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SUBJECT: Prescription Drug Deduction

SUMVARY

Under the Personal Incone Tax Law (PITL), this bill would allow a deduction in
computi ng adjusted gross inconme (AG) equal to the cost paid or incurred during
the taxabl e year by a taxpayer for prescription drugs.

EFFECTI VE DATE

As a tax levy, this bill would be effective imediately and apply to taxable
years beginning on or after January 1, 2000.

SPECI FI C FI NDI NGS

Current state and federal |aws all ow taxpayers a variety of deductions when
calculating their tax liability. For individual taxpayers, sonme deductions are
specifically allowed as a deduction fromgross inconme in conmputing A. To
determ ne taxabl e incone, individual taxpayers reduce AG@ by deducting either the
appl i cabl e standard deduction or their item zed deducti ons.

Current federal law, to which state |law conforns, specifically allows a deduction
for unrei nbursed nedi cal care expenses, including costs for prescription drugs or
insulin, as an item zed deduction, but only to the extent that the expenses
exceed 7.5% of the taxpayer’s AG. "Prescribed drug" is defined as a drug or

bi ol ogi cal that requires a prescription of a physician for its use by an

i ndi vi dual

This bill would allow an unlimted deduction in conmputing adjusted gross incone
for 100% of costs paid or incurred for prescription drugs.

Pol i cy Consi derati ons

This bill would create a state/federal difference in conputing adjusted
gross inconme by allowi ng a deduction for the costs paid or incurred by a

t axpayer for prescription drugs as an "above the |line" deduction, while
federal |law would continue to treat prescription drug costs as a "bel ow t he
i ne" deduction.

| npl enent ati on Consi derati ons

The inplenentation of this bill would not significantly inpact this
depart ment.
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Techni cal Consi der ati ons

Because this bill would provide a nodification to the cal cul ati on of
adj usted gross income, as confornmed, it needs to be added to PITL section
17072. Anmendnment 2 is provided.

Because PITL Section 17201 specifies that "the Internal Revenue Code shall
apply unl ess otherwi se provided,” this bill's "notw thstandi ng" | anguage for
that section in this bill is unnecessary and should be renoved to avoid
confusion. Amendnent 1 is provided.

FI SCAL | MPACT

Departnental Costs

This bill would not significantly inpact the departnent's costs.

Tax Revenue Esti mate

Based on data and assunptions di scussed below, this bill would result in the
foll owi ng revenue | osses.

Esti mat ed Revenue | npact of AB 2533
As I ntroduced 2/24/2000
[$ In MIlions]

2000/ 2001 2001/ 2002 2002/ 2003
- $36 -$40 - $46
The bill would be effective with taxable years beginning on or after

January 1, 2000, with enactnment assuned after June 30.

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

The anount of deductible prescription drug costs and the marginal tax rates
of taxpayers with deductible costs would determ ne the revenue inpact of
this bill.

Estimati ng the average annual out-of-pocket expenditure for prescription
drugs and projecting the nunber of taxpayers that would incur and report
such costs derived deductible prescription drug costs. Applying an average
margi nal tax rate of 6.5% and maeking an all owance for sonme small portion
deduct ed under current |aw as a nedi cal expense (subject to the 7.5% of AG
threshold) derived liability year revenue | osses.

Based on househol d spending data for 1997, the average annual out - of - pocket
expendi ture for prescription drugs was project at approximately $245 for
2000. Fromsanple tax return data (1997 base), the nunber of taxable
returns in 2000 was projected at approximately 8.8 mllion.
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Assum ng one-third of taxpayers (with tax liabilities) would incur the
aver age out - of - pocket expenditure for prescription drugs and that, in the
initial year, three-quarters of these taxpayers report eligible costs for
pur poses of the proposed deduction (nearly 2.2 mllion), deductible costs
woul d be $530 million in 2000.

Appl yi ng an average margi nal tax rate of 6.5% and deducting offsetting
revenue gains (since the proposed deduction is in place of the present |aw
deduction) derived a liability year loss of $33 mllion in 2000. Losses
woul d grow each year due to inflating prescription drug costs, increasing
nunber of taxable returns, and an increasing nunmber of taxpayers reporting
eligible costs for purposes of the deduction.

POSI T1 ON

Pendi ng.
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FRANCH SE TAX BOARD S
PROPOSED AMENDMVENTS TO AB 2533
As I ntroduced February 24, 2000

AMENDMENT 1

On page 1, line 1, after “SECTION 1.” insert:

Section 17072 of the Revenue and Taxation Code is anended to read:
17072. (a) Section 62 of the Internal Revenue Code, relating to adjusted gross
i ncone defined, shall apply, except as otherw se provided.

(b) The amendnments to Section 62 of the Internal Revenue Code, nade by
Section 13213 of the Revenue Reconciliation Act of 1993 (P.L. 103-66), relating
to nodifications to deduction for noving expenses, shall apply to taxable years
begi nning on or after January 1, 1996.

(c) The deduction allowed by Section 17204, relating to interest on
education | oans, shall be allowed in conputing adjusted gross incone.

(d) The deduction allowed by Section 17205, relating to prescription drugs,

shall be allowed as a deduction in conputing adjusted gross incone.
SEC. 2

AVENDMENT 2
On page 1, strikeout line 3 and insert:

17205. Notw thstanding Section 17201,



