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4+ Introduction

This is Part Two of a two-part report on
California’s tax expenditure programs (TEPs).
It is the fourth in a series of such reports pro-
duced by the Legislative Analyst’s Office.

CONTENTS OF THE REPORT

PartOne of the report, published as a sep-
arate document and entitled California’s Tax
Expenditure Programs: Overview, provides (1)a
discussion regarding alternative definitions
of the tax base, (2) a review of issues associ-
ated with the revenue estimation process for
TEPs, (3) a brief discussion of tax incidence
and distributional issues associated with
TEPs, (4) the identification of TEPs with sig-
nificant fiscal impacts, (5) the identification of
TEPs recently enacted or eliminated, and (6) a
discussion of the policy role for TEPs and the
effectiveness of tax expenditure reporting.

This partof the report, entitled California’s
Tax Expenditure Programs: Compendium of Indi-
vidual Programs, presents an overview of each
type of tax and detailed descriptions and
commentary regarding individual TEPs, by
program type. For each program, the follow-
ing information is provided:

* Legal Authorization. In most cases,
the legal citation provided references
the California Revenue and Taxation
Code. There are some cases however,
where program authorization is given
by the California Constitution or
other state code sections. For those
income tax programs that conform

partially or fully to federal law, the
appropriate Internal Revenue Code
Section is noted.

¢ Revenue Effect. Estimates of the fiscal

effect of each program, measured by
the foregone tax revenues associated
with it, are provided for 1996-97
through 1998-99. These estimates
were developed by the state’s two
major tax agencies—the California
Franchise Tax Board (FIB), for in-
come taxes, and the State Board of
Equalization (BOE), for all other
taxes.

There are a significantnumber of pro-
grams for which no dollar revenue
effect is available, due to data limita-
tions or methodological consider-
ations. These are designated by an
“NA” (not available). In addition, for
programs with no revenue effect fora
particular year, or with revenue ef-
fects incorporated into another pro-
gram, a dash has been used (—). The
term “Minor,” used in other cases,
indicates a revenue reduction of less
than $1 million. The term “Major”
indicates estimated revenue reduc-
tions of an indeterminate amount in

* excess of $1 million.

Description. A description of each
TEP’s basic provisions, and condi-
tions under which they are applica-
ble, is provided. A sunset date is pro-
vided if the program’s authorization
contains such a provision.
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e Rationale. Inmostcases, therationale
for a TEP can be categorized as a tax
incentive to encourage certain behav-
ior and/or as tax relief to certain
groups orindividuals. Also, in certain
cases, TEPs may facilitate effective
and efficient tax administration. For
each TEP, the rationale provided rep-
resents our attempt to identify the
apparent logic or motivation behind
the program’s establishment and/or
continuation. This rationale should
not be viewed, however, as necessar-
ily providing evidence as to a pro-
gram'’s cost-effectiveness or value to
the public. ~

¢ Distributional Impacts. For a limited
number of TEPs relating to PIT and
BCT, we present information regard-
ing the distribution of program bene-
fits by income class (for PIT), or size
of firm and type of industry (for
BCT). For purposes of these data, the
amount or percent of TEP claims indi-
cated is the amount or percent
claimed and actually applied for tax
purposes. In some cases, amounts
claimed may be in excess of amounts
actually applied. This may occur, for
example, if a taxpayer has insufficient
income to use certain tax credits.

In addition, depending on the type of
program, the distributional data for
PIT programs may not reflect the true
value of the particular tax provision.
This is because the value of the tax
provision may vary depending on the

taxpayer's marginal tax rate. For ex-
ample, forincome deductions, adjust-
ments, and exclusions, the value of
the tax provision will increase along
with the marginal tax rate. In such
cases, the distributional data is for the
amount of the deduction, adjustment,
or exclusion claimed and applied.

* (Comments. For many TEPs, we pro-
vide comments that may assist the
Legislature or other readers in under-
standing a program’s application or
impact. These comments may relate,

- for example, to the TEP’s legal his-
tory, its relationship to comparable
federal programs, or empirical find-
ings regarding the effectiveness of the
TEP. '

At the end of Part Two, we provide an
index that cross-references by general subject
area the TEPs contained in the report, in or-
der to assist readers in locating those pro-
grams that might be of particular interest or
concern to them.
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This section provides information on tax
expenditure programs (TEPs) associated with
the income tax liabilities of individuals and
businesses. These programs affect theamount
of General Fund revenues raised by the
state’s first and third largest taxes—the Per-
sonal Income Tax (PIT) and the Bank and
Corporation Tax (BCT), respectively. Both of
these taxes are administered by the California
Franchise Tax Board (FIB). The following
provides a brief summary of the PIT and BCT.

PERSONAL INCOME TAX

The PIT is paid by all California residents
and nonresidents who receive income from
sources in the state. Estates and trustsare also
required to pay personal income taxes. The
largest sources of taxable income under PIT
include wages and salaries, interest, divi-
dends, rents and royalties, net capital gains,
and net business income. Business income
includes the distribution of profits from part-
nerships, sole proprietorships, and
Subchapter S corporations to shareholders or
pariners. Subchapter S corporations are also
subject to an entity-level corporate tax on
their net taxable income.

California’s PIT law conforms to federal
PIT law in many areas, which helps simplify
both the calculations of tax liabilities for tax-
payers, as well as the administration and en-
forcement activities of the FTB. Filing under
California’s PIT system, for example, builds
upon preliminary steps carried out for the
calculation of federal PIT liabilities.

Basic Caleulation of State Income Tax
Liabilities. Figure 1 provides a flowchart of
how California’s PIT liabilities are calculated.
For the purposes of calculating PIT, there'are
four basic steps involved:

* Step 1-—Federal Adjusted Gross In-
come. Calculation of a taxpayer’s state
PIT liability first requires the calcula-
tion of the taxpayer’s federal adjusted
gross income {AGI). To do this, income
from all sources is first measured and
then modified by subtracting income
that is exempt (or excludable) from
federal taxation. Some of the more nota-
ble examples of exempt income in-
clude certain social security benefits,
scholarships and fellowships, and gifts
under a certain dollar amount. Once
completed, this calculation provides a -
measure of gross income (defined as
income from all sources except that
which is exempt or excluded) which is
the starting point for the taxpayer's
federal income tax calculation. Follow-
ing this, certain adjustments are made
to gross income, such as subtracting
alimony paid or payments to IRAs or
Keogh plans, to finally arrive at the
measure of federal AGI.

s Step 2—California Taxable Income.
Federal AGI marks the starting point
for the state income tax calculation.
The next step is to make specified ad-
justments to federal AGI, subtracting
income that is not taxable under state
tax law and adding back income that
is taxable, to arrive at Californin AGL
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Income Taxes—Overview

Determination of California Personal Income Tax Liabilities
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- standard
deduction or
itemized
deductions
]
— California
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applicable)
California tax
= | fiability before
credits mm | Finaltax
. — liability
Tax crediis
{including the
| ]
personal and
dependency
exemptions)
. ]
Total
California tax
w | liability before
== | the alternative
minimum tax
(AMT)

Taxpayers are then allowed to deduct
from their California AGI the larger of
either a fixed dollar amount (called
the “standard deduction”) or the total
amount of their allowable itemized
expenditures of specified types
(called “itemmized deductions”), to
arrive at California taxable income (T1).

Step 3—California Tax Liability. Tax
rates are then applied to California TI
to arrive at state PIT liability before
credits. Taxpayers are allowed tax
credits of certain types which are di-

rectly subtracted from their pre-credit

tax liability. For most taxpayers, the
resulting amount reflects their income
tax liability.

Step 4—Alternative Minimum Tax.
Some taxpayers may be subject to the
state’s add-on Alfernative Minimum
Tax (AMT), or to having their tax
credits limited under the AMT. The
latter can occur if they reduce their
tax liabilities below a specified thresh-
old amount through the use of certain
TEPs or other special tax provisions.
California’s AMT-related provisions
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Income Taxes—QOverview

are intended to ensure that all taxpay-
ers pay a minimum state tax amount,
and in essence, serve to “recapture”
some of the tax revenues that other-
wise would be lost due to the use of
tax exemptions, exclusions, deduc-
tions, and credits. California’s AMT
law is similar in principle to the fed-
eral AMT law, although there are
some notable differences (including
the AMT tax rate and tax credit re-
striction).

Marginal Tax Rates and Income Tax
. Brackets. The tax rates used to calculate state
PIT Habilities depend on both the filing status

with an AMT rate of 7 percent. To calculate
their state tax liability before credits, taxpay-
ers use the tax rate schedule that corresponds
to their appropriate filing status. For exam-
ple, a single taxpayer with taxable income of
$28,500 would have a state tax liability of
$920.25 + (8 percent x $1,856.00), or $1,068.73.
Caiifornia indexes its PIT brackets annually
forinflation using the June- (of the prior year)
to-June (of the current year) increase in the
California Consumer Price Index. California’s
standard deduction and personal and de-
pendent credits also are indexed for inflation.

Because the tax brackets for single per-
sons are divided at levels that are exactly half

and taxable income of the tax-
payer. California has five
filing statuses: single, mar-
ried filing jointly, married
filing separately, head of
household, and surviving
spouse with dependents. A
different tax rate schedule is
used for each filing status. In
general, taxpayers must use
the same filing status on
both their federal and state
tax returns. Over 84 percent
of all California tax returns
filed are from taxpayers se-
lecting the married filing
jointly or the single filing
statuses.

As noted above, each
filing status has a corre-
sponding tax rate schedule.
Figure 2 provides tax rate
schedules by filing status for
the 1998 tax year. As
Figure 2 shows, under Cali-
fornia’s progressive income
tax rate structure, taxpayers
athigherincomelevelspaya
larger share of their income
in taxes than do taxpayers at
lower income levels. In 1998,
marginal tax rates ranged
from 1 percent to 9.3 percent,

Personal Income Tax
Rate Schedules for 1998
Married Filing Jointly and Surviving Spouses with Dependents
30 $10,262 30.00 + 1.0% $0
10,262 24,322 10262 + 20 10,262
24,322 38,386 38382 + 4.0 24,322
38,386 53,288 946.38 + 6.0 38,386
53,288 67,348 1,840.50 + 8.0 53,288
67,346 and over 296514 + 9.3 67,346
Single and Married Filing Separate
$0 $5,131 $0.00 + 1.0% 30
5,131 12,161 5131 + 20 5,131
12,161 19,193 19181 + 4.0 12,161
19,193 26,644 47319 + 8.0 19,193
26,644 33,673 920.256 + 8.0 26,644
33,673 and over 148257 + 8.3 33,673
Head of Household
80 $10,264 20.00 =+ 1.0% $0
10,264 24,323 10264 + 20 10,264
24,323 31,353 383.82 + 4.0 24,323
31,353 38,803 665.02 + 8.0 31,353
38,803 45,833 111202 + B.O 38,803
45,833 and over 167442 + 9.3 45,833
Source: Franchise Tax Board.
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of their married-filing-joint counterparts, Cali-
fornia’s income tax bracket structure gener-
ally does nof result in a “marriage penalty.”
(At the federal level, this penalty can occur
when two single taxpayers with equal in-

comes are subject to lower tax liabilities than

are two similar taxpayers who are married.)
California’s tax system results in either mar-
riage neutrality or, for many taxpayers, actual
marriage bonuses.

Effect of Different Marginal Tax Rates.In
many of the reviews of TEPs relating to PIT,
we indicate that the program results in dis-
proportionate benefits to higher-income tax-
payers due to their higher marginal tax rates.
It is important to note why this happens,
since its occurrence is so frequent in TEPs
which result in either deductions or exclu-
sions from income.

An example of this is a married couple
filing jointly with California taxable income
(TI) of $75,000. Their marginal tax rate is
9.3 percent and tax liability before credits is
$3,676.96. Now assume the couple has a de-
duction for morigage interest payments of
$5,000. This would result in TT of $70,000 and
a tax liability of $3,211.96, or $465 less than
their lability without the deduction.

Alternatively, a married couple filing
jointly with a California TI of $50,000 has a
marginal tax rate of 6 percent, and a pre-
credit tax liability of $1,643.22. With a mort-
gage interest deduction of $5,000, their tax
liability would drop to $1,343.22, or $300 less
than their tax liability without the deduction.

Based on this example, in terms of taxes
saved, the deduction is worth $165 more to
the higher-income couple. A similar result
occurs when income exclusions are involved.

BANK AND CORPORATION TAX

Most corporations that earn income de-
rived or attributable to California sources are
subject to California’s BCT. Some corpora-
tions, however, are either exempt or partially

exempt from the tax. These include insurance
companies (which are subject to a gross pre-
miums tax in lieu of a tax on net income) and
nonprofit organizations (which are only sub-
ject to the BCT for eamed income that is unre-
lated to their tax-exempt status).

 Types of Bank and Corporation Taxes.
There are four basic categories of taxes levied
under the BCT:

* Franchise Tax. Most California corpo-
rations are subject to the franchise tax,
which is levied for the privilege of
conductingbusiness in California. For
most corporations, a flat 8.84 percent
tax rate is applied to the corporation’s
net income attributable to California
to arrive at pre-credit state tax labili-
ties. Subchapter S corporations are
subject to an entity-level tax at the
reduced rate of 1.5 percent. A variety
of tax credits are available to BCT tax-
payers, as discussed in the TEP re-
views which follow. )

The franchise tax accounts for the ma-
jority of revenues raised under the
BCT, and generally is the tax being
referred to when the term “corporate
income tax” isused (even though there
is a separate smaller corporate income
tax, as discussed below). As under PIT,
corporate taxpayers who take advan-
tage of certain tax preferences or spe-
cial tax provisions must complete an
AMT calculation and pay any result-
ing amount by which it exceeds the
amount of the regular tax due. For
1998, the AMT tax rate is 6.65 percent.

¢ Corporate Income Tax. Corporations
that derive income from California
sources but do not have a substantial
enough presence to be classified as
“conducting business” in the state are
subject to the corporate income tax.
(Business trusts are also taxable under
this tax.) Very few corporations actu-
ally file under the corporate income
tax. This tax is levied in a manner
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similar to the corporate franchise tax;
however, there are a number of provi-
sions unique to it. (For example, busi-
nesses that file under the corporate
income tax are not subject to the
state’s minimum tax {see below] and
also may exclude income from tax-
exempt securities.)

¢  Minimum Franchise Tax., Corpora-
tions that have less than an $800 an-
nual computed franchise tax liability,
or no computed tax liability at all,
must pay a minimum franchise tax of
$800. New corporations with gross
income under $1 million pay a re-
duced minimum tax of $300 the first
year and $500 the second year. In re-
cent years, the minimum tax has ap-
plied to the majority of California cor-
porations because their computed tax
liabilities are below the minimum tax
threshold. For example, in 1996,
325,000 of the 430,800 total corporate
tax returns that were filed (or
75 percent) were subject to the mini-
mum tax.

* Bank Tax. Banks and other financial
institutions are subject to an “add-on”
tax that is levied in addition to the
franchise tax. This tax is paid in Lieu
of personal property taxes and local
business taxes. Under currentlaw, the
add-on portion of the bank tax rateis
2 percent. (Prior to 1996, the rate was
set annually by the FIB to be equiva-
lent to the average amount of per-
sonal property and local business
taxes paid by corporations.) Thus,
banks and other financial institutions
are subject to a total corporate tax rate
of 10.84 percent.

Figure 3 provides a history of California
BCT rates levied since the tax was created in
1929. As it shows, the current general fran-
chise tax rate is at its lowest level since 1973.
Other state corporate-related tax rates—such
as for Subchapter S corporations, the corpo-

rate AMT, and banks and financial corpora-
tions—have generally declined in recent
years as well. However, the corporate mini-
mum tax has remained at $800 for most cor-
porations since 1990.

Fous

Bank and Corporation Tax Rates
1929-34 2.00% $25
1935-42 4.00 25
1943-49 3.40 25
1950-58 4.00 25
1959-66 5.50 100
1967-71 7.00 100
1972 7.60 200
1973 8.30 200
1974-79 9.00 200
1980-81 9.60 200
1982-86 9.60 200
1987-88 9.30 300
1989 9.30 600
1950-96 9.30 800
1997 to present 8.84 800
a Beginning in 1998, new small corporaticns pay a minimum tax
beiaw this amount.
Source: Franchise Tax Seard.

Calculation of Income for Multistate and
Multinational Corporations. If a corporation
derives all of its income from California
sources, the entire nonexempt portion of in-
come is used in the state BCT liability calcula-
tion described above. However, if the corpo-
ration has multistate or multinational opera-
tions and has business income attributable to
non-California sources, then it mustappertion
the amount of its business income attributable
to its California operations. Nonbusiness in-
come, such as interest and royalties, is allo-
cated to (1) the corporation’s official state of
residence, in the case of taxable income de-
rived from intangibles, or (2) where relevant
property is located, in the case of taxable in-
come derived from real or personal property.
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Before apportioning income, the corpo-
rate taxpayer must first identify the extent of
its operations that are attributable to a corpo-
ration or group of corporations operating as
one integrated business. This taxpayer may
elect to combine either: (1} its worldwide in-
come or, (2) its income within the U.S. and
certain specified “tax havens.” The former
method is known as the “worldwide” basis
and the latter as the “water’s-edge” basis.
Once this election is made, formula appor-
tionment (see below) is used to determine the
portion of income atiributable to California
for tax purposes.

Formula Apportionment. California’s ap-
portionment formula is based on looking at a
firm’s average ratio of its corporate activity in
California toits total corporate activity {either
on a worldwide basis or water’s-edge basis,
depending on the taxpayer’s preference) for
three factors: property, payroll, and sales. In
California, the sales factor is double-weighted
(except for mining and other extractive indus-
tries, agriculture, and banking and financial
business activity). The average computed
ratio is then multiplied by the total net corpo-
rate income {whether on a worldwide basis
or water’s-edge basis) to arrive at the amount
of income attributable to California. This
amount is then used in the calculation de-
scribed above to arrive at corporate state tax
liabilities.

Because the sales factor is weighted twice
in computing the apportionment factor (ver-
sus the alternative approach of equally
weighting all three factors), certain corpora-
tions are advantaged. Specifically, the for-
mula provides relative benefits to those cor-
porations that are based in California but
conduct most of their sales outside of the
state. This procedure serves to encourage and
stimulate California-based development and
production activities.

Calculation of Income Tax Liabilities.
Corporations may choose to file their taxes
based upon either a calendar-year or fiscal-
year basis (which in the latter case, com-
mences in any month other than January).
Corporations calculate tax liabilities based
upon a process similar to that described
above for PIT filers. First, all income attribut-.
able or sourced to California must be added
up, and then tax-exempt or excluded income
is subfracted from this amount to arrive at
gross income. Next, deductions are subtracted
to arrive at a measure of corporate net in-
come. For most corporations, the flat
8.84 percent tax rate is levied on this net in-
come, yielding state BCT liabilities before tax
credits. Certain tax credits may reduce corpo-
rate tax liabilities. However, as noted above,
corporations are subject to the state’s AMT,
which serves to recapture some of those tax
revenues that would otherwise be lost due to
tax exemptions, exclusions, deductions, and
credits.
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Income Taxes (PIT & BCT)

Exclusion/Exemption:

CAPITAL GAINS ON INHERITED PROPERTY

Program Characteristic

Tax Type:

Authorization:

Section 1014.

Personal Income Tax (PIT).

California Revenue and Taxation Code : e
Sections 18031 and 18036, which partiafly|:,'} 1996-97
conform to Infernal Revenue Code 1997-98

Estimated Revenue Reductian §
(In Millions)

1998-99

DESCRIPTION

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

RATIONALE

This program provides tax relief to heirs who
inherit property thathas appreciated in value
while held by the deceased. The original ra-
tionale for this program was that inherited
property was itself subject to taxation; thus,
some argued that subjecting inherited capital
gains to taxation would amount to a form of
“double taxation.”

It also is frequently argued that, without this
program, heirs might need to sell their inher-

ited property to pay the tax on previously
accumulated capital gains. '

COMMENTS

California eliminated its inheritance tax in
1982 pursuant to Proposition 6. The state’s
current taxes on inherited property—the
estate tax and the generation-skipping trans-
fer tax—do not impose any real tax burden
on California taxpayers, since both represent
so-called “pick-up” taxes. This type of tax
simply collects a state tax that would other-
wise go to the federal government by taking
maximum advantage of the federal estate tax
credits that are granted to Californians for
their state death-related taxes paid. Thus, the
tax imposes no additional cost to these Cali-
fornia taxpayers. The double taxation ratio-
nale, therefore, no longer applies.

The concern thatheirs might need to sell their
inherited property in order to pay capital
gains taxes could be dealt with directly by a
tax-deferral program. A tax-forgiveness
program is not necessary to address this
particular concern.
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Income Taxes (PIT & BCT)

Exclusion/Exemption:

CAPITAL GAINS ON THE SALE OF A

PRINCIPAL RESIDENCE

Tax Type:

Authorization:

Section 121.

Program Characteristics Estimated Revenue Reduction j

Personal Income Tax (PIT).

California Revenue and Taxation Code =
Sections 17131 and 17152, which gener- 1996-97
ally conform to Internal Revenue Code 1997-98

(In Mitlions)

1998-99

DESCRIPTION

For sales and exchanges of residences occur-
ring after May 6, 1997, California law allows
the taxpayer to exclude from gross income
the gain realized on the sale or exchange up
to a maximum amount. The exclusion is al-
lowed if the taxpayer used the residence as a
principal residence for two of the previous
five years. The subsequent purchase of an-
other residence is not required. The exclusion
for a given sale is limited to $250,000 for sin-
gle income tax filers and $500,000 for married
taxpayers filing jointly. Exclusions can be
claimed for additional sales or exchanges
providing the above conditions are met. Cali-
fornia law waives a portion of the two-year
occupancy rule for Peace Corp volunteers.
Additionally, it does not conform to federal
transitional provisions which allow certain
taxpayers to elect prior tax treatment for cer-
tain sales.

RATIONALE

This program provides tax relief to home-
‘owners who sell their residences. There are
two apparent rationales for the program.
First, in the case where the sale of a residence
is entirely or largely involuntary, due to such
factors as changing employment or family

circumstances, the program avoids putting an
additional financial burden on certain house-
holds faced with acquiring replacement hous-
ing.

Second, the program provides an incentive’
for households to invest more of their re-
sources in owner-occupied housing than they
otherwise would. This is because the pro-
gram reduces the overall costs of home own-
ership, and thus raises its overall rate of re-
turn as an investment. This is especially true
when housing is compared to those other
investments whose capital gains are subject
to taxation.

DISTRIBUTION OF BENEFITS

This program primarily benefits higher in-
come taxpayers. Asshown in the accompany-
ing table, about 85 percent of the total bene-
fits go to those earning in excess of $100,000
annually, and almost two-thirds goes to those
earning $150,000 or more. The average
amount claimed also generally increases for
those with higher incomes. The reduction in
the average amount claimed for those in the
highest income category is a result of limita-
tions on the amount of the capital gain that
can be excluded for tax purposes.
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Capital Gains on the Sale of a
Principal Residence Exclusion

1998 Tax Year

$0-20 — — —

20-40 1.2% 0.3% . $338
40-60 4.9 1.5 487
60-80 18.3 6.8 G621
80-100 15.6 6.8 727
100-150 27.4 21.5 1,302
150-200 14.6 216 2,463
200-250 7.3 J13.5 3,078
250-500 8.2 24.1 4,825
Over 500 2.6 4.1 2,674
COMMENTS

This program is a liberalized extension of the
previous capital gains exclusion which both
state and federal law allowed for capital
gains on sales of residences. Specifically, for
sales and exchanges occurring on or prior to
May 6, 1997, there was a one-time exclusion
granted to’taxpayers over age 55 of up to
$125,000 for married couples filing jointly
and single taxpayers, and up to $62,500 for

married taxpayers filing separately. This pro-
gram also replaces the deferral of capital
gains available to taxpayers who sold a prin-
cipal residence. To qualify for the deferral,
another principle residence of equal or
greater value had to be acquired w1thm two
years of the date of sale.

The change from the more-limited exclusion
and deferral programs to the more-generous
provisions incorporated in the current pro-
gram may resuit in a one-time “unlocking”
effect, stimulating a shift toward nonhousing
investments on the part of certain homeown-
ers.

Overall, however, this provision makes hous-
ing a relatively more attractive investment
than it otherwise would be when compared
to alternative types of investments. This is
because the exclusion essentially raises the
economic “rate of return” on housing by re-
ducing the taxes which eventually have to be
paid on a residence. Although the previous
capital gains exclusion program noted above
also raised the rate of return on housing in-
vestments, the more-generous provisions of
this current program have a stronger effect in
this regard.
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Exclusion/Exemption:

CAPITAL GAINS FROM HOUSING
SALES TO LoOwW-INCOME RESIDENTS

Program Characteristics

Personal Income Tax (PIT).

Authorization:

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 18041.5 and 24955,

Estimated Revenue Reductio
{In Mitlions) '

1996-97
1997-98
1998-99

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 assis-
tance, whichever is longer. In addition, the
taxpayer must reinvest all of the proceeds
from the sale inresidential property other than
a personal residence. The taxpayer's “basis” in
the new residential property is reduced by the
amount of the gain from the sale. Thus, the
program provides for a tax deferral rather than
permanent tax forgiveness.

RATIONALE

This program provides an incentive for own-
ers of low-income housing that has been sub-
sidized by the federal government to sell
the property to low-income tenants for con-
tinued use as low-income housing, rather
than sell it for, or convert it to, other purposes
upon termination of the federal subsidy. It
does this by providing for a tax deferral on
the gain from that sale. This deferral of the

tax lability amounts to an interest-free loan
from the government, which increases the
economic gain from the property sale.

COMMENTS

The estimated PIT revenue effects for this pro-
gram are not directly available. Rather, the
estimates areincluded within the estimates for
“Capital Gains on The Sale of a Principal Resi-
dence.” The BCT estimates are not available
due to the lack of comparable federal data
upon which to base these estimates.

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 Ad-
ministration (FHA). In return, private devel-
opers and property owners agreed tobuild or
operate rental projects which were protected
by low-income use restrictions. In order to
stimulate private sector participation, the
owners were given the option to terminate
their contracts prior to their loan maturity
dates. As owners exercise their options to sell
and/or as federal subsidy periods expire, the
housing units may be sold or converted to
market-rate units, thereby displacing low-
income tenants and reducing the state's sup-
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ply of affordable low-income housing. This
program aims to lessen the extent to which
this occurs.

The original state program was created by
Chapter 1436, Statutes of 1990 (SB 1286, Seymoun).
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Exclusion/Exemption:
EMPLOYER- SPONSORED

EDUCATIONAL ASSISTANCE PRO_GRAMS

Program Characleristics

| Tax Type:

Authorization:

Personal Income Tax (PIT).

California Revenue and Taxation Code
Section 17151, which partially conforms
o Internal Revenue Code Section 127.

| Estimated Revenue Reductio
1 (in Millions)

1996-97
1997-98
1998-99

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 be excluded under this
program is limited to $5,250 annually. In or-
der to qualify for this exclusion, the educa-
tional program must be provided for the ex-
clusive benefit of employees and their de-
pendents, and comply with various federal
rules to ensure nondiscrimination in favor of
highly compensated employees. The exclu-
sion is inapplicable to graduate level courses
commencing after June 30, 1996.

RATIONALE

This program provides an incentive for em-
ployers to provide, and employees to
accept, contributions to educational assis-
tance programs in lieu of taxable monetary
compensation. This isbecause a given level of
contributions is worth more to employees on
an after-tax basis than an equivalent amount
of taxable income. The program represents a
policy designed to encourage additional con-
sumption of education and stimulate an in-
crease in human capital formation.

COMMENTS

This program conforms to an identical federal
program, except that the federal program
provides an exclusion only through June 1,
2000. In contrast, California law hasno sunset
provision.
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Exclusion/Exemption:

UNEMPLOYMENT INSURANCE BENEFITS

Program Characleristics

Personal lncbme Tax (PIT).

Authorization:
Section 17083.

California Revenue and Taxafion Code

Estimated Revenue Reduction

DESCRIPTION

This program exempts uinemployment insur-
ance benefits from the recipient’s gross in-
come for tax purposes.

RATIONALE

Various reasons are mentioned for the tax
relief provided by this program. One is that
legislatively provided social welfare benefits
should not be taxed, since they often are
structured by policymakers with the intent of
providing specific amounts of purchasing
power to recipients. Another is that paying
taxes on such benefits could be an especially
onerous burden on jobless individuals, who
often have trouble paying for such basic ne-
cessities as housing, food, and clothing.

COMMENTS

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

to include their unemployment compensation
as gross income. The intent of the federal re-
quirementis to treat government-paid unem-
ployment benefits more like privately pro-
vided unemployment compensation bene-
fits. The latter are fully taxable to recipients in
California to the extent that they exceed prior
contributions. .

The subsidy provided by the program is
worth disproportionately more to higher-
income taxpayers than lower-income taxpay-
ers, due to the former’s higher marginal in-
come tax rates. Economists argue that a
side-effect of this program is that it may pro-
vide a disincentive for certain unemployed
persons to seek jobs, since it reduces the af-
ter-tax cost of being unemployed. This could
be particularly relevant in such cases as un-
employed spouses of moderate-to-
high-income taxpayers, whose economic
need foremployment may be less than that of
lower-income individuals.
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Exclusion/Exemption:

EMPLOYER CONTRIBUTIONS TO |
ACCIDENT AND HEALTH PLANS

| Tax Type:

brogram Characteristics
Pearsonal Income Tax (P!T).'

. Authorization: . California Revenue and Taxation Code
Section 17131, which conforms to Interna
Revenue Code Section 106.

Estimated Revenue Reduction
{in Mittions)

1996-87 $1,690
1997-98 1,800

1998-99 n910 I

DESCRIPTION

This program excludes employer contribu-
tions to accident and health plans from the
gross income of employees for tax purposes.

RATIONALE

This program provides tax relief to all indi-
viduals whose employers confribute to the
costs of accident and health plans that pro-
vide compensation for sickness and injury.

It is argued that the program provides both
employers and employees with an incentive
to make accident and health insurance a stan-
dard part of the employees’ compensation
packages. Program supporters argue that this
is a desirable social goal, because it provides
security to workers, increases productivity,
and reduces the need for the government
itself to provide accident and health care pro-
grams.

An additional rationale for continuing this
program is that paying taxes on these non-
cash benefits would impose a financial hard-
ship on many taxpayers.

DISTRIBUTION OF BENEFITS

Tax benefits under this program are concen-
trated in the middle income groups. As
shown in the accompanying table, over 50
percent of exclusions accrue to taxpayers

Employer Contributions to Accident
And Health Plans Exciusion

1998 Tax Year

{Dollars In Millions)
Gros: Total - =* .
income ‘Amount ' percent.
" Claimed """~ * of Total *.
3186 0.8%
442 23.2
507 26.6
372 18.5
80-100 238 12.5
100-150 200 10.5
150-200 59 3.1
200-250 39 2.0
250-500 21 1.1
Over 500 15 0.8

with annual income of $60,000 or less, and
over 70 percent go to taxpayers earning
$80,000 or less. Very little of the benefits goto
taxpayers earning $20,000 or less, due in part,
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to the fact that individuals in this income
class are more likely than those in higher-
income categories to have jobs which do not
include paid benefits. Over 80 percent of the
exclusions from this program go to married
joint filers and heads of household.

COMMENTS

According to a February 1997 U.S. General
Accounting Office (GAO) study, approxi-
mately two-thirds of Americans under the
age of 65 have employment-based health in-
surance. The GAO estimates that in 1993,
three-quarters of the workforce participated
in employer-subsidized plans such as those
that qualify under this program. The GAO
also found that as the costs of providing
health insurance have increased, the number
of individuals withemployer-based coverage
has declined over the last few years.

The consensus view 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 income in favor of nonmonetary
fringe benefits. In fact, some economists be-
lieve that the subsidy provided by these pro-
grams 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 em-
* ployer-subsidized health plans. To the extent
that this is true, these programs can result in

amisallocation of economicresources and the
escalation of health care costs.

In recent years, however, structural changes
made to many employer-based health insur-
ance programs have resulted in increased
health-related costs being borne by the con-
sumer, either through higher deductibles,
greater premium payment contributions, per
visit charges, or some combination of these
factors. To the extent that resource
misallocations involving health-care benefits
have occurred in the past, the effect of the
above-noted increases in health-care usage
costs to the consumer should help mitigate
the inefficiencies and misallocations associ-
ated with the favorable tax treatment of
employer-based health insurance programs.

Generally speaking, the health-care benefits
under this program provide proportionately
greater benefits to higher-income taxpayers
than to lower-income taxpayers. This is be-
cause higher-income taxpayers typically face
higher marginal income tax rates, which in
turn makes a given dollar exclusion under
this program worth more to thern than for a
lower-income taxpayer. In addition, higher-
income taxpayers have been shown to partici-
pate in employer-subsidized health care
plans to a greater extent than do
lower-income taxpayers.
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Exclusion/Exemption:

EMPLOYER CONTRIBUTIONS TO PENSION PLANS

Program Characteristics - .

Personal Income Tax (PIT).

404a.

California Revenue and Taxation Code
Section 17501, which conforms to Internal 1] 1996-97
Revenue Code Sections 401 through 1997-98

) Estimated Revenue Reduction
. n Millions)

1988-99

DESCRIPTION

This program excludes employer contribu-
tions to qualified retirement plans and sim-
plified employee pension plans (SEPs) from
the gross income of employees, subject to
certain conditions. (Employees do, however,
eventually have to pay tax on that portion of
the retirement benefits they receive which
was funded through employer contributions.)
In general, for defined contribution plans, the
allowable annual addition to a participant’s
account that can be excluded from gross in-
come 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
taxes on the retirement benefits they receive.
The underlying rationale for the program is
the view that employees should not have to
pay taxes on income until this income actu-
ally is received by the employee.

DISTRIBUTION OF BENEFITS

Generally, the tax benefits associated with
this program are distributed over a wide

range of income classes, excluding the very
lowest. As shown in the accompanying table,
almost one-third of the claims are by taxpay-
ers with annual earnings of $80,000 or less,
with over half going to those earning
$150,000 or less. Those taxpayers earning
more than $500,000 annually receive almost
one-quarter of the exclusions, however, even
though they constitute fewer than one per-
cent of returns.

Employer Contributions to
Pension Plans Exclusion

1998 Tax Year
(Dollars in Millions)

100-150 345 13.2

150-200 185 7.1
200-250 20 7.7
250-500 194 7.4
Over 500 623 23.9
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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 mar-
ginal income tax brackets after retirement,
compared to their marginal income tax brack-
ets during their working years when' their
employers were contributing to their retire-
ment plans. In addition, the “present value”

of the deferred taxes paid in later yearsisless

than the value of the taxes that the state
would have received if they had been paid at
the time the employer contributions were
made, due to such factors as inflation. Gener-
ally, the structure of retirement programs,
especially arrangements in which employers

“match” the contributions made by employ-

ees, encourage a greater rate of participation
and contributions than would have otherwise
occurred.
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Exclusion/Exemption:
SOCIAL SECURITY AND

RAILROAD RETIREMENT BENEFITS

Program Characteristics

Personal Income Tax (PIT).

Authorization:
Sectio_n 17087.

California Revenue and Taxation Code

Estimated Revenue Reduction
i)

| 1996-97
| 1997-98
{1998-99

DESCRIPTION

This program exempts social security benefits
and federal railroad retirement benefits from
the recipient’s gross income for tax purposes.

RATIONALE

This program provides tax relief to social se-
curity and railroad retirementrecipients. The
apparent rationale is a desire to protect the
retirement income of elderly or disabled indi-
viduals who may have high living expenses
due to illress or infirmity.

COMMENTS

Federal law under Intermal Revenue Code
Sections 72(r), 86, and 105(h), provides for the
partial taxation of social security and railroad
retirement benefits. For most taxpayers, the
amount of these benefits that must be re-
ported as income for federal tax purposes
equals the lesser of one-half of the benefits
received, or one-half of the excess of the tax-

payer’s combined income (as defined) over a
specified base amount. For 1998, the base
amount is $32,000 for married taxpayers fil-
ing jointly. However, forhigh income taxpay-
ers, up to 85 percent of social security and
railroad retirement benefits may be included
as income.

The partial taxation of these benefits at the
federal level was adopted to put social secu-
rity benefits more on a par with other types
of pension benefits, which are taxable only to
the extent that the annuity or pension re-
ceived exceeds a taxpayer’s own direct
pension-related contributions.

Because a given dollar exclusion of social
security benefits from state income for tax
purposes is worth more to taxpayers as their
marginal income tax rates rise, social security
recipients with higher amounts of taxable
income from other sources realize dispropor-
tionate benefits from this state program.
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Exclusion/Exemption:

EMPLOYER CONTRIBUTIONS FOR LIFE INSURANCE

Program Characleristics

Revenue Code Section 79.

Tax Type:. Personal Income Tax (PIT).

Authorization: California Revenue and Taxation Code
Section 17081, which conforms to internal

Estimated Revenue Reduction

1998-99

DESCRIPTION

This program exempts from an employee’s
gross income that portion of the employer’s
contributions to his/her group term life in-
surance policy associated with the first
$50,000 in individual coverage. Also exempt
are contributions to life insurance policies
which specify that the beneficiary is no lon-
ger employed by the employer providing
coverage and is disabled, or the beneficiary is
the employer or a charitable organization. In
addition, insurance contributions under a
qualified pension or profit-sharing plan are
tax exempt.

RATIONALE

This program, by subsidizing the cost of life
insurance, provides taxrelief to policyholders
and an incentive for employees and employ-
ers to incorporate life insurance coverage into
their compensation packages. According to
federal reports, the original rationale for the
federal program (to which California con-
forms) was two-fold. First, it was believed
that there were difficulties in properly appor-
tioning group life insurance premiuwm costs

among individual employees, since preminm
costs depend on such factors as age, health,
and related mortality factors. Second, it was
believed that life insurance benefits would
help keep family units intact upon death of
the primary wage earner.

COMMENTS

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

Life insurance proceeds themselves are not
taxed (see “Proceeds from Life Insurance and
Annuity Contracts”). Thus, the provision of
life insurance as a fringe benefit is completely
tax exempt for many individuals. However,
life insurance purchased by self-employed
individuals, or by individuals whose employ-
ers do not make premium contributions, re-
ceive no tax break comparable to this program.
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Exclusion/Exemption:

PROCEEDS FROM LIFE INSURANCE

AND ANNUITY CONTRACTS

Pearsonal Income Tax (PIT).

uthorization:

101.

Program Characteristics

. Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17081, 17131, 17132.5, 24302,
and 24305, which generally conform to
Internal Revenue Code Sections 72 and

Estimated Revenue Reduction

DESCRIPTION

This program generally allows an exclusion
from gross income for proceeds received by a
beneficiary from the life insurance policy ofa

deceased person. (Any interest component of

such proceeds received as installments is tax-
able, however, and must be included in the
recipient’s gross income.) If the proceeds are
received under circumstances other than
death, then only the actual investment in the
contract (for example, the aggregate premium
and any other consideration paid) is
excludable from gross income.

Beginning in 1991, Chapter 1387, Statutes of
1990 (AB 2663, Peace), makes amounts re-
ceived under a “living benefits” contract
excludable from gross income. These types of
contract arrangements involve situations in
which the insured, under a life insurance pol-
icy, has a catastrophic or life-threatening ill-
ness or condition. In such an event, the policy
owner can give up or transfer the right to
receive death benefits under the policy in
exchange for compensation amounting to less
than the death benefits.

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 finan-
cially dependent on the deceased, the pro-
gram helps to stabilize their economic situa-
tions. The program also provides financial
relief to individuals receiving accelerated
benefits due to catastrophic or life threaten-
ing illness, thereby helping them cope with
the financial hardships that often are associ-
ated with such illnesses.

COMMENTS

Higher-income individuals are likely to bene-
fit disproportionately from this program,
since insurance coverage tends to be posi-
tively correlated with income, and high-in-
come taxpayers are in the highest marginal
income tax brackets.

Due to a developing market involving the
“sale” of insurance policies to investors, the
rationale related to financial dependence of
beneficiaries has been weakened. The sale of
insurance policies generally requires that the
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investor pay the remaining premiums in ex-
change for being named the beneficiary of the
policy. Proceeds received pursuant to the sale
of an insurance policy would be subject to
taxation.

With few exceptions, California has been in
conformity with federal law since 1987.
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Exclusion/Exemption:

INTEREST ON GOVERNMENT DEBT OBLIGATIONS

Program Characleristics

Tax Type:

Authorization:

Personal lnéome Tax (PIT).
Bank and Corporation Tax (BCT).

California State Constitution, Article X1,
Section 26(b), and California Revenue
and Taxation Code Sections 17088, 350
17133, 17143, 17145, and 24272, which
partially conform to Internal Revenue ;

de Sections 103 and 852 380 Minor

1996-97 $320 Minor

Minor

DESCRIPTION

This program exempts from gross income the
interestincome earned on certaindebt obliga-
tions issued by the U.S. government, territo-
ries of the United States, Puerto Rico, certain
federal agencies, and California state and
local government entities. The interest re-
ceived from a mutual fund also is tax exempt
if government obligations (those of California
state and local governments and the federal
government) comprise 50 percent or more of
the fund’s portfolio or of a series of assets
within the portfolio. While the interest on
qualifying debt obligations is tax exempt, any
capital gains on the sale of such tax-exempt
obligations must be reported as income.

The program applies to both PIT and the cor-
porate income tax, but not to the corporate
franchise tax.

RATIONALE

This program subsidizes the costs of govern-
mental borrowing, by providing tax relief to
investors who purchase qualifying debt obli-
gations issued by California governments or
by the federal government. This tax relief
encourages investors to accept lower interest

returns on these obligations which, in turn,
reduces the debt-servicing costs of these
debt-issuing governmental entities. In addi-
tion, the program provides an incentive for
certain investors to purchase more govern-
ment-issued debt than they otherwise would:
As a result of these factors, governments are
able to finance public outlays at lower costs
than would otherwise prevail.

DISTRIBUTION OF BENEFITS

As shown in the accompanying table (see
next page), the benefits from the program
accrue disproportionately to high-income
taxpayers. Over one-third of the claimed
amount goes to the small fraction of the tax-
payersearning in excess of $500,000 annually,
and over one-half go to those earning more
than $200,000. The average amount claimed
for those in the highest income category is in
excess of ten times that claimed by taxpayers
in any of the lowest three income categories.

COMMENTS

The revenue figures shown above only in-
clude reductions due to outstanding Califor-
nia state and local obligations, and mutual
fund pass-through interest dividends. No
revenue-reduction amounts are included for
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federal debt obligations since, pursuant to the
principle of “reciprocal immunity,” states are
prevented from taxing the interest on U.S.
government debt obligations. '

Interest on Government =
Debt Obligations Exclusion

1998 Tax Year

$0-20 9.6% 45%  $463

20-40 16.3 7.1 435
40-60 16.0 8.7 525
60-80 134 7.1 527
80-100 9.6 5.8 601
100-150 13.4 10.0 724
150-200 5.2 6.3 1,198
200-250 34 3.7 1,053
250-500 6.7 10.0 1,448
Over 500 8.5 36.8 5614

The benefits of the tax exemption are worth
proportionately more to taxpayers in higher
tax brackets than those in lower tax brackets.
This distinction is based on the notion of a
taxable yield equivalent, or the effective (after
tax) yield to the investor of an investment in
tax-exempt securities. The taxable equivalent
yield for a California municipal bond with an
interest rate of 7 percent for a taxpayer in the
9 percent tax bracket would be 7.7 percent.

Income Taxes (PIT & BCT)

For a taxpayer in the 2 percent bracket, how-
ever, the taxable yield equivalent would be
only: 7.1 percent. The greater benefits to
higher-income taxpayers are even more pro-
nounced at the federal level because of its
higher marginal tax rates.

Despite the widespread use and long history
of tax-exempt financing for government-is-
sued debt, considerable controversy amongst
public finance experts surrounds the contin-
ued broad-based use of programs like this.
One reason for this involves the use of subsi-
dized debt to finance projects which are not
strictly “governmental” in nature, such as
industrial projects and home purchases. In_
addition, many analysts view tax-exempt
borrowing as an inequitable means of subsi-
dizing governmental projects, since a dispro-
portionate share of the foregone tax revenues
flows to high-income investors. Finally, in
order to generate sufficient market demand
for the debt obligations, the interest rate ori
such debt is higher than the minimuwm re-
quired to ensure the participation of high-
income taxpayers; consequently, many econ-
omists would argue that a more efficient
means of aiding local governments is through
various grant and loan programs. For a dis-
cussion of these and other related issues re-
garding this program, see The Use of
Tax-Exempt Bonds in California: Policy Issues
and Recommendations, Legislative Analyst's
Office, State of California, December 1982.
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Exclusion/Exemption:

COMPENSATION FOR INJURIES OR SICKNESS

Program Characteristics

Personal Income Tax {PIT).

Tax Type:

Authorization:

California Revenue and Taxation Code
Section 17131, which conforms to Internal
Revenue Code Section 104.

Estimated Revenue Reduction

DESCRIPTION

This program allows taxpayers to exclude
from their gross income the compensation
they receive from workers’ compensation,
accidentinsurance, and health insurance, due
to injuries or sickness. The exemption also
covers the amount of any compensatory dam-
ages awarded for injury or sickness, regard-
less 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 instaliment payments. Punitive
damages, however, are taxable. In addition,
certain amounts paid by an employer to reim-
burse an employee for expenses incurred for
the care of the employee, the employee’s
spouse, or the employee’s dependents are
excluded from taxation.

RATIONALE

This program provides tax relief to qualified
taxpayers on the grounds that injuries or sick-
ness often impose significant economic hard-
ship, and can limit the ability of individuals
to pay for such basic necessities as housmg,
food, and clothing. Under these conditions;

taxes on compensation for injuries or sickness
are viewed as a particularly onerous burden.

COMMENTS

This program covers the disability benefits
received under state stahute, but does not
apply to amounts received as reimbursement
for medical expenses claimed as income tax
deductions in prior years.
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Exclusion/Exemption:

EMPLOYEE DEATH BENEFITS

Program Characteristics

Tax Type: . Peisonal Income Tax (PIT).

Authorization:  California Revenue and Taxation Code
Sections 17131,17132.5, and 17132.6 1996-97
which generally conform to Internal 1997-98
Revenue Code Section 101(b).

Estimated Revenue Reduction §
(in Millions)}

998-99

DESCRIPTION

This program allows tax-exempt treatment
for the qualified employer-provided death
benefits of employees deceased prior to Au-
gust 21, 1996, by allowing beneficiaries to
exclude from their income for tax purposes
up to $5,000 of noninterest-related death ben-
efits they receive. Formerly, certain
noninterest-related amounts paid by an em-
ployer to an employee’s beneficiaries on ac-
count of the employee’s death were
nontaxable up to a total amount of $5,000,
regardless of the number of employers in-
volved. This $5,000 exclusion, however, was
repealed in 1997 for both California and fed-
eral tax purposes for deaths occurring after
August 20, 1996. The exclusion program con-
tinues for survivor benefits paid under cer-
tain circumstances (see “Comments”).

RATIONALE

This program provides tax relief to a quali-
fied decedent’s beneficiaries with the original

rationale apparently being that death benefits

" often are used by such individuals to adjust

to the economic hardships caused by the
death of decedents, and/or to cover the
death-related expenses they may face (such
as burial costs). However, the fact that the
programno longer applies to new decedents
(except as noted below), suggests that this
original rationale isno longer viewed as suffi-
cient to justify the program.

COMMENTS

Federal changes embodied in the Taxpayer
Relief Act of 1997 included a provision that
excludes from gross income certain survivor
benefits paid as an annuity to the immediate
family of a public safety officer killed in the
line of duty. California incorporated this pro-
vision as a federal conformity measure
through Chapter 322, Statutes of 1998
(AB 2797, Cardoza), with an effective date of
January 1, 1998.
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Exclusion/Exemption:
MEALS AND LODGING

FURNISHED BY AN EMPLOYER

uthorization:

Program Characferistics Estimated Revenue Reduction |

Persohal income Tax (FIT).
Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Section 17131, which conforms to
Internal Revenue Code Section 119.

DESCRIPTION

This programallows the exclusion from gross
income of the value of meals and lodging
fumnished by an employer (other than the
military) to an employee, spouse, or depend-
ent. To qualify for the exemption, the meals
or lodging must be provided at the em-
ployer’s place of business and for the conve-
nience 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 condition of employ-
ment. This means that the taxpayer must ac-
cept the lodging in order to fulfill the require-
ments of the job.

RATIONALE

This program provides tax relief to taxpayers
who are required to live in or eat at facilities
which are owned by their employers. The
primary rationale for the program is to sim-
plify tax administration. For example, the
value to an employee of employer-provided
meals or lodging is often difficult to establish.

In addition, the lodging provided by an em-
ployer may simply duplicate rather than sub-
stitute for private quarters, in which case its
value to the employee could be negligible.

COMMENTS

In some cases, such as a live-in housekeeper
or resident apartment manager, employer-
furnished meals and lodging may represent
a large portion of the employee’s total com-
pensation. To the extent that the employee’s
regular wages are lower as a result of this
program, the govemment ends up subsidiz-
ing occupations that are characterized by
such forms of compensation.

The program also provides an incentive for
employers and employees to rely more than
they otherwise would on such nonwage
compensation, since the after-tax value of a
dollar of this form of nonwage income is
greater than that of a dollar of regular taxable
wage income.
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Exclusion/Exemption:

MISCELLANEOUS FRINGE BENEFITS

Program Characteristics

Personal income Tax (PIT).

Tax Type:

Authorization:

California Revenue and Taxation Code
Section 17131, which partially conforms
to internal Revenue Code Section 132.

DESCRIPTION

This program provides a tax exemption to
employees for specified types of em-
ployer-paid fringe benefits that they may be
receiving. These benefits 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 ser-
vices sold by the employer; (3) use of com-
pany equipment (such as a company car);
and (4} “de minimis” fringe benefits (such as
personal use of an employer's copying ma-
chine or use of on-premises eating or gymna-
sium facilities).

RATIONALE

The rationale for this program depends on
the type of fringe benefit involved. For in-
stance, program supporters argue that the
exemption for employer-provided gymna-
sium facilities is intended to provide employ-
ers with an incentive to improve the well be-
ing and productivity of their employees.
The rationale for the exemption of certain
other benefits often appears to be based pri-
marily on administrative considerations, such
as the difficulty of determining the value to
individual employees of the specific benefit
nvolved.
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Exclusion/Exemption:

SCHOLARSHIPS, FELLOWSHIPS, AND GRANTS

Personal Income Tax (PIT).

uthorization:

California Revenue and Taxation Code
Section 17131, which conforms fo
Internal Revenue Code Section 117,

Estimated Revenue Reductio

Millions

11996-97
{1997-98

DESCRIPTION

This program allows taxpayers to exclude
from gross income any'qualifying scholar-
ships, fellowships, and tuition grants or re-
ductions they receive that are used for quali-
fied educational expenses. This includes tui-
Hion and fees for enrollment and attendance
at an educational institution, as well as fees,
books, supplies, and equipment required for
educational courses. The exclusion does not,
however, apply to the portion of the scholar-
ships, fellowships, and grants which is used
to pay for room and board.

RATIONALE

The rationale for the tax relief that this pro-
gram provides to the recipients of scholar-
ships, fellowships and grants appears to re-
late to the problem of uniformity in the treat-
ment of different taxpayers. According to
federal sources, the related federal tax-exclu-
ston program (to which California’s program
conforms) initially required that all scholar-
ship, fellowship and grant income be in-
cluded as gross income, unless the taxpayer
could show that it was a gift (this is because
gifts are nontaxable, as specified). 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 eliminate the
need to determine whether a “gift” was in-
volved. Thus, the rationale for the programis
that it provides equity among different tax-
payers and is administratively convenient.

Another rationale offered by the program’s
proponents is that recipients of scholarships,
fellowships and grants often are students
who have limited economic resources of their
own. Thus, the program helps relieve some of
the economic difficulties they face and
thereby encourages increased educational
attainments in our society.

COMMENTS

The program applies to amounts received for
such incidental expenses as travel, research,
clerical assistance, and equipment, but does
not apply to amounts received for teaching,
research work, or similar services. In many
cases the value of scholarships, fellowships,
and grants is small enough that the recipi-
ents, who frequently are students with only
limited outside income, would have little or
no tax liabilities in the program's absence.
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Exclusion/Exemption:
STATE LOTTERY WINNINGS

Program Characteristics

Tax Type: Personal Income Tax (PIT).

Authorization: California Government Code
Section 8880.68.

Estimated Revenue Reduction
(In Millions)

1996-97
1997-98
1998-99

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 par-
ticipate in the state lottery. It does this by
increasing the “take-home” value of win-
nings from lottery wagering.

COMMENTS

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

State lottery winnings are subject to federal
income taxation, to the extent that they ex-
ceed lottery wagering losses. Gambling win-
nings other than lottery winnings are
subject to both state and federal income taxa-
tion, to the extent that they exceed
gambling losses.
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Exclusion/Exemption:

INCOME FROM INVESTMENTS IN
ECONOMICALLY DEPRESSED AREAS

Program Characteristics

Personal Income Tax (PIT).

Authorization:

24385.

Bank and Corporation Tax (BCT),

California Revenue and Taxation Code
Sections 17231, 17233, 24384.5, and

stimated Revenue Reduction
in Miltions) '

1996-97

1997-98

| 1998-99

DESCRIPTION

This program exemptsfrom gross income the
interest received from investments made in
state-designated economically depressed ar-
eas, including Enterprise Zones and the Los
Angeles Revitalization Zone (LARZ). For ex-
ample, the interest income from a loan to a
business that expands its operations in an
Enterprise Zone area is tax-exempt. The loan
must be used solely in connection with activi-
ties within an Enterprise Zone or LARZ, and
the taxpayer must have no equity or owner-
ship interest in the business(es) involved.

RATIONALE

This program provides an incentive for in-
vestments to be made in economically de-
pressed areas of the state, by increasing the
after-tax investment retum that taxpayers can
earr on Joans to businesses which are located
in such areas. Proponents argue that this in-
creased rate of return may be necessary to
induce investments in areas where such in-
vestments are perceived to face higher-than-
average financial risks.

COMMENTS

In recent years, over two-thirds of all states
have enacted some form of tax incentives for

businesses operating in economically de-
pressed areas. These incentives differ widely
in their purpose and coverage. Some of the
tax incentives currently made available by
states include tax exemptions for businesses
investing capital within a designated geo-
graphic area or zone, income tax credits
based on the number of eligible employees
hired by businesses in these locales, and
property tax abatement programs for land
and structures in such areas.

The problems of economically disadvantaged
areas can take many forms, including a de-
clining or stagnant base of economic activi-
ties, an inadequately trained or skilled labor
force, a dilapidated public infrastructure in-
volving poor-quality educational and trans-
portation facilities, and a depressed private
infrastructure involving run-down business
and residential structures.

Argumentsin Support. Supporters of this pro-
gram argue that, given such factors, these
geographic areas are worthy of financial sub-
sidies, atleast to “put them on track” to elimi-
nate these adverse conditions. In addition,
supporters argue that there often is evidence
of some type of “market failure” that makes
it especially difficult for these areas to deal
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with their problems—including imperfect
information among investors about the posi-
tive investment opportunities that these areas
may offer. Thus, supporters argue, govern-
ment should “get involved” to help to correct
these areas’ problems. They note that the ben-

efits to be’ realized from such involvement -

include both private-sector economic gains
and public-sector improvements, such as re-
duced crime.

Other supporters argue that, while market
failures may be important to address, the
program can be justified or equity grounds
alone. According to this view, government-
provided incentives to businesses in de-
pressed areas can result in greater economic
opportunities for the people residing in them,
thereby benefitting both individual residents
and the public generally.

Arguments Against. Critics of this program
argue that it is an ineffective and inefficient
means of stimulating new economic activity,
and that it simply encourages relocation of
existing businesses to the designated areas as
opposed to-the creating of truly “new” enter-
prises. This view holds that a “zero-sum”
game is involved, with such tax incentives
benefitting certain localities at the expense of
others. Some critics go even further, arguing
that the tax incentives represent such a small
part of the cost calculation for a business that
they simply constitute a “windfall benefit”
for business behavior that would have oc-

curred anyway.

Given the above, the controversy about the
- program’s merits seems to largely revolve
around the geographic scope of the pro-
gram’s evaluation, for example, whether the
focus is on the economic effect on the tar-
geted impact area alone or the change in the
level of economic activity for the state or a
region as a whole. Supporters argue that even
if the program does not increase economic
activity for the state generally; it still is justi-

fied on distributional grounds if it benefits a
particular disadvantaged area. They also note
that there may be efficiency gains resulting
from relocating investment from high-em-
ployment labor markets to low-employment
labor markets, as otherwise under-utilized
resources are tapped.

Empirical Evidence. Empirical evidence is
mixed as to the efficiency and effectiveness of
this and similar programs. For example, in
What Do We Know About Enterprise Zones?
(Tax Policy and the Economy, Volume 7, Na-
tional Bureau of Economic Research, 1993),
evidence is presented of increased investment
and reduced unemployment claims within
enterprise zones in Indiana. Also, a report
prepared for the New Jersey Department of
Commerce that surveyed firms receiving
such tax incentives found that about one-
third said they were the sole or major factor
in their investment decision (see Rubin and
Armstrong, The New Jersey Enterprise Program:
An Evaluation, 1989). However, data from the
U.S. Census Bureau indicates that the eco-
nomic well-being of enterprise zone residents
has not significantly improved since the
zones were established.

The California Bureau of State Audits (BSA)
conducted a review of the effectiveness of the
employment and economic incentives of Cali-
fornia enterprise zones and program areas (a
former state program). Based on statistics pro-
vided by the California Employment Develop-
ment Department, the BSA found that busi-
ness and job growth in the enterprise zones
and program areas generally exceeded the
growth in the counties in which they were
located. However, the BSA was unable to de-
termine whether this growth was the result of
tax incentive programs per se versus other
factors (see California Trade and Commerce
Agency, The Effectiveness of the Employment and
Economic Incentiveand Enterprise Zone Programs
Cannot Be Determined, November 1995).
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Exclusion/Exemption:
FOSTER CARE PAYMENTS

Program Characteristics

Personal Income Tax (PIT).

Tax Type:

Authorization:

California Revenue and Taxation Code
Section 17131, which pariiafly conforms
fo Internal Revenue Code Section 131.

Estimated Revenue Reductio

|| 1996-97

DESCRIPTION

This program allows taxpayers to exclude
from gross income the payments they receive
from state, local, and nonprofit agencies as
reimbursenient for the costs of taking care of
a foster child. To qualify, a foster child must
live in the taxpayer’s home.

RATIONALE

This program provides an incentive for indi-
viduals to take on the responsibilities of car-
ing for foster children. The payments and tax
exclusion are intended as compensation for

and to cover expenses associated with foster
care.

COMMENTS

Supplemental payments made by the state or
a tax-exempt child-placement agency as
“difficulty-of-care payments,” are also
excludable from gross income for tax pur-
poses. These are intended as compensation
for the additional expense associated with the
care of a foster child with a physical, mental,
or emotional handicap.
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Exclusion/Exemption:

EMPLOYEE RIDESHARING BENEFITS

Program Characteristics.

Parsonal Income Tax (PIT).

Tax Type:

Authorization:

Section 132.

California Revenue and Taxation Code
Sections 17090 and 17149, which partially
conform to Internal Revenue Code :

1996-97
1997-98
[1998-99

DESCRIPTION

This program allows taxpayers to exclude
from their gross income the compensation or
any other benefits they receive from an em-
ployer for their costs of partficipating in a
qualified ridesharing program. The exemp-
tion covers compensation or other benefits
received for commuting. in a third-party
vanpool, private commuter bus, or subscrip-
tion taxipool, and for monthly transit passes
that are used by an employee or the em-
ployee’sdependents. Italso covers suchbene-
fits as carpooling, free or subsidized parking,
bicycling, ferry use, travel to or from a
telecommuting facility, and any aiternative
transportation method thatreduces the use of
motor vehicles in traveling to or from a place
of employment.

RATIONALE

This program provides tax relief to employ-

ees who participate in ridesharing programs,

and an incentive for employers to make
ridesharing benefits a part of their employees’
overall compensation. The program’s under-
lying rationale is based on the view that state
tax incentives are needed to encourage em-
ployees and employers to use ridesharing
programs as a means of alleviating traffic
congestion and reducing air pollution.

COMMENTS

The exemption provided by this program
originally was established by Chapter 25,
Statutes of 1982 (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
Chapter 1437, Statutes of 1988 (SB 1904,
Morgan).
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Exclusion/Exemption:

EMPLOYEE CHILD AND DEPENDENT CARE BENEFITS

Program Characleristics

| Personal Income Tax {PIT).

Authorization:

California Revenue and Taxation Code
Section 17131, which paritially conforms to
internal Revenue Code Section 129.

DESCRIPTION

This program allows taxpayers to exclude
from their gross income the compensation or
other benefits they receive from an employer
for qualified child and dependent care ser-
vices. In addition to exempting these em-
ployer-provided benefits, an emnployee may
exempt the amount of child and dependent
carebenefits received througha salary-reduc-
tion agreement entered into with an em-
ployer. In this case, the employee elects to
receive a salary reduction in the amount of
the additional employer-paid child or de-
pendent care benefits.

RATIONALE

This program provides tax relief for employ-
ees who receive child and dependent care
benefits 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 under-
lying rationale is that it benefits society as a
whole in several ways. One of these ways,
proponents argue, is through increased labor
output and productivity, which occurs be-
cause the availability of child care enables

more individuals to work and reduces em-
ployee absenteeism and turnover. Another
cited benefit of the program 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 de-
pendent care services, which enable or assist
the taxpayer to work. To qualify for the pro-
gram, the assistance must be provided under
a plan that does not discriminate in favor of
officers, owners, or higher-paid employees,
and which meets various other requirements.

Federal tax law, to which California con-
forms, limits the exclusion for employee child
care benefits (both those paid by the em-
ployerand those provided through employee
salary reductions) to $5,000 per year ($2,500
in the case of married individuals who file tax
refurns separately from their spouse), begin-
ning in 1987. Individuals are allowed to use
this income exclusion in conjunction with the
tax credit for child and dependent care expenses.
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Exclusion/Exemption:

TAX-EXEMPT STATUS FOR QUALIFYING CORPORATIONS

Program Characleristics -

Tax Type:

Authaorization:

Bank and Corporation Tax (BCT). - ;

California Revenue and Taxation Code
Sections 23701 through 23710.

Estimated Revenue Reduction
(ln Miilions)

DESCRIPTION

This program allows an exemption from the
BCT franchise and income taxes for the in-
come of qualifying tax-exempt nonprofit and
charitable organizations. {The BCT franchise
tax is levied against all banks and corpora-

tions doing business in the state. In contrast,

the BCT income tax is imposed on banks and
corporations that 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 minimum
franchise tax imposed on corporations which
otherwise would have a tax liability less than
that amount. Qualifying organizations are
still subject to taxes on "unrelated business
income,” which includes income associated
with activities that are not directly related to
their tax-exempt status. For example, a church

would have to pay taxes on the income
earned from the lease of its personal property
to a business, even though its income from
religious-related activities would be tax ex-
empt.

RATIONALE

This program provides tax relief to organiza-
tions which are engaged in various charita-
ble, or otherwise not-for-profit, activities. The
tax-exempt status generally applies to non-
profit religious, charitable, educational, and
scientific organizations. Certainhomeowner-
ship organizations, civic and business organi-
zations, and financial cooperatives also qual-
ify for tax-exempt status. The commonly cited
rationale for exempting such organizations
from taxationis that they provide social bene-
fits which are worthy of indirect public finan-
cial support.

Page 41




Income Taxes (PIT & BCT)

Exclusion/Exemption:

RECYCLED OR REDEEMED BEVERAGE
CONTAINER REDEMPTION PAYMENTS

Personal Income Tax (PIU.

Program Characleristics

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17153.5 and 24315.

Estimated Revenue Reduction

1997-98

DESCRIPTION

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

RATIONALE

This program provides an incentive for tax-
payers to return beverage containers to recy-
cling centers. The program’s underlying ratio-
nale is that resource conservation and litter
reduction are worthy of public financial sup-
port.

COMMENTS

This program was enacted by Chapter 1290,
Statutes of 1986 (AB 2020, Margolin), which
established astatewide recycling program for
certain types of beverage containers. The pro-
gram’s exclusion covers the amounts that a
taxpayer receives as a refund/redemption
value. The term “refund value” refers to the
minimum refundable value established by
the California Department of Conservation
(DOC) for each type of beverage container.
Generally, the current refund value is
2.5 cents per container.
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Exclusion/Exemption.

BENEFITS PROVIDED UNDER CAFETERIA PLANS

Program Characteristics

Tax Type:

Authorization:

Personal Income Tax (PIT).

California Revenue and Taxation Code |
Section 17131, which generally conforms |-
to Internal Revenue Code Section 125. |+ 1597-98

Estimated Revenue Reduction §

1996-97

DESCRIPTION

This program allows employees to exclude
from their gross income benefits received
from cafeteria plans. Such cafeteria plans are
employer-sponsored benefit packages that
offer employees a choice between taking
monetary compensation or qualified benefits.
The employee is. allowed. to choose: among
the “qualified benefits” that a particular em-
ployer’s plan offers, which can include such
benefits as accident and health coverage,
group-term life insurance coverage, or child
and dependent care benefits. Qualified bene-
fits cannot include deferred compensation
plans, except for certain plans maintained by
educational institutions. If the employee
chooses to take monetary compensation in-
stead of the qualified benefits, the monetary
compensation must be included in gross in-
come subject to taxation.

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 amountto such a program
is worth more to employees on an after-tax
basis than an equivalent amount of taxable
income: In addition, the program provides
both employers and employees with an in-
centive to make these types of benefits a stan-
dard part of the employees' compensation
package. The rationale advanced for the pro-
gram is that it furthers a desirable social goal,
becauseitimproves workers' income security
and reduces the need for governments to pro-
vide these benefit programs themselves.

COMMENTS

California has been largely in conformity
with federal law regarding cafeteria plan ben-
efits since 1987.
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Exclusion/Exemption:
WATER’S-EDGE ELECTION

Program Characteristics

Bank and Corporation Tax (BCT).

uthorization:  California Revenue and Taxation
Sections 25110 through 25112.

Code
1996-97

1997-88
1998-99

DESCRIPTION

This program gives a unitary multinational
corporation the option of computing its Cali-
fornia taxable income on a “water's-edge”
basis, which means the company's tax liabil-
ity is determined on the basis of its United
States income only, instead of on the basis of
its worldwide income. (That is, nondomestic
income may be excluded for tax-computation

purposes.)

A qualifying water's-edge corporation is also
allowed to deduct a percentage of its foreign
dividends. Corporations electing to file on a
water's-edge basis must do so for a seven-
year period following the year of election.

BATIONALE

This program provides tax relief to multina-
tional corporations by allowing them to com-
pute their taxes using an alternative method.
The net effect is that they are allowed to ex-
clude the activities of foreign operations for
the purposes of calculating California tax
liabilities under BCT. One rationale for the
program is that it is burdensome for some
multinationals to keep track of all their
worldwide income sources and amounts for
the sole purpose of computing California’s
tax liability. The water's-edge election pro-
vides these corporations with an alternative
that makes it easier and less costly for them to

comply with California's tax laws, because it
relies on the same information now required
for federal tax purposes.

It also is argued by proponents that the
worldwide method could result in an un-
fairly high allocation of income for California
tax purposes, and that the water's-edge
method reduces this distortion.

DISTRIBUTION OF BENEFITS

As shown in Figure 1, the benefits of the
water’s-edge election are claimed by a broad

Water’s-Edge Election

Tax Benefits by Receipt

1998 Income Year

Under $1
1-10

10-50 25.3

50--100 6.0

100500 16.5

500-1,000 5.1 :
Over 1,000 7.2 87.4
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spectrum of businesses, based on total re-
ceipts. However, total benefits accrue dispro-
portionately to larger corporations. This is
due to the fact that corporations with world-
wide operations who can benefit from a
water’s-edge election tend tobe large entities.
Figure 2 indicates that the total benefits asso-
ciated with the program accrue largely to
manufacturing and to finance, real estate, and
insurance enterprises. '

COMMENTS

This program was enacted by Chapter 660,
Statutes of 1986 (SB 85, Alquist), and is appli-
cable for tax years beginning in 1988.

Water’s-Edge Election
Tax Benefits by Industry

1998 Income Year

Agriculture, 3.0% 0.9% 0.1%

Forestry & Fishery

Construction 3.8 0.8 0.1
Manufacturing 15.9 20.6 50.9
Services 251 13.1 0.2
Trade 18.2 451 1.1
Finance, Real 259 17.0 30.7
Estate & Insurance

Utilities & 8.2 25 17.1
Transportation
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Exclusion/Exemption:

LIMITED PARTNERSHIP INVESTMENT SOURCE RULES

Program Characteristics

Tax Type: Personal income Tax (PIT).

Authorization:
Section 17955.

Célifornia Revenue and Taxation Code

Estimated Revenue Reduction

DESCRIPTION

This program exempts from taxation divi-
dends, interest, or gains and losses from qual-
ifying investment securities of Hmited part-
nership members who reside outside of Cali-
fornia, and whose only contact with this state
is through a broker, dealer, or investment
advisorlocated in the state. “Qualified invest-
ment securities” include, but are not limited
to, common stock, bonds, and mortgage-
based or asset-backed securities.

RATIONALE

This program provides tax relief to members
of limited parinerships residing outside of
California that make use of investment ser-
vices within the state, on the grounds that

such activity does not constitute “doing busi-
ness” in the state.

COMMENTS

Prior to this program, members of limited
partnerships were subject to taxatior on in-
vestment income because they were deemed
to be “doing business” within the state, even
though they did not physically reside in Cali-
fornia. This increased the cost of using invest-
ment services in California, placing this in-
dustry ata comparative disadvantage in Cali-
fornia relative to other states such as New
York and Massachusetts, which had rules
exempting limited parinership investment
source-income from taxation.
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Program Characteristics -

uthorization:
‘ Section 23153.

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code

Estimated Revenue Reduction

1996-97
1997-98
1998-99

DESCRIPTION

This program exempts credit unions and non-
profit cooperative associations from the state
minimum franchise tax. This is the amount
that a corporation must pay, regardless of
income. It is currently $800 for most corpora-
tions, although new, small corporations pay
a lower minimum franchise tax.

RATIONALE

This program provides tax relief to credit
unions and nonprofit cooperative associa-

tions, based on the rationale that the primary
goal of these organizations is to provide low-
cost financial services to members who might
not otherwise have access to such services.

COMMENTS

While credit unions and nonprofit coopera:
tive associations are exempt from any mini-
mum franchise tax, credit unions must pre-
pay a tax of $25 when they incorporate under
the laws of California, or when they qualify
to transact business in California.
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Exclusion/Exemption:

SMALL BUSINESS ALTERNATIVE MINIMUM TAX

Tax Type:

Authorization:

Program Characteristics - timated Revenue Reduction
- In Millions)

Personal inc‘ome‘ Tax (PIT).
Bank and Corporation Tax (BCT).

California Revenue and Taxation Code’
Sections 17062,17308, 23036, 23453,

| 1996-97

23455 through 23457, and 23459, which :

| 1997-98
generally conform to Internal Revenue
Code Sections 55 through 58.

1998-99

DESCRIPTION

For certain businesses and individuals which
have large amounts of deductions, credits,
exemptions, and exclusions, the Alternative
Minimum Tax (AMT) may limit the amount
of these “tax preference” items that may be
claimed, or may impose an additional tax or
limit tax credits receivable to ensure that
these taxpayers are not receiving more than a
“reasonable” amount of benefits from these
preference items. This program exempts cer-
tain small businesses from the state AMT.

To qualify for this treatment, the taxpayer
must (1) own or have ownership interestin a

trade or business, and (2) have aggregate ad-
justed gross receipts of less than $1 million
from these trades or businesses. Proportion-
ate interestin a partnership, regulated invest-
ment company, real estate investment trust,
and real estate mortgage investment conduit
are includable in the gross receipt totals.

RATIONALE

This program provides tax relief to qualified
small businesses, thereby increasing their
economic viability. The rationale is based on
the belief that encouraging the development
of small business helps the vitality of state
and local economies.
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Exclusion/Exemption:

TUITION REDUCTION OR WAIVER

Tax Type:

uthorization:

Program Characteristics 7

" Personal Income Tax (PIT).

California Revenue and Taxation Code
Section 17131, which conforms to
internal Revenue Code Section 117(d).

Estimated Revenue Reduction &

(in Milfions)

1997-98 NA
1998-99

DESCRIPTION

This program allows an exclusion from gross
income for tuition reductions or waivers re-
ceived by an employee of a qualified educa-
tional institution for undergraduate educa-
ton provided to the employee, the em-
ployee’s spouse, or dependent children. It
also provides tuition reductions or waivers
for graduate education of the employee, who
must be engaged in teaching or research ac-
tivities for the qualifying educational institu-
tion,

The educational institution may provide the
tax-exempt tuition reduction or waiver only
if it does not discriminate in favor of highly
compensated employees. A qualified educa-
tional institution must maintain a regular
faculty and curriculum, and have a regularly
enrolled student body in attendance at the
institution. .

RATIONALE

This program provides tax relief to university
and college employees based on the rationale
that individuals in these occupations should
be provided additional public support for

their activities and because of the perceived
importance of education. Schools have ar-
gued for the exemption as an added benefit
to attract and maintain highly sought-after
employees, who otherwise might be hired at
other universities or by private sector compa-
nies. (This reasoning, however, does not pro-
vide a rationale for public financial support of
this program.)

COMMENTS

On several occasions in the late 1970s and
early 1980s, the Internal Revenue Service
(IRS) and some Members of Congress at-
tempted to review or repeal this program, but
met with strong resistance. As a method of
curbing its use, the federal government re-
stricted the use of the tax-exempt tuition re-
duction to undergraduate education only,
except in the case of an employee who is con-
currently attending graduate school.

Due to rising costs in recent years, some uni-
versities have limited the amount of tuition
reduction to new employees as a means of
cutting costs; however, many still provide a
full tuition waiver.
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Exclusion/Exemption:

SCHOLARSHARE TRUST INCOME

Program Characteristic

Tax Type: | Personal Income Tax {PIT).

Authorization:

24328.

California Revenue and Taxation Code
h Sections 17140, 23735, 24306, and

Est.-ma_ted Revenue Reduction
{In Mitlions)

1996-97
1997-98
1998-99

DESCRIPTION

The Golden State Scholarshare Trust program
was established by the state to encourage
families to save for the post-secondary educa-~
Hon expenses of their children. Contributions
under a Scholarshare Trust Account are not
included for state tax purposes in gross in-
come. Earnings on contributions under the
Scholarshare Trust Account are not taxable
when earned, butrather included in the bene-
ficiaries” gross income upon distribution for
educational purposes.

Contributions to and earnings on the trust
must be used for qualified higher education
expenses at a public or private post-secondary
institution, including the following: tuition,
fees, books, supplies, and (in most cases) room
and board. Maximum contributions to the
Scholarshare Trust Accountare limited to esti-
mated qualified expenses that can be incurred
for a designated beneficiary to obtain a bacca-
laureate degree at an institution of higher edu-
cation in California within four years.

RATIONALE

This program is one of several incorporated
into state law that makes it financially easier for

families to afford to send their children to col-
leges, universities, or other post-secondary edu-
cationalinstitutions. The underlying rationalé is
that higher education is worthy of public finan-
cial support. ‘

COMMENTS -
While the major thrust of this program is to

make it easier for households to pay for post--
secondary education, there are broader issues

associated with this program. In particular, if
there exist social benefits to post-secondary

education in addition to private benefits, a less-

than-optimal amount of education may result

in the absence of programs like this. Since the

after-tax price of post-secondary education is

lowered through this program, it would typi-

cally be expected to resultin an increase in the

amount of education undertaken.

Some argue that sufficient public support for
higher education already occurs and that pro-
grams such as this may actually stimulate
consumption in excess of the appropriate
amount.
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Exclusion/Exemption:

CAPITAL GAINS ON SMALL BUSINESS STOCK

Personal Income Tax (PIT).

Program Characteristics .

California Revenue and Taxation Code
Section 18152.5, which partially conforms
o Imternal Revenue Code Section 1202.

DESCRIPTION

This program provides a PIT exclusion for
50 percent of the gain from the sale or ex-
change of qualified small business stock that
is held for more than five years. The amount
of the exclusion may not exceed the greater of
the following (for a married couple filing a
joint return) (1) $10 million, or (2) ten times
the amount of the qualified small business
stock under specified conditions. These
amounts are halved for single taxpayers. The
stock must be issued by a C corporation be-
tween January 1, 1993 and January 1, 1999 in
order to qualify for the exclusion.

Qualified stock must be issued by a corpora-
Hon with less than $50 million in total gross
assets (before and after the stock issuance),
and 80 percent of its total dollar payroll must
be attributable to employment in California.
“Qualified businesses” are those where at
least 80 percent of the business assets are
used to conduct qualified business or trade
activities. Qualified business, in general, does
not include professional or financial services
or the hospitality industry. The measure was
designed primarily to promote startup opera-
tions in manufacturing and related activities.

RATIONALE

The program was conceived of as a means by
which small businesses in particular industries
could gain access to the capital markets more

easily than they otherwise would. Small, new
or expanding businesses may face more sub-
stantial hurdles in raising funds for growth
than large business entities. This program rep-
resents an effort to reduce the costs of access to
required financial capital.

COMMENTS

The federal government also has a PIT exclu-
sion for 50 percent of small business stock
gains held for five years or more. The design
of the state’s provision was largely based on
the federal law but does not incorporate cer-
tain of its provisions including the rollover of
capital gains.

The small business stock exclusion, which
results in a reduction in capital costs, repre-
sents an attempt to address what are per-
ceived as multiple issues relating to small
businesses. These issues may stem from mar-
ket failure of some type, but may also relate
to the achievement of other social goals. For
example, some argue that small businesses
and industries face a capital shortage; that,
for some reason, insufficient funds are being
channeled to small businesses. This may be
due to insufficient or inaccurate information,
or an aversion to perceived high-risk ven-
tures. Some feel that by increasing the return
to investors, additional capital can be chan-
neled into the small business sector.
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Other proponents suggest that the cost of
capital itself is the problem, and that a sub-
sidy is necessary for small business start-ups
and expansions to be viable. Finally, some
supporters take the view that small busi-
nesses are worthy of special support, perhaps
because they may be more labor intensive
than larger businesses, or because small busi-
nesses tend to be a substantial source of prod-
uct development and innovation.

Economists differ, and empirical evidence is
inconclusive, regarding the validity of some
of the claims regarding the positive aspects of
small business activities or the existence of
capital shortage for this sector. Even if the
justifications given for the program are accu-
rate, there may exist alternative ways to assist
small business enterprise.

Page 52




Income Taxes (PIT & BCT)

Adjustment:

CONTRIBUTIONS TO INDIVIDUAL

RETIREMENT ACCOUNTS

Program Characteristics

| Authorization:

Personal Income Tax (PIT).

California Revenue and Taxation Code
Sections 17085, 17201, 17203, 17210.8,
17501, 17504 through 17509, 17551, and
17554, which largely conform lto Internal
Revenug Code Sections 219 and 408

i Eslimaled Revenue Reduction
| (In Millions) '

DESCRIPTION

This program allows a deduction when com-
puting adjusted gross income (AGI) for con-
tributions to a taxpayer’s Individual Retire-
ment Account (IRA). The annual maximum
deduction permitted is the lesser of $2,000 or
100 percent of the individual’s compensation.
A nonworking spouse may make a deduct-
ible IRA contribution of up to $2,000. The
maximum aggregate contribution for a mar-
ried couple is the lesser of $4,000 or
100 percent of their combined compensation.

If a taxpayer is a participant in an employer-
sponsored retirement plan, the above deduc-
tion limitation is gradually reduced and then
eliminated at a certain point. For the 1998 tax
year, taxpayers who belong to em-
ployer-established pension programs can
claim the full deduction, provided their AGI
is below $30,000 for single filers, and $50,000
for married joint-return filers. For incomes
above these amounts, the deduction is gradu-
ally phased-out, and then eliminated alto-
gether for taxpayers whose AGI exceeds
$40,000 for single filers and $60,000 for mar-
ried joint-return filers.

RATIONALE

This program provides an incentive for tax-
payers to save for retirement, It does this
by permitting taxpayers to defer taxes on IRA
contributions until they are withdrawn (after
age 59%), thereby increasing the investment
earnings on such monies.

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

COMMENTS

California has generally been in conformity
with federal law regarding deductions for
IRA account contributions since 1987. The
state incorporated changes made at the fed-
eral level for tax years beginning in 1996
regarding maximum deductible contributions.
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Adjustment:

CONTRIBUTIONS TO SELF-EMPLOYED

RETIREMENT PLANS

Personal Income Tax (PIT).

Authorizatiocn:

404, 408, and 415,

California Revenue and Taxation ‘Code

Sections 17501, 17504, 17506, and
17507, which generally conform to Internall
Revenue Code Sections 219, 401 through |

| Estimated Revenue Reduction
| (in Millions)

1996-97
1997-98
1998-99

DESCRIPTION

This program allows a deduction when com-
puting adjusted gross income (AGI) for a tax-
payer’s contributions to a self-employed re-
tirement plan (these plans are usually re-
ferred to as “Keogh” plans).

For defined contribution plans, the deduction
is limited to the lesser of $30,000 or 25 percent
of earned income. For defined benefit plans,
the annual normal retirement benefit limita-
tion is the lesser of $90,000 or 100 percent of
average compensation for the highest three
consecutive years of active plan participation.
The $90,000 limitation is adjusted annually
based on the cost of living; for 1998, this ad-
justed figure was $130,000. California law
requires that amounts used as earned income
for federal income tax purposes must also be
used for state income tax calculations.

RATIONALE

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

DISTRIBUTION OF BENEFITS

The accompanying table indicates that taxpay-
ers receiving benefits from this program are
broadly distributed across the income spec-
trum. However, the majority of benefits accrue
to those in the upper-income categories, with
almost 80 percent of amounts claimed by tax-
payers earning more than $100,000. Average

Contributions to Self-Employed
Retirement Plans Adjustment

1998 Tax Year

ittir

$0-20 1.6% 0.1% NA

20-40 6.3 1.2 $187
40-80 1.0 4.1 333
60-80 14.1 8.1 518
80-100 1.5 7.5 591
100-150 18.9 18.5 842
150-200 - 11.0 16.2 1,333
200-250 6.3 124 1,750
250-500 12.6 231 1,667
Qver 500 58 9.3 1,455

benefits also increase as income increases
throughout most of the income spectrum.
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COMMENTS

In general, no distinction is made between
(1) pension, profit-sharing, and other retire-
ment plans, including simplified employee
pension plans established by corporations;
and (2) plans established by self-employed
individuals and partnerships. In addition,
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coniributions and deductions for a
self-employed participant in a qualified plan
are limited in the same way as those of an
employee participant. California has been
largely in conformity with federal law in this
area since 1987.
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Adjustment:

CONTRIBUTIONS TO EDUCATION
INDIVIDUAL RETIREMENT ACCOUNTS

Program Chatacleristics

Authorization:

Sections 219 and 408.

Personal Income Tax (PIT).

California Revenue and Taxation Code
Sections 17085, 17201, 17210.6, 17501,
and 17505 through 17508, which gener-
ally conform to Internal Revenue Code

Estimated Revenue Reduction

DESCRIPTION

This program allows for an exclusion from
gross income when computing adjusted gross
income (AGI) forearnings on contributions to
an Individual Retirement Account (IRA) es-
tablished for the purpose of funding a child’s
post-secondary educational expenses. Under
the program, up to $500 per child, per year
may be contributed to an educational IRA,
effective for tax years beginning after 1997.
Earnings on confributions are distributed tax-
free provided that they are used for the pur-
poses of the child’s qualified post-secondary
education expenses.

Qualified expenses include tuition, fees,
books, supplies, equipment, and (in most
cases) room and board. The program is avail-
able for taxpayers with modified AGIof up to
$150,000 (joint returns) and $95,000 (single
taxpayers). The program is phased out for

filers with modified AGI between $150,000
and $160,000 (joint returns) and $95,000 and
$110,000 (single taxpayers). L

RATIONALE

This program provides favorable tax treat-
ment of investment earnings specifically set
aside for a child’s post-secondary education.
Although contributions to the education IRA
themselves are not deductible from income,
the incentive to earmark savings for educa-
tional purposes involves recognition of the
high costs of education and the necessity of
post-secondary education for many careers.
Proponents argue that encouraging such be-
havior is deserving of public support.

COMMENTS

California generally conforms to federal tax
law with regard to education IRAs.
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Adjustment:

MEDICAL SAVINGS ACCOUNTS

Program Characteristics

Personal Income Tax (PIT).

Bank-and Corporation Tax (BCT).

California Revenue and Taxation Code
Sactions 17201, 17215, and 24343.3,
which generally conform to Internal Reve-

Estimated Revenue Reduction
In Millions)

nue Code Sections 106, 138, and 220.

DESCRIPTION

This program allows small business employ-
ers and self-employed individuals to create
tax-favored Medical Savings Accounts. In
general, employer or employee contributions
are limited to 65 percent of the annual health
insurance deductible for taxpayers with indi-
vidual insurance coverage. The comparable
limitation for taxpayers with family coverage
is 75 percent.

Employer contributions are excluded, and
employee contributions deductible, from the
employee’s income for tax purposes. Any
earnings accumulated in the Medical Savings
Account are tax-free. Contributions and earn-
ings placed in this account may be with-
drawn for medical purposes without penalty.
Withdrawals made for other purposes may

be subject to tax, as well as a penalty, under
certain circumstances. :

RATIONALE

This program provides an incentive for tax-
payers to save for medical treatment and
emergencies. It does this by permitting tax-
payers to defer taxes on their Medical Savings
Account contributions and for employers, to
deduct contributions made to employee ac-
counts.

COMMENTS

This program provides a “double” tax incen-
tive. First, it lowers the adjusted gross income
of taxpayers by exempting from income all of
the contributions they make towards their
Medical Savings Account. Second, it does not
tax earnings accumulated or withdrawals made
for medical purposes.
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Adjustment:
MOVING EXPENSES

Praogram Characleristic

Personal Income Tax (PIT).

Authorization:

82, 132, and 217.

California Revenue and Taxation Code
Sections 17072, 17076, 17084, 17134.5,
17201, and 17218, which conform to
Internal Revenue Code Sections 62, &7,

Estimated Revenue Reduction
i Mitlions)

DESCRIPTION

This program allows taxpayers an above-the-
line deduction when computing their ad-
justed gross income (AGI) for the qualified
moving expenses they incur, associated with
beginning a new job in a new location. Only
those expenses that are not paid or reim-
bursed by the employer are deductible. The
allowable expenses taken as a deduction in
calculating AGI are those direct expenses
associated with relocation, but specifically
excluding: (1) meals consumed while travel-
ing and living in temporary quarters near the
location of new employment; (2) preliminary
house-hunting travel prior to the move;
(3) temporary living expenses for up to 30
days in the general location of new employ-
ment; and (4) lease expenses associated with
the new or old residence.

In order for the taxpayer to claim the deduc-
tion, the move must meet two basic tests—a

distance test and a time test. The distance test

requires that the taxpayer’s new employment

must be at least 50 miles further from the tax-

payer’s old residence than the former place of

employment was from the taxpayer’s-old

residence. The time test requires that the tax=-
payer be employed on a full-time basis at the-
new location for at least 39 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 two

years following the move in order to claim

the deduction.

RATIONALE

This program provides tax relief to individu-
als whose employment requires that they
relocate. The basic rationale is that such mov-
ing expenses actually are a type of employee
business expense that is necessary in order to
earn income, and that employees often have
little control over incurring such expenses.
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Adjustment:

HEALTH INSURANCE PREMIUMS

Program Characleristics

Personal Income Tax (PIT).

Tax Tybe:

Authorization:

California Revenue and Taxation Code
| Sections 17201, 17270, and 17273,
which partially conform to internal
Revenue Code Section 162,

Estimated Revenue Reduction
| (In Mitfions)

1996-97
1997-98
1998-99

DESCRIPTION

Under this program, self-employed taxpayers
are allowed to deduct a percentage of the
costs they incur for health insurance premi-
ums for themselves and their families, not to
exceed the taxpayer’s eamed income from
his/her trade or business. California law al-
lows self-employed. taxpayers to deduct
40 percent of their costs for health insurance
premiums. This deduction may be taken re-
gardless of whether the taxpayer itemizes
deductions.

RATIONALE

The purpose of this program is to encourage
taxpayers to provide health insurance for
themselves and their families. The program’s
rationale reflects the view that self-employed
individuals incur these business-related ex-
penses which can be treated in the same fash-
ion as business-related expenses incurred by
larger corporations.

COMMENTS

Federal tax law increased the deductible per-
centage for health insurance premiums
from 25 percent to 30 percent for tax years
beginning after 1994. The percentage deduc-
tion for federal purposes increases to
40 percent for the 1997 tax year and then in-
creases further at fairly regular intervals
thereafter until the deductible percentage
reaches 100 percent for tax years beginning
after 2006.

For tax year 1997, the California deductible
percentage was 40 percent, with the amount
scheduled to decline to 25 percent for subse-
quent tax years. However, under
Chapter 322, Statutes of 1998 (AB 2797,
Cardoza) and Chapter 323, Statutes of 1998
(AB 2798, Machado), the 40 percent deduct-
ibility is scheduled to continue.
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Adjustment:
EMPLOYEE CONTRIBUTIONS TO QUALIFIED

RETIREMENT AND SALARY REDUCTION PLANS

Pragram Chraract_ensncs

Personal Income Tax (PIT).

Authorization:

404a, 408, and 457.

California Revenue and Taxation Code
Section 17501, which conforms to Internal
Revenue Code Sections 401 through

Estimated Revenue Reduction
In Milli

DESCRIPTION

This program allows an exclusion from gross
income for a taxpayer’s coniributions to a
qualified employer-sponsored retirement
plan, a simplified employee pension plan
(SEP), or a cash or defined-arrangement plan
(CODA) such as a 401(k), 403(b), or 457 plan.
Taxpayer contributions to a CODA are lim-
ited annually and vary by type of plan.

RATIONALE

This program provides individuals with an
incentive to participate in employer-spon-
sored retirement plans and salary reduction
plans, by permitting them to defer taxes on
their contributions until they are “with-
drawn” as benefits after retirement. This de-
ferral reduces the cost of funding a specified

level of retirement benefits, because the pres-
ent value of taxes paid upon the withdrawal
of benefits is less than the present value of the
taxes that would be paid when the contribu-
Hons are made, due to such factors as infla-
tion. In addition, the program provides a fur-
ther tax reduction to such individuals to the
extent that their marginal income taxrates are
lowerwhen they retire and receive retirement
distributions compared to when they made
the contributions.

COMMENTS

The revenue effects of this program are
included in those for the program “Employer
Contributions to Pension Plans.” California
has generally been in conformity with federal
law since 1987. See comments under “Em-
ployer Contributions to Pension Plans.”
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Deduction:
STANDARD DEDUCTION

Authorization;

Program Characteristics Estimated Revenue Reduction §

Personal Income Tax (PIT).

California Revenue and Taxation Code
Sections 17041, 17073, and 17073.5.

{1997-98
| 1998-99

DESCRIPTION

This program allows taxpayers who do not
itemize their income tax deductions to claim
astandard deduction. The deduction amount
for the 1998 income year was $2,642 for sin-
gle-return taxpayers and $5,284 for
joint-return taxpayers. The standard deduc-
tion is indexed annually for inflation, as mea-
sured by the percent change in the California
Consumer Price Index for June of the tax year
compared to june of the preceding year.

RATIONALE

This program is intended to simplify state tax
administration and the tax-computation pro-
cess for taxpayers who have less than a speci-
fied level of itemized tax deductions.

DISTRIBUTION OF BENEFITS

As shown in the accompanying table, the
standard deduction is a program which is
used heavily by lower-to-moderate income
taxpayers. Almost 75 percent of the taxpayers
claiming the standard deduction have $40,000
or less in annual income, and over three-
quarters of all deductions go to taxpayers
earning $60,000 or less annually. For the low-
estincome class, the great majority of benefits
(in excess of 90 percent) go to single taxpay-
ers or married taxpayers filing separately.

Average claims for this deduction decline in
the higher income categories due to the in-
creased prevalence of the use of itemized de-
ductions.

Standard Deduction

1998 Tax Year

$0-20 39.6% 13.8% $57

20-40 33.9 35.8 174
40-60 15.9 28.3 294
60-80 5.5 122 367
80-100 2.1 4.7 364
100-150 1.6 33 341
150-200 0.5 0.8 280
200-250 0.2 04 308
250-500 0.5 0.7 240
Qver 500 0.3 0.2 143
COMMENTS

Considerable disagreement exists regarding
how the tax expenditure associated with the
standard deduction should be defined and
measured. The revenue reduction amounts
shown above represent the amounts the state
would gain if the standard deduction were
eliminated altogether, and those taxpayers
who would otherwise claim it were instead
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left with itemizing their deductions. Thus, for
a single taxpayer with itemizable deductions
of $1,000, the revenue reduction for this pro-
gram would be based on an increased deduc-
tion of $1,642 (reflecting the excess of the
standard deduction over the taxpayer’s
itemizable deductions). ' '

However, alternative ways of defining and
computing the tax expenditure amount have
been suggested which can lead to signifi-
cantly different revenue effects. For example:

~ & One view is that the standard deduc-
tion is part of the “basic tax structure”
because itis available to all taxpayers.
In this view, the standard deduction
does not give rise to any tax expendi-
ture, and only those itemized deduc-
tions in excess of the standard deduc-
tion are tax expenditures.

Another view is that the standard
deduction is a tax expenditure which
is claimed, either directly or indi-
rectly, by all taxpayers. This view is
based on the notion that it is not pos-
sible to distinguish between itemized
deductions, which are tax expendi-
tures, and the standard deduction,
which is really a “proxy” for some
minimal level of itemized deductions.
Under this view, the cost of this pro-
gram should reflect not only the stan~
dard deductionsexplicitly claimed by
nonitemizers, but also the standard
deductions which itemizers implicitly
receive from the “zero bracket
amount” that is built into the state's
tax rate schedules. In other words,
this view holds that, to identify the
full cost of this tax expenditure pro-
gram, one must add together (1).the
standard deductions claimed “by
nonitemizers, and (2) that portion of
the itemized deductions claimed:by
iternizers which is equivalent to the
standard deduction.
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Deduction:
CASUALTY LOSSES

Personal Income Tax (PIT).

Code Section 165.

Program Characleristics- =

Bank and Corporation Tax (BCT).

California Revenue and Taxation Codg
Sections 17131, 17207, and 24347.5
which largely conform to Internal Revenue

t Estimated Revenue Reduction
| (in Miltions) -

1996-37
1997-98
1998-99

DESCRIPTION

This program allows as a deduction from
gross income any qualifying casualty losses
that exceed 10 percent of federal adjusted
gross income (AGI), to the extent that these
losses are not compensated for by insurance
or other means. In addition, the program al-
lows that subgroup of casualty losses associ-
ated with certain officially designated disas-
ters (as proclaimed by the President or the
Governor) to be (1) carried back as a deduc-
tion against income for the prior year, and/or
(2) carried forward as a deduction against
future income for up to five years. Fifty per-
cent of the amount of any such loss remain-
ing after five years may be carried forward
for the next ten taxable years.

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

California law incorporates federal law al-
lowing a deduction for corporate losses sus-
tained and not compensated by insurance
proceeds or other means. The corporate pro-

visions regarding the deduction and carry-
over of disaster losses are the same as the
provisions under the PIT.

RATIONALE

This program provides tax relief to those in-
dividuals, businesses, and corporate entities
which suffer large casualty losses, have a tax
liability, and (in the case of PIT) are able to
itemize deductions. The most commonly
cited rationale for the program is thatit helps
to relieve the hardships that these losses can
impose on such individuals and firms.

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
taxpayer, it serves as a form of indirect prop-
erty insurance. As such, it reduces the costs of
not having insurance and gives taxpayers an
incentive to purchase less private insurance
than they otherwise might. Insurance can
result in a phenomenon known as “moral
hazard,” whereby an insured individual be-
haves in a manner which results in increased
risk since the full costs of such behavior are
not directly borne by the taxpayer. Private
insurers attempt to control these tendencies
by instituting experience-adjusted insurance
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premiums and deductibles. This tax program
canbe perceived as a supplemental insurance
policy, but without such protective devices.

Second, depending on the size of a casualty
loss and a taxpayer’s income level, different
taxpayers sustaining identical casualty losses
can be provided different amounts of tax re-
lief, due to such factors as the 10 percent
threshold, the $100 minimum-loss require-
ment, and differences in marginal income 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. Con-

versely, 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 dif-
ference in their marginal tax rates.

The estimated revenue amounts shown above
are for revenue reductions associated only
with the deduction for casualty losses. The
revenue reduction estimates for disas-
ter-related losses depend on the type and
scope of the disaster, and reflect larger
carryback/ carryforward deduction allowances.
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MEDICAL AND DENTAL EXPENSES

Personal Income Tax (PIT).

Revenue Code Section 213.

Program Characteristics .

California Revenue and Taxation Code
Section 17201, which conforms to Internal

Estimated Revenue Reduction ¥
{In Millions)

1996-97 $110
1997-98

1998-99

DESCRIPTION

This program allows taxpayers to claim a
deduction for specified medical and dental
expenses related to treatment of the taxpayer,
spouse, and dependents, to the extent that
these expenses exceed 7.5 percent of federal
adjusted gross income (AGI) and are not
compensated for by insurance or other
means.

Qualifying medical expenses include pay-

- ments for diagnosis, cure, mitigation, treat-
ment, or prevention of disease, including cer-
tain related travel costs and lodging ex-
penses. They also include the costs of pre-
scription drugs, plus nonprescriptioninsulin.
For tax years after 1996, the definition of
medical care was expanded to include quali-
fied long-term care and long-term care insur-
ance premiums.

RATIONALE

This program provides tax relief to individu-
als who incur nonreimbursed medical ex-
penses. The rationale for the program is that
such expenses can impose extraordinary and
involuntary financial burdens. In addition,
the program provides some incentive for tax-
payers to seek proper medical attention and
preventive medical care, thereby improving
the overall level of public health.

DISTRIBUTION OF BENEFITS

As shown in the accompanying table, the
number of taxpayers benefitting from medi-

Medical and Dental Expense
Deduction

1998 Tax Year

Percent of R
“Total "~ Total -
axpayers . Amount &

Average’
Amount”

($000) .+ Benefitting ~_ Claimed.. | Claimed -
$0-20 12.2% 2.5% $51
20-40 33.3 16.8 124
40-60 25.8 21.0 202
60-80 15.3 17.7 284
80-100 6.0 12.6 517
100-150 5.4 14.3 654
150-2C0 1.2 7.6 1,500
200-250 04 2.5 1,500
250-500 0.6 42 1,667

Over 500 0.1 0.8 NA

cal and dental expense deductions is broadly
distributed, but concentrated in the lower
and moderate income categories. Total dollar
deductions are also concentrated in the
lower-to-middle income categories, with over
40 percent of the total deductions going to
those taxpayers earning $60,000 annually or
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less. The average benefit from the program
increases with income except in the highest
income group.

COMMENTS

Although the basic rationale for this program
relates to the involuntary nature of many
medical expenses, the deduction itself can be
claimed for a variety of expenses that do not
necessarily fall into this category. Such ex-
penses include those for rest cures, and other
basically “optional” expenses, many of which
are not covered under medical insurance pro-
grams because insurers consider them to be
discretionary.

This program gives rise to a number of eco-
nomic side effects and tax-equity consider-
ations. For example, because the program

essentially shifts certain health-related ex-
penses to the general taxpayer, it provides a
form of indirect health insurance to individu-
als. Thus, it can give individuals 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 under the program,
depending on such factors 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 income tax rates.
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Deduction:
CERTAIN TAXES PAID

Program Characteristics .

Tax Type:

- Authorization:

Code Section 164.

Personal Income Tax {PIT}.

California Revenue and Taxation Code
Sections 17201, 17220, and 17222, which
partially conform to Internal Revenue

Estimated Revenue Reduction :

1936-97

1997-98 671

1998-99

706

DESCRIPTION

This program allows taxpayers to claim an
itemized deduction for the amount of certain
property taxes, vehicle taxes, and other taxes
paid to the state and its local governments.
Specifically, the program allows a 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
vehicle weight); (3) one-half of self-employ-
ment taxes; and (4) other state, local, and for-
eign taxes relating to a trade orbusiness, or to
a property held for the production of income.
Generally, California law is the same as fed-
eral law except that California specifically
prohibits the deduction of state, local, and
foreign income, war profits, and excess prof-
its taxes.

RATIONALE

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

DISTRIBUTION OF BENEFITS

The largest portion of taxes which is deduct-
ible under PIT is the local property tax. The
income distribution of the deductibility of
property taxes is shown in the accompanying

Real Property Taxes Deduction
1998 Tax Year

100-150 16.6 23.2 258
150-200 5.0 9.0 331
200-250 2.5 5.3 395
250-500 3.3 8.8 491
QOver 500 1.7 53 586

table. The program largely benefits middle-
income taxpayers, both in terms of the of

‘number of taxpayers benefitting, as well as

the distribution of total deductions. Average
benefits increase along with income due to
the high correlation between income and
home values.

Page 67



Income Taxes (PIT & BCT)

COMMENTS

This program is available only to taxpayers
who claim itemized deductions on their state
income tax returns. These taxpayers tend to
fall disproportionately into moderate-income
and higher-income brackets. Because of this
tendency, along with both the siate’s gradu-
ated marginal tax bracket structure and the
positiverelationship between increases in the
level of taxes paid and income, the tax relief
provided by this program generally increases
with income levels.

By allowing deductions for Iocal taxes paid,
this program makes it less expensive on an
after-tax basis for individuals to consume a
given level of publically provided services. It
enables individuals living in communities
with a high appetite for public services to
avoid bearing the entire cost of the increase in

taxes necessary to support such services,
since a portion of the cost can be offset in the
form of lower state income tax liabilities. This
issue is less important at the state level than
at the federal level, but still has ramifications
for state fiscal policy.

The federal Budget Reconciliation Act of 1990
limited the aggregate amount of itemized
deductions including this one, which can be
claimed by taxpayers with adjusted gross
income (AGI) overa certain amount, depend-
ing on the year involved. This amount was
$124,500 in 1998 for joint-return filers and
$62,250 for married, filing separately taxpay-
ers. California law limits 1998 itemized de-
ductions for taxpayers with AGI in excess of
$116,777 for single-filers and married taxpay-
ers filing separately, and $233,556 for joint-
return filers.
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Deduction:

MORTGAGE INTEREST EXPENSES

i

Program Characteristics

Personal income Tax (PIT).

California Revenue and Taxation Code
Section 17201, which conforms to
Internal Revenue Code Section 163.

DESCRIPTION

This program generally allows taxpayers to
deduct the amount of qualified mortgage
interest expenses paid or accrued within a
taxable year. Qualified mortgage interest in-
cludes interest on indebtedness secured by a
taxpayer’s residence, including interest in-
curred in acquiring, constructing, substan-
tially improving, or refinancing the residence.
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 indebt-
edness incurred to purchase, construct, or
improve a home may not exceed $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 interest on indebtedness of more than
$100,000 (or $50,000 for a married taxpayer
filing a separate return).

RATIONALE

This program provides an incentive forhome
ownership. This is because most home pur-
chases require mortgage financing, and this
deduction reduces the net after-tax costs of
such borrowing. It often is claimed that home
ownership is worth encouraging on the
grounds that it generates substantial public
benefits, including neighborhood stability,

promotion of civicresponsibility, and encour-
agement of proper maintenance of residential
structures by occupants. )

DISTRIBUTION OF BENEFITS

The accompanying table indicates by income
class the distribution of the mortgage interest
deduction. The program provides a substantial

Mortgage Interest Expense
Deduction

1998 Tax Year

(500!

$0-20 2.2% 0.3% $104
20-40 12.7 3.8 266
40-80 229 12.8 481
60-80 21.0 18.2 745
80-100 14.2 16.7 1,020
100-150 15.7 23.8 1,307
150-200 4.7 8.9 1,842
200-250 23 5.1 1,925
250-500 3.0 7.6 2,179
Cver 500 14 2.9 1,760

proportion of benefits to middle and upper-
middle income classes, with over 70 percent
of total deductions accruing to taxpayers
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earning between $40,000 and $150,000 annu-
ally. The average benefit increases with in-
come for all but the highest income class. The
latter is due to a decline in the prevalence of
mortgages in this income class, as well as the
effect of limitations on itemized deductions.

COMMENTS

One of the side-effects of this program is that
it encourages consumers to finance their
homes and other purchases through borrow-
ing, even if their income level is high enough
to avoid the need to do so. In this sense, some
might argue that the program provides some
incentive for “over-borrowing.” The program
also encourages taxpayers to increase the
amount they spend on housing because it
reduces the after-tax costs of such expendi-
tures. In addition, the program dispropor-
tionately benefitshigher-income individuals,
who are most likely to purchase their own
homes. Higher-income individuals also real-
ize greater tax savings for a given dollar
amount of interest deductions due to their
higher marginal income tax rates.

1t should be noted that the federal Budget
Reconciliation Act of 1990 placed additional
limjtations on the aggregate amount of item-
ized deductions (including this one) which
can be claimed by a taxpayer with adjusted
gross income (AGI) over a specified amount.
California law also has limits on the aggre-
gate amount of deductions which may be
claimed by taxpayers. These limits are dis-
cussed under the program entitled,
“Certain Taxes Paid.”

We previously reviewed the economic and
fiscal effects of this program (see Legislative
Analyst's Report on the 1988-89 Tax Expendi-
ture Budget: OQverviewand Selected Reviews, and
The Personal Income Tax Itemized Deduction for
Mortgage Interest Expenses). Our major find-
ings, which we believe still are applicable,
were that although the program is at least
partially successful in enabling certain tax-
payers to buy homes, it is relatively ineffi-
cient. For example, the interest rate subsidies
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 indi-
viduals to over-consume housing by buying
bigger and more expensive homes than they
otherwise would. The result may be that this
program, coupled with other programs grant-
ing housing preferential treatment,
results in a misaliocation of resources. Reduc-
ing, but not eliminating, subsidies for hous--
ing could result in a more efficient allocation’
of resources while still preserving the social
benefits that result from home ownership.

Given these findings, we previously have
recommended that the Legislature consider
the following options: (1} limit the amount of
mortgage interest which may be deducted,
(2) eliminate or limit the deduction forsecond
hormes and nonhousing expenses, (3) convert
the current deduction into a maximum tax
credit that reduces the overall regressivity of
the derived tax benefit from the program and
potentially reduces its revenue effect, and
{4) use the savings from “tightening up” eli-
gibility under this program to provide addi-
tional subsidies targeted at low-income
households and first-time home buyers.
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Program Characteristics

E Authorization:

Personal Income Tax (PIT).
Bank and Corporation Tax (BCT).

California Revenue and Taxalion Code
Sections 17201, 17251.5, 17275.5,
18648.5, 24344, and 24357 through
24359.1 which especially conform to
Internal Revenue Code Section 170.

Estimated Revenue Reduction

{in Millions}

1996-97

1967-98 750 40

1998-99 810 41

DESCRIPTION

This program allows taxpayers to deduct cash
and specified noncash contributions to charities,
religious organizations, governmental bodies,
and other qualifying nonprofit organizations.
The itemized deduction for PIT taxpayersis gen-
erally limited to 50 percent of adjusted gross in-
come (AGI). The deduction available under BCT
law may not exceed 10 percent of California tax-
able income. Contributions that exceed these
percentage limitations may be carried forward
for use in future tax years for up to five years.

RATIONALE

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

DISTRIBUTION OF BENEFITS

Charitable contributions are a flexible expen-
diture for many taxpayers, especially those in

the higher-income categories. The concentra-
tion of the benefits of this program in the
high income categories is shown in the ac-
companying figure. For example, over

Charitable Contributions Deduction

1998 Tax Year

Adju
Gross "
‘Income
{$000) -
$0-20

20-40

40-60

60-80

80-100
100-150
150-200
200-250
250-500 .
Over 500 1.7 20.5 2,879

40 percent of the deductions claimed are by
those taxpayers earning at least $150,000 per
annum, with over 20 percent by those earn-
ing $500,000 or more. The average deduction
for those in the highest income class is more
than four times as large as that for the next
highest income class.
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COMMENTS

One effect of this program is that, for PIT tax-
payers, thestate government provides donors
with a subsidy that, per dollar of donation,
increases in value as the donor’s marginal
income tax bracket rises. Economists widely

agree that permitting a deduction for charita-
ble contributions tends to stimulate the vol-
ume of charitable donations, although there
are differences of opinion regarding the exact
nature and magnitude of this response.

Page 72



Income Taxes (PIT & BCT)

Deduction:

CONTRIBUTIONS OF COMPUTERS AND SCIENTIFIC
EQUIPMENT TO EDUCATIONAL INSTITUTIONS

Program Characteristics

Bank and Corporation Tax (BCT).

Authorization:  California Revenue and Taxation Code 1996-97

Sections 24357 and 24357.8.

Estimated Revenue Reduction
{in Mitlions) . '

1997-98
998-99

DESCRIPTION

This program allows corporations to claim a
larger-than-normal deduction for confribu-~
tions of computers, software, and scientific
equipment to institutions of higher educa-
tion. The deduction 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 equip-
ment. For example, if a computer manufac-
turer donated two computers and a printer to
a community college with a total production
cost of $500,000 and a market value of
$800,000 under this program, the company
could have claimed a deduction of $650,000
($500,000 for the depreciable basis plus
one-half of $300,000). Without this program,

the deduction would have been limited to
$500,000.

RATIONALE

This program provides companies with an
incentive to donate computers, computer
software, and other scientific equipment to
colleges and universities. The view was that
these donations would enhance student per-
formance at less cost than if the equipment
was directly provided by the government.

COMMENTS

This program, which was originally sched-
uled to sunset was continued in conformity
with federal tax provisions pursuantto Chap-
ter 322, Statutes of 1998 (AB 2797, Cardoza).
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Deduction:
CONTRIBUTIONS MADE THROUGH

TAX RETURN “CHECKOFFS”

Program Characteristics

Personal Income Tax (PIT)

California Revenue and Taxation Code
Sections 18711 through 18444,

DESCRIPTION

This program allows taxpayers to make cer-
tain tax-deductible contributions simply by
designating a specific contribution amount
for one or more specified purposes on their
state income tax return.

The recipient programs to which such tax
deductible “check-off” contributions may be
designated under this provision include:

e (California Fund for Senior Citizens.
» California Seniors’ Special Fund.
* Endangered and Rare Fish Fund.

¢  Wildlife and Plant Species Conserva-
tion and Enhancement Account (in the
Fish and Game Preservation Fund).

¢ State Children’s Trust Fund.

¢ Alzheimers’ Disease and Related Dis-
orders Research Fund.

o (California Breast Cancer Research Fund.

o (California Public School Library Pro-
tection Fund.

¢ (California Firefighters’ Memorial Fund.

e (California Drug Abuse Resistance
Education Fund (D.A.R.E.).

* (alifornia Military Museum Fund.

RATIONALE

his program provides an incentive for taxpay-

 ers 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.

COMMENTS

These check-off contributions on state tax
returns are deductible on federal income tax
refurns as itemized charitable deductions
because they are contributions to a state gov-
ernment. For state income tax purposes, this
program provides that they are deductible
charitable contributions on the income tax
retumn for the year in which the check-off
contributions were made.
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EMPLOYEE BUSINESS AND MISCELLANEOUS EXPENSES

Tax Type: - Personal Income Tax (PIT).

Program Characleristics 7

1Authorization: California Revenue and Taxation Code
Sections 17072,17076, 17201, 172689,
and 17270, which partially conform to
Internal Revenue Code Sections 67, 68,

1996-97
1997-38

162, and 212.

1998-99 450 .

DESCRIPTION

This program allows a taxpayer to deduct
from gross income a portion of certain
unreimbursed expenses. These include:

* Business expenses, including travel,
meals, entertainment, and lodging.

* Miscellaneous expenses related to:
(1) producing or collecting taxable
income; (2) management, conserva-
tion, or maintenance of income-pro-
ducing property; and (3) tax return
preparation fees.

Generally, a taxpayer may claim a deduction
for 50 percent of meal and entertainment ex-
penses to the extent that this 50 percent
amount exceeds 2 percent of the taxpayer's
federal adjusted gross income {AGI). Prior to
1995, taxpayers could deduct 80 percent of
meals and entertainment expenses—a per-
centage that was reduced pursuant to Chap-
ter 881, Statutes of 1993 (SB 671, Alquist).

RATIONALE

This program provides tax relief to employ-
ees on the grounds that qualifying expendi-
tures are a direct cost of earning income and,
therefore, should be deductible.

DISTRIBUTION OF BENEFITS

This program is used by all income groups,
but most heavily by those in the middle-in-
come categories. Over three-quarters of tax-
payers benefitting from the deduction earn
$100,000 annually or less. In terms of benefit
dollars, however, these taxpayers receive
only about half of the deductions claimed.

Employee Business and
Miscellaneous Expense Deduction
1998 Tax Year

Gross | Total  TYotal ~ Averade
Income. .- Taxpayers :Amount. . Amount '
($000)- - :Benefitting _Claimed - .Claimed -
$0-20 2.1% 0.4% $77
20-40 12.5 5.1 153
40-60 24.1 15.1 235
60-80 227 18.1 298
80-100 14.6 15.4 393
100-150 15.5 226 546
150-200 39 7.9 755
200-250 1.7 34 - 782
250-500 2.2 6.2 1,074
Over 500 0.9 58 2,455
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COMMENTS

This program provides an incentive for em-
ployers to require, and employees to be will-
ing to incur, certain job-related expenses.
For example, the program increases the likeli-
hood that an employee will be willing to
pay his/her own way to a business confer-
ence, particularly if the conference is of per-
sonal interest because of its location or the
professional opportunities it offers.

Federal and California tax law place addi-
tional limitations on the aggregate amount of
deductions, such as this one, which can be
claimed by a taxpayer with AGI over a speci-
fied amount. These income limits are dis-
cussed under the section regarding the de-
duction for “Certain Taxes Paid.”
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Deduction (Accelerated Depreciation):
AMOUNTS IN EXCESS OF STRAIGHT-LINE

Program Characteristics . Estimated Revenue Reduction

Tax Type: - Personal Income Tax (PIT). (In Millions)

Bank and Corporation Tax (BCT).

Authorization:  California Revenue and Taxation Code 1996-97
Sections 17201, 24349, and 24354.1,
which generally conform to Internal 1997-98
Revenue Code Sections 167 and 168. 1998-99

had a useful life of 20 years and a salvage

DESCRIPTION value of $2,000 after this period of time, un-
Depreciation deductions enable taxpayers to der the straight-line method, the taxpayer
recover their investments in income-produc- could claim a depreciation deduction of $900
ing assets, such as equipment and buildings, per year.

over specified periods of time. This program
allows taxpayers to claim depreciation deduc-
tions in excess of “straight-line” depreciation
on physical assets that are used in the pro-
duction of income. Under the traditional
straight-line depreciation method, a prop-
erty's value is depreciated evenly over its
useful economic life span.

In contrast, under the 200 percent declining
balance method, the taxpayer could claim an
annual depreciation allowance twice the per-
centage amount permitted under the
straight-line method. Thus, the first year's
depreciation allowance for this property

would be $1,800.

Under this program, several more-generous

accelerated gepreciation methods are allowed. RATIONALE

The permitted methods vary, depending on By enabling taxpayers to defer some of their

the type of property involved and when it is tax liabilities, the program provides anincen-

placed in service. These alternative methods tive for taxpayers to invest in income-produc-

include: (1) 200 percent, 150 percent, and ing assets. This is due to the fact that the de-
- 125 percent declining-balance methods; (2) the ferral of tax liabilities amounts to an inter-

sum-of-years-digits method; and (3) other meth- est-free loan from the government, which

ods, such as the sinking-fund method. increases the rate of return on capital invest-

ments. In addition, such tax deferments re-
duce investment payback periods, thus im-

Accelerated depreciation methods enable proving the financial liquidity of investors.

taxpayers to recover the costs of replacing Another rationale for the program is that it

g‘leu Ecom;proc%ucmgzgi;lfasse}tf ;? oz;er compensates property owners for the failure
an they otherwise would, through the de- k de to adiust . .

ferral of tax liabilities, and thereby realize an of the tax code to adjust the depreciable basis

5 . of property upward over time for the effects
increased rate of return on investments. For of inflation. .

example, if a machine purchased for $20,000
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COMMENTS

Estimated revenue reductions for PIT under
the accelerated depreciation program are for
equipment and property (including rental
property) and are based on federal estimates

adjusted for California. The BCT estimates

are not provided since comparable federal
data are not available and since California
has not fully conformed to the modified ac-
celerated cost recovery system (MACRS) for
depreciation.

In theory, depreciation allowances are in-
tended to permit taxpayers to deduct the true
economic costs of using assets that are in-
curred in the production of their income. An-
other way of looking at this is that deprecia-
tion allowances compensate taxpayers for the
loss in productive capability of their in-
come-producing property as it ages, so that,
at the end of the property’s life, the accumu-
lated depreciation benefits permit it to be
replaced. The revenue reductions associated

with this program are based on the cost of
allowable depreciation above and beyond
that allowed under the straight-line method.

From a pure economic perspective, however,
the technically correct measure of deprecia-
tion-related tax expenditure costs is the
amount by which actual depreciation claims
(however computed) exceed pure economic
depreciation (that is, the decline in physical
productivity of an asset) over time. This tech-
nically correct tax expenditure amount is
likely to be less than that reported above,
because the tax code does not adjust the de-
preciable basis of property for inflation.
Many view the mid-point asset depreciation
range (ADR) system based on 150 percent
declining balance depreciation as a reason-
able approximation of the economic life of
corporate capital investment. The ADR sys-
tem was used for federal purposes between
1971 and 1980, and assigned particular
classes of assets with a prescribed useful life:-
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Deduction (Accelerated Depreciation):

PoLLUTION CONTROL EQUIPMENT

Section169. ‘

Program Characteristics - Estimated Revenue Reductio
{In Mittions) o

Tax Type: Personal Income Tax (PIT).
' Bank and Corporation Tax (BCT).

Authorization: California Revenue and Taxation Code <l 1996-97
Sections 17250 and 24372.3, which gen-
erally conform to Internal Revenue Code 1997-98

1998-99

DESCRIPTION

This program allows taxpayers to depreciate
the cost of pollution control facilities over a
60-month period, as opposed to a 10-year
period which would otherwise apply. Quali-
fying facilities mustbe located within Califor-
nia and be appropriately certified by the Cali-
fornia Air Resources Board or the State Water
Resource Control Board.

RATIONALE

This program provides tax relief for busi-
nesses that are required by federal, state,
and/or local regulations to install pollution
control equipment. 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 investment in quali-
fying pollution control equipment. This 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.

COMMENTS

Revenue estimates for this program are based
on federal sources. The PIT revenue reduc-
tions stemming from this program are in-
cluded in the revenue reduction estimates in
the earlier section “Amounts in Excess of
Straight-Line.” The BCT estimates are not
provided due to the absence of comparable
federal data upon which tobase the estimates.
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Deduction (Accelerated Depreciation):

REFORESTATION EXPENDITURES

Personal Income Tax (PIT).

Authorization:

nue Code Section 194.

Program Characteristics -

‘Bank and Corporation Tax {BCT).

California Revenue and Taxation Code
- Sections 17201, 17278.5, and 24372.5,
which partially conform to internal Reve-

: Estimated Revenue Reduction

| 1996-97
1997-98
1998-99

DESCRIPTION

This program allows PIT and BCT taxpayers
to amortize over a seven-year period up to
$10,000 per year of certain qualifying refores-
tation expenditures. Qualifying expenditures
include the direct costs of forestation and
reforestation, including site preparation,
seeds or seedlings, labor, and equipment
costs.

RATIONALE

This program apparently is intended to give
taxpayers an incentive to reforest private
lands where logging and timber-related activ-
ities have depleted available stocks of timber.
Thus, the program provides an incentive for
increasing the future supply of harvestabie
timber. It accomplishes this by permitting
taxpayers to recover their capital costs more

quickly, thereby deferring tax liabilities. The
tax deferral amounts to an interest-free loan
from the government, which, in turn, in-
creases the rate of retrn on such invest-

ments. Rapid amortization for activities with

lengthy payoff periods, such as reforestation, -
also dramatically improves the cash-flow
position of investors, and thus, their financial-
liquidity. E

COMMENTS

California law is the same as federal law with
the following modification: effective for
taxable years beginning after 1996, California
law limits the tax deduction to expenses
associated with qualified timber located in
California. In confrast, for income years
beginning before 1997, there was no limita-
tion as to where the timber property had to
be located.
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Deduction (Accelerated Depreciation):

PROPERTY USED IN ECONOMICALLY

DEPRESSED AREAS

Program Characteristics

Personal Income Tax (PIT).

24356.4, and 24356.8.

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Seclions 172686, 17267.6, 17268, 18036,

stimated Revenue Reduction
n ons} :

1996-97
1997-98
1998-59

DESCRIPTION

This program allows taxpayers to claim accel-
erated depreciation write-offs for certain
qualified business property used in desig-
nated economically depressed areas of the
state, including an Enterprise Zone,. Local
Agency Military Base Recovery Area
(LAMBRA), Targeted Tax Area, and the Los
Angeles Revitalization Zone (LARZ). In gen-
eral, the program permits a taxpayer to “ex-
pense” (that is, immediately deduct as a cur-
rent business-related expense) a certain por-
tion of the costs of these types of property.
Sunset dates under two components of the
program are January 1, 1998 (LARZ) and Jan-
uary 1, 2003 (LAMBRA).

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 governument,
which, in turn, increases the rate of return on
taxpayers’ investments and improves their
cash-flow position. The underlying rationale
for this program is that the stimulation of
investments in economically depressed areas

can lead to improved economic conditions.
This in turn, can result in various social bene-
fits, including reduced state costs for unem-
ployment and welfare benefits.

COMMENTS

Taxpayers are permitted to expense a certain
portion of the cost of qualified property un-
der this program, depending upon the type of
area. In the case of property located in a Tar-
geted Tax Area (for taxable years beginning
after 1997), or Enterprise Zone (for taxable
years after 1996), a taxpayer can 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 depre-
ciable basis is subject to being written-off
using standard depreciation options.

In the case of property located ina LAMBRA,
for taxable years beginning after 1994 but
before 2003, taxpayers may elect to expense a

portion of the cost of qualifying property. The

cost that may be taken into account is $5,000
for the first two years following designation
as a LAMBRA, $7,500 for the second and
third taxable years after designation, and
$10,000 for every year thereafter.
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In the case of property located in LARZ, for
taxable years beginning after 1991 and before
1998, the taxpayer may elect to expense prop-
erty purchased for exclusive use in a trade or
business located within the zone.

In each case, the expensing deduction is re-
captured (included in income} if the property
ceases that is, to be used in the designated
area at any time before the close of the second
taxable year after the property was placed in
service.
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Deduction (Accelerated Depreciation):

AGRICULTURAL COSTS

Income Taxes {(PIT & BCT)

Program Characleristics

Personal Income Tax (PIT}.

Tax Type:

Authorization:

Sections 175 and 180.

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17201, 24368, and 24377,
which conform to Internal Revenue Code

Estimated Revenue Reduction §
{In Millions)

1896-97
1897-98
1998-99

DESCRIPTION

This program allows taxpayers to “expense”
(that is, immediately deduct as a current busi-
ness-related expense) soil, water conserva-
tion, and fertilizer expenditures, up to a max-
imum of 25 percent of their gross income
from farming. Any qualified expenses in ex-
cess of the 25 percent limitation, however,
may be carried forward and expensed in fu-
ture years. In the absence of this program, the
qualifying expenditures would be considered
capital expenditures to be written off.

RATIONALE

This program provides a tax incentive to en-
courage certain types of farming-related con-
servation investments, particularly those
with lengthy developmental 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 furn, raises
the rate of return on qualifying investments

and shortens their payback periods. The pro-
gram also has been rationalized as a way of
simplifying record-keeping for small farming
businesses.

COMMENTS

Qualifying expenditures include those for:
the treabment or moving of earth {including
leveling, grading, furrowing, and other
improvements); the fertilization of land; the
construction of water channels, drainage
ditches, and similar water conservaton
projects; the eradication of brush; and the
planting of windbreaks.

The federal 1986 Tax Reform Act resiricted a
taxpayer’'s ability to expense agricultural
costs for federal tax purposes to those expen-
ditures which are consistent with a soil con-
servation plan approved by the Soil Conser-
vation Service of the Department of Agricul-
ture. California has adopted these limitations
as well.
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Deduction (Accelerated Depreciation):

EMPLOYER-PROVIDED RIDESHARING PROGRAM COSTS

Program Characteristics

Personal Income Tax (PIT).

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17090, 17148, and 24343.5.

i Estimated Revenue Reduction
n Mitlions) )

| 1996-97
1997-98

1998-99

DESCRIPTION

This program allows taxpayers to “expense”
(that is, immediately deduct as a current busi-
ness-related expense) costs associated with
providing ridesharing programs for employ-
ees. The deduction covers a taxpayer's ex-
penses to provide for: company commuter -
vans or bus service to employees; subsidizing
employee commuting expenses in third-party
vanpools, private commuter buses, or sub-
scription taxipools; free parking facilities for
carpools; and certain other ridesharing pro-
grams. In addition, taxpayers are allowed an
accelerated (36-month) depreciation deduc-
tion for costs of facility improvements for
employeeridesharing, bicycling, and walking
programs.

RATIONALE

This program provides an incentive for em-
ployers to establish ridesharing programs
for their employees. It does this by allowing
employers to partially offset their costs for
sponsoring such programs by deferring tax
payments. The program is based on the argu-
ment that state tax incentives are needed to
encourage employees and employers to use
ridesharing programs so as to alleviate traffic
congestion, reduce air pollution, and reduce
gasoline consumption.

COMMENTS

It is possible that certain noncapital
ridesharing expenses, such as subsidies for -
monthly transit passes, may be deductibleby
the employer as a business expense, even
without this program. This is because an'ém--
ployer may consider such expenses to-be
“ordinary and necessary” in some situations
and therefore deductible as a regular business
expense, Thus, in some cases, employers ben-
efit from the program only to the extent that
it allows them to recover their costs for capi-
tal-related ridesharing expenditures (such as
for vehicles and facilities) over a shorter-
than-normal time period.

The argument traditionally put forth in ex-
plaining this type of program revolves
around achieving the optimal amount of
driving by individuals. Because of the social
costs associated with car travel (like air and
noise pollution), individuals do not bear the
entire costs of car transportation. As a result,
an over-consumption of car travel by individ-
uals may occur. By lowering the costs of ride-
sharing and other related policies, this pro-
gram makes alternative forms of transporta-
tion more attractive, leading to an increase in
participation. Proponents argue that the re-
sult of such intervention is a decrease in con-
gestion and a more efficient deployment of
transportation-related economic resources.
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EXPLORATION, DEVELOPMENT,
RESEARCH, AND EXPERIMENTAL COSTS

Program Characleristics

Tax Type: Personal Incorne Tax (PIT).

Authorization:

and 263A.

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17201, 17260, 17681, 24423,
and 24365, which generally conform to
Internal Revenue Code Sections 174, 193,

Estimated Revenue Reduction

DESCRIPTION

This program allows taxpayers to either “ex-
pense” (that is, immediately deduct as a cur-
rent business-related expense) or amortize
more rapidly the costs of (1) research or ex-
perimental activities, and (2) qualified min-
ing-related -exploration and development
costs for mines and mineral deposits.

Qualified expenditures associated with re-
search and experimental activities may be either
deducted currently or amortized over a 60-
month period at the election of the taxpayer.
The option to immediately deduct versus
amortize research and experimental expendi-
tures applies only to expenditures that are
deemed reasonable.

Qualified exploration and development activities
may be either expensed or, for development
activities only, amortized at the taxpayer’s
election. Exploration expenses are those paid
prior to the development period. Development
expenses are those that are incurred after the
existence of ores or minerals in commercially

marketable quantities hasbeen established. If
amortization is chosen over expensing, this
must occur over a 10-year period.

RATIONALE

This program provides an incentive for tax-
payers to undertake research and experimen-
tal projects, and to locate and recover miner-
als from the earth, by enabling them to more-
quickly deduct their associated costs. This
faster deduction, 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 expenditures and improves the
taxpayer's cash-flow position.

The underlying rationale for the program is
that research and experimental projects, and
exploration and development activi-
ttes—while often of great long-term impor-
tance to the state and its citizens—are inher-
ently risky, and often do not generate any
income for the taxpayer until a considerable
period of time has passed.
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Deduction (Accelerated Depfeciation):

CIRCULATION COSTS FOR PERIODICALS

Program Characteristics -

Personal Income Tax (PIT).
Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 172071 and 24364, which
conform to Internal Revenue Code
Section 173. :

Estimated Revenue Reduction
(in Millions) o

1996-97
1997-98

1998-99

DESCRIPTION

This program allows taxpayers to “expense”
(that is, deduct immediately as a current busi-
ness-related expense) costs for establishing,
maintaining, or increasing the circulation of
a periodical. Alternatively, the program al-
lows such costs to be amortzed over a
three-year period. In the absence of this pro-
gram, these costs would have to be capital-
ized, and then amortized over whatever pe-
riod of time the taxpayer was able to deter-
mine that the expenditure resulted in in-
creased income.

Suppose for example, that a taxpayer spends
$100,000 for advertising and promotional
activities during the current year in order to
increase over the next five years the circula-
tion of a magazine the taxpayer publishes.
This program allows the taxpayer to deduct
the entire $100,000 as an expense on his or
her current-year tax return or, if the taxpayer

prefers, deduct it over a three-year period—
as opposed to having to spread the $100,000
deduction over five years.

RATIONALE

The rationale for this program appears to be -
administrative in nature, and relates to- the
difficulty of identifying exactly when theben-
efits of circulation-related expenses are real-
ized. 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
determine which individual periodical sub-
scriptions result from advertising or promo-
tional expenses, including how to treat multi-
ple renewals of subscriptions over time. For
this reasom, it is simpler from a tax adminis-
tration perspective not torequire taxpayers to
capitalize their costs, but rather to allow tax-
payers to deduct them either immediately or
over a fairly moderate, specified time period.
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Deduction (Accelerated Depreciation):
SMALL BUSINESS EXPENSING

Program Characteristics

Tax Type:  Personal Income Tax (PIT).

Section 179(b)(1).

Authorization: California Revenue and Taxation Code
Sectjons 17201 and 17255, which gener-
ally conform to Internal Revenue Code

. Estimated Revenue Reduction
. In Miliions) -

DESCRIPTION

This program permits small businesses to
expense rather than depreciate up to a specified
amount of business personal property ac-
quired each year. For 1997, the maximum
expensing allowed was $13,000. This amount
will increase to $16,000 for 1998 and
incrementally thereafter until it reaches
$25,000 in 2003. However, the expensing de-
duction cannot exceed the taxable income
derived from the associated trade or business
during the tax year involved. This program
does not apply to C corporations, but does
apply to mostsmall businesses (partnerships,
proprietorships, limited liability corporations,
and S corporations).

RATIONALE

This program provides tax relief to small
businesses for the purchase of business per-
sonal property (such as adding machines,
furniture, and computers). It accomplishes

this by allowing businesses to offset their
costs by deferring tax payments. The tax de-
ferral amounts to an interest-free loan from
the government, which in turn improves the
taxpayer’s cash-flow situation and rate of
retum.

COMMENTS

For 1997, the federal government allowed
taxpayers to expense up to $18,000 of busi-
ness personal property. Beginning in 1998,
this amount is scheduled to incrementally
increase until the year 2003, when the annual
expensing limit will be $25,000. For both
federal and California purposes, the deduc-
tion under this program is reduced (but not
below zero) by the excess of the total invest-
ment in qualified property over $200,000 in a
given tax year. The excess of the deduction
over otherwise-allowable depreciation is
recaptured if the property ceases to be used
predominantly in the particular trade or
businessbefore the end of its recovery period.
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Deduction:

CARRYFORWARD OF NET OPERATING LLOSSES

Program Characteristi

Personal Income Tax {PIT).

| Tax Type:

Authorization:

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sactions 17041, 17276 through 17276.3,
24418, 24416.1 through 24116.3, 25108,
and 25110, which partially conform to
Internal Revenue Code Section 172.

' 1996-97

1997-98

1998-39

DESCRIPTION

General Provisions. This program generally
allows taxpayers to carryforward, for up to
five years, a portion of their net operating
losses (NOLs). Generally, most businesses
may carryforward 50 percent of their “ex-
cess” net operating losses in any given year
(that is, the unrecovered losses that exceed
their taxable incomes in that year) to offset
their income in the following five years, and
thereby reduce their cumulative state tax lia-
bilities. For an NOL incurred prior to
August 6, 1997, a 15-year carryover is permit-
ted.

Extensions to the carryover period are avail-
able for NOLs incurred prior to or during
1991 and 1992, when NOL deductions were
temporarily suspended due to state budget-
ary problems associated with the early-1990s’
recession. Additional restricions on NOL
deductibility apply to water’s-edge corpora-
tions and those taxpayers subject to income
allocation and apportionment. California
does not allow NOL carrybacks (that is, the
application of deductionstoa previous year’s
income), unlike treatment under the parallel
federal program.

Special Provisions. Special rules apply to
NOLs incurred by small businesses, new
businesses, bankrupt taxpayers, and busi-
nesses operating in an Enterprise Zone,.the
Los Angeles Revitalization Zone (LARZ), or
a Local Agency Military Base Recovery Ared.
({LAMBRA). Businesses operating in Enter-
prise Zones, the LARZ, or LAMBRAs may
carryforward 100 percent of their net operat-
ing losses for 15 years, and use them to offset
income earned in future years attributable to
those designated areas. Under certain circum-
stances, 100 percent carryover also is avail-
able to small and new businesses, but with
truncated carryover periods. For bankrupt
taxpayers, a ten-year carryover period ap-
plies.

Example. Consider a business that incurs an
excess net operating loss of $70,000 during
one tax year. If the business earns a net profit
of $25,000 in the second year and $40,000 in
the third year, under this program using a
50 percent carryforward, the taxpayer can
apply $25,000 in losses to the second-year
profits, thus completely eliminating his tax
liability in that year. In addition, the $10,000
in net operating losses “left over” can be ap-
plied to the third-year profits, reducing his
taxable incomie in that year to $30,000.
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RATIONALE

This program is intended to provide tax relief
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 re-
lated, and basing the firm’s tax only on its
reported net profits in individual years, but

not accounting for loss years, overstates the-

net economic income resulting from the in-
vestment for the period as a whole.

The taxbenefits associated with carryforward
of net operating losses is heavily weighted
towards smaller business in terms of the pro-

portion of those claiming the deduction. Fig- .

ure 1 below indicates that almost three-quar-
ters of those claiming the deduction are from
businesses with total receipts of less than $1
million. Total benefits are more evenly dis-
tributed across all sizes of industry, although
a large proportion goes to businesses with
total receipts of $1 billion or more. Figure 2
- shows the distribution of benefits according
to type of industry.

DISTRIBUTION OF BENEFITS

The tax benefits associated with carryforward
of net operating losses is heavily weighted
towards smaller business in terms of the pro-
portion of those claiming the deduction. Fig-
ure 1 below indicates that almost three-quar-
ters of those claiming the deduction are from
businesses with total receipts of less than
$1 million. Total benefits are more evenly
distributed across all sizes of industry, al-
though a large proportion goes to businesses
with total receipts of $1 billion or more. Fig-
ure 2 shows the distribution of benefits ac-
cording to type of industry.

Carryforward of Net Operating
Losses Deduction by Receipt

1998 Income Year

Under $1 73.0% 10.6%

i-10 20.9 17.5
10-50 4.1 15.1
50-100 0.4 7.2
100-500 1.2 18.3
500-1,000 0.2 50
Qver 1,000 0.3 26.3

fm

arryforward of Net Operating
Losses Deduction by Industry

1998 Income Year

Agricuiture, 3.0% 2.2% 1.9%

Forestry & Fishery

Construction 3.8 8.1 3.2
Manufacturing 15.9 9.3 26.5
Services 25.1 38.7 16.8
Trade 18.2 20.8 14.4
Finance, Real 25.9 18.7 29.1
Estate & Insurance

Utllities & 8.2 2.1 8.0

Transportation

COMMENTS

For federal tax purposes, a 100 percent
carryforward of NOLs for 20 years is permit-
ted along with a two-year carryback. The
carrybacks must be applied, when possible,
before any carryforward is allowed.
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Deduction:

PERCENTAGE RESOURCE DEPLETION ALLOWANCE

Personal Income Tax (PIT).

Tax Type:

| Authorization:

24833,

Program Characteristics. . Estimated Revenue Reduction |
" N n Mittions) :

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17687, and 24831 through

11996-97
| 1997-98
1998-99

DESCRIPTION

This program allows taxpayers to claim a
fixed percentage deduction for resource de-
pletion, which generally proves to be in ex-
cess of the deduction amount that otherwise
would be allowed under the normal
cost-depletion method. Under the program, a
specified percentage of gross income (de-
pending on the type of resource involved)
may be deducted as a depletion allowance,
except that this depletion amount cannot ex-
ceed 50 percent of a taxpayer’s related net
income before applying the depletion deduc-
tion, or 100 percent in the case of oil and gas
properties.

California conforms to federal tax law regard-
ing the percentage depletion for oil and gas
wells, and for geothermal deposits. Depletion
rates are limited to: (1) 22 percent for regu-
lated domestic natural gas; (2) 10 percent for
natural gas from geopressurized brine;
(3) 15 percent for domestic crude oil and nat-
ural gas from certain independent producers;
and (4) 15 percent for geothermal deposits
located in the U.S. California also adopts fed-
eral percentage depletion provisions for
depletable assets other than oil, gas, and geo-
thermal deposits, and with regard to natural
resources located in continental shelf areas.

Under this program, a taxpayer who owns
and operates a natural gas well that pro-
duces, for example, $100,000 in gross income,
is allowed to claim a deduction for 22 percent
of this amount ($22,000). This deduction is
intended to offset the physical and economic
resource costs associated with depleting the
oil reserves in the well.

RATIONALE

This program provides an incentive for fax-
pavers to explore for and develop oil, gas,
and other mineral resources. The underlying
rationale for the program is that such activi-
ties can be extremely costly and inherently
risky.

COMMENTS

The term “percentage depletion” differs from
“costdepletion.” Cost depletion allows for the
recovery of the initial costs of discovering,
purchasing, and developing mineralreserves
over the period during which a reserve pro-
duces income. Each year the taxpayer de-
ducts the portion of the cost that is propor-
tional to the fraction of the resource reserve
that has been depleted in that year. Thus,
under cost depletion, the amount of cost re-
covered through depletion allowances cannot
exceed the original cost of acquiring and de-
veloping the reserve.
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In contrast, under the percentage depletion pletion allowance, regardless of the amount
method, a taxpayer deducts a fixed percent- actually invested.
age of gross income from the reserve as a de-

Page 91



Income Taxes (PIT & BCT)

Deduction:

RESERVE ALLOWANCE FOR BAD DEBTS

Program Characteristics .

Bank and Corporation Tax (BCT). |

California Revenue and Taxation Code
Section 24348, which generally conforms
to Internal Revenue Code Section 166.

Estimated Revenue Reductio
N (In Millions)

| 1996-97

DESCRIPTION

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

During a given year, debts that become
uncollectible 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 receiv-
ables). The deduction 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 tax-
payer would deduct bad debts only when
they are found to be uncollectible.

RATIONALE

This program provides tax relief to financial
institutions that incur bad debts, to the extent
that it allows them to claim a deduction for
bad debt losses prior to the time the losses
actually occur. The tax relief takes two forms.
First, the early claiming of bad debt losses
increases the “present value” of the deduic-
tion for bad debts to the taxpayer. Second, by
“spreading out” deductions forbad debts, the
program lessens the chance that a taxpayer
will be unable to deduct the full amount of
such debts, due to having insufficient offset-
ting income in any one year.

COMMENTS

According to federal reports, the federal
deduction (to which California generally has
conformed) for bad debt reserves was first
allowed in 1947, when there was fear of a
postwar economicdowntum. It was intended
to reflect the banking industry's experience
with bad debts during the depression period.
The difference in annual bad debt deductions
between the reserve and specific charge-off
methods could be a gain or a loss in any
given year.
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Deduction:

EMPLOYEE STOCK OWNERSHIP PLANS

Program Charactetistics

Tax Type: " Personal Income Tax (PIT).
Bank and Corporation Tax (BCT).

Authorization: California Revenue and Taxation Cods
Sections 18042 and 24601 through
24612, which generally conform fo
Internal Revenue Code Sections 401
through 424, and 1042,

{ Estimated Revenue Reduction

| 1998-99

DESCRIPTION

This program allows California employers
that provide employee stock ownership plans
(ESOPs) to their employees a PIT and BCT -
deduction for dividends. paid to an ESOP,
when those dividends are paid by the ESOP
to participants or used to retire ESOP-debt. It.
also allows the deferral of capital gains on the
sale of stock to an ESOP if the proceeds are
used to acquire a similar type security.

RATIONALE

This program conforms California ESOP pro-
visions with federal law, thereby
simplifying tax administration and compli-
ance. It also gives an incentive to employers
to provide their employees with this form of
compensation as an opton.

COMMENTS

Effective for income years beginning after
1997, this deduction is unavailable to Sub-
chapter S corporations under both California
and federal law.
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Credit (Person Specific):
PERSONAL EXEMPTION

Program Characteristics

17733.

Personal Income Tax (PIT).

California Revenue and Taxation Code
Sections 17054, 17054.1, 17056, and

Estimated Revenue Reduction

DESCRIPTION

This program allows all individual taxpayers
to claim a personal exemption tax credit. The
amount of the credit depends on the tax-
payer’s filing status. The credit is indexed
annually, based on the California Consumer
Price Index. For 1998, the credit amounts are
$70 for single taxpayers and $140 for married
couples filing jointly. Nonresidents who are
required to file a California tax return are
allowed partial personal exemption credits,
based on the ratio of their California adjusted
gross income (AGI) to their total (multistate)
AGL '

The exemption credits are phased out for tax-
payers whose AGI exceeds a threshold
amount. For 1998, for single taxpayers the
credit is reduced by $6 for each $2,500 or frac-
tion thereof by which the taxpayer’s AGI ex-
ceeds $116,777; for married taxpayers filing
jointly, the credit is reduced by $12 for each
$2,500 or fraction thereof by which the tax-
payer’s AGI exceeds $233,556.

In addition, California’s personal exemption
credits may be reduced or eliminated alto-
gether under the state’s Alternative Mini-
mum Tax (AMT).

RATIONALE

This program provides broad-based tax relief
to California taxpayers. The rationale for the
program is that taxpayers have a certain min-
imum amount of expenses and this program
provides assistance through the tax system in
meeting those expenses.

DISTRIBUTION OF BENEFITS

The personal exemption credit is a program
which benefits primarily lower- and moderate-
income groups. As shown in the accompany-

Personal Exemption Credit
1998 Tax Year

40-80 19.9 21.9 101
60-80 12.5 16.0 117
80-100 7.3 9.8 124
100-150 7.5 10.2 124
150-200 2.0 2.8 130
200-250 1.0 1.2 122
250-500 0.1 0.1 NA
Over 500 — — —
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ing table (see next page), almost 70 percent of
tax returns receiving benefits and over
60 percent of the total benefits received go to
taxpayers earning $60,000 or less annually.
As indicated above, there are income limits
placed on the program, making its use more
infrequent in the higher-income  categories.
Average benefits are quite similar across in-
come groups except in the lowest category,
where low tax liabilities can keep the entire

credit from being utilized (the credit is not
refundable).

COMMENTS

Federal law allows exemptions in the form of
deductions from AGI, as opposed to the use
of tax credits, as under this program. The
federal exemption amount for 1998 is $2,700
per taxpayer, taxpayer’s spouse, and for each
dependent.
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Credit (Person Specific):
DEPENDENT EXEMPTION

Program Characteristics

17733,

Personal income Tax (PIT).

Authorization: California Revenue and Taxation Code
Sections 17054, 17054.1, 17056, and

Estimated Revenue Reduction |

199697 - $3s0
] 1997-98 390
| 1998-99 135

DESCRIPTION

This program allows all taxpayers to claim a
tax credit for each of their dependents. For
1997, the credit amount was $68 per depend-
ent. Under California’s 1997 tax relief pack-
age, this amount was to be increased to $120
in 1998 and $222 in 1999. However, these
amounts were changed as part of the 1998-99
budget agreement, in Chapter 322, Statutes of
1998 (AB 2797, Cardoza). The amount for
1998 was increased to $253 and the amount
for 1999 will be $227. In addition, the exemp-
tion amount will be indexed annually based
on the California Consumer Price Index, be-

ginning in 2000.

The phase-out provisions with respect to the
credit for high-income taxpayers and require-
ments for nonresident taxpayers are the same
as those listed under the immediately preced-
ing tax credit program “Personal Exemption.”
In addition, California’s dependent exemp-
tion credits can be reduced or eliminated alto-
gether under the state’s alternative minimum

tax (AMT).

RATIONALE

This program provides tax relief to taxpayers
who are financially responsible for the sup-
port of dependents, such as children or the
aged. The rationale for this program is that

such financial responsibilities reduce the abil-
ity of individuals to pay taxes.

DISTRIBUTION OF BENEFITS

The accompanying table shows the distribu-
tion of benefits from this program, based on
income class. The program is one which.
largely benefits taxpayers in the lower- and

Dependent Exemption Credit

1998 Tax Year

[Gross'  “:Total " Total ‘Average
‘ncome - Taxpayers Amount  Amount
($000) " Benefitting Claimed - Claimed
30-20 13.9% 2.3% - 385
20-40 31.0 21.3 231
40-80 204 27.5 453
60-80 13.7 19.9 486
80-100 84 11.8 - 472
100-150 8.5 12.0 474
150-200 24 33 449
200-250 1.1 1.5 435
250-500 0.7 0.4 207
Over 500 — — —_

moderate-income categories. Roughly two
thirds of all returns receiving some benefit
from the program involve taxpayers earning
$60,000 or less on an annual basis. Over éne-
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half of the total benefits from the program
also go to this group of taxpayers. Average
benefits are very similar over most income
classes. They are smaller only for the two
highest and two lowest income categories,

due to the effect of income limits and the |

nonrefundable nature of the credit, respec-
tively.

Income Taxes (PIT & BCT)

COMMENTS

Federal law allows a dependent exemption in
the form of a deduction from adjusted gross
income, as opposed to providing a tax credit,
as under this program. The federal exemption
amount for 1998 was $2,700 for each depend-
ent. In general, California allows a dependent
credit for everyone for whom a federal de-
pendent exemption is allowed.
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Credit (Person Specific):
BLIND EXEMPTION

Program Characteristics

Personal Income Tax (PIT).

uthorization: =~ California Revenue and Taxation Code 5
Sections 17054, 17054.1, 17056, and | 1996-97

17733.

stimated Revenue Reduction §
In Millions)

| 1997-98

DESCRIPTION

This program allows a taxpayer who is blind
toclaim an additional personal exemption tax
credit. The amount of this credit (which is
indexed annually for inflation based on the
California Consumer Price Index) is $70 for
1998.

RATIONALE

This program provides tax relief to those who
are blind, based on the rationale that individ-

uals with certain types of diminished physi-
cal abilities have increased expenses and/or
decreased earnings potential. '

COMMENTS

Instead of a tax credit, federal law (Internal
Revenue Code Section 63 [fl) provides.an
additional deduction- from adjusted gross
income (AGI) forblind taxpayers who do not
itemize their deductions. In 1998, the amount
of this deduction is $850 for married taxpay-
ers (whether filing separately or jointly) and
surviving spouses, and $1,050 for single taxpayers.
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Credit (Person Specific):
SENIOR EXEMPTION

Program Characteristics

ax Type: Personal Income Tax (PIT).

17733.

uthorization: California Revenue and Taxation Code
Sections 17054, 17054.1, 17056, and

DESCRIPTION

This program allows taxpayers over the age
of 65 to claim an additional personal exemp-
tion tax credit. The amount of this credit
{(which is indexed annually for inflation) is
$70 in 1998. 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 $140 in 1998.

RATIONALE

This program provides tax relief to those over
the age of 65 under the rationale that such

persons are more vilnerable to high medical
or personal care expenses as a result of illness

or infirmity.

COMMENTS

Federal law allows an additional deduction
from adjusted gross income for taxpayers age
65 or over. For 1998 the amount of this deduc-
tion is $850 for married individuals (whether
filing separately or jointly) and surviving
spouses, and $1,050 for single individuals.
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Credit (Person Specific):
RENTERS’ CREDIT

Program Characteristics

Tax Type: Personal Inéome Tax (PIT).

Authorization:

California Revenue and Taxation Code
Section 17053.5.

DESCRIPTION

The renters’ credit allows taxpayers to deduct
a specified amount from their tax liabilities,
providing that they rent their principal place
of residence. For the years 1993 through 1997,
the credit was suspended for reasons largely
related to state budget problems. As part of
the 1998-99 budget plan, (Chapter 322, Stat-
utes of 1998 [AB 2797, Cardozal), the credit
was restored and modified. Beginning in the
1998 tax year, the credit will be $60 for single
filers and $120 for joint filers, and will be
available only on a nonrefundable basis. In
addition, the credit is income-limited, with
the single-return and joint-filer annual in-
come limits set at $25,000 and $50,000, respec-
tively. At various times, this program has
allowed qualified renters to claim a refundable
tax credit and was not income limited.

RATIONALE

The renters’ credit provides tax relief to rent-
ers, and is intended to offset the property
taxes that renters indirectly pay through their
rental payments. Although landlords actually
pay the property taxes on rental properties
and are allowed to deduct them as a business
expense, it is generally acknowledged that at
least a portion of such payments are “passed-
on” to tenants in the form of higher rental
payments. Thus, proponents argue thatin the
absence of this program, renters would be

treated inequitably relative to-homeowners
who receive the homeowners’ exemption as
a form of tax relief. As such, the credit is
sometimes viewed as the renters’ equivalent
of the homeowners’ exemption.

Another rationale often offered for the pro-
gram is that it provides tax relief to renters;
many of whom have low incomes. With its
current structure of income limits, the credit
will now only be received by renters with
lower incomes.

DISTRIBUTION OF BENEFITS

As indicated above, the renters’ credit pro-
gram is limited to those taxpayers with lower
and moderate incomes. The accompanying

Renters’ Credit

1998 Tax Year

Qver 100 —_ —
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table indicates the distribution of its benefits
by income class both in terms of the numbers
of returns and share of total benefits received.
These distributional estimates are based on
the past use of the program prior to its sus-
pension, and adjusted for the effect of subse-
quent income limits. C '

COMMENTS

The renters’ credit was established in 1972
with amounts ranging from $25 to $45, de-
pending on the taxpayer’s adjusted gross in-
come. Program changes in 1976 resulted in a

fixed dollar amount for the credit of $37. This

amount was increased to $60 (for single tax-
payers) and $137 {for joint and head-of-
household filers) in 1979. In 1982, legislation
established a separate credit amount of $99
for joint-custody, head-of-household taxpay-
ers. This separate amount for joint-custody,
head-of-household taxpayers was eliminated
in1987. The current credit amounts represent

Income Taxes (PIT & BCT)

a reduction from $137 to $120 for married
couples filing joint retums, heads of house-
holds, and surviving spouses. The $60 credit
for single taxpayers has remained the same
since 1979.

Originally, this program was funded through
an annual General Fund appropriation be-
cause of requirements related to the discon-
tinued Federal Revenue Sharing program.
Under that program, the amount of federal
funds available to the state depended par-
tally on its level of “tax effort” relative to
other states, which was computed by taking
into account the state’s level of revenue coi-
lections. Thus, by funding the renters’ credit
through an appropriation instead of a reve-
nue reduction, the state was able to show a
greater “tax effort” and thereby increase its
revenue-sharing allocation. The program is
currently classified as a revenue program.
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Credit (Person Specific):

SENIOR HEAD OF HOUSEHOLD

Program Characteristics

Personal income Tax (PIT).

Aufhorizaﬁon;
Section 17054.7.

California Revenue and Taxation Code

Estimated Revenue Reduction
n Millions)

DESCRIPTION

This program allows elderly taxpayers who

qualify as head of household to claim a per-
sonal income tax credit in an amount equal to

2 percent of their taxable income, not to ex-

ceed $860 in 1998. This creditis only available

to taxpayers with adjusted gross income of

less than $45,675.

RATIONALE

This program provides tax relief to elderly
taxpayers 65 years or older 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 con-
straints and their need to provide for special
retirement expenses, such as health care.

COMMENTS

This program was established by
Chapter 1154, Statutes of 1990 (SB 389, Sey-
mour) and applies to tax years beginning on
January 1, 1990 and thereafter. The maximum
credit amount is indexed annually for infla-
tion, and the credit is not refundable.
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PRISON INMATE LABOR COSTS

Program Characteristics

Personal Income Tax (PIT).
Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17053.6 and 23624.

Estimated Revenue Reduction

Minor Minor
Minor Minor

Minor Minor

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 produc-
ing 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 confracts
with the California Department of Correc-
tions for the purpose of employing inmate
labor. These work programs are to be pat-
terned after business operations found out-
side of prison, and priority consideration is
given to inmate employment which will re-
tain or reclaim jobs in California, support
emerging California industries, or create jobs
to fill a void in the labor market.

RATIONALE

This program provides an incentive for Cali-
fornia businesses to use state prison inmate
labor. The rationale for the program is that it
will provide meaningful work to prison in-
mates that will enhance their prospects for
employment once they are released from
prison, and also will benefit the California
economy. In addition, the wages earned by
inmates are subject to deductions for taxes,
prison room and board, restitution to crime
victims, and support of the inmate’s family.

COMMENTS

The revenue losses associated with this pro-
gram are speculative due to uncertainties
regarding the number of qualifying joint-ven-
ture programs and the annual compensation
of those employed. This program was en-
acted by Proposition 139 in the statewide
general election in November 1990.
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Credit (Activity Based):

ACTIVITIES IN ENTERPRISE ZONES AND
OTHER ECONOMICALLY DEPRESSED AREAS

Personal Income Tax (PIT).

Tax Type:

Authorization:

28625, 23645, and 23646.

Program Characleristics

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 7089, 17052.13, 17052.15,
17053.8, 17053.9, 17053.10, 17053.11,
17053.17, 17063.33, 17053.34, 17053.45,
17053.46, 17053.70, 17053.74, 17053.75,
23612, 23612.5, 23622, 23623, 23623.5,

Estimated Revenue Reduction.
(In Millions)

1996-87 $50 §102

1997-98 58 107

1998-99 19 114 i

DESCRIPTION

These programs allow qualified 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, Local
Agency Military Base Recovery Areas
(LAMBRA), the Los Angeles Revitalization
Zone (LARZ) or, for specified types of activi-
ties, within Targeted Tax Areas and Manufac-
turing Enhancement Areas. There are three
types of income tax credits available.

Wages Paid to Disadvantaged Persons. Em-
ployers can receive a credit equal to a portion
of the wages paid to qualified “disadvan-~
taged individuals.” Generally, qualified indi-
viduals are those who were unemployed or
economically disadvantaged prior to the date
of hiring. For employers in Enterprise Zones,
LAMBRA, LARZ, Targeted Tax Areas and
Manufacturing Enhancement Areas, the
available tax credit is 50 percent of the wages
paid during the first year, 40 percent for the
second year, 30 percent for the third year,
20 percent for the fourth year, and 10 percent

for the fifth year. In addition, a credit of
50 percent of wages paid to area residents
who were hired to do construction work
within the zone was available to LARZ em-
ployers through 1997. A creditclaimed under
this program, together with the sales and use
income tax credit (see below), is limited to the
tax attributable to income from the desig-
nated area.

Credits are generally recaptured if employees
are terminated prior to a prescribed time pe-
riod (generally one year). Unused credits may
be carried over and applied to offset taxes on
income from the area in succeeding tax years.
Generally, the available credit is reduced to
the extent other credits are granted to the
same employer for area activities. The eligi-
bility for employers in LARZ expired
January 1, 1998. Eligibility for employersin a
LAMBRA expires January 1, 2003.

Taxes Paid by Enterprise Zone Employees.
Enterprise Zone employees can receive an
income tax credit of 5 percent of their “quali-
fied wages,” up to a maximum of $525. The
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credit is reduced by 9 cents for each $1 in
wages in excess of “qualified wages,” as de-
fined in the federal Internal Revenue Code,
Section 3306(b). The credit is nonrefundable,
and unused portions may not be carried for-
ward.

Sales Tax on Machinery. An employer can
receive an income tax credit for the amount of
sales and use taxes paid on the puxchase of
machinery or parts used for specific purposes
in Enterprise Zones, LAMBRA, LARZ, and
for certain activities, within Targeted Tax
Areas. The credit, together with amounts
claimed under the wages credit (discussed
above), is limited to the amount of income tax
attributable to the incentive area. The creditis
nonrefundable, but unused portions may be
carried forward into succeeding tax years.

RATIONALE

These programs are intended to provide in-
centives for stimulating employment and
business activity in economically depressed
areas of the state. These areas typically either
have higher costs associated with conducting
economic activity or are perceived as being

high-cost, low-productivity areas. The credits
represent an attempt to reduce costs and
make the areas more attractive for undertak-
ing investments and conducting economic
activity.

COMMENTS

These programs were initially established in
1984 by the state’s Enterprise Zone Act and
Employment and Economic Incentive Act,
and amended in 1985. The Employment and
Economic Incentives Act was repealed and
essentially replaced by the Enterprise Zone
Act of 1996. The LARZ, LAMBRA, Targeted
Tax Areas, and Manufacturing Enhancement
Areas were added later as qualifying for cer-
tain tax credits under these programs.

Pursuant to Chapter 323, Statutes of 1998
(AB 2798, Machado), the credits available
under these programs were expanded and
enhanced. For additionalrelated information,
see comments regarding the effectiveness of
tax incentives for Enterprise Zones and re-
lated areas discussed under the program
“Income From Investments in Economically
Depressed Areas.”
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Credit (Activity Based):

INCREASED RESEARCH AND DEVELOPMENT EXPENSES

Section 41.

Program Characteristics

Personal Income Tax (PIT).
Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17052.12 and 23609, which par-
tially conform to Internal Revenue Code

Estimated Revenue Reduction

1996-97 310 %270
1997-98 11 - 330
1998-99 12 350

DESCRIPTION

This program allows taxpayers to claim a tax
credit for a portion of certain additional in-
crements to their research and development
(R&D) expenses. The creditmay be applied to
“qualified” research conducted either “in-
house” or by contract. Qualified research is
defined as research that is: (1) technological
in nature; (2) intended to be useful in the de-
velopment of a new or improved product,
service, computer software, technique, for-
mula, or invention of the taxpayer; (3) held
for sale, lease, or license, or used by the tax-
payer in a trade or business; and (4) per-
formed in California.

Beginning in 1997, the R&D credit is equal to
11 percent of the taxpayer’s additional quali-
fied research expenses for the tax year, overa
specified percentage of the taxpayer’s aver-
age annual gross receipts for the four preced-
ing taxable years. For BCT taxpayers, an addi-
tional credit equal to 24 percent of the tax-
payer’s basic (defined as university) research
is availaable. To the extent that the credit ex-
ceeds the taxpayer's net tax liability in the
taxable year, the excess may be carried for-
ward and used to reduce tax liabilities in sub-
sequent years.

Under certain conditions, a specified formula

may be used to calculate an alternative incre-
mental credit. This alternative incremental
credit was increased pursuant o Chapter 323,
Statutes of 1998 (SB 2798, Machado).

RATIONALE

This program provides an incentive for tax-
payers to invest in R&D activities by reduc-
ing the after-tax cost of making such invest-
ments. The underlying rationale is that if
such incentives were not available, industry
would “underinvest” in R&D activities from
a social point of view.

DISTRIBUTION OF BENEFITS

The accompanying table (see next page)
shows the distribution of benefits from the
program by industry, based on number of
returns and the amount of tax benefits re-
ceived. Almost 60 percent of the returns
claiming the credit are from electronics firms
and other manufacturing enterprises. The
dollar amount of tax benefits are even more
heavily weighted towards these types of in-
dustries, with over two-thirds of the total
benefits going to these two industry groups.
Electric and electronic equipment industries
alone claimed almost one-half of the credits.
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Increased Research and
Development Expenses Tax Credit

1988 income Year

Electrical and 26.8% 46.6%
Electronics Equipment

Chemicals and 3.9 10.0
Allied Products

Food and Kindred 0.9 0.3
Products

Other Manufacturing 28.2 20.9

Other 39.2 22.3

COMMENTS

According to the Research Institute of Amer-
ica, over one-third of all states offer a tax
credit to businesses for R&D conducted
within their state. The amount of the tax

credit a business can claim varies from state-
to state largely due to the differences in the .

base period used and the percent of expenses
applicable. The federal government also pro-
vides a tax credit for R&D expenditures,
which differs in several respects from the
California credit.

Supporters of R&D credits argue that the sub-
sidy they provide is needed to encourage
increased investment by private industry in
emerging areas of technological change and
development—investment which would not
occur in the absence of the credit. A number
of economists support this view.

Some opponents of the credit, however, argue
that it does little to spur additional invest-
ment, and that its costs far outweigh the ben-
efits to society. Other critics of R&D credits
argue that while underinvestment in R&D
would occur in the absence of intervention
programs, tax credits are an inappropriate
mechanism through which to address the

problem. Some, for example, put forth a di-
rect R&D subsidy as an alternative approach.

Evidence regarding the effectiveness of the
R&D credit remains ambiguous. Although
there do not appear to be any studies that
have analyzed the effectiveness of Califor-
nia’s R&D tax credit, numerous analyses of
the federal credit have been conducted. The
U.S. General Accounting Office (GAQ), for
example, reports that some additional re-
search spending was stimulated by the tax
credit, with most of the benefits going to
large manufacturing corporations. However,
GAQ also reported that in 1992, 79 percent of
corporations earning R&D credits had accu-
mulated more general business tax credits
than could be used. Thus, the marginal incen-
tive provided by additional R&D tax credits
was reduced (see U.S. GAO, Tax Policy: Addi-
tional Information on the Research Tax Credit,
1995). Some studies regarding the effective-
ness of the credit found it to have a relatively
minor impact on R&D spending by U.S. cor-
porations (see, for example, Eisner, Albert
and Sullivan, The New Incremental Tax Credit
for R&D: Incentive or Disincentive?, National
Tax Journal, V. 37, 1984; and Karier, Closing
the R&D Gap: Evaluating the Sources of R&D
Spending, Jerome Levy Economics Institute,
Working Paper #22, 1995).

The GAO'’s recent review of eight separate
studies regarding the R&D credit indicates
that the effectiveness of the credit is still open
to debate. While four of the reviewed studies
linked the R&D credit to additional research
spending that exceeded the cost of the credit,
the remaining four did not support this claim
or were inconclusive. The GAQ determined
that, due to data limitations and methodolog-
ical issues, availablestudies are inadequate to
the task measuring the effectiveness of the
credit (see U.S. GAO, Tax Policy and Adminis-
tration: Review of the Lffectiveness of the Re-
search Tax Credit, 1996).
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Credit (Activily Based):

EMPLOYER-PROVIDED CHILD CARE EXPENSES

{Authorization:

and 23617.5.

Program Characteristics .

Personal Income Tax (PIT).
Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sactions 17052.17, 17052.18, 23617,

TR

1 Estimated Revenue Reductio
) {In Milfions)

| 1996-97

Minor

DESCRIPTION

The PIT and BCT provide employers several
tax credits for child care assistance programs.
These tax credit programs allow employers to
deduct the costs of certain confributions to-
ward employee child care expenses incurred
between January 1, 1988 and January 1, 2003.
Specifically, employers may deduct:

* Thirty percent of the startup costs of
establishing a child care program, the
costs of constructing a child care facil-
ity, and /or the costs of child care re-
ferra) services, up to $50,000 per tax
year.

* Thirty percent of the cost of contribu-
Hons to a qualified child care plan. A
qualified care plan may include onsite
or offsite child care centers, in-home
care, and specialized centers which
provide care for children with
short-term illnesses. Qualifying con-
tributions may not exceed $360 per
qualified dependent per tax year.

In order to qualify for the tax credit, these
costs must be associated with programs pri-

marily used by children of the taxpayer's em-
ployees who are under the age of 15. To the
extent that the credit amounts exceed a tax-
payer's net tax liability in the year the ex-
penses are incurred, they may be carried for-
ward and used to offset the taxpayer's liabil-
ity in future years, but not by more than_
$50,000 in any one tax year. .

RATIONALE

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

COMMENTS

Employers must reduce their basis cost (which
is used for purposes of determining capital
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. A taxpayer can
elect to take depreciation in lieu of claiming
the credit. Pursuant to Chapter 323, Statutes
of 1998 (AB 2798, Machado), this program
was extended from January 1, 1998 to
January 1, 2003.
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Low-INCOME RENTAL HOUSING EXPENSES

Program Characteristics

Personal Income Tax (PIT).

uthorization:

Section 42,

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17058 and 23610.5, which par-
tially conform to internal Revenue Code

Estimated Revenue Reduction

| 1997-98

1998-99

DESCRIPTION

This program provides a tax credit for inves-
tors for a portion of the costs of investing in
low-income rental housing projects. The
amount of the credit depends on the amount
needed by the investor in order to make the
project economically feasible. This amount is
determined by the California Tax Credit Allo-
cation Committee, which reviews program
applications and allocates credits based on
certain previously established legislative pri-
orities.

Generally, the percentage of costs for which
credits may be claimed is based on federal
guidelines. The maximum amount the com-
mittee may award to a project is designed so
that the present value of four annual credit
payments generally equals 30 percent of an
investor’s qualified basis in the low-income
housing units. “Qualified basis” is roughly
equal to the acquisition, construction, and /or
rehabilitation costs of the units. In exchange
for the tax credits, the investor must commit
to renting a specified percentage of units to
low-income individuals based on one of the
following options:

* 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 in-
dividuals whose income is no more
than 60 percent of area median in-
come.

The rent on these program units based on
either option may not exceed 30 percent of
these specified income limits.

RATIONALE

This tax credit program is intended to in-
crease the number of affordable rental hous-
ing units available tolow-income households

" in California, by reducing the after-tax costs

to developersand investors who produceand
invest in such units.

COMMENTS

This program complements a federal tax
credit program which also works to promote
the development of low-income housing. The
maximum federal tax credit that can be
awarded is generally equal to 70 percent (on
a present-value basis) of a taxpayer's quali-
fied basis in the project, spread over a ten-
year period. A project that receives the maxi-
mum in both state and federal credits re-
ceives 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.
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The state program is authorized as long as
the federal program continues in existence.
California requires that the compliance pe-
riod over which the program requirements
noted earlier must be adhered to extend for
30 consecutive years, rather than the 15-yeaf
federal period. '

'Chapter 1222, Statutes of 1993 (AB 1438, Cal-

dera), expanded this credit to allow insurance
companies to qualify. Specifically, insurance
companies are allowed a share of the annual
credit allocated for investments in low-in-
come housing and can use the credit to offset

* their gross premiums tax.
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Credit (Activity Based):

JOINT CusTODY HEAD OF HOUSEHOLD

Program Characteristics

Tax Type:

Personal Income Tax (PIT).

Authorization:
Section 17054.5.

California Revenue and Taxation Code

DESCRIPTION

This program allows a tax credit for divorced
or separated individuals who do bear signifi-
cant costs in order to maintain a home for a
dependent for part of the year, but do not
provide the principal residence for a depend-
ent (and, therefore, do not qualify for the
more-advantageous “head-of-household”
filing status).

Specifically, the program allows a tax credit
equal to the lesser of (1) 30 percent of a tax-
payer's net tax or (2) a maximum amount
determined annually ($281 in 1998). The pro-
gram 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 resi-
dence of a dependent for atleast 146 daysbut
not more than 219 days of the tax year. (A
taxpayer who maintains the principal resi-
dence of a dependent for more than 219 days
of the tax year qualifies for the more-advanta-
geous head-of-household filing status.)

RATIONALE

This program is intended to provide tax relief
to taxpayers who are single, or married and
living apart, and who care for dependents
such 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 maintain 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
reference for post-1986 tax years. In order for
the head-of-household filing status to be
claimed, the household must be the principal
residence of the qualifying 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
Chapter 1138, Statutes of 1987 (AB 53, Klehs).
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Credit (Activity Based):

SALMON AND STEELHEAD TROUT

HABITAT RESTORATION

Program Characteristics

Personal Income Tax (PIT).
Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17_053. 66 and 236686.

Minor Minor |.

l1998-99  Minor Minor

DESCRIPTION

This program, which sunsets on December 1,
2000, provides a tax credit equal to the lesser
of (1) 10 percent of the qualified costs paid or
incurred for salmon or steelhead trout habitat
restoration, up to $50,000 per taxpayer, or
(2) the amount certified by the California De-
partment of Fish and Game (DFG). The credit
may be used to offset tax liabilities during
years in which the expenses are incurred, and
any unused credit may be used to offset tax
liabilities in future years.

To be able to claim the credit, the taxpayer
must apply to the DFG. The department is
responsible for certifying that the taxpayer’s
project has met specified criteria and for au-
thorizing the actual amount of credit that the
taxpayer may claim. The project must meet
the following criteria: (1) meet the objectives
of the Salmon, Steelhead Trout, and Anadro-
mous Fisheries Program Act and contribute
to the increase in production of salmon and

troutby improving certain habitat conditions;
(2) provide employment to unemployed fish-
ing or forestry industry persons in counties
with a higher-than-average annual rate of
unemployment as specified by the Employ-
ment Development Department; and
(3) undertake work that does not include con-
struction of office, storage facilities, garages,
maintenance buildings, hatchery facilities,
permanent surface roadways, bridges, wells,
or pumping equipment. The amount of credit
allowable must be reduced by the amount of
any grant or cost-sharing payment for the
project made by a public entity.

RATIONALE

This program provides an incentive for tax-
payers to undertake projects to restore the
habitats of salmon and steelhead trout. It
does this by offsetting a portion of the costs
incurred through a credit that is applied to-
wards the taxpayer’s tax liability.
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Credit (Activity Based):

MANUFACTURERS’ INVESTMENT TAX CREDIT

Program Characteristics

Personal Income Tax (PIT).

Tax Type:

Authorfzation:

Bank and Corporation Tax (BCT).

California Revenue and Taxalion Code
Sections 17053.49 and 23649,

Estimated Revenue Reduction
| (In Mitlicns)

$34

DESCRIPTION

This program provides a tax credit intended
to encourage manufacturing activity and in-
vestment in the state. It provides gualified
taxpayers an income tax credit equal to
6 percent of the qualified costs incurred for
construction, acquisition, or lease of qualified
property that is placed in service in Califor-
aa.

¢ "Qualified taxpayers" are persons en-
gaged in specified businesses as de-
scribed in the Standard Industrial
Classification (SIC) Manual.

* “"Qualified costs" include (1) amounts
on which the taxpayer paid sales and
use tax and that are considered capi-
tal acquisitions, and (2) the value of
any capitalized labor costs that are
directly related to the construction or
modification of qualified property.

* "Qualified property” means tangible
personal property that is depreciable
or computer software used primarily
in manufacturing, research, pollution
control, recycling, or in maintaining,
repairing, measuring, or testing prop-
erty used in such activities. It also
includes, for certain activities, special
purpose buildings and foundations
that are primarily used in connection

with manufacturing, refining, pro-
cessing, fabricating, or research and
storage.

If the property is removed from California,
the creditis "recaptured”by adding the credit
amount received back on to the appropriate
year’s net tax liability of the taxpayer. In gen-
eral, unused credits may be carried forward
for up to eight years to offset tax liabilities. In
the case of qualified small businesses, the
carryforward period is ten years.

RATIONALE

This program provides an incentive for quali-
fied taxpayers to expand their investments in
manufacturing and research property in Cali-
fornia. It does this by offsetting a portion of
the costs incurred through a credit that is
applied towards their tax liabilities.

DISTRIBUTION OF BENEFITS

The accompanying table (see next page)
shows the distribution of benefits of the pro-
gram for various industries, based on number
of returns and by total amount of tax benefits

. involved. Over one-half of the total dollar

amount of benefits of the program goes to
electronics and petroleum refining firms. An-
other one-quarter accrues to other types of
manufacturing enterprises.
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Manufacturers’
Investment Tax Credit

1998 Income Year

Electrical and 13.2%

Electronics Equipment
Petroleumn Refining 0.7
Chemicals and 4.5

Allied Products
Food and Kindred 7.6

Products
Other Manufacturing 58.5
Other 17.6

26.9%

25.1
5.6

7.4

274
7.4

COMMENTS

A sales and use tax exemption of 5 percent is
available for new businesses that first com-
mence activity in California after 1993 and
have not been in existence for more than
three years. However, if a taxpayer claims
this program'’s income tax credit, then the tax-
payer cannot claim the sales and use tax ex-
emption.

This credit essentially reduces the cost of cap-
ital acquisitions, and consequently could re-
sult in a relative shift away from labor and
towards capital. This could be coupled with
increased labor demand as a result of overall
reduced manufacturing costs, and an increase
in production.

Pursuant to Chapter 323, Statutes of 1998
(AB2798, Machado), the credit was expanded
to include taxpayers engaged in software
development, computer programming, and
computer integrated systems design. .
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Credit (Activity Based):

ENHANCED RECOVERY COSTS

Program Characteristics

Authorization:

Section 43.

Personal Income Tax (PIT). .
Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17052.8 and 23604, which gen-
erally conform to Internal Revenue Code

Minor Minor

{1997-98 Minor ~ §2

| 1998-99 Minor 2

_ DESCRIPTION

This program provides a tax credit for
5 percent of the qualified costs associated
with “enhanced recovery” of oil and gas
(such as pumping heated liquids or gasses
into a well to enhance the flow of these mate-
rials). This credit applies only to
nonvertically integrated producers for pro-
jects located within California. Unused cred-
its may be used to offset tax liabilities in the
future, for up to 15 years. If the taxpayer’s
costs qualify for another credit, the taxpayer
must make an election between credits. No
tax deduction is allowed for costs for which
the credit is allowed.

RATIONALE

This program provides an incentive for busi-
nesses to use more efficient oil and gas recov-
ery technologies by partially offsetting the
associated costs.

COMMENTS

This program conforms with a federally en-
hanced oil recovery tax credit program. The
federal program provides a tax credit for
15 percent of the qualified costs incurred.
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Credit (Activity Based):

FARMWORKER HOUSING COSTS

Authorization:

23608.3.

Program Characteristics

Tax Type:

* Personal Income Tax (PIT).
Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17053.14, 23608.2, and

1996-97 Minor Minor |

DESCRIPTION

This program provides a tax credit in the
amount of the lesser of: (1) 50 percent of the
costs associated with building, repairing, or
donating farmworker housing; or (2) the
amount certified by the California Tax Credit
Allocation Committee. To claim the credit, the
taxpayer must enter into an agreement with
the committee to build or donate housing
meeting specified criteria, with the credit
available only during the year when the hous-
ing is completed and occupied.

A tax credit is also available to lenders who
provide low-interest loans for farmworker

housing. It is equal to half of the difference
between market interest rates and the rates
actually charged. California requires a compli-
ance period of 30 years to be eligible for the
credit.

RATIONALE

This program provides a tax incentive for
taxpayers to provide suitable housing for
farmworkers. The rationale is that the incen-
tive to farm owners and others will stimulate
the provision and construction of suitable
housing for farmworkers.
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Credit (Activity Based):
Rlc_E STRAW

Program Characteristics

Personal Income Tax (PIT).

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17052.10 and 23670.

Estimated Revenue Reduction

Minor Minor
Minor Minor
Minor Minor

| 1998-99

DESCRIPTION

Upon certification by the California Depart-
ment of Food and Agriculture, this program
provides a tax credit in the amount of $15 per
ton of rice straw that is grown in California
and purchased by the taxpayer. The taxpayer
must be an “end user” of rice siraw; that is,
the taxpayer must use the rice straw for pro-
cessing, generation of energy, manufacturing,
export, prevention of erosion, or for any other
purpose exclusive of open burning.

Under the program, the department issues
taxpayers a certificate specifying the amount
of any tax credit allocated. Up to $400,000 per
year in total tax credits may be allocated on a
first-come, first-served basis. Any claimed
butunused credits may be carried forward by

taxpayers to offset their tax liabilities in fu-
ture years, for up to ten years.

RATIONALE

The program is aimed at reducing the open
burning of rice straw by farmers, thereby re-
ducing the air pollution impacts of such
burning. It does so by providing an incentive
for taxpayers to purchase rice straw for other
purposes. The rationale is that rice straw can
be put to more productive uses than simply
open burning; however, it often is more
costly for the user to choose such other op-
tions. This program is intended to partially
offset the costs of purchasing the rice straw so
that taxpayers will be encouraged to use rice
straw in a more efficient manner.
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Credit (Activily Based):

DiSABLED ACCESS EXPENDITURES

Program Characleristics

Personal Income Tax (PIT).

Tax Type: .

Authorization:

. Section 44.

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Sections 17053.42 and 23642, which gen-
erally conform to Internal Revenue Code

Estimated Revenue Reduction

Minor Minor

Minor Minor

Minor Minor

DESCRIPTION

This program provides a tax credit for
50 percent of up to $250 of qualified expendi-
tures to eligible small businesses that provide
access to disabled individuals. Thus, this pro-
gram allows a California credit up to a maxi-
mum of $125. To qualify for the credit, the
business must (1) have earned less than
$1 million in gross receipts in the previous
year, and (2) employ not more than 30 full-
time employees.

Qualified expenditures include those costs
associated with complying with the Ameri-
cans With Disabilities Act of 1990. This in-
cludes removing physical barriers that block
entrance to a business and acquiring equip-
ment to aid in servicing individuals with
specified disabilities, such as hearing and

vision impairments. Any unused credit may
be carried forward to offset tax liabilities.in
future years.

RATIONALE

This program complements an already-estab-
lished federal tax credit. It also provides an
incentive to qualified businesses to make cer~
tain “minor” improvements that may not
exceed the threshold to qualify for the federal
credit.

COMMENTS

The federal government provides a tax credit
for 50 percent of qualified expenditures ex-
ceeding $250 and up to $10,250. This program
covers the initial $250 of qualified expenditures.
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Credit (Activity Based):

TRANSPORTATION OF DONATED

AGRI_CULTURAL PRODUCTS

‘Program Characferistics

Personal Income Tax (PIT).

Authorizafion:

Bank and Corporation Tax (BCT).

California Revenue and Taxation Code
Secticns 17053.12 and 23608.

Estimated Revenue Reduction

Minor Minor
Minor Minor
. Mi

DESCRIPTION

This program provides a tax credit for
50 percent of transportation costs paid or in-
curred by a taxpayer that are related to the
transportation of donated agricultural prod-
ucts to a nonprofit, charitable organization.
Uponreceipt, the charitable organization fur-
nishes the donor with a certificate specifying
the transportation of donated agricultural
products, including the type and amount of
products donated and the distance trans-
ported. Any unused tax credit may be carried
forward to offset tax liabilities in future years.

RATIONALE

This program provides an incentive for tax-
payers to donate or incur the costs for trans-
porting agricultural products to
charitable organizations. The underlying ra-
tionale is that charitable organizations are
providing a socially beneficial service by dis-
tributing agricultural products toneedy indi-
viduals, and that this service is worthy of
indirect state support. By partially offsetting
the costs of transporting the agricultural
products, the program encourages more tax-
payers to donate or incur the costs of trans-
porting these products. Thus, more agricul-
tural products may reach charitable organiza-
tions than otherwise would without the incentive.
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Credit (Activity Based):

CHILD ADOPTION EXPENSES

Program Characteristics

Personal Income Tax (PIT).

uthorization:
Section 17052.25.

California Revenue and Taxation Code

| Estimated Revenue Reduction

1996-97
1997-98
1998-99

DESCRIPTION

This program provides a tax credit equal to
50 percent of the qualified costs of an adop-
tion of a minor child who is a legal resident
or citizen of the United States and was in the
custody of a public adoption agency of this
state. Qualified costs include fees for required
services, travel and related expenses for the
adoptive family that are directly related to
the adoption process, and medical fees and
expenses not reimbursed by insurance that
are directly related to the adoption. The tax
credit may offset tax liabilities up to $2,500

per child in the year that the adoption papers
are ordered. Any unused credit may be car-
ried forward to offset tax liabilities in future
years. '

RATIONALE

This program provides tax relief to families
choosing to adopt a child. The underlying
rationale is that adoption provides a socially
beneficial service which is worthy of public
financial support.
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Special Filing Status:

SUBCHAPTER S CORPORATIONS

Program Characteristics

Tax Type: Parsonal Income Tax (PIT).
. Bank and Corporation Tax {(BCT).

Authorization: California Revenue and Taxation

through 1379, .

Sections 17087.5, 18006, and 23800
through 23813, which partially conform to
Internal Revenue Code Sections 1361

Estimated Revenue Effect

Code

DESCRIPTION

This program allows eligible small business
corporations to elect Subchapter S corpora-
tion status for purposes of determining their
tax liability. The so-called “S” corporations
pay taxes on corporate income at a reduced
rate of 1.5 percent, except for financial institu-
tions, which are subject to a 3.5 percent rate.
The S corporations are not subject to the Al-
ternative Minimum Tax (AMT) butare subject
to the applicable corporate minimum tax.
Individual shareholders of an S corporation
pay personal income taxes on their pro rata
share of corporate income.

In contrast to S corporations, a regular “C”
corporation pays taxes on its corporate in-
come at a rate of 8.84 percent (or
10.84 percent for financial institutions), for
income earned beginning on or after January
1,1996. Corporate shareholders in C corpora-
tions pay taxes on corporate eamings only to
the extent that such earnings are paid out of
dividends.

In order to be eligible to elect S corporation
status, a corporation must have (1) a valid
federal S election in effect, (2) fewer than 75
shareholders, and (3) only one class of stock.

Those corporations which meet these criteria
and make a federal S election are deemed to
have made an S election for state purposes as
well. However, a corporation may make a
separate state election to be treated as a C
corporation for state tax purposes, even if a
federal S election has been made.

RATIONALE

~ This programis intended to provide tax relief

to small corporations while still allowing
them to take advantage of the limited liability
aspect of corporate status. Generally, busi-
nesses that make an S election pay less in
taxes than they would as C corporations.

DISTRIBUTION OF BENEFITS

The benefits of the Subchapter S special filing
status accrue largely to small-to-mid-sized
companies, as shown in Figure 1 (see next
page). Almost three-quarters of the corporate
taxpayers benefitting from the program are
enterprises with receipts of less than
$1 million per year. In terms of total benefits
received, over two-thirds of benefits go to
enterprises with receipts of $50 million or
less. Figure 2 (see next page) indicates the
distribution of benefits of Subchapter S filing
status by type of enterprise. The industry
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sector that benefits the most in dollar terms
from the Subchapter S filing status is manu-
facturing, which accounts for 36 percent of
the total benefits. (The distribution of benefits

is based only on the effects of the programon -

BCT revenues and does notinclude any offset
due to increases in PIT revenues.)

Subchapter S Corporations
Tax Benefits by Receipt

1-10 20.7 32.7
10--50 ) 46 28.6
50-100 0.4 10.5.
100-500 0.3 9.7
- | 500~1,000 0.1 104
Over 1,000 0.1 0.8

1898 Income Year

Under $1 74.0% 7.3%

Subchapter S Corporations
Tax Benefits by Industry

1998 Income Year

Agriculture, 3.0% 2.4% 3.0%

Forestiy & Fishery
Construction 3.8 7.4 4.4
Manufacturing 15.9 10.5 359
Services 251 38.8 271
Trade 18.2 20.3 18.0
Finance, Real 25.9 16.9 8.3
Estate & Insurance

Utilities & 8.2 37 34

Transportation

COMMENTS

The revenue increases for PIT result from two
factors: (1) unlike C corporation income, alt
operating income from S corporation earn-
ings is passed through to shareholders and
taxed as personal income; and (2) nonresident
shareholders must pay California personal
income taxes on earnings. These revenue in-
creases may be partially offset by the pass-
through of losses to shareholders, which can
be deducted from income.

Under federal law, an election of S corpora-
Hon status completely eliminates any tax lia-
bility of the corporation itself. All income and
expenses are passed through to shareholders,
and there is no entity-level tax imposed. Net
income is taxed on a pro rafa basis as if it
were received as individual income.

According to data from the Franchise Tax
Board, there were 118,514 S corporations-in’
California in 1996, with areported netincome
of $125 billion and tax Habilities of
$282 million.

Federal conformity legislation in the form of
Chapter 612, Statutes of 1997 (SB 1233, Lock-
yer), and Chapter 610, Statutes of 1997 (SB 5,
Lockyer) contained several provisions affect-
ing S corporations. In particular, scheduled
increases in the tax rate were eliminated and
the 1.5 percent entity-level tax rate was re-
tained. In addition, the number of allowable
shareholders was expanded from 35 to 75.
The legislation also liberalized shareholder
eligibility, allowed various financial institu-
tions to be S corporations, and permitted S
corporations to have wholly owned subsidiaries.
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HEAD OF HOUSEHOLD AND SURVIVING SPOUSE

ax Type:

Authorization:

Program Characteristics Estimated Revenue Reductian
T: Personal Income Tax (PIT). E e

California Revenue and Taxation Code
Sections 17042, 17046, and 17054,
which partially conform to Intemal
Revenue Code Sections 2, 151, and 152,

| 1996-97
| 1997-98
| 1998-99

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 surviving spouses. Surviv-
ing spouses qualify for a larger personal ex-
emption 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 pro-
gram reflects the view that tax relief may be
needed by many surviving spouses in order
to be able to maintain their economic status.

COMMENTS

Federal law definitions for the head-of-
household and surviving-spouse filing sta-

tuses were incorporated into California law
by reference for post-1986 tax years. In order
to claim the head-of-household filing status,
a 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 main-
taining that household. A surviving spouseis
a taxpayer whose spouse died within two
years prior to the taxable year involved, who
cares for a dependent child, and has not re-
married.

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 has
moved into the home of her widowed father,
the father would qualify as a head-of-house-
hold. Although the child is the custodial par-
ent’s dependent, the grandfather qualifies to
claim the head-of-household filing status be-
cause he provides more than one-half of the
cost of maintaining the home.
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4 SALES AND USE TAX—OVERVIEW

This section provides information on tax
expenditure programs (TEPs) associated with
the sales and use tax paid by individuals and
businesses. These TEPs affect the amount of
General Fund and special funds revenues
raised by the sales and use tax, the second
largest source of state revenues. These TEPs
alsohave animpact on local government rev-
enues since (except in certain instances) the
programs affect both the state and local por-
tions of sales and use tax receipts. The follow-
ing provides a brief description of this tax.

GENERAL BACKGROUND
INFORMATION

The sales and use tax is levied on the
gross receipts of personal property sold or
transferred to an individual or business con-
sidered to be the final consumer. The sales
and use tax actually consists of fwo comple-
mentary taxes:

*  Sales Tax. The sales tax portion is the
more familiar of the two taxes and is
levied on the total purchase price of
tangible personal property sold in
California, except for items specifi-
cally exempted from taxation by law.

* Use Tax. In contrast, the use tax gen-
erally applies to the storage, use, or
other consumption in this state of
goods purchased from retailers in
transactions not subject to the sales
tax, generally for purchases shipped
into California from another state.

The following example is helpful in dem-
onstrating how the use tax works. If an auto-
mobile is purchased in Oregon by a Califor-
nia resident who intends to use the vehicle in
California, then the individual would pay the
California use tax on the retail price of the
car. Without a use tax, such a consumer could
avoid paying a tax on a vehicle to be used
within California, by purchasing it outside
the state and then bringing it into California.
State automobile registration requirements
make feasible the collection of the use tax on
vehicles brought in from out of state. Central
registration requirements also facilitate the
collection of use tax for water vessels, aircraft,
and mobilehomes. For other types of pur-
chases, registered taxpayers involved in sales
activities are required to report taxable out-
of-state purchases on their quarterly sales
and use tax returns.

Collection Responsibility. A seller is re-
sponsible for remitting the sales and use tax
to the state, although he/she may try to
“pass” the tax on to the purchaser through
higher prices. The extent to which the sales
and use tax is passed on to the purchaser
through higher prices is dependent on the
supply and demand characteristics of the
particular commodity and market involved.
Regardless of who bears the ultimate finan-
cial burden or “incidence” of the tax, how-
ever, the seller is legally responsible for col-
lecting and remitting all tax payments to the
Board of Equalization (BOE), the state agency
in charge of administering the sales and use
tax.
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CHARACTERISTICS
OF THE CALIFORNIA
SALES AND USE TAX

Tax Rate. The sales and use tax was first
imposed in California in 1933.The tax rate has
generally increased since that time, although
there have been periodic decreases as well.
Additions and subtractions to the sales and
use tax base have also taken place through
chariges in exempted transactions.

The basic sales and use tax rate consists of
both a state rate and a local rate. Figure 1 pro-
vides a breakdown of the current tax rate
levied in California.

Sales and Use Tax Rates

State

General Fund 5.00%
Local Revenue Fund .50
Local Public Safety Fund .50
Subtotal 6.00%
Local
Uniform Local Taxes {Bradley-Burns) 1.26%
Optional Local Taxes® 1.50
Subtotal 2.75%
Total 8.75%

a Maximum optional local rate, except for San Francisco City and
Caunty (1.75 percent), San Mateo County (2 percent), and San
Diege County {1 percent).

Source: Board of Equalization

» State Tax Rate. The current state sales
and use tax rate is 6 percent. As Fig-
ure 1 shows, 5 percent of the state
sales and use tax rate is dedicated to
the General Fund. In addition, a
0.5 percent rate is dedicated to the
Local Revenue Fund, which is ear-
marked for health and welfare costs
associated with the 1991 state-local
government realignment program. A
second 0.5 percent state tax levy is

dedicated for local public safety pro-
grams and is allocated directly to lo-
calities through the Local Public
Safety Fund. Figure 2 summarizes
how the state’s General Fund tax rate
has changed from the mid-1930s to
the present.

e Local Tax Rate. As shown in
Figure 1, the Bradley-Burns Uniform
Local Tax is a 1.25 percent levy, con-
sisting of a 1 percent tax that is allo-
cated tolocal governments for general
purposes and a 0.25 percent levy that
is dedicated for county transportation
purposes. Localities also have the op-
tion of imposing, with voter approval,
up to a 1.5 percent transactions and
use tax. (San Francisco City and
County and San Mateo County, how-
ever, are allowed to exceed this maxi-
mum rate by 0.25 percent and
0.5 percent, respectively.) Some, of
these local revenues may be used, for
general purposes, but they have pri-
marily been imposed for
transportation-related purposes.

State Sales and Use Tax Rates
(General Fund)

o L. Tax Rate
1933-34 2.50%
1935-42 ' 3.00
1943-48 2.50
1949-66 3.00
1967-71 4.00
1972 3.75
1973 475
1973 3.75
1974-90 4.75
1991-92 5.50
1993 to present 5.00
Source: Board of Equalization

Given the above, the combined state-local
sales and use tax rate in California varies by
county. As shown in Figure 3, actual rates as
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of January 1, 1999, ranged from a low of
7.25 percent to a high of 8.5 percent. The esti-
mated revenue reductions shown in the fol-
lowing TEP reviews include effects on both
the state and local governments.

Tax Base. The sales and use tax base con-
sists of all items that are potentially taxable
under current law, minus various exemptions
and exclusions (the latter are discussed in
detail in the reviews that follow). In general,
any tangible asset that is moveable (that is,
not permanently attached to property) which
is sold and subsequently used, consumed, or
stored in California is subject to the sales and
use tax. However, there are some general
exceptions to this rule, including the follow-
ing:

e Federal Government Purchases. The
federal government, its agencies and
instrumentalities that are deemed
wholly owned by the federal govern-
ment, various. federally related con-
tract activities, and the American Red
Cross, are exempt from state and local
sales and use taxes.

*  Qut-of-State Sales. Goods delivered
to an out-of-state purchaser for use
outside of California are exempt from
California’s state and local sales and
use taxes.

» Resale Purchases. Goods purchased
by a business which are subsequently
resold as part of an intermediary
transaction are exempt from the state
and local sales and use tax. This in-
cludes both certain materials that will
be incorporated into a final product,
and finished products purchased for
resale (such as furniture or artwork
purchased by aninterior designer that
will be resold to clients).

While items purchased cutside of Califor-

nia and transported into and used within the’

state are technically subject to the use tax, only

Sales Tax Rates Vary by County

As of January 1, 1999

a

[] 7.25%
b

7.75%
1

. 8.00% ormorec

b Includas Frasno (7.88 percent).
¢ Includes: Santa Cruz (8.00 parcant); Alameda, Centra Cosla, Los Angales,
San Mateo, and Santa Clara (8.25 percant); and San Francisco (8,50 pescant).,

a Includes Stanisiaus, Nevada and Solano {7.38 percent) and Sonoma (7.50 percent).

in cases where there are centralized registra-
tion requirements or the purchases are made
by registered sales tax payers does the state
actually collect the tax. For example, no use
tax is collected from individuals who pur-
chase goods through mail-order, Internet, or
other related means.

In addition, California generally does not
directly tax services when these represent the
final product (although there are a limited
number of exemptions to this general rule,
such as photocopying services and gift wrap-
ping services). However, services that con-
tribute to the production or delivery of a tan-
gible product sold are indirectly subject to the
sales and use tax through the explicit or im-
plicit incorporation of the cost of such ser-
vices in the price of the tangible product.
Such services include, for example, food ser-
vice atrestaurants and assembly and delivery
activities.
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Exclusion/Exemption:

GAs, ELECTRICITY, WATER, STEAM AND HEAT

Sales and Use Tax.

Tax Type:

Authorization:
Section 6353.

Program Characteristics - Estimated Revenue Reduclion

California Revenue and Taxation Code

{In Millions)

1996-97
1997-98
;| 1998-99

DESCRIPTION

This program exempts from taxation the sale
or transfer of gas, electricity, water (including
steam), and geothermal brines or other heat
sources delivered through mains, lines, or
pipes. It also exempts water sold to an indi-
vidual in bulk quantities (50 gallons or more)
for household use, when the residence is not
served by mains, lines; or pipes..In addition,
the program exempts the transfer of steam,
heat, or other energy produced by
cogeneration technologies.

RATIONALE

The basic exemption for gas, electricity, and
water dates back to the inception of the sales
tax in 1933, when companies providing these
services were subject to a gross receipts tax
that was levied in lieu of other taxes under
the State Constitution. The original tax ex-
emption merely recognized that the Constitu-
tion prohibited the imposition of other taxes,
such as the sales tax, on these companies.
Although these constitutional provisions
were subsequently repealed, the exemption
nevertheless remained in effect.

Currently, there are two apparent rationales
for this program. First, gas and electric bills
are subject to municipal utility user taxes in
many cities, often at rates higher than the
sales tax rate. Thus, it is argued by some that

the sales tax exemption avoids subjecting gas
and electricity to double taxation.

Second, this program provides tax relief to
conswmers of gas, electricity, and water to the
extent that sales and use taxes normally
would be incorporated into the prices
charged for these items. Proponents argue
that these utilifies provide basic and neces-
sary services and, as such, such services
should not be made any more costly to con-
sumers by imposing the sales tax on them.

The exemption, however, is not limited to
residential gas and electricity service. Rather,
it also includes commercial and industrial
purchases of electricity and natural gas, to
which the “necessity of life” rationale does

not apply.

COMMENTS

Cities were receiving around $700 million
from utility user taxes as of the late 1980s, but
counties were not permitted to impose such
levies. However, legislation at the start of the
1990s (Chapter 466, Statutes of 1990 [SB 2557,
Maddyl]) extended to counties the authority
to levy such utility user taxes. In 1995-96, cit-
ies and counties raised approximately
$1.3 billion from the utility users tax.
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It is not clear that electricity, which is not a
physical object or substance, would be subject
to sales taxation even in the absence of this

program.
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Exclusion/Exemption:

ORGANIC ProDuUcTs GROWN

EXPRESSLY FOR FUEL PURPOSES

ax Type: ' Sales and Use Tax.

| Authorization:
Section 6358.1 {a)(1).

'Program Characteristics

California Revenue and Taxation Code

Estimated Revenue Reduction

DESCRIPTION

This program exempts from taxation the sale
or transfer of organic products grown ex-
pressly for fuel purposes.

RATIONALE

This program provides an incentive for the
production and use of organic products as
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 conventional fuel sources. The
apparent underlying rationale for the pro-
gram is to reduce the economy’s reliance on
depletable fossil fuels—especially crude oil—
and to encourage profitable alternative uses
of farmland.

COMMENTS

Grain purchases by an alcohol producer gen-
erally would be exempt, even in the
absence of this program, as a purchase for
resale. However, growers of organic prod-
ucts, 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 main-
tained on the basis of (1) tax equity (since
competing energy sources are not taxed), and
(2) administrative savings to the Board of
Equalization from not having to establish
taxable values for the exempt items.
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Exclusion/Exemption:

AGRICULTURAL, TIMBER, MUNICIPAL AND INDUSTRIAL

WASTE BY-PRODUCTS

Tax Type: Sales and Use Tax.

Authorization:
: . Section 6358.1 (a)(2).

Program Characteristics

California Revenue and Taxation Code

{ Estimated Revenue Reduction
{(in Millions}

| 1996-97 - NA
|1997-98
1998-99

DESCRIPTION

This program exempts from taxation the sale
or transfer of qualified waste by-products
from (1) agricultural and forest-products op-
erations, (2) municipal refuse, and (3) manu-
facturing activities. In order to qualify, these
by-products must be used as fuel in an indus-
trial facility in ieu of either oil, natural gas, or
coal.

RATIONALE

This program provides an incentive for in-
dustry to use waste by-products as an alter-
native fuel. It accomplishes this to the extent
that it reduces the cost of buying or using
waste by-product fuels, thereby making them
more economically attractive relative to con-
ventional fuel sources. The underlying ratio-
nale for the program is to reduce 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 taxation of
waste-fuel materials that are purchased with
those that are self-generated.

COMMENTS

This program was established by
Chapter 1248, Statutes of 1980 (SB 1576,
Nielsen), and was permanently extended by
Chapter 254, Statutes of 1986 (SB 1083,
Boatwright). The program was amended:by
Chapter 1059, Statutes of 1983 (SB 1031,
Boatwright) to delete the original require-
ment that qualifying by-products be “deliv-
ered in bulk.” This change 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
recommended that the program be main-
tained on the basis of tax equity (since com-
peting sources of fuel are not taxed), and the
administrative savings to the Board of Equal-
ization from not having to establish taxable
values for the exempt items.
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Exclusion/Exemption:
USE OF REFINERS’ GAS

Tax Type: Sales and Use Tax.

Authorization:
Section 6358.1 (b).

Program Characteristics. | Estimated Revenue Reduction

California Revenue and Taxation Code

| 1996-97

| 1997-98
| 1998-99

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. It
is agrued that the program also encourages
resource conservation through more efficient
use of crude oil supplies.

COMMENTS

The use of still gas produced from propri-
etary (thatis, nonpurchased) petroleumis not
subject to the use tax, because state law re-

quires that a formal transfer of a product oc-
cur in order to “rigger” a tax levy.

This program was established by Chapter
1059, Statutes of 1983 (SB 1031, Boatwright),
as declarative of existing law under Chapter
1248, Statutes of 1980 (SB 1576, Nielsen),
which provided a tax exemption for waste
by-products derived from manufacturing
activities. This program was permanently
extended by Chapter 254, Statutes of 1986
(SB 1083, Boatwright).

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 main-
tained on the basis of tax equity (since com-
peting sources of fuel are not taxed) and the
administrative savings to the Board of Equal-
ization from not having to establish taxable
values for refiners' gas.
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'Exclusion/Exemption:
ANIMAL LIFE

| Authorization:
Section 6358 (a).

Program Character S

Sales and Use Tax.

Califdrnia Revenue and Taxation Code

11996-97
11997-98
11998-99

DESCRIPTION

This program exempts from taxation the sale
or transfer of animal life, the products of
which ordinarily constitute food for human
consumption.

Purchases of dairy cows and of any livestock
or poultry for breeding (or egg laying) pur-
poses ordinarily would be subject to sales
and use taxes in the abserice 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.

RATIONALE

This program provides tax relief to producers
of animal-based food products, by eliminat-
ing the sales and use taxes that ordinarily
would apply to animals that are not pur-
chased solely for resale. By reducing thécost
of producing animal-based food items, the
program benefits consumers to the extent that
these lower production costs reduce retail
food prices. As such, this program basically is
an extension of the sales and use tax exemp-
tion for food. The underlying rationale of-
fered for the program is that food is a basic
necessity of life, and that its price should not
be increased by taxation.
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Exclusion/Exemption:.
ANIMAL FEED

Tax Type: Sales and Use Tax.

Authorization:
Section 6358 (b).

Program Characteristics § Estimated Revenue Reduction §

California Revenue and Taxation Code

t(in Mitlions)

1996-97

1997-98

1998-99

DESCRIPTION

This program exempts from taxation any sale
or transfer of animal feed which is fed to
qualified animals. Qualified animals are
those whose products either ordinarily con-
stitute food for human consumption, or are to
be sold in the regular course of business.

RATIONALE

This program provides two basic types of tax
relief. First, it provides tax relief to consumers
of animal-based food preducts by reducing
the prices of these products. As such, this
aspect of the program basically is an exten-
sion of the sales and use tax exemption for
food. The underlying rationale offered 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
products, to the extent that sales and use
taxes on feed ordinarily would be incorpo-
rated into these products’ prices. The ratio-
nale offered here is that feed is a “component
part” of an item which subsequently is itself
subject to taxation and, therefore, should not
be double-taxed. An example is the use of
feed to raise animals, the pelts of which are
used to make coats, which in turn are subject
to sales taxes.

Page 139




Sales and Use Tax

Exclusion/Exemption:
SEEDS AND PLANTS

Tax Type: | Sales and Use Tax.

Section 6358 (c).

Program Characteristics” - Estimated Revenue Reduction |

Authorization:  California Revenue and Taxation Code

1896-97 $24
1997-98

1998-99

DESCRIPTION

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

RATIONALE

This program provides two basic types of tax
relief. First, it provides tax relief to consumers
of seed and plant-related food products by
reducing their prices. 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 in-
creased by taxation.

The second type of tax relief provided by the
programis to consumers of nonfood products
that are derived from qualifying seeds and
plants, 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 flowers, which themselves
are taxed when sold to consumers.

COMMENTS

Chapter 323, Statutes of 1998 (AB 2798,
Machado), extended this sales tax exemption,
formerly limited to annual plants, to peren-
nial plants.
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Exclusion/Exemption:
QUALIFIED FERTILIZER

Program Characleristics .

Tax Type: Sales and Use Tax.

Authorization:
Section 6358 (d).

California Revenue and Taxation Code

Estimated Revenue Reduclio

{in Mitlions)

1996-97 $48
1897-98 50
1998-99

DESCRIPTION

This program exempts from taxation the
transfer of fertilizer to be used on land, if the
land is used to produce either food for hu-
man consumption or other products to be
sold in the regular course of business: -

RATIONALE"

This program provides two basic types of tax
relief. First, it provides tax relief to consumers
of food products grown with the help of fer-
tilizer, by reducing their prices. As such, this
aspect of the program basically is an exten-
sion of the sales and use tax exemption for
food. The underlying rationale offered 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
programis to consumers of nonfood products
which fertilizer helps produce, to the extent

that sales and use taxes on fertilizer ordi-
narily would be incorporated into these prod-
ucts’ prices. The underlying rationale offered
here 'is that the fertilizer is a “component
part” of an item 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.

COMMENTS

For the purposes of this program, the term
“fertilizer” includes commercial fertilizers,
agricultural minerals, and manures, but does
not include soil amendments. The latter are
excluded on the basis that they do not consti-
tute a “component part” of the grown prod-
ucts, but rather are capitalized into land val-
ues. Such soil amendments include hay,
straw, peat, leaf mold, sand, potting medi-
ums, and specified mineral and chemnical constituents.
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Exclusion/Exemption:
POULTRY LITTER

Sales and Use Tax.

: ;ff Authorization:
Section 6358.2.

Program Characteristics . Estimated Revenue Reduction

California Revenue and Taxation Code

(In Mitlions)
15
1996-97
1997-98 1
1998-99 1

DESCRIPTION

This program exempts from taxation the sale
or use in California of certain products that
are used as litter in pouliry and egg produc-
tion and that in turn are ultimately resold as,
or incorporated in, fertilizer products. This
exemption applies to wood shavings, saw-
dust, rice hulls, or other related products.

RATIONALE

This program provides two types of tax relief.
First, it provides tax relief to consumers that
purchase fertilizer products. Second, it pro-
vides indirect tax relief to consumers of food
and nonfood products which fertilizers help to
produce, again to the extent that the product
prices would reflect the sales and use tax paid
on the components incorporated in the fertiliz-
ers. Program proponents note that the pro-
gram is consistent, atleast to some extent, with
the related program for qualified fertilizer.
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Exclusion/Exemption:
Foob PRODUCTS

Tax Type: Sales and Use Tax.

and 6359.4.

Program Characteristics - .

Authorization: California Constitution, Article X,
Section 34, and California Revenue and
Taxation Code Sections 6359, 6358.2,

Estimated Revenue Reduction

{in Millions)

1scal Year
| 1996-97
- '11997-98

1998-99 2,698

DESCRIPTION

This program generally exempts from taxa-
tion the transfer of food products for home
consumption (other than carbonated or alco-
holic beverages). The program does not ex-
tend to sales of most prepared food, includ-
ing take-out food items and restaurant meals.

Special rules apply to vending machine sales
of otherwise nontaxable food items, such as
candy. Generally, 33 percent of the receipts
from these sales are taxed as an approxima-
tion of the portion of these sales that other-
wise would be taxable because they are items
consumed on the same premises as the vend-
ing 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 accom-
plished by treating these retailers as the con-
sumers of the items that they sell. Since the
food products are exempt when purchased
by the vendor (under the general food ex-
emption), this treatmentis equivalent toa full
tax exemption.

RATIONALE

This program provides tax relief to consum-
ers of food products, by reducing their price.
The underlying rationale put forth for the

program is that food is a basic necessity of life
and, therefore, its price should not be in-
creased through the application of the sales
tax.

COMMENTS

Although the basic rationale offered for this
program is to exempt food products from
taxation because 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
most take-out foods are taxed. This treatment
generally is justified on the grounds that they
are luxuries, or at least a convenience, com-
pared with cooking at home. However, some
of these taxable foods also appear to be neces-
sities, if purchased by an individual lacking
cooking facilities.

In addition, in the case of food products that
qualify under this program, there is no at-
tempt to restrict the quality or cost of ex-
empted items. For instance, the program ap-
plies to high-grade or expensive products,
which do not constitute basic necessities.

In 1991, the Legislature passed legislation
that would levy the sales and use tax on
snack foods. “Snack foods” were defined to
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include products that were sold in a condi-
tion suitable for immediate consumption,
such as cookies, potato chips, and snack
cakes. The legislation (Chapter 85, Statutes of
1991, {AB 2181, Vasconcellos] and Chapter 88,

Statutes of 1991, [SB 179, Deddeh]) met with

some resistance and confusion among tax-’

payers and retailers, especially with regard to
certain apparent inconsistencies. For exam-
ple, pre-popped popcorn was subject to taxa-
tion but unpopped popcorn was not. The so-
called "snack tax" was repealed by Proposi-
tion 163, approved by the voters in Novem-
ber 1992
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Exclusion/Exemption:

CANDY, GUM, AND CONFECTIONERY PRODUCTS

Sa!es- and Use Tax.

Tax Type:

Authorization:

Program Characteristics Estimated Revenue Reduction

California Constitution, Article Xl
Section 34, and California Revenue and
Taxation Code Section 6359(b).

(In Millions).

1996-97
1997-38
1998-99

DESCRIPTION

This program generally exempts from taxa-
tion the sale or use of candy, gum, and other
confectionery products for home consump-
tion. This program is included within the
overall food exemption and is subject to.the
same limitations. Vending machine sales of
candy, gum, and other confectionery prod-
ucts may be subject to tax-under certain con-
ditions (see discussion under the previous
program entitled “Food Products”).

RATIONALE

This program provides tax relief to producers
of candy and to candy consumers by reduc-

ing the prices of such products. The pro-
gram’s rationale is that candy, gum, and con-
fectionery items also constitute food products
and as such, deserve the same tax exemption
granted for food generally.

This exemption was repealed effective
July 15, 1991 as part of a broadening of the
sales and use tax base. The exemption was
reinstated in November 1992 as part of Prop-
osition 163 and was incorporated into the
California Revenue and Taxation Code Sec-
tion covering food products.
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Exclusion/Exemption.
BOTTLED WATER

Sales and Use Tax.

Authorization:

Program Characteristics o | Estimated Revenue Reduction

California Constitution, Article X1,
Seclion 34, and Cafifornia Revenue and
Taxation Code Section 6359(b).

| (in Mittions)

11996-97
1997-98

1998-39

DESCRIPTION

This program exempts from taxation the
transfer or use of noncarbonated and non-
effervescent bottled water.

RATIONALE

This program provides tax relief to the con-
sumers of bottled water. The underlying ra-
tionale offered for the program is that water
is a basic necessity of life. Many individuals
use bottled water because of impurities and
other related problems with the quality of
their normal water supplies.

COMMENTS

The statute allowing the exemption (Califor-
nia Revenue and Taxation Code Section
6359[b]) was repealed effective July 15, 1991
as part of a broadening of the sales and use
tax base. The exemption was reinstated. as
part of Proposition 163 in November 1992;
and was incorporated into the California Rev-
enue and Taxation Code Section covering
food products (see previous program entitled
“Food Products”).
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Exclusion/Exemption:
PACKING ICE AND DRY ICE

Sales and Use Tax

Tax Type: Sales and Usa Tax.

Authorization:
Section 6359.7.

Program Characleristics _

California Revenue and Taxation Code

Estimated Revenue Reduction
(In Millions)

|

1996-97 _ NA
1997-98 NA

1998-99 NA_ |

DESCRIPTION

This program exempts from taxation the
transfer of ice and dry ice, when the ice is
used or.employed in packing and shipping
qualified food products for human consump-
tion by qualified carriers.

RATIONALE

Proponents of this program argue that it is
needed to equalize the tax treatment of pack-
ing ice and dry ice with that of various other
competing cooling processes. These various
other means of cooling (such as forced air
and chilled water baths) are not directly sub-
ject to sales and use taxation because they are
“processes” and not tangible personal prop-
erty (as is ice). The program also has been
rationalized on the grounds that coolants are
needed to provide consumers with unspoiled
food products, many of which are, them-
selves, exempt from taxation because they are
viewed as basic necessities of life.

COMMENTS

This program became operative on January 1,
1986 as provided by Chapter 1045, Statutes of
1985 (AB 1887, Areias). An earlier program
had been in effect for ice used in interstate
transportation only, untilits repeal in 1979 by
Chapter 1150, Statutes of 1979 (AB 66, Lock-

yer).

The rationale that this program is needed to

equalize the tax treatment of ice with that of
other cooling methods overlooks the fact that
the equipment for these alternative coolant
systems generally is subject to sales and use
taxation at the time it is purchased. A de-
tailed review of this program appeared in
Part Two of our Analysis of the 1988-89 Tax
Expenditure Budget. In our review, we found
no evidence that this program was having
any significantimpacts on the basic economic
competitiveness of the affected California
industries, or on prices paid by consumers.
Accordingly, in the interests of tax equity, we
recommended that this programbe repealed.
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Exclusion/Exemption:

CARBON DIOXIDE USED IN PACKAGING

Sales and Use Tax.

| Tax Type:

Authorization:
Section 6359.8.

Program Characteristics = Estimated Revenue Reduction

California Revenue and Taxation Code

1997-98

1998-99 7

DESCRIPTION

This program exempts from taxation the sale
or use of carbon dioxide used in packing,
shipping, or transporting fruits or vegetables
for human consumption, provided that the
fruits and vegetables are not sold with the
carbon dioxide packaging and any nonre-
turnable materials containing carbon dioxide.
To qualify for the exemption, the fruits or
vegetables must be shipped or transported in
the carbon dioxide packaging by common
carriers, contract carriers, or proprietary carri-
ers. -

RATIONALE

This program provides tax relief to consum-
ers of fruits and vegetables that have been
packed and shipped. The underlying ratio-
nale for the program is that food products

such as fruits and vegetables are basic neces-
sities of life, and therefore, their price should
not be increased through taxation. This pro-
gram also attempts to equalize tax treatment
of carbon dioxide packaging with other types
of packaging (such as dry ice and forced-air)
spoiled food products. These alternative
types of packaging also are exempt from taxa-
tion as described under separate programs.

COMMENTS

As discussed in the program entitled “Pack-
ing Ice and Dry Ice,” this program may result
in a tax advantage of exempt methods over
certain other cooling methods. While cooling
methods such as forced air and chilled water
are not directly taxed, the equipment for these
coolant systems is generally taxed when
purchased.

Page 148



Sales and Use Tax

Exclusion/Exemption:

PRESCRIPTION MEDICINES

Tax Type: Sales and Use Tax.

Sections 6369 and 6369.1.

Program Characleristics

Authorization: - California Revenue and Taxation Code

| 1997-08
" | 1998-99

DESCRIPTION

This program exempts from taxation the sale
or use of specified medicines and medi-
cal-related products used for treating the
health problems of human beings. Items
which qualify for the program include medi-
cines which are: (1) prescribed by a physician
and dispensed by a registered pharmacist;
(2) furnished by-alicensed physician, dentist,
or podiatrist to patients; (3} furnished by a
health facility to patients pursuant to the or-
der of a licensed physician; (4) sold to a li-
censed physician or health facility for treating
human beings; (5) sold to the state or other
political subdivision for use in freating hu-
man beings; and (6) furnished withoutcharge
by a pharmaceutical manufacturer or distrib-
utor toa licensed physician, health facility, or

institution of higher learning for research
which will be used to treat human beings. In
addition to medicines, qualifying items 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. The underlying rationale for the
program is that the price of medicines should
not be increased by taxation because proper
medical care and treatmentis a basic necessity.
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Exclusion/Exemption:

SPECIFIED MEDICAL-RELATED PRODUCTS

Sales and Use Tax.

Authorization:

Program Characteristics - . Estimated Revenue Reduction

California Revenue and Taxation Code |
Sections 6369.1, 6369.2, and 6368.5. :

DESCRIPTION

This program exempts from taxation the sale
and use of the following medical-related
products for personal use as directed by a
physician: (1) wheelchairs, crutches, canes
(including white canes for the blind), and
walkers (including their replacement parts);
{2) medical oxygen delivery systems;
(3) hemodialysis equipment supplied by pre-
scription; and (4) containers used to collect or
store human blood.

RATIONALE -

This program provides tax relief to consum-
ers of specified medical-related products. The
underlying rationale for the program is that
such products are items of necessity to indi-

viduals who purchase them, and that their
cost, therefore, should not be increased by
taxation.

COMMENTS

Qualifying “medical oxygen delivery-sys-
tems” include, but are not limited to, liquid
oxygen containers, high pressure cylinders
and regulators, when sold, leased, or rented
to an individual for personal use under the
direction of a physician. This program raises
certain issues relating to tax equity and con-
sistent tax-law treatment, since items such as
corrective eyewear and auditory devices are
not exempt from taxation, yetare used to treat
medical conditions.
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- Exclusion/Exemption:

MEDICAL IDENTIFICATION TAGS

Tax Type: Sales and Use Tax.

Authorization:
Section 6371.

Program Characleristics - - . e Estimated Revenue Reduction

California Revenue and Taxation Code

1996-97
1897-98

1998-39

DESCRIPTION

This program exempts from taxation the
transfer of medical identification tags fur-
nished by a qualified nonprofit organization.
The term “medical identification tags” in-
cludes any tag worn by a person for the pur-
pose of identifying the wearer as having a
medieal disability or allergic reaction to cer-
tain medical treatments.

RATIONALE

This program provides tax relief to individu-
als who need to wear medical information
tags because of health-related problems. The
rationale for the program is that the prices of
such tags should notbeincreased by taxation,

because the tags are a necessity for many in-
dividuals with serious health problems.

COMMENTS

This program was originally sponsored by
the Medic Alert Foundation, a charitable non-
profitcorporation engaged in gathering, stor=
ing, and furnishing information regarding the
medical problems of members. When an indi-
vidual subscribes to the Medic Alert Founda-
tion, he or she has the option of purchasing
either a bracelet or a necklace on which rele-
vant medical emergency information is en-
graved. Such products also are available from
various other similar types of organizations.
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Exclusion/Exemption:

SPECIFIED MEDICAL HEALTH INFORMATION.

Program Characteristics

1 Tax Type: Sales and Use Tax.

' Authbrization:
Section 6408.

California Revenue and Taxation Code

Estimated Revenue Reduction §

1996-97
1997-98
1998-99

DESCRIPTION

This program exempts from taxation the use
of medical health information literature pur-
chased by qualified organizations. Such qual-
ifying organizations must be formed and op-
erated for charitable purposes, be eligible for
the welfare exemption (a local property tax
exemption available to nonprofit, charitable
organizations), and be engaged in the dis-
semination of medical health information. In
addition, the purchase of qualified literature
must be made from the organization’s na-
tional office or another branch of the national
office of the same 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 organiza-
tions 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 dissemi-.
nation of medical health information is,so-
cially beneficial.

COMMENTS

The original proponent of this program was
the American Heart Association. Prior to the
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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Exclusion/Exemption:

Safes and Use Tax

HEALTH AND SAFETY INSIGNIA AND

EDUCATIONAL MATERIALS

Tax Type: Sales and Use Tax.

Authorization:
Section 6408.

: Program Characteristics Estimated Revenue Reduction

California Revenue and Taxation Code

{in Millions)

1996-97
1997-98 NA
7998-9 NA

DESCRIPTION

This program exempts from taxation the
transfer of health and safety insignia and ed-
ucational materials routinely sold ini.connec-
tion with health, safety, and first aid classes.
The program requires the insignia and mate-
rials to be:sold. or purchased by a national
charitable organization which qualifies for
the welfare exemption (a local property tax
exemption available to nonprofit, charitable
organizations). In addition, the materials
must be purchased from the organization’s
national office or another branch or chapter
of the national office of that organization.

RATIONALE

This program offers taxrelief to organizations
providing specified health-related and safety-
related materials and educational informa-
tion, and for individuals who might purchase
them. Thus, the program encourages the
wider dissemination of these materials and
information. The rationale for the program is
that such materials and information are so-
cially beneficial and worthy of public finan-
cial support.
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- Sales and Use Tax

Exclusion/Exemption:
FooD ANIMAL MEDICINES

Program Characteristics

Sales and Use Tax, . -

Section 6358 {e).

California Revenue and Taxation Code

¢ Estimated Revenue Reduction
|(in Mitlions)

| 1996-97
| 1997-98

1998-99

DESCRIPTION

This program exempts from taxation the sale
or use of drugs or medicines for which the
primary purpose is the prevention and/or
control of disease in animal life that ordi-
narily constitutes food for human consump-
tion.

RATIONALE

This program provides tax relief to consum-
ers of medical products used on anjmal life
that is used to produce animal food products
consumed by humans. This follows the gen-
eral rationale that food products are a basic
necessity of life, and their prices should not
be increased by taxation. -
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Exclusion/Exemption:

Sales and Use Tax

MEDICATED FEED AND DRINKING WATER

Sales and Use Tax.

| Authorization:
Section 6358.4.

California Revenue and Taxation Code

Estimated Revenue Reduction

(in Millions)

1996-97 Minor
1997-98 Minor
1988-99

DESCRIPTION

This program exempts from taxation the
gross receipts from the sale, storage, con-
sumption, or use of drugs or medicines ad-
ministered to animal life as an additive to
feed or drinking water. The primary purpose
of the additive must be prevention and con-
trol of disease in food: animals or nenfood
animals which are sold in the regular-course
of business.

RATIONALE

This program provides two types of tax relief.
In the case of food animals, it provides tax

relief to consumers of animal-based food
products. This may be viewed as an extension
of the general sales tax exemption for food
products, which is based on the rationale that
food is a basic necessity of human life and its
price should not be increased by taxation.

The rationale for providing an exemption for
medicines and drugs used to treat nonfood.
animals is that the cost of such treatment is
incorporated in the price of these animals,
which is subject to taxation. Thus, it is ar-
gued, taxing it separately would result in
double taxation.
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Sales and Use Tax

Exclusion/Exemption:
PRINTERS’ AIDS

Tax Type: Sales and Use Tax.

Authorization:
Section 6010.3.

Program Characteristics - . _ : Estimated Revenue Reduction

California Revenue and Taxation Code

(in Mili'ions)

1996-97
1997-98
1998-99

DESCRIPTION

This program exempts from taxation the fab-
rication or transfer of composed type or re-
production proofs, which are made by a ty-
pographer for the preparation of printed mat-
ter. In addition, this program exempts from
taxation the fabrication of reproduction
proofs or impressed mats when the materials
are transferred to a printer or publisher for
use in printing.

- RATIONALE

This program provides tax relief to the print-
ing industry assuming sales and use taxes on
transfers of qualified printers’ aids normally
would be borne by printers. Traditionally,
printers’ aids often became the property of
the customer, so that they were subject to sales

tax. These intermediate products of the print-
ing process, however, were used to make
final printing materials, which also were
taxed upon their sale. This program thus re-
duces the degree of this sales tax “pyramid-
ing” for the printing industry. It also tends to
equalize tax treatment for printers’ aids; re-
gardless of the specific arrangements made
regarding the transfer of printers' aids. %

COMMENTS

Many other industries are subject to tax
pyramiding, but the printing industry has
argued that it was particularly hard hitby 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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Sales and Use Tax

Exclusion/Exemption:

PARTNERSHIP PROPERTY USED TO

PRODUCE MOTION PICTURES

Program Chdracteristics

Sales and Use Tax.

| Authorization:
. Section 6010.4.

California Revenue and Taxation Code

Estimated Revehue Reduction

11997-98 NA
11998-99 NA_ |-

DESCRIPTION

This program exempts from taxation the use
of property rented, leased, or otherwise fur-
nished by a partmership to its: members for
the production of motion pictures under cer-
tain circumstances: In order to-qualify for the

program, the partnershipmust be formed by .

parties engaged in the production or distribu-~
tion of motion pictures in order to reduce
production costs, by sharing equipment, stu-
dio facilities, and personnel. The exemption
does not apply, however, if the partnership
transfers title of any property to its members.
In addition, the program does not exempt
from taxation the original purchase of prop-
erty by the partnership.

RATIONALE

This program provides benefits to some seg-
ments of the motion picture industry by re-
ducing the costs they incur for using shared
movie-making equipment and fabrication

labor. It is rationalized on the grounds that it
tends to equalize the taxation of equipment
and fabrication labor provided “in-house”
(say, in a vertically integrated movie com-
pany) with the taxation of these items when
several studios or independent producers
share these resources. The program thus re-
moves a tax advantage that otherwise would
benefit integrated studios (firms which are
involved in the full range of movie-making
activities) versus other motion picture pro-
ducers.

COMMENTS

The basic structure of the sales and use tax
inherently benefits businesses that are verti-
cally integrated. Thisisbecause intracompany
transfers of equipment and supplies are not
considered a sale and, thus, are not taxed. This
program extends an equivalent benefit to
nonverticallyintegrated operations in this par-
ticular industry.
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Sales and Use Tax

Exclusion/Exemption:

NEWSPAPERS AND PERIODICALS, DISTRIBUTED
FREE OF CHARGE OR BY SUBSCRIPTION |

Program Characleristics

Sales and Use Tax.

Authorization:

California Revenue and Taxation Code
Sections 6362.3, 6362.7, and 6362.8.

§ Estimated Revenue Reduction §
A (in Miliions)

1996-97 $68
1997-98 72 |
11998-99 74 |

DESCRIPTION

This program exempts from taxation the sale
or use of certain newspapers, periodicals, and
any tangible personal property that becomes
an ingredient or component of them. The
exemption is available provided that a news-
paper or periodical is regularly published (at
least four times a year). In addition, the item
must be: (1) distributed free of charge; or
(2) sold by subscription and delivered by
mail or common carrier; or (3) purchased or
published by an organization that qualifies
for tax-exemptstatus under Internal Revenue
Code Section 501{c)(3) and meets certain
other requirements. The exemption also ap-
plies to any newspaper or periodical that is
sold by subscription pursuant to an agree-
ment entered into and for which prepayment
was received prior to July 15, 1991.

The term “periodical” is defined as meeting
certain stated publication intervals during a
year, with each issue bearing some relation to
the previous issues. It does not include
printed sales messages, shopping guides, or
publications where advertising exceeds
90 percent of the printed area of an issue in

more than one-half the issues published in a
12-month period.

RATIONALE

This program provides tax relief to the pub-
lishers of qualified newspapers and periodi-
cals, and to the consumers of these items.
Proponents of this program contend that the
contents of a newspaper or periodical are
akin to an information service and, thus, the
transfer of a newspaper or periodical is
equivalent to the sale of a service. Because the
transfer of services is generally exempt from
sales and use taxation, these proponents thus
argue that the transfer of other newspapers
and periodicals also should be exempt.

COMMENTS

Generally, paid newspaper subscriptions are
subject to taxation, since the publishers of
such newspapers have “nexus,” or sufficient
economic presence in California for tax pur-
poses. Some newspapers published out-of-
state, however, have insufficient presence in
California to trigger the levying of the sales
and use tax.
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Exclusion/Exemption:

Sales and Use Tax

LLEASES OF MOTION PICTURES

Program Characterislics
Sales and Use Tax.

Authorization:

California Revenue and Taxation Code
Sections 6008 (g){1} and 6010 (e)(1).

Estimated Revenue Reduction
(In Millions)

| 1996-97
[ 1997-98
| 1998-99

DESCRIPTION

This program exempts from taxation the
qualified lease or rental of motion pictures
{(including animated motion pictures), televi-
sion films, and tapes (except video rentals for
private use).

RATIONALE

This program provides tax relief to the own-
ers and users of motion pictures and televi-
sion shows. The apparent rationale for the
program is to encourage expansion of the
market for motion pictures and tapes in Cali-
fornia by reducing the cost of leasing such
pictures, and thereby promoting the eco-
nomic health of the motion picture industry.
Proponents of the exemption also argue that
it is needed to provide tax equity between
exhibitors of motion pictures and tapes ver-
sus other forms of entertainment, such aslive

theater, that are not subject to the sales and
use tax. There are, however, many forms of
entertainment which are subject to sales and
use taxes, such as videocassette rentals,
books, and games.

COMMENTS

The estimated revenue reduction amounts
shown above are based only on leases to
movie theaters in California, because these
transactions involve the transfer of a physical
copy of the movie. Television programming,
on the other hand, can be and often is trans-
ferred via satellite or phone lines. Thus it
would not be subject to taxation, even in the
absence of this program. Consequently, the
additional revenues that would be realized
from taxing leases of television programming
would be relatively small.
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_Sales and Use Tax

Exclusion/Exemption:
MASTER TAPES AND MASTER RECORDS

' Sales and Use Tax.

Tax Type:

Section 6362.5;

Program Characteristics .= Estimated Revenue Reduction

Authorizatiom: California Revenue and Taxation Code

1996-97 _
1997-98 NA
1998-99 NA

DESCRIPTION

This program exempts from taxation qualify-
ing transfers of master tapes and master re-
cords that are used by the recording industry
in making sound recordings. The sales tax
does apply, however, to purchases of the tan-
gible elements of such master tapes and re-
cordings (for example, the cost of the blank
tape) when these are acquired from a record-
ing studio by a tape or recording producer.

RATIONALE

This program provides tax relief to the con-
sumers of master tapes and records by reduc-
ing the prices of these items. At the time this
program was enacted, it was rationalized on
the basis that the value of a master tape or
record was primarily attributable to the intan-
gible element of the music or other informa-

tion stored on the tangible medium. The pro-
ponents of this exemption argued that it was
not proper for the state to tax the value of
such intangible elements.

COMMENTS

In 1988, the California Court of Appealsheld
that in certain circumstances the sale or lease
of master tapes and records are not exempt
from taxation. Specifically, in A&M Records,
Inc. . State Board of Equalization (1988 [204
Cal. App. 3d 358}), the court determined that
the contract to purchase master tapes or re-
cords used for producing additional master
recordings or copies was a taxable transaction.
The court held, in this case, that the true ob-
ject of the contract was for the production of
such duplicates and not for the services of the
artist.
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Exclusiorn/Exemption:

Sales and Use Tax .

PRINTED ADVERTISING MATERIALS

Program Characteristics

Sales and Use Tax.

Authorization:
Section 6379.5.

California Revenue and Taxation Code

Estimated Revenue Reduction

{In Millions)

1986-97
1997-98
1998-99

NA
NA

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 ser-

vices. To qualify, these materials must be:

(1) printed to the special order of the pur-
chaser and (2) ' mailed or delivered by the
seller, seller's' agent, or a mailing house
through the United States Postal Service, or
by common carrier to another person; at no
cost to the recipient.

RATIONALE

This program provides taxrelief to California
printers and retailers. The rationale for the
program is to provide tax equity for Califor-
nia printers. When a California retailer con-
tracts with an out-of-state printer to print its
advertising, 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 propo-
nents argue that the program is necessary to
make California printers competitive with
out-of-state printers.

COMMENTS

This program was established by
Chapter 1515, Statutes of 1986 (SB 2527, Rob-

bins), and took effect on January 1, 1987. An
alternative way to provide tax equity for Cali-
fornia printers in the absence of this program
would be to apply the use tax to printed ad-
vertising materials purchased from
out-of-state printers by California firms. In
cases where the out-of-state printer sends the
advertising material directly to California
recipients, there had been concern that im-
posing the use tax would unconstitutionally
interfere with interstate commerce. That con-
cern appears 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 5 Ct 1619). In that case, the court
unanimously upheld Louisiana’s imposition
of use tax on catalogs printed outside the
state for a Louisiana retailer and delivered
directly to prospective customers in Louisi-
ana.

It is estimated that the total value of all cata-
log, directory, and printed advertising prod—
ucts generated for use in California is in the
billions of dollars. If all such products were
subject to taxation, the sales tax liabilities
could be several hundred million dollars.
However, this figure dramatically overstates
the revenue loss to the state due to this pro-
gram, for two reasons. First, an unknown
number of these products are already subject
to taxation. For example, catalogs that are
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sold to consumers are taxed, as are many
other advertising materials. Second, an un-
known portion of these products would not
be subject to taxation, even if this program
were repealed. For example, according to the

Board of Equalization, advertising inserts in
many newspapers would continue to be ex-
empt from taxation under the exemption for
newspapers and periodicals.
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Exclusion/Exemption:

Sales and Use Tax

MOTION PICTURES AND PRODUCTION SERVICES

Program Characleristi

Tax Type: Sales and Use Tax.

Authorization:
Section 6010.6.

California Revenue and Taxation Code

{In Millions) .

1996-97
1997-98

1998-99

DESCRIPTION

This program exempts from taxation charges
for qualified production services (so-called
“fabrication labor”) used in the production of
a motion picture (including videos, or any

other commercial audiovisual works). These -

services include the production of special

effects, animation; music,sound, editing, and -

photography, regardless of whether the ser-
vice is performed under the producer's super-
vision or done independently. The exemption
does not include the production of duplicate
tapes for exhibition or broadcast, or release
prints.

Additionally, the program exempts transfers
of all or part of qualifying motion pictures, or
any interest or rights to them (including par-
tially finished work and intermediary materi-
als). To qualify, the motion picture must ei-
ther be (1) sold before it is first exhibited or
broadcast toits general audience, or (2) trans-
ferred to any persons 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 exhibi-
tion or broadcast, or (3) rentals or leases of
videocassettes, videotapes, or videodiscs for

private use. The term “qualified motion pic-
ture” does not include motion pictures pro-
duced for private noncommercial use, such as
weddings or graduations.

RATIONALE

This program has several rationales. First, it
provides an incentive for retaining motion
picture production activities in California by
reducing the industry's tax burden.

A second rationale is that the program sim-
plifies tax administration. Before this pro-
gram was established, the taxability of
charges for special effects and other produc-
tion services depended on whether these ser-
vices were performed by studio employees or
contractors supervised by the producer (in
which case they were not taxable) versus by
contractors operating independently (in
which case they were taxable). Taxation was
complex because it often was difficult to dis-
tinguish among the various contractual rela-
tionships involved.

- A third program rationale is to create tax eg-

uity between studio employees and contrac-
tors who perform the same kinds of work, as
well as tax equity between integrated produc-
ers that produce a finished work and those
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that specialize in one segment of the work, such
as filming or postproduction editing.

COMMENTS

Fabrication Labor. Although services them-~

selves generally are not subject to the sales
and use tax, fabrication labor used to make an
item of tangible property generally 7s subject
to tax. For example, charges by a tailor to
make a suit are taxable even if the customer
provides the cloth. This treatment 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
employees 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 performed under the supervision,
and subject to the approval of the customer.

As regards the activities affected by this pro-
gram, the creation of special effects for mo-
tion pictures usually involves the production
of tangible property (a film or video product)
that is an intermediary product used to incor-
porate the special effect into the final motion
picture. In the absence of this program, the
sale of that intermediate product to a pro-
ducer by a contractor who is not supervised
by that producer generally would be taxable.

Sales of Motion Pictures. Sales of completed
motion pictures prior to their commercial
exhibition are considered a sale for resale and
would not be taxable, even in the absence of
this program. In contrast, sales of rough foot-
age or other intermediary products for a mo-
tion picture in progress generally would be
taxable in the absence of this program.
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Sales and Use Tax

Exclusion/Exemption:

MOBILE TRANSPORTATION EQUIPMENT LEASES

Tax Type: 'Sales and Use Tax.

Authorization:

6023.

Program Characteristics

California Revenue and Taxation Code
- Sections 6006 (g){4), 6010 (e}{(4), and

Estimated Revenue Reduction
(in Mitions) '

DESCRIPTION

This program exempts from taxation thelease
of certain mobile transportation equipment
used in the transportation of persons or prop-
erty. Qualifying equipment includes railroad
cars and locomotives, buses, trucks, truck
tractors, truck trailers; dollies, bogies; chassis,

reusable cargo containers, aircraft, ships, and.
tangible personal property-which is.or be=

comes a 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 passen-
ger vehicles. The purchase of mobile trans-
portation 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 by re-

ducing its price. According to the Board of
Equalization, the program has several ratio-
nales. One involves the administrative com-
plexities of determining the portion of leasing
payments that is related to interstate com-
merce activities, which are exempt from taxa-
tion. Another relates to the difficulty of sepa-
rating out the portion of lease payments asso-
ciated with the provision of related services,
such as maintenance, which are non-taxable.

COMMENTS

Existing law allows lessors of mobile trans-
portation equipment to elect to pay tax on
lease 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.
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Exclusion/Exemption:

VESSELS THAT TRANSPORT OVER 1 000 ToNS

Program Characleristics

Tax Type: " Sales Tax.

Authorization:
Section 6356.

California Revenue and Taxation Code

Estimated Revenue Redtction
(in Millions)

1986-97

1997-98

1998-99

DESCRIPTION

This program exempts from the sales tax 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 toelim-
inate a tax “penalty” for purchases of vessels
within the state by equalizing their taxation
with those purchased outside the state but
used within it. At the time this program was
enacted, it was thought that the purchase of
a vessel from an 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 involving state taxation
of interstate commerce.

COMMENTS

The program’s original rationale was super-
seded by a 1942 federal court ruling involv-
ing the taxability of vessel purchases. SpeCLfl-
cally, in the case of Los Angeles Lumber Prod-
ucts v. State Board of Equalization (45 Fed.

Supp. 77), the court ruled that the U.S. Con-
stitution does not prohibit a ship purchased
out of state for in-state use from being taxed
by California. Thus, the use tax applies to
ships purchased out-of-state and used in Cal-
ifornia urless the operators qualify for other
use tax exemptions (see program entitled
"Qualified Watercraft and Their Component
Parts.")
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Sales and Use Tax

Exclusion/Exemption:

VEHICLES MODIFIED FOR PHYSICALLY

HANDICAPPED PERSONS

Sales and Use Tax.

Authorization:
Section 6369.4.

Program Characterislics

California Revenue and Taxation Code

: Estimated Revenue Reduction

1996-97
1997-98

NA
NA

1998-99 NA |

DESCRIPTION

This program exempts from taxation the sale
and use of items and materials used to mod-
ify vehicles for physically handicapped. per-
sons. In the event.of the sale of such a vehicle
to a qualified . purchaser,.the program also
exemptsfrom taxation the portion of the sales
price of a vehicle attributable to handicapped
modifications. In order to qualify, the vehicle
purchaser must be eligible for a disabled li-
cense plate or placard for disabled parking.

RATIONALE

This program provides taxrelief to physically
handicapped persons who must rely on spe-
cially . modified vehicles, such as those
with wheelchair lifts and special steering de-
vices. The underlying rationale for the pro-
gram is that access to vehicles with special
modifications is a necessity for many handi-
capped persons, and one that can impose
financial burdens on them since their in-
come-earning potential often is restricted.
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Exclusion/Exemption:

NEW OR REMANUFACTURED TRUCKS AND TRAILERS

FOR OQUT-OF-STATE USE

Program Characleristics

Tax Type: Sales and Use Tax.

Authorization:

California Revenue and Taxation Code
Seclions 6388 and 6388.5.

{ Estimated Revenue Reduction
1{In Mitlions}

| 1996-97
1997-98

1998-99

DESCRIPTION

This program exempts from taxation the sale
or use of new or remanufactured trucks, truck
tractors, trailers, semitrailers, trailer coaches
{(any of which has an unladen weight equal to
or exceeding 6,000 pounds), or auxiliary dol-
lies purchased in California for use outside
the state or in interstate or foreign commerce.

All of the above types of vehicles and equip-
ment qualify for the tax exemption if the vehi-
cleis: (1) purchased by an out-of-state resident
from an out-of-state dealer, (2) delivered by
the manufacturer to the purchaser within Cali-
fornia, (3) taken out of the state within 30 days,
and (4) registered in another state. These quali-
fications must be furnished in writing to the
manufacturer or remanufacturer.

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 deliv-
ered by either the manufacturer,
remanufacturer, or dealer within California.
- The exemption applies if they are (1) pur-
chased for out-of-state use or for interstate or
foreign commerce, (2) taken out of the state
within a specified time period, and (3) regis-

tered in another state. If the trailer or
semitrailer is manufactured out-of-state, the
purchaser has 30 days to take it out of Cali-
fornia. If the vehicle is manufactured in Cali-
fornia, the purchaser has 75 days to removeit
from the state. The purchaser does not have
to be an out-of-state resident.

RATIONALE

This programbenefits California manufactur-
ers of trucks and trailers, and California deal-
ers who sell trailers and semitrailers. In the
absence of this program, purchases of quali-
fying 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 were
to be taken at the manufacturer’s or dealer’s
California location. Proponents argue that
such a tax would discourage these purchases.

One rationale of the program is that it en-
sures that purchases for out-of-state use are
nottaxed. A second rationale for the program
is that it stimulates the California trailer-
coach manufacturing and remanufacturing
industry.
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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 classified as an interstate sale,

which is not taxable. Given this, the actual
revenue loss due to this exemption probably
is relatively small. The primary effect of the
program is to facilitate sales by California
truck and trailer manufacturers and dealers,
and toreduce their costs of delivering vehicles.
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Exclusion/Exemption:

PROPERTY USED IN SPACE FLIGHTS

Tax Type: Sales and Us;e Tax.

Authorization:

Section 6380.

Program Characteristics . Estimated Revenue Reduction

California Revenue and Taxation Code

{In Miflions}

1996-97 $7
1997-98 8
1998-99 '

DESCRIPTION

This program exempts from taxation the sale
or use of qualified property used in space
flights originating in the state. Qualified
property includes: (1) property thathas space
flight capabilities including orbital space fa-
cilities, satellites, and space wvehicles;
(2) property used aboard any space facility,
vehicle, satellite, system, or station; and
(3) fuel sold exclusively for space flight. This
program still applies in the event of a failure,
postponement, or cancellation of a launch of
the qualified space property.

RATIONALE

This program provides a tax incentive for the
use of facilities located in California as the

origin of space flights versus other similarly
equipped facilities in other states. The pro-
gram also conforms to general sales and use
tax policy with respect to purchases of goods
used exclusively outside of California.

COMMENTS

Pursuant to Chapter 323, Statutes of 1998
(AB 2798, Machado), this program was ex-
panded to include equipment and property
purchases related toall space flight activity in
the state. Formerly, the program was applica-
ble only to space flights originating at
Vandenberg Air Force Base. The sunset date
of January 1, 2004 was also eliminated
through this legislation, extending the pro-
gram indefinitely.
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Exclusion/Exemption:

AIRCRAFT REPAIR AND RELATED EQUIPMENT

Program Characteristics

' Sales and Use Tax.

| Tax Type:

| Authorization:
Sections 6366 and 6366.1.

California Revenue and Taxation Code

Estimatled Revenue Reduction
{in Mitlions)

1996-97
1997-98
1998-99

DESCRIPTION

This program exempts from taxation the sale
or use of tangible personal property pur-
chased after October 1, 1996 that is used as a
component part of specified commercial air-
craft as a result of maintenance, repair, over-
haul, or improvement. Qualifying aircraft
must be used for business either as a common
carrier or outside of California.

RATIONALE

This program allows California aircraft main-
tenance and repair businesses to reduce the
prices at which their products are provided,
thereby making this industry more competi-

tive with those in other states. This program
also equalizes tax treatrnent for this industry
with the railroad industry (which also has its
own sales and use tax exemption for equip-
ment used in maintaining or repairing rail-
roads). This is important to the extent that the
two industries compete as common carriers

COMMENTS

California is one of many states that has a
sales and use tax exemption for aircraft repair
equipment. The program thus prevents Cali-
fornia from being placed at a competitive
disadvantage with respect to airline hub activities.
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Exclusion/Exemption:

RAILROAD AND RELATED EQUIPMENT

Program Characteristics

Tax Type: Sales and USe Tax.

Authorization:
Sections 6368.5 and 6411.

Califorhia Revenue and Taxation Code

Estimated Revenue Reduction

DESCRIPTION

This program exempts from taxation the sale
or use of tangible personal property used as
a component part of qualified railroad equip-
ment in the course of repairing, cleaning, al-
tering, or improving that equipment outside
of California. Qualifying railroad equipment
includes locomotives and passenger cars and
maintenance equipment used by or leased to
a common carrier engaged in interstate or
foreign commerce.

RATIONALE

This program allows California railroad
maintenance and repair businesses to reduce
the prices at which their products are pro-
vided, thereby making this industry more
competitive with those in other states or
countries. Because the equipment involved is
installed in railroads engaged in interstate or
foreign commerce, it often can be purchased

in other states or countries. Exempting the

equipment from the California sales and use
tax allows businesses to reduce the prices on
the equipment sold, thus making it more
competitive with other states or countries.
This program also attempts to equalize tax
treatment between the railroad industry and
the airline industry (which also has a sales
and use tax exemption for equipment used in
maintaining or repairing aircraft). This would
be important to the extent that the two indus-

‘tries compete as cornmon carriers.

COMMENTS

Although this program makes an attempt at
equalizing tax treatment for competing in-
dustries, the most direct competition with
railroads in the transportation of goods
across state lines is the trucking industry.
Since the trucking industry does not benefit
from a similar program, this program would
appear to grant advantageous tax treatment
to the railroad industry.
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Exclusion/Exemption:

LEASES OF SPECIFIED LINENS

Sales and Use Tax.

Tax Type:

Authorizaﬁon: '

' Program Characteristics . = Estimated Revenue Reductio

California Revenue and Taxation Code —
Sections 6006 (g) (2) and 6010 (e) (2). 1996-97

{in Mitlions)

1997-98
1998-99

DESCRIPTION

This program exempts from taxation the sale
and use of linen supplies and similar articles.
To qualify for the program, these supplies
and articles must be provided under a lease
agreement thatincludes recurring laundering
and cleaning services. Linens exempt under
this program are taxable at the time of pur-
chase by the lessor.

RATIONALE

This program gives tax relief to providers and
consumers of leased linen. Its apparent ratio-

nale is that most of the price charged for linen
supplies represents the cost of the laundering
and cleaning services, which would be ex-
empt if provided separately.

COMMENTS

Generally, lessors have the option of paying
sales and use tax on their original purchase
price or on their lease receipts. Consequently,
this program allows taxation of leased linen
on the basis of its original purchase price.
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Exclusion/Exemption:

LEASES OF HOUSEHOLD FURNISHINGS

| Tax Type: Sales and Use Tax.

uthorization:

Program Characteristics - = _ Estimated Revenue Reduction |

California Revenue and Taxation Code
Sections 6006 (g) {3) and 6010 (e} (3).

11996-97
| 1997-98
11998-99

DESCRIPTION

This program exempts from taxation thelease

of household furnishings, when the furnish-
ings are leased along with alease of the living
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 Board of Equalization, this
program exists to facilitate tax administra-
tion. Taxing the rental of furnishings in living
quarters would require registering and audit-
ing landlords, who generally are not sellers of
any other taxable goods. Also, it would be

difficult to determine what portion of the 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 amount or on their lease or rental
receipts. The program equalizes tax treatment
between landlords that buy furniture to rent,
versus furniture leased outby a rental company.
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Exclusion/Exemption:
FACTORY-BUILT HOUSING

Tax Type: Sales and Use Tax.

Authorization: :
Section 6012.7.

Program Characleristics- .

California Revenue and Taxation Code

Estimated Revenue Reduction

| (In Millions)

| 1996-97
1 1997-98

{1998.99

DESCRIPTION

This program exempts from taxation 60 percent
of the sales price of qualified factory-built hous-
ing. "Factory-built" housing includes such types
as modular housing and sectionalized housing.
The program does not exempt: (1) mobile
homes; (2) precut housing packages where
more than 50 percent of the package consists of
precut lumber only; (3) panelized construction
{such as walls or components that may become
one or more rooms of a building) that is not a
complete housing package; and (4) porches or
awnings not purchased with a complete hous-
ing package.

RATIONALE

This program attempts to equalize the sales and
use tax treatrent of factory-built housing with
that of conventional housing. When a contrac-
tor builds a conventional fixed-foun-dation
home, he or she normally pays sales and use
taxes on the tangible property that becomes a
part of the home, such as lumber, paint, and
wallboard. The home sale itself, however, is not
subject to the sales tax, since the tax is levied on
tangible personal property only. Thus, only the
value of the home due to the materials embod-
ied in it, is subject to taxation.

This program applies a similar approach to
taxing factory-built housing when sold by a
manufacturer or dealer. Specifically, data
from the industry indicate that about
40 percent of the sales price of modular hous-
ing represents the value of materials, Thus,
this program excludes from taxation the re-
maining 60 percent of the sales price not due
to materials.

COMMENTS

The Board of Equalization (BOE) Regulation
1521 generally treats the purchase and instal-
lation of modular buildings as construction
contracts for sales and use tax purposes. Con-
sequently, the manufacturer pays tax on ma-
terials, and the purchaser pays tax only on
the value of fixtures (such as an air condi-
tioner or stove). According to BOE, the total
tax liability under this regulation is similar to
the assumed tax liability under the sales and
use tax. Therefore, while this program gives
statutory weight to this type of treatment, it
does not significantly affect tax revenues
compared with BOE’s regulatory interpreta-
tion of general sales and use tax law.
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Exclusion/Exemption:
NEwW MOBILEHOMES

Authori.iation:

Program Characteristics } { Estimated Revenue Reduction

Sales and Uée Tax.

California Revenue and Taxation Code
Sections 6012.8 and 6012.9.

| 1996-97
| 1997-98
1998-99

DESCRIPTION

This program exempts from taxation
25 percent of the sales price of a new
mobilehome charged by the manufacturer to
the retailer, provided that the home s sold by
the retailer for installation on a foundation
for occupancy as a residence. (The sale of the
mobilehome by theretailer to the homeowner
is fully tax-exempt.)

RATIONALE

The rationale for the program is based on the
belief that mobilehomes should be treated

like conventional housing for tax purposes.
This program provides a measure of tax eg-
uity between mobilehomes used on a perma-
nent site versus conventional and factory-
built housing. It does this by recognizing that
a portion of the retail value of both conven-
tional and factory-built housing is exempt
from sales and use taxation. Specifically, in
the case of qualified factory-built housing, the
exemption is equal to 60 percent of the con-
sumer’spurchase price. In the case of conven-
tional housing, the difference between a
house’s selling price and the cost of taxable
materials to the builderis notsubject to taxation.
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Exclusion/Exemption:
UseD MOBILEHOMES

Sales and Use Tax.

Tax Type:

Section 6379.

Program Characteristics - . Estimated Revenue Reduction }

Authorization:  California Revenue and Taxation Code

(In Mitlions)

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
of a used mobilehome and toits purchaser to
the extent that the reduced tax liability is re-
flected in lower selling prices. The rationale
for the program is to equalize treatment of
mobilehomes with that of conventional hous-
ing, whose resales are not subject to sales and
use taxation.

COMMENTS

Any new mobilehome used as a residence
purchased after 1980 is automatically placed
on the local property tax roll, and therefore
would not be subject to sales tax upon resale.

However, for new mobilehomes purchased
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 licensing fee, and the buyer
would be liable for sales and use tax upon
resale of the mobilehome.
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Exclusion/Exemption:

Custom COMPUTER PROGRAMS

Authorization:
Section 6010.9.

Program Characteristics . Estimated Revenue Reduction

Sales and Use Tax.

California Revenue and Taxation Code

DESCRIPTION

This program exempts from taxation the sale
of custom computer programs, other than a
basic operational program (including a con-~
trol program). In addition, a program’s docu-
mentation manuals 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, there-
fore, not subject to taxation.

COMMENTS

This program was established in 1982 by
Chapter 1274, Statutes of 1982 (AB 2932,

Vasconcellos). That measure stated it was the
Legislature’s finding and declaration that the
sales of custom programs, other than basic
operational programs, are service transac-
tions nof subject to any sales and use taxes.
The measure further stated that the use of
any storage media in the transfer of custom
computer programs is only incidental to the
true objective of the transaction, which is the
performance of a service. As such, the Legis-
lature declared that the measure was declara-
tory of, and not a 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
Egqualization, 203 Cal. App.3d 1057, review
denied).
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Exclusion/Exemption;

CALIFORNIA GOLD MEDALLIONS

Program Characfteristics:

Tax Type: Sales and Use Tax.

Aurhorizaﬁon:
: Section 6354,

California Revenue and Taxation Code

| 1997-98 Minor
111998-99

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 Califor-
nia Gold medallions, by lowering their price.

The program also equalizes the tax treatment
of these medallions with that of monetized
bullion, nonmonetized bullion, and certain
coins and medallions which are exempt (in
values of $1,000 or more) under Section 6355
of the Revenue and Taxation Code. Propo-
nents of this program argue that California
Gold medallions are comparable to these

other items (such as South African
Krugerrands), because all can be used as me-
tallic stores of wealth and financial invest-
ments.

COMMENTS

This program gives California Gold medal-
lions an advantage over bullion coins (see
program entitled “Monetized Bullion, Gold
and Silver Bullion, and Numismatic Coins”)
by exempting all of their sales, not just those
for $1,000 or more.

The Department of General Services was re-
quired by Chapter 826, Statutes of 1982
{(AB 676, Kelley) to design a series of com-
memorative California gold medallions to
which this program applies.
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Exclusion/Exemption:

MONETIZED BULLION, GOLD AND SILVER BULLION,

AND NUMISMATIC Coms

Tax Type: Sales and Use Tax.

Authorization:
Section 6355.

Program Characterislics

California Revenue and Taxation Code

Estimated Revenue Reduction

n s}

DESCRIPTION

This program exempts from taxation the sale
or use of monetized bullion (coins whose
value is 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 Medallion Act. To qual-
ify for the program, individual transactions
must have a market value of $1,000 or more.

On or before September 1, 1994, and each
year thereafter, the minimum market value
used to qualify for the program is to be ad-
justed for inflation when the sum of the ad-
justments equals or exceeds $500. The
inflation-adjusted amount s to be rounded to
the nearest $500.

RATIONALE

This program provides tax relief to purchas-
ers and sellers of qualifying coins and bul-
lion.

The program is rationalized on two basic
grounds. First, many buyers of coins or bul-

lion could avoid California sales tax by mak-
ing purchases from dealers in other states,:
either in person or by mail. Although they
would be liable for use tax on these purchases
in the absence of this program, as a practical
matter, the use tax is rarely collected on these
types of transactions. Thus, program propo-
nents argue that the actual revenue loss from
this program is minor, and that the exemp-
tion promotes economic activity in California
from coin and bullion sales, as well as en-
abling buyers to deal with local businesses.

Second, proponents argue that the program
increases tax equity by equalizing tax treat-
ment 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 concluded that, in the absence of this pro-
gram, most larger sales of bullion (in either
monetized or nonmonetized form) would
shift to out-of-state dealers, and the state
would collectrelatively little additional reve-
nue unless changes were made in federal
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laws that make collection of taxes on these
interstate transactions more feasible. How-
ever, we recommended repealing the exemp-
tion for numismatic coins, because this exemp-

tion clearly conflicts with the state’s general
policy of applying sales and use taxes to
other collectibles, such as artworks and jewelry.
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Exclusion/Exemption:

RETURNABLE CONTAINERS

Sales and Use Tax,

Section 6364 (c).

Program Characteristics - . _ Estimated Revenue Reduction

California Revenue and Taxation Code

(fn Mitlions}

1996-97
1997-98
1998-99

DESCRIPTION

This program exempts from taxation the
transfer of returnable containers, when sold
with their contents, or when resold for refill-
ing. A “returnable container” means a con-
tainer that customarily may be returned by
the buyer of the contents for reuse. All other
containers are classified nonreturnable con-
tainers for the purpose of this program.

RATIONALE

This program provides tax relief to consum-
ers of products sold in returnable containers

by reducing the price of such items. The pro-
gram'’s rationale is that the “price” charged
for a returnable container often is a deposit,
and applying the sales tax on each transac-
tion could result over time in cumulative total
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 returnable containers, which are
viewed as beneficial from a resource conser-
vation and environmental perspective.

Page 182



Sales and Use Tax

Exclusion/Exemption:

CONTAINERS WHOSE CONTENTS ARE TAX-EXEMPT

Tax Type: ~ Sales and Use Tax.

Authorization:

Program Characteristics Estimated Revenue Reduction

California Revenue and Taxation Code
- Section 6364 (b).

{In Millions}

1996-97
1997-98
1998-59

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 fo consum-
ers of tax-exempt goods that are sold in con-
tainers (such as most food products). The
program also benefits industries producing
containerized packaging by encouraging its
use. The main rationale for the program ap-
pears to be that it lowers the prices at which

food and other tax-exempt goods may be sold
to consumers. It also simplifies tax adminis-
tration by eliminating the need to separately
state the container prices.

I's

COMMENTS

This program provides an indirect subsidy to
consumers who retain empty containers for
subsequent use. Examples of this include the
use of plastic milk cartons as water jugs, and
plasticbutter containers as kitchen food-storage
bowls.
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Exclusion/Exemption:

ORIGINAL ARTWORKS AND DISPLAYS

FoR SPECIFIED MUSEUMS

Program Characleristics

Sales and Use Tax.

Authorization:
Sections 6365 and 6366.4.

California Revenue and Taxation Code

Estimated Revenue
{in Millioris)

1998-97
1957-98 NA

1998-99 NA |

DESCRIPTION

This program exempts from taxation the sale
or use of original works of art which are pur-
chased (1) by a qualified nonprofit organiza-
tion, (2) by a state or local government entity,
or (3) for donation to a qualified government
entity or nonprofit organization. The exemp-
tion applies only to art purchased to become
a permanent part of the collection of a quali-
fied museum, local government entity, or
nonprofit organization.

To qualify, a museurn must either: (1) have a
significant portion of its space open to the
public without charge; (2) be open to the pub-
lic without charge for not less than six hours
per month during any month when the mu-
seum is open to the public; or (3) be opento a
segment of the student or adult population
without charge. For alocal government entity
to qualify, it must purchase or commission
art for public display in buildings, parks, pla-
zas, or other public areas. Such areas must be
open to the public at least 20 hours per week
for atleast 35 weeks of the year. In the case of
a nonprofit organization, there are a variety
of additional qualifying requirements.

This program also exempts museum pieces
purchased for or by the San Diego Aerospace

Museum or the California Science Center.
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. ..

RATIONALE

This program provides an incentive for indi-
viduals or organizations to donate, and for
governmentagencies and nonprofit organiza-
tions 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 ratio-
nale is that art and the displays provided by
qualified organizations provide valuable cul-
tural and educational benefits which are wor-
thy of public financial support.

COMMENTS

Separate provisions were established to cover
the San Diego Aerospace Museum and the Cali-
fornia Science Center, because some of their mu-
seum pieces would not necessarily be called
“works of art,” and thus would not qualify un-
der the artwork exemption. These separate pro-
visions extend the exemption to all of the mu-
seurn pieces of these two facilities.
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Exclusion/Exemption:

SINGLE-USE MAILING LISTS

Tax Type: Sales and Use Tax,

Authorization: ]
Section 6379.8.

Program Characteristics o

California Revenue and Taxation Code

Estimated Revenue Reduction

: | 1996-97 NA
-1 1997-98 NA

199899 na |

DESCRIPTION

This program exempts mailing lists from the
sales and use tax where names and addresses
or other information are recorded on mag-
netic tapes or similar devices, and the con-
tract regarding the mailing list restricts the
purchaser to a single use.

RATIONALE

This program provides tax relief to individu-
als and institutions who have one-time access

to mailing lists. The program is rationalized
on administrative grounds, on the basis that
the taxes collected from the one-time use of
such mailing lists would likely be exceeded
by the administrative costs of collection.

COMMENTS

This exemption would typically not apply to
corporations who conduct mail-order cam-
paigns, since such activity requlres the reuse
of mailing lists.
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Exclusion/Exemption:

SALE-LEASEBACKS INVOLVING
CERTAIN GOVERNMENTAL ENTITIES

Sales and Use Tax,

| Authorization:

Program Characterislics

California Revenue and Taxation Code
Sections 6010.10, 6010.11, 6018.8, and
6368.7.

| Estimated Revenue Reduclion

‘| {in Millions)

1996-97
7| 1997-98 Z
1998-99 NA |

DESCRIPTION

This program exempts from taxation the
transfer of certain transportation, pollution
control, or alternative energy equipment
when these transfers constitute sale-lease-
backs or similar arrangements with desig-
nated public agencies for financing purposes.
The initial purchase of the equipment is not
exempt from sales or use tax, however. In
order to qualify, the equipment transfer must
fall into one of the following categories:

» Transfers of project property to the
California Alternative Ernergy and
Advanced Transportation Source Fi-
nancing Authority, and leases by the
authority back to project-participating
parties.

* Transfers of pollution control equip-
ment and facilities to the California
Pollution Control Financing Author-
ity, and leases by the authority back
to project-participating pariies.

» Transfers or leases of mass commut-
ing vehicles (such as buses and rail
transit cars) between transit operators
and parties providing financing un-

der a “safe harbor” lease arrangement
under federal tax laws.

» Transfers of commuter vehicles (in-
cluding railcars and locomotives, bus
and van fleets, and ferryboats) by the
California Department of Transporta-
tion (Caltrans), and leases of these
vehicles back to the department un-
der sale-leaseback arrangements au-
thorized by California Government
Code Section 14060 et seq.

RATIONALE

This program provides tax relief to purchas-
ers of alternative energy and pollution con-
trol equipment which receive financing assis-
tance from state revenue bond authorities.
The programalso provides tax relief to transit
agencies and Caltrans for transit and commu-
ter vehicles financed through qualifying
sale-leaseback arrangements.

The program has two rationales. First, it is
argued thatalternative energy, pollution con-
trol, and transit programs are beneficial to
society and, therefore, merit public financial
support. The second rationale offered by pro-
gram supporters is that, because the exempt
transactions are not authentic sales or leases
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but merely “paper” transactions to obtain
favorable financing terms, they should notbe

taxed.

COMMENTS

This program predates enactment of Chapter
558, Statutes of 1990 (AB 3382, Baker), which
provides a general exemption from sales and
use taxes for property transfers made under
qualifying acquisition sale-leaseback arrange-
ments. In the absence of the special programs

discussed in this review, many of its specifi-
cally exempted transactions probably would
qualify for this general exemption (or could
be structured to do so). In addition, some
transactions exempted under the program
might not be deemed by the courts to be tax-
able sales or leases, even in the absence of
both the special and general sale-leaseback
exemptions, under the precedent established
by Cedars-Sinai Medical Center v. State Board of
Equalization (162 Cal. App.3d 1182).
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Exclusion/Exemptiori:
'MOTOR VEHICLE FUEL USED IN AIRPLANES

Program Characteristics

, Sales and Use Tax.

Authorization:
' Section 6357. .

California Revenue and Taxation Code

Eslimated Revenue Reduction

| 1997-98 NA
| 1998-99

DESCRIPTION

This program exempts from taxation the
transfer of qualified motor vehicle fuel used
to propel aircraft. (This exemption does not
apply to aircraft jet fuel.) To qualify, the fuel
must be subject to the motor vehicle fuel tax
and not be subject to refund.

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 ime, such fuel
was subject only to motor vehicle fuel excise
taxes. In 1972, however, fuel also became sub-
ject to sales and use taxation, a portion of
which is levied as a means of raising reve-
nues for transportation-related purposes, in-
cluding support of highways and mass tran-
sit. Because air transportation does not bene-

fit from the use of these revenues, motor ve-
hicle fuel used in airplanes remained exempt
from sales and use taxation.

COMMENTS

Motor vehicle fuel is subject to full state and
local sales and use taxation, a portion of the
revenues from which is dedicated to
transportation-related purposes. The remain-
ing portion is largely channeled into the
state’s General Fund for general purposes.
The rationale for not taxing motor vehicle
fuel for airplane use would not apply to the
General Fund portion of the sales and use tax.
This portion is exempt for reasons of admin-
istrative convenience and simplicity.

Jet aircraft fuel is not subject to the motor
vehicle fuel tax. Rather, it is subject to a spe-
cial aircraft jet fuel tax of 2 cents per gallon.
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Sales and Use Tax

Exclusion/Exemption:

FUEL SoLD TO AIR COMMON CARRIERS

FOR INTERNATIONAL FLIGHTS

Program Characteristics H

Estimated Revenue Reductio

Tax Type: Sales and Use Tax.
Authorization: ~ California Revenue and Taxation Code | : A
Section 6357.5. .| 1996-97 $19
' .| 1997-98 20
" 1998-99 20

DESCRIPTION

This program exempts from taxation the sale
and use of fuel and petroleum products used
by air common carriers for immediate con-
sumption on an international flight. Aninter-
national flight is defined as a flight whose
final destination is a point outside of the
United States.

Any fuel sold to a common carrier for use
outside the state after the first out-of-state
destination is exempt from taxation regard-
less of this program, so that the net effect of
this program is to exempt fuel used on the
“first leg” of an international flight.

RATIONALE

This program benefits domestic producers of
jet fuel, and airlines that have international
flights originating in California. It does so by
reducing the price of fuel purchased in Cali-
fornia for these flights. The program is ratio-
nalized on the basis that it equalizes the tax
treatment of domestic fuel producers with
that of foreign fuel producers. Current federal
law prohibits states from taxing imported

fuel brought into the state under customs
bond and transferred to common carriers for
use in foreign commerce. By applying a simi-
lar exemption to domestically produced fuel,
the program reduces the relative costs of us-
ing domestic fuel on flights, making it more
competitive with foreign fuel.

COMMENTS

This program was added by Chapter 1227,
Statutes of 1988 (SB 1942, Craven), and be-
came operative January 1, 1989, contingenton
federal exemption provided in Section 1309 of
Title 19 of the United States Code. If the fed-
eral prohibition on taxing foreign fuel used in
foreign commerce is repealed, this program
will also be repealed at the same time.

Opponents of this program argue that, while
the federal prohibition on taxing foreign fuel
does place domestic fuel producers at a com-~
petitive disadvantage, the problem should
not be addressed by a California state tax
exernption on domestic fuel. Instead, efforts
should be made to have the federal prohibi-
tion on taxing foreign fuel repealed.
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Sales and Use Tax

Exclusion/Exemption: | |
FUueL UsSeD IN WATER CoMMON CARRIERS

Sales and Lfse Tax.

Authorization:
: Section 6385 (c).

: Program Characteristics ) Estimated Revenue Reduction

Tax Type:

California Revenue and Taxation Code

DESCRIPTION

This program exempts from taxation the sale
and use of fuel and petroleum products used
by a water common carrier (such as a cruise
ship or cargo freighter) after it has reached its
first out-of-state destination at which passen-
gers or cargo are loaded or discharged. The
taxpayer is required to furnish the seller of
fuel or petroleum products an exemption
certificate in writing, specifying the quantity
of fuel or petroleurn products exempt from
sales and use taxation. This program sunsets
on January 1, 2003.

RATIONALE

This program benefits domestic producers of
fuel and petroleum products sold to water

common carriers and interstate water com-
mon carriers. It does so by reducing the price
of fuel purchased in California for these carri-
ers. The program is rationalized on the basis
that the fuel purchased is being used outside
of California. Thus, it equalizes its tax treat-
ment with that of other goods purchased in
the state solely for use outside of California:
In addition, a portion of the sales tax is meant
to raise revenues for transportation-related
purposes, including highways and mass tran-
sit. Because water common carriers do not
benefit from the use of these revenues, it can
be rationalized that it should not be subjectto
at least this portion of the sales and use tax.
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Sales and Use Tax

Exclusion/Exemption:

MEALS AND FOOD PRODUCTS SERVED IN SCHOOLS

Tax Type: Sales and Use Tax,

Authorization:-

Section 6363_.

Program Characteristics- .

California Revenue and Taxation Code

Estimated Revenue Reductio

{in Millions)

1996-37
1997-98
1998-99

DESCRIPTION

This program exempts from taxation the
transfer of qualified meals and food products
that are furnished or served to students in
schools (including colleges and universities).
In order to qualify for the program, the food
must be provided by a public or private
school, a school district, a student organiza-
tion, a parent-teacher organization, or certain
blind persons.

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 encour-
aged and, therefore, the price of the food
should not be increased by taxation. The pro-
gram is also justified on the grounds that stu-
dents may not have access to cooking facili-
ties, and this type of meal service may be the
only option for such individuals.
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Sales and Use Tax

Exclusion/Exemption:

Hot Foob PRODUCTS SERVED

To AIRPLANE PASSENGERS

Sales and Use Tax,

Authorization:

_ Program Chatacteristics Estimated Revenue Reduction

California Hévenue and Taxation Code
Section 6355.1.

(In Millions}

1996-97
1997-98
1998-99

DESCRIPTION

This program exempts from taxation the
transfer of hot prepared food which is either
(1) sold by caterers and other vendors to air-
lines for consumption by passengers, or
(2) sold or served to passengers by airlines.
The program applies to air carriers engaged
in interstate or foreign commerce.

RATIONALE

This program simplifies tax administration
by eliminating the need to allocate meals by
state on interstate flights between California
and other states. The program also provides

tax relief to the consumers of food on air-
planes. The program’s proponents have ar-
gued that the exemption is appropriate be-
cause providing food service is incidental to
an airline’s main service, which is to provide
ajr transportation.

According to this argument, air travelers are
“captive eaters,” having no choice as to
whether food products will be made avail-
able to them. Accordingly, the cost of the
meal is incorporated in the price of the ticket
whether or not they choose to consume the
food provided. Thus, it is argued that such
meals should not be subject to taxation.
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Exciusion/Exemption:

Sales and Use Tax

MEALS SERVED TO PATIENTS AND
RESIDENTS OF HEALTH CARE FACILITIES

Tax Type: Sales and Use Tax.

Authorization;
: Seclion 6363.6.

Program Characteristics

California Revenue and Taxation Code

Estimated Reventie Reductio

1] 1996-97
.| 1997-98

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 (under certain conditions): (1) a
health facility, (2) a community care facility,
(3) a residential care facility for the elderly,
(4) aleohol or drug abuse treatment facilities,
or (5} a house or institution providing room
and board for the elderly.

RATIONALE

This program provides tax relief to consumers
of meals and food products served at qualified

health care facilities, to the extent that sales
and use taxes levied on such products ordi-
narily would be incorporated into the prices
charged for them. The underlying rationales
for the program are that (1) pro-viding proper
nutrition for residents of health care facilities
should be encouraged and, therefore, the price
of food in such facilities should not be in-
creased by taxation, and (2) residents of these
facilities generally do not have the alternative
of cooking for themselves.
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Sales and Use Tax

Exclusion/Exemption:

MEALS PROVIDED TO QUALIFIED LOW-INCOME

SENIOR CITIZENS

| Tax Type: Sales and Use Tax.

| Authorization:
‘ Section 6374.

Program Characteristics i Estimated Revenue Reduction §
' ' {In Millions}

California Revenue and Taxation Code

1996-97
1997-98 NA |
1998-99. _NA i

DESCRIPTION

This program exempts from taxation the sale
or use of meals and food products served to
low-income elderly persons by a nonprofit
organization or governmental agency under
a program funded by the state or the U.S.
government. To qualify for the program, a
meal must be sold at, or below, cost.

RATIONALE

This program provides tax relief to
low-income senior citizens who consume

qualified meals. The underlying rationale for
the program is that providing proper nutri-
tion to low-income senior citizens should be
encouraged and, therefore, the price of food
served to qualifying 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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Sales and ‘Use Tax

EXclusion/Exemp tion:

MEALS DELIVERED TO ELDERLY AND DISABLED

INDIVIDUALS

Pragram Characteristics

4 Tax Type: Sales and Use Tax.

1 Authorization:
. Section 6363.7.

California Revenue and Taxation Code

Estimated Revenue Reduction

DESCRIPTION

This program exempts from taxation the
gross receipts from the sale, storage, use, or
consumption of meals that are delivered to
homebound elderly or disabled persons by a
nonprofit volunteer home-delivery meal pro-
vider (such as “Meals on Wheels”).

RATIONALE

This program provides tax relief to those in~
dividuals that must rely on such services
for their meals. Such services provide the
proper nutrition to individuals who might
otherwise not be able to prepare similar
meals for themselves because of their limited
mobility. It also encourages nonprofit organi-
zations that may provide such meals at re-
duced prices to continue doing so.
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Sales and Use Tax

Exclusion/Exemption:

MEALS PREPARED IN COMMON KITCHEN FACILITIES
FOR QUALIFIED SENIOR CITIZENS

- Sales and Use Tax.

Authorization:
Section 6376.5.

Program Characteristics

California Revenue and Taxation Code

Estimated Revenue Reduction
in Millions)

DESCRIPTION

This program exempts from sales and use
taxation meals or food products furnished to
and consumed by qualified persons 62 years
of age or older. The program applies, for ex-
ample, 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 citi-
zens living in housing that supplies room
and board. The program also equalizes the
tax treatment of food served to senior citizens
living in independent settings with that of
persons living in health care facilities. The
underlying rationale for the program is that
providing proper nutrition to senior citizens
should be encouraged and, therefore, the
price of the food served to qualifying individ-
uals should not be increased by taxation.
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Sales and Use Tax

Exclusion/Exemption:

MEALS AND FOOD PRODUCTS SERVED BY

RELIGIOUS ORGANIZATIONS

Program Characteristics

Sales and Use Tax.

‘| Authorization:
Section 8363.5.

California Revenue and Taxation Code

Estimated Revenue Reduction
{in Millions)

' 11996-97
1| 1997-98
1| 1998-99

DESCRIPTION

This program exempts from taxation quali-
fied meals and food products that are served
by a religious organization, or under its aus-
pices. To qualify, the revenue obtained from
serving the meal or food must be used in car-
rying on the functions and activities of the
organization. In addition, only those organi-
zations which qualify for the religious prop-
erty tax exemption may qualify for this pro-

gram.

RATIONALE

This program provides tax relief for needy
persons who are provided meals at nominal
costs by religious organizations. Because the
program reduces the price and/or cost of

providing a meal to a needy person, the pro-
gram also encourages qualified organizations
to provide such meals. The underlying ratio-
nale for this aspect of the program is that pro-
viding meals to needy persons is a socially
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, pro-
vided they are used exclusively for religious
worship.
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Sales and Use Tax

| Exclusion/Exemption:
Foob STAMP PURCHASES

Program Characleristics

Sales and Use Tax.

| Authorization:

Section 6373.

California Revenue and Taxation Code

Estimated Revenue Reduction §

| (in Miflions)

NA
NA

11996-97
| 1997-98
1998-99

DESCRIPTION

This program exempts from taxation all pur-
chases made with food stamps. When both
food stamps and cash are used to purchase
goods, the amount of the food stamps is ap-
plied 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
purchases allowed under the food stamp pro-
gram are not covered under California’s gen-
era] food exemption (such as carbonated so-
das). Thus, a separate provision was needed.
to exempt such items when purchased with
food stamps.

COMMENTS

This program will be repealed automatically
if and when the federal government passes
legislation which repeals the prohibition on
state sales taxation of food stamp purchases.
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Sales and Use Tax

Exclusion/Exemption:

HeALTH CARE PROFESSIONALS

TREATED AS CONSUMERS

Tax Type: Sales and Use Tax.

Authorization:

and 6020.

Program Characteristics 3

California Revenue and Taxation Code
Sections 6018, 6018.4, 6018.5, 6018.7,

Estimated Hevenue Reductio
{In Miflions)

1996-97
1997-38

1998-99 - NA

DESCRIPTION

This program provides a partial tax exemption
for qualified health careitems 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
iterns. Because the latter price typically is greater
than the former price, less tax is paid. The pro-
gram applies to the following professions and
items:

* Optometrists, physicians, surgeons,
and dispensing opticians with respect
to ophthalmic materials, including
eyeglasses and contact lenses.

* Chiropractors, with respect to vita-
mins, minerals, dietary supplements,
and orthotic devices.

¢ Podiatrists, with respect to prosthetic
materials and inlays, including arch-
supports and special footgear.

* Hearing aid dispensers, with respect
to hearing aids.

¢ X-ray providers, with respect to mate-
rials and supplies for medical and
dental x-rays, except for purely cos-
metic purposes.

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
fullretail value of such products (versus their
cost to health care professionals) ordinarily
would increase their prices. The program'’s
rationale is that these products are a compo-
nent of good health care, which is a basic ne-
cessity, and therefore, their prices should not
be subject to full taxation.

COMMENTS

This program and others like it, which define
the providers of goods as consumers, resultin
the partial exemption of such products from
taxation. 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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Sales and Use Tax

Exclusion/Exemption:

VETERINARIANS TREATED AS CONSUMERS

| Tax Type: | Sales and Use Tax.

Authorization:

Section 6018.1,

Program Characletistics - -

' California Revenue and Taxation Code

Estimated Revenue Reduction

(in Millions)

1997-98

1996-97

NA

NA

1998-99. na_ |

DESCRIPTION

This program treats a licensed veterinarian as
a consumer {as opposed to as a retailer) of the
drugs and medicines used or furnished in the
performance of his or her professional ser-
vices. As a consequence, the program par-
tially exempts the retail value of such items
from taxation.

RATIONALE

This program provides tax relief to the clien-
tele of veterinarians. The amount of the tax
relief relates to the difference between the
price of such items to consumers and the cost
of such items to veterinarians. The underly-
ing rationale for the program is that medi-
cines and drugs prescribed for animals are a
necessity for these creatures and therefore,

the price of the medicines should not be sub-
ject to full taxation.

COMMENTS

The term “drugs and medicines” includes:
substances necessary for the diagnosis, cure,
mitigation, treatment, or prevention of anis
mal diseases. It excludes such items as sham-
poos, pet foods, flea powders and sprays, and
vitamins. Thelargest uses of veterinary drugs
are totally exempt from taxation, however,
This is because the Board of Equalization’s
Sales Tax Regulation 1587 (2) (b) and (c) in-
cludes medicated feeds and drugs purchased
to formulate medicated feeds under the gen-
eral exemption for animal feeds. Conse-
quently, the revenue loss from this program,
though unknown, is probably relatively
smail.
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Sales and Use Tax

Exclusion/Exemption:

AIRCRAFT FOR COMMON CARRIERS OR FOR USE BY
FOREIGN GOVERNMENTS OR NONRESIDENTS

Tax Type: Sales and Use Tax.

Authorization:
Sections 6366 and 6366.1.

. Program Characteristics 3

California Revenue and Taxation Code

: Estimated Revenue Reduction

| 1996-97
11997-98

1998-99

DESCRIPTION

This program exempts from taxation the sale
or use of aircraft which are to be used either
as commeon carriers or outside of California.
The program also exempts from taxation tan-
gible personal property sold to an aircraft
manufacturer and incorporated into such
aircraft.

In order for aircraft or tangible personal
property to qualify for the exemption, the op-
erator’s annual gross receipts from common
carrier operations must either (1) exceed the
lesser of 20 percent of the purchase cost of the
aircraft or $50,000 or (2} the operator must
provide evidence that the property is used for
common carrier purposes. For leased prop-
erty, the comparable limits are 10 percent and
$25,000.

RATIONALE

This program reduces the prices at which the
California airplane industry sells airplanes,
thereby making the industry more competi-
tive.

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 be-
cause aircraft sold to common carriers
easily could be delivered to them outside of
California. In that case, the transaction would
be an interstate or international sale that is
not subject to California taxation. There
would be a compelling incentive to arrange
such out-of-state purchase in most cases be-
cause the amount of tax avoided could be
several million dollars on a modern commer-
cial jetliner.
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Sales and Use Tax

Exclusion/Exemption:

TRAILERS AND SEMITRAILERS

MOVED TO PLACE OF SALE

Program Characteristics

Tax Type: Sales and Use Tax.

Authorization:

Section 4003.5.

California Revenue and Taxation Code
Section 6410, and California Vehicle Code]

Estimaled Revenue Reductio

(in Millions)

cai-re moUIL
1996-97 NA
1997-98 NA
1998-99

DESCRIPTION

This program exempts from taxation the use,
storage, or other consumption in California of
new or used semitrailers that (1) are not cur-
rently registered in any state and (2) are oper-
ated 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 permit issued
by the California Department of Motor Vehi-
cles. Under normal conditions, a use tax
would be levied on the use of the vehicle for
transporting goods in-state.

RATIONALE

This program provides tax relief to the opera-
tors of trailers and semitrailers operating under
a one-trip permit. When this program first was
established in 1986, the proponents offered the
rationale that operators should not be charged,
in essence, 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 program
is that it simplifies tax adminisiration, by re-

lieving tax authorities from locating and as-
sessing use taxes on one-trip operators.

COMMENTS

Neither of the two rationales supporting this
program is entirely satisfactory. Regarding
the double taxation rationale, it fails to recog-
nize 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 significance is limited because
use taxes could be assessed at the same time
operators are issued their one-trip permits.

Despite the weaknesses of the rationales,
even if the Legislature chose to eliminate this
program, the state 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 trail-
ers to carry freight when they are moved toa
place of sale. In many cases, the earnings
from this freight carriage would be less than
the use tax, and frailer owners would there-
fore simply move their vehicles unladen (thus
generating no tax lability) if the exemption
were not available.
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Sales and Use Tax

Exclusion/Exemption:

QUALIFIED WATERCRAFT AND THEIR

COMPONENT PARTS

Tax Type: Sales and Use Tax.

Authorization:
' Seclions 6368 and 6368.1.

Program Characteristics

California Revenue and Taxation Code

Estimated Revenue Reductio

{In Millions)

1996-97
1997-98

1998-99 NA_ |

DESCRIPTION

This program exempts from sales and use
taxation the sale, lease, or rental of a qualified
watercraft and its component parts {includ-
ing parts used in repairing or maintaining the
vessel). In order 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 com-
mercial deep sea fishing operations outside of
California’s territorial waters, or (3) used
80 percent or more of the fime in fransporting
for hire property or persons to vessels or off-

“shore drilling platforms located outside of
California’s territorial waters.

In order for a vessel to qualify as a commer-
cial deep sea fishing vessel, the operator’s

grossreceipts from commercial fishing opera-
tions must be at least $20,000 per year, or the
operator must provide evidence that the ves-
selis used for commercial deep sea fishing. In
order to qualify as a watercraft used in inter-
state or foreign commerce, the operator’s
gross receipts must (1) exceed either
10 percent of the cost of the watercraft or
$25,000 or (2) provide evidence that the vessel
is used for qualifying commercial purposes.

RATIONALE

This program allows California watercraft
builders and dealers, and vessel maintenance
and repair businesses to reduce the prices at
which their products may be provided,
thereby making the California industry more
competitive.
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Sales and Use Tax

Exclusion/Exemption:

VEHICLES, VESSELS, AND AIRCRAFT TRANSFERRED

WITHIN A FAMILY

Program Characteristics

Tax Type: Sales and Use Tax.

Authorization:
Section 6285.

California Revenlue and Taxation Code

i Estimated Revenue Reduction :
Mitions) :

n

| 1996-97
| 1997-98

17998-99

DESCRIPTION

This program exempts from taxation the
transfer of vehicles, vessels, and aircraft
when the property is sold by the purchaser’s
parent, grandparent, child, grandchild,
spouse, or brother or sister, (if both are mi-
nors).

The exemption also applies when the sale is
to a trust in which: (1) the seller has an unre-
stricted power to revoke the trust; (2) the sale
does not result in any change in the beneficial
ownership of the property; (3) the trust pro-
vides that, upon its revocation, the property
will revert wholly to the seller; and (4) the
only consideration for the sale is the assump-
tion by the trust of an existing loan for which

the tangible personal property being trans-
ferred is the sole collateral.

RATIONALE

This program provides tax relief to persons
who purchase vehicles, vessels, and aircraft
from immediate family members. The pro-
gram has two rationales. First, it is based on
the view that families should be treated as
units, so that transactions between family
members should notbe taxed. Second, it facil-
itates tax administration because intrafamily
transactions are typically not at “arms
length,” and thus, the price paid could be
difficult to determine and may not reflect the
true market value of the vehicle, vessel, or
aircraft.
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Sales and Use Tax

Exclusion/Exemption:

NEW VEHICLES SOLD TO FOREIGN RESIDENTS

FOR FOREIGN SHIPMENT

Program Characteristics

Sales and Use Tax.

Authorization:
Section 6366.2,

California Revenue and Taxation Code

Estimated Reventue Reduction

DESCRIPTION

This program exempts from taxation the sale
or use of any new, noncommercial vehicle
manufactured in the United States which is
purchased by a foreign resident for shipment
outside of the United States. The purchaser
must (1) be a foreign resident, (2) arrange for
purchase through an authorized dealer in the
foreign country before arriving in the United
States, and (3) obtain an “in-transit” permit
from the California Department of Motor
Vehicles (DMV) which is valid for up to 30
days. In addition, 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 passen-
ger vehicles, and to increase tourism in the
state. The program benefits foreign tourists
by reducing the cost of purchasing an Amer-
ican-made car in California. Foreign countries
currently provide similar programs for Amer-
ican citizens to purchase and operate vehicles
overseas prior to their being shipped here.
For California residents, such vehicles would
become subject to the use tax upon registra-
tion.

COMMENTS

This program was established by
Chapter 762, Statutes of 1989 (SB 442, Kopp)
and became operative on January 1, 1990.
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Sales and Use Tax

Exclusion/Exemption:

OCCASIONAL SALES

‘Sales and Use Tax, -

Authorization:
o Secfions 6006.5 and 6367.

Program Characteristics . Estimated Revenue Reduction

Tax Type:

California Revenue and Taxation Code

{In Millions)

1996-97
1997-98
1998-99

DESCRIPTION

This program exempts occasional sales from
taxation. An “occasional sale” is defined as
either of the following types of transactions:

» The transfer of tangible personal
property (except vehicles, vessels, and
aircraft, which have their own pro-
gram) 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 fewer than three sales for a

substantial amount of money in a

12-month period.)

o Any transfer in which substantially all

of the property held by an entity is
transferred (except vehicles, vessels,
and aircraft, which have their own
program), provided that the real or
ultimate ownership of such propertyis
substantially similar to that which ex-
isted before the transfer. (This type of
transfer most commonly involves cor-
porate acquisitions and/or mergers.)

RATIONALE

This program exists in order to simplify tax
administration, By exempting sales made by
persons with a small number of sales, the
program greatly reduces the number of per-
sons and businesses that must register and
file tax returns with the State Board of Equal-
ization. Many of these additional sales would-
generate little additional revenue. For sales of
entire businesses, the program's rationale is
that these transactions are primarily changes
in financial arrangements, as opposed to
retail-related, even though the transfer of
tangible property generally is included.

COMMENTS

This exemption constitutes a major tax expen-
diture program from a fiscal perspective. It
recognizes that enforcing sales tax collections
by individuals making small private sales
(such as a garage sale) is not realistically fea-
sible. However, there is no limit on the
value of any individual occasional sale, so
that a seiler can in fact make large (though
infrequent) sales withoutincurring a tax liability.
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Exclusion/Exemption:

OCCASIONAL SALES OF VEHICLES,

VESSELS, OR AIRCRAFT

Tax Type: Sales and Use Tax.

Authorization:

Program Characteristics

California Hei.fenue and Taxation Code
Sections 6281, 6282, and 6283,

| Estimated Revenue Reduction |
{In Miliions)

1997-98 NA 1=
1998-99 NA |-

DESCRIPTION

This program provides a sales tax exemption
for occasional sales of vehicles, vessels, or
aircraft. Specifically, any seller who is not
required to hold a seller’s permit for such
sales by reason of the number, scope or char-
acter of the sales is exempt from the payment
of the tax. For instance, the sale of vehicles by
individuals would be exempt from taxation.

This program also exempts from taxation the
transfer of certain types of vehicles and other
property when, after the transfer, the real or
ultimate ownership of the property is sub-
stantially similar to that which existed before
the transfer. The program applies, among
otheritems, to certain mobilehomes, commer-
cial coaches, vehicles, vessels, and aircraft,
when such property is included in the sale of
an entire business that includes the transfer
of substantially all the assets of that business.

The program does not apply to sales of vehi-
cles by a retailer who is licensed under the
California Vehicle Code as a manufacturer,
remanufacturer, dealer, or dismantler. Fur-
ther, the exemption does not apply to the
rental payments made under a lease of tangi-
ble personal property.

RATIONALE

The rationale for this program is to simplify
administration of the sales tax. Sales of vehi-
cles, vessels, and aircraft by individuals
or businesses that do not regularly deal in
these items would be difficult to identify and
tax. This is because the seller may not be reg-
istered, or the sale is outside the seller’s regu-
lar sphere of activities.

The business-related program provides tax
relief to owners of businesses that are sold or
reorganized. The program’s rationale is that
the real or ultimate ownership of the assets is
unchanged.

COMMENTS

The program does not provide a use tax ex-
emption. The buyer must pay use tax when
registering the vehicle, vessel, or aircraft un-
less some other exemption applies.

Thebusiness-related program is identical to the
occasional sale exemption provided for the
transfer of other property in the sale of an entire
business (see program entitled “QOccasional
Sales”). The occasional sale exemption, how-
ever, specifically excludes vehicles, vessels, and
atrcraft, which are addressed in this exemption.
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Exclusion/Exemption:

OCCASIONAL SALES OF OTHER PRODUCTS BY

HAY PRODUCERS

Program Characteristics

Tax Type: Sales and Use Tax.

Authorization: :
Section 6006.5 {c).

California Revenue and Taxation Code

Estimated Revenue Reducti_on
(In Milions) '

' 1996-97
1967-98

1998-99

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. To qualify, the sales must not
be of 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 based on the rationale that it equalizes
treatment of hay producers and other farm-
ers. In the absence of this program, a farmer
who is required to hold a seller’s permit be-
cause 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 imple-
ments 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 pro-
ponents point out, other farmers, such as let-
tuce producers who conduct no taxable retail
sales, do not have to hold a seller’s permit
and, consequently, do not have to collect sales
tax on occasional sales of their farm equip-
ment. This program extends this tax treat-
ment to hay farmers.

COMMENTS

Other businesses (such as manufacturers)
which generally hold seller’s permits but do
not benefit from programs such as this, are
subject to the sales tax upon sales of tangible
assets of their business.
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Exclusion/Exempfion:

MEMBERSHIP FEES CHARGED BY

CONSUMER COOPERATIVES

Tax Type: Sales and Use Tax.

Program Characleristics

| Authorization: Califomia Revenue and Taxation Code
Sections 6011.1 and 6012.1.

Estimated Revenue Reduction

i Millions)

-11996-97
{1997-98 NA

| 1998-99 Na |

DESCRIPTION

This program exempts from taxation the
membership fees charged by consumer coop-
eratives. The imputed value of any labor pro-
vided to a cooperative by a member in lieu of
monthly membership fees also is tax exempt.
In the absence of this program, the Board of
Equalization could consider cooperative
membership fees (both monetary and in-kind
payments) as part of the purchase price of
goods sold by consumer cooperatives and,
therefore, taxable.

RATIONALE

This program provides tax relief to members
of consumer cooperatives to the extent that
sales and use taxes levied on membership
fees ordinarily would increase the costs of
belonging to, and buying from, such coopera-
tives. At the 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 or-
ganizations such as sports clubs, whose mem-
bership fees are not directly related to the
frequency of facility use. Thus, the program’s
proponents argue that it provides tax equity
between the cooperatives and other organiza-
tions such as private clubs.
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Exclusion/Exemption:

CLOTHING ALTERATIONS BY CLOTHES
CLEANING AND DYEING BUSINESSES

Pragram Characterislics

Sales and Use Tax.

| Authorization:
; Section 6018.6.

California Revenue and Taxation Code

| Estimated Revenue Reduction @
{ (in Mitions)

i 1996-97 NA
1997-98 NA
1998-99

DESCRIPTION

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. While
the operators pay sales taxes on these materi-
als, the value of the alterations are exempt
from the sales tax. Such operators thus pay
sales tax on the price they pay rather than on
the price they charge for the materials.

To qualify for the program, the business in-
volved may receive no more than 20 percent
of its gross receipts from the alteration of gar-
ments. Also, thebusiness may operate only as
a pick-up and delivery point for garment
cleaning, or provide spotting and pressing

services (but not garment cleaning), or oper-
ate a garment cleaning or dyeing plant on the
premises. In addition, 75 percent of the busi-
ness’ total receipts must represent charges for
garment cleaning or dyeing services.

RATIONALE

This program provides tax relief to the cus-
tomers of cleaners that have their clothes al-
tered. According to the State Board of Equal-
ization, the basic rationale for this program is
that it simplifies the process of tax adminis-
tration. This is because, in the absence of the
program, many small cleaning establish-
ments would be required to register as retail-
ers, even though clothing alterations are an
incidental part of their overall operations.
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Sales and Use Tax

Exclusion/Exemption:

FLAGS SoLD BY VETERANS’ GROUPS

Program Characteristics

Sales and Use Tax.

| Tax Type:

| Authorization:
Section 6359.3.

California Revenue and Taxation Code

Estimated Revenue Reduction |
{fn Mitlions)

1986-97
1997-98 Minor

1998-99 Minor |

DESCRIPTION

This program defines nonprofit veterans’ or-
ganizations as consumers of the U.S. flags
they sell, provided that the proceeds of the
sales are used exclusively to further the pur-
poses of the veterans’ organization. As de-
fined 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 based on
this price differential.

RATIONALE

This program provides an incentive for per-
sons to support the activities of nonprofit
veterans’ organizations by granting tax relief
to those who purchase U.S. flags sold by the
organizations. 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 purposes
and activities of veterans’ organizations are
worthy of public financial support.

Page 211



Sales and Use Tax

Exclus:on/Exempt.'on

VENDING MACHINE SALES OF NONPROFIT OPERATORS

ogram Characteristics
| Tax Type: Sales and Use Tax.

| Authorization:
: ' Section 6359.45(a).

California Revenue and Taxation Code

stimated Revenue Reduction }

1996-97
11997-98
[ 1998-99

DESCRIPTION

This program treats as consumers certain
operators of vending machines that dispense
items selling for 15 cents or less. As such, the
sales and use tax they are subject to is based
on the price they pay for the items sold rather
than based on the sales price. In order to qual-
ify for the program, an operator must be a
nonprofit, charitable, or educational organi-
zation.

RATIONALE

This program provides taxrelief to qualifying
vending machine operators and their custom-
ers, to the extent that sales and use taxes lev-
ied on the full retail price of dispensed items
(versus their cost to operators) would ordi-
narily increase their prices and reduce their

marketability. One rationale for the program
is that the levying of sales and use taxes on
individual vending machine products is im-
practical, since the exact amount of the tax
cannot be conveniently incorporated into the
coinage charge. A second rationale is that
qualifying organizations provide socially
beneficial services, and therefore, their fund-
raising efforts and other activities are worthy
of public financial support.

COMMENTS

The effect of this program is limited to
nonfood items. Food items sold in vending
machines for no more than 15 cents (or 25
cents for bulk products) are effectively ex-
empt from taxation, regardless of whether the
vendor is nonprofit or profitmaking.
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Exclusion/Exemption:

PHOTOCOPY SALES BY LIBRARIES

Tax Type:

Authorization:
Sectlon 6359.45 (b).

Program Characleristics Estimated Revenue Reduction

Sales and Use Tax

California Revenue and Taxation Code

DESCRIPTION

This program defines certain libraries or their
contracted vendors as the consumers of pho-
tocopies sold through coin-operated photo-
copying machines. Consequently, libraries
pay sales tax on the purchase of the photo-
copy machine and supplies, rather than on
the sales price of a photocopy. This has the
effect of partially exempting the retail value
of a photocopy from taxation. This program
applies to any library district, municipal k-
brary, or county library. The photocopies
must be sold from a coin-operated machine
located at the library facility in order to qual-
ify for the exemption.

RATIONALE

This program provides tax relief to qualifying
libraries and their patrons by reducing the
costs of providing photocopying services. The
program has several rationales. One is that
the levying of sales and use taxes on individ-
ual machine-sold photocopies is impractical,
since the exact amount of the tax cannot be
conveniently incorporated into the coinage
charge. Another is that photocopy services
serve a worthy public goal of enabling library
patrons to make better use of library facilities
and information. ‘
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Exclusion/Exemption:

PRISONER- OF-WAR BRACELET SELLERS

Program Characleristics

Tax Type: Sales and U;e Tax.

Authorization:
Section 6360.

Califbrnia Revenue and Taxation Code

Estimated Revenue Reduction
(in Mitiions) '

1996-97
1997-98
1998-39

DESCRIPTION

This program defines qualified sellers as con-
sumers of bracelets commemorating Amer-
ican prisoners of war, and thus bases their
taxation on the prices the sellers pay for the
bracelets rather than the sales price. To qual-
ify for the program, a seller must be an orga-
nization which (1) is formed and operated for
a charitable purpose and (2) qualifies for the
welfare (local property tax) exemption. In
addition, the organization’s profits must be
used exclusively to further the purposes for
which it has been established.

RATIONALE

This program provides taxrelief to qualifying
bracelet-distributing charitable organizations
and their patrons. It accomplishes this by
reducing the costs or prices at which such
bracelets may be provided or sold, thereby
increasing the scope of their distribution. The
program’s underlying rationale is that the
distribution of commemorative prisoner-of-
war bracelets furthers the effort to locate and
identify prisoners of war.

COMMENTS

The California Department of Veterans Af-
fairs indicates that, to its knowledge, only a
very limited number of prisoner-of-war
bracelets are currently being sold.
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Exclusion/Exemption:

VETERANS MEMORIAL LAPEL PINS

Program Characteristics

Tax Type: . Sales and Use Tax.

Authorization:
Section 6360.1.

California Revenue and Taxation Code

Estimated Revenue Reduction
{In Millions}

1996-97
1897-98 Minor

1998-99

DESCRIPTION

This program exempts from taxation the sale,
storage, or use of “Buddy Poppies” or any other
symbolic impermanent lapel pin that
(1) memorializes military veterans killed in for-
eign wars and (2) is sold by veterans’ groups.

RATIONALE

This program provides an incentive for per-
sons to support work done by veterans’ orga-
nizations by providing tax relief for those who
purchase lapel pins sold by these organiza-
tions. The Buddy Poppy program, for exam-
ple, has been used to raise funds to assist dis*
abled veterans. The underlying rationale for
this tax exemption program is the view that
the purposes and activities of veterans’ organi-
zations are worthy of public financial support.
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Sales and Use Tax

Exclusion/Exemption:

QUALIFIED SALES OF YOUTH GROUPS

Tax Type: Sales and Use Taxes.

Authorization:
Section 63617.

Program Characteristics’ : stimated Revenue Reduction

California Revenue and Taxation Code

(In Mitlions)

1997-98 NA
1998-99

DESCRIPTION

This program treats qualified youth group
organizations as consumers of the food prod-
ucts, nonalcoholic beverages, and certain
other items that they sell. This has the effect
of either fully exempting (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 exempting (for other
items for which the sales tax on their pur-
chase price is less than the sales tax on the
resale price) the retail value of these products
from taxation. Nonfood items must be made
by members of the organization in order to
receive this treatment. In order to qualify for
the program, a group must (1) use its profits
exclusively to further its purpose(s), (2) con-
duct sales only on an intermittent or irregular
basis, and (3) be included in one of the fol-
lowing categories:

* Nonprofit groups that are nondis-
criminatory and provide a program of
competitive sports or promote good
citizenship.

* Groups sponsored or affiliated with a
qualifying educational institution.

* Specific named groups, including the
Young Men’s Christian Association,

Boy Scouts, Girl Scouts, Bobby Sox,
Future Farmers of America, and Vo-
cational Industrial Clubs of America.

RATIONALE

This program provides tax relief to qualifying
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 pro-
vided and sold, thereby making them more
marketable and increasing their sales poten-
tial. The program thus has the effect of giving
incentives for such organizations to under-
take fund-raising activities and for patrons to
support them. The program's rationale is that
the objectives and activities of the qualifying
organizations are socially desirable and wor-
thy of public financial support.

COMMENTS

Youth groups often operate food stands at
sports events and fairs, or organize fundrais-
ing meals, in order to support their activities.
Many of these food sales would be taxable in
the absence of this program. This is because
the food is sold in a hot, prepared form (such
as hamburgers or hotdogs), as a meal, or for
onsite consumption at an event. Since the
food supplies purchased by these organiza-
tions are not taxable under the general food
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exemption, this program results in a full ex-
emption 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 materials and supplies that it uses, but
the finished item is not taxable.

. Chapter 116, Statutes of 1950 (AB 520, Kiehs),

eliminated a previous requirement that youth
groups that were not specifically named in
statute were required to obtain prior ap-
proval from the Board of Equalization in or-
der to qualify for this program.
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Sales and Use Tax

Exclusion/Exemption:

YEARBOOK AND CATALOG SALES BY STUDENT

ORGANIZATIONS

Tax Type: Sales and Uss Tax.

Authorization:
: Section 6361.5.

Pragram Characteristics

California Revenue and Taxation Code

Estimated Revenue Reduction §
{{in Millions)

‘Fisca
{1996-97
1997-98

1998-99

DESCRIPTION

This program defines qualified student orga-
nizations 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 these items. The program applies to
any public or private school, school district,
county office of education, or student organi-
zation.

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 rationale for the program is that
such catalogues and yearbooks are a funda-
mental part of the schooling experience, and
therefore, the costs of such items should not
be increased by fully taxing such purchases.
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Exclusion/Exemption:

REPLACEMENTS FOR DESTROYED MUSEUM EXHIBITS

Tax Type: Sales and Use Tax.

Authorization:
Section 6366.3.

Program Characteristics

California Revenue and Taxation Code

Estimated Revenue Reductio

DESCRIPTION

This program exempts from taxation the sale
or use of replacement exhibits for a qualified
museum, or for a public art display of the
state or a local government. The program
requires that the property be acquired to re-
place property physically destroyed by a ca-
lamity within three years after its occurrence,
and thatitbe purchased and used exclusively
for display purposes within the museum.

To qualify, a museurn must either (1) have a
significant portion of its space open to the
public without charge, (2) be open to the pub-
lic without charge for not less than six hours
per month during any month when the mu-
seum is open to the public, or (3) be open to a
segment of the student or adult population
without charge. In addition, the museum

must be operated by or for a local or state
government entity, or by a qualified non-
profit organization.

RATIONALE

This program provides tax relief to qualified
museums after they have incurred damage
from disasters, including fire, flooding, or
earthquakes. The program’s rationale is that
museums provide a valuable cultural and
educational service and, as such, they are
worthy of public financial support.

COMMENTS

As described under a separate program, gen-
erally, original artwork purchased by a mu-
seum is exempt from taxation.
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Exclusion/Exemption:

SALES By PTAs, Co-Op NURSERY SCHOOLS, AND

FRIENDS OF THE LIBRARY

" Program Characleristics

Sales and Use Tax.

Authorization:

Section 6370.

‘California Revenue and Taxation Code

Estimated Revenue Reduction

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 prices they pay rather than
on the prices 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 that any
profits derived from the sales of such prop-
erty be used for furthering the purposes of
the organization.

RATIONALE

This program provides taxrelief to qualifying
organizations and their patrons, to the extent
that taxation of the full retail price of the
property these organizations sell would in=
crease their prices and reduce their sales po-
tential. The program thus provides an incen-
tive for organizations to operate, and
patrons to support, qualifying activities. The
program’s underlying rationale is that the
goals and activities of these organizations are
socially desirable, and thus worthy of public
financial support.
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- Exclusion/Exemption:

RUMMAGE SALES BY QUALIFIED NONPROFIT

ORGANIZATIONS

Sales and Use Tax

Authorization:
Section 6370.5.

Program Characteristics

California Revenue and Taxation Code

Estimated Revenue Reduction
(in Millions)

11 1997-98
2| 1998-99

DESCRIPTION

This program treats nonprofit organizations
that perform auxiliary services to any city or
county museum as the consumers of goods
sold by those organizations at qualified rum-
mage sales. As consumers, such organiza-
tions 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 to limit the
amount of sales and use taxes levied on such
property. In order for the program to apply,
the property must be sold at an annual rum-
mage sale which must have been held 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 to qualified
charitable organizations and their patrons,
and (indirectly) to the museums which they
support. It does this to the extent that the
partial sales and use tax exemption on rum-
mage sales stimulates such sales, and thereby
increases the amount of funds which charita-
ble organizations and museums are able to
raise from rummage sales. The program’s
rationale is that museum-related activities are
socially beneficial and deserving of public
financial support.

COMMENTS

This program results in a full tax exemption
for donated items sold at these rummage
sales.
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Exclusion/Exemption:

HANDCRAFTED ITEMS SOLD BY QUALIFIED

ORGANIZATIONS

Tax Type: Sales and Use Tax.

| Authorization:
Section 6361.1.

bragram Characteristics

California Revenue and Taxation Code

Estimated Revenue Reduction :
{In Millions)

1996-97 Minor
1897-98 Minor

1998-99 Minor |

DESCRIPTION

This program treats qualified organizations
as consumers of tangible personal property if:
(1) such property is handcrafted and de-
signed, created, ormade by either individuals
with developmental disabilities or children
with severe emotional disturbances who are
members of or receive services from the orga-
nization; (2) the price of such property does
not exceed $20; (3) the organization’s sales
are made on an intermittent basis; and {4) the
profits from sales are used exclusively for
promotion of the organization.

In order to qualify, an organization must: not
discriminate on the basis of race, sex, nation-
ality, or religion; have tax-exempt status as
defined under Section 501(c)3 of the Internal
Revenue Code; and primarily provide ser-
vices to either individuals with developmen-

tal disabilities or children with severe emo-
tional disturbances.

RATIONALE

There exist several underlying rationales for
this program. One is to simplify tax adminis-
tration in a manner similar to the exemption
for occasional sales discussed elsewherein this
report. The program also provides tax relief to
charitable organizations and their clientele, to
the extent that it reduces the prices of items
they sell. The program provides an incentive
forindividuals to purchase such items because
of their reduced prices. To the extent that the
lower prices increase sales, this provides addi-
tional funds for services to individuals with
certain disabilities or emotional disturbances.
This program is similar to the sales and use tax
exemption provided for sales by qualified
charitable organizations.
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Exclusion/Exemption:

CHARITABLE ORGANIZATION SALES AND DONATIONS

~-| Tax Type: Sales and Use Tax.

“| Authorization:
Section 6375.

Program Characteristics .

California Revenue and Taxation Code

DESCRIPTION

Commonly known as the “welfare exemp-
tion,” this program exempts from taxation the
sale or use of goods made, prepared, assem-
bled, or manufactured by qualified charitable
organizations. In order for the program to
apply, an organization must qualify for the
welfare (local property tax) exemptionand be
engaged in the relief of poverty and distress.
In addition, the organization's sales and do-
nations are exempt only if they are made
principally 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 provid-
ing property to disadvantaged persons. The
program also provides an incentive for indi-
viduals to purchase merchandise sold by
charitable organizations. It does this by re-
moving the sales tax on such merchandise,
thereby reducing the prices at which the mex-
chandise can be sold. To the extent that the
organization's sales are increased 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 so-
cially desirable service in making property
available to distressed persons and, therefore,
are deserving of public financial support.

COMMENTS

This program provides a tax exemption for
sales in stores operated by Goodwill Indus-
tries and similar organizations. In practice,
the exemption applies to all sales in these
stores, and no attempt is made to determine
whether the purchaser is needy or not.

Donations were included in this program by
Chapter 1447, Statutes of 1989 (SB 874,
Doolittle). This was done because previously,
charities that purchased goods tax-free using
their resale permit found that they became
liable for tax when they donated these goods,
because making a gift constituted a taxable
use of the property.
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Exclusion/Exemption:

PROPERTY LOANED TO EDUCATIONAL PROGHAMS

rax Type: Sales and Use Tax.

Authorization:

Program Characteristics- . 8 Estimated Revenue Reductio

California Revenue and Taxation Code
Sections 6202.7 and 6404.

(In Mitlions)

| 1996-97 NA
| 1997-98 NA
1998-99 NA

DESCRIPTION

This program exempts from taxation the loan
by retailers of certain tangible personal prop-
erty to qualified educational institutions.

Specifically, the program exempts:

* Loans of tangible personal property to
school districts for educational programs.

» Loans of motor vehicles to the Univer-
sity of California (UC) or the California
State University (CSU) system for ex-
clusive use: (1) in an approved driver
education teacher preparation certifi-
cation program or (2) by an employee
of the UC or CSU system, so long as
the loan is approved by the President
or Chancellor of the university and the
retailer is not guaranteed automotive-
related business from the university.

* Loans of vehicles to an accredited pri-
vate or parochial secondary school for
exclusive use in an approved driver
education and training program.

* Loans of motor vehicles to a veterans'
hospital or other nonprofitinstitution,
to provide instruction in the opera-
tion of specially equipped motor vehi-
cles to disabled veterans.

Under existing law, if a retailer makes use of
property that is ostensibly held for sale, he or
she ordinarily must pay use tax on the whole-
sale price of the property. Loans of such
property are considered “uses” of the prop-
erty by the retailer and, therefore, are taxable
unless otherwise exempted. :

Example. In the absence of this program, an
automobile 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. This is because most retailers are
considered “consumers” of merchandise that
they use themselves or loan to others. This
program exempts from taxation such loans to
qualifying educational institutions.

RATIONALE

This program provides tax relief to qualified
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 these educational
institutions to service more students because
of reduced costs. In addition, students who
pay fees for the affected programs may pay
less because of the reduced costs. The under-
lying rationale for the programis that provid-
ing equipment and vehicles to educational
institutions is a desirable social goal worthy
of public financial support.
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Exclusion/Exemption:

NEwW CLOTHING DONATED TO ELEMENTARY

ScHOOL CHILDREN

Program Characfterislics

Tax Type: Sales and Use Tax.

Authorizatiom:  California Revenue and Taxation Code , L

Section 6375.5. 11996-97 NA
{1997-98 NA :
| 1998-99 NA

DESCRIPTION meet the needs of the children they service.

This program exempts from taxation the sale
of children’s new clothing when the clothes
are sold to a qualified nonprofit organization.
In order for the program to apply, the clothes
must be sold to a nonprofit organization or-
ganized and operated for charitable pur-
poses, possessing tax-exempt status and en-
gaged in poverty and distress relief. The
clothes must be distributed, free of charge, to
needy elementary school children.

RATIONALE

This program provides tax relief to nonprofit
organizations which distribute free clothes to
children. The underlying rationale for the
program is that such tax relief increases the
amount of clothing which nonprofit organi-
zations may acquire with their available re-
sources, and thereby enables them to better

The program exists in recognition of the view
that providing such clothes is a socially bene-
ficial activity worthy of public financial sup-
port.

COMMENTS

This program is similar to the general exemp-
tion for sales and donations by charitable
organizations. However, it does differ in
three ways. First, the exemption applies to
purchases by, rather than sales or use by, the
charity. Thus, it is useful to charities that do
not have resale permits. Second, there is no
requirement that the donating charity qualify
for the welfare exemption under the local
property tax. Third, there is no requirement
that the charitable organization prepare, as-
semble, or make the donated items.
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Exclusion/Exemption:

FiRsT $400 oF FOREIGN PURCHASES HAND-CARRIED

INTO CALIFORNIA

Use Tax.

Authorization:
Section 6405.

Program Characteristics 4

California Revenue and Taxation Code

Estimated Revenue Reduction
(In Millions}

1996-97
1997-98 Minor

Minor

1998-99

DESCRIPTION

This program exempts from the use tax the
first $400 of purchases made by state resi-
dents in a foreign counfry and personally
hand-carried into California. Only one such
exemption can be 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 California
residents returning from overseas with pur-
chases that otherwise would be subject to the
use tax. The exemption originally was en-
acted as part of a new state program which
seeks to collect use taxes on foreign pur-
chases. Such taxes generally had not been
collected prior to 1990 due to administrative
difficulties.

The program is largely rationalized on ad-
minijstrative grounds. The exemption recog-
nizes that the state’s efforts to collect the use
tax on foreign purchases is dependent on the
federal government’s duty collection proce-
dures. The U.S. Customs Service recently be-

gan to provide the state with customs decla-
rations filed by returning Californians. The
U.S. Customs Service does not require pay-
ment of duties on the first $400 of foreign
purchases and keeps no useable records of
travelers entering the state with purchases of
less than $400. Consequently, the state has no
cost-effective means at present to collect use
tax from travelers declaring less than $400 of
foreign purchases.

Although the state could attempt to collect
the use tax on the first $400 of purchases
brought into the state by travelers who are
subject to customs duties, the administrative
costs would be prohibitive.

COMMENTS

The Board of Equalization started collecting
customs declarations on October 1, 1990. This
program, which was established by Chapter
1533, Statutes of 1990 (SB 2455, Morgan), ex-
empts $400 of the taxable purchases from
each billing, for a maximum state revenue
loss of $24 per billing.
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Exclusion/Exemption:

CHARITABLE DONATIONS MADE BY SELLERS

Tax Type: Use Tax.

Authorization:
Section 6403.

Program Characteristics

California Revenue and Taxation Code

Estimated Revenue Reduction
eare ) ' - .

1896-97
1997-98 NA
1998-99

DESCRIPTION

This program provides a use tax exemption
for property donated by any seller to speci-
fied educational institutions, charitable orga-
nizations, and nonprofit museums located in
California.

RATIONALE

This program provides tax relief to sellers
who donate property to educational and
charitable organizations and museums. Gen-
erally, the purchase of goods solely for resale
does not trigger the payment of sales or use
tax on the purchase. Rather, tax is 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 in-
cludes donations of property, which are con-
sidered a “use” of the property by the seller.
This program exempts sellers from paying

use tax on items donated to qualifying orga-
nizations. The program's intent is to give
added incentive to donate property to non-
profit organizations and museums, the ratio-
nale being that such organizations serve a
public purpose and are deserving of public
financial support.

COMMENTS

This program was enacted by Chapter 905,
Statutes of 1988 (SB 2508, McCorquodale),
and originally applied only to persons en-
gaged in refail sales activity who donated
property. The program was expanded by
Chapter 1387, Statutes of 1989 (SB 1226,
Campbell), however, to include all sellers
(including wholesalers). Chapter 1387 also
restricted the program to donations used
exclusively for display in the case of non-
profit museums, and required qualifying
museums to meet minimum standards for
public access.
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Exclusion/Exemption:

AUCTIONS INVOLVING NONPROFIT ORGANIZATIONS

Tax Type:

| Sales and Use Tax.

Authorization:
Section 6363.2.

Program Characteristics e | Estimated Revenue Reduction

Califomfa Revenue and Taxation Code

| (n Mitions)

1996-97
1997-98
1998-99

DESCRIPTION

This program exempts from taxation the
gross receipts from the sale, storage, use, or
consumption of tangible personal property
sold to a bidder at an auction conducted by,
or affiliated with, a nonprofit organization.
The purpose of the auction must be to obtain
revenue for the funding of a shelter for home-
less individuals and families, and those reve-
nues obtained mustbe expended for that pur-
pose. The exemption does not apply to sales
at an auction conducted more than once ev-
ery 12 months.

RATIONALE

This program provides tax relief to charitable
organizations and their clientele by exempt-
ing the sales and use tax on merchandise sold
atauction. As aresuit, itincreases the amount
of funds available to charitable organizations
for funding shelters for the homeless. The
programalsoeases the administrativeburden
since the administrative costs associated with
collecting taxes from such infrequent sales
could exceed the amount of taxes collected.
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Exclusion/Exemption:

SALES BY THRIFT STORES OPERATED
BY NONPROFIT ORGANIZATIONS

Program Characteristics

Tax Type: Sales and Use Tax.

Autharization:
Section 6363.3.

California Revenue and Taxation Code

Estimated Revenue Reduction &
{in Millions)

| 1996-97 Minor
- {1997-98 Minor

liooseo  minor |
DESCRIPTION RATIONALE

This program exempts from taxation the sale,
storage, consumption, or use of used cloth-
ing, household goods, or other items sold by
thrift stores operated by nonprofit organiza-
tions. It has a sunset date of January 1, 2002.
The thrift store involved mustbe operated for
the purpose of raising revenues for funding
medical and social services for chronically ill
individuals, with at least 75 percent of its net
revenues being expended for these purposes.

This program provides tax relief to nonprofit
organizations (such as hospital auxiliary or-
ganizations) that raise revenues for the pur-
pose of funding medical and social
services for the chronically ill. The program’s
underlying rationale is that the qualifying
organizations are providing a socially desir-
able service, and therefore deserve public
financial support.
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Exclusion/Exemption:

OPTION TO PAY TAX ON COST
RATHER THAN LEASE RECEIPTS

Program Chatacleristics

Tax Type: Use Tax.

Authorizétion:

California Revenue and Taxation Code
Sections 6006 (g) (5) and 6010 (e} (5).

Estimated Revenue Reduction
(In Miflions)

1996-97
1897-98

1998-99

DESCRIPTION

This program provides that owners of prop-
erty engaged in the business of leasing such
property to others may choose to pay sales tax
based on the purchase price that they paid for
the property, rather than pay use tax on their
lease receipts. To qualify, property must be
leased in substantially the same form as it
was acquired by the lessor. This program
does not apply, however, to the rental of
video cassettes, which are taxed solely on the
basis of rental receipts under California Reve-
nue and Taxation Code Section 6006 (g) (7).

RATIONALE

This program provides tax relief to lessors and
lessees of qualified property. The rationale
underlying the program is to facilitate the
compliance 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 spe-
cificsituation. The State 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 liability for the rental company than pay-
ing taxbased on the purchase price. Paying tax
on lease or rental receipts also reduces the
amount of capital required for lessors to pur-
chase property initially. In the case of property
that is leased for its full economic life, paying
sales tax on the purchase price rather than on
lease receipts generally would result in a
smaller tax liability.
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Exclusion/Exemption:

TAX LIABILITY ON “BAD DEBTS”

Saleé and Use Tax.

Authorization:

Program Characteristics. :

California Revenue and Taxation Code
Sections 6055 and 6203.5.

enue Reduction

11997-98 NA
{1998-99

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 using 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 customers.

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.
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. Sales and Use Tax

Exclusion/Exemption:

ACQUISITION SALE-LEASEBACK ARRANGEMENTS

{ Tax Type: Sales and Use Tax.

| Authorization:
Section 6010.65.

Program Characteristics

California Revenue and Taxation Code

stimated Revenue Reduction

11996-97
11997-98
| 1998-99

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.” Anacquisition sale-leaseback
is a financing arrangement wherein the pur-
chaser 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 property. In order to
qualify for this program, an acquisition
sale-leaseback must be consummated within
90 days of the first functional use of the prop-
erty, and the sales or use tax must have been
paid on the initial purchase of the property.

RATIONALE

This program reduces the cost of acquiring
property financed through sale-leaseback
arrangements. It does so by eliminating sales
tax on the sale to the lessor or, alternatively,
the use tax on the lease payments to the les-

see. The rationale for the program is that
qualifying sale-leasebacks are financing ar-
rangements similar to a mortgage. On that
basis, it is argued that taxing the
sale-leaseback transaction, in addition to tax-
ing the initial purchase of the property
would amount to double taxation.

COMMENTS

Most sale-leaseback transactions 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) that no tax-
able 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). This program was enacted by
Chapter 558, Statutes of 1990 (AB 3382,
Baker), in part to simplify tax administration
by setting a specific 90-day window in which
sale-leasebacks mustbe completed in order to
be tax exempt.
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Exclusion/Exemption:

FACTORY-BUILT SCHOOL BUILDINGS

Program Characteristics

Tax Type: Sales and Use Tax.

Authorization:
Section 6012.6.

California Revenue and Taxation Code

Estimated Revenue Reduction &

“| (in Millions)

199697
- 11997-98
| | 1998-99

DESCRIPTION

This program exempts from taxation

60 percent of the sales price of qualified fac-

tory-built school buildings. Additionally, it
specifies that the place of sale is the retailer’s
place of business, regardless of whether the
sale includes installation or the building is
placed on a permanent foundation.

RATIONALE

The intent of this partial exemption is to
equalize tax treatment of factory-built school
buildings with that of site-built buildings.
Generally, 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 completed building. It was deter-
mined that approximately 40 percent of the
sales price of a factory-built school building
represents the value of the building materials
and, thus, the remaining 60 percent of the
price of such school buildings should be ex-
empt from taxation.

This program is consistent with the
60 percent exemption which also applies to
factory-built housing, described under a sep-
arate program discussed earlier (see program
entitled, "Factory-Built Housing").

COMMENTS

This program was enacted by Chapter 816,
Statutes of 1989 (AB 1051, Leslie) and Chapter
763, Statutes of 1990 (AB 4029, Leslie).

The Board of Equalization (BOE) adopted
regulations a few months prior to enactment
of this program which classified essentially
all installations of modular buildings, includ-
ing factory-built school buildings, as con-
struction projects so that they would be taxed
as if constructed on the site. Under that treat-
ment, a purchaser, such as a school district,
pays sales 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 man-
ufacturer.

According to BOE, the total tax lability for
manufactured buildings under this regulation
is similar to the tax liability under this pro-
gram (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 regula-
tory interpretation of general sales and use
tax law.
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Under the board’s regulations, however, the
local share of sales tax reveniues would have
been allocated to both the localities where the
manufacturer’ssuppliers 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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Exclusion/Exemption:

ENDANGERED ANIMAL AND PLANT SPECIES

Tax Type: Sales and Use Tax.

Authorization:

Program Characteristics. ateq
‘ o I (in Millions}

California Revenue and Taxation Code
Sections 6010.50 and 63686.5.

1996-97
1997-98

1998-99

DESCRIPTION

This program exempts from taxation the sale
or use of endangered or threatened animal or
plant species, provided that the buyer and
seller are both nonprofit zoological societies.

RATIONALE

The intent of this program is to provide tax
relief for zoos that breed and exchange ani-
mals and plants of endangered species (pri-
marily animals). Some zoos specialize in the
development and breeding of certain animal
species. Prior to enactment of this program,

zoos had been assessed back taxes formaking
animal exchanges. The program’s rationale is
that it is a worthy public goal to encourage
zoos to breed and exchange endangered spe-
cies.

COMMENTS

This program does not apply when zoological
sacieties purchase animals or plants from
for-profit sources. This program was estab-
lished by Chapter 937, Statutes of 1989
(AB 804, Peace).
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Exclusion/Exemption:
INVESTMENTS BY MANUFACTURERS

Program Characteristics

_ Sales and Use' Tax |

Authorization:

Section 6377.

California Revenue and Taxation Cdde

DESCRIPTION

This program provides a partial exemption
from sales and use tax for manufacturing,
research, and recycling property purchased
by “new businesses.” The exemption pro-
vided under the program is equal to five
cents per dollar of the sales and use tax nor-
mally owed, which represents the portion of
the sales and use tax levied by the state for
the General Fund. (The taxpayer still has to
pay the additional statewide sales and use tax
and any local sales and use taxes.)

To qualify, a business must have (1) com-
menced business activities in California after
1993, and (2) been in existence for fewer than
three years. In addition, the business must be
engaged in certain lines of business defined
in the U.S. Standard Industrial Classification
Manual as "manufacturing” activities.

The program covers property costs that are
considered "capital expenditures.” (It also
includes the value of any capitalized labor
costs that are directly related to the construc-
tion or modification of these expenditures.)
Eligible property is depreciable property
(such as machinery and computers) or com-
puter software used primarily in
(1) manufacturing, research, pollution con-
trol, or recycling activities, or (2) maintaining,
repairing, measuring, or testing property

used in such activities. In addition eligible
property includes, for certain activities, spe-
cial purpose buildings and foundations that
are primarily used in connection with manu-
facturing, refining, processing, fabricating, or
research and storage.

A taxpayer may claim a tax refund under this
program if sales and use taxes were paid on
qualified costs and if the taxpayer was eligi-
ble for this exemption, but did not daim it.
The program sunsets January 1, 2001, or ear-
lier under certain conditions.

RATIONALE

This program provides an incentive for quali-

- fied taxpayers to expand manufacturing and

research property in California. It does this
by offsetting a portion of the costs incurred
through a partial sales and use tax exemp-
tion. It provides tax relief to new businesses
that may not be able to claim the Manufac-
turer’s Investment Income Tax Credit (which
is available to all businesses) because they do
nothave positive taxliabilities (which is com-~
mon among new businesses with large start-
up expenses, and thus, similarly large tax
deductions for business expenses and losses).
Thus, this program tries to equalize tax treat-
ment between new businesses and well estab-
lished businesses that may be able to readily
claim the income tax credit.
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COMMENTS

To the extent that this program reduces the
cost of capital acquisition to businesses, it
results in an unknown expansion in business
activity. Also, refer to comments under the

PIT and BCT income tax program entitled
"Manufacturer’s Investment Tax Credit."

Pursuant to Chapter 323, Statutes of 1998
(AB 2798, Machado) this program was ex-
panded to include teleproduction and post-
production equipment.
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4 OTHER STATE TAXES—OVERVIEW

The remaining state tax expenditure pro-
grams (TEPs), detailed in the following sec-
tion, involve state excise taxes {alcoholic bev-
erage taxes, cigarette and tobacco taxes, and
various fuel taxes) and the insurance tax. The
responsibility for administration of these tax
programs lies with the Board of Equalization
(BOE) and the Department of Insurance, re-
spectively. Revenues collected from these tax
sources may be distributed, depending on the
tax, to the state General Fund, designated
special funds, orboth. (Forexample, cigarette
and tobacco taxes provide revenues to the
General Fund and three special funds.) Thus,
the TEPs that apply to these revenue sources
affect revenues that fund a variety of pro-

‘grams. The following provides a brief de-
‘scription of other state taxes.

ALCOHOLIC BEVERAGE TAXES

Current state law levies excise taxes on
the sale of alcoholic beverages by manufac-
turers, distillers, wine growers, certain whole-
salers, purifiers, and importers. The point of
taxation varies depending upon the alcoholic
beverage sold. For example, distilled spirits
are taxed when the product is sold by the
wholesaler to the retailer; however, taxes on
imported beer and wine may occur when
these products are first brought into the state.
Depending upon market structure, these
taxes may be fully or partially passed through
to the final consumer in the form of higher
prices (the same is true for the other excise
taxes discussed below). The state’s sales and
use tax is applied “on top” of the excise tax.

Alcoholic beverages are taxed by the gal-
lon and state excise tax rates vary by bever-
age type. The current tax rates are: 20 cents
per gallon for beer, hard cider, and most
wines; 30 cents per gallon for champagne or
sparkling wine; $3.30 per gallon for distilled
spirits thatare 100 proof or less; and $6.60 per
gallon for distilled spirits over 100 proof. All
revenues collected from alcoholic beverage
taxes go into the state’s General Fund.

In addition to state excise taxes, the fed-
eral government levies its own excise taxes
on alcoholic beverages.

CIGARETTE AND
TOBACCO TAXES

Current state law levies a tax on distribu-
tors for the sale of cigarettes and other to-
bacco products. As with alcoholic beverage
taxes, the state sales and use tax is applied
“on top” of the excise tax.

The current state excise tax rate on ciga-
rettes is 87 cents per pack. Of this amount:

e 25 cents is deposited into the Ciga-
rette and Tobacco Products Surtax
Fund as required by Proposition 99,
which was approved by the voters in
November 1988. Revenues from this
fund are used for education, natural
resources, health services, and re-
search in the areas of tobacco use and
tobacco-related diseases.

* 10 cents is deposited into the state
General Fund.
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* 2 cents is deposited into the Breast
Cancer Fund and used for research
and administration of programs in
this area.

¢ 50 cents is deposited into the Califor-
nia Children and Families First Trust
Fund as required by Proposition 10,
which was approved by the voters in
November 1998, Revenues from this
fund are used for early childhood de-
velopment, and health education and
research programs, primarily at the
local level. -

Tax rates on other tobacco products such
as loose tobacco, cigars, and snuff are ad-
justed by the BOE each year so that the tax
levied is in the same proportion to the whole-
sale price of these products as the 87-cents-
per pack tax levied on cigarette products is of
their wholesale price. An additional tax,
equivalent to 50 cents per pack, will be levied
on these other tobacco products beginning
July 1, 1999. Revenues collected from the tax
on such other tobacco products are distrib-~
uted to the Cigarette and Tobacco Products
Surtax Fund and the California Children and
Families First Trust Fund.

In addition to state excise taxes, the fed-
eral government also levies an excise tax on
cigarette and tobacco products.

FUEL TAXES

Currentlaw imposes three major categories
of fuel taxes: the Motor Vehicle Fuel License
Tax (referenced herein as the “Motor Vehicle
Fuel Tax"), the Diesel Fuel Tax, and the Use
Fuel Tax. Revenues collected from all fuel taxes
are deposited into the State Transportation
Fund. These revenues provide the state and its
localities with a major source of funding for
maintaining, replacing, and constructing high-
ways, streets, and other transportation facilities.
The following provides a brief description of
each type of state tax levied.

Motor Vehicle Fuel Tax. Current state law
imposes a tax on distributors for the sale of mo-
tor vehicle fuel including gasoline, aviation
gasoline, and certain blended gasolines for ve~
hicular use on public streets and highways. The
tax does not apply to fuel used for racing motor
vehicles at a race track, diesel fuel, liquified
petroleum gas, kerosene, methanol, ethanol, or
natural gas. The state sales and use tax is ap-
plied “on top” of the excise tax.

The current state excise tax is 18 cents per
gallon of gasoline, excluding aircraft jet fuel
(which is taxed at 2 cents per gallon). As
specified in the reviews that follow, certain
air common carriers, aircraft manufacturers
and repairers, and the U.S. Armed Forces are
exempt from the tax on jet fuel.

Diesel Fuel Tax. Current state law im-
poses a tax on distributors at the wholesale
level for the sale of diesel fuel and blended
diesel fuel sold for use in propelling vehicles
on public streets and highways. Unlike most
other state excise taxes, this excise tax is not
included as part of the base for calculating
the sales and use tax.

The current state excise tax is 18 cents per
gallon. Prior to July 1, 1995, this tax was col-
lected under the use fuel tax, at which time
the diesel fuel tax was established as a sepa-
rate tax under the California Revenue and
Taxation Code. Under the diesel fuel tax, the
imposition of the tax was shifted to the first
point of distribution (the “rack”), partly in
order to ensure greater tax compliance.

Use Fuel Tax, Current state law levies a
tax on the sale of alternative fuels such as
liquified petroleum gas (LPG), liquified natu-
ral gas (LNG), compressed natural gas
(CNG), alcohol fuels (ethanol or methanol),
and kerosene. These alternative fuels remain
untaxed until they are dispensed into a motor
vehicle that is operated on California high-
ways, or that is suitable for highway opera-
tion.

The current state excise tax rates are 18
cents per gallon for kerosene, 6 cents per gal-
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lon for LNG, 7 cents per cubic foot for CNG,

9 cents per gallon for alcohol fuels, and 6 °

cents per gallon for LPG. As with the diesel
fuel tax, this excise tax is nof included as part
of the base for calculating the sales and use
tax. An alternative flat tax based on the
weight of the vehicle is available for LPG,
LNG, and CNG consumers. This-rate ranges
from $36 for passenger cars to $168 for larger
vehicles.

Other Fuel Taxes. A special fuel tax rate
of 1 cent per gallon is levied on fuel used by
local transit systems, school and community
college districts, and certain common carriers.
This special tax is in lieu of the other fuel
taxes described above. -

In addition to the state fuel taxes, the fed-
eral government levies an excise tax on fuel
products sold.

INSURANCE TAX

In general, insurers conducting business
in California are subject to a tax on their gross

premiums written in the previous year, less
“return” premiums and dividends. (“Return”
premiums are refunds paid to policyholders
that cancel their policy before its expiration
date.) Certain types of insurers and plans,
such as title insurers and ocean marine insur-
ers, are taxed slightly differently. Insurers are
subject to the gross premiums tax in lieu of all
other taxes except real property taxes and
business license fees. The basic gross premi-
ums tax rate is 2.35 percent.

In addition, out-of-state insurers operat-
ing in California may be subject to an addi-
tional “retaliatory tax.” This occurs if the ef-
fective tax rate imposed by their home state
on California insurance companies operating
in that state is higher than the tax rate im-
posed in California on these out-of-state in-
surers.

There is no comparable gross premiums
tax at the federal level. Instead, insurance
companies are typically subject to federal
corporate income taxation. )
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Exclusion/Exemption:

AlLcoHoL USED IN TRADES,
PROFESSIONS, AND INDUSTRIES

Program Characteristics

Estimated Revenue Reduction

|

{In Millions)
Tax Type: Alcoholic Beverage Tax.
oA
Authorization: California Revenue and Taxation Code —
Section 32052. .| 1996-97
t C 1997-98 NA
1998-99 NA
DESCRIPTION RATIONALE

This program exempts from the alcoholic
beverage tax the sale of alcohol, distilled spir-
its, or wine used in trades, professions, or
industry applications. Such uses typically
include cases where alcohol is used as part of
a production or treatment process of some
sort, such as in pickling processes or the pro-
duction of gasohol. To qualify, the sale must
be made by a licensed distilled spirit manu-
facturer, brandy manufacturer, rectifier, in-
dustrial alcohol dealer, or wine grape grower.

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 the price of the product:
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 sub-
ject to the tax.
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Exclusion/Exemption:

BEER CONSUMED BY BREWERS’ EMPLOYEES

Tax Type:

Authorizatioh:
Section 32172.

Program Characteristics 3

" . Alcoholic Beverage Tax.

California Revenue and Taxation Code

(In Milfions)

1996-97
1997-98
1998-99

DESCRIPTION

This program exempts from the alcoholic
beverage tax the consumption of beer, when
the beer is (1) consumed by the employees of
a 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 prob-
lems involved with documenting and mea-
suring the volume of in-house beer consump-
tHon.

COMMENTS

The Board of Equalization’s Regulation 2551
limits the amount of this exemption to the
maximum amount allowed by federal alco-
holic beverage tax regulations.
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Exclusion/Exemption:

DISTILLED SPIRITS USED IN THE
MANUFACTURE OF FOOD PRODUCTS

Tax Type: Alcohofic Beverage Tax,

Authorization:
Section 32214.

Program Characlerislics Estimaled Revenue Reduction

California Revenue and Taxation Code

(In M:Ilrons)

| 1996-97 NA

- 11997-98 NA

.| 1998-99 NA_ |

DESCRIPTION

This program effectively exempts from alco-
holic beverage taxation the sale of distilled
spirits that are used in the manufacture of
food products. Mechanically, it accomplishes
this by providing a tax credit equal to the
amount of any alcoholic beverage excise taxes
paid.

RATIONALE

This program provides tax relief to producers
and consumers of food products thatincorpo-
rate the use of distilled spirits in the manufac-
turing process. In the absence of the program,
excise taxes levied on such distilled spirits
ordinarily would be incorporated into the
prices of the food products themselves. The
underlying rationale for the program is the
view that the alcoholic beverage tax is in-

tended 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 spirits as a flavoring, and little or no
alcohol remains in the food after baking or
other processing activities. Alcohol also is
used as the base for a variety of flavoring
extracts. This program specifies that the man-
ufacturer’s use of alcohol in food must con-
form to certain federal regulations.

The tax credit mechanism is used as the
means for providing the exemption, as op-
posed to an outright direct exemption per se,
due to its relative administrative simplicity.
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Exclusion/Exemption:

DISTILLED SPIRITS USED FOR RESEARCH
AND MEDICAL-RELATED PURPOSES

Tax Type: Alcoholic Béverage Tax.

Authorization:
Section 32053.

Program Chatacteristics

California Revenue and Taxation Code

Estimated Revenue Reducltion
(in Milifons)

1996-97
1997-98 NA |
1998-99 NA |

DESCRIPTION

This program exempts from the alcoholicbever-
age tax the sale of (1) ethyl alcohol used for

scientific research or by any hospital or sanitar-

ium, and (2) alcohol used inmedicinal, pharma-
ceutical, antiseptic, or selected other products.
To qualify, packages of distilled spirits mustbe
sold in amounts greater than one gallon.

RATIONALE

This program provides tax relief fo the users
of alcohol for the above-exempted purposes,

including the consumers of products made
with such alcohol, by reducing the prices of
such products. 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 ex-
empted uses of alcohol are for socially benefi-
cial purposes, and, therefore, their cost
should not be increased by taxation.
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DISTRIBUTIONS OF TOBACCO

Other State Taxes

PrRopucTs TO U.S. ARMED FORCES AND THE
U.S. DEPARTMENT OF VETERANS’ AFFAIRS

Seciion 30102,

Program Characteristics

Tax Type: Cigarette and Tobacco Tax.

Authorization: California Revenue and Taxation Code

Estimated Revenue Reduction

" 1996-97
[ 1997-98

- {1998-99

DESCRIPTION

This program exempts from the cigarette and
tobacco tax the distribution of cigarettes and
tobacco products to the U.S. Armed Forces and
to the U.S. Department of Veterans’ Affairs.

RATIONALE

This program provides a tax incentive for the
U.5. Armed Forces and the U.S. Department
of Veterans’ Affairs to purchase cigarettes or
tobacco products in California, as opposed to
outside of California. It does this to the extent
that the tax, if imposed, would make Califor-
nia cigarette and tobacco product prices suffi-
ciently high to cause these entities to pur-
chase cigarettes outside of California. This, in
turn, would reduce economic activity in Cali-
fornia related to the distribution and retailing
of these products.

The program also has been rationalized on the
grounds that it grants tax relief to various
members of the U.S. Armed Forces and pa-
trons of the U.S. Department of Veterans’ Af-
fairs, by enabling them to acquire their ciga-
rettes and tobacco products atreduced costs. It
has been argued that such persons are deserv-

ing of this public subsidy because of their pres-
ent or past service to their country.

COMMENTS

The U.S. Armed Forces and U.S. Department
of Veterans’ Affairs are such large purchasers
of cigarettes that they can cost-effectively
purchase cigarettes and tobacco products in
a low-cost state for subsequent sale in a
higher-cost state, provided that the interstate
price differential exceeds the interstate ship-
ment costs.

The courts have held that this program ap-
plies to cigarette and tobacco product sales
through military commissaries and ex-
changes, but not sales to U.S. officers' clubs
and officers' messes.

The estimated revenue reduction shown
above is based on data from the Board of
Equalization (BOE). The estimate includes
expenditures under the other cigarette tax
expenditure programs discussed herein, such
as distributions to veterans' institutions and
small cigarette and tobacco product ship-
ments. This is because data on these transac-
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tion types are not reported separately to the
BOE. According to estimates, however, sales
to the military comprise the majority of all
exempt cigarette sales. .

The tobacco inidustry benefits from this pro-
gram to the extent that the program increases’
demand for tobacco products.
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Exclusion/Exemption:

DISTRIBUTIONS OF TOBACCO PRODUCTS

ToO VETERANS’ INSTITUTIONS

Tax Type:

Authorization:

Section 30105.5.

Program Characteristics 3

Cigarette and Tobacco Tax.

California Revenue and Taxation Code

Estimated Revenue Reductio

11997-98 —
| 1998-99

DESCRIPTION

This program exempts the sale or gift of fed-
erally tax-free cigarettes or other tobacco
products, when delivered directly from the
manufacturer to either a veterans” home lo-
cated in California, or a hospital or domicili-
ary facility of the U.S. Department of Veter-
ans’ Affairs. To qualify for the program, the
cigarettes and tobacco products must be is-
sued free of charge to veterans receiving hos-
pitalization or domiciliary care.

RATIONALE

This program provides a tax incentive for
qualified institutions to provide cigarettes
and other tobacco products to their patrons.
The underlying rationale for the program is
that the provision of free cigarettes and other

tobacco products to hospitalized veterans is
deserving of public financial support, due to
the military services that these individuals
have provided to their country.

COMMENTS

As with other exemptions for tobacco prod-
ucts, the tobacco industry benefits from this
program to the extent that the program in-
creases demand for tobacco products.

The revenue reduction associated with this
program is incorporated within the revenue
reduction shown for the immediately preced-
ing program entitled, “Distributions of To-
bacco Products to U.S. Armed Forces and the
U.S. Department of Veterans’ Affairs.”
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Exclusion/Exemption:

SMALL SHIPMENTS OF CIGARETTES
TRANSPORTED INTO CALIFORNIA

Tax Type: Cigarette and Tobacco Tax.

Authaorization:

Section 30106.

" Program Characteristics

California Revenue and Taxaiion Code

Estimated Revenue Reduction

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 program requires that the cigarettes ei-
ther be (1) intended for consumption by the
" individual bringing them into the state, or
(2) obtained at one time or another from the
U.S. Department of Veterans’ Affairs, or ex-
changes or commissaries of branches of the
U.S. 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

areinsufficient tojustify incurring the admin-
istrative costs of collecting the tax.

COMMENTS

There is no similar exemption for other to*
bacco products. However, Revenue and Taxa-
tion Code Sections 30431 and 30432 implicitly
allow transportation of individual quantities
of other tobacco products valued at $25 or
less and on which tax has not been paid,
without a transporter's permit or invoices.

The revenue reduction associated with this
program is incorporated within the revenue
reduction shown for the prior program, "Dis-
tributions of Tobacco Products to U.S. Armed
Forces and the U.S. Department of Veterans’
Affairs."
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Exclusior/Exemption:
NATURAL GASOLINE

| Tax Type: Motdr Vehicle Fuel Tax. -

j Authorization:
: Section 7401(a)(1).

Program Characteristics 7 :

California Revenue and Taxation Code

Estimated Revenue Reduction

| (In Mittions)
cal Year .. moun
] 1996-97 NA
| 1997-98 NA
199899 _ NA

DESCRIPTION

This program exempts from the motor vehi-
cle fuel tax the distribution of natural gaso-
line to a duly licensed distributor.

“Natural gasoline” is not the same as the gas-
oline that is commonly sold for use in auto-
mobiles. Rather, it is a naturally occurring
liquid which often is present in crude oil.
Generally, natural gasoline cannot be used
directly -in automobiles. However, natural
gasoline may be blended with crude oil distil-
lates during the production of motor vehicle
fuel. In this case, the natural gasoline be-
comes indirectly taxed as a component part of

the motor fuel at the retail level. The program
therefore, exempts from taxation natural gas-
oline not used in motor vehicles.

RATIONALE

This program provides tax relief to producers
and users of natural gasoline, to the extent
that excise taxes levied on such gasoline ordi-
narily would be incorporated into its produc-
tion costs and sales price. The program’s ra-
tionale is that unblended natural gasoline
generally cannot be used in vehicles which
use the public highways that are supported
by the proceeds of the motor vehicle fuel tax.
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Exclusion/Exemption:

SHIP OR AIRCRAFT FUEL ULTIMATELY
DiIsTRIBUTED TO THE U.S. ARMED FORCES

Program Charactetistics

Motor Vehicle Fuel Tax.

Authorization:

California Revenue and Taxation Code
Sections 7041(a}(4) and 7041(a){5).

¥ Estimated Revenue Reduction
| {tn Mittions) '

|Fiscal Ye
11996-97
| 1997-98

| 1998-99 |

DESCRIPTION

This program exempts from the motor vehi-
cle fuel tax the qualified distribution of motor
fuel to the armed forces. To qualify for this
program, the fuel must be (1) used in a ship
or aircraft, or (2) used outside of California.
The program includes motor fuel that is dis-
tributed to a third party prior to its distribu-
tion to the armed forces.

RATIONALE

The basic rationale for this program is that
revenues from the motor vehicle fuel tax are
directed toward the maintenance of public
highways and airports, and these transporta-
tion facilities are not used by the vehicles
whose fuel use is exempted from taxation
under this program. It also has been sug-
gested that the program may increase the
purchase of military fuelin California, at least
in some circumstances, by reducing its price
relative to prices charged in other states.
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Exclusion/Exemption:

FUEL FOR OFF-HIGHWAY VEHICLE OPERATIONS

'Motor Vehicle Fuel Tax.

Tax Type:

Authorization:
Section 8101(a)..

Program Characteristics

California Revenue and Taxation Code

Estimated Revenue Reduction
{In Millions)

|

1996-97
"} 1997-98 NA

1998-99 NA

DESCRIPTION

This program exempts from the motor vehicle
fuel tax any motor fuel used for purposes other
than operating motor vehicles on public streets
and highways.

The program operates via a refund mechanism,
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 qual-
ify for refunds include use in farm tractors and
irrigation pumps, electric generators, and vehi-
cles 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.
Fuel used in construction equipment is ad-
dressed in a separate exemption.

RATIONALE

This program provides tax relief to fuel con-
sumers who are not using the fuel to operate

vehicles on 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 publiclands is that the estimated amount of
revenues collected on that fuel is allocated to
special funds that support off-highway recre-
ational activities. Likewise, the estmated
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 re-
quested. Fuel used in home lawnmowers is one
example.
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Exclusion/Exemption:

FUEL SALESTO CONSULATE OFFICERS

AND EMPLOYEES

‘Program Characieristics

Motor Vehicle Fuel Tax.

California Revenue and Taxaltion Code Sec
tions 7401(a)(6), 8101{e), and 8106.1.

1996-97
1997-98 NA

1998-99

DESCRIPTION

This program exempts from the motor vehicle
fuel tax fuel sold to an officer or employee of a
foreign consulate, providing specified condi-
tions are met. In order to qualify, the program
requires that the sale must be charged to a
credit card held by the consulate and certified
by the U.S. State Department, and that the fuel
must be used in a consular vehicle registered
with the State Department. Furthermore, the
program only applies 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. The con-
sulate employee may not use the fuel in connec-

tion with a private occupation or for personal
gain within the state.

RATIONALE

This program provides taxrelief to foreign gov-.
ernments. According to the Board of Equaliza-..
tion, this program helps fulfill the terms of trea-
ties and reciprocal arrangements between the
U.S. 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 em-
ployees are not subject to taxes on fuel con-
sumed in the U.S,
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Exclusion/Exemption:
FUEL FOR RACE CARS

Program Characteristics .
Tax Type:

Authorization:
tions 7304 and 8604.

Motor Vehicle Fuel Tax and Use Fue!-Tax.

California Revenue and Taxation Code Sec-

Estimated Revenue Reduction

{in Mitlions)

1996-97
1997-98
1998-99

DESCRIPTION

This program exempts from fuel taxation in-
flammable liquids that are specifically manufac-
tured for racing motor vehicles, and that are
distributed 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. Under this program, dis-
tributors are exempted from collecting the tax.

Although this type of program mechanism
does not ultimately affect vehicle-related fuel
tax revenues, it does result in reduced sales tax
revenues. This is because the sales tax is im-
posed on the entire price of the fuel, which or-
dinarily would include the motor vehicle fuel
tax.

RATIONALE

This program provides tax relief to race car
owners and operators by reducing the fuel tax
they pay on fuel used in operating racing vehi-
cles, The rationale for the exemption from the
motor vehicle fuel tax is that such vehicles are
operated off-road, and hence do not benefit
from the street and highway improvements
funded by the tax.

COMMENTS

Other operators of vehicles that are not used on
public highways must pay the motor vehicle
fuel tax, and then apply for a refund of the tax
(if they qualify). California Revenue and Taxa-
tion Code Section 7304 applies to the exemption
under the motor vehicle fuel tax. The exemp-
Hon under Section 8604 is a parallel exemption
under the use fuel tax.
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Exclusion/Exemption:

FUEL FOR COMMON CARRIERS AND THE MILITARY

Tax Type: Jet Fuel Tax.

Aul_‘horizatian:

Program Characteristics . Estimated Revenue Reduction

California Hevehue and Taxation Code Sec-
tion 7374.

{in Milfions}

DESCRIPTION

This program exempts from the aircraft jet fuel
tax all fuel used by comumon carriers, the mili-
tary, and persons engaged in the business of
constructing or reconstructing aircraft.

RATIONALE

This program provides tax relief to qualified
users of jet fuel and their customers, to the ex-
tent that taxes on such fuel ordinarily would be
incorporated into its price and the prices
charged for using planes burning such fuel.

According to the Board of Equalization, 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 pri-
marily by private aircraft owners. (Large air-

ports are funded primarily by landing fees and
other user charges.) This program exempits
common carriers and the military from paying
the tax on jet fuel on the grounds that they re-
ceive limited benefits from the facilities sup-
ported by this tax.

COMMENTS

The aircraft jet fuel tax is imposed upon aircraft
jet fuel dealers at the rate of 2 cents per gallon.
Recent legislation—Chapter 1027, Statutes of
1998 (AB 66, Baca)—altered the manner in
which the local Bradley-Burns sales tax revenue
onjetfuel isallocated among local jurisdictions.
The new allocation formula generally is based
on where the fuel is delivered as opposed to
where negotiations for the fuel contract took
place.
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Exclusion/Exemption:
FUEL FOR CONSTRUCTION AND

AGRICULTURAL MACHINERY

Program Characteristics

stimated Revenue Reduction

i : ‘ : ) {fn Millions)
.| Tax Type: Use Fuel Tax and Diesel Fuel Tax.
| Authorization: Califoria Revenue and Taxation Code Sec-|- P 2208
o tions 8652(b), 60100(a)(5)(A), and 1 1996-97 NA
- 60501(a}(4)(C). . .:11997-98 NA
- NA

DESCRIPTION agricultural equipment that only incidentally is
. used on state highways. The underlying ratio-

This program exempts from the use fuel tax nale for the program relates to the fact that fuel

and diesel fuel tax the fuel used to propel con- taxes primarily fund public street and highway

struction equipment operated within the con- construction and maintenance. Since equipment

fines of a construction project, and certain ma- that only intermittently uses the streets and

chinery used in agricultural operations. For highways does not generally benefit from these

vehicles used in construction, the exemption improvements, taxing the fuel used to propel

from the diesel fuel tax is provided in the form such equipment is viewed as inappropriate.

of a reimbursement of the tax paid. To qualify,

the equipment can be only incidentally oper-

ated on the highways, and must be exempt COMMENTS

from vehicle registration under the California In theory, it would be possible to impose fuel

Vehicle Code. ' taxes on that portion of fuel used in moving
construction equipment and agricultural ma-

RATIONALE chinery on the public streets and highways.
However, the revenues collected under suchan

This program provides tax relief to the opera- approach probably would not offset the costs of

tors of qualified construction equipment and administering it.
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ExclusiorvExemption:

FUEL FOR NONTRANSPORTATION PURPOSES

Tax Type:

Authorization:

Program Characteristics _

- yse Fuel Tax and Diesel Fuel Tax., -~

California Revenue and Taxation Code Sec-
tions 8652(c) and 60501 (a)(4)(A).

Estimated Revenue Reduction
1 in Miltions)

1996-97 NA
1997-98 NA
1998-99

DESCRIPTION

This program exempts from the use fuel tax
and diesel fuel tax fuel used fora purpose other
than to propel a motor vehicle in California.

The exemption under the diesel fuel tax is pro-
vided in the form of a reimbursement of the tax
paid. Typical examples of exempt uses include
fuel used in electric generators, torotate cement
mixer drums, or operate garbage compressors.

RATIONALE

This program provides tax relief to the opera-
tors of qualified equipment. The underlying
rationale for the program relates to the fact that
the use fuel tax primarily funds public streets
and highway construction and maintenance.
Because the qualifying equipment does not
directly benefit from the public streets and
highways, taxing the fuel used to operate such
equipment is viewed as inappropriate.
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Exclusion/Exemption:

FUEL FOR OFF-HIGHWAY VEHICLE OPERATIONS

Tax Type:

Authorization:

@4A).

Program Characteristics

'Use Fue)’ Tax and Diesel Fuel-Tax._

California Revenue and Taxation Code Sec-
tions 8653, 60100 (a}(5)(c), and 60501

Estimated Revenue Reduction

1 {in Mitlions)

| 1996-97
| 1997-98 NA |
1998-99 N

DESCRIPTION

This program exempts from the use fuel and
diesel fuel tax, fuel that is used in the operation
of a motor vehicle off-highway. For diesel fuel
consumed by diesel powered train engines the
tax is not paid in the first place. For other off-
highway consumption—for example, by
trucks—the exemption is in the form of a reim-
bursement of the tax paid. The exemption for
off-highway use by state or local government
vehicles could be provided either through an
exemption or reimbursement.

RATIONALE

This program provides tax relief to the opera-
tors of off-highway vehicles. The rationale un-
derlying the program relates to the fact that the
use fuel tax funds public street and highway
construction and maintenance. Because vehicles
operated off of the public streets and highways
do not directly benefit from the use of the tax
revenues, levying the use fuel tax on such vehi-
cles is viewed as inappropriate.
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Special Tax Rate:

FUEL FOR LOCAL TRANSIT AND

SCHOOL Bus OPERATORS

"Program Characleristics

Tax Type:
| Authorization:

60502.2. ‘

Use Fuel Tax and Diesel Fuei_ Tax.

Califomnia Revenue and Taxation Code Sec-
 tions 8655, 60100 (a)(5)(D), 60502, and

Estimated Revenue Reduction
{In Millions)

Iscal’ Y ount.
1996-97 $25
1997-98 23 |
1998-99 22 55;;;

DESCRIPTION

This program provides operators of local transit
services and school buses a special use fuel and
diesel fuel tax rate. Specifically, it permits quali-
fied entities to pay a special payment of
1-cent-per-gallon instead of the normal tax rate
of 18 cents.

In order to qualify for the program, the entity
involved must be either (1) a transit district,
(2) a school or cornmunity college district, or
(3) a private entity providing local public trans-
portation services inan urban or suburban area.
These latter entities also must meet certain crite-
ria and either: (1) be a passenger stage corpora-
tion subject to the jurisdiction of the Public Util-
ities Commission; (2) provide fransportation
services under contract to a public agency,
school or community college district; or (3) be a
common carrier operating over a route entirely

within a single city. The program does not in-
clude charter carriers.

RATIONALE

This program provides tax relief to the above-
specified local transportation agencies and pro-
viders. Italso provides relief to public transpor-
tation users to the extent that the reduced tax
liabilities are 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, the program's rationale is that it supports
the public education system by reducing the
portion of budgeted funds needed for student
transportation, thereby increasing the amount
of funds available for classroom educational
activities.
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Exclusion/Exemption:

FUEL FOR OUT-OF-STATE TOUR BUSES

Tax Type: .

Authorization:

Program Characteristics Estimated Revenue Reduction
' In Miffions) :

Use Fuel Tax and 'Diesel Fuel Tax. .-

California Revenue and Taxation Code Sec-
tions 8608(b), 60130, and 60118.

1996-97
| 1997-98
" "{1998-99

DESCRIPTION

This program relieves qualified interstate tour
bus operators of the requirement to obtain a use
fuel or diesel fuel tax permit from the Board of
Equalization (BOE). The effect of this is to ex-
empt such operators from any tax liability asso-
ciated with their consumption of fuel within the
state that has been purchased elsewhere. To
qualify, the fuel mustbe used by an out-of-state
passenger carrier whose operations consist
solely of round-trip tours originating and termi-
nating outside of California. In addition, any
fuel purchased within California must be used
solely for propulsion of the vehicle, and tax
must be paid on it.

RATIONALE

This program provides tax relief to the opera-
tors of out-of-state tour buses, to the extent that
the fuel they bring into 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 Califor-
nia, and taken out of California. If the amount
* brought in exceeded that taken out (indicating

net use of out-of-state fuel in California) the
operator was required to pay a tax on the differ-
ence. Alternatively, the operator could claim a
tax refund if the fuel taken out of the state ex-
ceeded that brought in.

This program relieves the qualified tour bus
operators from having to register with and re-
port to BOE regarding net use of fuel in Califor-
nia that is purchased out of state. Although the
user pays tax to the vendor on the fuel pur-
chased in California, there is no tax on any 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
exceeded the revenues generated. Second, it
relieves tour bus operators of burdensome pa-
perwork requirements.

COMMENTS

Prior to this program, failure to register with
the BOE could result in a fine of $500 for tour
bus operators.
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Exclusion/Exemption:

FUEL FOR PuBLIC AGENCY VEHICLES
- OPERATED ON MILITARY INSTALLATIONS

ax Type:

uthorization:

 Program Chdracteristics

Use Fuel Tax and Diesel Fuel Tax.

California Revenue and Taxation Code Sec-
tions 8654 and 60507 (a)(4)(E).

Estimated Revenue Reduction &
in Mitiions)

DESCRIPTION

This program exempts from the use fuel tax
and diesel fuel tax certain fuel used in a motor
vehicle owned by a county, city, district, or
other political subdivision. The exemption from
the diesel fuel tax is provided in the form of a
reimbursement of the tax paid. The program
applies to fuel used to operate qualifying vehi-
cles over a highway that is constructed and
maintained by the U.S. government, and thatis
within a military installation. If the motor vehi-
cle is operated on one continuous trip both over
such a highway and over a public highway
located outside the military installation, only

the fuel used to operate the vehicle on the pub-
lic highway is subject to the tax.

RATIONALE

' This program provides tax relief to qua]iﬁed

agencies operating motor vehicles on military
bases. The apparent rationale for the program
relates to the fact that the roads on military
bases are not supported by use fuel tax reve-
nwes, This rationale holds that public agencies,
which may have to enter military bases to pro-
vide certain services, should be relieved of the
use fuel tax on the portion of their fuel used on
such roads.
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Exclusion/Exemption:

FUEL FOR OPERATION OF VEHICLES ON
U.S. DEPARTMENT OF AGRICULTURE ROADS

Tax Type:

Authorization:

“Program Characteristics -4

Use Fuel Tax and Diesel Fuel Tax

California Revenue and Taxation Code Sec-
Hons 8653.1 and 60501 (a){(4)(D).

Estimated Revenue Reduction

11997-98

| 1998-99

DESCRIPTION

This program exempts from the use fuel tax
and the diesel fuel tax fuel used to operate a
motor vehicle on any highway thatis under the
jurisdiction of the U.S. Department of Agricul-
ture (USDA). For diesel fuel, the tax exemption
is provided in the form of a reimbursement of
the amount of diesel fuel tax paid. In order to
qualify for the exemption, the user must pay, or
contribute to, the cost of the highway’s mainte-
nance or construction under an agreement with
the USDA.

RATIONALE

This program provides taxrelief to the qualified
users of USDA roads, such as logging roads in
national forests. The underlying rationale for
the program relates to the fact that fuel taxes
primarily fund publicstreets and state highway
construction and maintenance. Since these
funds do not go to improve USDA roads, tax-
ing the portion of fuel used on such roads is
viewed as inappropriate. Limiting the exemp-
tion to individuals who contribute to road
maintenance serves to confine favorable tax
treatment to heavy users of USDA roads, such
aslogging trucks. A tax expenditure exists since
absent the program, fuel consumed for these
purposes would be taxed.
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Sales and Use Tax

Exclusion/Exemption:

FUEL FOR THE U.S. GOVERNMENT

AND ITS INSTRUMENTALITIES

" Program Characteristics

Tax Type: Diesel Fuel Tax.

| Authorization:

California Revenue and Taxation Code Sec-
tions 60100 (5)(e) and 60100 (a)(8).

DESCRIPTION

This program exempts from the diesel fuel tax,
fuel used in wvehicles owned by the
U.S. government, and its agencies and instru-
mentalities. Under the program, fuel is sold by
the retailer to the U.S. government at the con-
sumer price less the 18 cents per gallon diesel
fuel tax incorporated into the price. The retailer
then files a claim for reimbursement of the tax
paid based on the number of gallons sold to the
government consumer.

RATIONALE

The basic rationale for the program is that fed-
eral governmentagencies are engaged in activi-
ties that benefit the public generally, and
should not be subject to local taxation. In addi-
tion, when the diesel fuel tax was established as
separate from the use fuel tax in 1995, an at-
tempt was made to leave unchanged the treat-
ment of fuel consumers. Since U.S. government
consumption was not taxed under the more
direct use fuel tax, this consumption was also
granted an exemption under the diesel fuel tax.
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Other Stat_e Taxes

Special Tax Rafe:

FUEL USED IN PUBLIC TRANSIT VEHICLES

Tax Type: a Motor Vehicle Fuel Tax.

Authorization:
tion 8101.6.,

: Program Characteristics .

California Revenue and Taxation Code Sec-i

| Estimaled Revenue Reduction
1 (in Millions)

DESCRIPTION

This program provides a special motor vehicle
fuel tax rate for motor vehicle fuel used in pro-
pelling qualified passenger-carrying vehicles.
The special rate is provided in the form of a
refund of 6 cents of the 18 cents per galton gen-
eral tax rate. To qualify for the program, the
vehicles involved must be used in transporting
persons for compensation, and mustbe used by
the following;: -

* A transit district, transit authority, or
city owning or operating a transit sys-
tem.

* A private entity providing specified
transportation services.

* Certain passenger stage corporations
subject to the jurisdiction of the Public
Utilittes Commission.

* Any common carrier operating exclu-
sively within the limits of a single city
using a regular route and not subject to
the jurisdiction of the Public Utilities
Commission.

RATIONALE

This program provides a tax incentive to en-
courage the operation and use of qualified pub-
lic transit services, to the extent that fuel excise
taxes ordinarily increase the costs and prices of
such services. The underlying rationale for the
program is to expand the state's reliance on
public transit, thereby reducing traffic conges-
tion and air pollution, and lessening the need
for increased highway vehicle capacity.
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Other State Taxes

Special Tax Rate:

LIQUIFIED PETROLEUM GAS

Program Characleristics

Tax Type: Use Fuel Tax.

Authorization:
tion 8651.5.

Califormia Revenue and Taxation Code Sec-

Estimated Revenue Reduction

In Miliions)

1S

| 1996-97
| 1997-98
11998-99

DESCRIPTION

This program provides a special use fuel tax
rate to purchasers of liquified petroleum gas
(LPG). The special tax rate is 6 cents per gallon
on LPG, compared with the general use fuel tax
rate in 1998 of 18 cents per gallon.

RATIONALE

This program provides a tax incentive for the
use of LPG, rather than gasoline, in order to
encourage the use of alternative fuel sources.
Such alternative fuel sources produce lower
levels of air pollutants.

In addition, the program has been rationalized
on tax equity grounds. Each gailon of LPG has
about 75 percent of the energy content of a gal-
lon of gasoline. At the time that this program
was established and prior to August 1990, the
general use fuel tax rate on gasoline and diesel
fuel was 9 cents per gallon. The 6 cents per gal-
lon rate on LPG (67 percent of the general rate)
thus approximately equalized the tax on LPG

and gasoline in terms of relative energy content
(which determines how far a vehicle can travel
on a gallon of fuel).

COMMENTS

Since 1994, the tax rate on LPG (6 cents per gal-
lon) has been only one-third of the rate of the tax
on gasoline (18 cents per gallon}. As a conse-
quence, the benefit provided by this program is
larger than the amount needed to equalize tax
treatment of LPG with gasoline on the basis of
relative energy content (see above).

The revenue estimate cited above is based on
data from the Board of Equalization (BOE). The
estimates include the revenue effect of the spe-
cial tax rate for liquified natural gas. This is be~
cause the two types of transactions are not re-
ported separately to the BOE. According to the
BOE, however, LPG represents the majority of
sales taking place at the reduced tax rate of at 6
cents per gallon.
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Other Stale Taxes

Special Tax Rate:
ETHANOL AND METHANOL

Use Fuel Tax,

Tax Type:

Authorization:
tion 8651.8

Program Characteristics

California Revenue and Taxation Code Sec-

Estimated Revenue Reduction

(in Mitlions)
iscal ¥
1996-97
i | 1997-98 Minor
1998-99 Minor |-

DESCRIPTION

This program provides what is equivalent to a
partial exemption from the use fuel tax to pur-
chasers of ethanol and methanol. Specifically,
the program provides that the excise tax on
such alcohol fuels shall be one-half the rate im-
posed on gasoline and diesel fuels. In order to
qualify for the program, the fuel cannot contain
more than 15 percent gasoline or diesel fuels
(the remainder of the fuel must be ethanol or
methanol).

RATIONALE

Proponents argue that this program provides a
tax incentive for the use of ethanol and metha-
nol, in order to make the California economy
less dependent on conventional petroleum
products and to reduce the level of air pollu-
tion. Inaddition, the program has beenrational-
ized on tax equity grounds. Each gallon of
methanol or ethanol fuel has about half the

energy content of a gallon of gasoline or diesel
fuel. Thus, this program approximately equal-
izes the tax on alcohol fuels with the tax on die-
sel and gasoline fuels, based on their relative
energy content (which determines how far a
vehicle can travel on a gallon of fuel).

COMMENTS

Unlike the special tax rates for liquified petro-
leum gases, liquified natural gas, and com-
pressed natural gas, the special tax rate for
alcohol 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). Conse-
quently, the tax on alcohol fuels maintains its
approximate energy equivalence with the tax
on gasoline and diesel fuels regardless of
changes in the excise tax rate for gasoline and
diesel fuels. The amount of revenue loss per
gallon of alcohol fuel due to this program
grows, however, as the tax rate on gasoline and
diesel fuel increases.
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Other State Taxes

Special Tax Rate:
NATURAL GAS

Tax Type: Use Fuel Tax,

Authorizatian:r
tion 8651.6.

Program Characteristics .

California Revenue and Taxation Code Sec-

Estimated Revenue Reduction

11996-97
| 1997.08

1 1998-99

DESCRIPTION

This program provides what amounts to a spe-
clal use fuel tax rate to purchasers of com-
pressed natural gas (CING) or liquified natural
gas (LING). The reduced tax rate is 7 cents per
100 cubic feet of CNG and 6 cents per gallon of
LNG, compared with the general use fuel tax
rate of 18 cents per gallon in 1998.

RATIONALE

This program provides a tax incentive for the
use of natural gas rather than gasoline in motor
vehicles. The program’s rationale is to encour-
age the use of alternative fuel sources, in order
to make the California economy less dependent
on conventional petroleum products and to
reduce air pollution.

COMMENTS

The energy content of a gallon of LNG or of 100
cubic feet of CNG is similar to that of a gallon of
gasoline, so that this program cannot be ratio-
nalized on the grounds of equalizing tax treat-
ment on the basis of relative energy content, as,
can the preceding two programs.

The estimated revenue loss cited above is based
on data from the Board of Equalization (BOE).
The estimate includes only the revenueloss due
to the lower rate on CNG. The revenue loss on
LNG is included in the estimate for liquified
petroleum gas (LPG) (see the program entitled
"Liquified Petroleum Gas"). This is because the
LNG and LPG transactions are not reported
separately to the BOE.
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Other State Taxes

Special Tax Rate:
FLAT TAX RATE FOR LIQUIFIED PETROLEUM GAS

AND NATURAL GAS FUELS

‘Program Characteristics

Use Fuel Tax.

Authorization:
fion 8651.7.

California Revenue and Taxation Code Sec-

Estimated Revenue Reduction
| {In Millions)

1996-97 NA
1997-98 NA

1998-99 NA |-

DESCRIPTION

This program allows the owner or operator of
a vehicle fueled by liquified petroleum gas
(LPG), liquified natural gas (LNG), or com-
pressed natural gas (CNG) (except an interstate
user) to pay the use fuel tax at an annual flat
rate based on the weight of the vehicle, as op-
posed to a per gallon rate. The flat rate varies
from $36 for passenger cars and any other vehi-
cles weighing 4,000 pounds or less, to a maxi-
mum of $168 for vehicles weighing 12,001
pounds or more.,

The total amount of tax generated by these flat
rates is approximately equivalent to the total
amount 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 at an average fuel efficiency
of 20 miles per gallon.

For these typical assumptions, the flat-rate tax
provides what amounts to a partial exemption
from taxation to the same extent as is provided
by the special per gallon rates for these fuels.
The value of the benefit provided by the flat

rate tax relative to the value of the benefit from
the special per gallon rate, would be greater for
vehicles that use more fuel each year than the
typical vehicles on which the flat rates are
based.

RATIONALE

This program has the same basic rationales as
the special tax rates discussed in the immedi-
ately preceding reviews—namely, encouraging
the use of alternative fuels, and reducing air
pollution. It also serves to equalize taxation
with gasoline on an energy-content basis. The
program's tax savings and simplified reporting
procedures also provide an incentive for tax-
payers to convert engines to these alternative
fuel sources. Furthermore, the program simpli-
fies the administration of the use fuel tax.

COMMENTS

The tax rates under this program have been
unchanged inrecent years, whereas the general
tax rate on gasoline and diesel fuels has in-
creased. Therefore, the revenue loss per vehicle
under this program has increased in a manner
similar to the revenue losses from the spedial
per gallon (or per 100 cubic feet) rates on LPG,
LNG, and CNG.
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Other State Taxes

Special Tax Rate:

EMPLOYEE PENSION AND PROFIT SHARING PLANS

Program Characteristics

Insurance Tax.

! Téx_ Type: ‘

Authorization:
tion 12202.

Caiifbmr’a ﬁevenue and Taxation Code Sec-

Estimated Revenue Reduction i

| 1997-98
| 1998-99

DESCRIPTION

This program provides a reduced insurance tax
rate for employee pension and profit sharing
plans. The state’s taxes on life insurance, dis-
ability insurance, and annuity contracts ordi-
narily are imposed on dollars of gross premi-
ums written at a rate of 2.35 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, to the extent that the
reduced taxes are reflected in lower insurance
premium costs. Theunderlying rationale for the
program is to encourage employers to provide
insurance coverage under such plans by lower-
ing the cost of the premiums they are charged.
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Other State Taxes

Exclusion/Exemption:

FRATERNAL BENEFIT SOCIETIES

Tax Type: Insurance Tax.

Authorization:

Program Characteristics .

California Insurance Code Section 10593.

Estimated Revenue Reduction
(in Millions)

1996-97
1997-98
1898-99

DESCRIPTION

This program exempts from the gross premi-
ums insurance tax any insurance issued by a
fraternal benefit society. Fraternal benefit societ-
ies include organizations such as Elks and
Knights of Columbus.

RATIONALE

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 insurance premiums. The
rationale for this program is that fraternal bene-
fit societies are charitable and benevolent insti-
tutions engaged in improving social welfare
and, as such, they and their members are de-
serving of public financial support.
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4 PROPERTY TAXES—OVERVIEW

This section provides information on tax
expenditure programs {TEPs) that affect the
property tax levies on real property and tan-
gible personal property throughout the state.
Virtually all property tax revenues are dis-
tributed among the various local government
jurisdictions within the county in which the
property is located. The property tax is
largely administered by local assessors in
each of the 58 counties. The Board of Equal-
ization (BOE) provides oversight, is responsi-
ble for certain administrative functions, and
assesses specific categories of properties.

GENERAL PROPERTY TAXES

Undike most other state and local revenue
sources, the property tax is a tax on “stock”
{or point-in-time value) rather than on “flow”
(such as an income flow under the PIT and
BCT). Property taxes are levied on the owners
of property and are based on the dollar value
of the property at a particular point in time.
For this reason, the property tax is sometimes
referred to as an “ad valorem” (or “according
to value”) tax. The property tax applies to all
classes of property—residential, commercial,
industrial, agricultural, open space, timber-
land, and vacant land. The characteristics of
the property tax, as well as certain adminis-
trative issues associated with it, are discussed
below.

Tax Base. The property tax base consists
of real property, as well as certain types of
tangible personal property. Real property in-
cludes land, permanently attached improve-
ments (such as buildings and other struc-

tures), permanent fixtures (such as installed
equipment and machinery), mineral rights, -
most mobilehomes, and real property located
on tax-exempt land. Personal property sub-
ject to the property tax includes equipment,
portable machinery, office furniture, vessels,
and aircraft.

As the following descriptions of property
tax expenditure programs illustrate, many
types of property are exempt from the prop-
erty tax, due to a variety of reasons. For ex-
ample, federal government property is not
taxable under federal law. Property owned
by other governments or charitable organiza-
tions is not generally subject to the tax, noris
household personal property, automobiles
and trucks (although vehicles are subject to
an “in-lien” license fee), stocks and bonds,
and business inventories. Based on the vari-
ous exemptions to the property tax, it should
not be viewed as a broad-based wealth tax,
but rather as a levy on specific types of real
and tangible personal property.

Assessment Procedures. The assessment
of most property, including personal resi-
dences, office buildings, and personal prop-
erty, is done locally by county assessors.

Certain types of properties are assessed
by thestate, since they typically involve activ-
ities which cross county boundaries and have
value only in combination with their related
properties. These properties assessed by the
state include utility and railroad property,
pipelires, flumes, canals, ditches, and aqueducts.
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Property Taxes—Qverview

Prior to the adoption of Proposition 13 in
June 1978, properties were assessed based on
market standards. Using one or a combination
of several methodologies, a determination
was made as to what the property was cur-
rently worth on the open market—that is, its
“fair market value.” The process of property
assessment changed dramatically as a result
of Proposition 13's mandated constitutional
changes. For locally assessed real property,
the state changed from an assessment system
based on market value to one based on acquisi-
tion value. The most important aspects of the
current approach are as follows:

* Property is assessed at an amount
equal to fair market value, based on
the acquisition cost of the property.

* The acquisition-based, fair market
value is allowed to increase by the
rate of inflation (but not to exceed
2 percent per year), or decline based
on a lower market value.

* Upon resale, the property is reas-
sessed based on the new acquisition
cost. New consfruction, including ad-
ditions to existing property, is also
subject to assessment based on acqui-
sition or construction cost.

* Particular types of construction—such
as reconstruction after a disaster, cer-
tain transfers of property, and specific
new purchases—donot trigger a reas-
sessment.

Most properties are assessed annually on
January 1 (the lien date). For properties that
change ownership during the calendar year,
the supplemental roll is the mechanism used
to record the change in assessment immedi-
ately. Through the supplemental roll, thenew
owrer pays a prorated tax to reflect the new
assessment for the remainder of the year.

Property other than locally assessed real
property continues to be assessed based on
market standards that were used for all prop-
erty prior to the adoption of Proposition 13.
This approach applies to both locally assessed

personal property and state assessed property.
For locally assessed personal property, the
county assessor has the responsibility for de-
termining fair market value. For state as-
sessed property, this assessment responsibil-
ity falls upon the BOE. No single appraisal
method is used in establishing fair market
value; rather, itis dependent upon the type of
property, the purpose for which it is used,
and its ‘particular market characteristics.
Common approaches to property valuation
include: purchase price, adjusted sales price
of comparable properties, replacement cost,
and discounted value of a property’s income
stream.

Tax Rate. As a result of Proposition 13,
the basic county-wide property tax rate is
constitutionally limited to 1 percent of as-
sessed value, although lower rates are per-
mitted. Additional levies are possible for the
payment of voter approved general obliga-
tion debt or for the funding of employee re-
tirement plans adopted prior to July 1, 1978:

Property tax rates can vary within a
county due to variation in the debt rates that
are levied by local governmental jurisdic-
tions. For 1997-98, average county-wide tax
rates ranged from 1 percent (for those coun-
ties with no add-onrate), to 1.189 percent (for
the City and County of San Francisco). The
state average of county-wide rates for 1997-98
was 1.067 percent. The revenue reduction
estimates shown in the following individual
TEP reviews are based on the 1 percent tax
rate,

Tax Levy. The property tax levy is calcu-
lated by taking the taxable assessed value and
multiplying it by the property tax rate. The
growth rate in the taxable assessed value (net

- of exemptions) was 3.3 percent from 1996-97

through 1997-98, while the change in the total
levy for the same period was slightly higher
at 3.7 percent. This discrepancy was caused
by a slight increase in the average tax rate,
due to increased debt assessments. The prop-
erty tax annually raises more than $20 billion.
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Allocation of Revenues, Property tax rev-
enues are allocated among the various local
governument jurisdictions within the county
based on a formula determined by the Legis-
lature. The allocation formula is based largely
on the distribution of property tax revenues
which existed just prior to the adoption of
Proposition 13. For state assessed properties,
the allocation of property tax revenues
among counties is prorated based on the loca-
tion of the property.

Due to the change in assessment proce-
dures and the limitation on the property tax
rate, property tax revenues underwent a dra-
matic decline after Proposition 13 was ap-
proved in 1978. With the reduction in reve-
nues, property tax revenue allocation among
local governments has been adjusted on a
number of occasions by legislation since
Proposition 13 was adopted. In addition, the
allocation of property tax revenues varies
among counties. On a statewide basis, how-
ever, cities currently receive an average of
11 percent of total property tax revenues,
counties approximately 19 percent, school
districts 52 percent, and other local entities
18 percent.

IN-LIEU PROPERTY TAXES

A number of types of property are exempt
from the property tax and are instead subject
to an alternative tax. The revenues from these
in-lieu property taxes are either returned to
local goverrunents or retained by the state.

Private Railroad Car Tax. Owners of pri-
vate railroad cars must pay the private rail-
road car tax on cars operated in California.
Under the federal Railroad Revitalization and
Regulatory Reform Act (4-R Act) adopted in
1976, states are prohibited from taxing rail-
road property more than other commercial
and industrial property. Since railroad prop-
erty is assessed annually based on fair market

value, while commercial and industrial prop-
erty is assessed based on acquisition value,
California modifies its assessment of railroad
cars using an adjustment ratio in order to
comply with 4-R. For 1997-98, BOE applied
an assessment ratio of 86.69. Revenues gener-
ated by the Private Railroad Car Tax are de-
posited in the state’s General Fund. Total
taxes billed in 1997-98 were $6.2 million.

Timber Yield Tax. Forest trees on private
and public lands are subject to a severance
tax at the time of their harvest, based on a tax
rate which is determined periodically by the
BOE. Since 1982, the tax rate has been
2.9 percent of the harvest value. Timber har-
vest volume from California lands has de-
creased in the recent past, declining from
approximately 4.5 billionboard feetin 1983 to
approximately 2.4 billion board feet in 1996.
Revenues are allocated to the counties where
the timber is harvested, and totaled
$26.7 million in calendar year 1996.

Racehorses. Qualifying racehorses are
exempt from being taxed as personal prop-
erty and instead are taxed based on their ac-
tivities and earnings. This tax is administered
by the counties, and revenues are treated in
the same manner as general property taxes.
The taxes are remitted to the assessor of the
county in which the horses are quartered.

Vehicle License Fee (VLF). The VLF is an
annual fee on the ownership of a registered
vehicle in California, levied in place of taxing
vehicles as personal property. Beginning Jan-
uary 1, 1999 (as part of a tax relief package
enacted in 1998), the fee was lowered by
25 percent, bringing the tax rate to 1.5 percent
of the estimated current value of the vehicle.
All VLF revenues, as well as replacement
revenues to account for therate reduction, are
distributed to cities and counties. The VLF
raised about $4 billiont in 1997-98.
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Property Tax

Exemption (Assessment):

HOMEOWNERS’ EXEMPTION

Program Characteristics .
Real Property Tax.

Authorization:

California State Constitution, Article Xi,
Section 3(k), and California Revenue and
Taxation Code Section 218.

Estimated Revenue Reduction

DESCRIPTION

This program provides homeowners a partial
exemption from the property tax. The exemp-
tion, equivalent to $7,000 of the property’s
assessed value, is applicable only to a tax-
payer’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 tax bills.
The rationale for the program is that it en-

courages homeownership, and that increased
homeownership results in higher levels of
economic activity and promotes stability in
individual neighborhoods and society gener-
ally.

The passage of Proposition 13 in 1978 pro-
vided major tax relief to all property own-
ers—including homeowners. By fixing the
basic property tax rate at 1 percent, Proposi-
tion 13 also had the effect of setting the level
of tax relief provided by the homeowners’
exempton at about $70 annually.
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Property Tax

Exemption (Assessment):

HOUSEHOLD FURNISHINGS

Authorizatioh:

Taxation Code Section 224.

Program Characteristics ) Estimated Revenue Reduction

" Personal Properly Tax,

California State Constitution, Article Xiff,
Section 3(m), and California Revenue and

DESCRIPTION

This program exempts from the property tax
all personal property owned by individuals,
including household furnishings and pets.
This exemption does not apply to aircraft,
vehicles, or boats, or to personal property
held and used in connection with a trade,
profession, or business.

RATIONALE

This program provides tax relief to indi-
viduals by eliminating the tax on their quali-
fying personal property. The underlying ra-
tionale for the program is to simplify admin- .
istration of the property tax. The identifica-
tion and valuation of household items are
difficult and often subjective tasks. Moreover,
the value of many household property items
is so low that the annual tax revenues attrib-
utable to them would not offset the costs of
collecting these taxes.
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Property Tax

Exemption (Reassessment):

TRANSFERS BETWEEN SPOUSES

Program Characteristics -

Tax Type: Real Property Tax.

Authorization:

California State Constitution, Article X1l A
Section 2(g), and California Revenue and [ | 1996-97
Taxation Code Section 63. ;

1997-98
1998-99

DESCRIPTION

This program exempts from reappraisal any
property transferred between spouses. This
exemption includes property transferred be-
tween spouses after: (1) a property settle-
ment, (2) a decree of dissolution of a marriage
or legal separation, 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 as-
cribed 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 qualifying property.

RATIONALE

This program was added by Proposition 58 in
the November 1986 statewide general elec-
tion. The rationale for the program is that a
reappraisal should not be triggered when
property is transferred to a spouse upon
death of the other spouse, or upon dissolu-
Hon of a marriage.
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Property Tax

Exemption (Ff‘eassessment)

TRANSFERS BETWEEN FAMILY MEMBERS

- Program Characteristics

Real Property Tax.

uthorization:

California State Constitution, Article XIll A,
Section 2(h), and California Revenue and
Taxation Code Section 63.1.

Estimated Revenue R_eductioh
{ (In Millions)

11996-97
lid 1997-98
| 1998-99

DESCRIPTION

This program exempts from reappraisal a
property holder’s principal residence, and up
to $1 million in other real property, when the
property is transferred between (1) parents
and children, or (2) grandparents and grand-
children, provided that both parents of the
grandchildren are deceased. This exemption
fromreappraisal provides that the transferred
property retains the taxable value that it held
prior to the transfer. Since the property
would otherwise be reappraised at its current
market value (which is generally higher than
its taxable value) following the transfer, this
program reduces the tax assessment on the
specified property.

RATIONALE

This program provides tax relief to property
owners by allowing parents and grandpar-
ents to transfer the family house and other
property to their children or grandchildren

without property tax consequences. Propo-
nents of the program argue that transfers
within the family deserve special treatmentin
order to preserve family homes, businesses,
and farms.

COMMENTS

This program was added by Proposition 58 in
the November 1986 statewide general elec-
tion, and expanded (to include transfers by
grandparents) by Proposition 193 in the
March 1996 statewide primary election. This
program provides a substantial reduction in
property taxes for children or grandchildren
who inherit {(or otherwise receive) homes,
farms, and other real property from their
parents or grandparents if the property has
been held for several years or more. In these
cases, the property’s assessed value may be
significantly less than its current market
value. There is no income limitation or other
“needs test” for participants in this program.
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Properiy Tax

Exemption (Reassessment):
REPLACEMENT HOUSING

PURCHASED BY SENIOR CITIZENS

Real Property Tax.

California State Constitution, Article Xill A,
Section 2(a}, and California Revenue and
Taxation Code Section 69.5.

Estimated Revénue Reduction
{In Millions)

1996-97
1997-98
1998-99

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 residence’s assessed value to the new
residence, provided that the replacement resi-
dence is within the same county as the origi-
nal residence. In addition, this program al-
lows 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 intercounty
transfers of assessed value for elderly home-
owners. A homeowner may benefit from this
program only once.

RATIONALE

This program provides tax relief to taxpayers
55 years of age or older who sell their princi-
pal dwelling and then buy or build a replace-
ment home. It does so by preventing the reas-
sessment of the replacement home at its cuzr-
rent market value. This results in a property
tax savings to the extent that the market
value of the replacement home is greater than

the assessed value of the original home. The

rationale for this program is thatit removes a
disincentive for senior citizens who nolonger
need family-sized dwellings or dwellings
located near schools or places of employment
to move to more suitable homes, thereby in-
creasing the availability of suitable housing
for younger families.

COMMENTS

This program is available to all persons age 55
and older, regardless of income or wealth
status. For many seniors, a much more signif-
icant impediment to moving in past years
was state and federal income tax treatment of
capital gains on such home sales. This imped-
iment has largely been eliminated by recent
law changes. ‘

This program was originally established
when voters approved Proposition 60 at the
November 1986 statewide general election. It
applied, however, only to moves within a
county. The approval of Proposition 90 at the
November 1988 statewide general election
authorized the Legislature to expand the pro-
gram fo allow counties to make this program
available to seniors moving in from another
county. ‘
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Property Tax

Exemption (Reassessment):

TRANSFERS WITHIN A JOINT-TENANCY AGREEMENT

Pragram Characleristics

'Real Property Tax. .'

uthorization: Ca!ifornia'ﬁevenue and Taxation Code
' Section 65.

Estimated Revenue Reduction
(In Mitlions) '

DESCRIPTION

This program exempts from reassessment any
transfer of property among members of a
specified joint-tenancy agreement. In order
for the program to apply, the original trans-
feror(s) of the property, or their spouses,
. must remain members of the joint tenancy
after the transfer. When an original transferor
leaves the joint tenancy, the property must be
reassessed unless it vests to a remaining orig-
inal transferor. If a joint tenant other than the
original transferor leaves the joint tenancy,
there is no reassessment if that tenant’s share
of the property is either transferred to an

original transferor, or is distributed among all
remaining joint tenants.

RATIONALE

This program provides tax relief to jndivi&:iu?
als by reducing the tax liability on property
which has been transferred within . a
joint-tenancy agreement. The underlying ra-
tionale for the program is that joint-tenancy
agreements essentially represent a sin-
gle-ownership covenant, and that redistribu-
tions of property within the agreement, there-
fore, should not result in an increased tax
liability.
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Property Tax

Exemption (Reassessment):

MoBILEHOME PARK PROPERTY |
TRANSFERS TO TENANT COOPERATIVES

Program Characteristics

Tax Type: - Real Proben‘y Tax,

| Authorization:
Sections 62.1 and 62.2.

California Revenue and Taxation Code

Estimated Revenue Reduction
(in Mitlions)

1996-97
1997-98
998

DESCRIPTION

This program exempts from reappraisal any
mobilehome park property which is trans-
ferred to a qualified corporation formed by
the tenants of the mobilehome park for the
purpose of purchasing the park. To qualify
for the exemption, within 270 days of the ini-
tial transfer, atleast 51 percent of the corpora-
tion’s stock must be owned by tenants previ-
ously 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
program’sunderlying rationale is to promote
home ownership among mobilehome resi-
dents, many of whom are lower-income or
elderly individuals.

COMMENTS

Chapter 139, Stalutes of 1998 (AB 2384,
Aguiar) extends this exemption indefinitely.
It was previously scheduled to sunset Janu-
ary 1, 2000.
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Property Tax

Exemption (Assessment):
BUSINESS INVENTORIES

Pragram Characteristics

Tax Type: o Persbnal Property Tax.

Authorization: . Calffornia Revenue and Taxation Code
‘ " Section 219.

Estimated Revenue Reduction
(in Miltions) " v "

1996-97 $1,600
1997-98 1,760
1998-99 1,940

DESCRIPTION -

This program exempts personal property
held as inventory by businesses from the

property tax.

RATIONALE

This program provides tax relief to busi-
nesses that maintain inventories of products
for sale in the course of doing business. The
rationale for the program is that the applica-
tion of the property tax to inventories causes
extensive administrative problems for retail-
ers and distributors, and may result in the
loss of economic activity as businesses take
actions to avoid the tax. To the extent that
imposing the property tax on inventories
would lead businesses to decrease their in-

ventories or locate warehouses outside the
state, another rationale for the program is to
removea “disincentive” to efficient inventory
management, as well as encouraging inven-
tory-related economic activity 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.

This exemption encompasses a prior exemp-
tion for blood and human body parts held for
medical purposes (California Revenue and
Taxation Code Section 33).
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Propgrty Tax

Exemption (Assessment);
FINANCIAL ASSETS

Personal Property Tax.

Tax Type:

Authorization:
Section 212,

Program Characteristics - =

California Revenue and Taxation Code

{In Millions)

DESCRIPTION

This program exempts from the property tax
intangible personal property used by busi-
nesses—such as notes, debentures, capital
stock, solvent credits, and mortgages. In ad-
dition, the program exempts money kept at
hand which is used in the regular course of
business. In the absence of this exemption,
such assets would be considered as business
personal property and be taxed as such.
Bonds issued by the state or a local govern-
ment are exempt from the property tax under
this exemption as well as a more specific ex-
emption (California State Constitution, Arti-
cle XIII, Section 3{c], and California Revenue
and Taxation Code Section 208).

RATIONALE

This program provides tax relief to busi-
nesses that own various intangible financial
assets and money keptonhand. According to
the Board of Equalization, the rationale for
the program is that difficulties in administer-
ing the tax on such assets lead to unequat
treatment of taxpayers. This is because finan-
cial 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 toavoid such administrative difficulties
and inequities.
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Properily Tax

Exemption (Assessment):

BUSINESS RECORDS_

Program Characteristics

Tax Type: - Personal Property Tax.

Authbrization:
Section 997.

California Revenue and Taxation Code

(In Millions)

1996-97
1997-38
1998-39

DESCRIPTION

This program exempts from the property tax
business and professional records. The ex-
emption applies to written documents and
photographic reproductions, recorded data,
research notes, calculations, and indices.
However, the value of the media on which
the records are stored (such as computer
tape) 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 busi-
ness.

RATIONALE

This program provides tax relief to persons
engaged in a business or profession. The un-
derlying rationale for the program is to sim-
plify tax administration. The assessment of
business records is a difficult and often sub-
jective task. In most cases, moreover, these
records have no value apart from that to the
business itself. There are exceptions, how-
ever, such as the records of property transfers
found in a title 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 so
low that the annual property tax revenues
attributable to them would not offset the
costs of assessing and collecting these taxes.
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Property Tax

Exemption (Reassessment):

TRANSFERS OF INTERESTS IN

CORPORATE OR PARTNERSHIP PROPERTY

Program Characteristics

| Tax Type: Real Property Tax.

| Authorization:

Section 64.

California Revenue and Taxation Code

DESCRIPTION

This program exempts from reappraisal prop-
erty owned by a legal entity (such as a corpo-
ration or partnership) and transferred pursu-
ant to a corporate reorganization, or when
50 percent or less of the ownership interest in
the entity is transferred (providing that control
over the entity is not transferred). This exemp-
tion from reappraisal generally allows the
transferred property to retain the assessed
value ascribed to it prior to the transfer. In the
absence of this exemption, the property’s as-
sessed value would be increased to reflect its
current market value pursuant to the
change-of-ownership provisions of Proposi-
tion 13.

RATIONALE

This program provides tax relief to the own-
ers of corporations, partnerships, and other
legal entities owning real property in Califor-
nia. The rationale for exempting from reap-
praisal the transfer of property pursuant to a
corporate reorganization is that no real frans-
fer of property has taken place. In the case of
exempting transfers of 50 percent or less of an
entity, program proponents argue that major-
ity interest determines control, and that a

transfer of a noncontrolling interest is not a
substantive change of ownership. -

COMMENTS

This program results from the necessity of
defining the term “change in ownership” for
properties owned by corporations, partner-
ships and other legal entities with multiple
ownership. It seems reasonable that Proposi-
tion 13 did not intend to trigger change-in-
ownership reassessments whenever a few
shares of a large corporation are traded. The
same corporation continues to own the prop-
erty and there is no change in the control or
use of the property due to a 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 determined that the appro-
priate definition of a change in ownership for
these properties is a change in the controlling
ownership of the legal entity holding title.

Property transfers among farm credit institu-
tions due to reorganizations under federal
law were included in this program by Chap-
ter 560, Statutes of 1988 (SB 369, Garamendi).
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Property Tax

Exemption (Reassessment):

TRANSFERS TO EMPLOYEE BENEFIT PLANS

Real Properiy Tax.

Authorization:
Seaclion 66.

Program Characteristics

California Revenue and Taxalion Code

Estimated Revenue Reduction

1996-97
1997-98
1998-99

DESCRIPTION

This programexempts from reappraisal prop-
erty transferred to an employee benefit plan.
Transfers of property that are exempt under
this program include: (1) the vesting of a par-
ticipant’s or beneficiary’s interest in an em-
ployee benefit plan, (2) any contribution of
real property to an employee benefit plan,
and (3) any acquisition by an employee bene-
fit plan of the stock of the employer’s corpo-
ration for the purpose of control. An em-
ployee benefit plan is defined for the pur-
poses of this program as either an employee
pension plan, or as a plan or fund which pro-
vides employee welfare benefits (such as
medical or hospital care, disability or unem-
ploymentbenefits, daycare, job-related train-
ing, or legal services).

This exemption from reappraisal permits the
property to retain the assessed value ascribed
to it prior to the transfer. Because the as-
sessed 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 to improve the funding of, and the beén--
efits provided by, their employee benefit
plans. To the extent that the lower property
tax liability promotes use of a greater variety
of financing mechanisms for plans, the pro-
gram may lead employers to contribute more
to the plans and, hence, provide improved
benefits to their employees.

Inaddition, 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 a company in
order to prevent a corporate takeover.

One rationale underlying this program is to
encourage employee participation in, and
ownership of, businesses in the State of California.
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Property Tax

Exemption (Assessment):
COMPUTER PROGRAMS

Program Characteristics

Tax Type: Personal Property Tax.

Authorization: /
Section 995.

California Revenue and Taxation Code

(in Millions)

1996-97
1997-98
1998-99

DESCRIPTION

This program exempts from the property tax
all computer programs, except basic opera-
tional (including control) programs. The stor-
age media for the programs are, however,
taxable. Such storage media are defined un-
der 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
rationale for the programis to stimulate tech-
nological innovation in California by promot-
ing the development and use of computers.
The program’s proponents also argue that the
taxation of computer programs would be
detrimental to the computer science indusiry

because it would discourage the use of com-
puter programs by other California indus-
tries. In addition, proponents argue that the
valuation of custom software is a highly sub-
jective and potentially arbitrary process.

COMMENTS

Custom computer programs also are exempt
from the sales and use tax under California
Revenue and Taxation Code Section 6010.5.

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 2 main-
frame or personal computer installation, so
that this exemption probably resultsin a rev-
enue loss of more than $100 million annually.
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Property Tax

Exemption (Assessment):
MOTION PICTURES

l Tax Type: " Personal Property Tax.

Authorization:
o Section 888.

- Program Characleristics =~

California Revenue and Taxation Code

Estimated Revenue Reduction
{int Millions)

1996-97
1997-98
1998-99

DESCRIPTION

This program provides that the value of mo-
tion pictures for property tax purposes is the
full value of the tangible materials upon which
the motion picture is recorded. As such, this
program exempts intangible rights, such as
the copyright, or right to reproduce, copy,
and exhibit the motion picture, as well as the
value added to the motion picture in the pro-
duction process.

RATIONALE

This program provides an incentive for the
motion picture industry to locate in Califor-
nia by reducing the operating costs associated
with doing business in the state. According to
program proponents, many motion picture

companies have migrated to other states. This
program is rationalized on the grounds that
a healthy motion picture industry is impor-
tant to the economic health of California.

COMMENTS

Intangible property, such as a copyright, -
never is taxable in and of itself because the
property tax is levied only on real property or
tangible personal property. However, the
couris have ruled that, in valuing tangible
property, assessors may take into consider-
ation earnings from intangible rights that are
associated with that property (Michael Tedd
Co. v. Los Angeles County, 57 Cal. 2nd 684, and
ITT World Communications v. Santa Clara
County, 101 Cal. App. 3d 246).
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Property Tax

Exemption (Assessment):

HAND TOOLS

Program Characleristics .

Personal Property Tax.

Authorization: - California Revenue and Taxation dee Sec-
‘ tion 241.

Estimated Revenue Reductio

DESCRIPTION

This program exempts from taxation the first
$20,000 in personal property that consists of
hand tools owned and supplied by an em-
ployee that are required as a condition of em-
ployment, such as for some mechanics or con-
struction workers. Hand tools consist of
hand-held implements and equipment (in-
chuding hand-held power tools) which may
be transported to and from the workplace,

and which are necessary for the ordinary and
regular performance of the employee’s work.

RATIONALE

These hand tools would be exempt if owned
for personal use. In addition, as small objects,
they would be difficult to assess accurately:
As a result, this exemption helps to provide
administrative simplicity to the property tax
system.
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Properiy Tax

Exemption (Assessment):

RETURNABLE CONTAINERS FOR

SOFT DRINK BEVERAGES

Personal Property Tax.

Authorization: 7
Seclion 996.

_ Program Characteristics Estimated Revenue Reduction
- I Millions)

California Revenue and Taxation Code

1996-97

DESCRIPTION

This program exempts from the property tax
returnable beverage containers held on the
property tax lien date by persons who are
under a legally enforceable duty to return the
containers for reuse. The program also ex-
empts from taxation 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 posses-
sion of bottling companies on the lien date.

Proponents of this program defend its provi-
sions on equity grounds. They argue that re-
tailers should not be responsible for taxes on
containers to which they do not hold title.
They likewise argue that the bottling com-
pany should not bear the tax liability for bot-
tles 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 as-
sessed bottling companies for 4! of the con-
tainers they owned, including those held by
retailers and consumers. Industry members
complained, 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 codifies the relief granted
to bottlers by the courts, and extends the re-
lief to the retailers handling the bottles.

COMMENTS

Nonbusiness consumers of soft drinks gener-
ally are exempt from taxation of beverage
containers under the constitutional exemp-
tion for household fumishings and personal
effects.

Nonreturnable containers are business inven-
tory and are exempt from property taxation
under California Revenue and Taxation Code
Section 219.
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Property Tax

Exemption (Assessment):

STATE AND LocAL GOVERNMENTS

Program Characteristics

202(a)(4).

Real and Personal Properly Tax.

California Sfate Constitution, Article X,
Sections 3(a) and 3(b), and California
Revenue and Taxatfon Code Section

Estimated Revenue Reduction
{in Millions) '

1996-97
1997-898
1998-89

DESCRIPTION

This program exempts from the property tax
real property owned by the state or a local
government (including special districts).
Property owned by a city or county, but lo-
cated outside of its boundaries, may be tax-
able, however, under Article XIII, Section 11
of the California Constitution. Property
owned by the State Compensation Insurance
Fund (SCIF) does not qualify for this exemp-
tion.

RATIONALE

In the absence of this exemption, local gov-
ernments would be required, in essence, to
pay property taxes to themselves. In addition,
the exemption avoids situations when one
level of government assesses the property of
another level of government.

COMMENTS

Special provisions apply to the tax treatment
of possessory interests, extraterritorial prop-
erty, and property owned by the SCIF.

Possessory Interests. Use of tax-exempt gov-
ernment property for a private purpose gen-
erally results in a taxable possessory interest.
For example, a lessee would have a taxable
possessory interest for leased space that is

used for a shop or public restaurantin a gov-
ernment building, and would be required to
pay property taxes based upon the value of
the possessory interest.

Extraterritorial Property. Any property (in-
cluding water rights) located in Inyo or Mono
counties and owned by a local government
outside those counties is taxable if it was as-
sessed in 1966 (for Inyo County) or 1967 (for
Mono County). This provision primarily ap-
plies to property owned by the Los Angeles
City Department of Water and Power in the
Owens Valley. In other counties, real prop-
erty located outside the boundaries of the
owning local government is taxable if it was
taxable when acquired by the local govemn-
ment or, for new construction, if it replaces a
previously taxable improvement. Special for-
mulas apply to the assessment of these prop-
erties.

State Compensation Insurance Fund. The
SCIFis asemi-independent nonprofit agency,
which was created by the state in 1919. The
SCIF provides workers’ compensation insur-
ance tolocal publicagencies, 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 outof
its premiwm structure. The SCIF maintains a
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headquarters office building in San Francisco
and has district offices statewide. The exclu-
sion of the SCIF from the general exemption
appears to reflect 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 insur-
ance providers.
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Property Tax

Exemption (Assessment):

LEASES BY A NONPROFIT CORPORATION

To A GOVERNMENT

Program Characteristics

Real Property Tax.

Authorization:
Saction 231.

California Revenue and Taxation Code

Estimated Revenue Reduction

DESCRIPTION

This program exempts from the property tax
real property which is owned by a nonprofit
corporation and leased to a government en-
tity. The property must be used exclusively
by the government for specified governmen-
tal purposes, and must be located within the
boundary of the leasing government. The
lease arrangementalso must ultimately trans-
fer ownership of the property to the govern-
ment. Property leased by the State Compen-
sation Insurance Fund does not qualify for
this program.

RATIONALE

This program essentially extends the prop-
erty taxexemption generally available to gov-
ernment-owned property, to property owned
by nonprofit corporations that governments
have created as capital-outlay financing vehi-
cles. For example, a government may create a

“dummy” nonprofit corporation to issue tax-
exempt securities to finance acquisition of a
capital facility which the government entity
then lease-purchases. The underlying ratio-
nale for the program is that such nonprofit
corporations are, for all practical purposes, an
“arm” of the government. Therefore, these
corporations should share the tax-exempt
status granted to regular governmententities.

COMMENTS

Technically, this program is based on the ex-
emption granted for charitable property in
the California Constitution. Nonprofit corpo-
rations are deemed to be charities operating
for the benefit of general governmental pur-
poses.

Chapter 489, Statutes of 1990 (SB 2309,
Greene), expanded this program to include
golf courses leased to governmental entities.
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Property Tax

Exemption (Assessment):

VOLUNTEER FIRE DEPARTMENTS

Program Characteristics

| Tax Type:

Authdriza tion:

Real and Personal Property Tax.

California State Constitution, Article XiHl, S
Seclion 4(b), and California Revenue and 1996-97
Taxation Code Section 213.7. -

Estimated Revenue Reduction:

1997-98
1998-99

DESCRIPTION

This program exempts from the property tax
real property which is both owned by a vol-
unteer fire department and used exclusively
for the department’s purposes. For property
to qualify, the fire department must have
official recognition and at least partial finan-
cial support from a local government agency
in whose jurisdiction the department is lo-
cated. 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 California
Constitution. '

RATIONALE

This program provides tax relief to volunteer
fire departments. The underlying rationale
for the program is that volunteer fire depart-
ments render government-like services to the

public.
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Property Tax

Special Assessment:

RESTRICTED HISTORICAL PROPERTY

Program Characleristics

Real and Pefs;bnal Property Tax.

439.4.

California State Constitution, Article XHI,
Section 8, and Calffornia Revenue and
Taxation Code Sections 439 through

Estimated Revenue Reduction
{In Millions) ' '

DESCRIPTION

This program provides a partial exemption
for restricted historical property. Eligible
properties 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 auto-
matically extended each year so that 10 years
always remain on the contract, unless the
property owner or the local government ob-
jects.

In return for this restriction, the property is
assessed in a special manner that generally
reduces the amount of tax levied on it. Specif-
ically, the assessment is based only on the
income that the property can generate in its
restricted use, and the assessed value is de-
rived from this anticipated income stream
using a special “historical risk component”
that further reduces the computed amount of
assessed value.

RATIONALE

This program provides an incentive to pre-
serve and restore historical property in Cali-

fornia by reducing the tax liability on such
property. Itissimilar to the partial exemption
for open-space lands.

COMMENTS

Prior to the adoption of Article XIII A of the
California Constitution (Proposition 13);
properties could be reassessed annually
based on their “highest and best” use. For
example, the assessed value of an historic
houseinan intensively developed downtown
area could be based on the development po-
tential of the property for an office building.
The resulting property taxburden could have
increased the cost of maintaining the historic
property to the point that development of the
property—in a way incompatible with its
historical nature-—became an economic ne-
cessity. An original argument for this pro-
gram was that it removed this disincentive
for historic preservation.

Under Proposition 13, however, reassess-
ments occur only when a change in owner-
ship or new construction takes place. Conse-
quently, for existing property owners, an in-
crease in the development potential of their
property no longer increases their taxes.
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Properly Tax

Exemption (Assessment):

AIRCRAFT OWNED BY A GOVERNMENT AGENCY

Program Characteristics

Personal Property Tax.

Tax Type:

Authorization:
o Sections 5331 and 5332.

Califorhia Revenue and Taxalion Code

Estimated Revenue Reduction

DESCRIPTION

This program exempts from the property tax
any aircraft owned by the United States, a
foreign government, or any local government
agency.

RATIONALE

This program has two rationales. First, it sim~
ply recognizes that aircraft owned by the

United States or a foreign government gener-
ally are immune from taxation under federal
law and treaties. Second, the program ex-
tends the general exemption for property
owned by a local government within its own
boundaries to include aircraft based at air-
ports outside the owning 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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Property Tax

Exemption (Assessment):

FEDERAL PROPERTY USED FOR MIGRATORY FOWL

—

Pragr'am' Characteristics

Real Propérty" Tax.

Authorization:

Section 254.2.

California Revenue and Taxanon Code

Estimated Revenue Reductio.
(In Millions)

1996-97
1997-98
1998-99

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 migra-
tory water fowl, or (3) migratory water fowl
public shooting grounds.

Federal property is generally exempt from
the property tax, but property leased to a pri-
vate party may involve a possessory interest.
A possessory interest is the right to use the
property and, under California law, is subject

to the property tax. For example, if a private
contractor operated a water fowl shooting
ground on property 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 pro-
gram exempts the contractor from paymg
property taxes on such property.

RATIONALE

This program provides tax relief to the opera-
tors and users of public water fowl shooting
grounds that are located on federal property.
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Property Tax

Exemption (Assessment):
HOSPITAL, EDUCATIONAL, MUSEUM, SCIENTIFIC, OR

CHARITABLE PURPOSES (“WELFARE EXEMPTION™)

Estimated Revenue Reduction
{In Millions)

Program Characteristics

Tax Type: Real and Personal Property Tax.

California State Constitution, Article XI1l,
Sections 4(b) and 5, and California Reve _
nue and Taxation Code Sections 214 1997-98

Authorization:
1996-37

throl,fgh 214.14, 215.2, 215.5, and 236. 1998-99

DESCRIPTION

This program exempts from the property tax
specified real and personal property used
exclusively for religious, hospital, educational,
museum, scientific, or charitable purposes.
(Charitable purposes, as defined by statute,
now include a wide range of activities per-
formed by nonprofit organizations for public
benefit.) This program is commonly referred
to as the “welfare exemption.” The property
must be owned (or leased for a term of
35 years or more) and operated by nonprofit
corporations that meet specified require-
ments. The program also applies to real prop-
erty that is under development and that ulti-
mately will be used for the exempt purposes.
Any possessory interest in government prop-
erty 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
program. Other examples of qualifying prop-
erty include the following:

* Property used exclusively for pur-
poses associated with a nursery
school, or K-12 school.

» Property of a nonprofit educational
radio or television station that does
not sell advertising time.

» Realproperty used exclusively forthe
preservation of native plants or ani-
mals, biotic communities, or geologi-
cal formations of scientific or educa-
tional interest.

e Museum property, including museum
restaurants, gift shops, and items to
be sold at a rummage sale.

* Property of nonprofit educational or-
ganizations generally.

» Specified property used exclusively
for housing and related facilities for
low-income, elderly, or disabled fami-
lies.

RATIONALE

This program provides tax relief to the quali-
fying organizations. The rationale for the pro-
gram is that these organizations fulfill a so-

- clally valuable function in providing property

and services to the public and, therefore, are
deserving of governmental financial assis-
tance.
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Prope_.r'ty Tax

COMMENTS

The estimated revenue loss cited above ex-
cludes losses due to the “religious exemp-
tion,” which we have included under the pro-
gram that exempts church and religious

property.
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Property Tax

Exemption (Assessment):

RELIGIOUS WORSHIP OR RELIGIOUS PURPOSES

(“CHURCH EXEMPTION”)

Program Characleristics

Tax Type:

Authorization:

208, 206.1, 206.2, and 207.

Real and Personal Property Tax.

California State Constitution, Article X1,
Sections 3(f), 4(b), and 4(d), and California
Revenue and Taxalion Code Sections

Estimated Revenue Reduction

DESCRIPTION

The California Constitution, Article X1, Sec-
tion 3(f) directly exempts from taxation prop-
erty used for religious worship. This is
known as the “church exemption,” and cov-
ers facilities used for religious instruction.

In addition, Article XIII, Sections 4(b) and
4(d) of the Constitution, authorizes the Legis-
lature to exempt property used for religious
purposes generally and for church parking.
Under this broader “religious exemption,”
the Legislature has exempted from the prop-
erty tax real property owned or leased exclu-
sively for religious worship or other specified
religious purposes. Under this program,
church parking lots, social halls and commu-
nity centers, retreats, nurseries and pre-
schools, and parochial K-12 schools are ex-
empt from the property tax.

'RATIONALE

This program provides tax relief to religious
organizations by exempting from taxation

property used for religious purposes, church
parking lots, and parochial schools. The pur-
pose of the program is to promote the estab-
lishment and maintenance of houses of wor-
ship and related activities, by reducing their
operating costs. The rationale offered is that
religious institutions should be free from fi-
nancial burdens imposed by government to
the maximum possible extent.

COMMENTS

The religious exemption is included within
the broader “welfare exemption” that covers
property owned by qualifying nonprofit or-
ganizations and used for charitable, religious,
orhospital purposes. Property owned by reli-
gious organizations and used primarily for
charitable, rather than religious, purposes
usually qualifies fora property tax exemption
under the welfare exemption. The religious
exemption generally doesnotapply tohomes
provided to religious leaders.
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Property Tax

Exemption (Reassessment):

TRANSFERS WITHIN THE SAME

RELIGIOUS DENOMINATION

' Program Characteristics

Tax Type:

Real Property Tax.

Authorizétion:
Saction 62(k).

California Revenue and Taxation Code

1996-97
1997-98
1998-59

DESCRIPTION

This program exempts from reappraisal tax-
able property (for example, property whichis
not used for religious purposes) transferred
between specified corporations belonging to
the same religious denomination. The trans-
ferring and receiving corporations must be a
“corporation sole” (that is, a corporation rep-
resented by an individual who has independ-
ent legal decision-making authority), reli-
gious corporation, or public-benefit corpora-
tion, and the same denomination'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 corpora-
tion sole. Thus, in the absence of this pro-
gram, a transfer of property from one diocese
to another could trigger a property tax reas-
sessment. This program provides that the

transferred property retains the value as-
cribed to the property prior to the transfer.

Religious property owned by a religious or-
ganization is not affected by this program,
because such property is exempt under the
welfare exemption. However, many religious
organizations own residences or income
properties which are affected by this pro-

grami.

RATIONALE

This program was sponsored by the Califor-
nia Catholic Conference to clarify that trans-
fers of property between dioceses are exempt
from reappraisal. The rationale behind the
program is that the larger religious denomi-
nation, not the corporation sole, should be
considered the owner of the property for tax

purposes.
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Property Tax

Exemption (Assessment):

LLEASES BY A CHARITABLE ORGANIZATION
To A GOVERNMENT FOR CHARITABLE PURPOSES

. ‘Program Characteristics.

Real Property Tax.

Tax Type:

Authorization:
Section 214.6.

California Revenue and Taxation Code

DESCRIPTION

This program exempts from the property tax
real property which is owned by an organiza-
tion qualifying for the welfare exemption, but
which is leased by a government agency. The
welfare exemption provides that property
which is used by a qualified charitable orga-
nization 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 organiza-
tions 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 purpose of the program is to facilitate
sale-leaseback arrangements between other-
wise tax-exempt charitable organizations and
government agencies. Such sale-leaseback
arrangements are often undertaken by local

. governments as an alternative to borrowing

funds for capital improvements.

The tax exemption gives the charitable orga-
nization an incentive to raise funds for its
charitable purposes through leases with gov-
ernment agencies, since the organization will
thereby incur no property tax. It also makes
the government a more attractive lessor than
other lessors in the eyes of the organization,
since property leased to these other lessors
would generally be taxable.
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Exemption (Assessment):

PRIVATE PROPERTY USED BY A
PuBLIC LIBRARY OR FREE MUSEUM

Program Characleristics

Tax Type:

Authorization:

Real and Personal Property Tax.

California State Constitution, Article X,
Section 3(d), and California Revenue and
Taxation Code Section 202(a)(2).

i

Estimated Revenue Reduction |
(In Millions)

1996-97
1997-98
1998-99

DESCRIPTION

This program exempts from the property tax
privately owned property used by a public
library or a free museum.

RATIONALE

This program provides tax relief to public
libraries and free museums by reducing 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 Board of Equalization
(BOE), in the case of public libraries, the ex-
emption primarily applies to land or struc-
tures leased by a government for the opera-
tion of a public library. This is a common ar-

rangement for the establishment of smaller
branch libraries. In the absence of the exemp-
tion, the owner of the land would be liable
for the property tax. This liability would be
passed on to government in the form of
higher rents. The exemption for publiclibrar-
ies exists to facilitate the leasing of land for
the government operation of such facilities.

In the case of museums, the rationale behind
the program is that museums that charge no
admission are providing a public service.

COMMENTS

According to the BOE, the exemption for free
museums is not widely used, as most private
museums in California charge an adrnission fee.
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Property Tax

- Exemption (Assessment):

PUBLIC SCHOOLS, COLLEGES, AND UNIVERSITIES

Program Characteristics '

Tax Tybe: ,

Authorization:

203.

. Real and Personal Propefty Tax.

California State Consﬁrution, Article XIHI,
Section 3(d), and California Revenue and 1996-97
Taxation Code Sections 202(a)(3) and 1997-98

Estimated Revenue Beduction |
(In Millions) ' '

1998-99

DESCRIPTION

This program exempts from the property tax
property used exclusively for public schools,
community colleges, state colleges, and state
universities (including the University of Cali-
fornia). The exemption also applies to
off-campus facilities owned or leased by an
apprenticeship program sponsor, provided

that these facilities are used exélusively by
the public schools for specified classes.

RATIONALE

This program provides tax relief to public-
educational institutions by eliminating the
tax on their properties. Thus, the exemption
reduces the annual operating costs of public
schools.
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Exemption (Assessment):

PRIVATE COLLEGES AND SEMINARIES

Program Charak:te_r.-'stics o Estimated Revenue Reduction
' - (in Mittions)

‘Real and Personal Property Tax.

California State Constitution, Article Xili,
Section 3(e), arid California Revenue and 1996-97
Taxation Code Section 203.

1997-98
1998-99

DESCRIPTION

This program exempts from the property tax
buildings, land, equipment, and securities
used exclusively for educational purposes by
private nonprofit colleges and seminaries.
Qualifying institutions must meet specified
admission requirements, and must confer
upon their graduates at least one academic or
professional degree based on a program of at
least two'years of liberal arts studies, or three
years of professional studies.

RATIONALE

This program provides tax relief to private
collegesand seminaries and to their students.
It does so by annually reducing operating
costs which are, in turn, passed on in the
form of lower tuition and student fees. The
rationale behind the program is that lower
costs promote greater college participation.
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| Property Tax

Exemption (Assessment):

STATE COLLEGE MANAGEMENT

Program Characteristics -

Personal Property Tax.

Section 202.5.

California Revenue and Taxéﬁon-Code

(in Millions)

1996-97
1997-98
1998-99

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 organiza-
tion. In order to qualify, the state must have
entered into a contract with the corporation
or organization under which services are pro-
vided or equipment is leased.

RATIONALE

This program essentially extends the tax re-
lief provided under the college exemption to
student body organizations and other non-~
profit entities that provide services or lease
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. The
rationale behind the program is to promote
the establishment and maintenance of such
organizations by lowering their operating
costs.
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Exemption (Assessment):
STUDENT BOOKSTORES

Program Characleristics

" Personal Property Tax.

Tax Type:

Authorization:
Sections 202.7 and 203.1.

California Revenue and Taxation Code

DESCRIPTION

This program exempts from the property tax
personal property used or owned by a non-
profit corporation which operates a student
bookstore affiliated with a nonprofit college
or seminary, or with the University of Cali-
fornia. '

RATIONALE

This program provides tax relief to nonprofit
corporations, such as student body organiza-

Hons, 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 behind the program is that it
promotes the establishmentand maintenance
of nonprofit bookstores by reducing their
operating costs, which in turn can help to
lower the costs to students of obtaining a col-
lege education.

Page 317



Property Tax

Exemption (Assessment):

STUDENT BODY ORGANIZATIONS

Program Characleristics

Personal Propérty Tax.

Authorization:
Section 202.6.

Calffornia Revenue and Taxa tfén Code

DESCRIPTION

This program exempts from the property tax
personal property owned or used exclusively
by a qualified student body organization, as
specified in the California Education Code.
To qualify, the student body organization
must be organized within a community col-
lege or K-12 public school.

RATIONALE

This program provides tax relief to specified
student body organizations. The underlying
rationale for the program is that these organi-
zations play a supportive role in educational
institutions through their fund-raising and
social activities and, as such, are deserving of
public financial support. '
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Property Tax

Exemption (Assessment):

NONPROFIT ENTITIES USING PROPERTY FOR
SELECTED PuUBLIC PURPOSES

Program Characleristics .

| Tax Type:

Authorization:

201.4, and 201.6.

Real and Personal Property Tax.

California State Constitution, Article X1l
| Saction 4(b), and California Revenue and
Taxation Code Sections 201.1 through

DESCRIPTION

This program exempts from the property tax
real property which is owned by a qualified
nonprofit entity and is used for a specified
public purpose. Such qualifying purposes
include property owned by a transit develop-
mentboard and property used exclusively for
agricultural fair use pursuant to a contract
with a county board of supervisors.

RATIONALE

This program provides tax relief to qualified
nonprofit entities engaged in valid public
purposes. As such, this exemption can be
viewed as an extension of the exemption for
government property. These nonprofit enti-
Hes, however, would not be fully exempt
from property taxation absent this exemption.

COMMENTS

This program initially was implemented to
provide tax relief to the San Diego and Ari-
zona Eastern Railroad. This company was
created in the 1970s by the San Diego Metro-
politan Transit Development Board, which
was interested in acquiring the right-of-way
for urban rail mass transit.

The manner in which the railroad was pur-
chased ceded ownership to the nonprofit cor-
poration. The transit authority made the pur-
chase in this manner in order to avoid a labo-
rious and expensive title search, and to com-
ply with certain restrictions imposed by
the federal Interstate Commerce Commission.

In 1980, the Board of Equalization (BOE) de-
termined 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.
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Property Tax

Exemption (Assessment):

DESIGNATED INSTITUTIONS

Program Characleristics

Authorization:

Real and Personal Property.

California State Constitution, Article Xifl,
Section 4(c), and California Revenus and
Taxation Code Section 203.5.

{In Milfions)

1996-97
1997-98
1998-99

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 exempts property held in trust for the
Huntington Library and Art Gallery.

RATIONALE

This program provides direct tax relief to the
above-cited institutions. ltalso provides relief
to their students, to the extent that the lower
property taxes are reflected in lower tuition
and student fees. The rationale behind the

program is to encourage the development
and operation of the specified institutions,
and reflects the view that these institutions
are deserving of public financial support.

COMMENTS

The above constitutional provision authorizes
the Legislature to implement this program,
which it has done. Most property held by
these institutions would be exempt under the
welfare exemption. This program extends the
exemption to all of their property, including
property used for income production.
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Property Tax

Exemption (Asseésment):
CEMETERY PROPERTY

| Tax Type:

| Authorization:

Program Characteristics

_F?eé! and Personal Property Tax.

California State Constitution, Article X,
Section 3(g), and California Revenue and
Taxation Code Section 204,

DESCRIPTION
This program exempts from the property tax

qualified property owned by a nonprofit cor-

poration which is (1) used or held for storing
human remains or (2) used for the care and
maintenance of such property. 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.

One rationale for the program is that it sim-
plifies administration of the property tax.
Once in use, individual plots have little mar-
ketvalue and, therefore, would generate min-
imal property tax revenues. Moreover, there
are potentially significant problems 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, there-
fore, offset the costs of assessing and collect-
ing the tax.
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Property Tax

Exemption (Assessment):

SAN DIEGO SUPERCOMPUTER CENTER

_ Program Characteristics

Personal Property Tax.

Tax Type:

Authorization:
Section 226.

California Revenue and Taxation Code

Estimated Revenue Reduction }

DESCRIPTION

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. Al-

though 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 interest in the
computer center, which would be taxable in
the absence of this program.

RATIONALE

The program reduces the operating costs of
the San Diego Supercomputer Center by

eliminating annual property tax payments.
The rationale for the program is that most of
the funding for operating the center comes
from the federal government and the univer-
sity, and the center serves public policy objec-
tives established by the National Science
Foundation. Consequently, 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 oper-
ating costs. ‘

COMMENTS

This program was established by Chapter
1559, Statutes of 1988 (SB 2584, Ellis).
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Property Tax

Exemption (Reassessment):

DISASTER-DAMAGED PROPERTY

Real Property Tax.

Authorization:

69, 69.3, and 5825(c).

Program Characteristics

California State Constitution, Article XIll A
Sections 2(a), (2e), and 2(f), and Califor-
nia Revenue and Taxation Code Sections 1997-98

Estimated Revenue Reduction
(in Millions)

1996-37

7998-99

DESCRIPTION

This program provides that property whichis
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 di-
saster must have reduced the market value of
the property by more than one-half, and
(3) the replacement property must be compa-
rable to, and located in the same county as
the property damaged by the disaster. Prop-
erfy owners may transfer the base year value
of qualifying disaster-damaged properties to
another county, provided that the board of
supervisors in that county has adopted an
ordinance authorizing such transfers. 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 adjusted upward by the
amount of the excess.

For mobilehomes that are taxed as personal
property, this exemption provides that as-
sessed value will not increase for any
mobilehome that has been reconstructed or
replaced by a comparable mobilehome dueto
damage or destruction by any misfortune or
calamity.

RATIONALE

This program provides tax relief to disaster
victims by reducing their tax liability on re-
built or replacement property. The rationale
for the program is that persons who are
forced to replace their residences on account
of a natural disaster should not have to face
anincreased tax liability as an additional con-
sequence of the disaster.

COMMENTS

The constitutional provisions of this exemp-
tion were approved by the voters as Proposi-
tion 8 (November 1978), Proposition 50 (June
1986), and Proposition 171 (November 1993).
The provisions authorizing intercounty trans-
ters were added by Chapter 72, Statutes of
1994 (AB 382, Lee).
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Properiy Tax

Special Assessment;

PROPERTY DAMAGED BY MISFORTUNE OR CALAMITY

Program Characteristics

Real Property Tax

| Tax Type:

Authorization:

California State Constitution, Article Xill A
Sections 2(e} and Z2(1), and Calfifornia Rev:
enue and Taxation Code Section 170.

Estimated Revenue Reduction
{in Millions) '

DESCRIPTION

This program reduces the assessed value of
qualified damaged property in proportion to
the reduction in the market value of the prop-
erty caused by the damage. Because the as-
sessed value of most properties is signifi-
cantly less than their current market value,
this program can provide a tax reduction for
properties whose market value afterthedam-
age still exceeds their pre-damage assessed
value. In the absence of this program, the
assessed value of damaged property is re-
duced only if its market value after the dam-
age is less than its assessed value. In order to
qualify under the program, the damage must
have been caused by a disaster, or by misfor-
tune 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 marketvalue
of $1 million and an assessed value of
$700,000 sustains $200,000 of damage in an
earthquake. The damage reduces the market

value of the property by 20 percent and,
therefore, the assessed value also is reduced
by 20 percent—to $560,000. In the absence of
this program, there would not be any reduc-
tion 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 calami-
ties, 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

Not all counties have ordinances implement-
ing this program. Some counties have
adopted an implementing ordinance only for
a limited period of time following major
disasters.
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Property Tax

Exemption (Reassessment):

ENVIRONMENTAL CONTAMINATION

Program Characteristics

Real FProperty Tax.

Authorization:

California State Constitution, Article X1 A,
Section 2(i).

Estimated Revenue Reduction
(In Millions)

DESCRIPTION

This exemption allows property owners to
transfer their current assessed value to a re-
placement property within their county if the
original property was environmentally con-
taminated. This contamination could be
caused, for example, by the presence of toxic
or hazardous materials. The replacement prop-
erty could involve either (1) the repair or re-
construction of a damaged structure on the
contaminated site or (2) purchase of a similar
structure orva different site.

In order to qualify for this special treatrent, all
of the following conditions need to be met:

* A residential property (for example, a
house or condominium) is made unin-
habitable or a nonresidential property
(for example, a store or business) is
made unusable by an environmental
problem.

* The current owner did not know of the
environmental problem when the
property was purchased or built.

* A state or federal government agency
designates the property as a toxic haz-

ard, environmental hazard, orenviron-
mental clean-up site.

* A property is substantially damaged
or destroyed by the environmental
clean-up efforts.

* A lead government agency stipulates
that the property was not made unin-
habitable or unusable by an act or
omission of the current owner.

The exemption applies only to replacement
property acquired, constructed, or repaired
(1) after January 1, 1995 and (2) within five
years after ownership of the contaminated
property is sold or transferred. A county is
given the authority to extend this exemption to
property owners moving from other counties
and replacing environmentally contaminated

property.

RATIONALE

This program is similar to the existing exemp-
tion for owners of property damaged by natu-
ral disasters. Since the property owner must
nothave caused the environmental contarmina-
tion in order to qualify for the exemption, tax
relief is given to property owners who are suf-
fering from an environmental problem outside
of their control.
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COMMENTS

This exemption was added to the Constitu-
tion by the voters as Proposition 1 in Novem-
ber 1998. As result, it has not yet been used
and it is unclear how many properhes will be
eligible under its provisions.
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Property Tax

Exemption (Reassessment).

PROPERTY CONDEMNED PURSUANT TO
EMINENT DOMAIN PROCEEDINGS

Program Characteristics

Real Property Tax.

Authorization: California State Constitution, Article X A
Section 2(d), and California Revenue and || 1996-97
Taxation Code Sections 68 and 5825(d). 1997-98

Estimated Reventue Reddctlon 3

1998-99

DESCRIPTION

This program allows the owner of real prop-
erty or a mobile home acquired by a govern-
ment entity through eminent domain pro-
ceedings or inverse condemnation, fo carry
over his or her original assessed value to a
comparable replacement 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 adjusted upward by the
amount of this excess.

This program seeks to ensure that taxes on a
similar new property are equivalent to those
that were levied on the old property prior to
its acquisition by a government. To the extent
that the market value of the replacement

property exceeds the assessed value of the
original property, this program effectively
reduces the tax assessment on the replace-
ment property. Moreover, this program ex-
cludes from the assessed value a portion of
the market value of a more expensivereplace-
ment property.

RATIONALE

This program provides tax relief to property
owners who are displaced from their prop-
erty as a result of eminent domain proceed-
ings. The rationale for this program is that
property owners who must move because the
government has taken their property should
not also be required to pay higher taxes sim-
ply because they acquire replacement property.
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Property Tax

Exemption (Assessment):

EARTHQUAKE SAFETY IMPROVEMENTS

Real Property Tax.

and 74.5.

Program Characteristics

California State Constitution, Article XIil A, |
Section 2(a), 2(c), and California Reve- |
nue and Taxation Code Sections 70(d)

Estimated Revenue Reduction
(in Milions)

1996-97
1997-98
1998-99

DESCRIPTION

This program exempts from reassessment as
new construction any qualifying reconstruc-
tion or improvements made to existing build-
ings after November 5, 1990 that have been
identified by local governuments as being haz-
ardous to life in the event of an earthquake.

In order to qualify, the reconstruction or im-
provements must be required by a local
earthquake safety ordinance or employ earth-
quake hazard mitigation technologies ap-
proved by the State Architect. In the case of
required improvements to buildings with
unreinforced masonry-bearing walls, the ex-
emption is limited to 15 years, but it includes
improvements made after June 4, 1984.

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 as-
sessed value that otherwise would take place
because of the value added to such buildings
by these improvements. The primary ratio-
nale for the program is to protect life and
property by promoting the rehabilitation of
buildings that would be unsafe in an earth-
quake. Program proponents also argue that
providing an incentive for earthquake safety
improvements will protect the tax base and
reduce future disaster mitigation costs.

COMMENTS

The 15-year exemption for improvements to
buildings with unreinforced masonry-bearing
walls was authorized by Proposition 23,
adopted at the June 1984 statewide primary
election. The authority for the unlimited ex-
emption for earthquake safety improvements
to other types of buildings was added by
Proposition 127, approved at the November
1990 statewide general election.
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Exemption (Reassessment):

FIRE SAFETY IMPROVEMENTS

R_e;al'Propérty Tax.

Authorization:

Pragram Characteristics

California State Constitution, Article Xl A
Section 2(c)(2), and California Revenue
and Taxation Code Section 74.

Estimated Revenue H’educﬂan

1997-98 - NA
1998-9

DESCRIPTION

This program exempts from reappraisal as
new construction the construction or installa-
tion in an existing building of fire sprinkler
systems, other fire extinguishing systems, fire
detection systems, or fire-related egress im-
provements. The exemption applies to sys-
tems completed on orafterNovember7, 1984.

RATIONALE

This program provides tax relief to building
owners who add fire safety improvements to
their buildings. It does so by exempting such
systems from reappraisal as new construc-

tion, thus reducing the cost to the property
owner of providing for the fire equipment.
Upon a change in ownership, however, the
value of the fire equipment would be re-
flected in the new assessed value of the prop-
erty to the extent that it increases the prop-
erty’s market value.

COMMENTS

Fire safety improvements often are required
by local building codes when older buildings
arerenovated. This exemption was approved
by the voters in November 1984 as Proposi-
Hon 31.
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Exempiion (Reassessment):

IMPROVEMENTS FOR DISABLED ACCESSIBILITY

Pragram Characteristics

Real Property Tax.

Tax Type:

Authorization:

- California State Constitution, Article X1l A
Section 2(c}, and California Revenue and
Taxation Code Section 74.6.

Estimated Revenue Reduction

199697
1997-98
1998-99

DESCRIPTION

This program exempts from reassessment as
new construction any qualifying improve-
ments or modificatons made to existing
buildings on or after June 7, 1994 that have
been made to improve accessibility by dis-
abled persons. Such improvements include
access ramps, widening of doorways and
hallways, barrier removal, access modifica-
tions to restroom facilities and elevators, and
‘any other modification that would cause it to
meet or exceed the accessibility standards of
the 1990 Americans With Disabilities Actand
the mostrecent California Building Standards
Code that is in effect on the date of the appli-
caton for a building permit.

RATIONALE

This program provides tax relief to property
owners who make modifications to their
buildings to improve accessibility for dis-
abled persons. 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 modifications. The
primary rationale for the program is to en--
courage property owners to make modifica-
tions to improve accessibility for disabled
persons.

COMMENTS

This program was added by Proposition 110
of the June 1990 statewide primary election.
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Exemption (Reassessment).

HOMES AND IMPROVEMENTS FOR DISABLED PERSONS

Real Property Tax.

uthorization:

74.3.

Program Characteristics

California State Constitution, Article XIiI'A
Sections 2(c) and 3, and California Reve-
nue and Taxation Code Sections 69.5 an

Estimated Re_venue Reduction &
{In Mitlions}

1996-97 NA
1997-98 NA
1998-99

DESCRIPTION

This program allows severely and permarently
disabled persons, regardless of their age, to
ransfer the assessed value of their existing
home to a replacement home in the same man-
ner as provided for homeowners over the age
of 55. In order to qualify, the disability must
necessitate the move for either physical or fi-
nancial 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 cannot exceed the value of the original
residence. In addition, this program allows the
transfer of assessed valuation to a replacement
dwelling located inadifferent county, provided
that the county in which the replacement dwell-
ing is located has adopted an ordinance allow-
ing intercounty transfers of assessed value.

This program also excludes from reappraisal
any building improvements that make 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 dis-

ability. It does so by preventing the reassess-
ment of the replacement home at its current
market value. This results in a property tax
savings to the disabled person to the extent
that the market value of the replacement
home is greater than the assessed value of the
original home. The program also prevents
any increase in property taxes that otherwise
would result from improvements made to a
home to accommodate a disabled person.
Program proponents argue that disabilities
reduce or eliminate income, so that disabled
persons who must move or modify their
dwellings offer cannot afford higher prop-
erty taxes.

COMMENTS

Although the program’s rationale is based on
the need to provide tax relief to disabled per-
sons, specific evidence of need is generally
not required to qualify.

This program was authorized by Proposition
110, which was approved at the June 1990
statewide primary election, and was imple-
mented by Chapter 1494, Statutes of 1990
(AB 3843, Cannella). Itapplies to replacement
homes acquired and improvements com-
pleted after June 5, 1990.
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Exemption (Assessment):

ACTIVE SOLAR ENERGY SYSTEMS

Program Characteristics

Real Propeﬁy Tax.

California State Constitution, Article XIII A,
Section 2{c)(1), and California Revenue
and Taxation que Section 73,

DESCRIPTION

This program exempts from assessment as
new construction certain active solar energy
systems. To qualify, a system must produce
heat, electricity, ormechanical energy, and its
collection and storage devices must be ther-
mally isolated from the space where the en-
ergy is used. Wind energy systems do not
qualify. The exemption applies to systems
constructed or added after March 1,1931. The
law also specifies that the exemption does not
apply to that portion of the construction or
addition associated with solar 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 remain exempt from property taxation
until a change of ownership occurs and trig-
gers an assessment.

RATIONALE

This program provides a tax incentive for the
expanded use of solar energy technology. It
accomplishes this by reducing the relative
cost of such installations compared to -con-
ventional systems. This reducton in the rela-
tive cost of active solar energy systems may;
in combination with the net energy cost sav-
ings provided by such systems, result in
lower total installation, operating, and main-
tenance costs over the system’s life than the
total costs for comparable conventional sys-
tems. The program’s underlying ratonale is
the view thatpromoting solar energy technol-
ogies is desirable and, therefore, worthy of
public financial support.

COMMENTS

This programis scheduled to sunset on Janu-
ary 1, 2006.
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Exemption (Assessment):
VETERANS’ EXEMPTION

Pragram Characteristics

Sections 205 and 205.1.

Real and Personal Property Tax.

California State Constitution, Article X,

Sections 3(0), 3(p), 3(q), and 3(r), and
California Revenue and Taxation Code

Estimated Revenue Reduction
(In Millions} -

1997-98 Minor
1998-99

Minor

DESCRIPTION

This program exempts from the property tax
up to the first $4,000 of assessed value of
property owned by a veteran. Veterans may
not claim both this exemption and the home-
owrers’ exemption on the same piece of
property. Most U.S. veterans qualify for the
program. In addition, property owned by a
veteran’s widow or widower may qualify for
the exempton as long as he or she remains
unmarried. A deceased veteran’s parents also

may qualify.

RATIONALE

This program is intended to provide tax relief
to qualified veterans and their families. The
rationale for the program is that veterans
have served their country and, therefore, are
deserving of certain governmental benefits.

COMMENTS

According to the Board of Equalization
(BOE), this exemption has not been claimed
frequently since the homeowners’ exemption
became available. This is because the home-
owners’ exemption has the greater value to
the taxpayer. The BOE also points out that,
when this exempton is claimed, it most com-
monly is claimed on boats and airplanes.

Previous requirements that veterans must
have resided in California when they were
inducted into the armed services were de-
leted by Proposition 93, approved in the No-
vember 1988 statewide general election. Simi-
lar residency requirements in other states
have been judged unconstitutonal by the
federal courts.

Page 333



Propertv Tax

Exemption (Assessment):

DISABLED VETE_RANS’ PRINCIPAL RESIDENCE

Program Characteristics

'TaxlTypef: Real 'Prope}ty Tax.

Authorization:

California State Consﬁtution, Article Xili,
Section 4(a), and California Revenus and
Taxation Code Section 205.5.

Estimated Revenu

DESCRIPTION

This program exempts from the property tax
a portion of the assessed value of the princi-
palresidence owned by a disabled veteran, or
by the disabled veterans’ unmarried surviv-
ing spouse. The value of the exemption varies
with the disability 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. Department of Veterans' Affairs)
receive exemptions of up to $100,000 of as-
sessed value. The maximum exemption
amounts above increase 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 veterans’ property tax exemption or
the homeowners’ exemption. The larger ex-
emption for totally disabled veterans and
surviving spouses terminates on January 1,
2001, a change which will affect property
taxes due in 2001-02 and thereafter.

RATIONALE

This program initially was designed to pro-
vide tax relief to disabled veterans who must
install special ramps and fixtures. The pro-

gram was intended to eliminate the tax on
such specially installed improvements. In
1974, however, the program was extended to
apply to a portion of the assessed value of a
disabled veterans’ principal residence, re-
gardless of whether the home has special fea-
tures.

The rationale for the program is two-fold.
First, itis thought to be inequitable for veter-
ans to pay property tax on residential im-
provements required by a service-related
injury.Second, disabled veterans, by virtue of
their service to their country, are thought to
be entitled to certain publicly provided bene-
fits.

COMMENTS

The higher exemption amounts for totally
disabled veterans would have sunsetted on
January 1, 1991, but were extended until 1996
by Chapter 1077, Statutes of 1989 (SB 320,
Royce) and extended again ungl 2001 by
Chapter 536, Statutes of 1995 (AB 3, Baca).
This measure also increased the totally dis-
abled exemption from $100,000 to $150,0C0
for low-income veterans or surviving
spouses. According to the Board of Equaliza-
tion, mest veterans who claim this exemption
do so on the basis of total disability.
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Proposition 110, adopted at the June 1990
statewide primary election and implemented
by Chapter 1494, Statutes of 1990 (AB 3843,
Cannella), provides an exemption from as-
sessment as new construction for disabil-

ity-related modifications made to the home of
any severely and permanently disabled per-

son. A veteran may benefit from this assess-

ment exemption in addition to this program.
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Exemption (Assessment,):

REAL PROPERTY OF SPECIFIED

VETERANS’ ORGANIZATIONS

Real Property Tax.

" Program Characteristics

California State Constitution, Article Xifl,
Section 4(b), and California Revenue ard |-
Taxation Code Section 215.1.

3B Estimated Revenue Reduction [§
<} {In Millions) '

11996-97
.| 1997-98
- | 1998-99

DESCRIPTION

This program exempts from the property tax
real property owned by a qualified nonprofit
veterans’ organization. Toqualify, the organi-
zation must have been chartered by the
United States Congress, and organized and
operated for charitable purposes. The exempt
property must be used exclusively for charita-
ble purposes. For example, property used pri-

marily for veterans’ social activities 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 activi-
ties by qualifying veterans’ organizations.
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Exemption (Assessment):

PERSONAL PROPERTY OF SPECIFIED

VETERANS’ ORGANIZATIONS

Program Characteristics Estimated He#éﬂué Reduction §§
Tax Type: Personal Property Tax.
1 Authorization: = California Revenue and Taxation Code ke ,
L Section 215, - “| 1996-97
| | | 1997-98
- 11998-99
DESCRIPTION would be exempt under Revenue and Taxa-

This program exempts from the property tax
qualified personal property owned and used
by a ncnprofit veterans’ organization, pro-
vided that the organization has been char-
tered by the U.S. Congress. To qualify, the
property must be used exclusively to further
the goals of the veterans’ organization.

Personal property used by veterans’ organi-
zations exclusively for charitable purposes

tion Code Section 214. This program extends
the exemption to property used to further the
goals of a veterans’ crgardzation, which may
not be exclusively charitable in nature.

RATIONALE

Therationale for the program is that veterans,
by virtue of their military service, deserve to
have their veterans’ organizations receive
certain publicly provided benefits.
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Special Assessment:

OPEN-SPACE CONTRACTS (THE "WILLIAMSON AcT”)

Tax Type: B Heal Property Tax

-1 Authorization:

Program Charactenst;cs g

California State Constitution, Article X,
Section 8, and California Revenue and
Taxation Code Sections 421 through
430.5.

Estimated Revenue Reduction
in Milfions) o

|| 1996-97
-1 1997-98 g7

| 1998-99 97 |

DESCRIPTION

This program provides a partial exemption
for restricted open-space lands. Owners of
eligible properties must enter into a contract
with the city or county in which the land is
located that prohibits any development or
use of the property thatis 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, un-
less the propefty owner or the local govemn-
- ment 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 restricted use, and the assessed value is
derived from this anticipated income stream
using a statutory formula. The program ap-
plies to land and living improvements (such
as vines and orchards), but not to other im-
provements (such as farmhouses and barns).

Chapter 353, Statutes of 1998 (SB 1182, Costa)
provides another similar program for open
space. Land owners can enter their land into
20-year contracts as farm land security zones.
Under this program, property tax savings
potentially could be greater than under the
Williamson Act.

The annual budget act provides an appropri-
ation to reimburse cities and counties for
their approximate revenue losses associated
with these contracts. The 1989-99 Budget Act
provides $36 million for these subventions in
1998-99. '

RATIONALE

This program is intended to provide a tax
incentive for the conservation of farmlands,
open space, and wildlife habitat lands by re-
ducing the property tax on land that is re-
stricted for these purposes.

COMMENTS

Prior to the adoption of Article XIIT A of the
California Constitution (Proposition 13),
properties could be reassessed annually
based on their highest and best use. For ex-
ample, the assessed value of a farm in an ur-
banizing area could be based on the land’s
development potential for a shopping center
or housing tract. The resulting property tax
burden could have mcreaced the cost of
maintaining the farming operation to the
point that alternative types of development
became an economic necessity.

An original argument for this program was
that it removed this incentive to develop
farmland and other types of open space. Un-
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der Proposition 13, however, reassessments
" 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. Con-
sequently, 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 tax rate to 1 percent of assessed
value so that, in most cases, property taxes
have a small financial impact and only mar-
ginally affect decisions to buy or develop real

estate. For these reasons, a property tax re-
duction, 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 new farmland security zone program
aims to increase the property tax savings
available and therefore increase the incentive
to preserve open space.
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Exemption (Assessment):
GROWING CROPS

Pragram Characleristics -

Real Property. Tax.

California State Constitution, Article X,
Section 3{h), and California Revenue and
Taxation Code Section 202(a)(1).

Estimated Revenue Reduction
(in Miffions) '

1997-98 1
1998-99 1

DESCRIPTION

This prograrm exempts from the property tax
any agricultural crops growing on property
on the lien date (January 1 of each year). The
program does not apply to mature vineyards
or orchards.

RATIONALE

This program provides tax relief to farmers
by eliminating any tax Hlability 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 Board of
Equalization. The program is rationalized on
equity grounds. In the absence of the exemp-

tion, farmers 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 ma-
ture on the lien date (January 1 of each year)
would be of higher value than crops wluch
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 Tax-
ation Code Section 219.
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Exemption (Assessment):

FRUIT TREES, NUT TREES, AND GRAPEVINES

- Pragram Characteristics

Estimated Revenue Reduction

o o {In Milions)
1 Tax Type: - Real Property Tax. B
Authorization: ~ California State Constitution, Article XIfi, e
Section 3(i), and California Revenue and 1996-97 ,
‘Taxation Code Sections 211 and 223. .| 1997-98 ‘ 1
1998-99 1
DESCRIPTION not levying the property tax on trees and

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. Italso exempts nursery stock held by
the grower from taxation as personal prop-
erty, provided that the nursery stock is
planted within the following year.

RATIONALE

This program provides a tax incentive for
growers to plant orchards or vineyards by

vines until the approximate time when the
trees and vines begin to bear produce.

One rationale for the program is that no in-
come is available from orchards and vine-
yards to pay taxes and other carrying costs in
the initial years after their planting. Under
these circumstances, the planting of fruit
trees, nut trees, and grapevines cannot pro-
vide the same level of cash flow and return
oninvestmentin the near term as can various
alternative land uses.
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Exemption (Reassessment):
DiSEASED GRAPEVINES

. Pragram Characteristics

Real Property Tax.

: Authorization:

Section 53.

Calffornia F?evénue and Taxatfon Code

timated Revenue Reduction

11996-97
1997-98  NA

“i|1998-99 NA_ 1%

DESCRIPTION

This program authorizes county boards of
supervisors to allow special assessments for
grapevines planted to replace certain dis-
eased grapevines. The assessed value of the
diseased grapevines can be transferred to
their replacements. The grapevines must
have been younger than 15 years old and
have been destroyed by either phylloxera or
Pierce’s Disease. These two diseases have
been particularly damaging to California
vineyards in recent years.

As noted previously, grapevines also receive
an exemption from property tax assessment
for the first three years after planting. As a
result, this provision only affects the assess-
ment of replacement grapevines once the
three year exemption has expired.

RATIONALE

The program extends tax relief to vineyard
owners already facing high costs to replace
their grapevines. The rationale is that vine-
yard owners should not experience higher
property tax payments as a result of a disease
outside of their conirol.
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Special Assessment:

RESTRICTED TIMBERLANDS

|TaxType:  Real Property Tax.

Pragram Characteristics

Authorization:  California State Constitution, Articie X1l s
i Section 3(j), and California Revenue and || 1996-97
Taxation Code Sections 434.5 and 436. |1 1997-G8

Estimated Revenue Reduction [§
N Mitionsy h B

i Fiscal Year .

- 1998-99

DESCRIPTION

This program provides a partial property tax
exemption for restricted timberlands. Re-
stricted timberlands are assessed in a special
way to reflect only the value of the land for
timber ptoduction, exclusive of its develop-
ment potential or aesthetic value. The Legis-
lature has established per-acre values for var-
ious classes of timberlands. Each year, the
Board of Equalization adjusts these values in
proportion to the annual change in the unit
prices of the different types of timber. In or-
der to qualify for this program, land must be
designated by the county as a timber produc-
tion zone, which prohibits any use of the land
that is not compatible with timber produc-
tion. This restriction runs for 10 years, and is
automatically renewed each year (resulting in
a continuously rolling 10-year commitment).
If either the property owner or the county
wants to terminate this commitment, 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 forests reduces economic pressure for in-

compatible developmentand facilitates long-
term forest management by limiting the an-
nual ownership costs of timberlands. As a
result, it is argued that these lands continue
to serve public purposes by providing recre-
ation, 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 as-
sessed value of lands which are under open-
space contracts. As with the open-space pro-
gram, the benefit of this program has dimin-
ished since the adoption of Proposition 13 in
1978, which eliminated reassessments due to
property appreciation in the absence of new
construction or of a sale or other transfer of

the property.

Standing commercial timber (as opposed to
the underlying land) is not taxed under the
property tax. Instead, standing timber is sub-
ject to a separate state tax—the Gmber yield
tax—when it is cut (California Revenue and
Taxation Code Section 38115). The state allo-
cates the revenue from the timber yield tax
back to the counties in which the timber was
produced.
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Exemption (Administrative):

Low HARVEST VALUE TIMBER

‘Program Characteristics
| Tax Type: Timber Yield Tax.

Section 381186.

Authorization:  California Revenue and Taxation Code

Estimated Revenue Reductio
{in Mitiions) ‘

| 1996-97
-} 1997-98

1998-99 na |

DESCRIPTION

This program authorizes the Board of Equal-
ization (BOE) to exempt timber harvest yields
of up to $3,000 in value from the timber yield
tax. The BOE must determine that, if not ex-
empted, these harvests would cost more in
tax administration costs than they would pro-
vide in revenues.

RATIONALE

This exemption is intended to provide ad-

 Iministrative savings in those cases where

collecting taxes on a small timber harvest
would be more costly than the amount of
collected révenues.

Page 344



Property Tax

Exemption (Assssment):
SEED POTATOES

stimated Revenue Reduction :

;‘3_}' - : o {In Milions)
.| Tax Type: Personal Properiy Tax. Y S C—
L : . ' o |Fiscal'Year - ..
| Authorization:  California Revenue and Taxation Code 2 T
1 1997-98 1
| 1998-99 1
D ESCRIPTION seed potatoes essentially reflect business in-

This program exempts from taxation as per-
sonal property seed potatoes which are held
" on the lien date (January 1 of each year) and
are to be planted during the assessment year.
~ The programdoes notapply to those potatoes
owmed by plant nurseries.

- RATIONALE

This program provides tax relief to potato
farmers. The rationale for the program is that

ventory that is incorporated into the potato
crop and, therefore, should be exernpt from
taxation, This is similar to the treatment for
property tax purposes of seeds, which are
exemptas business inventory under Property
Tax Rule 133 of the Board of Equalization
(BOE). According to the BOE, this program
applies to a small number of farmers in
northeastern California.
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Exemption (Assessment):
VESSELS

| Tax Type: Personal Property Tax.

| Authorization:

. Pragram Characteristics . ! Estimated Revenue Reduction ;7_‘

" California State Constitution Article X!, = —
Section 3(}), and California Revenue and |:| 1996-97 NA
Taxation Code Section 208.

{In Millions)

| 1997-08 NA

NA |-

DESCRIPTION

This program exempts from the property tax
vessels which (1) have a carrying capacity in
excess of 50 tons and (2) transport freight or
passengers.

RATIONALE

According to the Board of Equalization, the
rationale for this program is based on tax
equity grounds. In the absence of the exemp-
tion, a vessel would be taxed only if it were in
port on the property tax lien date (January 1
of each year). As a result, 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 belevied.

Proponents of the program also argue that it
removes a tax disincentive for maritime ship-

pers to use California ports. This is because
both Washington and Oregon have similar
exemptions, 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. e

COMMENTS

This program was first implemented in
California in 1914 and the exemption is
provided for directly by the State Constitu-
tion. An alternative way to approach the
tax-equity issue regarding mobile vessels
would be to tax them based on the average
number of days per year that they are docked
in California ports. Such ireatment would be
analogous to the way that railroad cars and
airplanes are taxed, which is based on the
percentage of time that they are in the state.
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Special Assessment:
DOCUMENTED VESSELS
Program Characteristics - - | Estimated Revenue Reduction |
| Tax Type: - Personal Property Tax. - - — e) —r
| Authorization:  California Revenue and Taxation Code |- |- i
Section 227. =.| 1996-97 32
- | 1997-98 3 |
[ 1998-99 R B
DESCRIPTION to significant fluctuations on a year-to-year

This program allows a “documented vessel”
to be assessed for property taxation at
4 percent of its full cash value, provided that

it is employed exclusively for any of the fol- .

lowing purposes: (1) taking fish or other liv-
ing resources from the sea for commercial
purposes, (2) providing instruction or con-
ducting research, or (3) ransporting at least
seven people as a commercial passenger fish-
ing ship. A “documented 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 Vehi-
cles.

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 rational for
this program is that the economic viability of
the commerdal fishing industry is susceptible

basis, and the tax relief provided by this pro-
gram helps to maintain the health of the in-
dustry. It does this by reducing annual costs

to vessel owners. Implicit in this argument is

the notion that maintaining the health of the
commercial fishing industry is important to
the state, and that the cost of this program is
offsetby the benefits of the increased stability
of the industry.

COMMENTS

The economic viability of the California fish-
ing industry depends on a great many differ-
ent factors, including weather, the availability
of fish, and various other determinants of
fishing-related costs and revenues. In a prior
review of this program, we concluded that
the property tax exemption had only a minor
impact on the viability of the fishing indus-
try, relative to these other factors (see The
Economicand Fiscal Impacts of California’s Prop-
erty Tax Assessment of Sportfishing Vessels,
Legislative Analyst's Office, April 1979, Re-
port No. 79-9).
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Property Tax

Exemption (Assessment).

VESSELS UNDER CONSTRUCTION

Pragram Characleristi

Tax Type: Personal Pro;ﬁerty Tax.

Section 209.5.

Authorization:  California Revenue and Taxation Code

Estimated Revenue Reduction

| 1996-97
| 1997-98

 /[1998-99

DESCRIPTICN

This program exempts from the property tax
any vessels of at least 50 tons carrying capac-
ity or 100 tons displacement during the time
they are being constructed. The program also
exempts from taxation property which will be
incorporated into such vessels. The program
applies only to vessels which are built by
their ultimate users. Vessels which are built
forresale are exempt under another provision
of the law, because 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
undertake vessel construction projects in Cal-
ifornia ports, espedially since both Washing-
ton and Oregon provide a similar tax exemp-
tion for vessels under construction.
These proponents argue that, in the absence
of the program, the California shipping in-
dustry, and related port activities, might be
atacompetitive disadvantage relative to their
counterparts located elsewhere on the West
Coast.
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Property Tax

Exemption (Administrative):

VESSELS WITH A MARKET VALUE oF $400 OR LESS

Pragram Characteristics -

Tax Type: Personal Property Tax.
‘| Authorization: ~ Califomia Revenue and Taxation Code :
2 Section 228. ' 7| 1996-97
.| 1997-98 NA
-1 1998-99 NA
the qualified boats is so low that the annual
DESCRIPTION tax revenues attributable to them would not

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 prop-
erty owner may have only one such vessel
exempted in any given year. -

RATIONALE

This program provides tax relief to owners of
low-value vessels. Its underlying rationale is
to simplify tax administration. The value of

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-val-
ued property (defined as property not as-
sessed at more than $5,000). In those counties
having passed such an ordinance, the general
exemption for low-valued property super-
sedes this program.
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Property Tax

Exemption (Assessment):

AIR CARRIER GROUND TIME

| rax Type: Personal Property Tax.

Section 1152(c).

Authorization:  California Revenue and Taxation Code -

Esi imat d Revenue Reduction

| 1997-98
{1998-99 NA

DESCRIPTION

This program exempts from the property tax
a portion of the time during which aircraft
are located in California, but are out of ser-
vice. Ordinarily, the taxation of aircraft is
based on the percentage of time an aircraft is
physically located in the state, either on the
ground or flying above it, and the proportion
of its total arrivals and departures that take
place in the state. However, this program
permits out-of-service days to be excluded
from this calculation. Specificaily, for
out-of-service periods exceeding 30 consecu-
tive days, the amount of time after the first
seven days is excluded.

RATIONALE

This program provides a tax incentive for
airlines to have their airplanes serviced
within the state. Because routine servicing
can be done on airplanes at or near many
different airports, including those located
outside of Califomia, it is argued that the
absence of this program could cause some
airlines to have these services performed else-
where, particularly in states that do not in-
clude servicing time in determining
property taxes. On the West Coast, for exam-
ple, both Washington and Oregon exclude
time spent within the state for servicing when
computing property taxes on airplanes.
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Property Tax

Exemption (Assessment):

AIRCRAFT BEING REPAIRED

| Tax Type: Personal Property Tax.

utharizat)'an:
Section 220.

= . Pragram Characteristics _ .

California Revenue and Taxation Code

Estimated Revenue Reduction §
oo siions)y |

| 1996-97 NA
| 1997-98 Na |
| 1998-99 NA |

DESCRIPTION

This program exempts from the property tax
any aircraft which is in California on the
property tax lien date (each January 1) solely
for the purpose of being overhauled, modi-
fied, serviced, or repaired. Aircraft normally
based in California, or which service Califor-
nia airports, do not qualify for the program.

RATIONALE

This program provides tax relief to aircraft
owners who bring their craftinto California
to be overhauled, modified, serviced, or re-
paired. According to the Board of Equaliza-
tion, this program effectively applies primar-

ily to aircraft which must be serviced or re-
paired by a California manufacturer. The pro-
gram is justified on the grounds that it would
be inequitable to tax aircraft which ordinarily
are not operated in California, and which
happen to be in California on the lien date
solely for servicing or modification.

Proponents of the program also argue that it
provides an incentive for airlines to repair
their craft in California and, as such, pro-
motes the California aircraft repair industry.
To the extent that aircraft repairs need to be
made by an aircraft’s manufacturer, this pro-
gram also could promote California‘s aircraft
manufacturing industry.
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Property Tax

Exemption (Assessment): |
PRIVATE RAILROAD CAR REPAIR DAYS

Program Characterist

Tax Type: Private Railroad Car Tax.

Section 11294,

Authorization: Califofnia Revenue and Taxation Code

{ Estimaled Revenue Reduct
| (In Millions) ’

Fiscal Year T0Ur
11996-97 Minor
_ 1997-98 Minor

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 rail-
road car manufacturers 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 prop-
erty tax. The revenue from this tax is depos-
ited in the state General Fund.

The state computes the tax liability of the
railroad car company by estimating the aver-
age number of each class of car physically
present in the state in any year, based on the
number of days railroad cars actually spend
in the state. For example, if six flat cars spent
120 days each in the state, the Board of Equal-

ization 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 pur-

poses in any year does not count as

time-in-state for purposes 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 theneces-
sity of the additional days. )

RATIONALE

This program provides a tax incentive 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 taxable, certain railroad cars would be
taken out of the state to be serviced. It is ar-
gued that, by exempting the repair and ser-
vicing time, California’s railroad car service
industry is not at an economic disadvantage
relative to the out-of-state service industry.
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Properiy Tax

Exemption (Assessment):

CARGO CONTAINERS UsED IN OCEAN COMMERCE

Program Characteristics

" Personal Property Tax.

Tax Type:

Authorization:
o Section 232.

California Revenue and Taxation Code

Est:mated Revenue Heduc:ﬂan
{n Mrll:ons)

Fiscal Year =" Amo
- 1996-97 - NA
1 1997-98 NA

| 1998-99 NA

DESCRIPTION

This program exempts from the property tax
qualified cargo containers principally used in
transporting cargo in ocean comumerce. A
cargo container is defined as a specially de-
signed receptacle which facilitates the car-
riage of goods by vessels and other means,
and has a displacement of more than 1,000
cubic feet. This program does not apply to
any cargo-carrying vehicle subject toregistra-
tion under the California Motor Vehicle
Code.

RATIONALE

This program provides tax relief to the own-
ers of cargo containers, which it has been ar-
gued, gives an incentive for shippers to use
California ports instead of other ports in the
Pacific Northwest (such as Portland and Seat-
tle). The program encourages the use of Cali-
fornia 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 sensitivity
of shippers’ demands for California port use
to changes in the cost of using such facilities,
and (2) the actual magnitude of the increase
insuch costs attributable to the property taxa-
tion of cargo containers.

COMMENTS

The economic and fiscal impacts of this pro-
gram were reviewed in 1978 by our office (see
The Economic and Fiscal Impacts of California’s
Cargo Container Property Tax Exemption, Legis-
lative Analyst’s Office, Report 78-5, March
1978, 35 pages). This study concluded that,
while itwas impossible to measure accurately
the amount of trade diversion or changes in
shipping rates attributable to this program,
elimination of the program at that time
would most likely have resulted in a positive
net fiscal impact on California state and local
governments.
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Property Tax

Exemption (Assessment):
EXHIBITION EXEMPTION

Program Characteristics
| Tax Type: Personal Property Tax.

| Authorization:
L Section 213.

California Revenue and Taxation Code

Estimated Revenu

1996-97
1997-98

1998-99 NA :

DESCRIPTION

This program exempts from the property tax
qualified personal property brought into 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
arniy taxes due must have been paid prior to
claiming the exemption in California.

RATIONALE

This program provides a tax incentive for
norresidents to exhibit property in Califor-
nia, such as automobiles, artwork, crafts, and
other such items. In the absence of the pro-
gram, such property owners would be re-
quired, in effect, to pay “double taxes” onvany
property being exhibited on the property tax-«
lien date (January 1 of each year). This tax
treatment might discourage nonresidents
from exhibiting property of public interest
within California.
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Property Tax

Exsmption (Assessment):

WORKS OF ART AVAILABLE FOR DISPLAY

Pragram Charactenst:cs )

Estimated Revenue Reduction §

o o i
- Tax Type: Personal Property Tax. : _{n ions) -
' ' . - [Fiscal Year
.| Authorization: ~ California Revenue and Taxation Code | .
Section 217. . 171996-97
. .| 1997-98
| 1998-99
DESCRIPTION son who holds works of art primarily for pur-

This program exempts from the property tax
privately owned works of art made available
for display in: (1) a publicly owned art gal-
lery, (2) a publicly owned museum, or (3) a
museum which is both regularly open to the
public and operated by a nonprofit organiza-
tion. To qualify, the art must have been made
available for display within a certain period
of time prior to the property taxlien date, and
must meet certain artistic criteria. The exemp-
tion does not apply to art loaned by any per-

poses of sale.

RATIONALE

This program provides a tax incentive for
individuals toloan art works to qualified mu-
seums, by exempting such works from the
property tax. The underlying rationale for the
program is to promote the public display of
artwork in California.




Property Tax

Exemption (Assessment):

WORKS OF ART OWNED BY THE ARTIST

~ Program Characleristics

Tax Type: Personal Property Tax.

| Authorization:
' Section 986.

Ca')'ifomia Revenue and Taxation Code

Estimated Revenue
(in Millions) '

“11996-97 NA

| 1997-98 nNa |
-|1998-99 NA_ |

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: per-
sonal property and, as such, may be subject to
the property tax (see below).

This program provides that the taxable 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 pro-
gram only if it has never been sold or exhib-
ited.

RATIONALE

This program provides tax relief to artists by
reducing the cost to them of maintaining a

collection of their own artwork. The rationale
for the program is that absent an actual sale
of a piece of artwork, its taxable value can be

- difficult to determine. By valuing such art-

work solely in terms of its materials, this pro-
gram is intended to ease tax administration
by reducing the number of appealed assess- -
ments. S

COMMENTS

In the absence of this program, some artwork
owned by artists potentially would be exempt
either as business inventory or as personal
property used as household furnishings. In
addition, certain materials used to create the
artwork could be exempt from taxation as
business inventory.
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Property Tax

Exemption (Assessment):

AEROSPACE MUSEUM DISPLAYS

Program Characleristics ' Estimated Revenue Reductiorr :75]
Tax Type: Personal Property Tax.
Authorization:  California Revenue and Taxation Code
- Section 217.1. _
-1 1997-98 .
1| 1998-99 NA L
DESCRIPTION RATIONALE

This program exempts from the property tax
aircraft loaned or donated for display in ei-
ther (1) a publicly owned aerospace museum
or (2) an aerospace museum which is both

regularly open to the public and operated by

a nonprofit organization. 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 exemp-
tion 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 to aircraft loaned by any person
who holds aircraft primarily for purposes of
sale.

This program provides an incentive for air-
craft owners to lend or donate specified air-
craft to qualifying aerospace museums. The
rationale for the program is that aircraft used
for display purposes are functionally similar
to works of art and, therefore, deserve com-
parable treatment under the property tax.

COMMENTS

This program was sponsored by the San
Diego Aerospace Museum. The museum also
qualifies for a sales and use tax program
which exemnpts from taxation the transfer of
certain tangible personal property to aero-
space museums. According to the Board of
Equalization, the San Diego Aerospace Mu-
seum is the only museum in California that
currently qualifies for these programs.
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~ Property Tax

Exemption (Assessment):

AIRCRAFT OF HISTORICAL SIGNIFICANCE

| Tax Type: Personal Property Tax,

| Authorization:
. Section 220.5.

Program Characteristics_ .

California Revenue and Taxation Code

| 1996-97
-.11997-98 1

:| 1998-99 1|

DESCRIPTION

This program exempts from taxation aircraft
of historical significance. To qualify for this
exemption, aircraft must be 35 years or older
or be a model of which there are fewer than
five in existence worldwide. In addition, air-
craft must be held primarily for purposes
other than sale and must be on public display
at least 12 days each year.

RATIONALE

This program provides tax relief to owners of
aircraft of historical significance. The under-
lying rationale for this program is to promote
the preservationand publicdisplay of aircraft

of historical significance. o
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Property Tax

Exemption (Administrative):

ASSESSMENTS OF $5,000 OR LESS

Tax Type:

Authorization:

ngram Charactenst.-cs

~ FHeal and Persona! Pmperty Tax. 7
‘ California State Constitution, Amcle XIH

- Estimated Revenue Reduction |
{in Milfions, -

| 1996-97

Section 7, and California Revenue and
Taxation que Section 155.20. . 11997-98
1998-99_
DESCRIPTION RATIONALE

This program allows county boards of super-
visors to exernpt from the property tax those
properties on which the total net tax liability
islower than the cost of assessing and collect-
ing the tax. Under this authority, county
boards may not exempt property with an
assessed value in excess of $5,000. For tempo-
rary possessory interest in convention, cul-
tural, or fairground facilities, the exemption
limit is $50,000. '

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 proper-
ties is so low that the annual tax revenues
attributable to them would not offset the
costs of collecting the tax. This program al-
lows counties to foreao incurring these net
administrative losses.
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Property Tax

Exemption (Administrative):

SUPPLEMENTAL ROLL TAX ASSESSMENTS

OF $20 ORLESS |

. Program Characleristics

Estimated Revenue Reduction i

| | o mitions)
Tax Type: Real and Personal Properly Tax.
Authorization: ~ California Revenue and Taxation Code | . [——
Section 75.41(d). , - | 1996-67
' . 11997-98
- 11998-99
- DESCRIPTION lecting supplemental roll assessments of $20

This program permits county auditors to can-
cel supplemental property taxes due on a
property if the amount of these taxes is $20 or
less. ' :

RATIONALE

This program provides tax relief to taxpayers
who transfer or construct low-valued prop-
erty. The rationale for the program is to sim-
plify administration of the supplemental
property tax. The revenues generated by col-

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 taxes involve the assessment
rather than the collection of the tax. These as-
sessors claim that, once the assessment is
made, it is cost-effective to collect the tax. To
the extent that this is the case, the above pro-
gram rationale may not be valid for certain
properties.
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Exemption (Administrative):

Properiy Tax

FiXTURES EXCLUDED FROM THE SUPPLEMENTAL RoOLL

Tax Type: | * Real Property Tax.
Authorization:
S Section 75.5.

Program Characteristics. )

California Revenue and Taxation Code

Estimated Revenue Reductiar |}

Fiscal'Year .
1996-97
.| 1997-98

£11998-99

DESCRIPTION

This program exempts qualifying fixtures
from supplemental property tax assessment.
In order to qualify, the fixtures must be val-
ued as a separate appraisal unit from the
structure on the property. Fixtures are real
property that originally had the character of
personal property, such as equipment, but
have been affixed to and incorporated into
real (primarily business) property.

Prior to the 'éxemption, the assessed value of
qualifying fixtures was placed on the supple-
mental tax roll for the year in which it was
installed. The property owner then received
a supplemental tax bill for the tax on the ad-
ditional assessed value, prorated toreflect the
remaining portion of the tax year.

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 areinstalled. Fixtures that qualify
for this program include manufacturing ma-
chinery or store fixtures, which are appraised
separately from any building. The program
does not include fixtures such as elevators or
air conditioners which are appraised as part
of a building.

BATIONALE

This program provides tax relief to busi-
nesses that add qualifying fixtures. It does so
by eliminating any property tax on these
fixtures during the remainder of the tax year
in which they are installed. The program’s
rationalerelates to considerations of adminis-
trative efficiency and cost-effectiveness.
Counties argue that compiling information
on fixture changes and determining the
proper supplemental tax amounts on fixture
additions and removals made throughout the
year is administratively burdensome, and
that the additional revenue does not justify
the expense of assessing and collecting these
faxes.
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Property Tax

Exemption (Administrative):

INTERESTS THAT REPRESENT LESS THAN

FIVE PERCENT OF THE PROPERTY’S TOTAL VALUE

Pragram Charactevistics .

Estimated Revenue Reduction |

| Tax Type: " Real Property Tax. —
' ‘ [ Eiscal Yea _
- |Authorization:  California Revenue and Taxation Code | r————— :
~ Section 65.1. - 17996-97 NA
: | 1997-98 NA
- 11998-99 - NA '
DESCRIPTION market value of the property has increased
and would otherwise be reflected in the reas-

This program exempts from reappraisals
transfers of ownership interests in any prop-
erty which represent less than 5 percent of
the entire property’s full market value. The
qualifying transfers must have a market
value of less than $10,000. When several in-
terests are transferred in any given assess-
ment year, they are accumulated. If the total
transfer exceeds 5 percent or $10,000, then all
of the transferred interests are reappraised.

Property exempted from reappraisal under
this program retains the valueascribed to it
prior to the transfer. To the extent that the

sessment of the property, this program re-
duces the taxliability on such property.

RATIONALE

This program provides property tax relief to
the owners of the qualifying property. The
underlying rationale for the program is to
simplify administration of the property tax.
The tax revenues from reassessing incremen-
tal transfers of property valued under $10,000
may not offset the county costs for assessing,
billing, and collecting the taxes due.
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