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SUBJECT: Student Eligible Fees Credit/FTB Reports to Departnent of Finance and
Legislature

SUMVARY

Under the Personal Income Tax Law (Pl TL) and the Bank and Corporation Tax Law
(B&CTL), this bill would allow a credit equal to 100% of eligible fees paid by a
t axpayer on behal f of any student who is a resident of this state.

This bill also would mandate that state revenues supporting the public school system
and public institutions of higher |earning would not be reduced bel ow t he anobunt t hat
woul d have been required for that support if the credits provided by this bill had
not been authorized. This provision will not be discussed in this analysis as it
does not inpact the departnent’s prograns and operations.

EFFECTI VE DATE

This bill would apply to taxable and i ncone years begi nning on or after
January 1, 2000.

SPECI FI C FI NDI NGS

Current state and federal |aws do not allow a tax deduction for personal expenses
(such as a kindergarten through 12'" grade child’ s educational expenses), except where
specifically authorized. A inony paid is deductible as an adjustnment to incone.

Medi cal expenses, charitable contributions, interest, and taxes are deductibl e as
item zed deductions. Expenses for the production of incone and certain enpl oyee

busi ness expenses are consi dered m scel |l aneous item zed deducti ons and nmust exceed 2%
of adjusted gross income (AG) to be deducted.

Current federal and state |laws allow a deduction for contributions to various types
of qualified organizations, including organizations formed for educational purposes
such as public schools. However, taxpayers cannot designate a specific student to
receive the benefit of the charitable contribution

Current federal and state |aws provide for various tax credits designed to provide

tax relief for taxpayers who must incur expenses or to influence business practices
and decisions. However, federal and state laws do not currently allow a credit for
educational expenses relating to the schooling of a taxpayer’s child in grades K-12.

Current federal law allows two credits related to students pursuing college or
graduate degrees or vocational training. The Hope Scholarship Credit provides a
credit for 100% of qualified tuition and rel ated expenses, for a maxi num al | owabl e
credit of $1,500 per student for each of the first two years of post-secondary
educati on.
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The Lifetime Learning Credit allows a credit of 20% of qualified tuition and

rel ated expenses (up to $5,000 for taxable years begi nning before

January 1, 2003, and $10, 000, thereafter) paid by the taxpayer for any year the
Hope Schol arship Credit is not clainmed. State |aw does not currently allow a
credit for educational expenses.

Current state |aw provides general rules which apply to all tax credits, unless
the individual credit provisions specify otherwi se. General rules describe the
division of credits anong nultiple taxpayers or between a husband and wife.
Except as specified, no tax credit may reduce regul ar tax below the tentative
mnimumtax for alternative m ninmumtax purposes.

This bill would allow a credit equal to 100% of eligible fees paid or incurred
during the taxable or income year by any taxpayer on behalf of any student who is
a resident of this state.

This bill would define eligible fees as fees paid for the adm nistration of
advanced pl acenent exam nations conducted by the Coll ege Entrance Exam nati on
Board (on the basis of which participating institutions of post-secondary
education award post-secondary academ c credit); Scholastic Aptitude Test
application fees; University of California application fees; California State
University application fees; and California private university application fees.

This bill would require the taxpayer to provide to the Franchise Tax Board (FTB),
upon request, a copy of the receipt for the costs of any eligible fees paid.

This bill would specify Legislative intent that the credit may be accrued for
nmore than one student and nore than one exam nation.

This bill would require the FTB to report to the Departnent of Finance (DOF) by
January 1 of each year the ambunt of credits clainmed in the taxable and incone
years ending in the preceding calendar year. |In addition, this bill requires the
FTB to report to the Legislature on or before July 2001, the fiscal inpact of the
credits allowed by this bill

This bill would provide that the credit woul d be divided equally between a
husband and wife filing separate returns.

This bill would provide that the credit be in lieu of any deduction the taxpayer
woul d ot herwi se be entitled to claimfor the contribution.

This bill would provide that a taxpayer may carry over any excess credit for the
succeeding five years or until exhausted, whichever occurs first.

Constituti onal Consi deration

This bill would Iimt the credit to the amount paid for eligible fees on
behal f of any student who is a resident of California. However, the anpunt
of the fees are not based on residence of the student. In fact, the fees

are the same for residents and nonresidents. This residency requirenment nmay
be subject to constitutional challenge as indirectly discrimnmnatory against
non-resident students who wish to attend California schools by virtue of the
credit being available only to taxpayers who pay eligible fees on behal f of
students who are residents, rather than to all students who attend schoo

wi thin California.
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Pol i cy Consi derations

This bill would allow a credit equal to 100% of identified costs. A credit
equal to 100% of an expenditure, without limtation.

Most credits contain a sunset date so that the Legislature may review the
effectiveness of the credit. This bill does not contain a sunset date.

This bill would require a married couple filing separately to divide the
credit equally. The author may wish to delete the | anguage regarding
division of the credit and allow the general rule to prevail. This would
allow the couple to have the flexibility to divide the credit or allow one
spouse to claimthe entire anount to maxim ze current utilization of the
credit.

| npl erent ati on Consi derati ons

A definition for "student” would be helpful to clarify on behal f of whomthe
aut hor wi shes the expenses to apply. It is unclear if "student" would

i ncl ude an applicant who is not a registered in school at the tine of
paynment of the application fees.

This bill requires the FTB to report to the DOF by January 1 of each year
the amount of credits taken in the taxable and i nconme years ending in the
previ ous cal endar year. For taxpayers reporting on a cal endar year, the
required report would be due to DOF the day after the taxable or incone year
ended and before the credits were clained. Tax returns for individuals are
typically due on April 15 with an autonmatic extension to October 15, while
the due date for businesses depends on their fiscal year. Information
regarding credits claimed for a tax/inconme year is typically not avail able
until approximately July 1 in the year following the filing year. For
exanpl e, information regarding the 1999 taxable/income year will be
avai l able July 1, 2001. The departnent would be unable to provide the
information at the tinme specified.

Simlarly, the information would not be available for the report to the

Legi sl ature due in July 2001 for taxable/income year 2000. CJdarificationis
needed to determine if the author intended that an enployer could elect to
pay these expenses "on behalf of" a student who could be either an enpl oyee

or dependent of an enployee. |If this were the case, then perhaps the
enpl oyer mght try to treat the paynent as either additional deductible
conpensation. If the first technical consideration belowis resolved to

clearly disallow a deduction for any portion of eligible fees for which this
credit is allowed, this inplenentation consideration would be elim nated.

Departnent staff is available to assist in resolving these and any ot her
i ssues that may be identified.

Techni cal Consi derati ons

This bill does not provide a credit for a "contribution." Thus, the
| anguage di sall owi ng a deduction for any portion of the "contribution" could
have no effect. The author may wish to clarify this |anguage.
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The | anguage regarding division of the credit between a husband and w fe
shoul d be deleted fromthe B&CTL since individuals file under the PITL.

LEG SLATI VELY MANDATED REPORTS

The FTB woul d be required to report to the DOF by January 1 of each year the
anmount of credits clainmed under this bill for the taxable and incone years ending
in the precedi ng cal endar year.

The FTB woul d be required to report to the Legislature on or before July 2001,
the fiscal inpact of the credits provided by this bill

FI SCAL | MPACT

Departnmental Costs

When the inplenentation issues are resolved, this bill would not
significantly inpact the departnent's costs.

Tax Revenue Esti mate

This bill is estimated to result in revenue | osses as shown in the foll ow ng
tabl e.

Fi scal Year Cash Fl ow
Taxabl e Years Begi nning After Decenmber 31, 1999
Enact nent Assuned After June 30, 2000
$ MIlions
2000/ 2001 2001/ 2002 2002/ 2003
- $50 - $53 - $56

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

Tax Revenue Di scussi on

The revenue inpact for this bill will be determ ned by the nunber of
applications filed, the cost eligible fees, and the ambunt of credits that
can be applied against available tax liabilities.

This estimte was devel oped using the foll ow ng steps:

1) According to the California State University (CSU), Chancellor’s Ofice,
approxi mately 365,076 applications were filed in 1998, with an average
application fee of $55.

The nunber of applications was grown 5% per year, yielding 402, 496
applications for 2000. The resulting nunber was adjusted downward by 10%to
take into account applications filed fromout of state and wai vers all owed,
yi el di ng approxi mately 362,247 qualifying applications for CSU Col | eges for
tax year 2000 or $20 million in tax credits.
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2) According to the University of California, Ofice of the President
(UCOP), approximately 221,921 applications were filed by California
residents in 1998. This nunber was grown 5% per year, yielding

approxi mately 243,973 applications for 2000, with an average application fee
of $40. The application nunmber was adjusted downward by 15%to reflect

wai vers allowed by the universities, yielding approximtely 207,377
qual i fying applications for tax year 2000 or $8.3 million in tax credits.

3) According to the Private/lndependent Coll eges, approxi mately 90, 000
applications were filed for 1999. This nunber was grown 5% per year,

yi el di ng approxi mately 94,500 applications for 2000, with an average
application fee of $41. According to the sane source, approximtely 25% of
all applications filed for private universities are either waived or filed
fromout of state, |eaving approximtely 70,875 qualifying applications for
tax year 2000 or $2.9 mllion in tax credits.

4) According to the College Board in Sacramento, approximtely 151, 636
applications were filed for the Schol astic Aptitude Test | (SAT I) and
68,054 for the SAT Il for 1999, with an average fee of $24 (SAT I) and $21
(SAT Il). These nunbers were grown 5% per year yielding approximtely

159, 218 for SAT | and 71,457 for SAT Il for 2000. These numbers were
further adjusted downward 10%to reflect waivers allowed for |ower incone
famlies, yielding approximately 143,296 qualifying applications for the SAT
| and 64,311 for the SAT Il for a total of $4.7 mllion in tax credits for
tax year 2000.

5) According to the sane source, approximtely 203,523 Advance Pl acenent
Test were given in 1999, with an average fee of $76. This nunmber was grown
5% per year, yielding approximately 213,699 test for 2000. This nunber was
further adjusted downward by 10%to reflect waivers allowed for |ower incone
famlies, yielding approximately 192,329 qualifying applications for tax
year 2000 or $14.6 million in tax credits.

The total proposed revenue loss fromthis bill is approximtely $50 mllion
for tax year 2000. It was assuned that 75% of allowed credits would be
applied in any given year and the bal ance, due to insufficient tax
liabilities, would be carried over and applied in the follow ng year.
Revenue | osses were adjusted to account for current |aw deductions avail able
to enployers. Losses were grown 5% to account for growth and incentive
effects.

POSI TI ON

Pendi ng.



