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SUBJECT: Enployer Child Care Credit/70% O Costs for Facilities Serving Low | ncone
Chil dren/ Bank Loans Credit

SUMVARY

Under the Personal Incone Tax Law (PITL) and the Bank and Corporation Tax Law
(B&CTL), this bill would increase the rate of the Enployer Child Care Program
Credit from30%to 70%for a facility registering |owinconme children. This bill
al so woul d include the Enployer Child Care Program Credit in the list of credits
that can reduce regular tax below tentative mnimmtax (TMI) for purposes of
alternative mninumtax cal cul ation.

Under the B&CTL, this bill also would allow a credit equal to 50% of the

di fference between interest incone received on specified loans relating to
financing qualified child care and devel opnment facilities and the interest that
woul d have been received had the | oan been made at one poi nt above the prine
rate.

These provisions will be discussed separately.
1. EMPLOYER CHI LD CARE PROGRAM CREDI T

EFFECTI VE DATE

This provision would apply to taxable or incone years beginning on or after
January 1, 1999, and before January 1, 2003.

LEG SLATI VE H STORY

AB 401 (1999/2000); AB 2798 (Stats. 1998, Ch. 323); SB 722 (Stats. 1988, Ch.
1239); AB 802 (Stats. 1989, Ch. 1352); SB 227 (Stats. 1991, Ch. 476); SB 1863
(Stats. 1992, Ch. 816); AB 2688 (1994); AB 3144 (Stats. 1994, Ch. 748); AB 642
(1997).

SPECI FI C FI NDI NGS

Exi sting federal and state |aw provide for an alternative mnimumtax liability,
whi ch ensures that taxpayers with credits, deductions, and other tax preference
items do not conpletely escape taxation.

Exi sting state | aw all ows enployers a tax credit, known as the Enployer Child
Care Program Credit, equal to 30% of the cost paid or incurred for (1)
establishing a child care programor constructing a child care facility in
California to be used by their enployees' children and (2) contributing to child
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care information and referral services. Building owners also are allowed a
credit equal to 30% of their costs to establish a child care programor facility
to be used by their tenants' enployees' children. The amount of the credit is
limted to $50,000, even if 30% of the taxpayer's expenses exceeds $50,000. To
the extent that the allowed credit cannot be used, a credit carryover is
permtted. The carried-over amount may be added to any credit for that
succeedi ng year, which is still limted to $50, 000.

Exi sting state | aw all ows enployers a tax credit, known as the Enployer Child
Care Contribution Credit, equal to 30% of the cost paid or incurred for
contributions to a qualified care plan nade on behal f of any dependent under the
age of 12 of the taxpayer's California enployee, but only to the extent
contributions are nade directly to child care prograns or providers. The anount
of the credit cannot exceed $360 in any year for each qualified dependent and any
unused credit may continue to be carried forward, even beyond the repeal date,
until it has been exhausted.

This bill would allow a credit equal to 70% of the taxpayer’s costs to establish
a child care programor facility if at |least 51% of children registered in a
facility are from househol ds that have incones bel ow 75% of the | ocal area nedian
income, as published by the United States Departnent of Housing and Urban

Devel opment (HUD). Al though the credit rate would increase from30%to 70% for
qualifying facilities, the $50,000 Ilimt would still apply.

This bill also would include the Enployer Child Care Program Credit in the |ist
of credits that can reduce regular tax below tentative mnimmtax for purposes
of alternative mninmumtax cal cul ation.

Pol i cy Consi deration

Existing law requires facilities to be used primarily by the children of the
t axpayer's enpl oyees, while this bill would increase the rate of the credit
from30%to 70%for a facility if at least 51%of the children registered in
the facility are from!lowincone househol ds. However, the restriction
regardi ng enpl oyee's children would still apply. [It's unclear whether a
facility could neet both requirenents.

| npl emrent ati on Consi der ati ons

This bill does not require docunmentation of the income of the registered
children (or their househol ds), thereby causing potential audit problens.
Also, it may be difficult for the facility to obtain the annual incone

information fromthe registrants. Finally, the bill contenplates the | oss
of the increased credit anount if the incone restrictions are not net for
any month during the taxable year. |If this verification is conducted upon

audit of the credit, it may be inpossible to verify the incone restrictions.
An ongoi ng i ndependent verification may be required to avoid disputes
bet ween t he departnent and taxpayers.

After these concerns are resolved, inplenentation of this bill should not
significantly inpact the departnent.
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FI SCAL | MPACT

Depart nental Costs

Once the inplenentation concerns are resolved, this provision is not
expected to inpact the departnment’s costs.

Tax Revenue Esti mate

Revenue | osses fromthis provision are estimated as fol |l ows:

Ef fecti ve For | ncone/ Taxabl e Years

Begi nning on or After January 1, 1999
Enact ment Assumed After June 30, 1999
(In MI1ions)

1999-0 2000-1| 2002-3 2003-4
Increase Credit to 70% (%$0.5) ($0.5) | (%$0.5) (%$0.5)

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

Tax Revenue Di scussi on

Revenue | osses under the PITL and the B&CTL will depend on qualified start-
up expenses for child care prograns or constructing a child care facility
and the ability to apply credits against available tax liabilities.

Actual tax data for the 1996 taxable/incone year indicate $1.5 mllion in
applied credits for qualified start-up expenses or constructing a child care
facility. The larger credit (70%instead of 30%, not to exceed $50, 000,

for facilities predom nantly used by | owincone househol ds woul d i ncrease

| osses by approxi mately $500, 000 annually. This allows for the credit
reduci ng regul ar tax below TMI for all taxpayers.

2. CREDIT FOR | NTEREST | NCOVE ON CHI LD CARE AND DEVELOPMENT FACI LI TI ES

EFFECTI VE DATE

This provision would apply to incone years beginning on or after January 1, 1999.

SPECI FI C FI NDI NGS

Existing state law allows a simlar credit for interest inconme on | oans used to
finance qualified expenditures for farmwrker housing. Existing state |aw al so
al | ons taxpayers who make | oans to businesses within an Enterprise Zone to deduct
net interest.

This bill would allow a credit for 50% of the difference between the interest

i ncone received on specified |loans relating to financing qualified child care and
devel opnent facilities and the interest that would have been received had the

| oan been nade at one point above the prine rate.

The credit allowed by this provision shall be taken in equal installnents over a
period equal to the lesser of 10 years or the termof the |oan, beginning in the
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taxpayer's inconme year during which the qualified child care facility
construction is conpleted and there is initial enrollment of children by the
child care or child devel opment program In the case where this credit exceeds
the taxpayer’s tax liability, the excess may be carried over until the credit is
exhaust ed.

The credit shall not apply to loans with a termof |ess than three years or to

| oans funded prior to January 1, 1999. The credit shall apply only to interest
incone fromthe |oan and shall not apply to any other | oan fees or other charges
coll ected by the bank or financial corporation with respect to the | oan.

"Qualified facility" is defined as a licensed child care or devel opnent facility
that neets both of the follow ng requirenents:
Is operated by child care providers who covenant to a bank or financi al
institution to provide child care services for the entire termof the |oan; and

Is located in |l ow or noderate-incone areas as defined by the Comunity

Rei nvestment Act of 1977 (Public Law 95-128), as anended; or is operated by
child care providers whose | oan covenant with the banking or financia
institution provides that not | ess than 30% of the children served by the
facility will be from households with inconmes at or bel ow 75% of the | oca
medi an i nconme, as published by HUD.

Fam |y day care centers are not qualified facilities.

This credit shall not apply to | oans for purchasing real property or for
refinanci ng exi sting | oans.

A taxpayer would be disallowed all credit that would accrue after the occurrence
of a disallowing event. A disallowing event is one in which the child care
provider is either in default of paynment for nore than 90 days or ceases
providing child care in the facility for which the | oan was nmade for nore than 90
days, or both, unless the center takes action to accelerate the loan. The state
may seek to recapture any credit clainmed that is disallowed by this provision.

The credit may not be clained for any project receiving funding or subsidy from
the Child Care and Devel opnent Facilities Loan Guaranty or Direct Loan Funds, as
contained in Sections 8277.5 and 8277.6 of the Educati on Code.

CGenerally, if the bank or financial corporation sells the |oan to another bank or
financial corporation, the balance of the credit, if any, shall be transferred to
t he assignee or transferee of the |oan, subject to the sane conditions and
limtations of the credit. A bank or financial corporation may assign, sell, or
otherwi se transfer the | oan to another person or entity and retain the right to
claimthe credit granted under this section if the bank or financial corporation
retains responsibility for servicing the | oan.

Pol i cy Consi derati ons

Thi s provision does not specify a repeal date for the credit or limt the
nunber of years for the carryover. Credits are typically enacted with a
repeal date to ensure that the Legislature reviews its effectiveness. Also,
departnental experience indicates that credits are typically used within

ei ght years of being earned. Recent credits have been enacted with a
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carryover period limtation so the departnent is not required to retain the
credit carryover on the tax formindefinitely after its repeal date.

The bill could be considered internally inconsistent. Wile the credit
requires borrowers to pronm se lenders to provide child care and, if not
located in a | ow or noderate-incone area, to additionally prom se to
provide child care to children froml| ow and noderate-incone househol ds, the
credit is disallowed only if child care is no | onger provided in the
facility. Once the center is qualified, the credit is not disallowed if
child care is provided only to noderate or upper inconme children

This credit is attenpting to provide an incentive to lenders to |lend for
child care facilities for lowinconme registrants and to taxpayers buil ding
and i nproving child care centers for that inconme group to continue to
provide the child care over the life of the loan. As drafted, the | anguage
provi des that behavior of the borrower affects the lender's ability to take
the credit. The |ender would have to denonstrate conpliance by the borrower
if audited. Because of this, the incentive to the |l ender to nake such | oans
i s di m nished.

| npl emrent ati on Consi der ati ons

Cenerally, the term"real property” in tax |law neans the | and and the
structure permanently affixed to the land. Therefore, to avoid confusion
the term"real property" should be changed to "land." Amendnent 3 has been
provided to nake this clarification.

The credit is to be clained in equal installnments over a period equal to
"the lesser of 10 years or the termof the loan.” |[If the taxpayer

accel erates paynents and the loan is paid off prior to period that the
credit is allowed, it is unclear if the bank or financial corporation could
accel erate claimng the balance of the credit, would continue to claimthe
credit over the specified period, or would | ose the unclained portion of the
credit.

The credit is for reduced interest on portions of |oans used to “purchase,
construct, expand, or rehabilitate” a qualified child care or devel opnent
facility, beginning in the year the child care facility construction is
completed and there is initial enrollnment. Since the credit is provided for
| oans to “purchase, expand, or rehabilitate” as well as construct, it is
uncl ear which year is the first year for credit based on purchase,
expansion, or rehabilitation. 1In addition, the |anguage coul d be
interpreted to operate so as to limt the credit to |oans for the
construction of a qualified child care facility. Amendnents 1 and 2 have
been provided to clarify these matters.

The recapture of credit clained is a reporting requirenment of the taxpayer,
not the affirmative duty of the state. Anmendnents 4 and 5 have been
provided to clarify this requirenent.
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FI SCAL | MPACT

Depart nental Costs

Once the inplenentation concerns are resolved, this provision is not
expected to inpact the departnment’s costs.

Tax Revenue Esti mate

Revenue | osses fromthis provision are estimated as fol |l ows:

Ef fective Wth | ncone/ Taxabl e Years

Begi nning on or After January 1, 1999
Enact ment Assumed After June 30, 1999
(In MI1ions)

1999-0 2000-1| 2002-3 2003-4
Tax Credit to Lenders Negl i gi bl e[| M nor M nor ($0.5)

Negl i gi bl e = Loss Less Than $250, 000
M nor = Loss Less Than $500, 000

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis mnmeasure.

Tax Revenue Di scussi on

Revenue | osses under the PITL and the B&CTL will depend on | enders providing
qualified loans and the ability to apply credits against avail able tax
liabilities.

This estimate is provided as a rule of thunb for every $50 million in annual
qualified I oans with an average discount rate of 1%

BOARD PCSI TI ON

Neut r al

At

its March 23, 1999, neeting, the Franchise Tax Board voted 2-0 to take a

neutral position on this bill.
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FRANCHI SE TAX BOARD S
PROPOSED AMENDMENTS TO SB 549
As Introduced February 19, 1999
AVENDMENT 1
On page 17, line 3 strike out “care facility construction” and insert:
care or developnent facility is purchased or construction, expansion, or
rehabilitation of the facility
AVENDMENT 2

On page 17, line 17, strike out “qualified facility” and insert:

“qualified child care or devel oprment facility”

AVENDMENT 3
On page 17, line 36, strike "real property" and insert:

| and

AMENDMENT 4

On page 17, strike lines 37 through 40, inclusive.

AVENDMENT 5
On page 18, strike lines 1 through 5, and insert:

(d)(1) Upon the occurrence of a disallow ng event, no installnent of the credit
shall be allowed under this section for the inconme year of a disallow ng event
and any subsequent income year of the period provided in paragraph (2) of
subdi vi sion (b).

(2) For purposes of this subdivision, a “disallow ng event” neans either:

(A) The child care provider is in default under the | oan agreenment for nore
than 90 days.

(B) The child care provider ceases providing child care services in the
facility for which the | oan was made for nore than 90 days.

(© In the case of a credit based on | oan covenants described in clause (ii) of
subpar agraph (B) of paragraph (1) of subdivision (c), the child care provider



ceases providing child care services in conpliance with that | oan covenant for
nore than 90 days.



