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SUBJECT: Medi cal Care Expenses Deduction/ Reduces Anpbunt To Exceed AG to 2% Pro
Rated Over 5 Years

SUMVARY

Under the Personal Incone Tax Law, this bill would reduce the percentage of

medi cal expenses that may be deducted fromthose exceeding 7.5% of adjusted gross
i ncome to those exceeding 2% of adjusted gross incone over a five year period.
The reduction woul d be phased in over five years.

EFFECTI VE DATE

This bill would be effective for taxable years beginning on or after January 1,
1998.

LEG SLATI VE H STORY

AB 2267 (1998), AB 3980 (89/90)

SPECI FI C FI NDI NGS

Current federal and state lawprovide that a taxpayer may deduct as an item zed

deduction the expenses paid during the taxable year, that are not conpensated by
i nsurance, for the nedical care of the taxpayer, his spouse, or a dependent, to
the extent that the expenses exceed 7.5% of adjusted gross incone.

For taxable years beginning on or after January 1, 1983, and ending before
January 1, 1987, a taxpayer was allowed to deduct nedical expenses to the extent
that the expenses exceeded 5% of the taxpayer’s adjusted gross incone.

For taxable years prior to 1983, a taxpayer was allowed to deduct nedical
expenses to the extent that the expenses exceeded 3% of the taxpayer’s adjusted
gross incone. In addition, a taxpayer was allowed to deduct one-half of the
medi cal insurance expense incurred, but not to exceed a maxi mum of $150.

This bill would reduce the adjusted gross incone percentage threshold requirenent
for nedical expenses from7.5%to 2% over five years. The reduced percentage
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woul d be 6.4% for 1998; 5.3% for 1999; 4.2% for 2000; 3.1% for 2001; and 2% for
2002 and future years.

Pol i cy Consi derations

This bill would create a difference between federal and California tax |aw
As a result, the conplexity of tax return preparation would increase for the
t axpayer .

| npl enment ati on Consi derati ons

I mpl ementing this bill would require sone changes to existing tax fornms and
instructions and information systens, which could be acconplished during the
nor mal annual update.

FI SCAL | MPACT

Departnmental Costs

This bill would not significantly inpact the departnment’s costs.

Revenue Esti mate

This proposal is estimated to inpact PIT revenue as shown in the foll ow ng
tabl e.

Fi scal Year Cash Fl ow
Taxabl e Years Begi nning After Decenber 31, 1997
Enact nent Assuned After June 30, 1998

$ MIlions
1998-9 1999-0 2000-01 2001- 02
($40) ($70) ($130) ($215)

Thi s anal ysis does not consider the possible changes in enploynent, persona
i ncome, or gross state product that could result fromthis nmeasure.

Revenue Di scussi on

The revenue inpact for this bill would be determ ned by those individuals
who incur nedical expenses and would item ze their deductions, the cost of
nmedi cal expenses, and the average marginal tax rate applicable to the
deducti on anmounts.

This estimte was devel oped in several steps. First, by using the
Department’s PIT Model, the 7.5% fl oor was reduced to 6.4% on nedi ca
expenses by those taxpayers who currently claimnedical deductions,
generating approximately an additional $17 mllion tax |oss for 1998.

Second, the total ambunt was then cal cul ated at the various threshold
anounts. Third, by using the Departnent’s PIT Model and national averages,
medi cal expenses were inputed to all other taxpayers in the amount of $1, 155
per person (doubled if joint filers), $575 per dependent, and $3, 115 for

seni ors based on national averages, generating approxi mately an additi onal
$14 mllion tax |loss for 1998, at a 6.4%floor. Fourth, the total deductions
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were then cal cul ated at the various threshold anpbunts. Fifth, based on the
Departnment PIT nodel, it was assunmed that 100% of current taxpayers with

medi cal expenses woul d claimthe remaini ng expenses because of the reduction
in the threshold. To allow for a learning lag for sone filers, it was
assuned that 50% of the other taxpayers (new clainmnts) would actually claim
qualified nedical expenses in the first year (1998). It is anticipated that
this percentage for the new group of taxpayers would increase up to 80% over
five years. The initial 1998-9 fiscal year estinmate above includes all of

the 1998 year inpact plus 10% of the 1999.

BOARD POSI TI ON

Pendi ng.



