














































































































Part Two: Detailed Reviews

including the 90 percent share that these respon-
dents said was not due to the state tax benefits--
the program appears to have provided large
windfall benefits to companies that would have
donated their products anyway.

This latter survey finding, if representative,
implies that the program is not a very cost-
effective way to put computer equipment into
California schools. To illustrate, suppose that a
company donates $10,000 worth of computers to
an elementary school, of which 10 percent
($1,000) represents the portion that is directly
attributable to the 25 percent tax credit. The
company, however, is able to claim total tax
credits of $2,500, based on the entire amount of
its donation. Thus, in order to provide the school
with $1,000 in additional computers, the state
ends up paying $2,500. Clearly, it would be
more cost-effective in this case for the state to
provide a $1,000 grant to the school rather than to
allow the 25 percent tax credit. Or, alternatively,
the state could provide a $2,500 grant and the
school could end up with two-and-a-half times the
equipment that it could have under the tax
expenditure program.

Findings Regarding Program
Administration

Tax expenditure programs often are chosen
over direct expenditure mechanisms because of
the administrative advantages they can offer.
For example, tax expenditure programs often re-
sult inless "red tape," because their recipients are
self-selected, and are responsible (rather than the
government) for determining their own eligibility,
calculating the appropriate tax benefit, and
"distributing" the funds. The government plays a
role only to the extent that the recipient is selected
for a tax audit. However, while these character-
istics of a tax expenditure program may make it
easy for the government to administer it, they also
weaken legislative oversight of the program.

To help the state monitor this program, the
Legislature enacted a reporting requirement. This
requirement specifies that companies claiming the
credit or deduction must provide -certain
information about the donated equipment and the

recipient institution. The information must be
reported on a separate tax form (FTB Form
3519), both to the FTB and the state educational
agency which has jurisdiction over the recipient
institution, such as the California Department of
Education in the case of donations to schools.
This reporting requirement applies to
contributions made from 1985 through 1987.

Our analysis indicates, though, that the statu-
tory reporting requirement has not significantly
improved the state's ability to monitor the
program. Only two of the seven credit claims for
1985 processed by FTB were accompanied by the
appropriate form, although two others did
include other documentation, The California
Department of Education also has no record of
receiving copies of these forms, as required by
the law. In fact, only one form (for the
deduction) has been received by a state
educational agency.

Oversight of the program also is weakened
because the information collected directly from tax
returns is not verified or adjusted on a current
basis to account for the number and amount of
invalid credit or deduction claims. The FTB
generally allows a credit or deduction when it
processes a taxpayer's retumn, even if the proper
documentation is not provided. Thus, a claim
cannot be validated unless the return is audited.
However, even if a tax return is audited, this
usually is not done for several years after it is
filed. This makes it difficult to monitor--on a
timely basis--whether the program's objectives are
being accomplished.  Clearly, despite the
reporting requirement, the difficulty of collecting
reliable information on an ongoing basis continues
tolimitlegislative oversight of this tax expenditure
program.

Conclusions

The evidence we have suggests that this
program's effectiveness is somewhat limited,
and that it does not have positive cost-benefit
characteristics. Given this, we believe that a
direct expenditure program would be a more cost-
effective approach for helping educational insti-
tutions acquire computers and scientific equip-
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ment. This is because a direct expenditure
program will avoid the problem of providing
windfall benefits to companies for donations
which they would have made anyway.

~In fact, the state already has various ongoing

direct-expenditure programs of this type. Among
these, the most significant is the Education
Technology Program, which was established by
Ch 1133/83 (AB 803). Under this program, the
state provides direct funding to support the use of
new technologies in the classroom. Over the past
three years, a total of $66 million has been
appropriated for this program, with about 90
percent of this amount used to support computer
technology. Most of the funds are used to award
matching grants on a competitive basis to schools
for computer hardware, software, and teacher
training. Approximately 2,600 elementary schools
and 1,500 secondary schools have received grants
under this program. '

The state also has allocated a significant amount
of funds to public higher education institutions for
computers and scientific equipment. These
institutions also plan to use funds from the State
Lottery to purchase equipment. For example, in
1985-86 the California State University expended

over $10.8 million in lottery proceeds for
instructional equipment, including computers and
related hardware.

Given the lack of conclusive evidence that the
program is a very significant determinant of
donations, we would not expect a dramatic drop
off in donations to occur if the program were
terminated. (Some drop off might occur as a
result of the new reduced federal tax rates that are
effective beginning in 1987; however, this effect
would occur independently of this program's
termination.) After all, corporations still would
be able to deduct their donations as regular
charitable contributions on both their state and
federal tax returns, using normal rules. Further-
more, the absence of special state tax incentives is
not likely to affect a corporation's basic philan-
thropic philosophy and its interest in advertising
its products through increased market exposure.
These factors, rather than state tax incentives,
appear to be the most important reasons why
some corporations make equipment donations to
schools and colleges, while others do not. On
this basis, we recommend that the B&C tax
expenditure program for contributions of
computers, software, and scientific equip-
ment be discontinued. M
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Review of the Personal Income Tax Deduction for Charitable
Donations Made by Nonitemizing Taxpayers

- This tax expenditure program allows taxpayers
who claim the standard deduction on their per-
sonal income tax retums to also claim a special
itemized deduction for their charitable contri-
butions. In the program's absence, nonitemizing
taxpayers claiming the standard deduction would
receive no tax benefits as a result of their chari-
table donations.

Statutory Authorization and
Legislative History

This program was incorporated into California
law by Chapter 488, Statutes of 1983. This
measure partially conformed state Personal In-
come Tax Law to a similar provision in the federal
Internal Revenue Service Code (IRC), which
Congress enacted as part of the Economic
Recovery Tax Act of 1981 (ERTA). Specifically,
Ch 488/83 adopted by reference, in Section
17131 of the California Revenue and Taxation
Code, a federal program established by ERTA for
the deduction of charitable contributions made by
nonitemizing taxpayers [IRC Section 170@)].
The federal program was phased-in over a five-
year period beginning with the 1982 income year,
and was scheduled to expire after the 1986
income year unless otherwise extended. Chapter
488, Statutes of 1983 also made continuation of
California's program beyond 1986 dependent on
continuation of the federal program beyond 1986.
Because the Federal Tax Reform Act of 1986
failed to extend the federal program, California's
program expired under current law as of January
1, 1987. Thus, at present, there exists neither a
federal nor a state special itemized deduction for
charitable contributions made by nonitemizing
taxpayers.

Given the above, the key issue currently facing
the Legislature regarding this program is whether
or not to reinstate it for income years beyond
1986.

Description of Provisions

This program allowed taxpayers claiming a
standard deduction in lieu of itemizing their
deductions to also claim a special income tax
deduction for their charitable contributions, as
follows:

« For 1984, 25 percent of qualified charitable
contributions up to $300 (that is, a maximum
deduction of $75).

+» For 1985, 50 percent of qualified contributions.

» For 1986, 100 percent of qualified contri-
butions.

These provisions conform to federal law. The
state program also provided that the total special
deduction claimed in any of these years may not
exceed 20 percent of California adjusted gross
income (AGI). Although the state program was
not in effect prior to 1984, a special nonitemizers'
deduction was allowed for federal income tax
purposes in both 1982 and 1983. This federal
deduction was equal to 25 percent of qualified
contributions up to $100 (that is, a maximum
deduction of $25).

Example

A joint-return taxpayer with two dependent
children and $20,000 of AGI, donates $200 to
various charitable organizations in 1986. How-
ever, this taxpayer claims the standard deduction
instead of itemizing deductions, because the 1986
value of the standard deduction ($3,420) happens
to exceed his total itemizable deductions. Without
this program, this taxpayer's state taxes amount to
$192, and he receives no tax benefits from
making his charitable contributions. Under this
program, however, he may claim an additional
$200 special deduction, which reduces his tax
liability by $6. Thus, the program reduces the
taxpayer's net cost of making the $200 of
charitable contributions, from $200 to $194.
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Because this taxpayer is in the 3 percent state
marginal income tax bracket, this program saves
the taxpayer 3 cents for each $1 of charitable
contributions he makes.

Rationale for the Program

The primary rationale for this program is to
provide a tax incentive to encourage taxpayers
who claim the standard deduction to make, or
increase their level of, charitable donations.
Underlying this rationale are the beliefs that such
charitable donations provide funding for socially
beneficial programs that are deserving of indirect
public financial support, and that the level of
charitable contributions increases when the after-
tax cost of making them is reduced.

The federal program also has a similar rationale.
According to Congressional hearing transcripts,
the federal charitable deduction for nontemizers
originally was proposed in 1979 as a means of
counteracting presumed declines in charitable
giving caused by a post-1970 fall in the
proportion of taxpayers who were itemizing their
deductions. For example, the portion of joint-
return federal taxpayers itemizing their deductions
fell from nearly 48 percent in 1970 to under 29
percent by 1978. This decline primarily occurred
because the standard deduction was increased on
a number of occasions over this period, from
$1,000 in 1970 to $2,000 in 1972, $2,800 in
1976 and $3,400 in 1978. Proponents of the
special federal charitable deduction for nonitem-
izers believed that, as taxpayers found it profitable
to claim the increasingly large federal standard
deduction, they in turn reduced their charitable
contributions because the after-tax cost of making
them went up.

Some proponents of this program also believe
that it is appropriate simply to provide tax relief to
taxpayers who make charitable donations on their
ownvolition. The amount of charitable donations
made by many of these types of taxpayers may
not be affected at all by the program; however,
this rationale reflects the belief that these taxpayers
should nevertheless get a measure of tax relief in
recognition of the socially beneficial causes that
they voluntarily support.

Evaluation of the Program

This section discusses the cost of this tax
expenditure program in terms of foregone state
tax revenues, presents data on the characteristics
of the program's participants, and evaluates
whether the program is achieving its intended
objectives in a cost-effective manner. In preparing
this analysis we have relied upon tax return
information provided by the California Franchise
Tax Board (FTB). In addition, we have reviewed
the findings of the U.S. Department of the
Treasury and various economic research studies
regarding the effects of the federal charitable
deduction for nonitemizers.

Findings Regarding Revenue Losses
from the Program

The most reliable data on the revenue costs of
this program come from the FTB's data base of
personal income tax returns. The most recent
year for which these data were available (as of
December 1986) was the 1984 income year. As
discussed above, this was the first year in which
California offered a special charitable deduction
for nonitemizers, with the allowable deduction
equaling 25 percent of donations up to $300 (that
is, a maximum deduction of $75).

According to the FTB's data, this program was
used by 2.3 million nonitemizing taxpayers in
1984. Table 1 shows that these claimants, which
represented about one-half of total nonitemizers
and 65 percent of nonitemizers with positive tax
liabilities, reported a total of $120.6 million in tax-
deductible charitable donations under this pro-
gram. Data on the income characteristics and mar-
ginal tax brackets of these claimants indicates that
these donations reduced their 1986 state tax
imately $6 million. For 1985 and 1986, we
estimate that the revenue costs of the program total
$13 million and $29 million, respectively. These
estimates take into account assumptions regarding
both the underlying growth in itemized deductions
over time, and the phasing-in over time of the
maximum-allowable deductible amount underthis
program (from 25 percent in 1984 to 50 percent in
1985 and 100 percent in 1986).
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Table 1

Estimated Deductions and State Revenue Losses
from the Special Charitable Deduction for Nonitemizers
(dollars in millions)

Income Year

Charitable Deductions Claimed

Estimated State
Revenue Loss

1984 $120.6 $6.0
1985 265.0 13.0
1986 585.0 29.0

Findings Regarding Program Usage and
Characteristics of Claimants

Table 2 presents data on the program's usage,
including the income characteristics of its
claimants. Included inthe table are data regarding
the frequency of program use, the dollar amount
of deductions claimed under the program, and the
savings to taxpayers from claiming these deduc-
tions. The data shown are based on tax returns
filed for 1984, the most recent income year for
which such information currently is available. As
discussed ecarlier, the special deduction was
limited in that year to the lesser of 25 percent of
contributions, or $75. Table 2 indicates the
following:

Frequency of Program Usage. About one-
half of all taxpayers are nonitemizers, and
therefore are eligible for the program. Of these
eligible taxpayers, about 65 percent (or one-third
of all taxpayers) claim the special deduction that
this program offers. Table 2 shows that the
portion of nonitemizing taxpayers who claim the
deduction does not vary much by income level;
however, because nonitemizers account for a
larger share of taxpayers in lower-income ranges
than in higher-income ranges, the majority of
taxpayersclaimingthe special deductionhavelow-
to-middle income levels. For example, Table 2
shows that nearly two-thirds of claimants have in-
comes under $20,000, while less that 15 percent
of claimants have incomes above $30,000.

Amount of Deductions Claimed. The
average deduction claimed averaged $36 in 1984,

and ranged from a low of $23 for low-income
taxpayers to about $57 for high-income
taxpayers. About 55 percent of total
nonitemizers' deductions were claimed by
taxpayers with incomes below $20,000, while
less than 20 percent of deductions were claimed
by taxpayers with incomes over $30,000.
(Higher-income taxpayers accounted for a larger
share of deductions than of numbers of claimants,
because their average deductions were higher than
those of lower-income taxpayers.)

Savings to Taxpayers. The right-hand
columns of Table 2 provide estimates of the
average amount of taxpayers' state tax savings in
1984 from the special deduction, based on the
claimants' reported charitable contributions, their
average income levels, and the state's marginal
tax rate structure. It indicates that the average tax

‘savings in 1984 amounted to $3.24 for single-

return taxpayers and $1.44 for joint-return tax-
payers, and ranged up to $6.27 for high-income
taxpayers. In the under-$20,000 income range
where most claimants are found, however, the
savings averaged only $1.40 for single taxpayers
and $0.70 for joint-retumn taxpayers.

Comparative Data for Itemizers. Table 3
compares the charitable contributions reported by
nonitemizers under this program to those reported
by regular itemizers. This comparison provides
perspective on the basic donating behavior of
nonitemizers that qualify for this program. In
making this comparison, we quadrupled the
special deduction amounts shown in Table 2 for
nonitemizers, so as to adjust for the fact that the
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Adjusted Gross
Income Level

Under $10,000
$10,000 to $20,000
$20,000 to $30,000
$30,000 to $50,000
$50,000 to $75,000
$75,000 to $100,000
Over $100,000
Totals

Table 2

Summary Data on Special Charitable Deductions
Claimed by Nonitemizing Taxpayers

(1984 income year)?

Percent of
Percent of Nonitemizing
Taxpayers Taxpayers Average

Who Are Non- Claiming the Deduction
itemizers Special Deduction Claimed

93.1% 64.2% $23
78.1 64.2 35
50.2 66.6 40
23.1 68.0 49
8.6 74.8 54
56 63.0 57
4.1 67.1 33
49.6% 65.0% $36

Percentage
Distribution by

Income Level of; to Claimants from Deduction

Average State Tax Savings

Deductions Single-Return Joint-Return

Claimants Claimed

20.1% 13.1%
432 41.7
226 254
119 16.3
1.8 28
0.2 04
02 03

100.0% 100.0%

Taxpayers

$0.46
1.40
2.80
5.39
5.94
6.27
35.83
$3.24

a2 Figures in table are based upon data provided by the California Franchise Tax Board for taxable returns in 1984.

Taxpayers

$0.23
0.70
1.20

2.45
4.32
6.27
583
$1.44
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special deduction was restricted to only 25 percent
of nonitemizers' contributions in 1984. The table
indicates that itemizers reported substantially lar-
ger amounts of charitable contributions in 1984--
over eight times as much on the average--than did
nonitemizers. This indicates that nonitemizers
were much less oriented towards making chari-
table donations in 1984 than were itemizers,
despite the partial deductibility of their donations.
It also suggests that the stimulative effects on
nonitemizers' donations of the full phasing-in of
the special deduction in 1985 and 1986 would
have to be incredibly large in order to bring their
average donations up to the level reported by
itemizers. :

Conclusions. Given the above, the following
can be said about the program's usage and
claimants' characteristics:

« First, in 1984 the program was used by about

two-thirds of qualified taxpayers, and with
about equal frequency at all income levels.
However, most of its participants had low-to-
moderate incomes. This is because nonitem-
izing taxpayers are concentrated in these income
ranges.

Second, the average dollar amount of charitable
deductions claimed under the program in 1984
was fairly small, averaging only $36. (By
comparison, the standard deduction granted to
nonitemizers in 1984 was $1,630 for single-
return taxpayers and $3,210 for joint-return
taxpayers.) As a result, the average dollar tax
benefits provided by the program also were not
very large.

Third, the average charitable deduction claimed
under the program in 1984 was significantly
smaller than -- only about one-eighth the size of
-- the average charitable deduction claimed by
itemizing taxpayers.

Table 3

Comparative Data on Charitable Contributions
Reported by Itemizing and Nonitemizing Taxpayers
(1984 income year)?

Reported Average Implied Average State Tax Savings

Adjusted Gross Charitable Contributions for a Joint-Return Taxpayer
Income Level Itemizers NonitemizersP? Itemizers Nonitemizers®
Under $10,000 $652 $92 $6.52 $0.92
$10,000 to $20,000 664 140 13.28 2.80
$20,000 to $30,000 727 160 21.81 4.80
$30,000 to $50,000 898 196 44.90 9.80
$50,000 to $75,000 1415 216 113.20 17.28
$75,000 to $100,000 2,066 228 227.26 25.08
Over $100,000 1171 212 _788.81 _23.32
Totals $1,219 $144 $48.76 $5.76

2 Figures in table are based upon data provided by the California Franchise Tax Board for taxable returns in

1984.

b Amounts shown represent four-times the average deduction claimed for the 1984 income year shown in Table
2. This reflects the fact that only 25 percent of actual charitable contributions were deductible in 1984.

€ Amounts shown represent tax savings which would result from allowing nonitemizers to deduct 100 percent of
their contributions. These figures are four-times the actual 1984 savings shown in Table 2, because only 25
percerit of charitable contributions could be deducted by nonitemizers in that year.
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Findings Regarding Cost-Effectiveness
of the Program

The major criterion we use in evaluating the
merits of a tax expenditure program is whether it
has achieved its objectives (which in this case
involves stimulating the level of charitable dona-
tions) in the most cost-effective manner. That is,
has the program accomplished its objectives less
expensively than could other approaches available
to the state?

Given this criterion, the central issue associated
with this particular program is whether the
amount of new charitable donations it induces is
greater or less than the program's cost to the state
in terms of foregone income tax revenues. For
example, if the induced increase in donations is
less than the state's revenue loss from the
program, this means that significant amounts of
"windfall" tax benefits are accruing to taxpayers
who benefit from the program but whose chari-
table giving is unaffected by it. In this event, the
program is not cost-effective. This is because the
state could, by eliminating the program and
instead directly appropriating its own tax revenues
to support socially beneficial charitable programs,
increase the funding available for these programs
atno increased state cost (or alternatively, provide
the same funding at less cost). On the other hand,
the special deduction makes sense from a cost-
effectiveness standpoint if the level of new
charitable giving that it induces exceeds the state
revenue loss that it causes.

Limited State Data Exist to Evaluate
Cost-Effectiveness. Assessing this program's
cost-effectiveness is difficult because no state data
currently are available from the FTB to show how
the special deduction has affected charitable
donations by nonitemizers. Ideally, one would
compare the level of such donations both before
and after the program was established. However,

- this is not possible using FTB data because
nonitemizers never reported their charitable
donations on their state tax forms prior to 1984.
A second source of data--federal tax returns--
does contain certain information on charitable
donations by California nonitemizers, since the
federal government permitted a limited special

deduction beginning in 1982. However, 1985
federal data are not yet available, and 1984 federal
data are badly distorted because the maximum-
allowable federal deduction was tripled in that
year (this makes it next-to-impossible to sort out
the independent effects on donations of the 1984
first-year phasing-in of the state program).

Eventually, when California tax return data for
1985 and 1986 are tabulated, some useful
information about the program's impacts may
become available. For instance, we may be able
to determine whether nonitemizers' donations
increased in response to the 1985 and 1986
increases in the portion of their charitable
donations that they may deduct, which effectively
reduced the after-tax "price" of making charitable
contributions. However, until such data are
available, there is no way to identify exactly how
donations have responded to the program.

Given the above state data limitations, the next-
best approach to assessing the program's likely
cost-effectiveness is to consider what is known
about the effects of federal tax policies on
charitable donations, and what these findings
might imply regarding the state program.

Conclusive Evidence of Cost-Effective-
ness Is Lacking. Dozens of empirical studies
have been conducted by economists in recent
years to determine exactly how the federal
deductibility of charitable donations affects the
level of such donations. The most up-to-date
and, by far, single most comprehensive study
was published by the National Bureau of
Economic Research (NBER) in 1985 (see Charles
T. Clotfelter, Federal Tax Policy and Charitable
Giving, 321 pages). This study provides a
review of all previous research, plus new
empirical findings, regarding the effects of
itemization on charitable donations. We have"
reviewed both the NBER study and the findings
of the other major empirical studies in this area.
Our review indicates that economists have not
been able to determine very precisely the
sensitivity of donations to tax policies.
Nevertheless, the "weight of the evidence" does
suggest that the following appears to be the case:
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» For high-income taxpayers (gross incomes
above $100,000), the increase in donations
induced by allowing deductibility exceeds the
associated revenue loss. This implies that
allowing deductions for donations can be a cost-
effective tax policy for this income group.

 For middle-income and upper-middle-
income taxpayers (gross incomes between
$20,000 and $100,000), the increase in
donations is about equal to the associated
revenue loss. This implies that allowing
deductions for donations is neutral from a cost-
effectiveness standpoint for this group.

« For lower-income taxpayers (gross
incomes under $20,000) the picture is, as the
NBER puts it, very "murky"” regarding whether
deductibility increases donations by more than
the revenue loss it causes. However, in con-
ducting its simulations regarding how tax pol-
icies can be expected to affect charitable giving,
the NBER study did find it appropriate to
assume that donations for low-income tax-
payers do not offset the revenue losses caused
by deductibility, and therefore that deductibility
is cost-ineffective as a tax expenditure for
this group. As indicated earlier in Table 2, it is
precisely these same lower-income taxpayers
who most frequently claim the state's nonitem-
izer deduction for donations.

Given the above, research studies by econo-
mists offer no conclusive evidence in favor of,
and some evidence against, the view that the
state's program is cost-effective. This same con-
clusion has been reached by the U.S. Department
of the Treasury regarding the federal program for
nonitemizers. Specifically, in 1984 the Treasury
recommended eliminating the federal program,
partly on the grounds that it found little data
indicating that the program was having any
significant effect on charitable giving by
nonitemizers (see Tax Reform for Fairness,
Simplicity, and Economic Growth: The Tredsury
Department Report to the President, Volume 2,
November 1984, pages 78-79).

The conclusion that the state's program is not
cost-effective is butiressed by several other
considerations:

« First, the state program's effects on charitable
giving probably are even weaker than the
federal program's questionable effects. This is
because state marginal income tax rates are
lower than federal rates, meaning that the effect
of permitting deductibility on the after-tax cost
of making donations has a much less visible
effect at the state level than at the federal level.
This is an especially important point for the
Legislature to consider in light of the fact that
the federal program is not in effect after 1986.
That is, were the state's program to be extended
beyond 1986, it would not be able to benefit
from "piggy-backing" onto the larger federal
incentive.

Second, properly administering the state pro-
gram can be unduly costly. The Treasury
notes, for example, that such programs pose
serious enforcement problems. This is because
nonitemizers make relatively small donations
which are difficult to track, and are expensive to
monitor on a per-dollar basis. This, in turn,
may encourage certain taxpayers to over-report
their donations, and thereby further reduce the
program's cost-effectiveness.

Conclusion

There is no conclusive evidence that this pro-
gram is a cost-effective means of stimulating the
amount of charitable donations made by nonitem-
izing California taxpayers. In the absence of the
program there may be some reduction in the vol-
ume of charitable donations made by nonitem-
izers. However, empirical studies provide no
solid evidence for believing that this reduction
will be large. In fact, what evidence does exist
suggests that this program costs the state more in
foregone revenues than the amount of new chari-
table donations that it induces. :

Given the absence of evidence that this program
is a cost-effective means of stimulating charitable
donations and supporting charitable programs,
we recommend that the Legislature not re-
enact the program. H
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Review of the Personal Income Tax Deduction for

Nonmortgage Interest Expenses

This tax expenditure program allows taxpayers
to claim an itemized personal income tax
deduction for interest expenses associated with
their nonmortgage debt. This has the effect of
allowing taxpayers who itemize their deductions
to borrow at a government-subsidized interest
rate. In the program's absence, taxpayers who
borrow money for nonmortgage-related purposes
generally would receive no such interest rate

subsidy.

Statutory Authorization and
Legislative History

This program is authorized by Section 17201 of
the California Revenue and Taxation Code, which
partially conforms state law to federal Internal
Revenue Code Section 163.

The nonmortgage interest deduction has been
part of the state's personal income tax law since
its inception in 1935. The deduction was adopted
primarily to conform state law with federal law,
which has allowed this deduction since 1913.

Description of Provisions

This program allows taxpayers to claim an
itemized tax deduction for the amount of all
qualified nonmortgage interest which is paid or
accrued within a taxable year.

Types of Tax Deductible Interest. The
tax deduction permitted by this program applies to
interest paid by a taxpayer on loans for business-
related purposes, personal investment purposes,
and consumer installment debt, such as credit card
financing charges. However, taxpayers are not
allowed to deduct (1) interest on indebtedness
incurred to carry obligations that pay tax-exempt
interest (such as interest on loans used to
purchase tax-exempt state and local government
bonds), and (2) interest on indebtedness asso-
ciated with certain life insurance policies and
annuities.

The deduction in the case of interest on debt
used to acquire investment property is restricted to
$10,000, plus the amount of the taxpayer's net -
investment income and certain deductions
associated with leased property.

Comparison with Federal Law. Federal
law also allows a tax deduction for certain
nonmortgage interest expenses.

~ Prior to 1987, the federal program generally
was the same as the state program. Beginning
in 1987, however, the federal Tax Reform Act
of 1986 phases out the federal deduction for
consumer interest (that is, nonmortgage
interest other than that on investment-related debt)
over a five-year period. Under this act, taxpayers
will be allowed a deduction for 65 percent of their
consumer interest expenses in 1987, 40 percent in
1988, 20 percent in 1989, 10 percent in 1990,
and none thereafter. The only exception to these
new federal provisions involves interest on loans
for medical or educational expenses. Such
interest will continue to be deductible, to the
extent that it is secured by a taxpayer's home
equity. In addition, under the new federal law, the
deductionforinvestment-related interestpayments
is limited to the taxpayer's net investment income.

Rationale for the Program

The original rationale for allowing the deduction
of interest expenses is not entirely clear. How-
ever, the historical record suggests that the
program probably was established to ensure that
taxpayers would be allowed to deduct legitimate
business-related interest expenses, even if these
were not specifically deducted under the formal
heading of a "regular business expense." Years
ago, there was little need to formally distinguish
for tax purposes between "business” and "con-
sumer" interest expenses, primarily because the
latter constituted only a very small proportion of
total nonmortgage interest expenses. This is
because consumer installment debt was not
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widely used. Given the very low interest rates of
those times, the deduction for "consumer"
nonmottgage interest imposed a relatively small
cost on the government in terms of foregone tax
revenues.

Today, however, consumer-related interest is
the dominant form of nonmortgage interest paid
and deducted by taxpayers. Given this, the
program's original justification is no longer very
relevant. Rather, the deductibility of consumer
interest is now justified by its proponents on two
different grounds. First, it is argued that the
deductibility of such interest facilitates the
acquisition of consumer goods by individuals
who have insufficient income to purchase the
goods outright. For example, the deduction pro-
vides tax relief to young families without sig-
nificant savings to better-afford expensive durable
goods, such as automobiles and large home
appliances. Second, because the deduction re-
duces the net cost of debt-financed goods,
proponents argue that it also provides an incen-
tive for increased consumption and production in
the economy.

Evaluation of the Program

This section provides our evaluation of this tax
expenditure program, including the program's
usage by taxpayers, its costs to the state in terms
of foregone income tax revenues, and its cost-
effectiveness in achieving its intended objectives.
In preparing this analysis, we have relied on tax
return data provided by the California Franchise
Tax Board (FTB), and also have incorporated the
findings of various economic research studies
regarding the effects of the federal income tax
deduction for nonmortgage interest.

Findings Regarding the Program's
Overall Use and Revenue Losses

Program Usage. The deduction for non-
mortgage interest is the second largest itemized
deduction currently claimed on state tax returns,
exceeded only by the deduction for mortgage
interest. According to FIB estimates, California
taxpayers will report deductions of about $12.2
billion in nonmortgage interest for the 1987

income year, up from $11.1 billion in 1986. The
deduction will be claimed on over 4.4 million
California tax returns, which represents
approximately 35 percent of all tax returns and 85
percent of returns claiming itemized deductions.

Table 1 shows the number of taxpayers
claiming the nonmortgage interest deduction and
the total amount of deductions claimed since
1980. The deductions claimed include interest
paid by taxpayers on loans for:

* Personal purposes, such as consumer
installment loans and home improvement loans;

* Personal income-producing purposes, such as
interest on loans taken out to purchase stock in
a company; and

« Business purposes, such as loans to finance
equipment for a business.

As the table shows, the use of the program has
grown steadily over the period shown. Since
1980, for example, total deductions claimed
increased at an average annual rate of about 11
percent. About half of the increase is due to
inflation. This is not surprising--as prices of
goods and services in the economy increase, so
too does the amount of debt that taxpayers must
incur in order to acquire them. The remainder of
the increase reflects normal growth in the state's
economy and in the number of state taxpayers.
Table 1 also indicates that the program continued
to grow despite significant declines in overall
economy-wide interest rates. This is attributable
to the fact that interest rates charged on many
types of consumer borrowing did not decline the
way that most other interest rates did during most
of this period. For instance, the prime rate
dropped from over 18 percent in 1981 to less than
8 percent in 1986; yet, the interest rate charged on
credit cards over this period remained around 18
percent.

Revenue Losses. The state incurs a revenue
loss from this program because taxpayers are able
to reduce their taxable incomes by the amount of
their interest payments for nonmortgage debt.
Table 1 shows the annual revenue loss from this

Page 45



Part Two: Detailed Reviews

Table 1

Itemized Tax Deductions for Nonmortgage Interest Expenses
1980 through 1987
(dollars in millions)?

Income Year Number of Returns

1980 3,402,319
1981 3,546,771
1982 3,596,860
1983 3,729,824
1984 4,051,240
1985 4,222,517
1986 4,307,358
1987 4,413,881

Estimated State

Deductions Claimed Revenue Loss

$5,720 $400
6,928 485
7333 5 13
7973 558
9,264 618
10,122 693
11,075 771
12,162 856

4 Source: California Franchise Tax Board. Data for 1985, 1986 and 1987 are estimated.

program between 1980 and 1987. According to
FTB estimates,:the revenue loss in 1987-88 will
be $856 million. This estimate reflects an average
marginal tax rate of about 7 percent for taxpayers
who claim the deduction. As shown in the table,
the cost of this program has more than doubled
over the past eight years.

Characteristics of Claimants. The extent
to which this program is used by taxpayers in
different income categories is shown in Table 2.
The table provides information for the 1984
income year, the most recent tax year for which
such data are available.

Table 2 indicates that, although the deduction is
used by taxpayers throughout the entire income
spectrum, the frequency with which it is claimed
clearly increases with income. For example, the
deduction is claimed by 21 percent of taxpayers
who have adjusted gross income (AGI) between
$10,000 and $20,000 and by 44 percent of those
who have AGI between $20,000 and $30,000.

In contrast, over 80 percent of taxpayers with
AGI above $50,000 claim the deduction. These
high-income taxpayers, moreover, account for
over 45 percent of the total dollar amount of
deductions claimed, even though they comprise
only about 24 percent of those who use the
deduction. This is because the average dollar
deduction claimed rises with income.

Higher-income taxpayers are the heaviest users
of the program, both in terms of the frequency of
claims and deduction amounts. This is because
they are more likely than other taxpayers to
engage in certain economic activities that generate
tax-deductible interest expenses. For example,
higher-income taxpayers are most likely to
borrow funds for personal income-producing
purposes, such as buying stock or investing in
limited partnerships. Evidence of this is seen
from the fact that a disproportionate share of the
taxable income from dividends, partnerships, and
capital gains is reported by taxpayers in high
income classes. In addition, these higher-income
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Table 2

Distribution of Nonmortgage Interest Expense Deductions
by Adjusted Gross Income
1984 Income Year?

Deductions Claimed

Tax Return laiming the D ion (dollars in millions)
Number Percent Percent Average

Adjusted Gross of of Total Percent of of Total Dollar

Income Returns Claimants Taxpayers® Amount Deductions Deduction
Negative AGI® 32,056 0.8% 31.4% $331 3.6% $10,326
$0 to $10,000 195,547 48 5.3 295 32 1,509
$10,000 to $20,000 579,566 143 21.0 703 7.6 1,213
$20,000 to $30,000 842,710 20.8 44.3 1,168 12.6 1,386
$30,000 to $40,000 838,031 20.7 65.4 1,389 15.0 1,657
$40,000 to $50,000 605,215 14.9 774 1,179 12.7 1,948
$50,000 to $75,000 590,055 14.6 84.6 1,419 15.3 2,405
$75,000 to $100,000 222,713 55 85.0 894 9.7 4,014
$100,000 and over 145347 36 829 1.888 204 12.990
Total 4,051,240 100.0% 34.8% $9,264 100.0% $2,287

3 Source: California Franchise Tax Board. Detail may not add to totals due to rounding.
b Claimants as a percent of taxpayers in each income class.

¢ Taxpayers with negative AGI include those for whom total adjustments to income exceed total reportable income,
but who nevertheless are subject to paying certain preference taxes.

taxpayers often have other large tax-deductible
expenses in areas other than nonmortgage
interest, such as home mortgage interest. This
generally means that they are more likely to
itemize their deductions, and therefore to claim the
deduction for nonmortgage interest expenses.
Conversely, lower-income taxpayers are more
likely to be nonitemizers, in which case they are
not able to take advantage of the deduction.
Finally, the ability of a taxpayer to obtain credit
generally is related to his or her income level.
More credit is made available to taxpayers with
higher incomes, which therefore increases their
ability to make large debt-financed purchases of
consumer goods.

It also should be stressed that high-income

taxpayers receive the greatest dollar tax benefitper

dollar of interest expense. This is because of the
state's progressive marginal tax rate schedule.
For example, a joint-return taxpayer with taxable
income of $75,000 falls into the state's highest

marginal tax bracket (11 percent), and therefore
receives an $11 tax reduction for every $100 in
interest expenses claimed. In contrast, a joint-
return taxpayer with $30,000 in taxable income
falls within the 5 percent marginal tax bracket,
and therefore receives only a $5 tax reduction for
the same $100 of interest expenses.

In summary, then, the program's greatest dollar
benefits tend to accrue to high-income taxpayers.

Findings Regarding Cost-Effectiveness
of the Program

The major criterion for evaluating the merits of
a tax expenditure program is whether it has
achieved it objectives in the most cost-effective
manner possible. Thatis, has the program accom-
plished its objectives less expensively compared
to other approaches available to the state? Gen-
erally speaking, this program scores poorly under
this criterion, for several reasons.
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Tax Relief is Not Properly Targeted.
To the extent that the deductibility of nonmortage
interest is intended to assist needy individuals
with financing their purchases of basic durable
goods, the program is inefficient because its
benefits are not well targeted. All itemizing
taxpayers, even wealthy ones, can receive the
interest rate subsidy. On the other hand, many
low-income taxpayers receive no direct subsidy at
all because they are unable to itemize. Moreover,
high-income taxpayers receive an even larger
subsidy per dollar of interest paid than do low-
income itemizing taxpayers, because of the
former's higher marginal income tax rates. Fur-
thermore, the subsidy is available for all types of
purchases, including luxury goods, as opposed to
only necessities such as basic automobiles,
~ refrigerators, and other standard appliances.

Effect on Consumption Probably is
Minor. In theory, the tax deduction for non-
mortgage consumer debt provides taxpayers with
an incentive to make purchases "sooner" rather
than "later," because it lowers the after-tax cost of
debt financing. This, in turn, may increase the
level of consumption and production in the
economy, at least in the near term. It is question-
able, however, whether the state tax deduction
has any significant effect in this regard, since state
income tax rates are relatively low and the federal
deductibility of state income taxes further reduces
the total net benefit to the taxpayer. For example,
suppose a taxpayer takes out a four-year $10,000
loan at 10 percent to purchase a new car. The

total interest payments on the loan over four years

amount to $2,174. Even if the taxpayer fell
within the state's top marginal tax bracket of 11
percent, his net savings from the deductibility of
the interest payments (after federal interactions)
~would only average $3.58 per month. Given
such small savings, it is doubtful whether a tax-
payer's decision as to whether, when, or how
expensive a car to purchase would be much af-
fected by the state tax deduction for nonmortgage
interest payments. Thus, the majority of the
interest rate subsidy made available under this
program probably accrues as a windfall benefit to
taxpayers whose purchasing decisions would

have been essentially the same even in its absence.

Higher Consumer Debt Levels May be
Undesirable. One of the economic side effects
of the program is that it encourages consumers to
borrow to finance their purchases, instead of
financing them through their eamed income, even
if they can afford to do the latter. Economists
recently have become increasingly concerned
about the high overall level and continuing growth
of outstanding consumer debt, and many have
cautioned that such trends, if they continue, could
eventually lead to financial problems for many
consumers in the future and dampen the
economy's overall growth rate.

Although this program probably has only a
limited impact on total consumer spending and
economic growth generally, it nonetheless does
contribute to the creation of a pro-borrowing
atmosphere and the promotion of debt-financing
by consumers for a wide variety of purchases. It
is not at all clear whether this promotion of
borrowing is desirable. It also should be noted
that the pro-spending thrust of this program
appears to be inconsistent with those present
policies of both the state and federal government
which seek to encourage savings. For instance,
the state authorizes deductions from gross income
for individual contributions to various retirement
plans and deferred compensation programs as a
means of encouraging savings.

Given all of the above, this program appears to
score poorly under the cost-effectiveness cri-
terion.

Conclusions

Permitting the deductibility of nonmortgage
interest has been justified on several grounds,
including the right to deduct legitimate business
expenses, the desire to provide tax relief to
financially needy taxpayers, and the promotion of
increased consumption and production in the
economy.

Our analysis indicates that it is entirely appro-
priate for taxpayers to be allowed to deduct the
nonmortgage interest that they incur for income-
producing purposes--the first  rationale
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cited above. This is consistent with the tax
treatment of other items of expense that a taxpayer
incurs in the process of earing taxable income.

In contrast, however, there does not appear to
be adequate justification for allowing taxpayers to
deduct the interest on loans for various personal
purposes, such as consumer-related debt.
Permitting such deductions does not appear to be
a cost-effective means of either providing tax
relief to needy individuals or stimulating eco-
nomic activity. On this basis, we recommend
that the nonmortgage interest deduction
for personal-related purposes, such as
consumer expenditures, be eliminated.
We further recommend that the Legisla-
ture implement this change by fully con-
forming state law to the new federal law
regarding nonmortgage interest that is
effective beginning in 1987.

In recommending full federal conformity, we
realize that there actually are two basic approaches
that the Legislature could choose from if it were to
restrict the deductibility of nonmortgage interest:

o First, the Legislature could simply fully
conform California law to the recent action
taken by Congress in the 1986 Tax Reform Act
(our recommendation), which sharply restricts
the federal deduction for consumer
nonmortgage interest.

» Second, the Legislature could eliminate the
interest deduction subject to its own restrictions
and qualifications, which might differ in certain
respects from the federal law.

The first approach--full federal conformity-- has
the obvious advantages of simplifying computa-
tions for taxpayers (this is because both federal
and state returns would use similar rules) and
facilitating tax administration (this is because the

FTB could rely on federal audit data regarding
interest deductions).

The second approach--partial conformity--
would be advantageous only if the Legislature
decided that federal law has shortcomings
sufficiently serious that they outweigh the benefits
of full conformity. For example, federal law
allows taxpayers considerable latitude to take
second mortgages out on their homes (the interest
on which is deductible), and then use the
proceeds for personal consumption purposes. In
addition, federal law allows taxpayers to deduct
nonmortgage interest expenses onloans foreduca-
tional and medical purposes, that are secured by
their home equities. Under full federal conform-
ity, they could do the same for state tax purposes.
To limit such tax manipulations, the Legislature
could restrict the allowable state tax deduction for
mortgage interest to loan amounts which
correspond to the taxpayer's original debt for the
home. Taking steps like these would help to
effectively limit use of the nonmortgage interest
deduction to its appropriate purpose--offsetting
interest expenses incurred in the earning of one's
income. However, given our earlier findings
about the limited effect that state deductibility
seems to have on taxpayers' behavior, we believe
that the public gain from taking these steps prob-
ably would be limited, and thus that the benefits
of full federal conformity probably would exceed
the drawbacks.

According to FTB estimates, the state revenue
gain from full federal conformity during the phase-
in period would be in the range of $185 million in
1987-88, $257 million in 1988-89, $335 million
in 1989-90, and increasing amounts thereafter.
These estimates assume that the state would phase-
out the deductibility of nonmortgage consumer
interest according to the same timetable adopted
for federal purposes. W
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