Code.

Description

This program allows taxpayers to “expense”
(that is, deduct as a current business-related
expense) soil, water conservation, and fertilizer
expenditures, up to a maximum of 25 percent of
their gross income from farming. Any qualified
expenses in excess of the 25 percent limitation,
however, may be carried forward and expensed
in future years.

In the absence of this program, the qualifying
expenditures would be considered capital ex-
penditures to be written off during the period
when the income resulting from the expendi-
tures is realized (that is, when farm products are
sold), using standard depreciation rules.

Rationale

This program provides a tax incentive to
encourage certain types of farming-related con-
servation investments, particularly those with
lengthy development and payback periods. The

program accomplishes this by allowing very rapid -

cost write-offs that, in effect, permit the deferral
of taxes on farming income. This amounts to an
interest-free loan from the government, which, in

turn, raises the rate of return on qualifying in-
vestments and shortens their payback periods.
The programealso has been rationalized as a way
of simplifying record-keeping for small farming
businesses.

Comments

Qualifying expenditures include those for
the treatment or moving of earth (including lev-
eling, grading, furrowing, and other improve-
ments); the fertilization of land; the construction
of water channels, drainage ditches, and similar
water conservation projects; the eradication of
brush; and planting of windbreaks.

The 1986 Federal Tax Reform Actrestricted a
taxpayer’s ability to expense agricultural costs
for federal tax purposes to those expenditures
which are consistent with a soil conservation
plan approved by the Soil Conservation Service
of the Department of Agriculture, and California
has adopted these limitations as well. ¢
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Income Taxes (PIT and B&C)

Expensing of Employer
Ridesharing Program Costs

Program Type: PIT and B&C

Estimated Revenue Loss
(dollars in millions)
PIT B&C
Fiscal Year Amount Amount
1989-90 NA NA
1990-91 NA NA
1991-92 NA NA
Authorization

California Revenue and Taxation Code Sec-
tion 24343.5.

Description

This program allows taxpayers to “expense”
(that is, immediately deduct as a current busi-
ness-related expense) costs associated with pro-
viding ridesharing programs for employees. The
deduction covers a taxpayer’s expenses to pro-
vide for company commuter vans or bus service
to employees; subsidizing employee commuting
expenses in third-party vanpools, private com-
muter busses, or subscription taxipools; free
parking facilities for carpools; and certain other
ridesharing programs. In addition, taxpayers are
allowed an accelerated (36-month) depreciation
deduction for costs of facility improvements for
employee ridesharing, bicycling, and walking
programs.

Rationale

This program provides an incentive for
employers to establish ridesharing programs for
their employees. It does this by allowing employ-
ers to partially offset their costs for sponsoring
such programs by deferring tax payments. The
program is based on the belief that state tax
incentives are needed to encourage employees
and employers to use ridesharing programs soas
to alleviate traffic congestion, reduce air pollu-
tion, and reduce gasoline consumption.
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Comments

Californialaw now allows taxpayers toclaim
a tax credit for a portion of those expenses in-
curred in providing ridesharing programs for
employees. Any amount claimed as a tax credit
cannot be claimed as an expense under this pro-
gram.

Itis possible that certain noncapital rideshar-
ing expenses, such as subsidies for monthly tran-
sit passes, may be deductible by the employer as
a business expense, even without this program.
This is because an employer may consider such
expenses to be “ordinary and necessary” in some
situations and, therefore, deductible as a regular
business expense. Thus, in some cases, employ-
ers benefit from the program only to the extent
that it allows them to recover their costs for
capital-related ridesharing expenditures (such as
for vehicles and facilities) over a shorter-than-
normal period. ‘ :

The expensing of employer ridesharing costs
was originally authorized by Ch 25/82 (AB 548,
Ryan), and was allowed for income years 1981
through 1985. Ch 1444/86 (SB 1794, Beverly),
which reinstated the program through 1991,
was repealed in 1987 and replaced with the
current-law provisions of Ch1437/88 (5B 1904,
Morgan). ¢



Income Taxes (PIT and B&C)

Expensing of Exploration,
Development, Research, and
Experimental Costs

Program Type: PIT and B&C

Estimated Revenue Loss
{dollars in millions)
PIT B&C
Fiscal Year Amount Amount
1989-90 $20 $45
1990-91 25 50
199192 20 70
Authorization

California Revenue and Taxation Code Sec-
tions 17260, 17601, 24423, and 24365. California
law is generally equivalent to federal law.

Description

This program allows taxpayers to “expense”
(that is, immediately deduct as a current busi-
ness-related expense) the cost of research and ex-
perimental activities, and qualified mining-re-
lated exploration and development costs for mines
and mineral deposits.

Research and Experimental Activities. The
program applies to business expenditures to
develop or create an asset that has a useful life of
more than one year, such as expenditures to
develop a new consumer product or improve a
production process. In the absence of this pro-
gram, these expenditures would be capitalized
and subsequently recovered through deprecia-
tion deductions spread over the life of the asset.

Exploration and Development Activities.
Qualified exploration and development activi-
ties include those in connection with a mine or
other mineral deposit. In addition, taxpayers

" may elect to expense intangible drilling and

development costs of oil, gas, and geothermal
wells.

Rationale

This program provides an incentive for tax-
payers to undertake research and experimental
projects, and to locate and recover minerals from
the earth by enabling them to more quickly de-
duct their associated costs. This quicker deduc-
tion, in effect, enables taxpayers to defer their
taxes. The tax deferral amounts to an interest-
free loan from the government, which, in turn,
raises the real rate of return on qualifying expen-
ditures and improves the taxpayer’s cash-flow
position. The underlying rationale for the pro-
gram is that research and experimental projects
and exploration and development activities, while
often of great long-term importance to the state
and its citizens, are inherently risky, and oftendo
not generate any income for the taxpayer until a
conisiderable period of time has passed. ¢
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Income Taxes (PIT and B&C)

Expensing of Circulation
Costs for Periodicals

Program Type: PIT and B&C

Esti.n;ated Revenue Loss
(dollars in millions)
) PIT B&C
Fiscal Year Amount Amount
1989-90 Minor Minor
1950-91 Minor Minor
1991-92 Minor Mincr
Authorization

California Revenue and Taxation Code Sec-
tions 17201 and 24364, which conforms to federal
Internal Revenue Code Section 173.

Description

This program allows taxpayers to “expense”
(that is, deduct immediately as a current busi-
ness-related expense) their costs for establishing,
maintaining, or increasing the circulation of a
periodical. Alternatively, the program allows such
costs to be amortized over a three-year period. In
the absence of this program, these costs would
have to be capitalized, and then amortized over
whatever period of time the taxpayer was able to
determine the expenditure resulted in increased
income.

Example

A taxpayer spends $100,000 for advertising
and promotional activities during the current
year in order to increase the circulation of a
magazine the taxpayer publishes. The taxpayer
can deduct the entire $100,000 as an expense on
his or her current-year tax return or, if the tax-
payer prefers, deduct it over a three-year period.

Rationale

There is no apparent rationale for this pro-
gram strictly from the standpoint of providing
tax incentives or tax relief. Rather, the rationale

appears to be administrative in nature, and re-
lates to the difficulty of identifying exactly when
the benefits of circulation-related expenses are
realized. In principle, these costs should be de-
ductible when the benefits they generate are
experienced in the form of increased income. In
practice, however, it often is difficult to deter-
mine which individual periodical subscriptions
result fromadvertising or promotional expenses,
including how to treat multiple renewals of sub-
scriptions over time. For this reason, it is simpler
from a tax administration perspective not to
require taxpayers to capitalize their costs, but
rather to allow taxpayers to deduct them either
immediately or over a fairly moderate, specified
time period. ¢
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Income Taxes (PIT and B&C) _

Carry Forward of Net
Operating Losses

Program Type: PIT and B&C

Estimated Revenue Loss
{dollars in millions)
PIT B&C
Fiscal Year " Amount Amount
1989-90 $54 $412
1990-91 49 427
199 192 & 474
Authorization

California Revenue and Taxation Code Sec-
tions 17276, 17276.1,17276.2, 24416, 24416.1, and
24416.2, which partially conform to federal Inter-
nal Revenue Code Section 172.

Description

This program allows taxpayers to carry for-
ward, for up to 15 years, a portion of their net
operating losses. Generally, most businesses may
carry forward 50 percent of their “excess” net
operating losses in any given year (that is, the
unrecovered losses that exceed their taxable in-
comes in that year) to offset their income in the
following 15 years, and thereby reduce their
cumulative state tax liabilities. Businesses oper-
ating in certain geographic locations designated
as "Enterprise Zones" or "Economic Incentive
Program Areas" may carry forward 100 percent
of their net operating losses, and use them to
offsetincome earned in future years attributable
to those designated areas. This treatment is also
available for farming and new small businesses.

Example

A business incurs an excess net operating
loss of $70,000 during one tax year. The business
earns a net profit of $25,000 in the second year
and $40,000 in the third year. Under this pro-
gram, the taxpayer can apply $25,000 in losses to
his second-year profits, thus completely elimi-
nating his tax liability in that year. In addition, he

can apply the $10,000 in net operating losses “left
over” to his third-year profits, reducing his tax-
able income in that year to $30,000.

Rationale

This program is intended to provide tax re-
lief for businesses that incur operating losses. In
addition, it is an attempt to recognize that a
taxable year is an arbitrary period of time with
respect to measuring income and losses. For
example, a firm might incur expenses in an early
year (that result in net operating losses), in order
to produce income (resulting in profits) in a later
year. From an economic perspective, these losses
and profits are related, and basing the firm’s tax
only on its reported net profits in individual
years overstates the net economic income result-
ing from the investment in later years.

This program was established by Ch 1138/87
(AB 53, Klehs), which partially conformed state
tax law to the Federal Tax Reform Act of 1986. <
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Income Taxes (PIT and B&C)

Percentage Allowance for
Depletion of Mineral and
Other Natural Resources

Program Type: PIT and B&C

Estimated Revenue Loss
{dollars in millions)
PIT B&C
Fiscal Year Amount Amount
1989-90 $16 $19
1990-91 16 22
1991-92 16 2
Authorization

California Revenue and Taxation Code Sec-
tions 17683, 24832, and 24833.

Description

This program allows taxpayers to claim a
fixed percentage deduction for resource deple-
tion, which generally proves tobein excess of the
deduction amount that otherwise would be al-
lowed under the normal cost-depletion method.
Under the program, a specified percentage of
gross income (depending on the type of resource
involved) may be deducted as a depletion allow-
ance, except that this depletion amount cannot
exceed 50 percent of a taxpayer’s related net
income before applying the depietion deduction.

For oil, gas, and geothermal wells, the allow-
able depletion percentage is 22 percent. How-
ever, the dollar deduction cannot exceed $1.5
million, and the computed 22 percent deduction
amount must be reduced by 125 percent of the
amount by which it exceeds $1.5 million. Thus,
for example, no deduction is allowed if the 22
percent depletionamountis equal to $7.5 million.
The allowable depletion percentage for minerals
ranges from 5 percent to 22 percent, depending
on the type of mineral.

Page 68

Example

A taxpayer owns and operates an oil well
that produces $100,000 in gross income. Under
this program, the taxpayer is allowed to claim a
deduction for22 percentof this amount ($22,000),
which is infended to offset the physical and eco-
nomic resource costs associated with depleting
the oil reserves in the well.

Rationale

This program provides an incentive for tax-
payers to explore for and develop oil, gas, and
other mineral resources. The underlying ration-
ale for this is that such activities, which are
important to the future of the state’s economy,
also can be extremely costly and inherently risky.

Comments
“Percentage depletion” differs from “cost

depletion.” Cost depletion allows for the recov-

ery of the initial costs of discovering, purchasing,
and developing mineral reserves over the period
during which a reserve produces income. In
addition, each year the taxpayer deducts the
portion of his/her cost thatis proportional to the
fraction of the resource reserve that has been
depleted in that year. Thus, under costdepletion,
the amount of cost recovered through depletion
allowances cannot exceed the original cost of
acquiring and developing the reserve. In con-
trast, under the percentage depletion method, a
taxpayer deducts a fixed percentage of gross
income from the reserve as a depletion
allowance, regardless of the amount actually in-
vested.$

~
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Income Taxes (PIT and B&C)

Reserve Method Deduction
for Bad Debts

Program Type: B&C only

Estimated Revenue Loss

(dollars in millions)
B&C
Fiscal Year Amount
1989-90 NA
1990-91 NA
199192 NA
Authorization ’

California Revenue and Taxation Code Sec-
tion 24348.

Description

This programallows financial institutions to
elect to use the “reserve method” for deducting
their losses from bad debts. Under this method,
a deduction is allowed for a reasonable addition
to what is known as a “bad debt reserve ac-
count.” These are accounts set up by the tax-
payer-as an allowance against the possibility that
some debts may later prove to be uncollectible.
The amount allowed in the account is generally
based on the taxpayer’s past experience with bad
debts.

During a given year, debts that become un-
collectible are charged against a taxpayer’s bad
debt reserve, which reduces the balance in the
reserve. The taxpayer makes additions to the
reserve account to (1) offset the amount of bad
debts which have been charged off and (2) allow
for future bad debt charge-offs (attributable to
increases in accounts receivables). Thededuction
is allowed for both of these kinds of additions to
a bad debt reserve.

In the absence of the program, the taxpayer
would be required to use the “specific charge-off
method,” under which the taxpayer would de-
ductbad debts only when they are determined to
be uncollectible.

Rationale

This program provides tax relief to financial
institutions who incur bad debts, to the extent
that it allows them to claim a deduction for bad
debt losses prior to the time the losses actuaily
occur. The tax relief takes two forms. First, the
early claiming of bad debt losses increases the
“present value” of the deduction forbad debts to
the taxpayer. Second, by “spreading” out deduc-
tions for bad debts, the program lessens the
chance that a taxpayer will be unable to deduct
the full amount of such debts.

Comments

According to federal reports, the federal
deduction (to which California generally has
conformed) for bad debt reserves was first al-
lowed in 1947, when there was fear of a postwar
economic downturn. It was intended to reflect
thebankingindustry’s experience withbad debts
during the depression period.

The Federal Tax Reform Act of 1986 prohib-
its most corporations from using the reserve
method for determining the deduction for bad
debts, beginning in 1987. However, the reserve
method still will be allowed for commercial banks
whose assets do not exceed $500 million and for
thrift institutions.

Chapter 600, Statutes of 1986 (5B 85), con-
formed California tax law to the 1986 federal
provisions as they apply to nonfinancial institu-
tions. Thus, for state tax purposes, financial insti-
tutions will continue to qualify for this program. <
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Income Taxes (PIT and B&C)

Subchapter S Corporations

Program Type: B&C only

Estimated Revenue Loss
(dollars in millions)
B&C
Fiscal Year Amount
1989-90 $430
1990-91 480
1991-92 540
Authorization

California Revenue and Taxation Code Sec-
tions 23800 through 23811, which partially con-
form to federal Internal Revenue Sections 1361
through 1379,

Description

This program allows eligible small business
corporations to elect "S" corporation status for
purposes of determining their tax liability. "S"
corporations pay taxes on corporateincomeata
reduced rate of 2.5 percent. In addition, however,
individual shareholders of an "S" corporation
pay personal income taxes on their proratashare
of corporate income.

By contrast, a regular (or "C") corporation
pays taxes on corporate income at a rate of 9.3
percent. Corporate shareholders, in contrast, pay
taxes on corporate earnings only to the extent
that such earnings are paid out of dividends.

In order to be eligible to elect "S" corporation
status, the corporation must have (1) a valid
federal "S" election in effect, (2) fewer than 35
shareholders, and (3) only one class of stock.
Those corporations which meet these criteriaand
make a federal "S" election are deemed to have
made an "S" election for state purposes as well. A
corporation may makea separate stateelection to
be treated as a "C" corporation for state tax pur-
poses, however, even if a federal 5" election has
been made.
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Rationale

This program is intended to provide tax re-
lief to small corporations while still allowing
them to take advantage of the limited liability
aspect of corporate status. Generally, businesses
that make an "S" election pay less taxes than they
would as "C" corporations.

Comments

Under federal law, an election of "S" corpo-
ration status completely eliminates any tax liabil-
ity of the corporation. All income and expenses
are passed through to shareholders, and net in-
come is taxed on a pro rata basis as if it were
individual income. %



Income Taxes (PIT and B&C)

Personal Exemption Tax
Credit

Program Type: PIT only

Estimated Revenue Loss
(dollars in millions)
PIT
Fiscal Year Amount
1989-90 $751
1990-91 772
1991-92 831
Authorization

California Revenue and Taxation Code Sec-
tHion 17054.

Description

This program allows all taxpayers to claim a
personal tax credit. The amount of the credit
depends on a taxpayer’s filing status, and the
credit amount is indexed annually based on the
June-to-June change in the California Consumer
Price Index. For 1990, the credit amounts are $58
for single-return taxpayers and $116 for joint-
return taxpayers.

Nonresidents who are required to file Cali-
fornia tax returns are allowed partial personal
exemption credits, based on the ratio of their
California adjusted gross income (AGI) to their
total AGL.

Rationale

This program provides broad-based tax re-
lief to California taxpayers.

Comments

Federal law allows exemptions in the form of
deductions from AGI, instead of astax credits. The
1990 federal exemption amount is $2,050 per
taxpayer, taxpayer’s spouse, and each depend-
ent. ¥

Dependent Exemption Tax
Credit

Program Type: PIT only

Estimated Revenue Loss
(dollars in millions)
PIT
Fiscal Year Amount
1989-90 $297
1990-91 326
1991-92 350
Authorization

California Revenue and Taxation Code Sec-
tion 17054.

Description

This program allows taxpayers to claim a tax
creditfor each of their dependents. The allowable
credit amount is indexed annually for inflation,
based on the June-to-June increase in the Califor-
nia Consumer Price Index. For 1990, the credit
amount was $58 per dependent.

Raiionale

This program provides tax relief to taxpayers
who are financially responsible for the support of
dependents, such as children. The apparent ra-
tionale for this is that such financial responsibili-
ties reduce the ability of individuals to pay taxes.

Comments

Federal law allows taxpayers to claim an
exemption deduction from adjusted gross income
for their dependents, instead of tax credits. In
1990, the federal exemption deduction for a
dependentis $2,050.In general, California allows
a dependent credit for everyone for whom a
federal dependent exemption is allowed. ¢
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Blind Exemption Tax Credit

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 51
1990-91 1
1991-92 1
Authorization

California Revenue and Taxation Code Sec-
tion 17054.

Description

This program allows a taxpayer who is blind
to claim an additional personal exemption tax
credit. The amount of this credit {(which is in-
dexed annually for inflation) is $58 in 1990.

Rationale

This program provides tax relief to those
who are blind.

Comments

Federal law provides an additional standard
deduction from adjusted gross income (AGI)
instead of a tax credit to blind taxpayers, under
Internal Revenue Code Section 63 {f). In 1990, the
amount of this deduction was $650 for married
individuals (whether filing separately or jointly)
and surviving spouses, and $800 for single indi-
viduals. %
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Senior Exemption Tax Credit

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions})
PIT
Fiscal Year Amount
1989-90 $72
1990-91 78
1991-92 85
Authorization

California Revenue and Taxation Code Sec-
tion 17054.

Description

This program allows taxpayers over the age
of 65 to claim an additional personal exemption
tax credit. The amount of this credit (which is
adjusted annually for inflation} is $58 in 1990. In
the case of a husband and wife filing a joint
return, if both are over the age of 65, the amount
of the credit is equal to $116 in 1990.

Rationale

This program provides tax relief to those
over the age of 65.

Comments

Federal law allows an additional standard
deduction from adjusted gross income for tax-
payers age 65 or over. The amount of this deduc-
tion is $650 for married individuals (whether
filing separately or jointly) and surviving spouses,
and $800 for single individuals. ¢

Y
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Income Taxes (PIT and B&C)

Tax Credit for Child and
Dependent Care Expenses

Program Type: PIT only

Sunset Dates: Employment-Related Dependent
Care Expenses - December 1, 1993; Parental
Dependent Care Expenses - December 1, 1994

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 $145
1990-91 166
1991-92 178
Authorization

California Revenue and Taxation Code Sec-
tion 17052.6, which partially conforms to federal
Internal Revenue Code Section 21, and California
Revenue and Taxation Code Section 17052.20.

Description -

This program allows taxpayers to claima tax
credit for a portion of the costs they incur in
providing care for their children. The credit may
be claimed by persons who either (1) incur direct
costs for child care because they are working or
(2) incur opportunity costs of foregone earned
income because they have decided to stay home
to care for a child.

Parents Who Work. The allowable credit
amount in this case equals a specified percent-
age, based on the taxpayer’s adjusted gross in-
come (AGI), of a corresponding federal credit for
child and dependent care expenses. The current
federal credit ranges from 20 percent to 30 per-
cent of qualifying expenses, again depending on
AGI, with the credit percentage declining as AGI
rises. The effective state credit ranges from 6
percent to 9 percent of qualifying expenses for
persons with AGI of $40,000 or less, again declin-
ing as AGI rises. The credit percentage then
further decreases proportionally as the AGI rises
above $40,000.

Any credit in excess of the taxpayer's tax
liability may be carried forward into succeeding
tax years until the credit is exhausted, or unless
the qualified parent becomes employed and elects
to use the employment-related credit option.

Parents Who Stay Home. A creditof $1,000is
available to a taxpayer who decides to forego
earned income in order to stay at home and take
care of a dependent child under the age of 13
months. In the event that this individual receives
unearned income (such as interest or dividend
income), the credit is reduced by $200 for every
$1,000 over the AGI level of (1} $40,000, if the
qualified parent is married and filing a joint
return or is a surviving spouse, or (2) $28,500 if
the parent is the sole head of household.

Rationale

This program is intended to provide tax re-
lief to individuals who must obtain care services
for children in order to be able to work orlook for
jobs, and for those parents who desire to stay
home to care for their children. By linking the
amount of the credit to a taxpayer’s AGI, both
state and federal law attempt to target the tax
relief to taxpayers with low or moderate in-
comes. These persons often are least able to pay
for child care services. Many of these persons
must work, while others might not be able to
enter or remain in the labor force without child
care assistance.

Comments

Prior to 1985, California’s credit was not tied
to the federal credit. The current credit amounts
were established by Ch 1347 /90 (SB 2208, Mor-
gan). This program goes into effect as of January
1,1991. &

Page 73



Income Taxes (PIT and B&C)
‘Tax Credit for the Low- Comments
Income E]_deﬂy’ Because of the way that “base income” is

Program Type: PIT only
Sunset Date: January 1,1992

Estimated Revenué Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 $3
1990-91 3
1991-92 4
Authorization

California Revenue and Taxation Code Sec-
tion 17052.9, which partially conforms to federal
Internal Revenue Code Section 22.

Description

This program allows a special tax credit to be
claimed by taxpayers who are over 65 years of
age or permanently and totally disabled. The
allowable credit amount is 50 percent of the
federal credit available to these taxpayers. Spe-
cial provisions, however, apply to government
retirees who receive public pension benefits.

The basic federal credit equals 15 percent of
“base” income, which is defined as (1) $5,000 for
a single-return taxpayer and $7,500 for a joint-
return taxpayer where both spouses qualify, minus
(2) the amount of nontaxable social security benefits
received, and further reduced by (3) one-half of
adjusted gross income (AGI) in excess of $7,500
for a single-return taxpayer and $10,000 for a
joint-return taxpayer.

Rationale

This program provides tax relief to elderly
taxpayers who have limited income. The ration-
ale for thisis that the ability of such individuals to
pay taxes often is limited, given their income
constraints and their need to provide for special
retirement expenses, such as health care.

defined, the credit generally phases out auto-
matically at an income level of $17,500 for single-
return taxpayers and $25,000 for joint-return
taxpayers. Of cotuirse, because the credit is nonre-
fundable, it provides no benefits for individuals
who have no tax liabilities. 4
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Income Taxes (PIT and B&C)

Tax Credit for Renters

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 $514
1990-91 477
1991-92 501
Authorization

California Revenue and Taxation Code Sec-
tion 17053.5.

Description

Thiscredit allows qualified renters toclaima
refundable tax credit of $120 for joint-return,
head-of-household, and surviving-spouse tax-
payers, and $60 for single-return taxpayers.

The renter’s creditis the only state tax credit
that is refundable. The costs for the credit are
funded through a transfer in the annual Budget
Act from the General Fund to the Tax Relief and
Refund Account. For budgetary purposes, the
renter’s credit claims are treated as a General
Fund expenditure, rather than as a General Fund
revenue loss, as explained below. In principle,
however, the program is a tax expenditure, since
its underlying rationale is tax-related.

Rationale

The renter’s credit provides tax relief to ren-
ters, and is intended to offset the property taxes
that renters indirectly pay through their rental
payments. The credit is perceived as the renters’
tax equivalent of the itemized deduction for
property taxes that owners of homes are allowed
to claim. Although landlords actually pay the
property taxes on rental properties and get to
deduct them as a business expense, itis generally
acknowledged that such payments are incorpo-
rated into the rents paid by tenants. Thus, in the
absence of this program, renters would be treated
inequitably relative to homeowners.

Comments

The renter’s credit was established by Ch
1406 /72 (SB 90, Dills). The original renter’s credit
ranged from $25 to $45, depending on adjusted
gross income. Chapter 99, Statutes of 1976 (AB
282, Brown), subsequently specified fixed dollar
amounts for the credit, which were subsequently
increased to $60 (single) and $137 (married and
head-of-household taxpayers) by Ch 1207/79
(AB 1151, Roos). Chapter 1537, Statutes of 1982
(AB 2520, Sher), established a separate credit
amount of $99 for joint-custody head-of-house-
hold taxpayers. This separate amount for joint-
custody head-of-household taxpayers was elimi-
nated by Ch 1138/87 (AB 53, Klehs). The current
credit amounts represent a reduction from $137
to $120 for married couples filing joint returns,
heads of households, and surviving spouses. The
$60 credit for single taxpayers has remained the
same.

The reason this program is funded through
an annual General Fund appropriation relates
solely to the now-defunct Federal Revenue Shar-
ing (FRS) Program. Under that program, the
amount of federal funds available to the state
depended partially on its level of “tax effort”
relative to other states, which was computed by
taking into account the state’s level of revenue
collections. Thus, by funding the renter’s credit
through an appropriation instead of a revenue
reduction, the state was able to show a greater
“tax effort” and thereby increase its revenue-
sharing allocation. Since the FRS Program no
longer exists, this funding logic is no longer
valid. ¢
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Tax Credit for Low-Income
Individuals

Program Type: PIT only

Estimated Revenue Loss - |
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 $20
1990-91 - 21
1991-92 22
Authorization

California Revenue and Taxation Code Sec-
tion 17069,

Description _

This program allows taxpayers with low levels
of adjusted gross income (AGI) to claim a nonre-
fundabie tax credit for up to 100 percent of their
state tax liability. The aliowable credit percent-
age declines as a taxpayer’s AGI rises, until an
income threshold is reached where the credit
completely phases out. In 1990, this phase-out
AGI threshold is $10,960 for single, married-
filing-separately, or head-of-household taxpay-
ers, and $21,900 for married taxpayers filing
jointly and surviving spouses. The income thresh-
olds are indexed annually for inflation.

Example

A joint-return taxpayer has total AGI of $20,000
and claims the standard deduction. The appli-
cable low-income credit for 1990 for a taxpayer
with AGI between $19,810 and $21,900 is 20
percent. The net tax for this taxpayer is $112.
Thus, this taxpayer’s allowable low-income credit
is $22 (20 percent of $112).

Rationale _

This program provides tax relief to low-in-
come individuals, under the raticnale that these
persons have the least “ability to pay” taxes due
to their limited resouirces.
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Comments

The low-income credit was first available in
1973. In 1976, it was changed from a percentage
credittoafixed dollaramount. Thecreditamount
was indexed for inflation, beginning in 1978;
however, the income thresholds were not in-
dexed. As a result, by 1984 the credit had ceased
tohave any practical value, becauseit phased out
at income levels below which no taxes were
owed. In 1985, Chapter 1461, Statutes of 1985
changed the thresholds and indexed their brack-
ets so that the credit would maintain its value
over time.

The low-income credit is not allowed for
estates or trusts, or for anyone who is required to
pay the alternative minimum tax.

A comparable federal low-income credit is
notavailable. However, there is a federal earned-
income credit, which is available to low-income
workers who meet specified requirements. This
federal credit, as modified by the 1986 Tax Re-
form Act, equals 14 percent of earned income up
to $6,500 of income, then phases out as income
rises, until it disappears altogether for earned
income or. AGI of $19,340 or more, effective as of
1989. &
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Income Taxes (PIT and B&C)

Tax Credit for Solar Energy
Systems

Program Type: PIT and B&C
Sunset Date: December 1, 1994

Estimated Revenue Loss
. (dollars in millions)
" PIT B&C
Fiscal Year Amount Amount

1989-90 $17 $6

1990-91 18 7

1991-92 18 7
Authorization

California Revenue and Taxation Code Sec-

tions 17052.5 and 23601.5.
Description

This program allows taxpayers to claima tax -

credit for a portion of the costs of qualifying solar
energy systems. The current provision allows for
a credit of 10 percent of the cost of solar energy
systems installed on commercial premises. In
general, the credit applies to systems generating
fewer than 30 megawatts of power. However, the
credit also applies to larger systems in any year
that federal law allows a credit for such systems.
For 1991, federal law does allow such credits. The
program will remain in effect until December 1,
1994.

Rationale

This program provides an incentive for tax-
payerstoinstall solarenergy systems and thereby
(1) reduce their consumption of fossil fuels and
(2) provide markets for such systems. Ithasbeen
argued that the credit is necessary to allow solar
energy to effectively compete with other energy
sources in the

Comments

The solar credit was originally enacted by
CH 168/76 (SB 216, Alquist). Systems installed

between 1976 and 1983 qualified for a 55-percent
credit, with a dollar-for-dollar offset against any
similar federal credits claimed. Chapter 323,
Statutes of 1983 (AB 223, Vasconcellos), extended
the sunset date from 1983 to 1987 and reduced
the credit amount to 50 percent for residential
systems and 25 percent for nonresidential sys-
temns. Chapter 1325, Statutes of 1985 (SB 243,
Presley and Rosenthal), reduced the credit to 10
percent. Chapter 1139, Statutes of 1987 (SB 572,
Garamendi), extended the credit through 1989
for systems installed on commercial property
only, and Ch 1291/89 (SB 227 Garamendi), fur-
ther extended the sunset date to December 1,
1994. &
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Tax Credit for Low-Emission
Fuel Conversion Costs

Program Type: PIT and B&C
Sunset Date: February 1,1995

. Estimated Revenue Loss
(dollars in millions)
prr B&C
Fiscal Year Amount Amount
1989-90 Minor Minor
1990-91 Minor Minor
1991-92 Miror M inor
Authorization
California Revenue and Taxation Code Sec-
tions 17052.11 and 23603.
Description

This program allows taxpayers to claima 55-
percent credit for the cost of converting new or
used vehicles to “low-emission” vehicles. This
credit is limited to a maximum of $1,000 per
automobile or motorcycle and $3,500 for vehicles
weighing more than 5,750 pounds. A low-emis-
sion vehicle is one which is certified to meet
hydrocarbon emission standardsatleast twice as
stringent as those applicable to gasoline-pow-
ered vehicles of the same model year and class.

Rationale
This program is intended to give taxpayersa
financial incentive to use low-emission vehicles.
The underlying objectives are to (1) reduce reli-
ance on petroleum products, especially imported
“products, and (2) encourage development of
technologies that use alternative fuel sources.

Comments

This credit was established in 1981 by Ch
1085/81, and is effective for income years 1981
through 1994. California law provides that, if a
comparable federal credit is enacted, the state
credit will be reduced by a corresponding
amount. ¢

Tax Credit for Prison Inmate
Labor Costs

Program Type: PIT and B&C

Estimated Revenue Loss
{dollars in millions)
, PIT B&C -
Fiscal Year Amount Amount
1989-90 - -
1990-91 - -
1991-92 Minor $1
Authorization
California Revenue and Taxation Code Sec-
tions 17053.6 and 23624.
Description

This program allows employers a tax credit
equal to 10 percent of the wages they pay to each
state prison inmate employed in a joint venture
program for the purpose of producing goods or
services. For purposes of this program, a joint
venture employer is any public entity, nonprofit
or for-profit entity, organization, or business which
contracts with the Department of Corrections for
the purpose of employing inmate labor. These
work programs are to be patterned after business
operations found outside of prison, and priority
consideration is given to inmate employment
which will retain or reclaim jobs in California,
support emerging California industries, or create
jobs to fill a void in the labor market. At least 80
percent of the labor involved in the project must
be performed by prisoners.

Rationale

This program provides an incentive for Cali-
fornia businesses to utilize state prison inmate
labor. The rationale for the program is that it will
provide meaningful work to prison inmates that
will enhance their prospects for employment

Page 78

C



Income Taxes (PIT and B&C)

once released from prison, and also benefit the
California economy. In addition, the wages earned
by inmates can partially offset their expenses of
incarceration, thereby rdeucing state costs.

Comments

The initial revenue losses associated with
this program are speculative due to uncertainties
regarding the number of qualifying joint venture
programs and the annual compensation of those
employed. Assuming that 10 percentof the quali-
fying target population is employed in the first
year, the Franchise Tax Board estimates the po-
tential revenue losses from this program to be in
the range of $500,000 to $1.5 million, depending
on whether the wages are paid at the minimum
$4.25level or the average national hourly wage of
$10.37. If this program is expanded further, an-
nual revenue losses could increase up to $11
million. This program was enacted by Proposi-
tion 139 in the statewide general election in
November 1990. ¢

Tax Credits Related to
Activities in Enterprise
Zones and Other
Economically Depressed

Areas

Program Type: PIT and B&C

Estimated Revenue Loss
{dollars in millions}
PIT B&C
Fiscal Year - Amount Amount
1989-90 31 $3
1990-91 1 3
1991-92 1 4
Authorization

California Revenue and Taxation Code Sec-
tions 17052.13, 17053.8, 17053.9, 17053.11, 23612,
23622 and 23623.

Description

These programs allow taxpayers to claim tax
credits for certain expenditures or income earned
in economically depressed areas of the state,
including those that have been designated as
“Enterprise Zones” or Employment and Eco-
nomic Incentive “Program Areas.” Three spe-
cific tax credits are available:

¢ An income tax credit for employers, equal
to a portion of the wages paid to qualify-
ing “disadvantaged individuals.” The
credit amount depends on the length of
time the disadvantaged individual had
been unemployed immediately prior to
being hired, and on whether the business
is located in an enterprise zone or a pro-
gram area. For enterprise zong and program
area businesses hiring individuals who have
been unemployed for at least six months, the
credit is equal to 50 percent of the wages
paid to qualifying employees during the
first year, 40 percent for the second year,
30 percent for the third year, 20 percent
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fourth year, and 10 percent for the fifth
year. For businesses in program areas hiring
individuals who have been unemployed for at
least three months but less than six months,
the credit is 25 percent for the first year of
employment, 40 percent for the second
year, 30 percent for the third year, 20
percent for the fourth year, and 10 per-
cent for the fifth year. The credits are not
refundable, but unused portions may be
carried forward and claimed in subse-
quent tax years.

e A 5-percent income tax credit for quali-
fied employees to offset a portion of the
taxes they would otherwise pay because
of theiremploymentinanenterprise zone
business. The credit is reduced by 9 cents
for each $1 in wages exceeding $10,500in
“qualified wages,” as defined in the fed-
eral Internal Revenue Code, Section 3306
(b). The credit is nonrefundable, and
unused portions may not be carried for-
ward.

* An income tax credit for the amount of
sales and use taxes paid on the purchase
of machinery or parts used for specific
purposes in enterprise zones or program
areas. The maximum amount of credit
which may be clairned is up to $1 million
per year under the Personal Income Tax
Law and up to $20 million per year under
the Bank and Corporation Tax Law. The
credit is nonrefundable, but unused por-
tions may be carried forward into suc-
ceeding tax years.

Rationale

These programs are intended to provide
incentives for stimulating employment and busi-
ness activity in economically depressed areas of
the state that have been designated as enterprise
ZONes Or program areas.

Comments

These programs were established in 1984 by
the Enterprise Zone Act and Employment and
Economic Incentive Act (Ch 45/84 — AB 40,
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Nolan, and Ch 44/84 -- AB 514, Maxine Waters,
respectively), as amended in 1985 by Ch 1462 /85
(AB 1843, Nolan and Maxine Waters). The third
program component above originally was avail-
able only with respect to qualifying purchases in
designated program areas, but was extended to
enterprise zones in 1985. ¢
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Tax Credit for Ridesharing
Expenses

Program Type:' PIT and B&C
Sunset Date: January1, 1996

Estimated Revenue Loss
(dollars in millions)
. _ PIT B&C
Fiscal Year Amount Amount

1989-90 54 $4

1990-91 4 4

1991-92 4 4
Authorization

California Revenue and Taxation Code Sec-

tions 17053, 17053.1 and 23605.
Description

This program allows a tax credit for certain
ridesharing expenses incurred by employeesand
employers for commuting to and from work.

Employers. This program allows employers
with 200 or more employees to claim a tax credit
equal to 20 percent of the cost of purchasing,
leasing, or contracting for the use of shuttlebuses,
vans, or other vehicles that are used in a com-~
pany-sponsored voluntary ridesharing program
conducted primarily in California. Employers
with fewer than 200 employees may claim a 30-
percent credit for these costs.

In addition the program ailows a tax credit
for the costs of providing subsidized public tran-
sit passes to employees. The amount of the credit
for these passes is related to the employer’s pol-
icy on employee parking. The amount of the
credit is equal to:

» Forty percent of the cost if employers
provide no free or subsidized parking.

* Twenty percent of the cost if the em-
ployer provides subsidized parking.

e Ten percent of the cost if the employer
provides free parking.

The credits allowed for these costs are in lieu
of any deduction to which the taxpayer would
otherwise be entitled for the costs to which the
credits apply. Inaddition, the cost “basis” (which
is used for purposes of determining capital gains
and losses when property eventually is sold} of
anyridesharing vehicleisreduced by the amount
of the credit allowed for the costs of that vehicle.

Employees. This program allows employees
in vanpool ridesharing programs not sponsored
by their employers to claim a credit equal to 40
percent of all vanpool subscription costs. In no
case, however, may the credit exceed $480 per
year. In order to qualify for the tax credit, the
vanpool must carry on average at least seven
adults to and from work on a daily basis.

These credits are nonrefundable. Any un-
used portion of the credit, however, may be

carried over to successive tax years until fully
used.

Rationale

This program is designed to provide a finan-
dial incentive for employers to subsidize the cost
of employee use of carpools and public transpor-
tation, and for employees to use carpools and
public transportation to commute to work. An
increased use of carpools and public transporta-
tion would reduce traffic congestion and auto-
mobile emissions, which contribute to air pollu-
tion.

Comments

California also exempts from gross income
any compensation received by an employee for
the costs of participating in specified ridesharing
arrangements., ¢
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Tax Credit for Increased
Research and Development
Expenses

Program Type: PIT and B&C
Sunset Date: January 1, 1993

Estimated Revenue Loss
(dollars in millions)
PIT B&C
Fiscal Year Amount Amount
1989-90 $3 $41
1990-91 3 43
1991-92 3 45
Authorization

California Revenue and Taxation Code Sec-
tions 17052.12 and 23609, which partially con-
form to federal Internal Revenue Code Section
471,

Description

This program allows taxpayers to claim a tax
credit for a portion of certain additions to their
research and development expenses. The credit
may be applied to “qualified” research conducted
either “in-house” or by contract. Qualified re-
search is defined as research that is (1) techno-
logical in nature; (2) intended to be useful in the
development of a new or improved product,
service, computer software, technique, formula,
or invention of the taxpayer; (3) held for sale,
lease, or license, or used by the taxpayer in a
trade or business; and (4) performed in Califor-
nia. For most taxpayers, the credit is equal to 8
percent of the taxpayer’s additional research
expenses in a base peried. This base period is
defined as the three-year period immediately
preceding the tax year. The base period for “basic”
research is generally the three-year period, 1981
through 1983.

To the extent that the credit exceeds the
taxpayer’s net tax liability in the taxable year, the
excess may be carried forward and used to re-
ducetaxliabilitiesin subsequentyears. Thecredit
expires on January 1, 1993.

Rationale

This program provides an incentive for tax-
payers to invest in research and development
activities by reducing the after-tax cost of making
such an investment. ‘

Comments

Federal tax law providesa tax creditequal to
20 percent of research expenses. The federal base
period for qualified research is different from the
state’s base period, however. The federal pro-
gram is authorized through 1991. %

ﬁ.
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Tax Credit for

Manufacturing Equipment

Using Recycled Materials

Program Type: PIT and B&C
Sunset Date : January 1,1994

Estimated Revenue Loss
(dollars in millions)
PIT B&C
Fiscal Year Amount Amount

1989-90 $1 $1

1990-91 2 . 2

1991-92 2 3
Authorization

California Revenue and Taxation Code Sec-

tions 17052.14 and 23612.5.
Description

This program allows taxpayers to offset their
tax liability by 40 percent of the cost of certain
machinery or equipment used to manufacture
finished products from recycled raw materials.
In order to qualify for the tax credit, the machin-
ery must be located in California and be used
exclusively to manufacture finished products
which are at least 50 percent composed of re-
cycled materials generated from within Califor-
nia.

This tax credit is available for up to $625,000
of the cost of machinery purchased for any single
manufacturing facility. A taxpayer qualifies for
the credit to the extent that (1) the total adjusted
“basis” of all qualified property owned on the
last day of the tax year exceeds the largest total
adjusted “basis” of all qualified property at any
one time during the previous year and (2) the
total capacity of qualified property on the last
day of the tax year exceeds the largest total
capacity of qualified property at any one time
during the previous year.

In order to claim the credit, the taxpayer

must receive certification from the Integrated
Waste Management Board that the machinery

meets the recycling program requirements. Once
certified, the taxpayer may claim the tax credit as
follows: (1) 20 percent of the cost of the qualified
machinery in the year of purchase, (2) 15 percent
of the cost of the qualified machinery in the
following year, and (3) 5 percent of the cost of the
qualified machinery in the second year succeed-
ing the year of purchase. These tax credit amounts
may be carried forward to offset future years’ tax
liabilities to the extent they exceed a taxpayer’s
liability in the years specified above.

Rationale

This program provides an incentive for
manufacturers to invest in machinery utilizing
recycled materials as inputs by reducing the af-
ter-tax costs of such investments. This serves to
enhance the competitiveness of using recycled
materials relative to virgin resources, which are
themselves beneficiaries of certain other special
tax provisions (e.g., depletion allowances in ex-
cess of “normal” depreciation for mineral and
other natural resources, and expensing of explo-
ration and development costs). It is argued that
the substitution of recycled materials for virgin
resources reduces the depletion of natural re-
sources and lowers total waste disposal {(includ-
ing landfill} costs. In addition, the energy re-
quirements of production processes using re-
cycled materials are generally lower than those
using virgin resources as inputs.

Comments

This tax credit was enacted by Ch 1091/89
(AB 1308, Killea), as part of a large “package” of
legislation revamping the state’s solid waste
management program. <
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1 ity in the year the expenses are incurred, they
Tax, Credit for Employer may be carried forward and used to offset the
Child Care Expenses taxpayer’s liability in future years.
Program Type: PIT and B&C Rationale -

Sunset Date: January1,1992°

Estiniated Revenue Loss
{(dollars in millions)
pIr B&C
Fiscal Year Amount Amount
1989-90 $1 $2
1990-91 1 5
1991-92 . 1 8
Authorization

California Revenue and Taxation Code Sec-
tions 17052.17, 17052.18, 23617 and 23617.5.

Description

Personal Income Tax Law and Bank and
Corporation Tax Law provide several tax credits
for employer-sponsored child care assistance
programs. These tax credit programs allow
employers to deduct the costs of certain contri-
butions toward employee child care expenses
incurred between January 1, 1988 and January 1,
1992. Specifically, employers may deduct:

» Thirty percent of the startup costs of es-
tablishing a child care program, the costs
of constructing a child care facility, and /
or the cost of child care referral services,
up to $50,000 per tax year.

* Fifty percent of the cost of contributions
to a qualified child care plan. A qualified
care plan may include onsite or offsite
child care centers, in-home care, and spe-
cialized centers which provide care for
children with short-term illnesses. Quali-
fying contributions may not exceed $600
per employee per tax year.

In order to qualify for the tax credit these
costs must be associated with programs primar-
ily used by children of the taxpayer’s employees
whoareunder theageof 15. To theextent that the
credit amounts exceed a taxpayer’'s net tax liabil-

Dage 84

This program is intended to give employers
a financial incentive to provide for the child care
needs of their employees. It does this by reducing
the after-tax cost.of making these provisions.

Comments

Employers must reduce their cost “basis”
(which is used for purposes of determining capi-
tal gains and losses when property eventually is
sold) in child care facilities on which a tax credit
is claimed, by the amount of the credit claimed
for those facilities. In addition, employers must
reduce the amount of their business expense
deductions and the portion of the facility’s de-
preciable value on which they may claim
accelerated depreciation, by the credit amount
claimed. ¢
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Tax Credit for Agricultural
Product Donations

Program Type: PIT and B&C

Estimated Revenue Loss
(dollars in millions)
PIT B&C
Fiscal Year . Amount Amount

1989-90 Minor Minor

1990-91 Minor Minor

1991-92 Minor Minor
Authorization

California Revenue and Taxation Code Sec-

tions 17053.12 and 23608.
Description

This program allows taxpayers who donate
unspoiled agricultural products to nonprofit
charitable organizations under the state’s sur-
plus food collection and distribution program to
claim a tax credit for 10 percent of the cost to
produce those products. Any tax deduction which
would otherwise be allowed for these costs must
be reduced by the amount of the tax credit daimed.
In addition, the taxpayer must obtain a receipt
from the nonprofit organization to whom the
products are donated to provide to the Franchise
Tax Board upon demand. To the extent that the
credit exceeds the taxpayer’s net tax liability in
the taxable year, the excess may be carried for-
ward to reduce tax liabilities in future years.

Rationale

This program is intended to encourage the
donation of surplus agricultural products to
nonprofit charitable organizations.

Commenté

Federal tax law provides no comparable tax
credit. ¢

Tax Credit for Military Pay

Program Type: PIT only
Estimated Revenue Loss
(dollars in millions)
PIT
Fiscal Year Amount
1989-90 $3
1990-91 4
1991-92 5
Authorization

California Revenue and Taxation Code Sec-
tion 17053.13.

Description

This program authorizes military personnel
with adjusted gross incomes below $27,000 per
year to claim a tax credit equal to 4 percent of
their “eligible” income, up to a maximum credit
of $40 per taxpayer per year. Eligible income
consists of wages, salary and other compensation
received foractive duty, retirement, serviceinan
auxiliary branch of the armed services, or service
during a declaration of emergency by the Gover-
nor.

This credit is not refundable and must be
used in the tax yearitis earned. Thus, itcannotbe
carried forward and used to offset tax liabilities
in future years.

Rationale

This program is intended to provide tax re-
lief to individuals who are viewed as having
helped their country through military service.

Comments

This credit replaced a previously provided
exclusion from taxable income of $1,000 in com-
pensation from military active duty, reserve duty,
or retirement pay. Federal law does not allow
either an exclusion or a credit for military pay;
however, state and federal law are the same
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regarding a number of other exclusions provided
for military compensation. For example, both
state and federal law forgive the taxes (for the
year of his or her death and any prior year during
which he or she served in a combat zone) of
military personnel who die as a result of serving
in a combat zone. ¢
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Tax Credit for Political
Contributions

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 $4
1990-91 4
1991-92 5
Authorization

California Revenue and Taxation Code Sec-
Hon 17053.14.

Description

This provision authorizes an individual to
claim a tax credit equal to 25 percent of any
political contributions he or she makes during
the tax year. The amount of the credit may not
exceed $50 for married couples filing joint re-
turns and $25 for single filers. To the extent that
the tax credit exceeds a taxpayer’s liability in the
year it is earned, it may be carried forward and
used to offset taxes in future years. The credit
must be used in the earliest tax year(s) possible,
however.

Rationale

This program provides an incentive for more
broad-based financing of political campaigns,
especially in the form of relatively small individ-
ual contributions. The apparent rationale for this
is the argument that broad-based financing of
political campaigns promotes greater citizen
participation in the election process and improves
the ability of candidates not having independent
financing to attract funds, thereby making elec-
tions more competitive.

)
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Comments

This program replaced a former tax deduc-
tion for political contributions which was re-
pealed by Ch 1138/87 (AB 53, Klehs and
Hannigan).®

Tax Credit for Small
Employer Health Benefits

Program Type: PIT and B&C

Estimated Revenue Loss
(dollars in millions) _
PIT B&C
Fiscal Year Amount Amount
1989-90 - -
1990-91 - -
1991-92 $40 $60
Authorization
California Revenue and Taxation Code Sec-
tions 17053.20 and 23615.
Description

This program provides a tax credit for “small”
employers who provide health insurance to their
employees. A small employer is one with no
more than 25 employees. The amount of the
credit is equal to the greater of (1) $25 per month
per eligible employee or covered dependent or
(2) 25 percent of the total amount paid per month
per employee or covered dependent. Eligible
employeesare those whoareresidents of Califor-
nia, and work for the employer on average at
least 35 hours per week. To qualify for the credit,
the employer must pay at least 75 percent of the
monthly premium for health coverage for em-
ployees and their dependents. In addition, the
employer must make such health benefits cover-
age available to all eligible employees and their
dependents at least once each year, and to all
newly hired employees and their dependents
within 60 days of the date of employment. This
credit becomes effective on January 1, 1992.

To the extent that this credit exceeds an
employer’s net tax liability, it may be carried
forward and used tooffsettaxesinsucceedingin-
come years, provided thatitis applied to taxesin
the earliest income year(s) possible.
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Rationale

The purpose of this tax credit is to encourage
owners of small businesses to provide health
insurance to their employees. It reflects the view
that owners of many small businesses cannot
afford to provide such benefits as easily as own-
ers of larger businesses.

Comments

This program will result in unknown but
significant state costs. These costs have been
estimated by the Franchise Tax Board to be $100
million in 1991-92 and $400 million in 1992-93.
These cost estimates are subject to considerable
error, as actual costs will be determined in large
partby factors (suchas participation rates) which
are unknown at this time, ¢
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Tax Credit for the Costs of
Clinical Testing of Orphan
Drugs

Program Type: PIT and B&C
Sunset Date: January1,1993

Estimated Revenue Loss
(doilars in millions)
. PIT B&C
Fiscal Year Amount Amount

1989-90 Minor $1

1990-91 Minor 1

1991-92 Minor 1
Authorization

California Revenue and Taxation Code Sec-

tions 17057 and 23609.5.
Description

This program provides a tax credit equal to
15 percent of the costs of performing clinical
testing of “orphan drugs.” Orphan drugs are
drugs created to treat rare diseases and medical
conditions where development is costly and the
market potential for the drugs may be uncertain
or limited. These tax credits are available for any
human clinical testing of such drugs which is
carried out under an exemption for a drug being
tested for a rare disease or condition under the
Federal Food, Drug, and Cosmetic Act.

Rationale

This tax credit is designed to reduce the
after-tax cost of testing drugs for rare diseases or
medical conditions. A drug manufacturing com-
pany often has a very uncertain expectation that
the cost of developing such a drug and making it
available to those suffering from such diseases or
conditions would be recovered from sales of the
drug. This reduces the incentive for “for-profit”
drug manufacturing companies to try to develop
these “orphan” drugs. This program is intended
to mitigate this disincentive.
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Comments

This tax credit was adopted in 1987 in partial
conformity to a similar tax credit contained in
federal income tax law. The federal tax credit is
equal to 50 percent of the expenses of clinical
testing of orphan drugs. The state definition of
orphan drugis identical to the federal definition.
The federal tax credit is currently scheduled to
sunset December 31, 1991, ®

Tax Credit for Low-Income
Housing

Program Type: PIT and B&C

Estimated Revenue Loss
(dollars in millions)
PIT B&C
Fiscal Year Amount Amount

1989-90 $10 $3

1990-91 21 7

19_91—92 . 44 10
Authorization

California Revenue and Taxation Code Sec-

tions 17058 and 23610.5.
Description

This program provides a tax credit for a
portion of the costs of investing in low-income
rental housing projects. The amount of the credit
depends on theamount needed by theinvestorin
order to make the project “economicaily fea-
sible.” This amountis determined by the Califor-
nia Tax Credit Allocation Committee, which
reviews applications and ailocates credits based
on certain previously established legislative pri-
crities. The maximum amount the committee
may award to a project is designed so that the
present value of four annual credit payments
generally equals 30 percent of the investor’s
“qualified basis” in the low-income housing units.
{Qualified basis is roughly equal to the acquisi-
tion, construction, and /or rehabilitation costs of
the units.) In exchange for the tax credits, the in-
vestor must cornmit to either:

* Renting 20 percent of the units to indi-
viduals whose income is no more than 50
percent of area median income.

* Renting 40 percent of the units to indi-
viduals whose income is no more than 60
percent of area median income.

In addition, rents on these units may not
exceed 30 percent of these specified incomne lim-
its.
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This program is different from other tax credit
programs in that the committee allocates both
state and federal tax credits to certain — but not
all - projects submitted to them for review. The
California Tax Credit Allocation Committee has
a limited dollar amount of tax credits available.
Specifically, the state credit ceiling is generally
equal to $35 million per year.

Rationale

This tax credit program is intended to in-
crease the number of affordable rental housing
units available to low-income households in
California, by reducing the after-tax costs to
developers and investors who produce and in-
vest in such units.

Comments

This program complements a federal tax credit
program which also works to promote the devel-
opment of low-income housing. The maximum
federal tax credit that can be awarded is gener-

~ ally equal to 70 percent (on a present-value basis)

of a taxpayer’s qualified basis in the project,
spread over a 10-year period. A project that
receives the maximum in both state and federal
credits receives 100 percent of the taxpayer’s
qualified basis over a 10-year period. Both the
state and federal programs are administered by
the California Tax Credit Allocation Committee.
The state program is authorized as long as the
federal program continues in existence.®
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Tax Credit for Capital Gains
from Sale or Exchange of
Residential Rental or Farm

Property

Program Type: PIT only

Estimated Revenue Loss .
(dollars in millions)
PIT
Fiscal Year Amount
1989-90 $78
1990-91 82
1991-92 89
Authorization

California Revenue and Taxation Code Sec-
tion 17061.5.

Description

This program allows personal income tax-
payers to claim a tax credit for a portion of the
capital gain theyrealize on the sale orexchange of
California residential rental and farming prop-
erty held for more than one year. The amount of
the credit is equal to 3 percent of the net capital
gain in the case of property held for more than
one year but not more than five years, and 4.5
percentinthe case of property held formore than
five years. If the credit allowed exceeds the tax-
payer’s tax liability in the year it is earned, it may
be carried forward and used to offset taxes owed
in succeeding years until it is exhausted.

Rationale

Thistax credit wasadded to Californialaw in
1987, when California eliminated the partial
exclusion for capital gains income in conformity
to the federal Tax Reform Act of 1986. Two
rationales exist for the program. First, it was
intended to provide tax relief to holders of farm



)
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and residential rental property in order to com-
pensate them for the elimination of the preferen-
tial tax treatment of capital gains income. Sec-
ond, the tax credit is intended to encourage in-
vestment in farm and residential rental property.

Comments

The effectiveness of the incentive provided -

under this program may differ for the two types
of property that qualify. In the case of farmland,
this program may actually promote the conver-
sion of farmland to nonagricultural uses. This is
because the credit may increase the farm owner’s
incentive to sell the property, and it is the case
today that California farmland is often converted
toresidential or commercial uses whenitchanges
ownership.

In the case of residential rental property, the
argument that the credit increases investment in
qualifying property appears stronger. This is
because the credit effectively increases the rate of
return for residential rental investment property
relative to other investment opportunities. ¢
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Tax Credit for GAIN
Employees

Program Type: PIT and B&C
Sunset Date: January 1,1994

Estimated Revenue Loss
{dollars in millions)
PIT B&C
Fiscal Year Amount Amount

1989-90 Minor $1

199091 Minor 1

1991-92 Minor 1
Authorization

California Revenue and Taxation Code Sec-

tions 17053.7 and 23621.
Description

This program provides a tax credit to em-
ployers of participants in the Greater Avenues
for Independence Program (GAIN). The GAIN
program requires all AFDC recipients and appli-
cants, who do not have children under age six, to
participate in employment-related training. The
ultimate goal of the GAIN program is for partici-
pants to work in permanent, unsubsidized jobs.
This tax creditis equal to 10 percent of the wages
paid to each employee who is a participant in the
GAIN program. The credit applies only to the
amount of wages up to $3,000 per year per em-
ployee. In no case can the aggregate credit claimed
over time exceed $600 per participating employee.
In order to obtain the credit, the employer must
request in writing and receive certification from
the Employment Development Department that
the employee is a participant in the GAIN pro-
gram. This request for certification mustbe made
on or before the individual begins work. An
employer may not claim a tax credit for the

- wages of any employee who has previcusly worked

for the employer.
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Rationéle

This tax credit provides an incentive for tax~
payers to hire employees who come from disad-
vantaged backgrounds and otherwise would have
difficulty getting jobs. The credit specifically is
intended to (1) compensate for the negative impact
of the minimum wage upon the employment of
economically disadvantaged youth, (2) encour-
age employers to invest time and effort training
those previously unemployable for work, and (3}
reduce state aid payments to those who become
employed.

Comments

This tax creditisin addition toany deduction
to which the taxpayer may otherwise be entitled
for the payment of wages. Federal law provides
asimilar tax credit for employers who hire disad-
vantaged individuals. The federal tax credit is
equal to 40 percent of the first $6,000 of a quali-
fied employee’s first-year’s wages. ¢
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Tax Credit for Joint Custody
Head of Household

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 Minor
1990-91 Minor
1991-92 Minor
Authorization

California Revenue and Taxation Code Sec-
tion 17054.5.

Description

This program allowsa tax credit for divorced
or separated individuals who do not provide the
principal residence for a dependent (and, there-
fore, do not qualify for the more advantageous
“head-of-household” filing status), yet do bear
significant costs in order to maintain a home for
a dependent for part of the year. Specifically, the
programallowsa tax credit equal to 30 percent of
a taxpayer’s net tax up to a maximum amount
($231 in 1990), and is available to divorced or
separated taxpayers who: (1) live apart from a
spouse for at least six months prior to the end of
the tax year and (2) provide for at least one-half
of the cost of maintaining the principal residence
of a dependent for at least 146 days and no more
than 219 days of the tax year. Such a taxpayer
who maintains the principal residence of a de-
pendent for more than 219 days of the tax year
qualifies for the more advantageous head-of-
household filing status.

Rationale

This program is intended to provide tax re-
lief to taxpayers who are single, or married and
living apart, and who care for dependents such

)
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as children for a significant portion of the tax
year. The program'’s rationale reflects the view
that, in the case of taxpayers who have to main-
tain households in order to care for dependents,
their economic burdens are greater than those of
individuals with no such responsibilities.

Comments

Federal law defining “head of household”
was incorporated into California law by refer-
ence for post-1986 years. In order for the head-of-
household filing status to be claimed, the house-
hold must be the principal residence of the quali-

fying dependent for more than 219 days of the

year.

Chapter 1537, Statutes of 1982 (AB 2520,
Sher) created a special “joint custody head-of-
household filing status with its own personal
exemption credits and tax rates. This separate
filing status was replaced with this tax credit by
Ch 1138/87 (AB 53, Klehs). ¢

Tax Credit for Senior Head
of Household

Program Type: PIT only

Estimated Revenue Loss
(doliars in millions)
PIT
Fiscal Year Amount
1989-90 -
1990-91 -
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 17054.7.

Description

This program allows elderly taxpayers who
are surviving spouses to claima personal income

* tax creditinan amount equal to 2 percent of their

taxable income. This credit is only available to
taxpayers with adjusted gross incomes less than
$37,500, and the amount of the creditis limited to
$750 in 1990.

Rationale

This program provides tax relief to elderly
taxpayers who have low or moderate incomes.
The rationale for this is that the ability of such
individuals to pay taxes often is limited, given
their income constraints and their need to pro-
vide for special retirement expenses, such as
health care.

Comments

This program was established by Ch 1154/90
(SB 389, Seymour), and applies to tax years be-
ginning on January 1, 1990 and thereafter. The
maximum creditamount is indexed annually for
inflation. The program provides no benefits for
individuals who have no tax liabilities. ¢
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Special Filing Status for
Head of Household and
Surviving Spouses

Program Type: PIT only

Estimated Revenue Loss
{dollars in millions)
PIT
Fiscal Year Amount
1989-90 ) $340
1990-91 360
1991-92 380
Authorization

California Revenue and Taxation Code Sec-
tions 17042, 17046, 17054, and 17054.6, which
partially conform to federal Internal Revenue
Code Sections 2, 151, and 152.

Description

This program allows taxpayers who care for
dependents to qualify for lower taxrates than are
available to single persons or to married persons
filing separate returns. This program is intended
to provide tax relief to heads of households who
are single, or married but living apart, and sur-
viving spouses. Surviving spouses qualify for a
larger personal exemption in addition to the
lower tax rates.

Rationale

The program’s rationale reflects the view
that taxpayers who have to maintain households
in order to care for dependents have greater

economic burdens than do individuals with no’

such responsibilities. In addition, the program
reflects the view that tax relief may be necessary
for surviving spouses to maintain their economic
status.

Page 94

Comments

Federal law definitions for the “head-of-
household” and “surviving- spouse” filing stat-
uses were incorporated into California law by
reference in 1983 by Ch 488/83 (AB 36, Hanni-
gan, Baker, Bergeson, Katz, and Naylor). Inorder
to claim the head-of-household filing status, the
taxpayer must provide the principal home of the
qualifying dependent for over one-half of the
year. In addition, the taxpayer must pay more
than one-half of the cost of maintaining that
household. A surviving spouse is a taxpayer
whose spouse died within two years prior to the
taxable year and who cares for a dependent child
and has not remarried.

Chapter 846, Statutes of 1990 (AB 3086, Klehs),
provides that taxpayers with a nondependent
relative living in the home qualify for head-of-
household filing status. For example, if a single
custodial parent moved into the home of her
widowed father, the father would qualify as a
head of household. Although the child is the

custodial parent’s dependent, the grandfather .

qualifies to use the head-of-household filing status
because he provides more than one-half of the
cost of maintaining the home. This particular
provision has a sunset date of January 1, 1992.%
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Sales and Use Tax

Sales and Use Taxes — An-
Overview

Sales and use taxes are imposed on the pur-
chase of tangible personal property by individu-
als or businesses. They are administered by the
California Board of Equalization (BOE).

Sales Tax

This is the familiar tax that retailers add onto
the price of most goods sold in California. The
BCE collects the tax from the sellers of these
goods.

Use Tax

The use tax complements the sales tax. Itis
imposed on the purchaser (at the same rate as the
sales tax} for transactions in which the sales tax is
not collected. The most common example is the
purchase of goods from an out-of-state retailer
for use in California. Historically, use tax collec-
tion efforts focused on purchases of goods by
California businesses and on purchases of ve-
hicles. In contrast, no attempt was made to

' collect use tax on most out-of-state purchases by

individual customers. Recent changes to state
law, however, now require many -out-of-state
mail-order houses to collect use tax on purchases
by Californians. Also, the BOE now bills many
returning travelers for use tax on foreign pur-
chases identified on their customs declarations.

State and Local Tax Rates

The current state tax rate is 4.75 percent of the
purchase price in a taxable transaction. (An
additional 0.25 percent temporary tax to fund
earthquake relief was in effect from December 1,
1989 through December 31, 1990, during which

period the total state tax rate was 5 percent.) The
estimated revenue losses that are shown in this
report for sales and use tax expenditures repre-
sent the state revenue loss only from the basic 4.75
percent tax rate. In addition, however, these tax
expenditures give rise to local revenue losses.
This is because a uniform local sales and use tax
of 1.25 percent is imposed by cities and counties,
so that the combined state-local rate is at least 6
percent {6 cents per dollar of sales) everywherein
California. Also, local voters may approve addi-
tional countywide “transactions and use” taxes
in quarter-cent increments up toa maximum of 1
cent per dollar of sales. Consequently, the total
state-local tax rate varies among counties, rang-

ing from 6 percent to 7 percent.

Application of the Tax

The tax is levied on the purchase price of
tangible personal property. Real property is
exempt (but not the materials used for construc-
tion). Services also are generally exempt. How-
ever, charges for labor to fabricate or craft goods
directly for a consumer (such as the tailoring ofa
custom suit) are taxable.

Basic Categories of Exemptions

Two general categories of exemptions are
part of the basic structure of the sales and use
taxes.

Goods for Resale. Goods bought by a busi-

" ness for resale are exempt from tax. This exemp-

tion includes paris that a manufacturer purchases
to incorporate into a product that, itself, will be
sold. (However, purchase of the manufacturing
equipment, itself, would not be exempt.}

Out-of-State Sales. Goods delivered to an
out-of-state purchaser for use outside California
are exempt from tax.
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Gas, Electricity, Water,
Steam, and Heat

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 $1,300
1990-91 1,420
1991-92 1,550
Authorization
California Revenue and Taxation Code Sec-
tion 6353. '
Description

This program exempts from taxation the
transfer of gas, electricity, water (including steam),
and geothermal brines or other heat sources de-
livered through mains, lines, or pipes. It also
exempts water sold to an individual in bulk
quantities (50 gallons or more) for household
use, when the residence is not served by mains,
lines, or pipes. Inaddition, the program exempts
the transfer of steam, heat, or other energy pro-
duced by cogeneration.

Rationale

The basic exemption for gas, electricity, and
water dates back to the inception of the sales tax
in 1933, when companies providing these serv-
ices were subject to a gross receipts tax that was
inlieu of other taxes under the State Constitution.
The original tax exemption merely recognized
that the Constitution prohibited the imposition
of other taxes, such as the sales tax, on these
companies. Although these constitutional provi-
sions were subsequently repealed, the exemp-
tion nevertheless remained in effect. '

Currently, there are two rationales for this
program. First, gas and electricbills are subject to
municipal utility user taxes in many cities, often
at rates higher than the sales tax rate. Thus, itis
argued that the sales tax exemption avoids sub-
jecting gas and electricity to double taxation.

Second, this program provides tax relief to
consumers of gas, electricity, and water to the
extent that sales and use taxes normally would be
incorporated into the prices charged for these
items. These utilities provide basic and neces-
sary services and, as such, it is argued that they
should not be made any more costly to consum-
ers by imposing the sales tax on them.

Comments

Cities received almost $700 million from util-
ity user taxes in 1987-88. Recent legislation (Ch
466/90 -- SB 2557, Maddy) extended to counties
the authority to levy such utility user taxes. The
exemption is not limited to residential gas and
electricity service. Rather, it also includes com-

- mercial and industrial purchases of electricity

and natural gas, to which the “necessity of life”
rationale does not apply.

It is not clear that electricity, which is nota
physical object or substance, would be subject to
sales tax, even in the absence of this program.<
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Organic Products Grown
Expressly for Fuel Purposes

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-50 Minor
1960-91 Minor
19931-92 ‘ Minor
Authorization

California Revenue and Taxation Code Sec-
tion 6358.1 {(a) (1).

Description
This program exempts from taxation the
transfer of organic products grown expressly for

fuel purposes, such as grain grown to produce
fuel alcohol.

Rationale

' This program provides an incentive for the
production and use of organic productsas fuel. It
accomplishes this to the extent that it reduces the
cost of buying or using organic fuels, thereby
making them more attractive relative to conven-
tional fuel sources. The underlying rationale for
the program is to reduce the economy’s reliance
on fossil fuels, especially crude oil, and to en-

courage profitable alternative uses of farmlands. -

Comments

Grain purchases by an alcohol producer
generally would be exempt as a purchase for
resale, even in the absence of this program.
However, growers of organic products, such as
wood, that are sold for direct use as fuel do
benefit from this program. A detailed review of
this program appeared in Volume I, Part Two, of
our Analysis of the 1987-88 Tax Expenditure Budget.
This review recommended that the program be
maintained on the basis of tax equity, and the

administrative savings to the Board of Equaliza-

tion from not having to establish taxable values
for the exempt items. <

Agricultural, Timber,
Municipal, and Industrial
Waste By-Products

Estimated Revenue Loss
{dellars in millions)

Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA

- Authorization

California Revenue and Taxaﬁoﬂ Code Sec-
tion 6358.1 (a) (2).

Description

This program exempts from taxation the
transfer of qualified waste by-products from (1)
agricultural and forest-products operations, (2)
municipal refuse, and (3) manufacturing activi-
ties. In‘order to qualify, these by-products must

_ be used as fuel in an industrial facility in lieu of

either oil, natural gas, or coal.

Rationale

This program provides an incentive for in-
dustry touse waste by-products asan alternative
fuel. It accomplishes this to the extent that it
reduces the cost of buying or using waste by-
product fuels, thereby making them more eco-
nomically attractive relative to conventional fuel
sources. The underlying rationale for the pro-
gram is toreduce the economy’s reliance on fossil
fuels, especially crude oil, and to encourage the
more effective and complete utilization of scarce
resources. The program also equalizes the taxa-
tion of waste fuel materials that are purchased
with those that are self-generated.

Comments

This program was established by Ch 1248 /80
(5B 1576, Nielsen), and was permanently ex-
tended by Ch 254 /86 (SB 1083, Boatwright). The

program was amended by Ch 1056/83 (5B 1031, .

Boatwright) to delete the original requirement
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that qualifying by-products be “delivered in bulk”;
thisamendment ensured that the program would
apply to waste by-products consumed at the
same site where they are generated, such as the
burning of wood chips in a lumber mill.

A detailed review of this program appeared
in Volume I, Part Two, of our Analysis of the 1987-
88 Tax Expenditure Budget. This review recom-
mended that the program be maintained on the
basis of tax equity, and the administrative sav-
ings to the Board of Equalization from having to
establish taxable values for the exempt items. %

Use of Refiners’ Cas

‘ Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 6358.1 (b}.

Description

This program exempts from taxation the use
of “still gas” which has been produced as a by-
product during the refining of purchased crude
oil. _ .

Rationale
The underlying rationale for the program is

" to equalize the tax treatment of still gas used by

refiners who purchase their crude oil with those
who use oil they produce themselves. The pro-
gram also encourages resource conservation
through more efficient use of crude oil supplies.

Comments

The use of still gas produced from proprie-
tary (that is, nonpurchased) petroleum is not
subject to the use tax, because the California Sales
and Use Tax Law requires that a formal transfer
of a productoccurinorder to “trigger” a taxlevy.

This program was established in 1983 by Ch
1059/83 (SB 1031, Boatwright), as declarative of
existinglawunder Ch1248/80(SB 1576, Nielsen),
which provided a tax exemption for waste by-
products derived from manufacturing activities.
This program was permanently extended by Ch
254/86 (SB 1083, Boatwright).

A detailed review of this program appeared
in Volume I, Part Two, of our Analysis of the 1987-
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88 Tax Expenditure Budget.This review recom-
mended that the program be maintained on the
basis of tax equity and the administrative savings
to the Board of Equalization from not having to
establish taxable values for refiners’ gas.%
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Animal Life
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-50 $42
1990-91 44
1991-92 46
Authorization

California Revenue and Taxation Code Sec-
tion 6358 (a).

Description
This program exempts from taxation the
transfer of animal life, the products of which

ordinarily constitute food for human consump-
tion. .

Rationale ,

This program provides tax relief to produc-
ers of animal-based food products, by eliminat-
ing sales and use taxes that ordinarily would
apply toanimals thatare not purchased solely for

resale. By reducing the costof producing animal-

based food items, the program benefits consum-
ers to the extent that theselower production costs
reduce retail food prices. As such, this program
basically is an extension of the sales and use tax
exemption for food. The underlyingrationale for
the programnis that food isa basic necessity of life,
and that its price should not be increased by
taxation.

Comments

Purchases of dairy cows and of any livestock
or poultry for breeding (or egg laying) purposes
ordinarily would be subject to sales and use taxes
in the absence of this program. This is because
these animals are put to use by the purchaser,
rather than simply fattened and resold, as with
most beef cattle.®
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Animal Feed Seeds and Annual Plants
Estimated Revenue Loss Estimated Revenue Loss
{dollars in millions) {dollars in millions)
. Fiscal Year Amount Fiscal Year Amount
1989-90 $92 1989-90 $12
1990-91 96 1990-91 12
1991-92 101 1991-92 13
Authorization Authorization

California Revenue and Taxation Code Sec-
tion 6358 (b).

Description .

This program exempts from taxation any
transfer of animal feed which is fed to qualified
animals. Qualified animals are those whose
products either ordinarily constitute food for

‘’human consumption, or are to be sold in the

regular course of business.

Rationale ‘

This program provides several types of tax
relief. First, it provides tax relief to consumers of
animal-based food products, to the extent that
sales and use taxes on animal feed ordinarily
would be incorporated into the prices of these
products. As such, this aspect of the program
basically is an extension of the sales and use tax
exemption for food. The underlying rationale for
this aspect of the program is that food is a basic
necessity of life, and its price, therefore, should
not be increased by taxation.

The second type of tax relief provided by the
program is to consumers of nonfood animal prod-
ucts, again to the extent that sales and use taxes
on feed ordinarily would be incorporated into
these products’ prices. The rationale here is that
the feed is 2 “component part” of an item which
subsequently is itself subject to taxation and,
therefore, should not be double-taxed. An ex-
ample is the use of feed to raise animals, the pelts
of which are used to make coats, which are
subject to sales taxes.®

California Revenue and Taxation Code Sec-
tion 6358 {c). '

Description

This program exempts from taxation the
transfer of seeds and annual plants whose prod-
ucts either ordinarily constitute food for human
consumption, or are to be sold in the regular
course of business.

Rationale

This program provides several types of tax
relief. First, it provides tax relief to consumers of
seed and plant-related food products, to the ex-
tent that sales and use taxes on seeds and plants
ordinarily would be incorporated into the prices
of such food products. As such, thisaspect of the
program basically is an extension of the salesand
use tax exemption for food. The underlying

‘rationale for this aspect of the program is that

food is a basic necessity of life and its price,
therefore, should not be increased by taxation.

The second type of tax relief provided by the
program is to consumers of nonfood products
that are derived from qualifying seeds and an-
nual plants, again to the extent that sales and use
taxes ordinarily would be incorporated into the
prices of these seeds and plants. The rationale
here is that these items are “component parts” of
products which, themselves, are subsequently
taxed and, therefore, should not be subjected to
double taxation. An example is the purchase of
flower seeds by a nursery in order to grow flow-
ers, which themselves are taxed when sold to
consumers.<
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Qualified Fertilizer
Estimated Revenue Loss
{dollars in millions}
Fiscal Year Amount
1989-50 $23
1990-91 24
1991-92 25
Authorization

California Revenue and Taxation Code Sec-
tion 6358 (d).

Description

This program exempts from taxation the
transfer of fertilizer to be used onland, if the land
is used to produce either food for human con-
sumption or other products to be sold in the
regular course of business.

Rationale-
This program provides several types of tax

relief. First, it provides tax relief to consumers of

food products grown with the help of fertilizer,
to the extent that sales and use taxes on fertilizer
ordinarily would be incorporated into the prices
of these products. As such, this aspect of the
program basically is an extension of the salesand
use tax exemption for food. The underlying
rationale for this aspect of the program is that
food is a basic necessity of life, and its price,
therefore, should not be increased by taxation.

The second type of tax relief provided by the
program is to consumers of nonfood products
which fertilizer helps produce, again to the ex-
tent that sales and use taxes on fertilizer ordinar-
ily would be incorporated into these products’
prices. The rationale here is that the fertilizerisa
“component part” of anitem which subsequently
is, itself, subject to taxation and, therefore, should
not be double-taxed. An example is the use of
fertilizer by a nursery in growing flowers, which
themselves are taxed when sold to consumers.
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Comments

For the purposes of this program, the term
“fertilizer” includes commerciai fertilizers, agri-
cultural minerals and manures, but does not
include soil amendments. The latter are ex-
cluded on the basis that they do not constitute a
“component part” of the grown products, but
rather are capitalized into land values. Such soil
amendments include hay, straw, peat, leaf mold,
sand, potting mediums, and specified mineral
and chemical conshtuents L4 ‘
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Food Products
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 $1,500
1990-91 1,580
1991-92 1,680
Authorization
California Revenue and Taxation Code Sec-
tions 6359, 6359.2, and 6359.4.
Description

This program generally exempts from taxa-
tion the transfer of food products for home con-
sumption (other than carbonated or alcoholic
beverages).

The program does not extend to sales of most
hot, prepared, take-out food items, meals, or to
other take-out'items, if eating facilities are fur-
nished or if the food is sold by a “drive-in” and
ordinarily consumed in a parking space that the
vendor provides.

Vending Sales. Special rules apply to vend-
ing machine sales of otherwise nontaxable food
items, such as candy. Generally, 33 percent of the
receipts from these sales are taxed as an approxi-
mation of the portion of these sales that other-
wise would be taxable because they are of items
consumed on the same premises as the vending
machine. Vending sales of any food item costing
15 cents or less, or of any bulk food items (such as
nuts) costing 25 cents or less are fully exempt
from taxation. This is accomplished by treating
these retailers as the consumers of the items that
they sell. Since the food products are exempt
when purchased by the vendor (under the gen-
eral food exemption), this treatment is equiva-
lent to a full tax exemption.

Rationale

This program provides tax relief to consum-
ers of food products to the extent that sales and

use taxes ordinarily would be incorporated into

the prices of these items. The underlying ration-
ale for the program is that foed is a basic neces-
sity of life and, therefore, its price should be held
to a minimum.

Comments

Although the basicrationale for this program
is to exempt food products from taxationbecause
they are a necessity of life, it should be noted that
the term “necessity” is somewhat loosely, and
even inconsistently applied.

For example, restaurant meals and hot take-
out foods are taxed. This generally is justified on
the grounds that they are luxuries, or at least a
convenience, compared with cooking at home.
However, some of these taxable foods also ap-
pear to be necessities. One example would be an
inexpensive take-out hamburger purchased by a
low-income individual wholacks adequate cook-
ing facilities.

Alternatively, in the case of food products
that qualify under this program, there is no at-
tempt to limit the quality or cost of items. For

© instance, the program applies to high-grade

products, such as filet mignon, thch do not
constitute a basic necessity.

The provision thatdeems 33 percent of vend-
ing machine sales to be taxable was added by Ch
1300/87 (SB 121, Maddy} and Ch 1023/88 (AB
3083, Cortese). The taxable percentage was 77
percent in 1988, 55 percent in 1989, and became
33 percentona permanentbams starting January
1,1990.%

»
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Candy and Confectionery Bottled Water
Products ‘
: Estimated Revenue Loss
Estimated Revenue Loss (dollars in millions)
{dollars in millions} Fiscal Year Amount
Fiscal Year Amount 1589-90 $27
1990-91 2¢
1989-90 $84 1991-92 31
1990-91 . 89 .
1991-92 95
Authorization
Authorization California Revenue and Taxation Code Sec-

California Revenue and Taxation Code Sec-
tion 6359.

Description

This program generally exempts from taxa-
tion the sale or use of candy and other confection-
ery products for home consumption. This pro-
gram is included within the overall food exemp-
tion and is subject to the same limitations.

Rationale

This program provides tax relief to produc-
ers of candy, and to candy consumers to the
extent that sales and use taxes ordinarily would
be incorporated into the prices of these items,
The program is rationalized on the grounds that
candy and confectionery items constitute food
products by virtue of their nutritional contents
and, as such, deserve the same tax exemption
granted for food generally.®

Page 104

tion 6359.6.

Descrip_tion

This program exempts from taxation the
transfer or use of noncarbonated and noneffer-
vescent bottled water, provided that the wateris
sold in individual containers having a size of at
least one-half gallon.

Rationale

This program provides tax relief to the con-
sumers of bottled water to the extent that sales
and use taxes ordinarily would be incorporated
into its price. The underlying rationale for the
program is that water is.a basic necessity of life.
Many individuals use bottled water because of
impurities and other reldated problems with the
quality of their normal water suppilies.

Comments

This program was established in 1980 by Ch
1348/80 (SB 85, Nejedly); however, it applied
only to containers of at least one gallon in size.
The minimum allowable container size was re-
duced toone-half gallonin 1984 by Ch 786/84 (SB
1554, Ellis).

Packaged sales of groups of individual wa-
ter-filled containers are not exempt from taxation
under this program (see 66. Ops. Attorney Gen-
eral. 24. January 27, 1983).%
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Packing Ice and Dry Ice
Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 $0.9
1990-91 1.0
1991-92 1.1
I
Authorization

California Revenue and Taxation Code Sec-
tion 6359.7.

Description

This program exempts from taxation the
transfer of ice and dry ice, when the iceisused or
employed in packing and shipping qualified food
products for human consumption.

Rationale

Proponents of this program argue that it is
needed to equalize the tax treatment of packing
iceand dry ice with that of various other compet-
ingcooling processes. These variousother means
of cooling (such as forced air and chilled water
baths) are not directly subject to sales and use
taxation because they are “processes” and not
tangible personal property (asisice.) Asaresult,
the program’s proponents argue that, by equaliz-
ing the tax treatment of ice with other cooling
processes, it serves to reduce therelative costs of
using ice and thereby enhance its attractiveness
as a packing and shipping coolant. The program
also has been rationalized on the grounds that
coolants are needed to provide consumers with
unspoiled food products, many of which are,
themselves, exempt from taxation because they
are viewed as basic necessities of life.

Comments

This program became operative on January
1, 1986 as provided by Ch 1045/85 (AB 1887,
Areias). An earlier program had beenin effectfor
iceused ininterstate transportation only, until its
repeal in 1979 by Ch 1150/79 (AB 66, Lockyer).

Sales and Use Tax

The rationale that this program is needed to
equalize the tax treatment of ice with thatof other -
cooling methods overlooks the fact that the equip-
ment for these alternative coolant systems gener-
ally is subject to sales and use taxation at the time
it is purchased. A detailed review of this pro-
gram appeared in Part Two of our Report on the
1988-89 Tax Expenditure Budget. In our review,
we found no evidence that this program is hav-
ing any significant impacts on the basic economic
competitiveness of the affected California indus-
tries or on prices paid by consumérs. Accord-
ingly, we recomnmended that this program be
repealed. :
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Prescription Medicines

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 $221
199(-91 244
1991-92 270
Authorization

California Revenue and Taxation Code Sec-
tions 6369 and 6369.1.

Description .

This program exempts from taxation the sale
or use of specified medicines and medical-re-
lated products used for treating the health prob-
lems of human beings. Items which qualify for
the program include (1) prescription medicines
dispensed by a registered pharmacist, (2) medi-
cines furnished or sold by licensed health care
professionals for their own patients, (3) medi-
cines furnished by licensed health care facilities,
and (4) medicines sold to the state or a local
government. In addition, qualifying itemns in-
clude such medical products as prosthetic and
orthotic devices, hemodialysis products, insulin
syringes, sutures, bone screws, and artificial limbs
and eyes.

Rationale

This program provides tax relief to consum-
ers of certain medicines and medical-related
products, to the extent that sales and use taxes
ordinarily would be incorporated into the prices
of these items. The underlying rationale for the
program is that the price of medicines shouid not
be increased by taxation because proper medical
care and treattnent is a necessity of life.4
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Specified Medical-Related
Products

Estimated Revenue Loss
{dollars in millions)
Fiscal Year © o Amount
1989-90 $2.8
1990-91 30
1991-92 I 3.2
Authorization
California Revenue and Taxation Code Sec-
tipns 6369.2 and 6369.5.
Description

This program exempts from taxation the sale
and use of the following medical-related prod-
ucts for personal use as directed by a physician:
(1) wheelchairs, crutches, canes, and walkers
(including their replacement parts), and (2) medical
oxygen delivery systems.

Rationale

This program provides tax relief to consum-
ers of specified medical-related products, to the
extent that sales and use taxes on these products
ordinarily would be incorporated into their prices.
The underlying rationale for the program is that
such products are items of necessity to individu-
als who purchase them, and that their cost, there-
fore, should not be increased by taxation.

Comments

Qualifying “medical oxygen delivery sys-
tems” include, but are not limited to, liquid oxy-
gen containers, high pressure cylinders, and
regulators, when sold, leased, or rented to an
individual for personal use under the direction of
a physician.$
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Medical Alert Tags
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-9%0 Minor
1990-91 Minor
1991-92 Minor
Authorization

California Revenue and Taxation Code Sec-
tion 6371.

Description

This program exempts from taxation the
transfer of medical alert tags furnished by a
qualified nonprofit organization. The term
“medical alert tags” includes any tag worn by a
person for the purpose of alerting other persons
that the wearer has a medical disability or aller-
gic reaction to certain treatment.

Rationale. ‘

This program provides tax relief to individu-
als who need to wear medical information tags
because of health-related problems. The pro-
gram does this to the extent that sales and use
taxes on such tags ordinarily would be incorpo-
rated into their prices. The rationale for the
program is that the price of such tags should not
be increased by taxation because the tags are a
necessity for many individuals with serious health
problems.

Comments

This program was originaily sponsored by
the Medic Alert Foundation, a charitable non-
profit corporation engaged in gathering, storing,
and furnishing information regarding the medi-
cal problems of members. When an individual
subscribes to the Medic Alert Foundation, he or
she has the option of purchasing either a bracelet
or a necklace on which relevant medical emer-
gency informationisengraved. Similar products
are available from related organizations.¥

Specified Medical Health
Information

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 6408. '

Description

This program exempts from taxation the use
of medical health information literature purchased
by qualified organizations. Such qualifying or-
ganizations must be formed and operated for
charitable purposes, be eligible for the welfare
exemption (a property tax exemption available
to nonprofit, charitable organizations), and be-
engaged in the dissemination of medical health
information. In addition, the purchase of quali-
fied literature must be made from the organiza-
tion’s national office or another branch of that
organization. The original purchase of these
materials, from a printer for example, is not
covered by the exemption.

Rationale

This program provides tax relief for organi-
zations providing educational health informa-
tion, and thereby enables these organizations to
use their limited resources more effectively for
educational purposes. The underlying rationale
for the program is that the dissemination of
medical health information is socially beneficial.

Comments

The original proponent of this program was
the American Heart Association. Prior to the
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inception of this program, sales and use taxes
were levied on the medical information that the
association distributed to its regional and local
chapter affiliates.®
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Health and Safety Insignia
and Educational Materials

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 - NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 6409.

Description

This program exempts from taxation the
transfer of health and safety insignia and educa-
tional materials routinely sold in connection with
health, safety, and firstaid classes. The program
requires the insignia and materials to be sold or
purchased by a national charitable organization
which qualifies for the welfare exemption (a
property tax exemption available to nonprofit,
charitable organizations). In addition, the mate-
rials must be purchased from the organization’s
national office or another branch of that organi-
zation.

Rationale

This program offers tax relief to organiza-
tions providing specified health- and safety-re-
lated materialsand educational information,and
forindividuals who might purchase them. Thus,
the program encourages the wider dissemina-
tion of these materials and information. The
rationale for the program is that such materials
and information are socially beneficial and wor-
thy of public support.?
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Printers’ Aids

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
!
Authorization

California Revenue and Taxation Code Sec-
tion 6010.3.

Description

This program exempts from taxation the

composed type and reproduction proofs which
are made by a typographer for the preparation of
printed matter. In addition, this program ex-
empts from taxation the fabrication of reproduc-
tion proofs or impressed mats when the materi-
als are transferred to a printer or publisher for
use in printing,.

Rationale

This program provides tax relief to the print-
ing industry, to the extent that sales and use taxes

on transfers of qualified printers’ aids normally

would be borne by printers. Traditionally, print-
ers” aids often became the property of the cus-
tomer, so that they were subject to sales tax.
These aids, however, were used to make final
printing materials, which also were taxed on
their sale. This program thus reduces the degree
of this sales tax “pyramiding” for the printing
industry. It also tends to equalize tax treatment
for printers’ aids, regardless of the specific ar-
rangements maderegarding the transfer of print-
ers’ aids.

Comments

Many other industries are subject to tax
pyramiding, but the printing industry has ar-
gued that it was particularly hard hit by the
multiple application of the sales and use tax.

Newer computerized printing and publishing
methods produce few, if any, intermediate printer’s
aids, so that the revenue loss from this program
should decrease over time.¥
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Partnership Property Used Comments
to Produce Motion Pictures The basic structure of the sales and use tax
inherently benefits businesses that are vertically
‘ ) integrated because intracompany transfers of
Estimated Revenue Loss equipment and supplies are not a sale and, thus,
(dollars in millions) are not taxed. This program singles out the
Fiscal Year Amount - motion picture industry for special treatment in
this regard.®
1989-90 NA
1990-91 NA
1991-92 ! ~ NA
Authorization

California Revenue and Taxation Code Sec-
tion 6010.4.

Description

This program exempts from taxation the use
of property rented, leased, or otherwise furnished
by a partnership to its members for the produc-
tion of motion pictures under certain circum-
stances. In order to qualify for the program, the
parinership must be formed by parties engaged
in the production or distribution of motion pic-
tures in order to reduce production costs by
sharing equipment, studio facilities, and person-
nel.. The exemption does not apply, however, if
the parinership transfers title to any property to
its members. The program does not exempt from
taxation the original purchase of property by the
partnership.

Rationale
This program provides benefits to some seg-

ments of the motion picture industry by reducing -

the costs they incur for using shared movie-
making equipment and fabrication labor. It is
rationalized on the grounds that it tends to equal-
ize the taxation of equipment and fabrication
labor provided in-house with the taxation of
these items when several studios or independent
producers share these resources. The program
thus removes a tax advantage that otherwise
would benefit integrated studios versus other
producers.
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Newspapers, Periodicals,
and Their Ingredients and

Component Parts
Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 $105
1990-91 115
1991-92 123
Authorization
California Revenue and Taxation Code Sec-
tions 6362 (a) and 6362 (b).
Description

This program exempts from taxation the sale

or use of newspapers, periodicals, and any tan- °

gible personal property thatbecomes an ingredi-
entor component of them, provided thata news-
paper or periodical is regularly published -at
average intervals not exceeding three months.
Included under the program is the one-time use
of photographs in newspapers.

Rationale

This program provides tax relief to the pub-
lishers of qualified newspapers and periodicals,

.and the consumers of these items. It does this to

the extent that sales and use taxes levied on these
products would increase the prices charged for
them and /or reduce the net profits from publish-
ing them. Proponents of this program contend
that the contents of a newspaper or periodical are
akin toaninformation service and, thus, the trans-
fer of a newspaper or periodical is equivalent to
the sale of a service. Because the transfer of
services is exempt from sales and use taxation,
these proponents thus argue that the transfer of
newspapers and periodicals also should be ex-
empt. :

In the case of one-time use of photographs,
the specific rationale for a tax exemption is that

such items are tangible personal propefty which
becomes an ingredient or component part of the
newspapers in which they appear.

Comments

Magazines and periodicals account for two-
thirds of the revenue loss shown above, but only
a portion of that amount would be collected in
the absence of this program. This is because
many magazines and periodicals are published
outside of California and then mailed to sub- -
scribers within California. Taxing these transac-
tions requires that the publishers must have at
least some minimum economic presence in Cali-
fornia. For this reason, a portion of these inter-
state sales would not be taxable by California or
would be difficult to collect.

California Board of Equalization Regulation
1590 excludes from this program any publication
that consists of 90 percent or more advertising.%
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Leases of Motion Pictures

Estimated Revenue Loss
{dollars in millions)
Fiscal Year. Amount
1989-90 $20
1990-91 20
1991-92 21
Authorization

California Revenue and Taxation Code Sec-
ti_ons 6006 (g) (1) a_nd 6010 (e) (1).

Description

This program exempts from taxation the
qualified lease or rental of motion pictures, tele-
vision programs, and tapes (except video rentals
for private use).

Rationale

This program provides tax relief to the own-
ers and users of motion pictures and television
shows, to the-extent that sales and use taxes
levied on motion picture leases would be incor-
porated into the lease payments. The apparent
rationale for the program is to encourage expan-
sion of the market for motion pictures and tapes
in California by reducing the cost of leasing such
pictures, thereby promoting the economic health
of the motion picture industry. Proponentsof the
exemption also argue thatitis needed to provide
tax equity between exhibitors of motion pictures
and tapes versus other forms of entertainment,
such as a live theater, that are not subject to the
sales and use tax.

Comments

The estimated revenue loss shown above is
based only on leases to movie theatersin Califor-
nia, because these transactions involve the trans-
fer of a physical copy of the movie. Television
programming, on the other hand, can be, and
often is, transferred via satellite or phone lines,
which would not be subject to taxation, even in
the absence of this program. Consequently, the
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additional revenue that would be realized from
taxing leases of television programming would
be relatively small.

The tax equity rationale for this program fails
to recognize that many forms of entertainment
are subject to sales and use taxes. Examples
include videocassette rentals, books, and games.$
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Master Tapes and Master
Records

Estimated Revenue Loss
(dollars in millions)
" Fiscal Year Amount
1989-90 - NA
1990-91 NA
1991-92. NA
Authorization

California Revenue and Taxation Code Sec-
tion 6362.5. ‘

Description

This program exempts from taxation quali-
fying transfers of master tapes and master rec-
ords that are used by the recording industry in
making sound recordings. The sales tax does
apply, however, to purchases of the tangible
elements of such master tapes and recordings (for
example, the cost of the blank tape) when these
are acquired from a recording studio by a tape or
recording producer.

Rationale

This program provides tax relief for the pro-
ducers of master tapes and records, to the extent
that sales and use taxes ordinarily would be
incorporated into the prices of these items. Atthe
time this program wasenacted, the program was
rationalized on thebasis that the value of a mas-
ter tape or record was primarily atiributable to
the intangible element of the music or other
information stored on the tangible medium. The
proponents of this exemption argued that it was
not proper for the state to tax the value of such
intangible elemnents.

Comments

A recent court decision has created uncer-
tainty as to whether master records and tapes
would be taxable in the absence of this program.
The California Court of Appeal, in May 1990,
upheld a lower court ruling granting certain

entertainers and others a refund of taxes im-
posed on a master recording prior to enactment
of this program. The court found that the per-
formances were the true objects of the transac-
tion, rather than the master tapes themselves. In
its decision, however, the Court of Appeal pre-
cluded the use of this case as a precedent, so that
any other similar refund claims will have to be
decided on their own merits.4
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Printed Advertising
Materials
Estimated Revenue Loss
(dollars in millions)
Fiscal Year - Amount
1989-90 Up to $50
1990-91 Up to $50
- 1991-92 Up to $50
Authorization
. California Revenue and Taxation Code Sec-
tion 6379.5."
Description

This program exempts from taxation the sale
or use of catalogs, letters, circulars, brochures,
and pamphlets consisting substantially of printed
advertisements for goods and services. To qual-
ify, these materials must be (1) printed to the
special order of the purchaser and (2) mailed or
delivered by the seller, seller’s agent, ora mailing

“house through the United States Postal Serviceor

by common carrier, to another person at no cost
to the recipient.

Rationale

This program provides tax relief to Califor-
nia printers and retailers. The rationale for the
program is to provide tax equity for California
printers. When a California retailer contracts
with an out-of-state printer to print its advertis-
ing, the printing job is not subject to sales tax. In
the absence of this program, a similar contract
with a California printer would be subject to sales
tax. Program proponents argue that the program
is necessary to make California printers competi-
tive with out-of-state printers.

Comments

This program was established by Ch 1515/86
(SB 2527, Robbins), and took effect on January 1,
1987. An alternative way to provide tax equity
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for California printers in the absence of this pro-
gram would be to apply the use tax to printed
advertising materials purchased from out-of-state
printers by California firms. In cases where the
out-of-state printer sends the advertising mate-
rial directly to California recipients, there had
been concern that imposing the use tax would
unconstitutionally interfere with interstate com-
merce. That concernappears to have been erased
by a 1988 decision of the U.S. Supreme Court
(D.H. Holmes Co. v. McNamara, 48 U.S. 24, 100L

Ed 2d 21, 108 S Ct 1619). In that case, the court |
. unanimously upheld Louisiana’s imposition of

use tax on catalogs printed outside the state fora
Louisiana retailer and delivered directly to pro-
spective customers in Louisiana.

We estimate the total value of all catalog,
directory, and printed advertising products

generated for use in California to be approxi-.

mately $2 billion. If all such products were
subject to taxation, the state sales tax liability
would be approximately $100 million. However,
this figure dramatically overstates the revenue
loss to the state due to this program, for two
reasons. First, an unknown number of these
products are already subject to taxation. For
example, catalogs that are sold to consumers are
taxed, as are many other advertising materials.
In addition, an unknown portion of these prod-
ucts would not be subject to taxation, even if this
program were repealed. For example, according
to the California Board of Equalization (BOE),
advertising inserts in newspapers would con-
tinue to be exempt from taxation under the ex-
emption for newspapers and periodicals. As a
result, the actual revenue loss from this program
is unknown, but is probably in the tens of mil-
lions of dollars annually. The BOE estimates the
loss at up to $50 million annually.<
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Qualified Motion Pictures
and Qualified Production
Services

Estimated Revenue Loss
(dollars in millions)
Fiscal Year ' Amount
1989-90 $3
1990-91 . 3
199192 4
Authorization

California Revenue and Taxation Code Sec-
tion 6010.6.

- Description

This program exempts from taxation charges
for qualified production services (fabrication labor)
used in the production of a motion picture (in-
cluding videos, or any other commercial audio-
visual works). These services include the pro-
duction of special effects, sound, editing, and

photography, regardless of whether the service

is performed under the producer’s supervision
or done independently. The exemption does not
include the production of duplicates or release
prints, however.

Additionally, the program exempts transfers
of all or partof qualifying motion pictures, or any
interest or rights to them (including partially
finished work and intermediary materials). To
qualify, the motion picture must eitherbe (1} sold
before it is first exhibited or broadcast to its
general audience or (2) transferred to any per-
sons holding exploitation rights which they gained
prior to the first exhibition.

These exemptions do not apply to (1) the
transfer of raw film or videotape stock, (2) the
transfer of release prints or tapes for exhibition or
broadcast, or (3) rentals or leases of videocas-
settes, videotapes, or videodiscs for private use,

Rationale

This program has several rationales. First, it
provides an incentive for retaining motion pic-
ture production activities in California by reduc-
ing the industry’s tax burden.

" A second rationale is that the program sim-
plifies tax administration. Before this program
was established, the taxability of charges for
special effects and other production services
depended on whether those services were per-
formed by studio employees or contractors su-
pervised by the producer (in which case they
were not taxable) versus by contractors operat-
ing independently (in which case they were tax-
able). Taxation was complex because it was
difficult to distinguish among the various con-
tractual relationships. '

A third rationale is to create tax equity be-
tween (1) studio employees and contractors who
perform the same kinds of work and (2) inte-
grated producers that produce a finished work
and those that specialize in one segment of the
work, such as filming or postproduction editing.

Comments

Fabrication Labor. Although services them-
selves are not subject to the sales and use tax,
fabrication laborused to make anitem of tangible
property generally is subject to tax. Forexample,
charges by a tailor tomake a suitare taxable. even
if the customer provides the cloth. This provides
tax equity between custom-made products and
off-the-shelf products. However, there is no tax
on fabrication labor if it is provided by employ-
ees of the same company that uses the finished
product (since no sale or transfer of property
occurs), or, in many cases, if the labor is per-
formed under the supervision and subject to the
approval of the customer.

The creation of special effects for motion
pictures usually involves the production of tan-
gible property (a film or video product) thatisan
intermediary product used to incorporate the
special effect into the final motion picture. In the
absence of this program, the sale of that interme-
diate product to a producer by a contractor who
is not supervised by that producer generally
would be taxable.
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Sales of Motion Pictures. Sales of completed
motion pictures prior to their commercial exhibi-
tion are-considered a sale for resale and would
not be taxable, even in the absence of this pro-
gram. Sales of rough footage or other intermedi-
ary products for a motion picture in progress
generally would be taxable in the absence of this
program, however.

This program was established by Ch 1157 /88
(SB 1405, Roberti).®

Mobile Transportation
Equipment Leases
Estimated Revenue Loss
(dollars in millions)
Fiscal Yeér Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-

tions 6006 (g) (4) and 6010 (e) (4).

Description

This program exempts from taxation the lease
or rental of certain mobile transportation equip-
ment used in the transportation of persons or
property. Qualifying equipment includes rail-
road cars and locomotives, buses, trucks, truck
tractors, truck trailers, dollies, bogies, chassis,
reusable cargo containers, aircraft, ships, and
tangible personal property which is orbecomesa
component part of such equipment. Equipment
which does not qualify for the program includes
one-way rental vehicles, passenger vehicles, and
trailers and baggage containers designed to be
hauled by passenger vehicles. The purchase of
mobile transportation equipment by the lessor,
however, is generally subject to sales and use tax.

Rationale

This program provides tax relief to users of
qualifying transportation equipment, to the ex-
tent that sales and use taxes on equipment leases
and rentals would increase prices to equipment
users. According to the California Board of
Equalization, the program has several rationales.
One involves the administrative complexities of
determining the portion of leasing payments that
isrelated tointerstate commerceactivities, which
are exempt from taxation. Another relates to the
difficulty of separating out the portion of lease
payments associated with the provision of re-
lated services, such as maintenance, which them-
selves are nontaxable.
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Comments
Existing law allows lessors of mobile trans-

portation equipment to elect to pay tax on rental -

receipts, rather than on the equipment’s cost at
the time of purchase. However, this option is
available only to lessors who make no use of the
equipment other than renting or leasing it.%

Vessels That Transport Over
1,000 Tons

Estimated Revenue Loss
(dollars in millions)

Fiscal Year Amount
1989-90 -
1990-91 -

199192 ‘ -

Authorization .
California Revenue and Taxation Code Sec-

- tion 6356.

Description

This program exempts from taxation the sale
of certain vessels sold by their builder. In order
for the program to apply, the vessel involved
must be capable of transporting cargoes of more
than 1,000 tons. The program does not, however,
exempt such vessels from the use tax.

Rationale

The program was originally intended to elimi-
nate a tax “penalty” for purchases of vessels
within the state by equalizing the taxation of
ships purchased within the state with those pur-
chased outside the state but for use within the
state. At the time this program was enacted, it
was thought that the purchase of a vessel froman
out-of-state builder for use within the state could
not be taxed by the State of California, due to
limitations under the U.S. Constitution of state
taxation of interstate commerce.

Comments

The original rationale was superseded by a
1942 federal court ruling involving the taxability
of vessel purchases. Specifically, in the case of
Los Angeles Lumber Products v. Board of Equaliza-
tion (45 Fed. Supp. 77), the courtruled that the U.S.
Constitution does not prohibit a ship purchased
out of state for in-state use from being taxed by
California. Given this, purchasers would have
no tax-based incentive to buy their ships out of
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state in the absence of the program. Asa result,
the only effect of the program is to eliminate the
shipbuilder's responsibility to collect sales tax
for vessels to be used within California (vessels
used in interstate or foreign commerce would be
exempt in any case). Instead, the buyer of the
vessel is responsible for paying the use tax if it
applies. Consequently, this program currently
has no revenue effect.®
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Vehicles for Physically

Handicapped Persons
Estimated Revenue Loss
(dollars in millions)

Fiscal Year Amount
1989-90 NA

1990-91 ' NA

1991-92 NA

Authorization

California Revenue and Taxation Code Sec-
tion 6369.4.

Description .

This program exempts from taxation the sale
and use of items and materials used to modify
vehicles for physically handicapped persons. The
program also exempts from taxation the portion
of the price of a vehicle attributable to handi-
capped modifications. In order to qualify, the

vehicle purchaser must be eligible for a disabled

license plate or placard for disabled parking,

Rationale

This program provides tax relief to physi-
cally handicapped person$ who must rely on
specially modified vehicles, such as those with
wheelchair lifts and special steering devices. It
provides such relief to the extent that sales and
use taxes ordinarily would be incorporated into

. the cost of the modifications, and to the extent

that these costs are then borne by handicapped
persons. The underlying rationale for the pro-
gram is that access to vehicles with special modi-
fications is a necessity for many handicapped
persons, and one that can impose especially
onerous financial burdens on them since their
income-earning potential often is restricted. %
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New Trucks. and Trailers for
Out-of-State Use

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
19|91-92 NA
Authorization

California Revenue and Taxation Code Sec-
tions 6388 and 6388.5.

Description

This program exempts from taxation the sale
or use of new or remanufactured trucks, truck
tractors, trailers, semitrailers, trailer coaches, and
auxiliary dollies purchased in California for use
outside the state or in interstate or foreign com-
merce.

All of the above types of vehicles and equip-

ment qualify for the tax exemption if the vehicle

is (1) purchased by an out-of-state resident from
an out-of-state dealer, (2) delivered by the manu-
facturer to the purchaser within California, (3)
taken out of the state within 30 days, and (4}
registered in another state.

A somewhat broader exemption applies only
to trailers and semitrailers. These vehicles may
be purchased from either an in-state or out-of-
state dealer, and they may be delivered by either
the manufacturer or dealer within California.
The exemption applies if they are (1) purchased
for out-of-state use or for interstate or foreign
commerce, {2) taken out of the state within a
specified time period, and (3) registered in an-
other state. If the trailer or semitrailer is manu-
factured out-of-state, the purchaser has 30 days
to take it out of California. If the vehicle is
manufactured in California, the purchaser has 75
days to remove it from the state. The purchaser
does not have to be an out-of-state resident.

Rationale

This program benefits California manufac-
turers of trucks and trailers and California deal-
ers who sell trailers and semitrailers. In the
absence of this program, purchases of qualifying
equipment for out-of-state use from California
manufacturers or from California dealers (for
trailers and semitrailers) could be subject to the
sales or use tax if delivery is taken at the manu-
facturer’s or dealer’s California location. Pro-
gram proponents argue that such a tax would
discourage these purchases. Therationalefor the
program is to stimulate the California trailer-
coach manufacturing and remanufacturing in-

dustry.

Comments .

By making delivery outside California, the
manufacturer or dealer could arrange to avoid
any California sales or use tax liability on the
transaction, even in the absence of this program.
This is because the transaction would be classi-
fied as an interstate sale, which is not taxable. -
Given this, the actual revenue loss due to this
exemption probably is relatively small. The pri-
mary effect of the program is to facilitate sales by
California truck and trailer manufacturers and
dealers and to reduce their costs of delivering
vehicles. ¢
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‘Cargo Containers

Sunset Date: January 1, 1994

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
. 1990-91 NA
! 1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 6388.6.

Description .

This program exempts from taxation quali-
fied transfers of cargo containers. In order to
qualify for the program, a containermustbe used
in interstate commerce, produced in state, and
delivered to an in-state purchaser, and be subse-
quently moved out of the state within 30 days. In
addition, the purchaser must supply various
information to the manufacturer regarding the
container’s use, and the container itself must
satisfy various requirements regarding its size
and physical characteristics.

Rationale

This program has been rationalized on two
grounds. First, the program providesa taxincen-
tive for the cargo container manufacturing in-
dustry to locate in California. It does this by
reducing the prices for which such containers
may be profitably sold, thereby increasing their
marketability. Second, the program tends to
equalize the tax treatment of cargo containers
with that of trailers and semitrailers. (Trailers
and semitrailers sold to out-of-state businesses
are exempt from taxation under California Reve-
nueand Taxation Code Sections 6388 and 6388.5.)

=
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Comments

State law also exempts cargo containers which
are used in ocean commerce from property taxa-
tion.

This program originally was established in
1980 by Ch 1290/80 (AB 2769, Sterling), and its
initial sunset date was extended from 1984 to
1994 by Ch 1050/83 (AB 1943, Tanner).%
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Partial Exemption for Low-
Emission Motor Vehicles

Sunset Date: January 1,1995

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
. 1989-90 ; -
1990-91 -
1991-92 Minor
Authorization

California Revenue and Taxation Code Sec-
tion 6356.5.

Description

This program exempts from taxation the
incremental costs of purchasing a new low-emis-
sion vehicle (LEV). This incremental cost is the
difference between the cost of a LEV and the cost
of a comparable conventional gasoline or diesel

- vehicle. The program also exempts from taxa-

tion the full cost of equipment purchased to
convert conventional vehicles to LEVs. To qual-
ify for the exemption, the vehicle model or equip-
ment must be certified by the Air Resources
Board (ARB), and the State Energy Resources
Conservation and Development Commission must
determine the incremental cost for each vehicle
model. In addition, the vehicle or equipment
must meet certain labeling and documentation
requirements. LEVs may be either (1) gasoline-
or diesel-fueled vehicles with half or less than
haif the amount of hydrocarbon emissions nor-
mally allowed or (2) vehicles using alternative
fuels, such as methanol, that contribute no more
to ozone formation than a gasoline-fueled LEV.

Rationale

The program provides tax relief to purchas-
ers of LEVs or LEV conversion equipment, The
goal of this program is to reduce air pollution by

lowering the cost of new or converted LEVs. A
second rationale is that vehicles which use alter-
native forms of fuel can reduce the state’s de-
pendence on foreign sources of fuel.

Comments

This program was established by Ch 990/89
(SB 1006, Leonard). In order for this program to
become operative, two events must occur: (1) the
ARB must issue a list of qualifying LEVs and (2)
the California Energy Commission must deter-
mine the incremental cost of the vehicles on that
list, and report that determination to the Califor-
nia Board of Equalization (BOE). The ARB is-
sued its list of vehicles in October 1990. The
Energy Commission has not yet reported its
determination of incremental costs to the BOE,
butis expected to do so by 1992. Thus, there will
not be any immediate revenue loss under this
program.

The list approved by the ARB consists of
numerous existing automobile models that al-
ready are on the market. Energy Commission
staff indicate that none of the vehicle models on
the initial list have any incremental cost associ-
ated with them, as they are already priced simi-
larly to other conventional gas- or diesel-pow-
ered vehicles. Thus, initial revenue losses under
this program are expected to be minar.

New ARB regulations adopted in October
1990 will require increasing use of LEVs that
meet increasingly strict emission standards,
beginning in the mid-1990s, so thatsome revenue
loss could begin in 1992 and grow in subsequent
years. Based on estimates by the ARB, these
future LEVs could have incremental costs rang-
ing from a few hundred toa few thousand dollars
per vehicle. Therefore, the potential revenue loss
to the state could run in the millions of dollars
annually, if the partial exemption for LEVs is
extended beyond the present sunset date of Janu-
ary 1, 1995.¢
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Leases of Specified Linens

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
199192 NA
Authorization

California Revenue and Taxation Code Sec-
tions 6006 (g) (2) and 6010 (e) (2).

Description

This program exempits from taxation the sale
and use of linen supplies and similar articles. To
qualify for the program, these supplies and ar-
ticles must be provided under a lease agreement
that includes recurring laundering and cleaning
services. Linens exempt under this program are
taxable at the time of purchase by the lessor.

Rationale !

This program gives tax relief to providers
and consumers of leased linen. Iis apparent
rationale is that most of the price charged for
linen supplies representssthe cost of the launder-
ing and cleaning services, which would be exempt
if provided separately.

Comments

Generally, lessors have the option of paying
tax on their original purchase price or on their
lease receipts. Consequently, this provision re-
quires taxation of leased linen only on the basis of
its original purchase price. It also clarifies that
laundering and cleaning by the lessor do not
constitute remanufacturing of the linens, which
would require taxation of the lease receipts.®

Leases of Household

Furnishings
Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 Minor
1990-91 Minor
1991-?2 Minor
Authorization

California Revenue and Taxation Code Sec-
tions 6006 (g) (3) and 6010 (e) (3).

" Description

This program exempts from taxation the lease
of household furnishings, when the furnishings
areleased along with alease of theliving quarters
in which they are to be used. The furnishings are
taxable, however, at the time of purchase by the
lessor. :

Rationale

According to the California Board of Equali-

zation, this program exists to facilitate tax ad-
ministration. Taxing the rental of furnishings in
living quarters would require registering and
auditing landlords, who generally are not sellers
of any other taxable goods. Also, it would be
difficult to determine what portion of rent is for
the furnishings.

Comments

Generally, landlords pay tax when they pur-
chase furniture, and would not be taxed on their
furniture rental receipts, even in the absence of
this program. This is because of the broader
provision that allows lessors to choose whether
to pay tax on their original purchase or on their
lease or rental receipts. Consequently, the reve-
nue loss due to the program is minor.%
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Sales Price of Factory-Built
Housing

Estimated Revenue Loss
{dollars in millions)
Fiscal Year " Amount
1989-90 Minor
1990-91 Minor
| 1991-92 . Minor
Authorization

California Revenue and Taxation Code Sec—
tion 6012.7.

Description
This program exempts from taxation 60 per-
cent of the sales price of qualified factory-built

housing, such as modular housing and sectional-
ized housing,.

Rationale

This program attempts to equalize the sales
and use tax treattnent of factory-built housing
with that of conventional housing. When a con-
tractor buildsaconventional fixed-foundation home,
heor she normally pays sales and use taxeson the
tangible property that becomes a part of the
home, suchas lumber, paint, and wallboard. The
home sale itself, however, is not subject to the
sales tax. Thus, the value of the home not due to
the materials embodied into it is exempt from
taxation. ‘

This program applies the same approach to
taxing factory-built housing when sold by a manu-
facturer or dealer. Specifically, data from the
industry indicate that about 40 percent of the
sales price of modular housing represents the
value of materials. Thus, this program excludes
from taxation the remaining 60 percent of the
sales price not due to materials.

Comments

California Board of Equalization (BOE) Regu-
lation 1521 generally treats the purchase and
installation of modular buildings as construction
contracts for sales and use tax purposes. Conse-
quently, the manufacturer pays tax on materials,
and the purchaser pays tax only on the value of
fixtures (such as an air conditioner or stove).
According to the BOE, the total tax liability under
this regulation is simjlar to the tax liability under
this program. Therefore, this program does not
significantly affect tax revenues compared with
the board’s regulatory interpretation of general
sales tax law.¢
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Sales Price of New

Mobilehomes
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Anount
1989-9Q $11
1990-91 12
1991-92 .12
Authorization
California Revenue and Taxatlon Code Sec-
tions 6012.8 and 6012.9.
Descﬁption

This program exempts from taxation 25 per-
cent of the sales price of a new mobilehome to the
retailer, provided that the home i$ sold by the
retailer for installation on a foundation as a resi-
dence. The sale of the mobilehome by the retailer
to the homeowner is fully tax-exempt.

Rationale

This program provides a measure of tax equity
between mobilehomes used on a permanent site,
with conventional and factory-built housing. It
does this by recognizing that a portion of the
retail value of both conventional and factory-
built housing is exempt from sales and use taxa-
tion. Specifically, in the case of qualified factory-
built housing, the exemption is equal to 60 per-
centof the consumer’s purchase price. Inthe case
of conventional housing, the difference between
a house’s selling price and the cost of taxable
materials to the builder is tax-exempt.<
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Used Mobilehomes
Estimated Revenue Loss
{doilars in millions)
Fiscal Year Amount
1989-90 $30
1990-91 32
1991-92 © 33
Authorization

California Revenue and Taxation Code Sec-
tion 6379.

Description
This program exempts from taxation the sale
or use of any used mobilehome that is subject to

the property tax.

Rationale
This program provides tax relief to the seller

_ ofaused mobilehome, and to its purchaser to the

extent that the reduced tax liability is reflected in
lower sellmg prices. The rationale for the pro-
gram is to equalize treatment of mobilehomes
with that of conventional “stick-built” housing,
whose resales are not subject to sales taxation.

Comments

Any new mobilehome purchased after 1980
is automatically placed on the property tax roll,
and therefore would not be sub]ect to sales tax
upon resale. :

However, for mobilehomes purchased new
prior to 1980, the mobilehome owner may choose
whether to treat the mobilehome as property
subject to the property tax, or as a vehicle. In the
latter case, the owner would pay an annual li-
censing fee, and the buyer would be liable for use
tax upon resale of the mobilehome. ¢
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Sales and Use Tax

Custom Computer Programs

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 $56
1990-91 . 60
1991-92 64
| |
Authorization

California Revenue and Taxation Code Sec-
tion 6010.9. '

Description

This program exempts from taxation the sale
or use of custom computer programs, other than
a basic operational program (including a control
program). In addition, a program’s documenta-
tion and storage media also are exempt from
taxation.

Rationale

- The rationale for this program is that sales of
qualified custom computer programs are pri-
marily service-type transactions and, therefore,
not subject to taxation.

Comments

This program was established in 1982 by.Ch
1274 /82 (AB 2932, Vasconcellos). That measure
stated it was the Legislature’s finding and decla-
ration that the sales of custom programs, other
than basic operational programs, are service trans-
actions notsubject toany sales and usetaxes. The
measure further stated thatthe use of any storage
media in the transfer of custom computer pro-
grams is only incidental to the true objective of
the transaction, which is the performance of a
service. As such, the Legislature declared that
the measure was declaratory of, and nota change
in, existing law. :

The resale of a custom computer program is
subject to tax, however, because the program
was not prepared to the special order of the
purchaser (Touche Ross & Co., v. State Board of
Equalization, 203 Cal.App.3d 1057, review
denied).¢ :
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California Gold Medallions

Estimated Revenue Loss
{dollars in millions)

Fiscal Year Amount

1989-90 $0.1

1990-91 0.1

1991-92 0.1

i
Authorization

California Revenue and Taxationt Code Sec-
tion 6354.

Description

This program exempts from taxation the sale
or use of commemorative “California Gold”
medallions.

Rationale

. This program provides an incentive for indi-
viduals to purchase commemorative “California
Gold” medallions, to the extent that the taxation
of such medallions ordinarily would be i mcorpo-
rated into the price charged for them.

The program also equalizes the tax treatment
of these medallions with that of monetized bul-
lion, nonmonetized bullion, and certain coins
and medallions. California Gold medallions are
not exempt from taxation under Section 6355 of
the Revenue and Taxation Code, as are these
other metallic transactions (in values of $1,000 or
more). Proponents of this program argue that
California Gold medallions are comparable to
these other iterns (such as South Africa’s Kruegger-
and), because all can be used as investments.

Comments

This program gives California Gold medal-
lions an advantage over bullion coins by exempt-
ing all sales, not just those for $1,000 or more.

The Department of General Services was
required by Ch 826/82 (AB 676, Kelley) to design
a series of commemorative gold medallions
meeting certain specifications.®

Monetized Buliion, Gold
and Silver Bullion, and
Numismatic Coins

Sunset Date: ]anudry 1, 1994 for gold and silver
bullion only

Estimated Revenue Loss
ﬁdollars in millions)
Fiscal Year - Amount
1989-90 NA
1990-91 NA
1991.92 NA
Authorization

California Revenue and Taxation Code Sec-
tHon 6355.

Description

This program exempts from taxation the sale
oruse of monetized bullion (coins whose valueis
essentially the same as that of the metal they
contain), nonmonetized gold and silver bullion,
and numismatic coins (these have value beyond
their metal content due to rarity or aesthetic
appeal), including gold medallions struck under
the authority of the American Arts Gold Medal-
lion Act. To qualify for the program, individual
transactions must have a market value of $1,000
or more. '

Rationale

This program provides tax relief to purchas-
ers and sellers of qualifying coins and bullion to
the extent that taxes on them would increase
their price to buyers or reduce proceeds to sell-
ers.

The program is rationalized on two basic
grounds. First, many buyers of coins or bullion
could avoid California sales tax by making purchas-
es from dealers in other states, either in personor
by mail. Aithough they would be liable for use
tax on these purchases in the absence of this
program, as a practical matter, the tax is rarely
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collected on these types of transactions. Thus,
program proponents argue that the actual reve-
nue loss from this program is minor, and that the
exemption promotes economic activity in Cali-
fornia from coin and bullion sales, as well as
enabling buyers to deal with local businesses,
whose merchandise can be examined and whose
reputation can be verified, rather than depend-
ing on potentially unreliable or unscrupulous
out-of-state businesses.

Second, proponents argue that the program
increases tax equity by equalizing tax treatment
of coins and bullion with competing investment

. vehicles, such as stocks and real estate, which are

not subject to the sales or use tax.

Comments

We reviewed this program in detail in our
Report on the 1988-89 Tax Expenditure Budget (Report
88-20, December 1988), pages 71-76. We con-
cluded that, in the absence of this program, most
larger sales of bullion (in either monetized or
nonmonetized form) would shift to out-of-state
dealers, and the state would collect relatively

littleadditional revenue unlesschanges aremade
in federal laws that make collection of taxes on
these interstate transactions more feasible. :

However, we recommended repealing the ex-
emption for numismatic coins, because this ex-
emption clearly conflicts with the state’s general
policy of applying sales and use taxes to other
collectibles, such as artworks and jewelry.

The exemption for nonmonetized gold and

silver bullion was to have sunsetted onJanuary 1,

1991, and the threshold for the exemption would
have changed to a total face value, rather'than
market value, of $1,000 at that time. However,
these changes were delayed until January 1,1994

~ by Ch 1042/90 (SB 677, Beverly).%

Returnable Containers

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 ~ NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 6364 (c).

Description

This program exempts from taxation the
transfer of returnable containers, when sold with
their contents in connection with a retail sale of
the contents, or when resold for refilling,

Rationale

This program provides tax relief to consum-
ers of products sold in returnable containers, to
the extent that sales and use taxes on such con-
tainers ordinarily would be passed on in the form
of higher product prices. The program can be
rationalized on the grounds that the “price”
charged for a returnable container often is a
deposit, and applying the sales tax on each trans-
action could resultin cumulative fotal sales taxes
that eventually might amount to more than the

* value of the container itself. Thus, the program

removes a disincentive to the use of returmable
containers. % '
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Containers Whose Contents
are Tax-Exempt

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
199192 NA
Authorization

California Revenue and Taxation Code Sec-
tion 6364 (b).

Description _
This program exempts from taxation the

transfer of filled containers whose contents are .

not subject to the sales and use tax.

Rationale

This program provides tax relief to consum-
ers of tax-exempt goods that are sold in ¢ontain-
ers (such as most food products), to the extent
that taxes on the value of such containers ordi-
narily would beincorporated into the prices paid
by these consumers. The program also encour-
ages the use of containerized packaging, and
thereby enhances the profitability of this indus-
try. The main rationale for the program appears
to be that it lowers the prices at which food and
other tax-exempt goods may be sold to consum-
ers. Italso simplifies tax administration by elimi-
nating the need to separately state the container
prices.

Comments

This program providesanindirectsubsidy to
consumers who retain empty containers for sub-
sequent use. Examples of this include the use of
plastic milk cartons as water jugs and plastic
butter containers as kitchen food-storage bowls.%

Original Artworks and
Displays for Specified .
Museums

Estimated Revenue Loss
" {dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 o NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tions 6365 and 6366.4.

Description

This program exempts from taxation the sale
or use of original works of art which are pur-
chased (1) by a qualified nonprofit organization,
(2) by a state orlocal government entity, or (3} for
donation to a qualified government entity or
nonprofit organization. The exemption applies
only to art purchased to become a permanent
part of the collection of a qualified museum, local
government entity or nonprofit corporation.

To qualify, a museum must either: (1) have a
significant portion of its space open to the public

. without charge, (2) be open to the public without

charge for not less than six hours per month,
during any month when the museum is open to
the public, or (3} be open to a segment of the
student or adult population without charge. For
a local government entity to qualify it must pur-
chase or commission art for public display in
buildings, parks, plazas, or other public areas.
The areas must be open to the public at least 20
hours per week for at least 35 weeks of the year.
In the case of a nonprofit corporation, thereare a
variety of additional qualifying requirements.

This program also exempts museurmn pieces
purchased for or by the San Diego Aerospace
Museum or the California Museum of Science
and Industry. The exemption applies only to
items which have value as museum pieces. It
does not cover display cases, shelving, lamps or
other property used in operation of the museum.
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Rationale

This program provides an incentive for indi-
viduals or organizations to donate, and for gov-
ernment agencies and nonprofit organizations to
acquire, works of art that will be made available
to the public to enjoy. It does this to the extent
that sales and use taxes on artwork ordinarily
would increase the cost of acquiring it. The

- program’s underlying rationale is that art and

the displays provided by the San Diego Aero-
space Museum and by the California Museum of
Science and Industry provide valuable cultural
and educational benefits, which are worthy of
public financial support.

Comments

Separate provisions were established to cover
the San Diego Aerospace Museum and the Cali-
fornia Museurn of Science and Industry because
some of their museum pieces would not neces-
sarily be called “works of art,” and thus would
not qualify under the artwork exemption. These
separate provisions extend the exemption to all
of the museum pieces of these two museums.$

Sale-Leasebacks Involving
Certain Governmental
Entities

Estimated Revenue Loss
_ {dollars in millions)
Fiscal Year Amount
1989-90 - NA
199091 | NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tions 6010.08, 6010.10, 6010.11, 6018.8, and 6368.7.

Description

This program exempts from taxation the
transfer of certain transportation, pollution con-
trol, or alternative energy equipment when these
transfers constitute sale-leasebacks or similar
arrangements with designated public agencies
for financing purposes. The initial purchase of
the equipment is nof exempt from sales or use
tax, however. Inorder to qualify, the equipment
transfer must fall into one of the following cate-

gories:

o Transfers of project property to the Cali-
fornia Alternative Energy Source Financ-
ing Authority and leases by the authority
back to project-participating parties.

« Transfers of pollution control equipment
and facilities to the California Pollution
Control Financing Authority and leases
by the authority back to project-partici-
pating parties.

» Transfers or leases of mass commuting
vehicles (such as buses and rail transit
cars) between transit operators and par-
ties providing financing under a “safe
harbor” lease arrangement under the
federal tax laws.
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» Transfers of commuter vehicles (includ-
ing railcars and locomotives, bus and
van fleets, and ferryboats) by the Califor-
nia Department of Transportation and
leases of these vehicles back to the de-
partment under sale-leaseback arrange-
ments authorized by California Govern-
ment Code Section 14060 et seq.

Rationale

These programs provide tax relief to purj-
chasers of alternative energy and pollution con-
trol equipment who receive financing assistance
from state revenue bond authorities. The pro-
grams also provide tax relief to transit agencies
and the California Department of Transportation
for transit and commuter vehicles financed through
qualifying sale-leaseback arrangements.

The programs have two rationales. First, itis
argued thatalternative energy, pollution control,
and transit programs are beneficial to society
and, therefore, merit public financial support.
The second rationale is that, because the exempt
transactions are not authentic sales or leases but
merely “paper” transactions to obtain favorable
financing terms, they should not be taxed.

Comments

These programs predate enactment of Ch
558/90 (AB 3382, Baker), which provides a gen-
eral exemption from sales and use taxes for prop-
erty transfers made under qualifying acquisition
sale-leaseback arrangements. In the absence of
these special programs, many of the specifically
exempted transactions probably would qualify
for thegeneral exemption (or could be structured
to do so). In addition, some transactions ex-
empted under these programs might not be
deemed by the courts to be taxable sales orleases,
even in the absence of both the special and gen-
eral sale-leaseback exemptions under the prece-
dent established by Cedars-Sinai Medical Center v.
State Board of Equalization (162 Cal. App.3d 1182).%

Motor Vehicle Fuel Used in
Airplanes

Estimated Revenue Loss
{dollars in millions}
Fiscal Year Amount
1989-90 $3
1990-91 4
19|91-92 ' : 4
Authorization

California Revenue and Taxation Code Sec-
tion 6357, -

Description

This program exempts from taxation the
transfer of qualified motor vehicle fuel used to
propel aircraft, except for aircraft jet fuel. To
qualify, the fuel must be subject to the motor
vehicle fuel license tax.

Rationale

This program provides tax relief to owners
and users of certain aircraft. The rationale for the
program relates to the reason why motor vehicle
fuel became subject to the sales and use tax in

. 1972. Prior to that time, such fuel was subject

only to motor vehicle fuel excise taxes. In 1972,
however, fuel also became subject to sales and
use taxation as a means of raising revenues for
transportation-related purposes, including sup-
port of highways and mass transit. Because air

transportation does not benefit from the use of -

these revenues, motor vehicle fuel used in air-
planesremained exempt fromsales and use taxa-
tion,

Comments

Jet aircraft fuel is not subject to the motor
vehicle fuel tax. It is subject to a special aircraft
jet fuel tax of 2 cents per gallon. ¢
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Fuel Sold to Air Common
Carriers for International
Flights |

Sunset Date: January1,1994

Estimated Revenue Loss
(dollars mi. millions)
Fiscal Year Amount
1989-90 ©85
'1990-91 g
1991-92 10
Authorization

California Revenue and Taxation Code Sec-
tion 6357.5.

Description

This program exempts from taxation the sale
and use of fuel and petroleum products used by
air common carriers on flights with a first desti-
nation outside the United States. Under Califor-
nia Revenue and Taxation Code Section 6385 (c),
any fuel sold to a common carrier for use outside
the state after the first out-of-state destination is
exemptfrom taxation, so that the neteffect of this
program is to exempt fuel used on the “first leg”
of an international flight.

Rationale

This program benefits domestic producersof |

jet fuel and airlines that have international flights
originating in California. It does so by reducing
the price of fuel purchased in California for these
flights. The program is rationalized on the basis
that it equalizes the tax treatment of domestic
fuel producers with that of foreign fuel produc-
ers. Current federal law prohibits states from
taxing imported fuel brought into the state under
customs bond and transferred to common carri-
ers for use in foreign commerce. By applying a
similarexemption todomestically produced fuel,
the program reduces the relative costs of using
domestic fuel, making it more competitive with
foreign fuel.

Comments

This program was added by Ch 1227/88 (SB
1942, Craven), and became operative January 1,
1989. The program will sunset January 1, 1994.
Additionally, if the federal prohibition on taxing
foreign fuel used in foreign commerce is re-
pealed, this program will also be repealed at that
time.

Opponents to this program argue that, while
the federal prohibition on taxing foreign fuel
does place domestic fuel producers at a competi-
tive disadvantage, the problem should not be

‘addressed by a California state tax exemption on

domestic fuel. Instead, efforts should bemade to
have the federal prohibition repealed.

The primary reason for the increase in the
revenue loss from 1989-90 to 1990-91 is the in-
crease in the price of petroleum-based products.#®
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Meals and Food Products
Served in Schools

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 $42
1990-91 44
1991—|92 o 47
‘Authorization

California Revenue and Taxation Code Sec-
tion 6363.

Description

This program exempts from taxation the
transfer of qualified meals and food products
thatarefurnished orserved tostudentsinschools
(including coileges and universities). In order to
qualify for the program, the food must be pro-
vided by a public or private school, a school
district, a student organization, a parent-teacher
organization, or certain blind persons. The pro-
gram does not apply to meals or food products
sold for consumption in a place for which there s
an admission charge, except for national and
state parks and monuments.

L2

Rationale

This program provides tax relief to students
who consume meals and food products pro-
vided by qualified persons and organizations, to
the extent that taxes levied on such meals and
food products ordinarily would increase their
prices. The program’s rationale is that proper
student nutrition should be encouraged and,
therefore, the price of the food should not be
increased by taxation. %

Hot Food Products Served to
Airplane Passengers

Estimated Revenue Loss
{dollars in millions}
Fiscal Year Amount
1989-90 $2
1990-91 2
1991-92 2 |
Authorization

California Revenue and Taxation Code Sec-
tion 6359.1. '

Description

This program exempts from taxation the
transfer of hot prepared food which is either (1)
sold by caterers and other vendors fo airlines or
(2) sold or served to passengers by airlines. The
program applies to air carriers engaged in inter-

state or foreign commerce.

Rationale

This program provides tax relief to the con-
sumers of food on airplanes, to the extent that
taxes on such food ordinarily would increase the
prices charged for air travel. The program’s
proponents have argued that it is appropriate
because providing food serviceisincidental toan
airline’s main service, which is to provide air
transportation. According to this argument, air

travelers are “captive eaters,” having no choice

but to consume whatever food products an air-
line makes available to them. Accordingly, it is
argued that their meals should not be subject to
taxation.

The program also simplifies tax administra-
tion by eliminating the need to allocate meals by
state on interstate flights between California and
other states.$
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Meals Served to Patients

and Residents of Health
Care Facilities
Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 : $45
1990-91 | 49
1991-92 - 52
Authorization

California Revenue and Taxation Code Sec-
tion 6363.6.

Description

This program exempts from taxation the sale
or use of meals and food products which are
served to patients or residents of any of the
following: (1) a hospital or other health facility,
(2) a community care facility, (3) a residential

facility for persons 62 years of age or older that
' does not separately charge for meals, or (4) alco-

hol or drug abuse treatment facilities.

Rationale

This program provides tax relief to consum-
ers of meals and food products served at quali-
fied health care facilities, to the extent that sales
and use taxes levied on such products ordinarily
would be incorporated into the prices charged
for them. The underlying rationales for the pro-
gram are that (1) providing proper nutrition for
residents.of health care facilities should be en-
couraged and, therefore, the price of food in such
facilities should not be increased by taxation;and
{2) residents of these facilities do not have the
alternative of cooking at home.

Comments

Alcohol and drug abuse recovery facilities
were added by Ch 278/87 (AB 538, Seastrand)}
and Ch 919/89 (SB 990, Watson).

Meals Provided to Qualified
Low-Income Senior Citizens

Estimated Revenue Loss
(dollars in miilions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 6374.

Description

This program exempts from taxation meals
and food products served to low-income elderly
persons by a nonprofit organization under a
program funded by the state or the U.S. Govern-
ment. Toqualify for the program, ameal mustbe
sold at, or below, cost.

Rationale

This program provides tax relief to low-in-
come senior citizens who consume qualified meals,
to the extent that sales and use taxes levied on
such food ordinarily would be incorporated into
its prices. The underlying rationale for the pro-

‘gram is that providing proper nutrition to low-

income senior citizens should be encouraged,
and, therefore, the price of food served to quali-
fying individuals should not be increased by
taxation.

Comments

Many meal programs for low-income elderly
persons do not charge for the meals, and those
meals would not be subject to tax, even in the
absence of this program.+
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Meals Prepared in Common
Kitchen Facilities for
Qualified Senior Citizens

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 6376.5. :

Description

This program exempts from taxation meals
or food products furnished to and consumed by

qualified persons 62 years of age or older. The -

program applies to food consumed by senior
citizens who reside in a condominium and own
equal shares in a common kitchen, and for whom
food is served on a regular basis.

Rationale

The program provides tax relief to senior
citizens living in housing supplying room and
board, to the extent that sales and use taxes
levied on supplied food products ordinarily would
be incorporated into the prices charged to these
individuals. The program also equalizes the tax
treatment of food served to senior citizens living
in independent settings with that of persons liv-

ing in health care facilities. The underlying ra- -

tionale for the program is that providing proper
nutrition to senior citizens should be encour-
aged, and, therefore, the price of the food served
to qualifying individuals should notbe increased
by taxation.%

Meals and Food Products
Served by Religious
Organizations
Estimated Revenue Loss
{dollars in millions)
Fiscal Year ‘Amount
1989-90 NA
1990-91 NA
1991-92 ‘NA
Authorization

California Revenue and Taxation Code Sec-
Hon 6363.5.

Description

This program exempts from taxation quali-
fied meals and food products that are served by
a religious organization, or under its auspices.
To qualify, the revenue obtained from serving
the meal or food must be used in carrying on the
functions and activities of the organization. In
addition, only those organizations which qualify
for the religious (property tax} exemption may
qualify for this program.

Rationale

This program provides an incentive for indi-

viduals to contribute financial support to quali-
fied religious organizations by reducing the prices
they arecharged for mealsat fund-raising events.
This occurs to the extent that sales and use taxes
on such meals ordinarily would be incorporated
into their prices. The fundamental rationale for
this exemption is that religious organizations
undertake various socially beneficial activities
that are deserving of public support.

The program also provides tax relief for needy
persons whoare provided meals at nominal costs
by religious organizations, again to the extent
that sales and use taxes ordinarily would be
incorporated into the prices charged for these
meals. Because the program reduces the price
and/or cost of providing a meal to a needy
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person, the program also encourages qualified
organizations to provide such meals. The under-
lying rationale for this aspect of the program is
that providing meals to needy persons is a so-
clally beneficial activity.

- Comments

A “qualified” religious organization is de-
fined as one which is exempt from property taxes
under Article XIII, Section 3(f) of the California
State Constitution. This property tax exemption
applies to buildings, land on which they are
situated, and equipment, provided they are used
exclusively for religious worship.®

Food Stamp Purchases

Sunset Date: Upon repeal of federal prohibition on

taxation of food stamp purchases.
Estimated Revenue Loss
{dollars in millipns)
Fiscal Year Amount
1989-90 $4
1990-91 4
1991-92 5
Authorization

_ California Revenue and Taxation Code Sec-
tion 6373.

Description

This program exempts from taxation all
purchases made with food stamps. When both
food stamps and cash are used to purchase goods,
the amount of the food stamps is applied to the
cost of taxable items first.

Rationale

California enacted this program to comply
with the Federal Food Security Act of 1985, which
prohibits any state from participating in the Food
Stamp Program if that state taxes food stamp
purchases.

California generally exempts food products -
from the sales and use tax, but some food pur-
chases allowed under the food stamp program
are not covered under California’s general ex-
emption (such as carbonated sodas). Thus, a
separate provision was needed to exempt such
items when purchased with food stamps. %
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Health Care Professionals
Treated as Consumers

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA |
Authorization

California Revenue and Taxation Code Sec-
tions 6018, 6018.4, 6018.5, 6018.7, and 6020.

Description

This program provides a partial tax exemp-
tion for qualified health care items by treating
various licensed health care professionals as if
they were the consumer (rather than the retailer)
of items that they provide to their patients and
clients as part of their professional services. As
such, tax is paid on the price that these professionals
pay, rather than the price that they charge, for
these items. The program applies to the follow-
ing professions and items:

* Optometrists, physicians, surgeons, and
dispensing opticians with respect to
ophthalmic materials, induding eyeglasses
and contact lenses.

s Chiropractors, with respect to vitamins,
minerals, dietary supplements, and
orthotic devices.

* Podiatrists, with respect to prosthetic
materials and inlays, including special
footgear.

* Hearing aid dispensers, with respect to
hearing aids.

e X-ray providers, with respect to materi-
alsand supplies for medical and dental x-

rays, except for purely cosmetic purposes.
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Rationale

This program provides tax relief to persons
who purchase qualified items from health care
professionals. This relief occurs to the extent that
sales and use taxes levied on the full retail value
of such products (versus their cost to health care
professionals) ordinarily would increase their
prices. The program is rationalized on the grounds
that these products are a component of good
health care, which is a basicnecessity, and, there-
fore, their prices should not be subiject to full
taxation. '

Comments

This program and others like it, which define
the providers of goods as consumers, result in
the partial exemption of such products from taxa-
tion. The amount of the exemption is tied to the
value added to the product’s retail price by the
provider. The basic cost of the product to the
provider, however, is subject to sales and use
taxation.?
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Veterinarians Treated as
Consumers

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 6018.1.

Description .

This program treats a licensed veterinarian
as a consumer (as opposed to a retailer) of the
drugs and medicines used or furnished in the
performance of his or her professional services.
The program thus partially exempts the retail
value of such items from taxation.

Rationale

This program provides tax relief to the clien-
tele of veterinarians. It does this to the extent that
sales and use taxes levied on drugs and medi-
cines provided to this clientele would increase
the prices of such items. The amount of the tax
relief depends on the difference between the
price of such items to consumers and the cost of
such items to veterinarians. The underlying ra-
tionale for the program is that medicines and
drugs prescribed for animals are a necessity for
these creatures and, therefore, that the price of
the medicines should not be subject to full taxa-
tion. . ‘

Comments

" The term “drugs and medicines” includes
substances necessary for the diagnosis, cure,
mitigation, treatment, or prevention of animal
diseases. Itexcludessuchitems as shampoos, pet
foods, and vitamins. The largest uses of veteri-

nary drugs are totally exempt from taxation,

however. This is because California Board of

Equalization Sales Tax Regulation 1587 (2) (b)
and (¢) includes medicated feeds and drugs
purchased to formulate medicated feeds under
the general exemption for animal feeds. Conse-
quently, the revenue loss from this program is
probably relatively small.
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Aircraft for Common
Carriers or for Use by
Foreign Governments or

Nonresidents
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
199091 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tions 6366 and 6366.1.

Description

This program exempts from taxation the sale
or use of aircraft which are to be used either as
common carriers or outside of California. The
program also exempts from taxation tangible

personal property sold to an aircraft manufac- .

turer and incorporated into such aircraft.

Rationale

This program allows the California airplane
industry to reduce the prices at which airplanes
may be profitably sold, thereby making the in-
dustry more competitive.

Comments

Although billions of dollars of sales are ex-
empted from taxation under this program, little
of that forgone tax liability would be realized in
the program’s absence. This is because aircraft
sold to common carriers easily could be deliv-
ered to them outside of California. In that case,
the transaction would be an interstate or interna-
tional sale that is not subject to California taxa-
tioh. There would be a compelling incentive to
arrange out-of-state delivery in most cases be-
cause the amount of tax avoided could be several
million dollars on a modern commercial jetliner. %

Trailers And Semitrailers

Moved to Place of Sale
Estimated Revenue Loss
(doilars in millions)

Fiscal Year Amount

1989-90 NA

1950-91 NA

1991-92 ‘ NA‘

Authorization - ' .

California Revenue and Taxatlon Code Sec-
tion 6410.

Description

This program exempts from taxation the use,
storage, or other consumption in California of
new orused semitrailers that (1) are not currently
registered in any state and (2) are operated in the
state for not more than five days as part of a
continuous trip to a place where the vehicle will
be offered for sale. To qualify for the exemption,
the trailer or semitrailer must have obtained a
one-trip permitissued by the California Depart-
ment of Motor Vehicles. The current cost of the
permit is $35.

Rationale

This program provides tax relief to the op-
erators of trailers and semitrailers operating under

a one-trip permit. Several rationales have been ;

advanced for the program. ‘ '

Fll'St, when this program first was estab-
lished in 1986, the proponents offered the ration-
ale that operators should not be charged, in es-
sence, twice for their use of roads. Their view
was that double-charging would occur in the
absence of the program because operators of
laden trailers would be required to pay for-both
(1) a one-trip permit and (2) use taxes based on
the rental or sale value of the trailer.

Another suggested rationale for this pro-

gram is that it simplifies tax administration by

relieving tax authorities from locating and as-
sessing use taxes on one-trip operators.
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Comments

Neither of the above two rationales support-
ing this program is entirely satisfactory. The
double taxation rationale fails to recognize that
the use tax and the one-trip permit fee are for two

separate purposes. In the case of the rationale |

relating to administrative simplicity, its signifi-
cance is limited because use taxes could be as-
sessed at the same time operators are issued their
one-trip permits.

In the absence of this program, the sJate
probably would realize relatively little revenue
gain. This is because simply moving an empty
trailer to a place of sale would not constitute a use
that would be subject to tax. The effect of this
program is to make it economically feasible for

‘these trailers to carry freight when they are moved. |

In many cases, the earnings from this freight
carriage would be less than the use tax, and
trailer owners would move their vehicles un-
laden if the exemption were not available.®

Qualified Watercraft and
Their Component Parts

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1950-91 ’ NA
1991-92 | NA
Authorization

California Revenue and Taxation Code Sec-
tions 6368 and 6368.1.

Description

This program exempts from sales and use
taxation the sale, leasé, or rental of a qualified
watercraft and its component parts (including
parts used in repairing or maintaining the ves-
sel). Inorder to qualify for the program, the craft
must either be (1) used in interstate or foreign
commerce for the transportation of property or
persons for hire, (2) used for commercial deep
sea fishing operations outside of California’s
territorial waters, or (3} used 80 percent of the
time in fransporting for hire property or persons
to vessels or offshore drilling platforms located
outside of California’s territorial waters.

Rationale

This program allows California watercraft
builders and dealers, and vessel maintenance
and repair businesses to reduce the prices at
which their products may profitably be provided,
thereby making the California industry more
competitive.

Comments

In order for a vessel to qualify as a deep sea
fishing vessel, the operator’s gross receipts from
commercial fishing operations must be at least
$5,000 per year.®
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 Partial Local Tax Exemption
for Fuel Used by Airborne
Common Carriers

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 None
1990-91 Nong
1991-92 None
Authorization

California Revenue and Taxation Code Sec-
tions 7202 and 7203.

Description

‘This program partially exempts fuel used by
air common carriers from local sales and use
taxes. The program’s tax exemption is limited to
fuel whichis (1) subject to the state sales or use tax
and (2) used outside of the county in which the
fuel is purchased. The amount of the exemption
equals 80 percent of the tax liability under the
Bradley-Burns Uniform Local Sales and Use Tax
Law (this is equivalent to applying a tax rate of
0.25 percent instead of the regular uniform local
tax rate of 1.25 percent). The program provides
a full exemption from any additional transaction
and use taxes imposed by special taxing jurisdic-
tions (these vary in amount in different counties
and may result in additional local tax rates total-
ing up to 1 percent).

Under the basic common carrier exemption

. for the state sales and use tax, fuel purchased in
California and used after anaircraft’s first out-of-
state stop is exempt from all state and local tax.

Additionally, all fuel used by an air common .

carrier on a flight with a foreign first stop is
exempt from taxation (until January 1, 1994).

Example

A commercial airliner takes on fuel at Los
Angeles International Airport (LAX), makes its
first stop in Chicago, and then continues to New
York.
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s Fuel consumed befween LAX and the Los An-
geles County line would be subject to full
state and local sales and use taxes.

o Fuel used between the county line and Chi-
cago would be subject to the full state tax
rate, but only a portion of the local tax
rate. .

» Fuel used between Chicago and New York
would be fully exempt from all California
state and |local sales and use taxes.

Rationale

This program provides tax relief to the com-
mercial air carrier industry and its customers.
The program is justified on three grounds: (1)
that consumers should not pay a local sales and
use tax on property consumed outside of the
local taxing jurisdiction, (2) that California air-
ports will enjoy a competitive advantage over
those out-of-state airports that have higher taxes,
and (3) that the program equalizes competition
between California airports located in counties
with differing tax rates. ‘

Comments,

Unhl]anuaryl 1988, ﬂ'nsprogramalsoapphed
to fuel used by ships in interstate or foreign
commerce. ‘

Because this program provides no state tax
exemption, there is no state revenue loss. Ac-
cording to the California Board of Equalization,
this program resulted in a local revenue loss of

. $15 million in 1987-88.%
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Vehicles, Vessels and New Vehicles Sold to
Aircraft Transferred Within Foreign Residents
a Family —
Estimated Revenue Loss
Estimated Revenue Loss (dollars i m millions}
(dollars in millions) F:scal Year Amount
Fiscal Year Amount %989'90 o $0.1
960-91 0.1
1989-90 NA 1991-92 0.1
1990-91 NA | ™ &t
1991-92 NA
‘ b Authorization
Authorization - California Revenue and Taxatlon Code Sec-

California Revenue and Taxation Code Sec-
tion 6285.

Description

This program exempts from taxation the trans-
fer of vehicles, vessels, and aircraft when the
property issold by the purchaser’s parent, grand-

parent, child, grandchild, spouse, or brother or .

sister if the sale is between two minors, provided
the seller is not engaged in the busmess of selling

that type of property

Rationale

This program provides tax relief to persons
who purchase vehicles, vessels, and aircraft from
immediate family members. The program has
two rationales. First, it is based on the view that
families should be treated as units, so that trans-

actions between family members should. not be,

taxed. Second, it facilitates tax administration
because intrafarnily transactions are notat “arms
length,” and, thus, the price paid could be diffi-

cult to determine and may not reflect the market

value of the vehicle, vessel, or aircraft.%

tion 6366.2

Description

This program exempts from taxation the sale
or use of any new, noncommiercial vehicle manu-
factured in the United States which is purchased
by a foreign resident for shipment outside of the
U.S. The purchaser must (1) be a foreign resi-
dent, (2) arrange for purchase through an author-
ized dealer in the foreign country before amvmg

"in the United States, and (3) obtain an Yin-

transit” permit from the California Department
of Motor Vehicles which is valid for up to 30

* days. The retailer must ship or drive the vehicle
, out of the United States prior to the expiration of

the in-transit permit.
Rationale

The program’s intent is to promote the pur-
chase and export of American-made passenger

vehicles and to increase tourism in the state. The
programbenefits foreign tourists by reducing the

_cost of purchasing an American-made car .in

California. Foreign countries currently provide
similar programs for American citizens to pur-
chase and operate vehicles overseas prior to their
being shipped here.

Comments ,

This program was established by Ch 762/89
(SB 442, Kopp) and became operative on January
1,1990. The Department of Motor Vehicles cur-
rently charges $60 for an in-transit permit.$
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Occasional Sales

Estimated Revenue Loss
. {dollars in millions)
Fiscal Year Amount
1989-90 . Major
1990-91 Major
1991-92 © Major
Authorization ‘
. |
California Revenue and Taxation Code Sec-
tions 6006.5 and 6367. .
Description

This program exempts “occasional sales” from
taxation. An “occasional sale” isdefined aseither
of the following types of transactions:

* The transfer of tangible personal prop-
erty (except vehicles, vessels, and air-
craft) when the seller is not required to
hold a seller’s permit. (A seller need not
hold such a permit if he or she makes less
than three sales for a substantial amount
of money in a 12-month period).

* Any transfer in which substantially ail of

* the property held by an entity is trans-
ferred, provided that the real or ultimate
ownership of such property is substan-
tially similar to that which existed before

the transfer. (This type of transfer occurs

most commonly in the acquisition or’

merger of corporations.)

Rationale _ .
This program exists in order to simplify tax

administration. By exempting sales made by

persons with a small number of sales, the pro-
gram greatly reduces the number of persons and
businesses that must register and file tax returns

with the California Board of Equalization. Many -

of these additional sales would generate little
additional revenue. For sales of entire busi-

nesses, the program’srationaleis thatthese trans-

actions are primarily financial, as opposed to
retail, even though the transfer of tangible prop-
erty generally is included. The programalso pro-
vides significant tax relief to those involved in
certain transactions, although thisis a side effect
and not a rationale. -

Comments

This exemption constitutes a major tax ex-
penditure program. It recognizes that enforcing:
sales tax collections by individuals makmg small
privatesales (such asa garage sale) isnotfeasible.
However, there is no limit on the value of any
individual occasional sale, so that a seller can
make large (though infrequent) sales' without

incurring a tax liability.®
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Occasional Sales of
Vehicles, Vessels, or Aircraft

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tions 6282 and 6283,

Description

This program provides a sales tax exemption
for occasional sales of vehicles, vessels or aircraft
by certain retailers. Specifically, any seller who is
not required to hold a seller’s permit for such
sales by reason of the number, scope or character
of the sales is exempt from the payment of the tax.

The program does not apply to sales of vehicles -

by a retailer who is licensed under the California
Vehicle Codeasa manufacturer, remanufacturer,
dealer or dismantier.

Rationale

The rationale for this program is to simplify
administration of the sales tax. Sales of vehicles,
vessels and aircraft by individuals or businesses
that donotregularly deal in these items would be
difficult to identify and tax because the seller
may not be registered or the sale is outside the
seller’'s regular sphere of activities.

Comments

The program does nof provide a use tax
exemption. The buyer must pay use tax when
registering the vehicle, vessel or aircraft unless
some other exemption applies.%

Occasional Sales of Other
Products by Hay Producers

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 6006.5 (c).

Description

This program exempts a producer of hay
from liability for sales and use taxes on occa-
sional sales of tangible personal property other
than hay. Toqualify, thesalesmustnotbeof such
number, scope, and character that they would be
taxable if the producer were not also selling hay.

Rationale
This program provides tax relief to the con-

~ sumers of tangible personal property, such as

tractors, sold by hay producers. The program is
rationalized on the grounds that it equalizes
treatment for sales tax purposes of hay produc-
ers and other farmers. In the absence of this
program, a farmer who is required to hoid a
seller’s permit because some of his or her hay
sales are taxable (for example, sales to private
horse owners}, would also be required to pay
taxes when he or she sells on an occasional basis
any implements used in producing the hay. (This
is because all of the sales at retail of a person
holding a seller’s permit are subject to the sales
and use tax.) However, as program proponents
point out, other farmers, such as lettuce produc-
ers who conduct no taxable retail sales, do not
have to hold a seller’s permit and, consequently,
donothave tocollect sales tax on occasional sales
of their farm equipment. This program extends
this tax treatment to hay farmers.
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Comments

Other businesses such as manufacturers, which
generally hold seller’s permits, are subject to the
sales tax upon sales of tangible assets of their
business.®
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Membership Fees Charged
by Consumer Cooperatives

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA .
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tHons 6011.1 and 6012.1.

Description

This program exempts from taxation the
membership fees charged by consumer coopera-
tives. The imputed value of labor provided to a
cooperative in lieu of monthly membership fees
also is tax-exempt.

In the absence of this program, the California

- Board of Equalization would consider coopera-

tive membership fees (both monetary and in-
kind payments) as part of the purchase price of
goods sold by consumer cooperatives and, there-
fore, taxable.

Rationale

This program provides tax relief to members
of consumer cooperatives, to the extent thatsales
and use taxes levied on membership fees ordi-
narily would increase the costs of belonging to,
and buying from, such cooperatives. Atthe time
the program was adopted, proponents argued
that the membership fees cooperatives levy are
not directly related to the prices they charge for
products. Rather, they argued that cooperatives
are akin to organizations such as sports clubs,
whose membership fees are not directly related
to the frequency of facility use. Thus, the pro-
gram’s proponents argue that it provides tax
equity between the cooperatives and other or-
ganizations such as private clubs.®
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Operators of Specified
Clothes Cleaning and
Dyeing Businesses Treated

as Consumers

Estimated Revenue Loss
(dollars in millions})
Fiscal Year Amount
1989-90 ‘ NA
1990-91 NA
1991-92 . NA
Authorization

California Revenue and Taxation Code Sec-
tion 6018.6.

Descrlptlon

This program defines an operator of a quali-
fied state-licensed clothes cleaning or clothes
' dyeing business as the consumer (as opposed to
the retailer) of the materials and supplies used or
furnished in altering clothing. The program also

exempts the value of these alterations from the -

sales tax. To qualify for the program, the busi-
ness involved may receive no more than 20 per-
cent of its gross receipts from the alteration of

garments.

t I

| Rationale

. This program provides tax relief to the cus-
tomers of cleaners, to the extent that it has the
effect of reducing the prices for clothing altera-
tions charged to these consumers. According to
the California Board of Equalization, the basic

“ rationale for this program is that it simplifies the

process of tax administration. This is because, in
the absence of the program, many small cleaning
establishments would be required to register as
retailers, even though clothing alterations are an
incidental part of their overall operations.<

Vehicles, Vessels, and
Alircraft Included in the Sale
of a Business

Estimated Revenue Loss
. (dollars in millions)
Fiscal Year Amount
1689-90 " NA
' 1990-91. NA
199192 NA
Authonzatlon

California Revenue and Taxahon Code Sec-
tions 6281. ‘

Deécription
This program exempts from taxation the

‘transfer of certain types of vehicles and other

property under specified circumstances. The
program applies, among others, to certain mo-
bilehomes, commercial coaches, vehicles, ves-
sels, and aircraft, when such property isincluded
in the sale of an entire business that includes the
transfer of substantially all the assets of that
business. :

Rationale

This program provides tax relief to owners of
businesses that are sold or reorganized. The
program’s rationale is that the transfer of the
business assets is only incidental to the sale of the

+ business.

Comments . _

This program is identical to the “occasional
sale” exemption provided for the transfer of
other property in the sale of an entire business.
The occasional sale exemption, however, specifi-
cally excludes vehicles, vessels, and aircraft, which
are addressed in this exemption.<
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Vetefans’ Groups Treated as
Consumers of the Flags
They Sell

‘Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount '
1989-90 ‘ . Minor
o 1990-91 ' Minor '
1991-92° Minor
Authonzatlon

. California Revenue and Taxatlon Code Sec-
tion 6359.3.

Description

This program defines nonprofit veterans’
orgamzat:ons as consumers of the U.S. flags they
sell, provided that the proceeds of the sales are
used exclusively to further the purposes of the
veterans’ organization. As consumers, such

organizations pay sales tax on the price they pay

rather than on the price they charge for the flags
they sell, resulting in a partial tax exemption. .

Rationale
This program provides an incentive for per-

_sons to support the activities of nonprofit veter-

ans’ organizations by granting tax relief to those

who purchase U.S. flags sold by the organiza- -

tions. - The program has the effect of partially
exempting the retail value of such flags from
‘taxation, thereby increasing their marketability.
The underlying rationale for the program is the
view that the purposesand activities of veterans’
orgamzatxons are worthy of public financial
support. <
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Nonprofit Operators of
Vending Machines Treated
as Consuniers
' Esﬁmated Revenue Loss
(dollars in millions}
Fiscal Year Amount
1989-90 Minor
. 1990-91 -1 Minor
1991-92 . Minqr
’ Authorization

California Revenue and Taxation Code Sec-
tion 6359.45(a).

Description

This program treats as consumers certain
operators of vending machines, that dispense
items selling for 15 cents or less. In order to
qualify for the program, an operator must be a
nonprofit, charitable, or educational organiza-
tion.

Ratlonale

This program prowdes tax relief to qualify-
ing vending machine operators and their cus-

tomers, to the extent that sales and use taxes

levied on the full retail price of dispensed items
(versus their cost to operators) would ordinarily
increase their prices and reduce their marketabil-
ity. There exist several underlying rationales for
the program. One is that the levying of salesand
use taxes on individual vending machine prod-
ucts is impractical, since the exact amount of the
tax cannot be conveniently incorporated into the
coinage charge. Another is that qualifying or-
ganizations provide socially beneficial services,
and, therefore, their fund-raising efforts and other
activities are worthy of public financial support.
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Comments

The effect of this program is limited to non-
food items. Food itemns sold in vending machines

. for no more than 15 cents (or 25 cents for bulk

products) are effectively exempt from taxation,
regardless of whether the vendor is nonprofit or
profitmaking. ¢

Vendors of Library
Photocopies Treated as
Consumers

Estimated Revenue Loss
(dollars in millions}
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 . NA
Authorization

California Revenue and Taxation Code Sec-
tion 6359.45 (b).

Description

This program definescertain libraries or their
contracted vendors as the consumers of photo-
copies sold through coin-operated photocopying
machines. Consequently, libraries pay sales tax
on the purchase of the photocopy machine and
supplies rather than on the sales price of a photo-
copy. This has the effect of partially exempting
the retail value of a photocopy from taxation.
The program applies to any library district,
municipal library, or county library. The photo-
copies mustbesold frotna machine located at the
library facility in order to qualify for the exemp-
tion,

Rationale

. This program provides tax relief to qualify-
ing libraries and their patrons by reducing the
costs of providing photocopying services. It

does this to the extent that sales and use taxes on

the full retail value of photocopies ordinarily
would be incorporated into the price charged for
them. The program has several rationales. One

is that the levying of sales and use taxes on

individual machine-sold photocopies is imprac-
tical, since the exact amount of the tax cannot be
conveniently incorporated into the coinage charge.
Another is that photocopy services serve a wor-
thy public goal of enabling library patrons to
make better use of library facilities and
information.®
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Sellers of Prisoner-of-War
Bracelets Defined as

Consumers
Estimated Revenue Loss .
(dollars in millions) -
Fiscal Year Amount

1989-90 None

1990-91 None

1991-92 None
Authorization

California Revenue and Taxation Code Sec-
tion 6360.

Description

This program defines qualified sellers as
consumers of bracelets commemorating Ameri-
can prisoners of war. To qualify for the program,
a seller must be an organization which (1) is
formed and operated for a charitable purpose
and (2) qualifies for the welfare (property tax)

- exemption. In addition, the organization’s prof-

its must be used exclusively to further the pur-
poses for which it has been established.

Rationale

This program provides tax relief to qualify-
ing bracelet-distributing charitable organizations
and their patrons. Itaccomplishes this by reduc-
ing the costs or prices at which such bracelets
may be provided or sold, thereby increasing the
scopeof their distribution. The program’s under-
lying rationale is that the distribution of com-
memorative prisoner-of-war bracelets furthers
the effort to locate and identify prisoners of war.

Comment

The California Department of Veterans Af-
fairsindicates that, toits knowledge, prisoner-of-
war bracelets are no longer being sold.®

Qualified Youth Groups
Treated as Consumers

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization
California Revenue and Taxation Code Sec-
tion 6361. '
~ Description

This program treats qualified youth group
organizationsas consumersof the food products,
nonalcoholic beverages, and certain other items
that they sell. This has the effect of fully (in the
case of most food products, which are not subject
to the sales tax when purchased by these groups,
but could be subject to sales tax when resold by
them) or partially (for other items for which the
sales tax on the purchase price is less than the’
sales tax on the resale price) exempting the retail
value of these products from taxation. Nonfood
items mustbe made by members of the organiza-
tion in order to receive this treatment. Inorderto
qualify for the program, a group must (1) use its
profits exclusively to further its purpose(s), (2)
conductsales only on an intermittent orirregular
basis, and (3) be included in one of the following
categories:

* Nonprofit groups that are nondiscrimi-

natory and provide a program of com-
petitive sports or promote good citizen-
ship.

* Groups sponsored or affiliated with a
qualifying educational institution.

¢ Specific named groups, including the
YMCA, Boy Scouts, and Girl Scouts.
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Rationale

This program provides tax relief to qualify-
ing youth organizations and to individuals and
businesses who purchase products they sell. It
accomplishes this by reducing the costs and prices
at which these products can be provided and
sold, thereby making them more marketable and
increasing their sales potential. The program
thus has the effect of giving incentives for such
organizations to undertake fund-raising activi-
ties and for patrons to support them. The pro-
gram’s rationale is that the objectives and activi-

ties of the qualifying organizations are socially

desu'able and worthy of public flnancml support.

Comments

. Youth groups often operate food stands at
sports events and fairs or organize fundraising
meals in order to support their activities. Many
of these food sales would be taxable in the ab-
sence of this program. This is because the food is
sold in a hot, prepared form (such as hamburgers

* orhotdogs), as a meal, or for onsite consumption

atanevent. Since the food supplies purchased by
these organizations are not taxable under the

. general food exemption, this programresulisina

full exemption for their sales to consumers (with
the exception of carbonated beverages). The
program also applies to nonfood items that are
made by members of the organization itself, in
which case the group pays sales tax on the mate-
rials and supplies that it uses, but the finished
item is not taxable.

Chapter116, Statutes of 1990 (AB520, Klehs),

eliminated a previous requirement that youth
groups that weie not specifically named in stat-
ute were required to obtain prior approval from
the California Board of Equalization in order to
qualify for this program.<%

Qualified Student
Organizations Treated As
Consumers

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 NA
199091 . NA
199192 NA
Authorization

California Revenue and Taxation Code Sec-
tion 6361.5.

Description

This program defines qualified student or-
ganizations as consumers of the yearbooks and
catalogues they distribute. Consequently, the
organizations pay sales tax on their purchase
price of such items rather than on the price at
which they resell them. This has the effect of
partially exempting from taxation the retail value
of theseitems. The programappliesto any public
or private school, school district, county office of
education, or student organization.

Rationale

This program provides tax relief to student
organizations and students, to the extent that
sales and use taxes on the full retail value (versus
acquisition cost) of yearbooks and catalogues
ordinarily would increase their prices. The ra-
tionale for the program is that such catalogues
and yearbooks are a fundamental part of the
schooling experience, and, therefore, the costs of
suchitems should not be increased by taxation.
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Replacements for Destroyed

Museum Exhibits
Estimated Revenue Loss
{dollars in millions)
Fiscal Year 'Amount
1989-90 NA
1990-91 NA
1991-92 ' NA

'Authorization

California Revenue and Taxation Code Sec-
Hon 6366.3.

~Description |

This program exempts from taxation the sale
or use of replacement exhibits for a qualified

- museum or for a publicart display of the state or
- alocal government. The program requires that

the property be acquired to replace property
physically destroyed by a calamity within three
years after its occurrence, and that it be pur-
chased and used exclusively for display pur-
poses within the museum. To qualify, a museum
must either (1) have a significant portion of its
space open to theé public without charge, (2) be
open to the public without charge for not less
than six hours per month during any month
when the museum is open to the public, or (3} be
open to a segment of the student or adult popu-
Jation without charge. In addition, the museum
must be operated by or for alocal or state govern-
mententity, or by a qualified nonprofitorganiza-
tion.

Rationale.

This program provides tax relief to qualified
museums after they have incurred damage from
disasters, including fire, flooding, or earthquakes.
This relief occurs to the extent that sales and use

taxes levied on qualified property ordinarily would -

be incorporated into the prices paid by muse-
ums. The program’s rationale is that museums
providea valuable cultural and educational serv-
ice and, as such, they are worthy of public finan-
cial support.

Comments

Generally, original artwork purchased by a
museum is exempt from tax whether or not it
replaces any damaged property. This program
also covers.copies of artwork and museum pieces
other than artwork.$

Page 150



&

M

Sales and Use Tax

PTAs, Co-Op Nursery
Schools, and Friends of the
Library Treated as
Consumers

Estimated Revenue Loss
{dollars in millions)

Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA

Authorization

California Revenue and Taxation Code Sec- |

tion 6370.

Description

This program treats as consumers nonprofit
Parent-Teacher Associations (PTAs), Friends of
the Library (or equivalent organizations), and
nonprofit parent cooperative nursery schools.
As consumers, such organizations pay taxes on
the price they pay rather than on the price they
charge for items they sell to raise funds. This has

the effect of partially exempting from taxation

the retail value of such items. The program
requires thatany profits derived from the sales of
such property be used for furthering the pur-
poses of the organization.

Rationale

This program provides tax relief to qualify-
ing organizations and their patrons, to the extent
that taxation of the full retail price of the property
these organizations sell would increase their prices
and reduce their sales potential. The program
thus provides an incentive for organizations to
operate, and patrons to support, qualifying ac-
tivities.

The program’s underlying rationale is that
the goals and activities of these organizations are
socially desirable, and thus worthy of public
financial support.<

Nonprofit Organizations
Treated as Consumers When
Performing Auxiliary
Serv1ces for Museums

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
" 1989-90 Minor;
1990-91 Minor
;o 1991-92 -Minor
Authonzatlon

. California Revenue and Taxanon Code Sec-
tion 6370.5.

Description

This program treats nonproflt orgamzatlons
that perform auxiliary services to any city or
county museum as the consumers of goods sold
by those orgamzahons at qualified rummage
sales. 'As consumers, such organizations pay tax
on the price they pay rather than on the price they
charge for items they sell to raise funds. The effect .
of this is tolimit the amount of sales and use taxes
levied on such property. In order for the pro-
gram to apply, the property must be sold at an
annual rummage sale whichmusthavebeenheld
during each of the five consecutively preceding
years, and profits from the sale must be used
exclusively for furthering the purposes of the
organization. . -

Rationale

This program provides tax relief toqualified
charitable organizations and their patrons, and
(indirectly) to the museumns which they support.
It does this to the extent that the partial sales and
use tax exemption on rummage sale property
stimulates the sales of this property, and thereby
increases the amount of funds which charitable
organizations and museums are able to raise
from rummage sales. The program is rational-
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ized on the grounds that museum-related activi-
ties are socially beneficial and deserving of pub-
lic financial support.

Comments

This program results in a full tax exemption
for donated items sold at these rummage sales.®
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Sales and Donations by
Charitable Organizations

Estimated Revenue Loss,
{dollars i m mﬂhons)
Fiscal Year ‘ Amount
1989-90 NA
1990-91 - "NA
1991-92 ~ NA
Authorization ;

California Revenue and Taxation Code Sec-
tion 6375. "

Description

* This program exempts from taxation the sale
or use of goods made, prepared, assembled, or
manufactured by qualified charitable organiza-
tions. In order for the program to apply, an
organization must qualify for the welfare {prop-
erty tax) exemption and be engaged in the relief
of poverty and distress. In addition, the organi-
zation's sales and donations are exempt only if
they are made prmapally to assist purchasers or
donees in poverty or distress.

Rationale

This program provides tax relief to charitable
organizations and their clientele, to the extent
that it reduces the prices and.costs of providing
property to disadvantaged persons. The pro-
gram also provides an incentive for individuals
to purchase merchandise sold by charitable or-
ganizations. It does this by removing the sales
tax on such merchandise, thereby reducing the
prices at which the merchandise can be sold. To
the extent that the organization’s sales are in-
creased as a result, the amount of funds available
for the relief of poverty and distress is increased.

The program’s underlying rationale is that
the qualifying organizations provide a socially
desirable service in making property available to
distressed persons and, therefore, are deserving
of public financial support.
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Comments Property Loaned to

This program provides a tax exemption for Educational Programs
sales in stores operated by Goodwill Industries

and similar organizations. In practice, the ex- -
emption apphes toall salesin thesestores, and no Estimated Revenue Loss
{ attempt is made to determine whether the pur- (dollars in millions)

chaser is needy or not. Fiscal Year Amount

Donations were included in this program by 1989-90 NA
Ch1447/89(SB 874, Doolittle). Previously, chari- 1990-91 NA
ties that purchased goods tax-free using their 1991-92 NA
resale permit found that they became liable for . -
‘ tax when they donated these goods, because
C ' making a gift constituted a taxable use of the:

property.#

Authorization

California Revenue and Taxahon Code Sec-
tion 6404.

Description

This program exempts from taxation the loan
by retailers of certain tangible personal property
to qualified educational institutions.

Specifically, the program exempts:

C - * Loans of tangible personal property to
school districts for educational programs.

* Loans of motor vehicles to the University

. of California or the California State Uni-

versity system for exclusive use in an

. approved driver education teacher prepa-
C ration certification program.

* Loansofvehiclestoanaccredited private
or parochial secondary school for exclu-
sive use in an approved driver education
and training program.

C . » Loans'of motor vehicles to a veterans’
' hospital or other nonprofit institution to
provide instruction in the operation of
specially equipped motor vehicles to
* disabled veterans.

C Under existing law, if a retailer makes use of
property thatis ostensibly held for sale, he or she
ordinarily must pay use tax on the wholesale
price of the property. Loans of such property are
considered “uses” of the property by the retailer
and, therefore, are taxable unless otherwise ex-
(: empted.

S
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Example New Clothing Donated to
In the absence of this program, an automo- Elementary School Children
bile retailer who loans a vehicle at no cost to a
high school driver training course would pay use
tax on the dealership’s cost of the vehicle. Thisis Estimated Revenue Loss
because most retailers are considered “consum- (dollars in millions)
ers” of merchandise that they use themselves or .
loan to others. This program exempts from taxa- Ptls;g;gegr Amﬁ:t
tion such loans to qualifying educational institu- 1990-91 ‘ NA
tions. 1991-92 NA
Rationale :
This program provides tax relief to qualified Authorization

educational institutions and the students who
use the qualified loaned property. It does this to
the extent that exemption of sales and use taxes
on such loans enables those educational institu-
tions to service more students because of re-
duced loan costs. In addition, students who pay
fees for the affected programs may pay less be-
cause of reduced costs. Theunderlying rationale
for the program is that providing equipmentand
vehicles to educational institutions is a desirable
social goal worthy of public financial support.®
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California Revenue and Taxation Code Sec-
tion 6375.5. '

Description
This program exempts from taxation the sale

of new children’s clothing when the clothes are

sold to a qualified nonprofit organization. In
order for the program to apply, the clothes must
be distributed without charge to needy elemen-
tary school children.

Rationale

This program provides tax relief to nonprofit
corporations which distribute free clothes to
children. It does this to the extent that sales and
use taxes levied on the clothes sold to the organi-
zation ordinarily would be incorporated into the
pricesitischarged. The underlying rationale for
the program is that such tax relief increases the
amount of clothing which nonprofit organiza-

tions may acquire with their available resources,

and thereby -enables them to better meet the
needs of thechildren they service. The program
exists in recognition of the fact that providing
such clothes is a socially beneficial activity wor-
thy of public financial support.

C'omments

This program is similar to the general exemp-
tion for sales and donations by charitable organi-
zations. However, it does differ in three ways.
First, the exemption applies to purchases by,

°
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rather than sales or use by, the charity. Thus, itis
useful to charities that do not have resale per-
mits. Second, there is no requirement that the
donating charity qualify for the welfare exemp-
tion under the property tax. Third, there is no
requirement that the charitable organization
prepare, assemble, or make the donated items.$

First $400 of Overseas
Purchases Hand-Carried into
California

Estimated Revenue Loss
{dollars in'millions) .
Fiscal Year Amount
1989-90 ‘$0.6
1990-91 0.6 .
1991-92 0.6
Authorization

California Revenue and ',I'allxation Code Sec-
tion 6405. - :

Description

This program exempts from the use tax the
first $400 of purchases made by state residents in
a foreign country and personally hand-carried
into California. Only one such exemption canbe
claimed for any 30-day period, and purchases
sent or shipped into California do not qualify for
the exemption.

Rationale

This program provides tax relief to state .
residents returning from overseas with purchases
that otherwise would be subject to the use tax.
The exemption was enacted as part of anew state
program which seeks to collect use taxes on
foreign purchases. Such taxes generally had not
been collected prior to 1990 due to administra-

- tive difficulties.

The program is rationalized on both admin-
istrative and equity grounds. First, the exemp-
tion recognizes that the state’s efforts to collect
the use tax on foreign purchasesis dependenton
the federal government’s-duty collection proce-
dures. The Customs Service recently began to
provide the state with customs declarations filed
by returning Californians. The Federal Customs
Service doesnotrequire payment of duties ont the
first $400 of foreign purchases and keeps no
useablerecord of travelers entering the state with
purchases of less than $400. Consequently, the
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state has no cost-effective means at present to
collect use tax from travelers declaring less than
$400 of foreign purchases. Obviously, the state
could attempt to collect the use tax on the first
$400 of purchases brought into the state by trav-

. elers who are subject to customs duties. 'The

exemption in this case is rationalized on equity
grounds. Program proponentsargue thatitisnot
fair to tax someone bringing $400 or more worth
of goods into the state from a foreign country

;basedonthemllvaluewhensomeonebnngmgm '
$399 would not be billed for any tax.

i

Comments

The California Board of Equalization started
collecting customs declarations on October 1,

1990, and expects to send out 29,000 billings

annually for use tax on customs declarations.
This program, which was established by Ch 1533/
90(SB 2455, Morgan), exempts $400 of the taxable
purchases from each billing, for a state revenue
loss of $19 per billing. Consequently, the total
annual revenue loss to the state on these billings
would be about $550,000 on a full-year basis.®

Use Tax Exemption for
Charitable Donations Made
by Sellers

Estimated Revenue‘l.osls
(dollars in millions)
Fiscal Year Amount
1989-90 : NA
j © 1990-91 . . NA T
1991-92 \ NA | \
Authorization

California Reveﬁue and Taxation Code Sec-
tion 6403.

Description

This program provides a use tax exemption
for property donated by any seller to specified
educational institutions, charitable organizations,
and nonprofit museums located in California.

Rationale’

. This program provides tax relief to sellers
who donate property to educational and chari-
table organizations and museums. Generally, a
personwhoisin thebusinessof selling (a “seller”}
and buys goods solely for resale does not pay
sales or use tax on their purchases. Rather, taxis
collected only on retail sales ~ that is, sales to
someone who will actually make final use of the
goods. If, however, property originally bought
for resale is instead used by the seller rather than
resold, the seller must pay use tax. This includes
donahons of property, which are considered a

se” of the property by the seller. This program
exempts sellers from paying use tax on items
donated to qualifying organizations. The pro-
gram’sintentis to give added incentive todonate
property to nonprofit organizations and muse-
ums, the rationale being that such crganizations
serve a public purpose and are deserving of
public financial support.
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Comments Option to Pay Tax on Cost
This program was enacted by Ch905/88(SB | Rather than Lease Receipts
2508, McCorquodale) and originally applied only
to persons engaged in retail sales activity who
donated property. The program was expanded Estimated Revenue Loss
by Ch 1387/89 (SB 1226, Campbell), however, to {dollars in millions)
include all sellers(including wholesalers). Chap- .
ter 1387 also restricted the program to donations F:lsgglg};fgr Amlf;Xlt
used exclusively for display in the case of non- 1990-91 " NA
profit museums, and required qualifying muse- 1991-92 NA
ums to meet minimum standards for public '
access.®
Authorization

California Revenue and Taxaﬁon Code Sec-
tions 6006 (g) (5) and 6010 (e} (5).

Description

This program provides that owners of prop-
erty engaged in the business of leasing that prop-
erty to others may choose to pay sales tax based
on the purchase price that they paid for the prop-
erty, rather than pay use tax on their lease receipts.
To qualify, property must be leased in substan-
tially the same form as it was acquired by the.
lessor. This program does notapply, however, to

. the rental of video cassettes, which are taxed

solely on the basis of rental receipts under Cali-
fornia Revenue and Taxation Code Section
6006(2)(7).

| Rationale

This program provides tax relief to lessors
and lessees of qualified property. The rationale
underlying the program is to facilitate the com-
pliance of the lessor with the state sales tax code
and to simplify tax administration. The program
accomplishes these ends by allowing businesses
to pay the sales tax once, upon the purchase of
the item, rather than requiring the lessor to pay
the tax repeatedly based on the property’s rental
receipts.

Comments

Under this program, a lessor can choose the
most advantageous tax strategy for any specific
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situation. The California Board of Equalization
indicates that lease receipts are chosen as the
basis of tax for about 75 percent of all leased
property. This approach is preferred by car
rental companies, for example. Most rental cars
are resold after a year or two, so that rental
receipts for these cars are significantly less than
their purchase price. Thus, paying tax on the
-rental receipts results in a smaller total tax liabil-
ity for the rental company than paying tax based
on the purchase price. Secondly, paying tax on

lease or rental receipts reduces the amount of .

capital required for lessors to purchase property
initially. Alternatively, paying sales tax on the
purchase price, rather than on lease receipts,
generally would result in a smaller tax liability
for property that is leased for its full economic
life. , -
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Tax Liability on “Bad Debts”

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 -NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tions 6055 and 6203.5.

Description

This program exempts retailers from paying
sales and use taxes due on accounts which have
been determined to be uncollectible.

Rationale

This program provides tax relief to busi-
nesses which have incurred financial losses due
to their inability to collect money from customers
who have not paid their bills. The underlying

rationale for the program is that businesses, .

especially small firms, can suffer considerable
hardships when they are unable to collect money
from customers who have purchased goods us-
ing credit. Such financial losses can impair a
firm’s ability to pay taxes, since the funds to pay
these taxes normally are collected from its cus-
tomers.

Comments

The above-cited rationale for this program is
strongest when retailers can show that they have
executed proper caution when granting credit to
consumers. In the absence of such care, however,
the rationale loses strength.4

]
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Sale-Leaseback
Arrangements

. Sunset Date: January 1,1995

Estimated Revenue Loss
{(dollars in millions)
Fiscal Year | Amount

[1989-90 NA

1990-91 ‘NA |

199192 .+ NA
Authorization

California Revenue and Taxation Code Sec-,

tion 6010.65.
Description

This program exempts from sales and use
taxation any transfer of the title to, or lease of,
property under a qualifying “acquisition sale-
leaseback.” An acquisition sale-leaseback is a
financing arrangement wherein the purchaser of
property sells that property to a third party and
then-leases it back from that third party. These

transactions generally are “on paper” only and

do not involve any physical transfer of the prop-
erty. In order to qualify for this program, an
acquisition sale-leaseback mustbe consummated

within 90 days of the first functional use of the |
property, and the sales or use taxmusthave been

paid on the initial purchase of the property.

Rationale .
The program reduces the cost of acquiring

‘property financed through sale-leaseback arrange-

ments. It does so by eliminating sales tax on the
sale to the lessor or, alternatively, use tax on the
lease paymentsto thelessee, Therationalefor the
program is that qualifying sale-leasebacks are
financing arrangements similar to a mortgage.
On that basis, it is argued that taxing the sale-
leaseback transaction, in addition to taxing the
initial purchase of the property, would amount
to double taxation.

Comments

Most sale-leaseback fransactions probably
would be exempt from sales and use taxes, even
in the absence of this program. This is because
the courts have ruled (prior to the establishment
of this program) thatno taxable sale occurs when
the sole object of a sale-leaseback is to obtain
financing for the purchase of equipment (Cedars-
Sinai Medical Center v. State Board of Equalization,
162 Cal.App.3d.1182). The program was enacted
by Ch558 /90(AB3382, Baker), in part to simplify
tax administration by setting a specific 90-day
window in which sale-leasebacks must be com-
pleted in order to be tax-exempt.®
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Partial Exemption for

Factory-Built School
Buildings
Estimated Revenue ﬂoss
* (dollars in millions)
Fiscal Year Amount
1989-90 Minor
1990-91 . . Minor
1991-92 | Minor
. ! | b
Authorization
California Revenue and Taxation Code Sec-
-tion 6012.6.
Descnptlon

This program exempts from taxation 60 per-

cent of the sales price of qualified factory-buiit

school buildings. Additionally, it specifies that
the place of saleis the retailer’s place of busmess,
regardless of whether the sale includes installa-

tion or the building is placed on a permanent

‘foundatlon

Rationale
The intent of the partial exemption is to

equalize tax treatment of factory-built school .

buildings with that of site-built buildings. Gen-
erally, the sales and use tax applies only to the
building materials used to construct a site-built
building, rather than to the full price of the com-
pleted building. The Legislature determined that
approximately 40 percent of the sales price of a
factory-builtschool building represents the value
of thebuilding materials and, thus, the remaining
60 percent of the price of such school buildings
should be exempt from taxation.

This program is consistent with the 60 per-
cent exemption which also applies to factory-
built housing,.
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Comments

This program was enacted by Ch 816 /89 (AB
1051, Leslie) and Ch 4029/90 (AB 763, Leslie).

The California Board of Equalization (BOE)
adopted regulations a few months prior toenact-
ment of this program which classified essentially
all installations of modular buildings, including
factory-built school buildings, as construction
projects so that they would be taxed as if con-
structed on the site. Under that treatment, a
purchaser, such asa school district, payssales tax
only on the value of fixtures and equipment
supplied with the building. The manufacturer
pays sales or use tax on the materials used to

make the building, but no tax is applied to the

value added by the manufacturer. According to
the BOE, the total tax liability for manufactured
buildings under this regulation is similar to the
tax liability under this program (that is, about 40
percent of the total value is taxed). Therefore,
this program has no significant impact on the
amount of tax revenue compared with the board’s
regulatory interpretationof general sales tax law.

Under the board’s regulations, however, the
local share of sales tax revenues would have been
allocated to the localities where the manufac-
turer’s suppliers were located and to the locality
where the building was installed. The main
purpose of enacting this program was to ensure
that the city and county in which the building
manufacturer is located continue to receive the
local portion of the sales tax.®
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Endangered Animal and

Plant Species
Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 Minor
1990-91 Minor
1991-92 Minor
Authorization

California Revenue and Taxation Code Sec-
tion 6366.5.

Description

This program exempts from taxation the sale
or use of endangered animal or plant species,
provided that the buyer and seller are both non-
profit zoological societies.

Rationale .

The intent of this program is to provide tax
relief for zoos that breed and exchange animals
and plants of endangered species (primarily ani-
mals). Some zoos specialize in the development
and breeding of certain animal species. Prior to
enactment of this program, zoos had been as-
sessed back taxes for making animal exchanges.
The program’s rationale is that it is a worthy
public goal to encourage zoos to breed and ex-
change endangered species.

Comments -

This program does not apply when zoologi-
cal societies purchase animals or plants from for-
profit sources. This program was established by
Ch937/89 (AB 804, Peace) and became operative
January 1, 1990.%
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Other State Taxes

Other State Taxes — An
Overview

The remaining state tax expenditure pro-
grams discussed in this compendium include
those associated with the insurance tax and with
excise taxes on alcoholic beverages, cigarettes
and tobacco products, and fuels. Depending on
the specific tax involved, the California Board of

.Equalization (BOE), the State Controller, and the

Department of Insurance have various responsi-
bilities for the administration of these taxes. Excise
taxes on alcoholic beverages, cigarettes and to-
bacco products, and gasoline are collected from
the manufacturers or distributors of these prod-
ucts. These taxes do not apply to goods that are
sold for export from California. The insurance
tax is collected directly from the insurance com-
panies.

Alcoholic Beverage Tax

The alcoholic beverage tax rate is 4 cents per
gallon for beer, 1 cent per gallon for most wines,
and $2 per gallon for most distilled spirits. Spe-
cial per-gallon rates apply to sparkling wines (30
cents), fortified wines (2 cents), and distilled
spirits over 100 proof ($4).

Cigarette and Tobacco Products Tax

The tax oncigarettesis 35 cents per pack. This
amount consists of a base tax rate of 10 cents and
a surtax of 25 cents, which was imposed by
Proposition 99 and became effective January 1,
1989. Tax rates for other tobacco products are
adjusted each year. This adjustment ensures that
taxes on other tobacco products are the sameasa
proportion of their wholesale prices as the com-
bined cigarette tax rate is as a proportion of the
wholesale price of cigarettes.

Motor Vehicle Fuel License Tax

Commonly called the gasoline tax, this tax is
imposed on gasoline and certain other motor
vehicle fuels, other than diesel fuel. On August 1,

1990, the tax rate per gallon increased from 9
cents to 14 cents as a result of approval of Propo-
sition 111 at the June 1990 primary election. The
tax rate will increase by an additional 1 cent each
January 1 until it reaches 18 cents per gallon in
1995. ‘

Aircraft Jet Fuel Tax

This tax is collected from aircraft jet fuel
dealers alt the rate of 2 cents per gallon.

Use Fuel Tax

This tax is imposed primarily on diesel fuel.
The tax rate is the same as for the motor vehicle
license (gasoline) tax. However, the use fuel tax is
collected from the dealer, or from the fuel user
(suchas a trucking company) if the user has a use
permit. In order to qualify for a use permit, a user
must operate commercial vehicles with an un-
laden weight of at least 7,000 pounds. Instead of
paying tax at the pump, users with such permits
file monthly returns with the BOE. They are
required to pay tax only on the fuel they use

‘within California.

Insurance Tax

This tax is imposed at a basic rate of 2.35
percent on the amount of gross premiums for
insurance sold in California. In addition, the BOE
may impose an additional levy on the amount of
gross premiums in order to hold the state “harm-
less” to revenue losses brought about as a result
of limitations on insurance premium rates that
were imposed under Proposition 103 (approved
by the state’s voters in June 1988). For taxes due
in 1991-92, this additional levy was set at 0.11
percent, thereby making the total insurance tax
rate 2.46 percent. Ocean marine insurers are taxed
on underwriting profits rather than gross premi-
ums. The insurance tax is in lieu of all other state
and local taxes on insurance companies except
license fees and property taxes.

Out-of-state insurers operating in California
pay additional “retaliatory tax” if the effective
tax rate imposed by their home states on Califor-
nia insurance companies operating in them is
higher than the tax rate imposed in California on
these California firms. ¢
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Use of Alcoholic Beverages
In Trades, Professions, and
Industries

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1 1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 32052.

Description

This program exempts from the. alcoholic
beverage tax the sale of alcohol, distilled spirits,
or wine used in the trades, professions, or indus-
tries. Such uses typically include cases where

alcohol is used as part of a production or treat- -

ment process of some sort, such as in pickling
processes or the production of gasohol. To qual-
ify, the sale must be made by a distilled spirit
manufacturer, brandy manufacturer, rectifier,
industrial alcohol dealer, or wine grape grower.

Rationale

This program provides tax relief to the pur-
chasers of exempted items, to the extent that
excise taxes levied on them ordinarily would be
incorporated into their prices. The underlying
rationale for the program is the view that the
alcoholic beverage tax is intended to be a tax on
alcohol only when it is consumed as a beverage,
and that other uses of alcohol should not gener-
ally be subject to the tax. <
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Beer Consumed by
Brewers’ Employees

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 Minor
1990-91 Minor
1991-92 ' Minor
Authorization

California Revenue and Taxation Code Sec-
tion 32172. ‘

Description

This program exempts from the alcoholic
beverage tax the consumption of beer, when the
beeris(1) consumed by theemployeesofa brewer
and (2) consumed on the premises of the brewer.

Rationale

This program provides tax relief to brewers
by relieving them of paying taxes on the beer
which their employees consume in-house. The
underlying rationale for the program appears
related to the administrative problems involved
with documenting and measuring the volume of
in-house beer consumption. '

Comments

California Board of Equalization Regulation
2551 limits the amount of this exemption to the
maximum amount allowed by federal alcoholic
beverage tax regulations. <
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Distilled Spirits Used
in the Manufacture

of Food Products
Estimated Revenue Loss
(dollars in millions)

Fiscal Year Amount

1989-90 NA

11990-91 - 'NA

1991-92 NA

. Authorization

California Revenue and Taxation Code Sec-
tion 32214,

Description

This program exempts from the alcoholic
beverage tax the sale of distilled spirits that are
used in the manufacture of food products.

Rationale

This program provides tax relief to the pro-
ducers and consumers of food products that use
distilled spirits in their preparation, to the extent
that excise taxes levied on such distilled spirits
ordinarily would be incorporated into the prices
of the food products. The underlying rationale
for the program is the view that the alcoholic
beverage tax is intended to be a tax on alcohol
only when it is consumed as a beverage, and that
other uses of alcohol should not generally be
subject to the tax.

Comments

Some foods use brandy, rum, or other dis-
tilled spiritsasa flavoring, and little or noalcohol
remainsin the food after baking or other process-
ing. Alcohol also is used as the base for a variety
of flavoring extracts.

This program is applied by granting a tax

credit for any taxes paid on distilled spirits used
in the qualified manufacture of food products.
The program specifies that the manufacturer’s
use of alcohol in food must conform to certain
federal regulations. %

Distilled Spirits Used for

Research and Medical-
Related Purposes
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 32053.

Description

This program exempts from the alcoholic
beverage tax the sale of (1) ethyl alcohol used for
scientific research, or by any hospital or sanitar-
ium and (2) alcohol used in medicinal, pharma-
ceutical, antiseptic, or selected other products.

Rationale

This program provides tax relief to the users
of alcohol for the above-exempted purposes,

~ including the consumers of products made with

such alcohol, to the extent that excise taxes on this
alcohol ordinarily would increase costs and prices
for these uses. The underlying rationale for the
program is the view that the alcoholic

beverage tax is intended to be a tax on alco-
hol only when it is consumed as a beverage, and
that other uses of alcohol should not be subject to
the tax. This program also can be rationalized on
the grounds that the exempted usesof alcohol are
for socially beneficial purposes, and, therefore,
their cost should not be increased by taxation.
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Distributions to United

States Armed Forces and the
Veterans Administration

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 $32
1990-91 ; 32
1991-92 31
Authorization

California Revenue and Taxation Code Sec-
tion 30102.

Description

This program exempts from the cigarette tax
the distribution of cigarettes to the United States
Armed Forces and to the United States Veterans
Administration.

Rationale 1

This program providesa taxincentive for the
armed forces and Veterans Administration to
purchase cigarettes in California, as opposed to
outside of California. It does this to the extent
that the cigarette tax would make California
cigarette prices sufficiently high to cause these
entities to purchase cigarettes outside of Califor-
nia. This, in turn, would reduce economic activ-
ity in California related to the distribution and
retailing of cigarettes. '

. The program also has been rationalized on
the grounds that it grants tax relief to various
members of the armed forces and patrons of the
Veterans Administration by enabling them to
acquire their cigarettes at reduced costs. It has
been argued that such persons are deserving of
this public subsidy because of their present or
past service to their country.

Comments

The U.S, Armed Forces and Veterans Ad-
ministration are such large purchasers of ciga-
rettes that they can cost-effectively purchaselow-
cost cigarettes in one state for subsequent sale in
a higher-cost state, provided that the interstate
price differential exceeds the interstate shipment
costs,

The courts have held that this program ap-
plies to cigarette sales through military commis-
saries and exchanges, but not sales to U.S. offi-
cers’ clubs and officers” messes (52 Ops. Atty.
Gen. 164, 8-29-69). '

The estimated revenue loss cited above is
based on data from the California Board of Equali-
zation (BOE). The estimate includes expendi-
tures under the other cigarette tax expenditure

programs, such as distributions to veterans’ in-

stitutions and small cigarette shipments. This is
because these transaction types are not reported
separately to the BOE. According to the BOE,
however, sales to the military comprise the ma-
jority of all exempt cigarette sales.

The tobacco industry benefits from this pro-
gram to the extent that the program increases
demand for tobacco products. %
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Distributions to
Veterans Institutions

Estimated Revenue Loss -
{dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
| 1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 30105.5. :

Description

This program exempts the sale or gift of
federally tax-free cigarettes or other tobacco
products, when delivered directly from the
manufacturer to either a Veterans Home in the
State of California, or a hospital or domiciliary
facility of the U.S. Veterans Administration. To
qualify for the program, the cigarettes must be
for gratuitous issue to veterans receiving hospi-
talization or domiciliary care.

Rationale ‘

This program provides a tax incentive for
qualified institutions to provide cigarettes and
other tobacco products to their patrons, to the
extent that taxes on theseitems ordinarily would
be incorporated into the prices that these institu-

tions have to pay for them. The underlying ra-.

tionale for the program is that the provision of
free cigarettes and other tobacco products to
hospitalized veterans is deserving of public fi-
nancial support, due to the military services that
such individuals have provided to their country.

Comments

The tobacco industry benefits from this pro-
gram to the extent that the program increases
demand for tobacco products.

Comments

Small Shipments of
Cigarettes Transported Into
California

Estimated Revenue Loss
(doliars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 ‘ NA
1991-92 NA
- Authorization

California Revenue and Taxation Code Sec-
tion 30106.

Description
This program exempts from the cigarette tax

" the distribution of cigarettes transported into

California from out of state, provided that the
total shipment does not exceed 400 cigarettes.
The programrequires that the cigarettes eitherbe
intended for consumption by the individual bring-
ing them into the state, or that they have been
obtained at one time or another from the U.S.
Veterans Administration, or exchanges or com-
missaries of branches of the armed forces.

Rationale

This program provides tax relief to consum-
ers of qualifying small-shipment cigarettes. The
program’s rationale is that the revenues derived

- from taxing these small shipments are insuffi-

cient to justify incurring the administrative costs
of collecting the tax.

There is no similar exemption for other to-
bacco products. However, Revenue and Taxa-
tion Code Sections 30431 and 30432 allow trans-
portation of individual quantities of other to-
bacco products valued at $25 or less and on
which tax has not been paid, without a trans-
porter’s permit or invoices. ¢
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Natural Gasoline

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 : NA
1990-91 NA
1991-92 NA
- Authorization

California Revenue and Taxation Code Sec-
tion 7401 (a) (1).

Description
This program exempts from the motor ve-

hicle fuel license tax the distribution of natural
gasoline.

Rationale

This program provides tax relief to produc-
ers and users of natural gasoline, to the extent
that excise taxes levied on such gasoline ordinar-
ily would be mcorporated into its production
costs and/or sales price. The program is ration-
alized on the grounds that unblended natural
gasoline generally cannot be used in vehicles
which use public highways and airport facilities
that are supported by the proceeds of the motor
vehicle fuel tax.

Comments

“Natural gasoline” is not the same as the
“gasoline” thatis commonly sold for use in auto-
mobiles. Rather, itis a naturally occurring liquid

which often is present in crude oil. Generally,

natural gasoline cannot be used directly in auto-
mobiles. However, natural gasoline may be
~ blended with crude oil distillates during the
production of motor vehicle fuel. In thiscase, the
natural gasoline becomes indirectly taxed as a
component part of the motor fuel. %

Ship or Aircraft Fuel
Ultimately Distributed to
the United States Armed
Forces

Estimated Revenue Loss
(dollars in millions)

Fiscal Year Amount
1989-90 7 NA
1990-91 - NA
1991-92 NA'

Authorization

California Revenue and Taxation Code Sec-
tions 7401 (a) (4) and 7401 (a) (5).

Description

This program exempts from the motor ve-
hicle fuel tax the qualified distribution of motor
fuel to the armed forces. To quallfy for this
program, the fuel must be (1) used in a ship or

aircraft or (2) used outside of California. The!

program extends to motor fuel thatis distributed
toa third party prior to distribution to the armed
forces.

Rationale

The basic ratioriale for this program is that

- revenues from the motor vehicle fuel tax are

directed toward the maintenance of public high-
ways and airports, and these transportation fa-
cilities are notused by the vehicles whose fuel use
isexempted from taxation under this program. It
also has been suggested that the program may
increase the purchase of military fuel in Califor-
nia, at least in some circumstances, by reducmg
its price relative to prices charged in other states.
To the extent that this occurs, the program may
have some (probably limited} positive economic
effects on California fuel producers, distributors,
and retailers. &
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Motor Fuel Used
Off-Highway A

Estimated Revenue Loss
{dollars in millions)

Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 | NA
Authorization

California Revenue and Taxation Code Sec-
tion 8101 (a).

Description

This program exempts from the motor ve-
hicle fuel tax any motor fuel used for purposes
other than operating motor vehicles on public
streets and highways.

The program operates via a refund mecha-
nism, whereby the fuel is taxed when purchased

. and then the purchaser must apply for a refund

for qualifying off-road fuel use. Fuel uses that
qualify for refunds include use in farm tractors
and ‘irrigation pumps, electric generators, and
vehicles operated solely on private property (such
as within an amusement park). Fuel used by off-
road recreational vehicles that are licensed for
use on public lands and motor vehicle fuel used
in boats are not eligible for this program, how-
ever. Fuel use by construction equipment is
addressed in a separate exemption.

Rationale

This program provides tax relief to fuel con-
sumers who are not using the fuel to operate
vehicles on the public streets and highways. The
underlying rationale for the program is that the
proceeds of the motor vehicle fuel tax are used
generally for the construction and maintenance
of public streets and highways. The rationale-for
not exempting fuel used by off-road recreational
vehicles licensed for use on public lands is that
the estimated amount of revenues collected on
that fuel is allocated to special funds thatsupport
off-highway recreational activities. Likewise, the

estimated amount of tax paid on motor vehicle
fuel used in boats is transferred annually to the
Harbors and Watercraft Revolving Fund for the
support of various boating programs.

Comments

There are many minor fuel uses that qualify
for a tax refund but for which refunds are not
requested. Fuel used in home lawnmowersisone
example. The Agriculture Fund receives an annual
transfer of the estimated amount of unrefunded
motor vehicle fuel tax for on-farm fuel uses (equal
t0 $9.1 million in 1990-91), pursuant to California
Revenue and Taxation Code 8352.5, ¢
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Motor Fuel Sold to |
Consulate Officers and
Employees

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 | . NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-

tions 7401 (a) (6), 8101 (e), and 8106.1.

Description

This program exempts from the motor ve-
hicle fuel tax fuel sold toan officer or employee of
aforeign consulate when specified conditionsare
met. In order to qualify, the program requires
that the salemust be charged toa credit card held

by the consulate and certified by the U.S. State

Depariment, and the fuel must be used in a
consular vehicle registered with the State De-
partment. Furthermore, the program only ap-
plies to consulates of foreign governments that
are exempt from taxes by treaty or who provide
a similar tax exemption to U.S. diplomats on a
reciprocal basis.

Rationale

This program provides tax relief to foreign ‘

governmenis.

According to the California Board of Equali-
zation, this program helps fulfill the terms of
treaties and reciprocal arrangements between
the U.5. and countries with consulate employees
stationed in the U.S. Under the terms of such
treaties and arrangements, U.S. consulate em-
ployees are not subject to tax on fuel consumed in
foreign countries, and foreign consulate employ-
ees are not subject to taxes on fuel consumed in
the U.S.
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Comment

Chapter 1528, Statutes of 1990 (SB 2196,
Garamendi), recently revised and updated this
program. That legislation requires qualifying sales
to be made using certified credit cards in order to
prevent abuse of this exemption. ¢
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Motor Vehicle Fuel
Used in Airplanes
Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 $3
1990-91 4
1991-92 4
Authorization

- California Revenue and Taxation Code Sec-
tion 8101.5. ‘

Description
This program exempts from taxation the

transfer of qualified motor vehicle fuel used to
propel aircraft, except for aircraft jet fuel.

Rationale

This program provides tax relief to owners
and users of certain aircraft. The underlying ra-
tionale for the program is that the proceeds of the

motor vehicle fuel tax are generally used for the .

construction and maintenance of putblic streets
and highways. Because air transportation does
not benefit from the use of these revenues, motor
vehicle fuel used in airplanes is exempt.

Comments

Aircraft jet fuel is not subject to the motor
vehicle fuel tax. It is subject to the aircraft jet fuel
tax of 2 cents per gallon. %

Motor Fuel Used in
Public Transit Vehicles
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
199192 NA
Authorization

~ California Revenue and Taxation Code Sec-
tion 8101.6.

Description

This program partially exempts from the
motor vehicle fuel tax the distribution of motor
vehicle fuel used in propelling qualified passen-
ger-carrying vehicles. The program reduces the
tax on such fuel by 6 cents per gallon, compared
with the general tax rate of 15 cents per gallonin
1991. To qualify for the program, the vehicles
jinvolved must be used in transporting persons
for compensation, and must be used by the fol-
lowing:

* A transitdistrict, transitauthority, or city
owning or operating a transit system.

s A private entity providing specified trans-
portation services.

- o Certain passenger stage corporations
subject to the jurisdiction of the Public
~ Utilities Commission. ‘

Rationale ’

This program provides a tax incentive to
encourage the operation and use of qualified
public transit services, to the extent that fuel
excise taxes ordinarily would increase the costs
and prices of such services. The underlying ra-
tionale for the program is to expand the state’s
reliance on public transit, thereby reducing traf-
fic congestion and air pollution, and lessening
the need for increased highway vehicle capacity.
<
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. California Revenue and Taxation Code Sec-
tion 7374.

Description

This program exempts from the aircraft jet
fuel tax all fuel used by common carriers, the
military, and persons engaged in the business of
constructing or reconstructing aircraft.

Raﬁonale S 1

This program provides tax relief to qualified
users of jet fuel and their customers, to the extent
that taxes on such fuel ordinarily would be incor-
porated into its price and the prices charged for
using planes burning such fuel.

According to the California Board of Equali-

zation, the underlying rationale for the program

relates to the fact that the tax on jet fuel is used to

finance small municipal airports, which are used -
primarily by private aircraft owners. Large air-

ports are funded primarily by landing fees and
other user charges. This program exempts com-
mon carriers and the military from paying the tax
on jet fuel because they receive limited benefits
from the facilities supported by this tax.

Comments

The aircraft jet fuel tax is imposed upon
aircraft jet fuel dealers at the rate of 2 cents per
gailon. % -

Other State Taxes
Aircraft Jet Fuel Used Fuel Used For Race Cars
by Common Carriers
13 ary Estimated Revenue Loss
and the Milit (dollars in millions)
Estimated Revenue Loss Fiscal Year Amount
(dollars in millions) 1989-90 None
1990-91 None
Fiscal Year Amount 1991-92 None
1989-90 $70
1990-91 | 70 |
1991-92 70 . .
’ Authorization 4
California Revenue and Taxation Code Sec-
4 . . tions 7304 and 8604.
Authorization

Description

This program exempts from taxation inflam-
mable liquids that are specifically manufactured
for racing motor vehicles, and that are distrib-
uted and used for racing motor vehicles at a
racetrack.

In the absence of this exemption, distributors
of fuel manufactured specifically for race cars
would be required to collect the tax from fuel
purchasers. However, any person using such
fuel in off-road vehicles would be eligible for a
tax refund. Under this program, distributors are
exempted from collecting the tax in the first
place. Althoughthis program does notultimately
affect motor vehicle fuel tax revenues, it does
result in reduced sales tax revenues. This is be-
cause the sales tax is imposed on the entire price
of the fuel, which ordinarily would include the
motor vehicle fuel tax.

Rationale

This program provides tax relief to race car
owners and operators by reducing' the use tax
they pay on fuel used in operating racing ve-
hicles. The exemption from the motor vehicle
fuel tax is rationalized on the grounds that such
vehicles are operated off-road, and hence do not
benefit from the street and highway improve-
ments funded by the tax.
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Comments

Other operators of vehicles that are notused
on public highways must pay the motor vehicle
fuel tax, and then apply for a refund of the tax, if
they qualify.

The exemption under Section 8604 is a paral-
lel exemption under the use fuel tax, ¢

Liquefied Petroleum Gas

Estimated Revente Loss
{dollars in millions)
Fiscal Year Amount
1989-90 $0.8
1990-91 2.1
1991-92 2.7
| |
Authorization

California Revenue and Taxation Code Sec-
tion 8651.5.

Description

This program provides a partial exemption
from the use fuel tax to purchasers of liquefied
petroleum gas (LPG). It does this by setting a
reduced tax rate of 6 cents per gallon on LPG,
compared with the general use fuel tax rate of 15
cents per gallon in 1991, which will increase in
annual one-centincrements to 18 cents per gallon
in 1994, '

Rationale

This program providesa tax incentive for the
use of LPG, rather than gasoline, in order to
encourage the use of alternative fuel sources,
which produce lower levels of air pollutants. In
addition, the program has been rationalized on

~ taxequity grounds. Each gallon of LPG hasabout

75 percent of the energy content of a gallon of
gasoline. At the time that this program wasestab-
lished and prior to August 1990, the general use
fuel tax rate on gasoline and diesel fuel was 9
cents per gallon, so that the 6-cents rate on LPG
(67 percent of the general rate} approximately
equalized the tax on LPG and gasoline in terms of
energy content.

Comments

The primary reason for the growth in the
estimated revenue loss in 1990-91 and 1991-92 is
that the tax rate on LPG (6 cents per gallon}
remains fixed by law, while the general tax rate is
increasing from 9 cents per gallonin 1989-90to 16
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cents per gallon by January 1992. The increase in
the general tax rate is the result of legislation
adopted in 1989 and the passage of Proposition
111 at the June 1990 primary election. Therefore,
the revenue loss per gallon of LPG will increase
from 3 cents to 10 cents during this period.By
1994, the tax rate on LPG (6 cents per gallon) will
be only one-third of therate of the tax on gasoline
(18 cents per gallon), so that the benefit provided

by this program will be much larger than the

amount needed to equalize tax treatment of LPG
with gasoline on the basis of relative energy
content, '

The revenue estimate cited above isbased on
data from the California Board of Equalization
(BOE). The estimate also includes the revenue
loss due to the lower rate on liquefied natural gas
(as opposed to just petroleum gas). This is be-
cause the two transactions are notreported sepa-
rately to the BOE. According to the BOE, how-
ever, LPG represents the majority of sales at 6
cents per gallon. ¢

Ethanol Or Methanol

Sunset Date: January 1, 1994

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 $0.2
[ 1990-91 | ' 0.2
1991-92 0.3
Authorization

California Revenue and Taxation Code Sec-
tion 8651.8. : .

Description

This program provides a partial exemption
from the use fuel tax to purchasers of ethanol or
methanol. In order to qualify for the program, the
fuel cannot containt more than 15 percent gaso-
line or diesel fuels (the remainder of the fuel must
be ethanol or methanol). Specifically, the pro-

- gram provides that the tax on such alcohol fuels

shall be one-half the rate imposed on diesel fuels
(which is the same as the rate imposed on gaso-
line).

Rationale

This program providesa taxincentive for the
use of ethanol and methanol, in order to make the
California economy less dependent on conven-
tional petroleum products and to reduce the
level of air pollution. In addition, the program
has been rationalized on tax equity grounds.
Each gallon of methanol or ethanol fuel hasabout
haif the energy content of a gallon of gasoline or
diesel fuel. Thus, this program approximately
equalizes the tax on alcohol fuels with the tax on
diesel and gasoline fuels, based on their energy
content (which determines how far a vehicle can
travel on a gallon of fuel).

Page 174



¢

- Oiher State Taxes

Comments .

Unlike the special tax rates for liquefied pe-
troleum gases, liquefied natural gas and com-
pressed natural gas, the special tax rate for alco-
hol fuels is set at a percentage of the general tax
rate on diesel fuel and gasoline, rather than ata
specific number of cents per gallon. Consequently,
the tax on alcohol fuels maintains its approxi-
mate energy equivalence with the tax on gasoline
and diesel fuels regardless of changes in the tax
rate for gasoline and diesel fugls. The revenue
loss per gallon of alcohol fuel grows, however, as
the tax rate on gasoline and diesel fuel increases.
In 1989, the tax on alcohol fuels was 4.5 cents per
gallon versus 9 cents per gallon for gasoline and

" diesel fuels. In 1991, the tax on alcohol fuels will

be 7.5 cents per gallon compared with 15 cents
per gallon for gasoline and diesel fuels. %

Natural Gas
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
" 1989-90 $0.1
1990-91 - 0.3
- 1991-92 04
Authorization

‘California Revenue and Taxation Code Sec-
tion 8651.6. ‘

Description

This program provides a partial éxemption
fromthe use fuel tax to purchasers of compressed
natural gas (CNG) or liquefied natural gas (LNG).
Itdoes this by setting areduced tax rate of 7 cents
per 100 cubic feet of CNG or 6 cents per gallon of
LNG, compared with the general use fuel taxrate
of 15 cents per gallonin 1991 (which will increase
in annual one-cent increments to 18 cents per
gallon in 1994). '

Rationale

This program provides a tax incentive for the
use of natural gas rather than gasoline in motor
vehicles.

The rationale underlying the program is to
encourage the use of alternative fuel sources, in
order to make the California economy less de-
pendent on conventional petroleum products
and to reduce air pollution.

Comments

The primary reason for the growth in the
estimated revenue loss in 1990-91 and 1991-92 is
that the tax rate on LNG (6 cents per gallon) and
on CNG (7 cents per 100 cubic feet) remains fixed
by law, whereas the general tax rate isincreasing
from 9 cents per gallon in 1989-90 to 18 cents per
gallon by January 1994. Therefore, the revenue
loss per gallon of LNG will increase from 3 cents
to 10 cents during this period, and the revenue
loss per 100 cubic feet of CNG will increase from
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2 cents to 9 cents. By 1994, the tax rates on LNG
and CNG will be 12 cents and 11 cents, respec-
tively, both well below the 18-cents tax rate per
gallon of gasoline. The energy contentof a gallon
of LNG or of 100 cubic feet of CNG is similar to
that of a gallon of gasoline, so that this program
is not rationalized on the grounds of equalizing
tax treatment on the basis of relative energy
content.

The estimated revenue loss cited above is
based on data from the California Board of Equali-
zation (BOE). The estimate includes only the
revenue loss due to the lower rate on CNG. The
revenue loss on LNG is included in the estimate
for the partial exemption on liquefied petroleum
gas (LPG). This is because the LNG and LPG
transactions are not reported separately to the
BCE, ¢
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Weight-Based Flat Tax Rate
for Liquefied Petroleum Gas
and Natural Gas Fuels

Estimated Revenue Loss
(dollars in millions}
Fiscal Year Amount
19689-90 $1
1990-91 1
1991-92 1
Authorization

California Revenue and Taxation Code Sec-
tion 8651.7. )

Description

This program allows the owner or operator
of a vehicle fueled by liquefied petroleum gas
(LPG), liquefied natural gas (LING), or compressed
natural gas (CNG) to pay the use fuel tax at an
annual flat rate based on the weight of the ve-
hicle. The flat rate varies from $36 for passenger
cars and any other vehicles weighing 4,000 pounds
or less, to a maximum of $168 for vehicles weigh-
ing 12,001 pounds or more.

The total amount of tax generated by these
flatratesisroughly equivalenttothe totalamount
of tax that would be paid at the per-gallon tax
rates for these fuels, assuming that vehicles are
driven a typical number of miles each year and
have typical fuel efficiency. For example, the flat
rate of $36 for a passenger car equals the amount
of tax at 6 cents per gallon that would be paid if
an LPG-fueled car were driven 12,000 miles atan
average fuel efficiency of 20 miles per gallon.

For these typical assumptions, the flat-rate
tax providesa partial exemption from taxation to
the same extent as is provided by the special per-
gallon rates for these fuels. The value of the
partial exemption provided by the flat-rate tax
may be greater or lesser than the value of the
partial exemption provided by the special per-
gallon rates, however, for vehicles that use more
or less fuel each year than the typical vehicles on
which the flat rates are based.

-
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Rationale
This program has the same basic rationales

~ as the special per-gallon tax rates for LPG and

LNG and the special rate per 100 cubic feet for
CNG - namely, encouraging the use of alterna-
tive fuels, reducing air pollution, and (for LPG)
equalizing taxation with gasoline on an energy-

‘content basis. The program’s tax savings and

simplified reporting procedures also provide an
incentive for taxpayers to convert engines to
these alternative fuel sources. Furthermore, the
program simplifies the administration of the use
fuel tax. ‘ :

Comments

Flatrates are fixed, while the general tax rate
on gasoline and diesel fuels is increasing from 9
cents per gallon in 1989-90 to 18 cents per gallon
in 1994. Therefore, the revenue loss per vehicle
under this program is increasing rapidly in a
manner similar to the revenue losses from the

' special per-gallon {or per-100 cubic feet) rates on

LPG, LNG, and CNG. ¢

Tax Exemption for
Construction and
Agricultural Machinery

Estimated Revenue Loss
(dollars in millions)

Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA

Authorization
California Revenue and Taxation Code Sec-
tion 8652 (b).

Description

This program exempts from the use fuel tax
the fuel used to propel construction equipment
operated within the confines of a construction
project, and certain machinery used in agricul-
tural operations. To qualify, the equipment can
be only incidentally operated on the highways,
and must be exempt from vehicle registration
under the California Vehicle Code.

Rationale

This program provides tax relief to the op-
erators of qualified construction equipment and
agricultural equipment that only incidentally use
the highways. The underlying rationale for the
program relates to the fact that the use fuel tax
primarily funds public street and highway con-
structionand maintenance. Since equipment that
only intermittently uses the streets and highways

does not generally benefit from these improve-
ments, taxing the fuel used to propel such equip-

ment is viewed as inappropriate.

Comments

In theory, it would be possible to impose the
use fuel tax on that portion of fuel used in moving
construction equipment and agricultural machin-
ery on the highways. However, the revenues
collected under such an approach probably would
not offset the costs of administering it. ¢
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Uses of Fuel for Purposes
other than Transportation

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 8652 (c).

Description

This program exempts from the use fuel tax
fuel used for a purpose other than to propel a
motor vehicle on streets and highways in Califor-
nia. Typical examples of exempt uses would
include fuel used in electric generators or by
railroads. As interpreted by Rule 1316 of the
California Board of Equalization (BOE), the pro-
gram also applies to fuel used by power take-off
equipment on trucks, such as rotary cement mixers,
air conditioners, or garbage compressors.

Rationale

This program provides tax relief to the op-
erators of qualified equipment. The underlying

.rationale for the program relates to the fact that

the use fuel tax primarily funds highway con-
struction and maintenance. Because the qualify-
ing equipment does not directly benefit from the
highways, taxing the fuel used to operate such
equipment is viewed as inappropriate. %
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Off-Highway Operations

of Motor Vehicles
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Antount .
1989-90 NA
T 1990-91 | ' NA
1991-92 . NA
Authorization '

California Revenue and Taxation Code Sec-
tion 8653

Description

This program exempts from the use fuel tax
fuel that is used in the operation of a motor
vehicle off the highway.

Rationale
This program, provides tax relief to the op-
erators of off-highway vehicles. The rationale

underlying the program relates to the fact that

the use fuel tax funds street and highway con-
struction and maintenance. Because vehicles
operated off the highway do.not directly benefit
from the use of the tax revenues, levying the use
fuel tax on such vehicles is viewed as inappropriate.
Py ‘
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Operators of Local Transit
Services and School Buses

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 $11
1990-91 19
1991-92 [ 25
Authorization

California Revenue and Taxation Code Sec-
tion 8655.

Description

This program partially exempts operators of
local transit services and school buses from the
use fuel tax. Specifically, it permits qualified
entities to pay a 1-cent-per-gallon tax instead of
the normal tax.

In order to qualify for the program, the entity
must be either (1) a transit district, (2) a school or
community college district, or (3) a private entity
providing local public transportation services in
an urban or suburban area. These latter entities
also must meet certain criteria and either (1) bea
passenger stage corporation subject to the juris-
diction of the Public Utilities Commission; (2}
provide transportation services under contract
to a public agency, or school or community col-
legedistrict; or (3) bea common carrier operating
over a route entirely within a single city. The
program does not include carriers of charter
parties.

Rationale

This program provides tax relief to the above
specified local transportation agencies and pro-
viders. It also provides relief to public trans-
portation users to the extent that the reduced tax
liability is reflected in lower transit fares. The
rationale underlying this program is that it pro-
motes the establishment, maintenance, and use
of public transportation systems by lowering
their operating costs. In the case of school buses,

this program is rationalized on the grounds that
itsupports the publiceducation systemby reduc-
ing the portion of budgeted funds needed for
student transportation, thereby increasing the
amountavailable for classroomeducational uses.

Comments

The primary reason for the growth in the
estimated revenue loss in 1990-91 and 1991-92 is
that the sRemal 1-cent-per-gallon fee established
by this program remains fixed, while the general
use fuel tax rate is increasing from 9 cents per
gallonin 1989-90 to 18 cents per gallon by January
1994. @
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Out-of-State Sightseeing
Tour Buses

Estimated Revenue Loss
(dollars in mijllions)
Fiscal Year Amount
1989-90 . %01
1990-91 0.1
1991-92 ! 0.1
Authorization

California Revenue and Taxation Code Sec-
tion 8608(6). )

Description

This program relieves qualified sightseeing
tour operators of the requirement to obtain a use
fuel tax permit from the California Board of
Equalization (BOE). Theeffectof thisis toexempt
such operators from any tax liability associated
with their consumption of fuel within the state
that has been purchased elsewhere. To qualify,
the fuel must be used by an out-of-state passen-
ger carrier whose operations consist solely of

round-trip sightseeing tours originating and ter-

minating outside of California. In addition, any
fuel purchased within California must be used
solely for propulsion of the sightseeing vehicle,
and tax must be paid on it.

Rationale ‘

This program provides tax relief to the op-
erators of out-of-state sightseeing tour buses, to
the extent that the fuel they bring info the state
exceeds that taken out of the state. Before the
advent of this program, out-of-state tour bus
operators were required to report the actual
amount of fuel brought into California, purchased

in California, and taken out of California. If the .

amount brought in exceeded that taken out (in-
dicating net use of out-of-state fuel in California)
the operator was required to pay a tax on the
difference. Alternatively, the operator could claim
a tax refund if the fuel taken out of the state ex-
ceeded that brought in.

“
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This program relieves the qualified tour bus
operators from having to register with and re-
port to the BOE regarding net use of fuel in
California that is purchased out of state. Thus,
although the user pays tax to the vendor on the
fuel purchased in California, there isno tax onany
net use of fuel purchased out of the state.

The underlying rationale for the program is
two-fold. First, it simplifies state tax administra-
tion and saves the state money, to the extent that
the costs of collecting the tax would have ex-
ceeded the revenues generated. Second, it re-
lieves tour-bus operators of burdensome paper-
work requirements.

" Comments

Prior to this prbgram, failure to register with
the BOE could resultin a fine of $500 for tour-bus
operators. %
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Public Agencies Operating

Vehicles on Military
Reservations
Estimated Révenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 ‘ NA
1990-91 o NA
199192 NA
| :
Authorization .

California Revenue and Taxatlon Gode Sec-
tion 8654.

Description
This program exempts from the use fuel tax
certain fuel used in a motor vehicle owned by a

county, city, district, or other political subdivi- 3

sion. The program applies to fuel used to operate
qualifying vehicles over a highway that is con-
structed and maintdined by the United States,

and that is within a military reservation. If the -

motor vehicleis operated on one continuous trip
both over such a highway and over a public
highway located outside the military reserva-

tion, only the fuel used to operate the vehicle on.

the public highway is subject to the tax.

Rationale o

This program provides tax relief to qualified
agencies operating motor vehicles on military
bases. The apparent rationale for this program is
that the roads on military bases are not sup-
ported by use fuel tax revenues. This rationale,
therefore, holds that public agencies, which may
have to enter military bases to provide certain
services, should be relieved of the use fuel tax on
the portion of their fuel used on such roads. %

Operation of Vehicles on
United States Department of

Agriculture Roads |
Estimated Revenue Loss
{dollars in millions)

Fiscal Year Amount

1989-9() . . NA

1990-91 - | - NA

1991-92 NA

Authonzatlon

California Revenue and Taxation Code Sec- :
tion 8653.1.

Description

This program exempts from the use fuel tax
fuel used to operate a motor vehicle on any
highway that is under the jurisdiction of the
United States Department of Agriculture (USDA).
In order to qualify for the exemption, the user
must pay, or contribute to, the cost of the high-
way’'s maintenance or construction under an
agreement with the USDA.. -

Rationale

This program provides tax relief to the quali-
fied users of USDA roads, such as logging rcads
in national forests. The underlying rationale for
the program relates to the fact that the use fuel tax
primarily funds state highway construction and
maintenance.’ Since these funds do mnot go to
improve USDA roads, taxing the portion of fuel
used on such roads is viewed as inappropriate.
Limiting the exemption to individuals who con-
tribute to road maintenance serves to confine
favorable tax treatment to heavy users of USDA
roads, such as logging trucks. &
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Employee Pension and

Profit Sharing Plans
Estimated Revenue Loss
(dollars in millions) ‘
Fiscal Year Amount
- 1989-90 $31.
1990-91 ' 27
19?1-9,2 : 27
Authorization :

California Revenue and Taxation Code Sec-
tlon 12202.

Description
This program provides a partial exemption

from the insurance tax to employee pension and
profit sharing plans. The state’s taxes on life -

insurance, disability insurance, and :annuity
contracts ordinarily are imposed on premiumsat
a rate of 2.35 percent. This tax rate is adjusted
annually by the Board of Equalization so as to
hold state revenues harmiess from the effects of
insurance premium rate limitations imposed by
Proposition 103, adopted in the November 1988
general election, The rate for 1989 and 1990 was
2.37 percent. Under this program, however,
qualified insurers pay these taxes at the lower
rate of 0.5 percent.

Rationale |

This program provides tax relief to insurers
that serve employee pension and profit sharing
plans. It also provides relief to the individuals
contributing to such plans, o the extent that the
reduced taxes are reflected in lower insurance
premiums. The underlying rationale for the pro-
gramistoencourageemployerstoprovide insur-
ance coverage under such plans by lowering the
cost of the premiums they pay. %

‘Fraternal Benefit Societies

Estimated Revenue Loss
{dollars in millions)

Fiscal Year Amount

1989-90 .33

1990-91 o 4

1991-92 4

i ‘
Authorization

" California Insurance Code Section 10993.

Descnptlon

This program exempts from the insurance
tax any insurance issued by a fraternal benefit
society. Fraternal benefit societies include or-

" ganizations such as the Elks and the nghts of

Columbus.

Rationaie

This program provides tax relief to fraternal
benefit societies. It also provides relief to the
individuals who are insured by such organiza-
tions, to the extent that the reduced taxes are

reflected in lower premiums. The rationale for .

this program is that fraternal benefit societies are
charitable and benevolent institutions and, as
such, they and their members are deserving of
public financial support. %
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Nonprofit Hospital
Service Corporations
Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 $263
199091 376
| 1991-92 | 450
Authorization

C:_alifomia Insurance Code Section 11493.5.

Description

This program exempts from the insurance
tax any insurance issued by a nonprofit hospital
service corporation. Nonprofit hospital service
corporations include institutions such as Kaiser
Permanente, as well as nonprofit health mainte-
nance organizations (HMOs) and preferred health
provider plans.

Rationale

This program provides tax relief to nonprofit
service corporations. It also provides relief to the
individuals and organizations who are insured
by such corporations, to the extent that reduced
insurance taxes are passed on to these policy
holders in the form of lower premiums.

The rationale for the program is that non-
profit hospital service corporations are deserv-
ing of public financial support by virtue of their
nonprofit status. ¢

Page 183



Other State Taxes

Page 184

C



O

|

Local Property Tax






C

L

I

Local Property Tax — An OVerview ...comvernosnasens 185

Government and Government-Related Property

"Real Proge:ty Belonging to a State, Coun

or City Verru:nentglrlg v 186
Real Property Leased by a Nonprofit Corporaticn

toa Govemn):ental Enli)t(y e 187
Real Pro| Leased by a Charitable Crganization

to a Governmental Entity ..... 188
Real Pro Ownmed by a Volunteer

Fire Depgreg\yent 189 .
Personal Property Used by an Organization

" Incorporated by the U.5. Congress

(Civil Air Patrol) ; ! 189
Real Pr: Owned by a Transit

Development Board 190
Aircraft Owned by a Government AgEncy w.emmumn 191°
Federal Real Property Used Exclusively for

Migratory Fowl . 192
Bonds Issued by a State or Local

Government Agency 192
Pro Rel:;ted to Educational, Hospital, Scientific,
Rellt:g‘te"(;tzs or Charitable Concerns ki #
Property Used Exclusively for Hospital, Educational,
Museum Scientific or Cha);itable &

(The “Welfare Exemption”} 193
Real Pro Used Exclusively for Religious

Worship or Religious PUrposes ... 194
Real Property Transferred Within the

Same Religious Denomination ......ewemescsssmssoseonscs 195
Cemetary Property 196
Privately Owned Real Property Used by a

Public Library or Free MUSeUm ....courmmsrisrsrsrarmessrrss 196
Real Pr Used by Public Schools,

Colleges and Universites 197
Real Property Owned by Private Colleges

and Seminaries 198
‘Real Property Owned by Designated Institutions.... 159

. Personal Property Used in the Management

of State Colleges B 200
Personal Pro Used or Owned by a Student
Bookstore perty Y 200
Personal Property Owned by a Student
Body Organization 201

Ifl. Property Related to Veterans
(Vercrants EXempEom) e 201
Disabled Veteran’s Principal Residence ... 202
o Veterans OTEnGA N e 0B
Personal Property Owned and Used by
Specified Veterans Organizatons ... 204
IV. Transportation-Related Property
. Vessels 204
Documented Vessels 205
Vessels Under Construction Lo 206
Cargo Containers Used in Ocean Commerce .......... 207
Air Carrier Groumd-Time ... 208
Aircraft Being Repaired 208
Private Railroad Car Repair Days ....-cowumsisinn 209
V. Agriculture-Related Property
Real Property Under an Open-Space Contract ... 210
Growing Crops : 211
Fruit Trees, Nut Trees, and Grapevines ... 212
Seed Potatoes 213
Timberlands 213
VI. Business-Related Property
Transfers of Interest in Corporate or
Partnership Property 214
Real Property Transferred to an
Employee Benefit Plan 2,15
Business Inventory .... 216
Business Records 217
Financial Assets 217
VIL. Artistic and Exhibited Property
Works of Art Available for Display ... 218
Works of Art Owned by the Artist ....cueuwin. 218
Personal Property Used in Exhibits
{Exhibition Exemption) 219
Personal Property for Display in an
Aerospace Museum 219
Index



VIIL General Exemptions for Individuals X. Low-Valued Property

Homeowners” Exemption 220 Property Assessments of 52,000 or Less ......cuc.eusiu 229

Personal Prmhlilnsed as Vessels with a Market Value of $400 or Less .......... 229

Household g3 21 Interests in Real Property that Represent Less

Real Property Transferred Between than 5 Percent of the Property‘s otal Value ......... 230

Parents and Children 21 Supplemental Roll Assessments of $20 or Less ... 230

Interspousal Transfers of Real PTOPerty ..o 222

Real Pro Transferred in a . ,

J omt-’I'enPaTc)yr Agreement 223 XI. Other Special Categories of Property

Mobilehome Park Property Transferred Blood and Human Parts 231

to a Tenant Cooperative 223 Restricted Historical Property ... 231

Fire Safety Improvements 232

IX. Exemptions for Circumstances Beyond the Active Solar Energy Systems 233

Control of Property Ow f"m ' Returnable Containers for Soft Drink Beverages .. 234

Replacement Property for

Dlesgster-Damaged Property 224 Computer Programs Tt 235

Replacement Pro for Property Condemned Racehorses 236

Pursuant to Eminent Domain eedings ............. 225 ) Motion Pictures . 237

Earthquake Safety IMprovements ......cursssrsisens 226 Replacement Housing Purchased

Replacement Homes and Improvemenls by Senior Citizens 238

for Severely Disabled Persons .. - 0ins 227 Fixtures Exempt from the Suppplemental Roll ...... 239

Proportionate Assessment Reduction for Property San Diego Supercomputer Center ... 240

Daggged by Misfortune or Calamity ... . 228 per ]

o



Local Property Tax

The Local Property Tax —
An Overview

The local property tax applies to both real
property and personal property. The annual
amount of tax on a property is calculated by
multiplying the local property tax rate by the
property’s taxable assessed value.

Proposition 13 Limitations

Article XIIT A of the California Constitution,
which was adopted as Proposition 13 in 1978,
limits property tax rates and restricts the reas-
sessment of most real property.

Tax Rates. The total property tax rate cannot
exceed 1 percent of assessed value, except for tax
rates necessary to finance qualifying voter-ap-
proved debt. The tax rate is the same for real
property and for personal property. For 1989-90,
the statewide average property taxrate was 1.067

percent, according to the California Board of

Equalization (BOE).

Reassessments. County assessors generally
reassess real property at its current market value

. whenever it is sold or otherwise changes owner-

ship. Real property also is reassessed to reflect
the market value added to it by any new con-
struction. Absent a.change of ownership or new
construction, however, the assessed value of most
real property may not be increased, except for an
annual inflation adjustment of up to 2 percent.

The restrictions on reassessments do not apply
to any personal property. Nor do they apply to
real property that is owned by public utilities,
railroads, or pipeline companies, which are as-
sessed by the BOE rather than by the county
assessors. Personal property and state-assessed
property are reassessed at their current full market
value each year.

- Approval of Exemptions

Article XIIT of the California Constitution
authorizes the Legislature to enact statutory tax
exemptionsfor personal property bya two-thirds
vote of each House. However, exemptions for
real property must be specifically authorized by
the State Constitution, so that exemptions of real
property require voter approval.

Vehicles

Vehicles that are registered for highway use
are not taxed under the property tax. Instead,
they are subject to vehicle license fees that in-
clude a tax based on vehicle value. The property
tax does apply to airplanes, boats, and vehicles
that are not registered for highway use.

Impact on State Finances

Although local entities — cities, counties, school
districts, and special districts - receive all prop-
erty tax revenues, property tax expenditures can
increase state costs in two ways. First, under the
school apportionment program, the state gener-
ally makes up for any loss of property tax reve-
nue to school districts. Therefore, the state gener-
ally incurs a cost equal to about 36 percent (the
average school share of property taxes) of the
total local revenue loss from property tax expen-
ditures. Second, reductions in local revenues
increase the need for state funds to maintain
essential programs that are carried out by local
governments, especially counties. <
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Real Property Belonging to a

State, County, or City
Government
Estimated Revenue Loss
(dollars in rni]]ipns)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California State Constitution, Article XIII,
Section 3, and California Revenue and Taxation
Code Section 202 (a) (4).

Description

This program exempits from the property tax
real property owned by the state or a local gov-
ernment (including special districts). Property
owned by a city or county, butlocated outside of
its boundaries, may be taxable, however, under
Article XIII, Section 11 of the California
Constitution. Property owned by the State
Compensation Insurance Fund (SCIF) does not
qualify for this exemption.

Rationale |

This program provides tax relief to the state
‘and local governments. According to the Califor-
nia Board of Equalization, the basic rationale for
the program is that it-increases the efficiency of
government. For example, in the absence of this
exemption, local governments would be required,
inessence, to pay property taxes to themselves. It
also is arguably more efficient for the state gov-
ernment to transfer funds directly to local gov-
ernments, rather than for local governments to
incur the administrative costs associated with

collecting taxes on property owned by the state

government.

Comments

Special provisionsapply to the tax treatment
of possessory interests, exiraterritorial property,
and property owned by the SCIF.

Possessory Interests. Use of tax-exempt
government property for a private purpose gen-
erally resultsina taxable possessory interest. For
example, a lessee would have a taxable posses-
sory interest for leased space that is used for a
shop or public restaurant in a government build-
ing, and would be required to pay property taxes
based upon the value of the possessory interest.

Extraterritorial Property. Any property
(including water rights) located in Inyo or Mono
counties and owned by a local government out-
side those counties is taxable if it was assessed in
1966 (for Inyo County) or 1967 {(for Mono County).
This provision primarily applies to property owned
by the Los Angeles City Department of Water
and Power in the Owens Vailley. In other coun-
ties, real property located outside the boundaries
of the owning local government is taxable if it
was taxable when acquired by the local govern-
ment or, for new construction, if it replaces a
previously taxable improvement. Special formu-
las apply to the assessment of these properties.

State Compensation Insurance Fand. The
SCIF is a semi-independent nonprofit agency,
which was created by the state in 1919. The SCIF

- provides workers' compensation insurance tolo-

cal public agencies, to state agencies requiring
excess coverage, and to private companies. The
SCIF also is required by law to be the insurer of
last resort for high-risk companies. The SCIF is
fully supported out of its premium structure.
The SCIF maintains a headquarters office build-

* ingin San Francisco and has district offices state- -

wide. The exclusion of the SCIF from this pro-
gramappears toreflect the Legislature’s desire to
ensure that all of the SCIF’s costs are reflected in
its premium structure, in order to ensure parity
between the SCIF and private insurance
providers.<

Page 186

O



€

Local Property Tax

Real Property Leased by a
Nonprofit Corporation to a
Governmental Entity

Estimated Revenue Loss
(dollars in méllions)
Fiscal Year Amount
1989-90 NA
1990-91 _ NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 231.

Description

This program exempts from the property tax
real property which is owned by a nonprofit
corporation and leased to a government entity.
The property must be used exclusively by the
governunent for specified governmental purposes,
and must be located within the boundary of the
leasing government. The lease arrangement also
must ultimately transfer ownership of the prop-
erty to the government. Property leased by the
State Compensation Insurance Fund does not

' qualify for this program.

Rationale

This program essentially extends the prop-
erty taxexemption generally available to govern-
ment-owned property, to property owned by

nonprofit corporations that governments have -

created as capital-outlay financing vehicles. For
example, a government may create a “dummy”
nonprofit corporation to issue tax-exempt securi-
ties to finance acquisition of a capital facility,
which the government entity then lease-purchases.
The underlying rationale for the program is that
such nonprofit corporations are, for all practical
purposes, an “arm” of the government. There-
fore, these corporations should share the tax-
exempt status granted to reguiar government
entities.

Comments

Technically, this program is based on the
exemption granted for charitable property in the
California Constitution. Nonprofit corporations
are deemed to be charities operating for the
benefit of general governmental purposes.

Chapter 489, Statutes of 1990 (SB 2309, Leroy
Greene), expanded this program to include golf
courses leased to governmental entities. <
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Real Property Leased by a

Charitable Organizationtoa

Governmental Entity

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount -
1989-90 NA
1990-91 ' NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 214.6.

Description

This program exempts from the property tax
real property which is owned by an organization
qualifying for the welfare exemption, but which
is leased by a government agency. The welfare
exemption provides that property which is used
by aqualified charitable organization exclusively
for its own charitable purposes is exempt from
the property tax. This program extends this tax
exemption to property which is leased by such
organizations to a government entity.

Rationale

This program provides an incentive to quali-
fied charitable organizations to enter into leases
of property to a governmental agency. The pur-
pose of the program is to facilitate sale-leaseback
arrangements between otherwise tax-exempt
charitable organizations and government agen-
cies. Such sale-leaseback arrangements are often
undertaken by local governments as an alterna-
tive to borrowing funds for capital improve-
ments.

The tax exemption gives the charitable or-
ganization an incentive to raise funds for its
charitable purposes through leases with govern-
ment agencies, since the organization will thereby
incur no property tax. It also makes the govern-
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menta more attractive lessor than otherlessorsin

the eyes of the organization, since property leased
to these other lessors would generally be taxable. %



Local Property Tax

Real Property Owned by a Personal Property Used by
Volunteer Fire Department an Organization
Incorporated by the U. S.
Estimated Revenue Loss ivil Air 1
(dollars in millions) Congress (C ' - Patro ) -
Fiscal Year Amount Sunset Date: March1,1995
1989-90 NA
1990-91 NA .
Estimated Revenue Loss
199192 NA (dollars in millions}
fiscal Year | ‘ Amount
Authorization 1989-90 NA ,
California Revenue and Taxation Code Sec- igg;}:g; - Eﬁ
tion 213.7.
Description Authonzatlon

This program exempts from the property tax
real property whichisbothowned by a volunteer

. fire department and used exclusively for the

department’s purposes. For property to qualify,
the fire department must have official recogni-

tion and at least partial financial support from a.

local government agency in whose jurisdiction

the department islocated. Qualifying property is’

deemed by this program to be used for charitable
purposes and, therefore, is granted tax-exempt
status under the welfare exemption in the Cali-
fornia Constitution.

Rationale

This program provi;ies tax relief to volunteer

fire departments. The underlying rationale for
the program is that volunteer fire departments
are deserving of public support by virtue of the
services they render to the community.

California Revenue and Taxatlon Code Sec-
tion 213.6.

Description

This program exempts from the property tax
personal property owned and operated by an

* erganizationincorporated by an act of the United

StatesCongress, provided that theorganization’s
purpose is to (1) assist in government efforts to
deal with emergencies and (2) provide aviation
and aerospace education and training. In addi-
tion, the organization must qualify for a federal
income tax credit under Section 501 (c} (3) of the
Internal Revenue Code.

Rationale | |

This program extends the property tax ex-
emption for real property owned or used by a
governmental agency, to personal property (such
as aircraft) owned by qualifying independent
organizations that are fulfilling specific public
service functions.

The program was enacted spedifically to grant
tax relief to the Civil Air Patrol. Prior to 1970, the
California Board of Equalization (BOE) consid-
ered the Civil Air Patrol a corporation owned by
the United States. In thatyear, however, the BOE
decided that the patrol was independent of the
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U.S. government and, therefore, was not exempt
from California property taxes.

According to the BOE, the only property for
which the exemption provided by this program
qualifies, and is claimed, is property owned and
used in connection with the Civil Air Patrol.4
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Real Property Owned by a
Transit Development Board
Estimated Revenue Loss
(dollars in millions) -
Fiscal Year " Amount
1989-90 ‘NA
1990-91 ; " NA
199192 | NA ¥
P I
Authorization '

California State Constitution, Article XIII, {
Section 3, and California Revenue and Taxation .

Code Secﬁoq 201.1.

Description

This program exempts from the property tax
real property which is owned by a qualified
nonprofitentity, provided that the entity is solely
owned by a transitdevelopmentboard. Property
located outside of the board’s boundaries is not
exempt from the tax. :

Rationale

This program provides tax relief to nonprofit
entities owned by transit development boards.
The program basically extends the current ex-
emption for real property owned or used by a
governmental agency to those nonprofit entities
on the rationale thatit reduces the cost of govern-
ment and that these nonprofit entities really are
the same as the government entities that own
them. !

Comments v N

This program initially was implemented to
provide tax relief to the San Diego and Arizona
Eastern Railroad. This company was created in
the 1970s by the San Diego Metropolitan Transit
Development Board, which was interested in
acquiring the right-of-way for urban rail mass
transit.

i
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The manner in which the railroad was pur-
chased ceded ownership to the nonprofit corpo-
ration. The transit authority made the purchase
in this manner in order to avoid a laborious and

" expensive titlesearch, and to comply with certain

restrictions imposed by the federal Interstate
Commerce Commission. ‘

In 1980, the California Board of Equalization
(BOE) determined that the railroad was subject
to property taxes because it was not owned by a

government agency. Thus, without this pro-

gram, the BOE would require taxation of the
railroad’s property.®

Local Property Tax
Aircraft Owned by a
Government Agency
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 " NA
1990-91 NA
1991-92 . . NA
Authorization

Caiifomia Revenue and Taxation Code Sec-
tions 5331 and 5332.

Description

. This program exempts from the property tax
any aircraft owned by the United States or a
foreign government, or by the state or any local
government agency. The program, however,
does not include foreign commercial carriers,
even if government-owned. '

Rationale

This program has two rationales. First, it
simply recognizes that aircraft owned by the
United States or a foreign government generally
are immune from taxation under federal law and
treaties. Second, the program extends the gen-
eral exemption for property owned by a local
government within its own boundaries to in-
clude aircraft based at airports outside the own-
ing jurisdiction. This eliminates tax inequities
that otherwise would occur because some local
agencies do not have suitable airport facilities
available within their own jurisdiction.<

" )
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Federal Real Property Bonds Issued by a State or
Used Exclusively for Local Government Agency
Migratory Fowl .
Estimated Revenue Loss
Estimated Revenue Loss (dollars in millions)
(dollars in millions) Fiscal Year . Amount
Fiscal Year - Amount 1989-50 None
. 1990-91 None
198950 Minor 199192 None
1990-91 ‘ Minor ‘
1991-92 Minor
Authorization ,
Authorization California State Constitution Article XIII,

~ California Revenue and Taxation Code Sec-
tion 254.2.

Description

This program exempts from the property tax -

federal property used exclusively for any of the
following: (1) refuges for migratory water fowl,
(2) promotion or protection of migratory water
fowl, or (3) migratory water fow! public shooting
grounds. Co

Federal property is generally exempt from
the property tax, but property leased to a private
party may transfer a possessory interest. A pos-
sessory interest is the right to use the property
and, under California law, is subject to the prop-
erty tax. For example, if a private contractor
- operated a water fowl shooting ground on prop-
erty leased from the federal government, the
contractor ordinarily would be required to pay
property tax on his or her possessory interest in
the property. This program exempts the contrac-
tor from paying property taxes on such property.

Rationale

This program provides tax relief to the op-
erators of public water fowl shooting grounds
that are located on federal property. The ration-
ale underlying the program is not evident.$

Section 3 (¢), and California Revenue and Taxa-
tion Code Section 208.

Description

This program exempts from the property tax
bonds issued by the state or local government
agencies and held by businesses. :

Rationale

This program originally was adopted to
provide a tax incentive for businesses to pur-
chase California state and local government bonds
instead of bonds issued by the private sector or
other states. Such bonds are used extensively to
finance the acquisition by California governments
of capital equipment and facilities. The rationale
for exempting government bonds from the per-
sonal property tax was that the exemption in-
creases the bonds’ after-tax values relative to
other bonds, thereby promoting their sale.

Subsequent to the establishment of this pro-
gram, however, an exemption was enacted forall
financial assets (California Revenue and Taxa-
tion Code Section 212). Thus, in the absence of
this program, qualifying bonds would be tax-
exempt anyway.%
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Property Used Exclusively
for Hospital, Educational,
Museum, Scientific, or
Charitable Purposes (the
“Welfare Exemption”)

Estimated Revenue Loss-
(dollars in millions)
Fiscal Year . Amount
1989-90 P $197
1990-91 - 221 !
19192 . 248
Authorization

California State Constitution, Article XIII,
Sections 4 (b) and 5, and California Revenue and
Taxation Code Sections 214 through 214.14, 215.2,
and 215.5.

Description

This program exerr{pts from the property tax
specified real and personal property used exclu-

sively for religious, hospital, educational, mu-
_ seum, scientific, or charitable purposes (includ-

ing bingo games). The property must be owned'
and operated by nonprofit corporations that meet
specified requirements. The program also ap-
plies to real property that is under development
and that ultimately will be used for the exempt
purposes. Any possessory interest in govern-
ment property held by a qualifying organization

~ for qualifying purposes also is tax-exempt.

Hospital-property represents the single larg-
est category of property qualifying for this pro-
gram. Other examples of qualifying property
include the following:

» Property used exclusively for purposes
associated with a nursery school, or school
of less than collegiate grade.

» Propertyofa nonprofit educational radio
or television station that does not sell
advertising time.

* Real property used exclusively for the
preservation of native plants or animals,
biotic communities, or geological forma-
tions of scientific or educational interest

* Museum property including museum res-
taurants and gift shops.

o Property of nonprofit educahonal organi-
, zations generally.

« Specified property used exclus:vely for
housmg and related facilities for low-
income, elderly, or handlcapped fami-
lies.

1

Ratlonale

This program provides tax rellef to the quali-
fying organizations, The rationale for the pro-
gram is that these orgamz.ahons fulfill a soc1a11y
valuable function in providing property and
services to the public and, therefore, are deserv-
ing of govemmental financial assistance.

Comments

The estimated revenue loss cited above ex-
cludes losses due to the “religious” exemption,
' which we have included under the program that

exempts church and religious property.

The California State Constitution authorizes
the Legislature to exempt property used exclu-

' sively for nonproflt hospital or chantable pur-

poses. . . -
Charltable purposes, as defined by statute,

now include a widerange of activities performed

by nonprofit organizations for public benefit.$

T
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Real Property Used
Exclusively for Religious
Worship or Religious
Purposes

Estimated Revenue Loss
(dollars in millions)

P:‘scangear‘ Amount
1989-90 - $58 :
1990-91 61 ‘
1991-92 7
Authorization '

California State Constitution, Article XIII,
Sections 3 (f), 4 (b), 4 (d), and California Revenue
and TaxationCode Sections 206, 206 1 206.2,and
207.

|

Description

The California Constitufion [Article XII,

Section 3 (f)] directly exempts from taxation
property! used for: religious worship. This is

" known as the “church exemption.” The church
‘exemption includes facilities for sacramental

activities (such as weddings and funerals), church
administrative offices, and facilities for religious
instruction (like Sunday schools).

In addition, Article XIII, Sections 4 (b)'and 4
(d) of the Constitution, authorizes the Legislature
to exempt property used for rehgmus purposes
generally and for church parking. Under this
broader “religious exemption,” the Legislature
has exempted from the property tax real prop-
erty owned or leased exclusively for religious
worship or other specified religious purposes.,

‘Under this program, church parking lots, social

halls and community centers, retreats, nurseries
and preschools, and parochial K-12 schools are
exempt from the property tax.

Rationale

This program provides tax relief to religious
organizations by exempting from taxation prop-

e —
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erty used for religious purposes, church parking
lots, and parochJaI schools. The purpose of the
program is to promote the establishment and
maintenance of houses of worship and related
activities, by reducing their operating costs. The
rationale offered is that religious institutions should

. be free from financial burdens imposed by gov-
ernment to the maximum possible extent.

Commenté,

The religious ekemption is included within

the broader “welfare exemption” that ‘covers
property owned by qualifying nonprofit organi-
zations and used for charitable, religious, or
hospital purposes. Property owned by religious
organizations and used primarily for charitable,

rather than religious, purposes usually qualifies -

for a property tax exemption under the welfare

) exemption. The religious exemption generally '

does not apply to parsonages. ¢ '



Local Property Tax

Real Property Transferred
Within the Same Religious

Denomination
Estimated Revenue Loss
(dollars in millions)
Fiscal Year ‘A.mount
1989-90 NA
1990-91 - : NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 62 (k).

. Description

. This program exempts from reappraisal tax-
able property (for example, property whichisnot

used for religious purposes) transferred between
_ specified corporations belonging to the same
" religious denomination. The transferring and

receiving corporations must be a corporation
sole (that is, a corporation represented by an
individual who has independent legal decision-
making authority), religious corporation, or public-
benefit corporation, and the same denomina-
tion’s laws, rules, regulations, or canons must
regulate the transferor and transferee.

In an hierarchical church, such as the Roman
Catholic Church, each diocese is a corporation
sole. Thus, in the absence of this program, a
transfer of property from one diocese to another
could trigger a property tax reassessment. This
program provides that the transferred property
retains the value ascribed to the property prior to
the transfer.

Rationale

This program was sponsored by the Califor-
nia Catholic Conference to clarify that transfers
of property between dioceses are exempt from
reappraisal. The rationale behind the program is
that the larger religious denomination, not the
corporation sole, should be considered theowner
of the property for tax purposes.

Comments

Religious property owned by a religious
organization is not affected by this program,
because such property is exempt under Revenue
and Taxation Code Section 214. However, many
religious organizations own residences or in-
come properties which are affected by this
program.
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Cemetery Property Privately Owned Real
Property Used by a Public
Estimated Revenue Loss Library or Free Museum
(dollars in millions)
Fiscal Year Amount Estimated Revenue Loss
1989-90 NA - {(dollars in millions}
1990-91 NA :
1991-62 NA Fiscal Year Amount
19589-90 NA
19906-91 NA
. . 1991-92 NA
Authorization
California State Constitution, Article XIII,
Section 3 (g), and California Revenue and Taxa- . s :
Authorization

tion Code Section 204.

Description

This program exempts from the property tax
qualified property owned by a nonprofit corpo-
ration which is (1) used or held for depositing the
human dead or (2) used for the care and mainte-
nance of the property used for depositing the

dead.

The program does not, however, apply to
undeveloped property held for future use. .

Rationale

This program provides tax relief to nonprofit
corporations that sell and maintain cemetery plots,
and to the individuals who purchase the plots.
According to the California Board of Equaliza-
tion, the primary rationale for the program is that
such facilities provide a valuable public service
functionand, therefore, are deserving of govern-
mental support.

In addition, the program simplifies admini-
stration of the property tax. Once inuse, individ-
ual plots have little market value and, therefore,
would generate minirmnal property tax revenues.
Moreover, there are potentially significant prob-
lems involved with tax collection, particularly
for older plots where an heir may no longer exist.
The revenues generated from a property tax on
individual plots probably would not, therefore,
offset the costs of assessing and collecting the
tax.

California State Constitution, Article XIII,
Section 3 (d), and California Revenue and Taxa-
tion Code Section 202 (a) (2).

Description

This program exempts from the property tax
privately owned real property used by a public
library or a free museum.

Rationale '

This program provides tax relief to pub-

lic libraries and free museums by réducing their
property tax liabilities. The program also pro-
vides an incentive for the establishment and
maintenance of such institutions to the extent
that it reduces their operating costs.

According to the California Board of Equali-
zation (BOE), in the case of public libraries, the
exemption primarily applies to land or struc-
tures leased by a government for the operation of
a public library. This is a common arrangement
for the establishment of smaller branch libraries.
In the absence of the exemption, the owner of the
land would be liable for property tax. This
liability would be passed on to government in the
form of higher rents. The exemption for public
libraries exists to facilitate the leasing of land for
the government operation of such facilities.

In the case of museums, the rationale behind
the programis that such entities performa public
service, and, therefore, are worthy of public fi-
nancial support.

Page 196



;C’

Local Property Tax

Comments

According to the BOE, the exemption for free

museums is not widely used, as most private -

museums in California charge an admission fee.

However, nonprofit museums generally can quallfy
for the welfare exemption as scientific or educa-
tional institutions, Public museums would be
exemptas government property in the absenceof

. this program.®

Real Property Used by
Public Schools, Colleges,
and Universities

Estimated Revenue Loss
{dollars in millions)

Fiscal Year Amount
1989-90 NA
1990-91" ! ' NA
1991-92 ' - NA

Authorization

- California State Constitution, Article XIII,

' Section 3 (d), and California Revenue and Taxa-

tion Code Sections 202 (a) (3) and 203.

Description

This program exempts from the property tax
real property used exclusively for public schools,
community colleges, state colleges, and state
universities (including the University of Califor-
nia). The exemption also applies to off-campus
facilities owned or leased by an apprenticeship
program sponsor, provided that these facilities
are used exclusively by the public schools for

. specified classes.

Rationale :
This program provides tax relief to pub-

* liceducational institutions by eliminating the tax

on their properties. Thus, the program promotes
the establishment and maintenance of such insti-
tutions to the extent that the exemption reduces
their operating costs. The basic rationale for the
programis that these institutions are govern-
mental entities and, therefore, should not be
subject to taxation.

Comment _
College bookstores that earn unrelated busi-
ness income (income from a business activity
unrelated to their exempt purpose, such as in-
come from the sale of real estate) which is taxable
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. under the federal income tax may also be subject
to property taxes based on the proportion of that
taxableincome to total income under Ch 1606/88
(SB 2407, Alquist).®
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Real Property Owned by
Private Colleges and

Seminaries
Esﬁmated Revenue Loss
(dollars in millions}
Fiscal Year Amount
© 1989-90 $48
199091 © = . 52
i '1991-92 . 57 .
Authorization

California State Constitution, Article XIII,
Section 3 {e), and California Revenue and Taxa-
tion Code Section 203. )

Description
. This program exempts from the property tax
buildings, land, equipment, and securities used

-exclusively for educational purposes by private
nonprofit colleges and seminaries. (Public edu-

. cational institutions are also exempted from the

property tax by Article XIII, Section 3 (d) and by
Revenue and Taxation Code Section 202.) Quali-
fying institutions must meet specified admission
requirements, and must confer upon their gradu-
ates at least one academic or professional degree

. based ona program of at least two yearsinliberal

arts studies, or three years in professional stud-
ies.

Rationale

This program provides tax relief to private
colleges and seminaries and to their students, to
* the extent that the program reduces educational
operating costs, which are, in turn, passed on in
the form of lower tuition and student fees. The
rationale behind the program is that it promotes
the establishment and operation of nonprofit
educationalinstitutions by reducing their operat-
ing costs. It also provides an incentive for stu-
dents to pursue a college degree to the extent that
it reduces their educational costs.

™
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Comments

College bookstores that earn unrelated busi-
ness income (for example, investment income)
which is subject to federal income taxation may
also be subject to property taxes under Ch 1606/
88 (SB 2407, Alquist). The property tax liability
under these circurnstances would be equal to the
total property tax liability of the bookstore (in the
absence of the exemption) multiplied by the
bookstore’s ratio of unrelated business income to

. total income. |

Most of the exempt property value under
this program is located in Los Angeles and Santa
Clara counties.®

Real Property Owned by
Designated Institutions

Estimated Revenue Loss -
(dollars in millions)

Fiscal Year Amouﬁt
1989-90 . NA
1990-91 NA
| 199192 NA
Authorization

California State Constitution, Article XIIT,
Section 4 (¢}, and California Revenue and Taxa-
tion Code Section 203.5_.

Description

This program exempts from the property tax
real property owned by the California School of
Mechanical Arts, California Academy of Sciences,
and Cogswell Polytechnical College. It also ex-
empts property held in trust for the Huntington
Library and Art Gallery.

Rationale

This program provides direct tax relief to the
above-cited institutions. Italso provides relief to
their students, to the extent that the lower prop-
erty taxes are reflected in lower tuition and stu-
dent fees. The rationale behind the programis to
encourage the development and operation of the
specified institutions, and reflects the view that
these institutions are deserving of public finan-
cial support.

Comments

The above constitutional provision author-
izes the Legislature to implement this program,
which it has done. The exemption affects all
property owned by these institutions, including
property that is held for income production and
which, therefore, would not qualify for the wel-
fare exemption.<%
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Personal Property Used in

the Management of State
Colleges
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount l
1989-50 NA
| 1990-91 NA

1991-92 NA

Authorization

California Revenue and Taxation Code Sec-
tion 202.5.

Description

This program exempts from the property tax
personal property used in the management of
state colleges, but owned by an auxiliary non-
profit corporation or student body organization.
In order to qualify, the Director of Education
must have entered into a contract with the corpo-
ration or organization under which services are
provided or equipment is leased.

Rationale

This program essentially extends the tax re-
lief provided under the college exemption to
student body organizations and other nonprofit
entities that provide services orlease equipment
to state colleges. It also provides tax relief to the
state colleges, to the extent that any property tax
savings are passed on to the colleges in the form
of lower costs. Therationale behind the program
is to promote the establishment and maintenance
of such organizations by lowering their operat-
ing costs.%
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Personal Property Used or
Owned by a Student
Bookstore
Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 NA
199091 - NA !
' 1991-92 ~ NA
Authorization

California Revenue and Taxation Code Sec-
tions 202.7 and 203.1.

Description
This program exempts from the property tax

 personal property used or owned by a nonprofit

corporation which operates a student bookstore
affiliated with a nonprofit college or seminary, or
with the University of California.

Rationalé

This program provides tax relief to nonprofit
corporations, such as student body organiza-
tions, which operate bookstores for nonprofit

* colleges or seminaries. It also provides tax relief

to bookstore customers, to the extent that lower
operating costs are reflected in lower prices for
books and student supplies. The rationale be-
hind the program is that it promotes the estab-
lishment and maintenance of nonprofit’ book-
stores by reducing their operating costs, whichin

turn can help to lower the costs to students of

obtaining a college education. This rationale
reflects the belief that such results are worthy of
public financial support. -

Comments

Bookstores’ inventory would be exempt in
the absence of this program under the business
inventory exemption.<



This program exempts from the property tax
personal property owned or used exclusively by
a qualified student body organization, as speci-
fied in the California Education Code. To qual-
ify, the student body organization must be or-

ganized within a community college or public

school.

Rationale

This program provides tax relief to specified
student body orgamzatlons The underlying
rationale for the program is that these organiza-
tions play a supportive role in educational insti-
tutions through their fund-raising and social
activities and, as such, are deserving of public
financial support.%

Local Property Tax
Personal Property Real Property Owned
Owned by a Student by a Veteran (Veteran’s
Body Organization Exemption)
Estimated Revenue Loss Estimated Revenue Loss
(dollars in millions) (dollars in millions)
Fiscal Year Amount ' Fiscal Year Amount
1989-90 NA 1989-90 $0.03
.1990-91 ' NA 1990-91 0.03
v 199192 . NA 1991-92 0.03
Authorization Authorization’
: California Revenue and Taxation Code Sec- California State Constitution, Article XIIJ,
tion 202.6. Sections 3 (o), 3 (p), 3 (¢), and 3 (r), and California
' Revenue and Taxation Code Sections 205 and
205.1.
Descnptlon

Description

This program exempts from the property tax
up to the first $4,000 of assessed value of real
property owned by a veteran. Veterans may not
claim both this exemption and the homeowners’
exemption on the same piece of property. Most
U.S. veterans qualify for the program. In addi-
tion, property owned by a veteran’s widow or
widower may qualify for the exemption as long
as he or she remains unmarried. A deceased
veteran’s parents also may qualify.

Rationale

This program is intended to provide tax re-
lief to qualified veterans and their families. The
rationale for the program is that veterans have
served their country and, therefore, are deserv-
ing of certain governmental benefits. |

Comments

According to the California Board of Equali-
zation (BOE), this exemption has not been claimed
frequently since the homeowners’ exemption
became available. This is because the homeown-
ers’ exemption has the greater value to the tax-
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payer. The BOE also points out that, when this
exemption is claimed, it most commonly is claimed
on boats and airplanes.

Previous requirements that veterans must
have resided in California when they were in-
ducted into the armed services were deleted by
Proposition 93, approved in the November 1988
statewide general election. Similar residency
requirements in other states have been judged
- unconstitutional by the federal courts.$

- :
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Disabled Veteran’s
Principal Residence

Estimated Revenue Loss
(dollars in millions)

Fiscal Year Amount
1989-90 $5.2
199(-91 5.6
1991-92 | 59
Authorization

California State Constiiution, Article XIII,
Section 4 (a), and California Revenue and Taxa-
tion Code Section 205.5.

Description

This program exempts from the property tax
a portion of the assessed value of the principal
residence owned by a disabled veteran, or by the
disabled veteran’s unmarried sumvmg spouse.
The value of the exemptlon varies with the dis-

~ ability and the claimant’s income. The program

generally exempts up to$40,000 of assessed value
for veterans who have lost two or, more limbs or
are blind in both eyes. Totally disabled veterans
(as determined by the U.S. Veterans” Admini-
stration) receive exemptions of up to $100,000 of
assessed value. The maximum exemption amounts
aboveincrease to$60,000(in the case of blindness
or loss of two limbs) and $150,000 (for total
disability), for low-income disabled veterans or
surviving spouses. Program participants cannot
also claim the general veteran’s property tax
exemption or the homeowner’s exemption. The

larger .exemption for totally disabled veterans.

and surviving spouses terminates on January 1,
1996, a change which will affect property taxes
due in 1996-97 and thereafter.

Rationale ‘
This program initially was designed to-pro-
vide tax relief to disabled veterans who must

install special ramps and fixtures. The program
was intended to eliminate the tax on such spe-

l. cially installed improvements. In 1974, however,

G
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the program was extended to apply to a portion
of the assessed value of a disabled veteran’'s
principal residence, regardless of whether the
home has special features.

The rationale for the program is two-fold.
First, it is thought tobe inequitable for veterans

to pay property tax on residential improvements

required by a service-related injury. Second,
disabled veterans, by virtue of their service to
their country, are thought tobe entitled to certain
'pul?licl'y provided benefits. |

Comments

The higher exemption amounts for totally

disabled veterans would have sunsetted on Janu-
ary 1, 1991, but were extended until 1996 by Ch
1077/89 (SB 320, Royce). This measure also
increased the totally disabled exemption from
$100,000 to $150,000 for low-income veterans or
surviving spouses. According to the California
Board of Equalization, most veterans who claim

this exemption do so on the basis of total disabil-’

ity.

Proposition 110, adopted at the June 1990
statewide primary election and implemented by
Ch 1494/90 (AB 3843, Cannella), provides an

- exemption from assessment as new construction

for disability-related modifications made to the
home of any severely and permanently disabled
person. A veteran may benefit from this assess-
ment exemption in addition to this program.<

Local Property Tax

Specified Real Property
Owned and Used by a
Veterans Organization

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1689-90 _ NA
1990-91 NA [
1991-92 NA
Authonzatxon
California Revenue and Taxation Code Sec-
‘tion 215.1.
Description

This program exemipts from the property tax
real property owned by a qualified nonprofit
veterans organization. To qualify, the organiza-
tion must have been chartered by the United
States Congress, and organized and operated for
charitable purposes. The exempt property must
be used exclusively for charitable purposes. This
provision, therefore, extends the welfare exernp-
tion to property used by veterans organizations
exclusively for charitable purposes. For example,
property used primarily for veterans social ac-
tivities would not qualify.

Rationale

This program provides tax relief to qualified
veterans groups by relieving them of taxes on .
their real property. The rationale behind this
program is to promote charitable activities by
qualifying veterans organizations.®
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Personal Property Owned Vessels
and Used by Specified
Veterans Organizations Estimated Revenue Loss
g . " (dollars in millions})
Estimated Revenue Loss Fiscal Year Amount
(dollars in millions) 1989-90 NA
- 1990-91 . NA
. Fiscal Year Amount 1991-92 NA
1989-90 NA
1990-91 NA |
1991-92 . NA
Authorization
California State Constltuhon Article XIII,
Auth Section 3 (1), and California Revenue and Taxa-
uthorization tion Code Section 209. o
California Revenue and Taxahon Code Sec-
tion 215. . 4
Description

Description

This program exempts from the property tax
qualified personal property owned and used by
a nonprofit veterans organization, provided that

* theorganizationhasbeenchartered by the United

States Congress. Toqualify, the property must be

- used exclusively to further the goals of the veter-

ans organization.

In the absence of this program, personal
property used by veterans organizations exclu-
sively for charitable purposes would be exempt

- under Revenue and Taxation Code Section 214.

Thus, this program extends the exemption to
property used to further the goals of a veterans

organization, which may not be excluswely chari~

table goals

Rationale

The rationale for the program is that veter-
ans, by virtue of their military service, deserve to
have their veterans organizations receive certain
publicly provided benefits.?

This program exempfs from the property tax:

vessels which (1) have a carrying.capacity in
excess of 50 tons and (2) transport freight or
passengers.

Ratlonale

According to the California Board of Equah-
zation, this program is rationalized on tax equity
grounds. In the absence of the exemption, a
vessel would be taxed only if it were in port on
the property tax lien date (March 1 of each year).
Asaresult, shipping schedules would determine
which vessels were taxable each year, and some
vessels might pay no property tax, even though
they might spend as many days per year in
California ports as other vessels on which taxes
would be levied. : :

Proponents of the program also argue that it
removesa tax disincentive for maritime shippers
to use California ports. This is because both
Washirigton and Oregon have similar exemp-
tions, and these states have ports which compete,
to some extent, for business with California’s
ports. Thus, the program’s proponents argue
that, in its absence, some maritime shipping
through California ports would be diverted to
other northwestern ports, such as Seattle.
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Comments
This program was first implemented in Cali-
fornia in 1914 and the exemption is provided for
directly by the State Constitution. Analternative
way to approach the tax-equity issue regarding
mobile vessels would be to tax thembased on the
average number of days per year that they are
docked in California ports. Such treatment would
be analogous to the way that railroad cars and
airplanes are taxed, which is based on the per-
|centage of time that they aré in the state. The

‘revenue loss from this exemption probably is

significant in those counties with major ports.$

Documented Vessels

Estimated Revenue Loss
{dollars in millions)

Fiscal Year Amoﬁnt
1989-90 : $2.5
1990-91 2.5
1991-92 25
Authorization

California Revenue and Taxation Code Sec-
tion 227,

Description

This program allows a “documented vessel”
to be assessed for property taxation at 4 percent
of its full cash value, provided thatitisemployed
exclusively for any of the following purposes: (1)
taking fish or other living resources from the sea
for commercial purposes, (2) providing instruc-
tionor conducting research, or (3) transporting at
least seven people as a commercial passenger
fishing ship. A “docuinented vessel” is defined
under the program as a vessel which has a valid
marine document issued by the U.S. Bureau of
Customs, or that is registered by the California
Department of Motor Vehicles.

Rationale

This program provides tax relief to the own-
ers of qualifying documented vessels. It does this
by authorizing their assessment at 4 percent of
value, instead of the normal 100 percent, which
results in a much lower effective rate of tax on
them. The program has been rationalized on the

. grounds that the economic viability of the com-

mercial fishing industry is susceptible to signifi-
cant fluctuations on a year-to-year basis, and the
tax relief provided by this program helps to
maintain the health of the industry. It does thisby
reducing costs to vessel owners. Implicit in this
argument is the notion that maintaining the health
of the commercial fishing industry is important
to society, and that the cost of this program is
offset by the increased stability of the industry
resulting in improved access to its products.
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Comments

The economic viability of the California fish-
ing industry depends on a great many different
factors, including weather, the availability of
fish, and various other determinants of fishing-
related costs and revenues. In a 1979 review of
this program, we concluded that the property tax
exemption had only a minor impact on the viabil -
ity of the fishing industry, relative to these other
factors (see The Economic and Fiscal Impacts of
California’s Property Tax Assessment of Sportfishing
Vessels, Legislative Analyst’s Office, April 1979,

Report No. 79-9).%
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Vessels Under Construction

Estimated Revenue Loss
(dollars in millions)
Fiscal Year " Amouni
1989-90 NA
1990-91 NA
1991-92 - NA
Authorization

California Revenue and Taxation Code Sec-
ti(_m 209.5.

Description

This program exempts from the property tax
any vessels of atleast 50 tons carrying capacity or
100 tons displacement during the time they are
being constructed. The program also exempts
from taxation property which will be incorpo-
rated into such vessels. The program applies
only to vessels which are built by their ultimate
users. Vessels which are built for resale are
exempt under another provision of the law, be-
cause they are classified as “business inventory.”

Rationale

This program provides tax relief to the ship-
ping and shipbuilding industry. In addition,
proponents argue that this program provides a
tax incentive for shipping companies to under-
take vessel construction projects in California

ports, especially since both Washington and

Oregon provide a similar tax exemption for ves-
sels under construction. These proponents argue
that, in the absence of the program, the California
shipping industry, and related port activities,
might be at a competitive disadvantage relative
to their counterparts located elsewhere on the
West Coast.%
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Cargo Containers Used in
QOcean Commerce

Estimated Revenue Loss
(dollars in millions)

Fiscal Year Amount

1989-90 NA

1990-91 NA

199192 . NA
‘Authorization

+ California Revenue and Taxation Code Sec-'

tion 232.
Description

This program exempts from the property tax
qualified cargo containers principally used in
transporting carge in ocean commerce. A cargo
container is defined as a specially designed re-
ceptacle which facilitates the carriage of goods by

vessels and other means, and has a displacement

of more than 1,000 cubllc feet. This program does
not apply toany cargo-carrying vehicle subject to
registration under the California Motor Vehicle

Code.

Rationale

This program provides tax relief to the own-
ersof cargo containers which, it has been argued,
gives an incentive for shippers to use California
ports instead of other ports in the Pacific North-
west(suchasPortland and Seattle). The program
encourages the use of California ports to the

_ extent that the exemption of cargo containers
“lowers the cost of using California ports relative

to other ports, and to the extent that this cost
savings is not offset by other factors. The actual
volume of trade that would be diverted to non-
California ports in the absence of this program
would depend on such factors as (1) the sensitiv-
ity of shippers’ demands for California port use
to changes in the cost of using such facilities and
(2) the actual magnitude of the increase in such
costs attributable to the property taxation of cargo
containers.

Comments

The economic and fiscal impacts of this pro-
gram were reviewed in 1978 by ouroffice (see The
Economic and Fiscal Impacts of California’s Cargo
Container Property Tax Exemption, Legislative
Analyst's Office, Report 78-5, March 1978, 35
pages). This study concluded that, while it was
impossible to measure accurately the amount of
trade diversion or changes in shipping rates at-
tributable to this program, elimination of the
program would most likely result in a positive ,
net fiscal impact on California state and local
governments. Because of the many changes that
have occurred in shipping activity during the
past decade, however, the current applicability
of this report’s findings is unknown.$
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Air Carrier Ground-Time

Estimated Revenue Loss
(dollars in millions)

Fiscal Year . Amount
1989-90 $0.5
1990-91 0.5
1991-92 0.6
|
Authorization -

California Revenue and Taxation Code Sec-
tion 1152 (c).

Description

- This program exempts from the property tax
a portion of the time during which aircraft are
located in-state, but are out of service. Ordinar-

ily, the taxation of aircraft is based on the per- |

centage of time an aircraftis physically located in
the state, either on the ground or flying above it,
and the proportion of its total arrivals and depar-
tures that take place in the state. However, this
program permits: out-of-service days to, be ex-

cluded from this calculation. Specxﬁcally, for

out-of-service periods exceeding 30 consecutive
days, theamount of time after the ﬁrst sevendays
is excluded.

‘Rationéle

This program provides a tax incentive for
airlines to have their alrplanes serviced within
the state. Because routine servicing can be done
on airplanes at or near many different airports,
including those located outside of California, it is
argued that the absence of this program could
cause some airlines to have these services per-
formed elsewhere, particularly in states that do
not include servicing time in determining prop-
erty taxes. On the West Coast, for example, both
Washington and Oregon exclude time spent within
the state for servicing when computing property
taxes on airplanes.¥

Aircraft Being Repaired

Estimated Revenue Loss
(doHars in millions)
. Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
o o
Authorization
- California Revenue and Taxation Code Sec-
- tion 220.
Description

This program exempts from the property tax
any aircraft whichisin California on the property
taxlien date {(each March 1) solely for the purpose
of being overhauled, modified, serviced, or re-
paired. Aircraft normally based in California, or
which service California airports, do nof qualify
for the program.

Rationale |

This program provides tax relief to aircraft
owners who bring their craftinto California tobe
overhauled, modified, serviced, or repaired.
According to the California Board of Equaliza-
tion, this program effectively applies primarily
to aircraft which must be serviced or repaired by
a California manufacturer. The program is justi-
fied on the grounds that it would be inequitable
to tax aircraft which ordinarily are not operated
in California, and which happen to be in Califor-
nia on the lien date solely for servicing or modi-
fication,

Proponents of the program also argue that it
provides an incentive for airlines to repair their
craft in California and, as such, promotes the
California aircraft repair industry. To the extent
that aircraft repairs need to be made by an air-
craft’s manufacturer, this program also could
promote California’s aircraft manufacturing
industry.®
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Private Railroad Car

Repair Days
Estimated Revenue Loss
(dollars in millions)
'P"iscal Year Amount
- 1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue aﬁd Taxation Code Sec-
tion 11294.

Description

This program provides a partial property tax
exemption for private railroad cars, based on the
number of days such cars are in the state but are
undergoing repairs. For the purposes of this
program, a private railroad car is any passenger

‘or freight car which is not owned by a railroad
© company. Such cars ordinarily are owned by
. leasing companies, or by railroad car manufac-
. turers who lease the cars to railroad companies.

... The state assesses and collects the property tax
= on private railroad cars from the lessor in lieu of

the local property tax. The revenue from this tax
is deposited in the state General Fund.

The state computes the tax liability of the
railroad car company by estimating the average
number of each class of car physically present in
the state inany year, based on thenumber of days
railroad cars actually spend in the state. For
example, if six flat cars spent 120 days each in the
state, the California Board of Equalization would
assess the tax on the average value of two flat
cars.

This program provides that the number of
days spent within the state for repair purposes in
any year does not count as time-in-state for pur-
poses of the property tax assessment formula.
The number of servicing days excluded from the
computation cannot exceed 90 days per car per
year, unless the claimant provides substantiation
of the necessity of the additional days.

Rationale

This program provides a taxincentive for the
repair and servicing of private railroad cars in
California. The proponents of the program argue
that, if this repair and servicing time were tax-
able, certain railroad cars would be taken out of
the state to be serviced. It is argued that, by ex-
empting the repair and servicing time, Califor-
nia’srailroad car serviceindustry isnotatan eco-
nomic disadvantage relative to the out-of-state

service industry.® |
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Real Property Under an
Open-Space Contract (the
“Williamson Act”)

Estimated Revenue Loss
(dollars in millions)

Fiscal Year Amount
1989-90 $138
-1990-91 . 147
1991-92 156

. Authorization

California State Constitution Article XIII,
Section 8, and California Revenue and Taxation
Code Sections 421 through 430.5.

Description

This program provides a partial exemption
for restricted open-space lands. Owners of eli-
gible properties must enter into a contract with
thecity or county in which the land islocated that
prohibits any development or use of the property
that is not consistent with its use as farmland,
open space, or wildlife habitat. These contracts
run for 10 years and are automatically extended
each year so that 10 years always remains on the
contract, unless the property owner or the local
government objects. In return for this restriction,
the property is assessed in a special manner that
generally reduces the amount of tax levied on it.
Specifically, the assessment is based only on the
income that the property can generate in its re-
stricted use, and the assessed value is derived
from this anticipated income stream using a statu-
tory formula. The program applies to land and
living improvements (such as vines and orchards),
but not to other improvements (such as farm-
houses and barns).

Rationale

This program providesa tax incentive for the
conservation of farmlands, open space, and wild-
life habitat lands by reducing the property tax on
land that is restricted for these purposes.

Comments

Prior to the adoption of Article XIII A of the
California Constitution (Proposition 13), proper-
ties could be reassessed annually based on their
highest and best use. For example, the assessed
value of a farm in an urbanizing area could be
based on the land’s development potential for a
shopping center or housing tract. The resulting
property tax burden could have increased the
cost of maintaining the farming operation to the
point that alternative types of development be-
came an economic necessity. An original argu-
ment for this program was that it removed this
incentive to develop farmland and other types of
open space. Under Proposition 13, however,
reassessinents occur only when a change in
ownership or new construction takes place. In
the absence of either of these events, a property’s
assessed value remains constant, except for an
annual inflation adjustment of up to 2 percent.
Consequently, for existing property owners, an
increase in the development potential of their
property no longer increases their taxes. Fur-
thermore, Proposition 13 generally limits the
property taxrate to 1 percent of assessed value so
that, in most cases, property taxes have a smail
financial impact and only marginally affect deci-
sions to buy or develop real estate. For these
reasons, a property tax reduction, such as this
program provides, is unlikely to change current
or future decisions regarding the development
or preservation of open-space lands, and the

‘ program now functions essentially as a subsidy

to owners of restricted open-space lands.

The amount of the tax reduction that the
program provides for any specific property
depends on the difference between the assessed
value computed under this program and the
normal assessed value under Proposition 13.
Statewide, the program reduces property taxes
on open-space lands by about one-half on aver-
age. Typically, rangelands and grazing lands
receive the largest percentage reduction in prop-
erty taxes — 90 percent in some cases. On the
other hand, there may be little reduction in prop-
erty taxes for intensively cultivated farmlands
that produce substantial income and that would
have a low assessed value under Proposition 13
{because ownership of these properties has not

changed and little new construction has occurred -

since 1975).
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The annual Budget Act provides an appro-
priation to reimburse cities and counties for their
approximate revenue loss associated with these
contracts. The subvention amount is based on
the type of land, rather than the actual property
tax loss. The 1990 Budget Act provided $14.6

‘ million for these subventions in 1990-91.¢

Local Property Tax
Growing Crops
Estimated Revenue Loss
(dollars in millicns)

Fiscal Year Amount

1989-90 NA

1990-91 NA

1991-92 NA

Authorization _
California State Constitution, Article XIII,

Section 3 (h), and California Revenue and Taxa-
tion Code Section 202 {(a) (1).

Description

This program exempts from the property tax
any agricultural crops growing on property on
thelien date (March 1of eachyear). The program
does not apply to mature vineyards or orchards.

Rationale

. This program provides tax relief to farmers
by eliminatingany tax liability for growing crops.
In the absence of the program, such crops would
be included in the value of land under Property
Tax Rule 121 of the California Board of Equaliza-
tior. The program is rationalized on equity
grounds. In the absence of the exemption, farm-
ers with crops that mature early in the calendar
year, such as asparagus, would have a higher tax
liability than farmers with later-maturing crops,

| such as wheat or corn. This is because the crops

which are more mature on the lien date (March 1
of each year) would be of higher value than crops
which were less mature on that date.

Comments

Harvested crops are not subject to the prop-
erty tax because they are exempt as business
inventory under California Revenue and Taxa-
tion Code Section 219.¢
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_

Fruit Trees, Nut Trees,
and Grapevines

Estimated Revenue Loss
(dollars in millions)

Fiscal Year Amount

1989-90 NA

1990-91 - NA

199192 . NA
" Authorization

California State Constitution Article XIII,

Section 3 (i}, and California Revenue and Taxa-

tion Code Sections 211 and 223.

Description

This program exempts from the property tax
fruit trees and nut trees for the first four years
after they have been planted, and grapevines for
the first three years after they have been planted.
It also exempts nursery stock held by the grower
from taxation as personal property, provided
that the nursery stock is planted within the fol-

lowing year. .

Rationale

This program provides a tax incentive for
growers to plant orchards or vineyards by not
levying the property tax on trees and vines until
the approximate time when the trees and vines
begin to bear produce.

This program has been rationalized on the
grounds that no income is available from or-
chards and vineyards to pay taxes and other
carrying costs in the initial years after their plant-
ing. Under these circumstances, the planting of
fruit trees, nut trees, and grapevines cannot pro-
vide the same level of cash-flow and return on
investment in the near term as can various aiter-
native land uses. This program’s rationale re-

_ flects the view that those near-term financial

problems faced by owners of nursery stocks, new
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orchards, and vineyards should not be aggra-
vated by imposing property taxes, when there is
no income yetbeing generated from which to pay
them. It further reflects the view that encourag-
ing these farming-related activities benefits
California.®
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Local Property Tax
-Seed Potatoes Timberlands
Estimated Revenue Loss Estimated Revenue Loss
(dollars in millions) {dollars in millions)

Fiscal Year Amount Fiscal Year  Amount

1989-90 Minor 1989-90 NA

1990-91 Minor 1990-91 ’ NA

1991-92 Minor 1991-92 NA

|
Authorization Authorization

California Revenue and Taxation Code Sec-
tion 234.

Description

This program exempts from taxation as per-
sonal property seed potatoes which are held on
the lien date (March 1 of each year) and are to be
planted during the assessment year. The pro-
gram does notapply to those potatoes owned by
plant nurseries.

Rationale

This program provides tax relief to potato
farmers. The program is rationalized on the
grounds that seed potatoes essentially reflect
business inventory thatis incorporated into the
potato crop and, therefore, should be exempt
from taxation. This is similar to the treatment for
property tax purposes of seeds, which are ex-
empt as business inventory under Property Tax

Rule 133 -of the California Board of Equalization -
- (BOE). According to the BOE, this program

applies to a small number of farmers in north-
eastern California. <

California State Constitution, Article XIII,
Section 3 (j), and California Revenue and Taxa-
tion Code Sections 434.5 and 436.

Description

This program provides a partial property tax
exemption for restricted timberlands. Restricted
timberlands are assessed in a special way to
reflect only the value of the land for timber
production, exclusive of its development poten-
tial or aesthetic value. The Legislature has estab-
lished per-acre values for various classes of tim-
berlands. Each, year, the California Board of
Equalization (BOE) adjusts these values in pro-
portion to the annual change in the unit prices of
the different types of timber. In order to qualify
for this program, land must be designated by the
county as a timber production zone, which pro-
hibits any use of the land that is not compatible
with timber production. This restriction runs for
10years, and is automatically renewed each year
{resulting in a continuously rolling 10-year com-

. mitment). If either the property owner or the

county wants to terminate thiscommitment, then
the contract is not renewed in the following year,
and the 10-year time period is allowed to “run
down.” )

Rationale

This program provides tax relief to owners of
timberlands. The program’s rationale is that the
reduced tax burden on lands maintained as for-
ests reduces economic pressure for incompatible
development and facilitates long-term forest
management by limiting the annual ownership
costs of timberlands. Asaresult,itisargued that
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these lands continue to serve public purposes by
providing recreation, open space, and wildlife
habitat, which merits public financial support.

Comments

This program for timberlands is similar in
principle to the program that limits the assessed
value of lands which are under open-space con-
tracts. As with the open-space program, the
benefit of this program has diminished since the
adoption of Proposition 13 in 1978, which elimi-
nated reassessments due to property apprecia-

tion in the absence of new construction orof a .
. sale or other transfer of the property.

Standing commercial timber (as opposed to
the underlying land) is not taxed under the prop-

‘erty tax. Instead, standing timber is subject to a

separate state tax - the timber yield tax - when
it is cut (California Revenue and Taxation Code
Section 38115). The state allocates the revenue
from the timber yield tax back to the counties in
which the timber was produced.®
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Transfers of Interests in
Corporate or Partnership

Property

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 ‘ NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 64.

Description

This program exempts from reappraisal
property owned by a legal entity such asa corpo-
ration or partnership and transferred pursuant
toacorporate reorganization, or when 50 percent

* or less of the ownership interest in the entity is
" transferred (providing that control over the en-

tity is not transferred). This exemption from
reappraisal generally allows the transferred prop-
erty to retain the assessed value ascribed to it
prior to the transfer. In the absence of this
exemption, the property’s assessed value would
be increased to reflect its current market value
pursuant to the change-of-ownership provisions
of Proposition 13.

Rationale

This program provides tax relief to the own-
ers of corporations, partnerships, and other legal
entities owning real property in California. The
rationale for exempting from reappraisal the
transfer of property pursuant to a corporate
reorganization is that noreal transfer of property
has taken place. In the case of exempting trans-
fers of 50 percent or less of an entity, program
proponents argue that majority interest deter-
mines control, and that a transfer of a noncon-
trolling interest is not a substantive change of

. ownership.

C
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Comments

This program results from the necessity of
defining the term “change in ownership” for

 properties owned by corporations, partnerships

and other legal entities with multiple ownership.
It seems reasonable that Proposition 13 did not
intend to trigger change-in-ownership reassess-
ments whenever a few shares of a large corpora-
tion are traded. The same corporation continues
to own the property and there is no change inthe
control or use of the propertydue toa minor stock
transfer. On the other hand, the outright sale of
an entire legal entity to a new owner clearly is a
real change in ownership even though the name
of the corporation holding title to the property
may remain the same. The Legislature deter-
mined that the appropriatedefinition of a change
in ownership for these properties is a change in
the controlling ownership of the legal entity hold-
ing title.

Property transfers among farm credit insti-
tutions due to reorganizations under federallaw

were included in this program by Ch 560/88 (SB

569, Garamendi).$

Real Property Transferred to
an Employee Benefit Plan

Estimated Revenueé Loss
{dollars in millions)
Fiscal Year ~ Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization
California Revenue and Taxation Code Sec-
ton 66.
Description

This program exempts from reappra:sal
property transferred toan employee benefit plan.
Transfers of property that are exempt under this
program include: (1) the vesting of a partici-
pant's or beneficiary’s interest in an employee
benefit plan, (2) any contribution of real property
to an employee benefit plan, and (3) any acquisi-
tion by an employee benefit plan of the stock of
the employer’s corporation pursuant to which
the employee benefit plan obtains direct or indi-
rect control in the employer's corporation. An
employee benefit planis defined for the purposes
of this program as either an employee pension
plan, or as a plan or fund which provides em-
ployee welfare benefits (such as medical or hos-
pital care, disability or unemployment benefits,
daycare, job-related training, or legal services).

This exemption from reappraisal permits the
property to retain the assessed value ascribed to
it prior to the transfer. Because the assessed
value would otherwise be increased following
the transfer to reflect the market value of the
property, this exemption reduces the property’s
tax assessment and, therefore, its property tax
liability.

Rationale

This program provides a tax incentive for
firms toimprove the funding of, and the benefits
provided by, their employee benefit plans. To
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the extent that the lower property tax liability
promotes use of a greater variety of financing
mechanisms for plans, the program may lead
employers to contribute more to the plans and,
hence, provide improved benefits to their em-
ployees.

In addition, the program provides tax relief
to employees having a vested interest in em-
ployee benefit plans. It also provides relief to
participants when an employee benefit plan
acquires controlling interest in p comparny in

oorder to prevent a corporate takeover.

One rationale underlying this program is to

. encourage employee participation in, and own-

ership of, businesses in the State of California.

Comments

The exemption for stock acquisition was
adopted in 1986, after an employee benefit plan
acquired controlling interest in a Monterey busi-
ness in order to prevent a corporate takeover by
out-of-state interests. According to the Califor-
nia Board of Equalization, the forestalled buy-
outwould havelead torelocation of the company
outside of California and, consequently, would
have resulted in the loss to California of thou-
sands of iobs. ¥

I-ﬁ
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Business Inventory

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 $1,000
1990-91 1,000
1991-92 1,000
Authorization

California Revenue and Taxation Code Sec-
tion 219,

Description

This program exempts personal property held
asinventory by businesses from the property tax.

Rationale

This program provides tax relief to busi-
nesses that maintain inventories of products for
salein the course of doing business. The program
has been rationalized on the grounds that the
application of the property tax to inventories
causes extensive administrative problems for

retailers and distributors, and may result in the -

loss of economic activity as businesses take ac-
tions to avoid the tax. To theextent thatimposing
the property tax on inventories would lead busi-
nesses to decrease their inventories or locate
warehouses outside the state, the program may
alsoberationalized asremovinga “disincentive”
to efficient inventory management, as well as

eericouraging inventory-related economic activ-
. ity in California.

Comments

Inventories were fully taxable prior to 1968,
15 percent exempt from 1968 to 1973, 50 percent
exempt from 1974 to 1978, and fully exempt
beginning in 1979, %



" Local Property Tax
Business Records Financial Assets
Estimated Revenue Loss Estimated Revenue Loss
{doilars in millions) {dollars in millions)
Fiscal Year Amount Fiscal Year Amount
1989-90 NA 1989-90 NA
- 1990-91 NA 1990-91 ' NA
1991-92 NA 1991-92 NA
Authorization ‘Authorization

California Revenue and Taxation Code Sec-
ton ?97.

Description

This program exempts from the property tax
business and professional records. The exemp-
tion applies to written documents and photo-
graphic reproductions, recorded data, research
notes, calculations, and indices. However, the
value of the media on which the records are
stored is not exempt. In addition, the program
does' not apply to books, old newspapers on
microfilm, computer programs; and records which
are sold in the ordinary course of business.

Rationale

This program provides tax relief to persons
engaged in a business or profession. The under-
lying rationale for the program is to simplify tax
administration. The assessment of business rec-
ords is a difficult and often subjective task. In
most cases, moreover, these records have no

value apart from that to the business itself. There -
- are exceptions, however, such as the records of

property ftransfers found in a tifle insurance
business, or credit records of a credit bureau.
Copies of these records might be sold to other

parties who want to go into these businesses. In -

general, however, the value of business records
is s0 low that the annual property tax revenues
attributable to them would not offset the costs of
assessing and collecting these taxes. 4

California Revenue and Taxation Code Sec-
tion 212, '

Description |

This program exempts from the property tax
intangible personal property such as notes, de-
bentures, capital stock, solvent credits, and
mortgages. In addition, the program exempts
money keptat hand, which is used in the regular
course of business. In the absence of this exemp-
tion, such assets would be construed as business
personal property and be taxed as such.

Rationale

This program provides tax relief to busi-
nesses that own various intangible financial as-
sets and money kept on hand. According to the
California Board of Equalization, the program is
rationalized on the grounds that difficulties in
administering the tax on such assets lead to unequal

' treatment of taxpayers. This is because financial .

assets can be very difficult to identify, and they
easily can be moved outside of the state to avoid
taxation. The assets covered under this program
have been exempted in order to avoid such
administrative difficulties and the inequities to
which they give rise. %
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Local Property Tax
Works of Art Works of Art
Available for Display Owned by the Artist
Estimated Revenue Loss Estimated Revenue Loss
(dollars in millions) {dollars in millions}
Fiscal Year Amount Fiscal Year - Amount
1989-90 NA 1989-90 NA
1990-91 NA 1990-91 NA
1991-92 NA 1991-92 NA
Authorization Authorization

California Revenue and Taxation Code Sec-
tlon 217.

Description

This program exempits from the property tax
privately owned works of art made available for
display in (1) a publicly owned art gallery, (2) a
publicly owned museum, or (3) a museum which
isboth regulariy open to the public and operated

by a nonprofit organization. To qualify, the art

musthavebeenmadeavailable fordisplay within
a certain period of time prior to the property tax
lien date, and must meet certain artistic criteria.
The exemption does not apply to art loaned by
any person who holds works of art primarily for
purposes of sale.

Rationale

This program provides a tax incentive for
individuals to loan art works to qualified muse-
ums, by exempting such works from the prop-
erty tax. The underlying rationale for the pro-
gram is to promote the public display of artwork
in California. %
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‘California Revenue and Taxétion Code Sec-
tion 986.

Description

This program provides a special property tax
valuation for qualified works of art owned by the
artist who produced them. Art that is held by a
person engaged in the business of selling or
producing art is considered personal property
and, as such, may be subject to the property tax
(see below). This program provides that the tax-
able value of art which is held by its creator shall
equal the value of the materials used to create the
artwork. Artwork may qualify for this program
only if it has never been sold or exhibited.

Rationale

This program provides tax relief to artists by
reducing the cost to them of maintaining a collec-
tion of their own artwork. The program is ratio-

nalized on the grounds that, absentan actual sale

of a piece of artwork, its taxable value can be
difficuit to determine. By valuing such artwork
solely in terms of its materials, this program is
intended to ease tax administration by reducing
the number of appealed assessments. '

Comments

In the absence of this program, some artwork
owned by artists potentiaily would be exempt
either as business inventory or as personal prop-
erty used as household furnishings. In addition,
certain materials used tocreate theartwork could
be exempt from taxation asbusinessinventory. ¢
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Local Property Tax

Personal Property Used in
Exhibits (Exhibition

Exemption)
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA |
-1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 213.

Description

This program exempts from the property tax
qualified personal property broughtinto the state
temporarily for use in a public exhibit. To qualify,
the property must be subject to property tax in
another state or country, and any taxes due must
have been paid prior to claiming the exemption
in California.

Rationale

- This program provides a tax incentive for
nonresidents to exhibit property in California,
such as automobiles, artwork, crafts, and other
such items. In the absence of the program, such
property owners would be required, in effect, to
pay “double taxes” on any property being exhib-
ited on the property taxlien date (March 1 of each
year). This tax treatment might discourage non-
residents from exhibiting property of public inter-
est within California. <

Personal Property for
Display in an Aerospace
Museum

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
198990 NA
1990-91 | NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 217.1.

Description. .

This program exempts from the property tax
aircraftloaned or donated for display in either (1)
a publicly owned aerospace museum or (2} an
aerospace museum which is both regularly open
to the public and operated by a nonprofit organi-
zation. The property must either have been made
available for display for a period of 90 days
during the 12-month period immediately prior to
the property tax lien date, or the person claiming

~ the exemption must certify in writing that the

property will be made available for display for at
least 90 days following the first day the property
was on public ‘display. The exemption does not
apply toaircraftloaned by any person whoholds
aircraft primarily for purposes of sale.,

Rationale

This program provides an incentive for air-
craft owners to lend or donate specified aircraft
to qualifying aerospace museums. The program
is rationalized on the grounds that aircraft used
for display purposes are functionally similar to
works of art and, therefore, deserve comparable
treatment under the property tax.
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Comments

This program was sponsored by the San
Diego Aerospace Museum. The museum also
qualifies for a sales and use tax program which
exempts from taxation the transfer of certain
tangible personal property to aerospace muse-
ums. According to the California Board of Equali-
zation, the San Diego Aerospace Museum is the
only museum in California that currently quali-
fies for these programs. ¢
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Homeowners” Exemption

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 $353
1990-91 ) 356
1991-92 - 361
| -
Authorization

California State Constitution Article XIII,
Section 3 (k), and California Revenue and Taxa-
tion Code Section 218.

Description

This program provides homeowners a par-
tial exernption from the property tax. The exemp-
tion, equivalent to $7,000 of the property’s as-
sessed value, is applicable only to a taxpayer’s
principal place of residence.

Rationale .

This program provides property tax relief to
owner-occupants of residential dwellings by
reducing the assessed value of their property,
and thereby lowering their property taxbills. The
prograim is rationalized on the grounds that it
encourages homeownership, and that increased

. homeownership results in higher levels of eco-

nomic activity and promotes stability in individ-
ual neighborhoods and society generally.

Comments

Renters are eligible for the renters’ tax credit
under the personal income tax. The value of that

. credit is almost the same as the value of the

homeowners’ exemption for a single person, and
it is greater than the value of the homeowners’
exemption for a married couple or a head-of-
household. (The homeowners’ exemption is worth
about $70 to the average taxpayer, whereas the
renters’ credit is currently worth $60 for indi-
viduals filing separately and $120 for married
couples.) ¢ '
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Local Property Tax

Personal Property Used as

Household Furnishings
Estimated Revenue Loss
(dollars in millions)

Fiscal Year Amount

1989-90 $787

1990-91 858

. 1991-92 935

- Authorization

California State Constitution Article XIII,
Section 3 (m), and California Revenue and Taxa-
tion Code Section 224.

Description

This program exempts from the property tax
all personal property owned by individuals, in-
cluding household furnishings and pets. This
exemption does not apply to aircraft, vehicles, or
boats, or personal property held and used in
connection with a trade, profession, or business.

‘Rationale

' This program provides tax relief to indi-
viduals by elimninating the tax on their qualifying
personal property. The underlying rationale for
the program is to simplify administration of the
property tax. The identification and valuation of
household items are difficult and often subjec-
tive tasks. Moreover, the value of many house-
hold property items is solow that the annual tax
revenues attributable to them would not offset
the costs of collecting these taxes. ¢

Real Property Transferred
Between Parents and

Children

Estimated Revenue Loss
(dollars in millions)
. Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California State Constitution, Article XIII A,
Section 2, and California Revenue and Taxation
Code Section 63.1.

Description

This program exempts from reappraisal a
property holder’s principal residence, and up to
$1 million in other real property, when the prop-
erty is transferred between parents and children.

. This exemption from reappraisal provides that

the transferred property retains the taxable value
that it held prior to the transfer. Since the prop-
erty would otherwise be reappraised at its cur-
rent market value (which is generally higher than
its taxable value) following the transfer, this
programreduces the tax assessment on the speci-

fied property.

Rationale ,
This program provides tax relief to property

' owners by allowing parents to transfer the family

house and other property to their children with-
out property tax consequences. Proponents of
the program argue that transfers within the family
deserve special treatment in order to preserve
family homes, businesses, and farms, and to
generally preserve the family unit in California.

Comments

This program provides a substantial reduc-
tion in property taxes for children who inherit (or
otherwise receive) homes, farms, and other real
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property from their parents if the parents held
the property for several years or more. In these
cases, the property’s assessed value may be sig-
nificantly less than its current market value. There
is no income limitation or other “needs test” for
participants in this program. In many cases, the
increased property taxes from a reappraisal would
not force the sale of inherited property in this
" program’s absence. %

Interspousal Transfers of
Real Property

-Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
©1991-92 : NA
Authorization

California State Constitution, Article XIII A,
Section 2 (g}, and California Revenue and Taxa-
tion Code Section 63.

Description

This program exempts from reappraisal any
property transferred between spouses. This ex-
emption includes property transferred between
spouses after (1) a property settiement, (2) a
decree of dissolution of a marriage or legal sepa-
ration, or (3) upon death of a spouse. It also
exempts from reappraisal the creation, transfer,

.or termination between spouses of a co-owned

interest in property.

This exemption from reappraisal ensures that
the property retains the taxable value ascribed to
it prior to the transfer. Because the assessed value
of the transferred property would otherwise be
increased to reflect its current market value, this
exemption reduces the tax assessed on qualify-

ing property: S

Rationale

This program provides tax relief to property
holders who transfer property to, or receive
property from, their spouse. Proponents of the
program argue that it is inequitable to reassess
property transferred between spouses upon death

of a spouse or dissolution of a marriage. %
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" Local Property Tax
Real Property Transferred in | Mobilehome Park Property
a Joint-Tenancy Agreement Transferred to a Tenant
Cooperative
Estimated Revenue Loss
(doliars in millions) Sunset Date: January1,1994
‘Fiscal Year Amount
1989-90 . NA Estimated Revenue Loss
1990-91 NA (dollars in millions})
1991-92 I NA|
‘ Fiscal Year Amount
1989-90 NA
e 1990-91 NA
Authorization 199192 - NA

California Revenue and Taxation Code Sec-
tion 65. '

Description

This program exempts from reassessment
any transfer of property between members of a
specified joint-tenancy agreement. In order for
the program toapply, the original transferor(s) of
the property, or their spouses, must remain
members of the joint tenancy after the transfer.
When an original transferor leaves the joint ten-
ancy, the property must be reassessed unless it
vests to a remaining original transferor. If a joint
tenantother than the original transferor leaves the
joint tenancy, there is no reassessment if that
tenant’s share of the property is either trans-

ferred to an original transferor, or is distri_buted

among all remaining joint tenants.

. Rationale \

This program provides tax relief to individu-
alsby reducing the tax liability on property which
hasbeen transferred withina joint-tenancy agree-
ment. The underlying rationale for the program
is that joint-tenancy agreements essentially rep-
resent a single-ownership covenant, and that

. redistributionsof property within theagreement,

therefore, should not result in an increased tax
liability. %

Authorization

California Revenue and Taxation Code Sec-
tions 62.1 and 62.2.

Description
This program exempts from reappraisal any

" mobilehome park property which is transferred.

to a qualified corporation formed by the tenants
of the mobilehome park for the purpose of pur-
chasing the park. To qualify for the exemption,
within 270 days of the initial transfer, at least 51 .
percentof the corporation’s stock must be owned
by tenants previously renting at least 51 percent
of the spaces prior to the transfer. The exemption
from reappraisal under this program permits the
transferred property to retain the assessed value
ascribed to it prior to the transfer.

Rationale

This program provides tax relief to mobile-
home residents who organize to purchase the
mobilehome parks in which they reside. Such’
purchases may be motivated by the potential loss
of long-term, mobilehome-space leases, higher
rents for spaces, and other factors. The pro-
gram’s underlying rationale is to promote home-
ownership among mobilehome residents, many
of whom are lower-income or elderly individuals. <
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Local Property Tax
Replacement Property for
Disaster-Damaged Property
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
r 1991-92 | NA
Authorization

California State Constitution, Article XIII A,
Section 2 (a), (e), (f}, and California Revenue and
Taxation Code Section Sections 6% and 5825 (c).

Description

This program provides that property which
is either rebuilt or acquired as a replacement for
disaster-damaged property shall be assessed at
the same value as the original property prior to

- the disaster.

In the case of real property, qualifying prop-
erty must have been damaged on or after july 1,
1985 and (1) the Governor must have declared
that a disaster occurred, (2) the disaster must
have reduced the market value of the property by
more than one-half, and (3) the replacement
property must be comparable to, and located in
the same county as, the property damaged by the
disaster. In cases where the market value of the
replacement property exceeds 120 percent of the
market value of the original property, the origi-
nal assessmentisadjusted upwardby theamount
of the excess.

For mobilehomes that are taxed as personal
property, there is no increase in assessed value
for any mobilehome that has been reconstructed
or replaced by a comparable mobilehome due to

- damage or destruction by any misfortune or

calamity.

Rationale

This program provides tax relief to disaster
victims by reducing their tax liability on rebuilt
or replacement property. The program is ration-
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alized on the grounds that persons who are forced
toreplace their residences on account of a natural
disaster should not have to face an increased tax
liability as an additional consequence of the dis-
aster. ¢
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Local Property Tax

Replacement Property for
Property Condemned
Pursuant to Eminent
Domain Proceedings

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
199192 NA
Authorization

California State Constitution, Article XIII A,
Section 2 (d}, and California Revenue and Taxa-
tion Code Sections 68 and 5825 (d).

Description
This program allows the owner of real prop-

erty or a mobilehome acquired by a government -

enhty through eminent domain proceedings or
inverse condemnation, to carry-over his or her
original assessed value to a comparable replace-
ment property. In cases where the market value
of the replacement property exceeds 120 percent
of the market value of the original property, the
original assessment is ad]usted upward by the
amount of this excess.

“This program, thus, seeks toensure thattaxes
ona similar new property are equivalent to those
that were levied on the old property prior to its
condemnation. To the extent that the market
value of the replacement property exceeds the
assessed value of the original property, this pro-
gram effectively reduces the tax assessment on
the replacement property. Moreover, this pro-
gram excludes from the assessed value a portion
of the market value of a more expensive replace-

ment property.

Example

A property owner’s $120,000 home is con-
demned, and he or she purchases a similar resi-
dence for $140,000. Under this program, the base-

year value of the home for property tax purposes
would remain unchanged, since 120 percent of
$120,000 is greater than $140,000.

Rationale

This program provides tax relief to property
owners who are displaced from their property as
a result of eminent domain. proceedings. The
program is rationalized on the basis that prop-
erty owners who must move because the govern-
ment has taken their property should not also be
required to pay higher taxes simply because they
acquire replacement property. % -
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Earthquake Safety

Improvements
Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1985-90 Up to $10
1990-91 Up to $10
1991-92 Up to $10
Authorization

California State Constitution, Article XIIT A,
Section 2 (a), (¢}, and California Revenue and
Taxation Code Sections 70 (d) and 74.5.

Description

This program exempts from reassessment as
new construction any qualifying reconstruction
or improvements made to existing buildings af-
ter November 5, 1990 that have been identified
by local governments as being hazardous to life
in the event of an earthquake. In order to qualify,
the reconstruction or’improvements must be
required by a local earthquake safety ordinance
or employ earthquake hazard mitigation tech-
nologies approved by the State Architect. In the
case of required improvements to buildings with
unreinforced masonry bearing walls, the exemp-

tion is limited to 15 years, but it includes im- - |

provements made after'June 4, 1984, This pro-
gram does not affect the taxation of buildings
that are sold or transferred after the installation
of earthquake safety improvements, which are
reassessed at their current full market value.

Rationale

This program provides tax relief to property
owners who add qualifying earthquake safety
improvements to their buildings. It does this by
eliminating any increase in assessed value that
otherwise would take place because of the value
added to such buildings by these improvements.
The primary rationale for the program is to pro-
tect life and property by promoting the rehabili-
tation of buildings that would be unsafe in an

earthquake. Program proponents also argue that
providing an incentive for earthquake safety
improvements will protect the tax base and re-
duce future disaster mitigation costs.

Comments

The 15-year exemption for improvements to
buildings with unreinforced masonry bearing
walls was authorized by Proposition 127, adopted
at the June 5, 1984 statewide primary election.
The authority for the unlimited exemption for
earthquake safety improvements to other types
of buildings was added by Proposition 127,
approved at the November 1990 statewide gen-
eral election. Most of the revenue loss from this
program (which totals millions of doilars annu-
ally) probably will be associated with buildings
thatare renovated or converted to new uses. This
is because these types of projects generally add
substantial value to property, and part of that
value is not taxable as a result of this program. %
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Local Property Tax

Homes and Improvements
for Severely Disabled
Persons

Sunset Date: Authority for intercounty transfers
of assessed value sunsets January 1, 1999.

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 None
1990-91 $1
1991-92 2
Authorization

California State Constitution, Article XIIT A,
Section 2 (a) and {c), and California Revenue and
Taxation Code Sections 69.5 and 74.3.

Description _ _

. This program allows severely and perma-
nently disabled persons, regardless of their age,
to transfer the assessed value of their existing
home to a replacement home in the same manner
as provided for homeowners over the age of 55.
Inorder toqualify, the disability mustnecessitate
the move for either physical or financial reasons.
The replacement residence generally must be in
the same county as the original residence, and it

must be bought or built within two years of the -

sale of the original dwelling. Further, the value of
the replacement home cannotexceed the value of
the original residence. In addition, this program
allows the transfer of assessed valuation to a
replacement dwelling located in a different county,
provided that the county in which the replace-
ment dwelling is located has adopted an ordi-
nance allowing intercounty transfers of assessed
value. A disabled person may benefit from this
program only once.

This programalso excludes from reappraisal
any buildingimprovements thatmake an owner-
occupied home more accessible to and usable by
a permanently and severely disabled person who
is a permanent resident of the dwelling,.

Rationale

This program provides tax relief to disabled
persons who must move because of their disabil-
ity. It does so by preventing the reassessment of
thereplacementhomeatitscurrentmarket value.
This results in a property tax savings to the
disabled person to the extent that the market
value of the replacementhome is greater than the
assessed value of the original home. The pro- |
gramalso preventsany increasein property taxes
that otherwise would result from improvements

"~ made to a home to accommodate a disabled

person. Program proponents argue that disabili-
ties rediice or eliminate income, so that disabled
persons who must move or modify their dwell-
ings often cannot afford higher property taxes
and could be forced into institutions or home-
lessness in the absence of this program.

- Comments

We have estimated that the ongoing annual
revenue loss (1991-92 and beyond) from this
program will be in the range of $1 million to $2
million, primarily due to the provision allowing
transfers of assessed value for replacement homes.

Although the program’s rationale is based
on the general need to provide tax relief to dis- -
abled persons, specific evidence of need is not
required to qualify, except when a move to a
replacement home is being justified on the basis
of financial (rather than physical) necessity.

This program was authorized by Proposition
110, which was approved at the June 1990 state-
wide primary election, and was implemented by
Ch 1494/90 (AB 3843, Cannella). It applies to re-
placement homes acquired and improvements
completed after June 5, 1990. ¥
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Proportionate Assessment
Reduction for Property
Damaged by Misfortune or
Calamity

Estimated Revenue Loss
(dollars in millions)
Fiscal Year - Amount
1989-90 NA
1990-51 ° NA
1991-92 ' - NA
Authorization

California State Constitution, Article XIIL A,
Section 2(b), and California Revenue and Taxa-
tion Code Section 170. -

Description

This program reduces the assessed value of
qualified damaged property in proportion to the
reduction in the market value of the property
caused by the damage. Because the assessed
value of most properties is significantly less than

their current market value, this program can

provide a tax reduction for properties whose
market value after the damage still exceeds their
pre-damage assessed value. In the absence of this
program, the assessed value of damaged proper-
ty is reduced only if its market value after the
damage is less than its assessed value. In order to
qualify under the program, the damage must
have been caused by a disaster, or by misfortune
or calamity, and the damage must be at least
$5,000. The program is available only if adopted
by a county ordinance.

Example

A supermarket with a market value of $1
million and an assessed value of $700,000 sus-
tains $200,000 of damage in an earthquake. The

damage reduces the market value of the property

by 20 percent and, therefore, the assessed value

alsois reduced by 20 percent - to $560,000. In the
absence of this program, there would not be any
reduction in assessed value, because the damage
has not reduced the property’s market value
below its existing assessed value.

Rationale

The program provides tax relief to owners of
property damaged in a disaster or in calamities,
such as fires. The program is rationalized on the
basis that property owners who suffer disasters
or calamities should receive tax relief in order to
mitigate their losses.

,
\

Comments .

Notallcounties have ordinances implement-
ing this program. Some counties adopt an imple-
menting ordinance only for a limited period of
time following major disasters. ¢
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Local Property Tax

Property Assessments of

$2,000 or Less
Estimated Revenue Loss
(doilars in millions)
Fiscal Year Amount
1589-90 ' NA
1990-91 NA
1991-92 ) NA
Authorization

California State Constitution Article XIII,
Section 7, and California Revenue and Taxation
Code Section 155.20.

Description

This program allows county boards of super-
visors to exempt from the property tax those

properties on which the total net tax liability is .

lower than the cost of assessing and collecting the
tax. Under this authority, county boards may not
exempt property with value in excess of $2,000.

Rationale

This program provides tax relief to the own-
ers of low-valued property. The rationale for the
program is to simplify administration of the
property tax. The value of certain properties is so
low that the annual tax revenues attributable to
them would not offset the costs of collecting the
tax. This program allows counties to forego in-
curring these net administrative losses.

Comments

According to the California Board of Equali-
zation, fewer than half of California’s counties
have adopted this program. <

Vesséls With a Market Value

of $400 or Less
Estimated Revenue Loss
{dollars in millions)
‘ Fiscal Year Amount
1989-90 NA
- 1990-91 NA
1991-9; NA
Authorization

California Revenue and Taxation Code Sec-
tion 228.

Description

This program exempts from the property tax
vessels with a market value of $400 or less. The
program applies only to vessels used or held for
noncommercial purposes, and does not apply to
lifeboats. In addition, each property owner may
have only one such vessel exempted in any given

year.

Rationale

This program provides tax relief toowners of
low-value vessels. Its underlying rationale is to
simplify tax administration. The value of the
qualified boats is so low that the annual tax
revenues attributable to them would not offset
the cost of collecting the taxes.

Comments

‘California Revenue and Taxation Code Sec-
tion 155.20 allows counties to also provide, by
ordinance, a general exemption for low-valued
property (defined as property notvalued at more
than $2,000). In those counties having passed
such an ordinance, the general exemption for
low-valued property supersedes this program. ¢
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Interests in Real Property
that Represent Less than 5
Percent of the Property’s
Total Value |

Estimated Revenue Loss
(dollars in millions}

Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA
Authorization

California Revenue and Taxation Code Sec-
tion 65.1.

Description

This program exempts from reappraisals
transfers of ownership interests in any property
which represent less than 5 percent of the entire
property’s full market value. The qualifying trans-
fersmusthaveamarketvalue oflessthan$10,000.
When several interests are transferred in any
given assesstnent year, they are accumulated. If
the total transfer exceeds 5 percent or $10,000,
then all of the transferred interests are reap-
praised.

Property exempted from reappraisal under
this programi retains the value ascribed to it prior
to the transfer. To the extent that the market
value of the property has increased and would
otherwise be reflected in the reassessment of the
property, this program reduces the tax liability
on such property.

Rationale

This program provides property tax relief to
the owners of the qualifying property. Theunder-
lying rationale for the program is to simplify
administration of the property tax. The tax reve-
nues from reassessing incremental transfers of
property valued under $10,000 may not offset the
county costs for assessing, billing and collecting
the taxes due.

-

Page 230

Supplemental Roll

Assessments of $20 or Less
Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 ) NA
1990-91 NA
o 1991-92 NA
Authorization

Califomia Revenue and Taxation Code Sec-
tion 75.41 {(d).

Description
This program permits county auditors to
cancel supplemental property taxes due on a

property if the amount of these taxes is $20 or
less.

Rationale

This progréam provides tax relief to taxpayers
who transfer or construct low-valued property.
The rationale for the program is to simplify
administration of the supplemental property tax.
The revenues generated by collecting supple-
mental roll assessments of $20 or less may not
offset the costs of collection.

Comments

Several county assessors have pointed out
that most of the costs associated with supple-
mental property taxinvolve the assessment rather
than the collection of the tax. These assessors
claim that, once the assessmentis made, it is cost-
effective to collect the tax. To the extent that this
is the case, the above program rationale may not
be valid for certain properties. %
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Local Property Tax

Blood and Human Parts

Estimated Revenue Loss
{dollars in millions)
Fiscal Year Amount
1989-90 None
1990-91 None
1991-92 None
Authorization

California Revenue and Taxation Code Sec-
tion 33.

Description

This program exempts from the property tax
any human body part held in a bank for medical
purposes. It also exempts blood and blood prod-
ucts.

Rationale

This program exempts from property tax
blood and human body parts held in banks.
Patients or medical researchers who receive. the,
blood: or parts benefit to the extent that the tax
exemption is reflected in lower prices for these
itemns. Consequently, the program is justified on
humanitarian grounds.

Comments

This exemption predates the business inven-
tory exemption (California Revenue and Taxa-
tion Code Section 219) which, according to the
California Board of Equalization, would apply in
the absence of this exemption. Therefore, this
exemptiondoes not resultin any addlhonal reve-
nue loss. #

Restricted Historical
Property

Estimated Revenue Loss
. (dollars in millions) -
Fiscal Year " Amount
1989-90 Minor
. '1990-91 * Minor
1991-92 ., Minor
, 1
Authorization '

California State Constitution, Article XIfJ,
Section 8, and California Revenue and Taxation
Code Sections 439 through 439.4.

Description

This program prowdes a partlal exemption
for restricted historical property. Eligible prop-
erties must be included on an official list of
historical properties, and the property owner
must enter into a contract with the city or county
in which it is located that prohibits any alteration |
or use of the property that is not consistent with
its historic designation. These contracts run for
10 years and are automatxcally extended each
year so that 10 years always remains on the
contract, unless the property owner or the local
government ob]ects Inreturn for this restriction,
the property is assessed in a special manner that
generally reduces the amount of tax levied on it.
Specifically, the assessment is based only on the
income that the property can generate in its re-

‘stricted use, and the assessed value is derived

from this anticipated income stream using a special
“historical risk component” that further reduces

the computed amount of assessed value.

'
' !
| 3

Rationale

~ This program provides an incentive to pre-
serve and restore historical property in Califor-
nia by reducing the tax liability on such property.
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Local Property Tax

Comments

This program is similar to the partial exemp-
tion for open-space lands. Prior to the adoption
of Article XIIT A of the California Constitution
(Proposition 13), properties could be reassessed
annuaily based on their “highest and best” use
For examp!e, the assessed value of an hlstonc
house in an intensively developed downtown
area could be based on the development poten-
tial of the property for an office building. The
resulting property tax burden could have in-
creased the cost of maintaining the historic prop-
erty to the point that development of the prop-
erty, incompatible with its historical nature, be-
came an economic necessity. An original argu-
ment for this program was that it removed this
disincentive for historic preservation. Under
Proposition 13, however, reassessments occur

only when a change in ownership or new con-

struction takes place. In the absence of either of
these events, a property’sassessed valueremains
constant, except for an annual inflation adjust-
ment of up to 2 percent. Consequently, for exist-
ing property owners, an increase in the develop-
ment potential -of their property no longer in-
creases their taxes. Furthermore, Proposition 13
generally limits the property taxrate to 1 percent
of assessed value so that, in most cases, property
taxes have a small finahcial impact ‘and only
marginally affectdecisions tobuy or develop real
estate. For these reasons, a property tax reduc-
tion, such as this program provides, isunlikely to
change current or future decisions regarding the
development or preservation of historical prop-
erty, and the program now functions essentially
as a subsidy to owners of restricted historic prop-
erty.

The California Board of Equalization indi-
cates that it is aware of only seven properties in
the entire state that currently benefit from this
program, although it anticipates that participa-
tion will increase somewhat in the future. ¢

—
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Fire Safety Improvements

Estimated Revenue Loss
* (dollars in millions)
. Piscal.llfear ' Amount
1989-90 ' NA
1990-91 NA
1991-92, . NA ‘
| '! . ! ' .
Authorization

* California State Constitution, Article XIII A,
Section 2 (¢} (2), and California Revenue and

.Taxation Code Section 74.

Description

This program exempts from reappraisal as
new construction the construction or installation
in an existing building of fire sprinkler systems,
other fire extinguishing systems, fire detection
systems, or fire-related egress improvements.

- The exemption applies to systems completed on

or after November 7, 1984.

|

Rationale \

This program provides tax rehef to bulldmg
owners who add fire safety improvements to
their buildings. It does so by exempting such
systems from reappraisal as new construction,
thus reducing the cost to the property owner of
prov1d1ng for the fire equipment. Upon a change
in’ ownershlp, however the value of the fire

equipment would be reflected in the new as-

sessed value of the property to the extent that it
increases the property’s market value.

Comments .

Fire safety 1mpr0vemenis often are required
by local building codes when older buildings are
renovated. ¢

o
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Local Property Tax

Active Solar Energy Systems

Sunset Date: January1,1991

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 $9
1990-91 10
1991-92 11
Authorization

.Califomia State Constit_ution, Article XIII A,
Section 2 (¢} (1), and California Revenue and
Taxation Code Section 73.

Description

This program exempts from assessment as
new construction certain active solar energy
systems. To qualify, a system must produce heat,
electricity, or mechanical energy, and its collec-
tion and storage devices must be thermally iso-
lated from the space/ where the energy is used.
Wind energy systems do not qualify. The exemp-
tion applies to systems constructed or added
after March 1, 1981. The law also specifies that
the exemption does not apply to that portion of
the construction or addition associated with so-
lar swimming pool heaters which is in excess of
the cost of a comparable conventional fossil fuel
heating system. Because they are not assessed
when they are built, qualifying solar energy sys-
tems rerain exernpt from property taxation until
a change of ownership occurs and triggers an
assessment.

Rationale

This program providesa tax incentive for the
expanded use of solar energy technology. It ac-
complishes this by reducing the relative cost of
such installations compared to conventional

systems. This reduction in the relative cost of
active solar energy systems may, in combination

- with the net energy cost savings provided by

such systems, result in lower total installation,
operating, and maintenance costs over the sys-
tem’s life than the total costs for comparable
conventional systems. The program’s underly-
ing rationale is the view that promoting solar
energy technologies is socially, environmentally,
and economically desirable and, therefore, wor-
thy of public financial support.
) 7 .

Comments

Roughly 90 percent of the revenueloss under
this program is due to the exemption of major
solar electric generating facilities constructed by
LUZ International Ltd. in San Bernardino County.

Although the program sunset on January 1,
1991, existing facilities that qualify for the pro-

- gram will continue to be untaxed until a change

of ownership triggers an assessment. %
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Local Property Tax

Returnable Containers for

Soft Drink Beverages
Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 NA
1990-91 NA
1991-92 NA |
Authorization

California Revenue and Taxation Code
Section 996.

Description

This program exempts from the property tax
returnable beverage containers held on the prop-
erty tax lien date by persons who are under a
legally enforceable duty to return the containers
for reuse. The program also exempts from taxa-
tion the containers that are not in the physical
possession of the bottler on the lien date.

Rationale

This program provides tax relief to retailers
who collect containers for return to a bottling
company. In addition, it provides tax relief to
bottling companies by exempting them from taxes
on beverage containers held by retailers and
consumers on the lien date. The program does
not apply to bottles physically in possession of
bottling companies on the lien date.

Proponents of this program defend its provi-

sions on equity grounds. They argue that retail-
ers should not be responsible for taxes on con-

"tainers to which they do not hold title. They

likewise argue that the bottling company should
not bear the tax liability for bottles not in their
possession, because many of these bottles will be
broken or otherwise not returned to their bottling
facilities.

Prior to 1973, county assessors generally -

assessed bottling companies for all of the con-
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tainers they owned, including those held by re-
tailers and consumers. Industry members com-
plained, however, that certain assessors assessed
both the bottling company and the retailers for
the same containers. In 1973, the courts decided
that bottlers were not liable for bottles outside
their control on the lien date. This program codi-
fies the relief granted to bottlers by the courts,
and extends the relief to the retailers handling the
bottles. '

’ |
Comments

Nonbusiness consumers of soft drinks gén- X

erally are exempt from taxation of beverage

containers under the constitutional exemption -

for household furnishings and personal effects.

Nonreturnable containers are business in-
ventory and are exempt from property taxation
under California Revenue and Taxation Code
Section 219. ¢

C



Local Praperty Tax

Computer Programs.
Estimated Revenue Loss
{(dolars in millions)
Fiscal Year | Amount
. 1989-50 ' NA
1990-91 . NA
1991-92 C NA
Authorization |

California Revenue and TaXahon Code Sec-
tion 995,

Descnptlon
This program exempts fmm the property tax

all computer programs, except basic operational .

(including control) programs. The storage media
for the programs are, however, taxable. Such
storage media are defined under this program to
include punch cards, tapes, discs, or drums,

Rationale

This program provides tax relief to the own-
ers of computer programs: The underlying ra-

tionale for the program is to stimulate techno-

logical innovation in California by promoting the

. developrnent and use of computers. The pro-

gram’s proponents also argue that the taxation of
computer programs would be detrimental to the
computer science industry because it would dis-
courage the use of computer programs by other
California industries. In addition, proponents
argue that the valuation of custom software is a
highly subjective and potentially arbitrary proc-
ess.

Comments
Custom computer programs also are exempt

from the sales and use tax under California Reve-
nue and Taxation Code Section 6010.9.

While valuing custom software may be diffi-
cult, standard software has well-established prices.
Software purchases often comprise a significant
portion of the total cost of a mainframe or per-

~ sonal computer installation, so that this exemp-

tion probably results in a revenue loss of tens of
millions of dollarsannually. The rationale for this
program is questionable in light of the fact that
computer sales and use have grown rapidly in
California even though computer hardware is
subject to property taxation. %
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Local Property Tax

Racehorses
Estimated Revenue Loss
. (dollars in millions)
Fiscal Year ' Amount
1989-90 $2-5
1990-91 2.5
1991-92 2-5
y T
Authorization

California Reveniie and Taxation Code: Sec- '

tions 5721 and 5741.
Descnptlon

This program exempts qualifying racehorses,
which are personal property, from the property
tax. Instead, these racehorses are sub}ect to the

in-lieu tax on racehorses, which in most cases .

results in a smaller tax liability than would be
imposed by the ad valorem property tax. Thein-
- lieu tax varies (from a minimum of $12 for a
nonproducing brood mare to a maximum of
$1,000 for a stallion with a stud fee of $11,000 or

more), depending on the horse’s activities and -

earnings from those activities. In order to qualify
for this program, a horse must be eligible, or
produce foals which will be eligible, to partici-

- pate in racing meets with parimutuel betting in

California. Furthermore, if the horseis over three

years old (four 'years old for Arabians), it must
_ have either raced or been used for breeding
" racehorses within the previous two years. Foals
born to a racehorse mare in any given year are
exempt fromboth the property taxand the m—heu
tax on racehorses in that year-

Rationale N

This program provides tax relief to owners of
qualifying horses. It has two rationales. First, itis
argued that the program improves tax equity
because the in-lieu tax is based on objective fac-
tors, such as race winnings, rather than apprais-
als of value, which may vary among counties for
comparable horses. Second, the program’s pro-
ponents claim that, in its absence, there would be
an incentive for owners and breeders to move
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their horses to other major racing states because
of the favorable tax treatment provided for race-
horses in those states. Thus, these proponents
argue that, by helping to maintain the California

‘ horseracing industry, the program increases
“economic, activity in the state, including wager-

ing, which in turn increases state and local tax
revenues, including taxes on parimutuel wager-

ing.

Comments . o :
We published a detailed review of this pro-

. gram in our Report on the 1988-89 Tax Expenditure

Budget — Quverview and Selected Reviews (Decem-
ber 1988, pp.55-62, Publication 88-20). That re-
view estimated that the annual net revenue loss
from this program (that is, the revenue loss from
the property tax exernptmnI minus the revenue
. gain from the in-lieu tax) is in the millions of
dollars. Our review also recommended tighten-
ing ehgiblhl-y requirements for the program and

' reevaluating the in-lieu tax schedule to deter-
‘mine if upward revisions are warranted. %
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Local Property Tax

Motion Pictures
Estimated Revenue Loss
(dollars in mil]iqns)
Fiscal Year Amount
1989-90 ' NA
1990-91 NA
1991-92 NA
|
Authorization ‘
California Revenue and Taxation Code Sec-
tion 988. )
Description

This program provides that the value of motion
pictures for property tax purposes is the full
value of the tangible materials upon which the
motion picture is recorded. As such, this pro-
gramexemptsintangible rights, such as the copy-
right, or right to reproduce, copy, and exhibit the
motion picture, as well as the value added to the
motion picture in the production process.

Rationale

This program provides an incentive for the
motion picture industry tolocate in California by
reducing the operating costs associated with doing
business in the state. According to program pro-
ponents, in recent years, motion picture compa-
nies have migrated in increasing numbers to
other states, most notably New York. This pro-
gramisrationalized on the grounds thatahealthy
motion picture industry is vital to the economic
health of California.

Comments

Intangible property, such as a copyright, never
is taxable in itself because the property tax is
levied only on real property or tangible personal
property. However, the courts have ruled that, in
valuing tangible property, assessors may take
into consideration earnings from intangible rights

that are associated with that property (Michael
Todd Co. v. Los Angeles County, 57 Cal. 2nd 684,
and ITT World Communications v. Sania Clara
County, 101 Cal. App. 3d 246). %
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Local Property Tax

Replacement Housing
Purchased by Senior
Citizens

Sunset Date: Authority for intercounty transfers
of assessed value sunsets January 1, 1999

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1689-90 NA
1990-91 NA
199192 . NA
Authorization

California State Constitution, Article XIII A,
Section 2 (a), and California Revenue and Taxa-
tion Code Section 69.5. )

Description

This program allows persons 55 years of age
or older who sell their principal residence and
buy or build another residence of equal or lesser
value within two years, to transfer the old resi-
dence’s assessed value to the new residence,
provided that the replacement residence is within
the same county as the original residence, In
addition, this program allows the transfer of
assessed valuation to.a replacement dwelling
located in a different county, provided that the
county in which the replacement dwelling is
located has adopted an ordinance allowing inter-
county transfers of assessed value for elderly
homeowners. A homeowner may benefit from
this program only once. E

Rationale

This program provides tax relief to taxpay-
ers 55 years of age or older who sell their princi-
paldweiling and then buy or build a replacement
home. It does so by preventing the reassessment
of the replacement home at its current market
value. This results in a property taxsavings to the
extent that the market value of the replacement
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home is greater than the assessed value of the
original home. This program has been rational-
ized on the grounds that it removes a disincen-
tive for senior citizens who no longer need fam-
ily-sized dwellings or dwellings located near
schools or places of employment tomove tomore
suitable homes, thereby increasing the availabil-
ity of suitable housing for younger families.

Comments

This program was originally established when
votersapproved Proposition 60 at the November
1986 statewide general election, but applied only
to moves within a county. The approval of Propo-
sition 90 at the November 1988 statewide general
election authorized the Legislature toexpand the
program to allow counties to make this program
available to seniors moving in from another county.
The implementing legislation, Ch 1487/90 (AB
2035, Quackenbush), allowing for the program to

apply to intercounty moves will sunset on Janu-

ary 1, 1999.

According to the County Supervisors Asso-
ciation of California, as of September 1990, 12
counties had adopted ordinances to participate
in the intercounty transfer portion of this pro-
gram. |
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Local Property Tax

Fixtures Excluded From the
Supplemental Roll

'Estimated Revenue Loss
{dollars in millions)

FEiscal Year - Amount
1989-90 $16
1990-91 17
i 199192 18
¥ l ‘
Authorization ‘ t

California Revenue and Taxation Code Sec-
tion 75.5.

Description,

This program exempts qualifying ﬁxtures
from supplemental property tax assessment. In
order to qualify, the fixtures must be valued as a
separate appraisal unit from the structure on the
property. Fixtures are real property that origi-
nally had the character of personal property,

such as equipment, but have been affixed toand

mcorporated into real (primarily business) proper-
ty. :

Increases in the assessed value of pmperty
due to a change of ownership or new constric-
tion are placed on the supplemental taxroll in the
year in which the change of ownership occursor
the new construction is completed. Prior to the
exemption, the assessed value of qualifying fix-
tures was also placed on the supplemental tax
roll for the year in which it was installed. The
property owner then received a supplemental
tax bill for the tax on the additional assessed
value prorated to reflect the remaining portion of
the tax year. For the subsequenttax year, the sup-
plemental assessment was added to the assessed
value of the property on the regular tax roll, and
a tax on this entire assessed value appeared on
the regular annual property tax bill.

Under this program, qualifying new fixtures
added to a property are exempt from supple-
mental assessment, so that they are not taxed
until the fiscal year following the one in which
they are installed. Fixtures that qualify for this

program include manufacturing machinery or
store fixtures, which are appraised separately
from any building. The program doesnotinclude
fixtures such as elevators or air conditioners
which are appraised as part of a building.

Rationale

This program provides tax relief to busi-
nesses that add qualifying fixtures. It does soby
eliminating any property tax on these fixtures

- during the remainder of the tax year in which

they are installed. The program’s rationale re-
lates to considerations of admiriistrative efficiency
and cost-effectiveness. Counties argue that com-
plllng information on fixture changes and deter-
mining the proper supplemental tax amounts on
fixture additions and removals made through-
out the year is administratively burdensome,

"and that the additional revenue does not justify

the expense of assessing and collecting these.
taxes. '

Comments

This program was added by Ch 261/87 (AB .
297, Klehs). Previously, since 1984, for fixtures
appraised separately from buildings, businesses
wererequired to include in theirannual property -
report to the county assessor the date on which
each new fixture was added and the date on
which any existing fixture was removed. The
counties then were required to compute a sup-
plemental tax bill based on the cost of fixtures
added and removed, the date of each addition or
removal, and the applicable tax rate. 4
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Local Property Tax

San Diego Supercomputer
Center |

Estimated Revenue Loss
(dollars in millions)
Fiscal Year Amount
1989-90 . $01
1990-91 : 0.1
1991-92 cy 01
Authonzatmn .

California Revenue and Taxatlon Code Sec-
tion 226

Descnptwn

* This program exempts from taxation all of
the computer equipment of the San Diego Super-
computer Center, located on the campus of the
University of California, San Diego. Although
the computer center is owned by the university
and is exempt from direct taxation under the
general exemption for university property, it is
leased to a private operator. This lease creates a

. possessory interestin the computer center, which

would be taxable in the absence of this program.

| Ratlonale

The program reduces the operatmg costs of
the San Diego Supercomputer Center by elimi-
nating annual property tax payments. The ratio

. nale for the program is that most of the
funding for operating the center comes from the
federal government and the university, and the
center serves public policy objectives established
by the National Science Foundation. Consequent-
ly, it is argued that the center serves a worthy
public purpose, and exempting it from taxation
reduces the level of federal and university funds
that must be raised each year to support its
operating costs.

Comment

This program was established by Chapter
1559, Statutes of 1988 (SB 2584, Ellis). %
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Appendix

Listing of Previous Tax Expenditure Program '
Recommendations Made by the Legislative Analyst

An Analys:s of California's Tax Credit for Solar-Powered Irrigation Pumpmg

Systems (Report 85-15).

Recommendation: Do notremstate tax credit., . ’ -

Sales Tax Exemptlon for Operators of Waterborne Vessels (letter to
Senator Walter W, Stiern, April 19, 1985).

Recommendation: Alfow exemption to expire.

Personal Income/Bank and Corporation Tax Credits for Agricultural
Irrigation Tax Credits (letter to Senator Walter W. Stiern, April 7, 1986).

Recommendation: Utilize resources now devoted to tax credit for other
programs more likely to be effective in promoting water conservation.

“Personal Income Tax Credit for State Child Care Services” (The 1989-90
Budget: Perspectives and Issues).

Recommendation: Consider options to improve targeting of credit,
including (1) phase-out of credit above specified income le vels, (2) making
. credit refundable, and (3) repeal of the credit.

‘Review of the Bank and Corporation Tax Exemption for International
Banking Facilities (white paper issued in response to Ch 1333/88
(SB 2289, Garamendi).

Recommendation: Make exemption permanent.

California’s Low-Income Housing Tax Credit (policy brief in response to
Ch 1347/89 (SB 726, L. Greene).

Recommendation: Reorient program to improve effectiveness.

Continued next page
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Appendix

Appendix—contd

Listing of Previous Tax Expenditure Program ‘
Recommendations Made by the Legislative Analyst

« Eliminate sales tax exemption for organic materials and waste by-
product§ used as fuel (pages 22-28). | |

« Discontinue bank and corporation tax deductions and credits for
contributions of computers, software and scientific equipment
(pages 29-36).

» Do not re-enact personal income tax deduction for charitable
contributions made by nonitemizing taxpayers (pages 37-43).

 Eliminate personal income tax deduction for nonmortgage interest
(pages 44-49),

. » Consider options to limit personal income tax deductions for mortgage
interest, including (1) limiting total amount of deductions, (2) eliminating
" deductions for second homes, and (3) converting the deduction to a tax
credit (pages 26-38).

» Do not re-enact 18-year depreciation period for residential rental
property provided for corporate taxpayers (pages 39-48). '

+ Eliminate sales and use tax exemption for packing ice and dry ice used
to pack and ship food for human consumption (pages 49-54).

. Regarding the in-lieu tax on racehorses, (1) "‘tighten up” eligibility
requirements and (2) review the tax rate schedule itself (pages 55-62).
» Eliminate the partial property tax exemption for land under a wildlife

habitat contract, and rely fully on an existing direct-expenditure program
for preserving wetlands habitat in California (pages 63-70).

» Modify sales and use tax exemption for coins and gold or silver bullion
{pages 71-76).

+ Terminate special valuation provisions under the property tax for open-
space lands (Williamson Act) (pages 1181-1183).

s
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Major Subject Index

‘Major Subject Index

Partial Index of Tax Expenditures
by Selected Major Subject Areas*

L
|

IL

Agriculture, Timber and Open Space
Accelerated reciation Deduction for Reforestatio:
Expenditures (B&C) 1
Expensing of Agricultural Costs (PIT and B&C) ....... 63
Tax Cred;t for Agricultural Product Donations
(PIT and Bé&:C) 85
Tax Credit for Capital Gains from Sale or
Exchange of Residential Rental
or Farm Property {PIT) 90 -
icultural, Timber, Municipal, and Industrial

aste By-Products (Sales Ta 98
Animal Life (Sales Tax) 100
Animal Feed (Sales Tax) 101
Seeds and Annual Plants (Sales Tax) oo 101
Qualified Fertilizer (Sales Tax) .. . 102
Packing Ice and Dry Ice (Sales Tax) SRS {12
Occasional Sales of Other Products by Hay
Producers (Sales Tax) 143
Tax Exemption for Construction and Agricultural.
Machinery (Use Fuel Tax) 177
Real Property Under an Open-S ace Contract
(Williamson Act) (Property Tax). . 210
Growing Crops (Property Tax) .. SU——A § |
Fruit Trees, Nut Trees, and Grapevma
(Property Tax) 212
Seed Potatoes (Property Tax) 213
Timberlands (Property Tax) 213
Air Transportation
Fuel Sold to Air Common Carriers for
International Flights (Sales Tax) .. sessmmmassnerens 131
Hot Food Products Served to Alr]me Passengers
(Sales Tax) 132
Aircraft for Commen Carriers or for Use by
Foreign Governments or Nonresidents
(Sales Tax) 138
Partial Local Tax Exemption for Fuel Used by
Airborne Common Carriers (Sales Tax) ..o 140
Motor Vehide Fuel Used in Airplanes
(Motor Vehicle Fuel License Tax) ..rsmmomrmessmvanons 171
Aircraft Jet Fuel Used by Common Carriers and
the Military (Aircraft Jet Fuel Tax) ..ocecomiesnssinnas 172
Personal I’r:(rerly Used by an Organization
Incorporated by the U.S. Congress (Civil Air Patrol)
(Property Tax) 189

Aircraft Owned by a Government Agency

(Property Tax) 191

Air Carrier Ground Time (Property Tax) . 208

Aircraft Being Repaired (Property Tax) ..o 208
. Alternative Energy and Mass Tmnsportation

Tax Exemption for Employee Ridesharin,

Benefts (ETT) wevrromrorvs d 36

Accelerated Depreciation Deduction for Cogener-

ation and Alternative Energy Equipment .

(PIT and B&C) 59

oyer Ridesharing Program
Costs (PI‘F and B&.‘] 64

Tax Credit for Solar Energy Systems (PIT and B&C) 77
Tax Credit for Low-Emission Fuel Conversion Costs

(PIT and B&C) 78
Tax Credit for Ridesharing Expenses

(PIT and B&C) 81
Organic Products Grown Expresst for Fuel

Pu%ose (Sales Tax) Bpressly 98
Agricultural, Timnber, Municipal, and Industrial

Waste By-Products (Sales Tax 98
Use of Refinet’s Gas (Sales TaX) .cresrmecssesassrssene 99

Partial Exemption for Low-Emission Motor
Vehicles (Sales Tax)

Natural Gasoline (Motor Vehicle Fuel Tax) ...

Motor Fuel Used in Public Transit Veludes
(Motor Vehicle Fuel Tax)

Liquified Petroleum Gas (Use Fuel Tax)
Ethanol or Methanol (Use Fuel Tax) .....cuveecvnensnerrans
Natural Gas (Use Fuel Tax)
Weight-Based Flat Tax Rate for LPG and NG Fuels

(Use Fuel Tax} 176
Operators of Local Transit Services and School

Buses (Use Fuel Tax) 179
Real Property Owned by a Transit Development
Board (]"Ee : perty Tax) Y P 190
Active Solar Energy Systems (Property Tax) . 233
Child Care

Tax Exemption for Foster Care Payments (PIT) ........ 36

Tax Exemption for Employee Child and Dependent
Care Benefits (PIT)

* This index provides a partial listing of tax expenditure programs by selected major subject areas. It is intended o assist readers who are interested in finding a
particular tax expenditure program or who are interested in tax expenditure programs associzted with particular subject areas which may involve more than
one type of tax. It is not, however, a comprehensive listing of all subject areas or tax expenditure programs within them.,
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Major Subject Index
Accelerated eciation Deduction for Child Employee Pension and Profit Sharhig Flans
Care Facilities ) 57 (Insurance Tax) 182
Tax Credit for Child and Dependent Care Real Property Transferred to an Employee Benefit
Expenses (PIT} 73 Plan (Property Tax) 215
Tax Credit for Employer Child Care Expenses
(PIT and B&C) 84 VIIL. Enterprise Zones

Tax Exemption for Income from Investments in
V. Disabied or Blind Individuals Economically Depressed Areas (PIT and B&C) ..... 35

Blind Exemption Tax Credit (PIT) ..omimscsssmssiorssssersnsans 72
Vehicles for Physically Handicapped Persons

(Sales Tax) 118
Homes and Im ements for '
Severely Disabled Persons (Property Tax1 S 227

VL. Eiderly Individuals

Capital Gains Exclusion on the Sale of a Residence for

Taxpayers over Age 55 (PIT) 17
* Tax Exemption for Sodal Security Benefits (PIT) ........ 26
Senior Exemption Tax Credit (PIT) ...covmiinn, 72
Tax Credit for the Low Income Elderly (PIT) ....cccoeneree. 74
Tax Credit for Senior Head of Household (PIT) ......... 93
Meals Provided to Qualified Low-Income
Senior Citizens (Sales Tax) 133
Meals Prepared in Common Kitchen Facilities for
Qualified ior Citizens (Sales Tax) ..cmsemssemrirseeses 134
Replacement Housing Purchased by Senior
Citizens (Property Tax) 238
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