SPECIAL REPORT

Capturing Federal Dollars With
State Charitable Tax Credits

By Phillip Blackman and Kirk J. Stark

Phillip Blackman is an as-
sociate director of development
at the Penn State Dickinson
School of Law. Kirk J. Stark is
professor of law at the UCLA
School of Law. The authors
would like to thank David
Anderson, Ellen Aprill, Michael
Asimow, Calvin Johnson, Wil-
liam Klein, Jason Oh, and Bruce
Wolk for comments on earlier
drafts of this report. Any errors
or omissions are the sole re-
sponsibility of the authors.

In this report, Blackman and
Stark discuss the federal in-
come tax treatment of state
_ charitable tax credits. A recent

Kirk J. Stark chief counsel memorandum
found that a taxpayer was permitted to claim a
charitable contribution deduction for the full
amount of a gift, even though a substantial portion
of the gift was effectively refunded to the taxpayer
through a charitable state tax credit. Blackman and
Stark explain that the memorandum permits states
to adopt charitable tax credits that effectively en-
able taxpayers to convert state taxes to charitable
gifts — a strategy that would be attractive to
alternative minimum tax payers. Those state chari-
table tax credits (some with extraordinarily high
credit percentages) appear to be on the rise, per-
haps in part because they effectively enable a
transfer of revenue from the federal government to
the states. The authors believe the memorandum
should be repudiated (as a matter of appropriate
federal tax policy), but if it is not, states should
consider taking advantage of it.
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“Bucks loves strategies that allow you to beat
the system, especially when you can do some
good in the process.”

— Bucks blog, The New York Times, Dec. 22, 2010
I. Introduction

In ongoing debates about how to fund state and
local public goods, one strategy stands out for its
ability to engender bipartisan agreement: more
money from the federal government. The Golden
State is no exception. Despite pervasive disagree-
ment over the size of government and the level of
taxes required to pay for it, Californians are gener-
ally united in the view that the state is getting a raw
deal vis-a-vis the federal government. Polling data
consistently show that roughly two-thirds of Cali-
fornians think the state should receive more federal
assistance, including a majority of Democrats, Re-
publicans, and independents.! Playing on those
sentiments during his gubernatorial campaign in
2003, Arnold Schwarzenegger said, “By the time
I'm through with this whole thing, I will not be
known as the Terminator — I will be known as the
Collectinator!”? Jerry Brown sounded a similar
theme seven years later, vowing to “stop leaving
federal money on the table.”> Whatever the merits
of those bipartisan proclamations as a political
matter, there is little indication that Washington is
prepared to rework the distribution of federal
spending or taxes in California’s favor.

!Public Policy Institute of California, “Californians and Their
Government” (Jan. 2010).

2See, e.g., Warren Olney, “Can the Terminator Be the Collec-
tinator, Too? KCRW,” Which Way, LA? (Feb. 16, 2005).

3Anthony York, “Campaign Notebook: Brown Goes Nega-
tive, Whitman Goes Big,” Capital Weekly, Sept. 16, 2010.

53



COMMENTARY / SPECIAL REPORT

Importantly, however, not all policies directing
additional federal support to the state require con-
gressional approval. This report considers a legisla-
tive strategy for increasing federal funds that
California, or any other state, could enact on its own
initiative: the adoption of a state income tax credit
for charitable contributions that augment or defray
selected state or local government expenditures. If
respected by federal tax authorities, such a credit
would enable taxpayers to convert state income tax
payments to charitable contributions on their fed-
eral income tax returns. That would reduce the
federal income tax liability of taxpayers subject to
the federal alternative minimum tax, which disal-
lows deductions for state and local taxes but per-
mits them for charitable contributions. Also, if the
state were to adopt a transferable charitable tax
credit, taxpayers could convert ordinary income to
capital gains, reducing their federal income tax
liability by as much as 20 cents on the dollar based
on current tax rates. In both cases, the state govern-
ment would share in the federal tax savings to the
extent the charitable tax credit does not fully com-
pensate taxpayers for their donations.

While that outcome may sound too good to be
true, recent legal guidance from the IRS Office of
Chief Counsel appears to support that strategy.
Asked to opine on the effects of a state income tax
credit for charitable donations, the chief counsel in
2010 concluded that the taxpayer was allowed to
deduct the full amount of her charitable contribu-
tion to a state agency even though she received a
state income tax credit for some (unspecified) per-
centage of that amount.* A recent Tax Court deci-
sion appears to support the IRS position, accepting
a couple’s charitable contribution deduction even
though the gift entitled them to a 100 percent state
tax credit for a portion of their gift.> That conclusion
is consistent with the federal income tax treatment
of state tax deductions for charitable contributions,
which are generally ignored in calculating the
amount of a donor’s federal deduction, but it is at
variance with other legal authority requiring a
taxpayer to reduce the amount of her charitable
contribution deduction by the amount of cash and
the value of any property or services received in
exchange for the gift.

Our analysis considers the federal income tax
consequences of state charitable tax credits and
critically evaluates the chief counsel memorandum
on the topic. We consider the significance of the
chief counsel’s analysis for S.B. 284, draft legislation
recently proposed by California state Sen. Kevin de

“ILM 201105010.
STempel v. Commissioner, 136 T.C. 341 (2011).
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Leon (D) that would permit an income tax credit for
some contributions to a college access tax credit
fund (CATCEF). The CATCF program offers a frame-
work for considering how California might take
advantage of the chief counsel’s 2010 memoran-
dum. Our analysis casts doubt on the chief coun-
sel’s conclusions and thus also calls into question
the federal tax benefits supposedly associated with
S.B. 284. Nevertheless, given the IRS’s position, the
CATCF program deserves consideration as a way
for California to pursue fiscal “self-help” using
creative tax planning. While we believe the CATCF
strategy should not produce the federal tax benefits
it purports to produce, IRS guidance appears to
provide a legal opening for those hoping to act on
the state’s Collectinator impulses.

II. Mechanics of Federal Tax Law

Understanding the possible benefits to California
of adopting an income tax credit for charitable
contributions requires a brief overview of relevant
federal tax rules, including the deduction for chari-
table contributions, the deduction for state and local
taxes, and the differential treatment of charitable
contributions and state and local taxes for purposes
of the federal AMT.

A. Charitable Contributions

Section 170 allows a deduction for “any chari-
table contribution ... payment of which is made
within the taxable year.”¢ Significantly, the statute
goes on to define a charitable contribution as a
“contribution or gift to or for the use of . . . a state,
possession of the United States, or any political
subdivision of any of the foregoing ... but only if
the contribution or gift is made for exclusively
public purposes.”” While charitable gifts to state
governments are less common than donations to
other types of charitable organizations, the statute is
clear that the term “charitable contribution” encom-
passes those gifts.®

Like all charitable donations, gifts to state and
local governments are subject to the general rules

%Section 170(a).

“Section 170(c).

80f course, gifts to state colleges and universities (as well as
public schools at the K-12 level) are not uncommon, although
those contributions would be deductible as charitable gifts even
if the schools were private because the statute permits deduct-
ible contributions to educational organizations. For a thorough
review of the different types of governmental entities and
affiliates for purposes of various federal income tax rules,
including the charitable contribution deduction, see Ellen
Aprill, “The Integral, the Essential, and the Instrumental,” 23 J.
Corp. Law 803 (1998).
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and limitations applicable to charitable contribu-
tions, including those set forth in Treasury regula-
tions or developed through judicial doctrines over
the years. Of particular relevance to our analysis is
the limitation in reg. section 1.170A-1(h)(1), provid-
ing that “no part of a payment that a taxpayer
makes to or for the use of an organization described
in section 170(c) that is in consideration
for...goods or services (as defined in section
1.170A-13(f)(5)) is a contribution or gift within the
meaning of section 170(c) unless the taxpayer — (i)
Intends to make a payment in an amount that
exceeds the fair market value of the goods or
services; and (ii) Makes a payment in an amount
that exceeds the fair market value of the goods or
services.”® The term “goods and services” is de-
fined to include cash, property, services, benefits,
and privileges.?

That rule accords with the common-sense notion
that a charitable gift entails parting with something
of value. To the extent that the taxpayer is receiving
an item of value in exchange for her contribution, it
would seem appropriate to reduce the amount of
the taxpayer’s charitable contribution deduction by
the FMV of whatever is received. Accordingly, the
regulations specify that any otherwise allowable
charitable contribution deduction cannot exceed the
excess of (1) the amount of any cash and the FMV of
any property (other than cash) transferred by the
taxpayer to an organization described in section
170(c), over (2) the FMV of the goods or services the
organization provides in return.!

That approach should be familiar to anyone who
has made a donation to organizations such as NPR
or PBS during one of their pledge weeks. It is not
uncommon for those types of organizations to pro-
vide donors with an item of value in exchange for
their gift. For example, in exchange for a gift of
$500, PBS might send a donor a complete DVD set
of the Ken Burns documentary on the Civil War. If
that DVD set has an FMV of $100, the taxpayer’s
charitable contribution will be limited to $400 —
that is, the excess of the amount contributed ($500)
over the FMV of the goods received in exchange
($100).

Surprisingly little attention has been given to the
interaction between the rules just summarized and
the availability of state income tax benefits arising
from charitable gifts.!? It is common for states with
an income tax to follow the federal tax code in

“Reg. section 1.170A-1(h)(1).

19Reg. section 1.170A-1(f)(5).

HReg. section 1.170A-1(h)(1).

2An exception is Naomi E. Feldman and James R. Hines Jr.,
“Tax Credits and Charitable Contributions in Michigan” (Oct.
2003).

TAX NOTES, April 1, 2013

COMMENTARY / SPECIAL REPORT

providing a deduction for charitable contributions.
Thus, in the above example, the taxpayer may be
able to claim a $400 charitable contribution deduc-
tion not only on her federal Form 1040, but also on
her state income tax return. Assuming a federal tax
rate of 35 percent and a state tax rate of 10 percent,
a $400 deduction will reduce the taxpayer’s federal
income tax liability by $140 and reduce her state
income tax liability by $40.

In most cases, the state tax benefits arising from a
charitable donation are not likely to be significant,
in part because state income tax rates are much
lower than federal income tax rates. Also, the
reduction of the taxpayer’s state income tax liability
has its own federal income tax consequences — that
is, reducing the amount of otherwise deductible
state income tax payments.!> However, matters are
complicated — and the stakes potentially increased
— when a state offers an income tax credit for
charitable gifts rather than a deduction. Unlike a
deduction, a credit is a dollar-for-dollar reduction in
a taxpayer’s tax liability. Whereas the dollar value
of a deduction is a function of the taxpayer’s
marginal tax rate, the dollar value of a credit is a
function of the credit percentage available under
the credit.

For example, assume that a state adopts a 40
percent income tax credit for donations to PBS and
taxpayer Dora makes a $1,000 donation to her local
PBS station. Assume further that Dora’s marginal
tax rate under her state’s income tax is 10 percent. If
Dora were to claim a state charitable contribution
deduction for her $1,000 donation, it would save
her $100 in state income taxes. By contrast, an
income tax credit with a 40 percent credit percent-
age would reduce Dora’s state income tax liability
by $400. Deductions and credits are merely two
different ways of accomplishing the same result;
however, credits give policymakers more flexibility
because the subsidy rate can be set independently
of marginal tax rates.!*

13As discussed infra, the reduction in state tax liability arising
from the state-level deduction can also increase the taxpayer’s
federal income tax liability to the extent that the taxpayer’s state
and local tax deductions are reduced by virtue of the reduction
in state tax liability. In that case, the after-tax cost of the gift is
equal to the gross gift multiplied by (1 - f)(1 - s), where f is the

federal marginal tax rate and s is the state marginal tax rate.
“William J. Turnier and Douglas G. Kelly, “The Economic
Equivalence of Standard Tax Credits, Deductions and Exemp-
tions,” 36 Fla. Tax Rev. 1003 (1984). Some commentators prefer
credits over deductions on the grounds of both efficiency and
equity. See, eg., Kirk J. Stark, “Fiscal Federalism and Tax
Progressivity: Should the Federal Income Tax Encourage State
and Local Redistribution?” 51 UCLA L. Rev. 1389, 1429 (2004)
(examining arguments for converting the deduction for state
and local taxes to a flat rate credit); see also Lily L. Batchelder et
(Footnote continued on next page.)
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Some states have recently adopted state income
tax credits with extraordinarily high credit percent-
ages, including some with a 100 percent state in-
come tax credit.!s It is worth pausing for a moment
to reflect on what it means for a state to offer a 100
percent income tax credit for a charitable gift. Can
such a transfer even be considered a “gift”? Return-
ing to our Dora/PBS example, assume that Dora’s
state permits a 100 percent income tax credit for
donations to PBS up to an amount of $1,000. Under
the terms of the statute, a $1,000 “gift” to PBS
would let Dora reduce her state income tax liability
by $1,000. In effect, Dora is directing the state to
transfer $1,000 of what would otherwise be state
income tax revenue to PBS.1® Such a scheme raises
some interesting questions about politics and
democratic theory. For example, who should decide
how that $1,000 is spent, a state’s elected repre-
sentatives, or the taxpayers who make those dona-
tions? But those questions are beyond the scope of
this analysis.

A 100 percent state income tax credit has the dual
effect of increasing the taxpayer’s charitable contri-
butions by the amount donated and reducing the
taxpayer’s state income tax payments by the same
amount. In effect, the availability of a 100 percent
state income tax credit for charitable gifts permits
the taxpayer to “convert” what would otherwise be
state tax payments to charitable donations. When
the donee is not a private organization, but rather
the state government itself, the only real change is
one of labeling. In other words, if Dora makes a
$1,000 gift to her state and is thereby allowed to
claim a $1,000 state income tax credit, all she really
has done is convert what would otherwise have
been a $1,000 state income tax liability into a $1,000
charitable gift.

al., “Efficiency and Tax Incentives: The Case for Refundable Tax
Credits,” 59 Stan. L. Rev. 23 (2006).

5For example, the National Conference of State Legislatures
reports that several states have adopted income tax credits for
donations to qualifying school tuition organizations (STOs).
Those include programs with credit percentages ranging from
50 to 100 percent (see NCSL, “Tuition Tax Credits: Overview”).
The availability of those tax credits for donations to tuition
organizations in Arizona was the subject of Arizona Christian
School Tuition Organization v. Winn, 131 S. Ct. 1436 (2011).

°In Arizona Christian, 131 S. Ct. 1436, Justice Anthony
Kennedy said, “When Arizona taxpayers choose to contribute to
STOs, they spend their own money, not money the State has
collected from respondents or from other taxpayers” (emphasis
added). That conclusion is relevant to whether the parties
challenging the constitutionality of the Arizona statute on
establishment clause grounds had standing to pursue the law-
suit. For an opposing perspective noting the fundamental
interchangeability between government expenditures and tax
credits, see Justice Elena Kagan’s dissenting opinion in the case.
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B. Deduction for State and Local Taxes

Under section 164, taxpayers are allowed a de-
duction for state and local property taxes, income
taxes, and in some circumstances, retail sales
taxes.!” That long-standing provision of federal tax
law should negate any benefit associated with con-
verting state income tax payments to a charitable
gift. In the example described above, if Dora claims
a 100 percent state income tax credit for her $1,000
donation to PBS, all she has done is reduce her
(federally deductible) state income taxes and in-
crease her (federally deductible) charitable contri-
butions. Because both state income tax payments
(section 164) and charitable contributions (section
170) are deductible for purposes of the federal
income tax, converting a $1,000 transfer from one
category to the other should have no meaningful
federal income tax consequences.

Significantly, however, state income tax pay-
ments and charitable contributions are treated dif-
ferently for purposes of the federal AMT. Whereas
charitable contributions are deductible for both the
regular income tax and the AMT, state and local
taxes are deductible only for the regular income tax.
More precisely, section 56(b)(1)(A)(ii) provides that
“in determining the amount of the alternative mini-
mum taxable income . ..no deduction shall be al-
lowed . .. for any taxes described in paragraph (1),
(2) or (3) of section 164(a).” As a result of that
provision, taxpayers subject to the AMT typically
receive no federal income tax benefit from the
deduction for state and local taxes. Thus, while a
taxpayer subject only to the regular income tax
should generally be indifferent to the classification
of a payment as a charitable contribution or a state
tax payment, an AMT payer generally will prefer to
have a payment classified as a charitable contribu-
tion rather than a state tax payment because the
former is deductible while the latter is not.'

Until recently, the AMT was a relatively insignifi-
cant feature of the U.S. fiscal structure. It was
enacted as part of the Tax Reform Act of 1969 in
response to revelations that 155 taxpayers with

'7Section 164.

®Even outside the AMT context, taxpayers should generally
prefer deductible charitable contributions to nondeductible
state and local taxes, such as retail sales taxes or gas taxes,
suggesting that a tax credit scheme aimed at converting state
sales or gas tax liability to charitable contributions would be
subject to the same type of analysis described in the text. Tax
credits are far less common in those contexts than in the income
tax context.
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incomes exceeding $200,000 had zero federal in-
come tax liability for 1966.° Congress responded
with the AMT to ensure that wealthy taxpayers pay
at least some minimum amount of income tax. Over
time, various changes to the AMT structure, along
with the fact that its key parameters (for example,
the AMT exemption or the breakpoint between the
AMT tax rates) were not indexed for inflation,
converted the AMT from a relatively minor add-on
tax to a fairly significant feature of the U.S. federal
income tax. In very general terms, the AMT can be
described as having a broader base (because it
features fewer deductions) and lower rates (with a
top rate of 28 percent, compared with 39.6 percent)
than the regular income tax.

By far the most significant AMT preference item
is the deduction for state and local taxes, accounting
for more than two-thirds of total AMT preferences
and adjustments in recent years.?0 As a result, AMT
participation rates are highest in those states where
state and local tax burdens are the greatest. The
Urban-Brookings Tax Policy Center estimated that
in 2007 “families in high-tax states were almost
three times more likely to face the AMT than those
in low-tax states.” States with the highest number of
total returns featuring AMT liability are California,
Connecticut, Maryland, Massachusetts, New Jersey,
and New York.

C. California AMT Data

IRS data reveal more detail about the operation
of the AMT in California. For tax year 2010, ap-
proximately 4.5 percent of federal income tax re-
turns filed in California showed some AMT liability.
Nearly all those returns (96 percent) were filed by
taxpayers with adjusted gross incomes exceeding
$100,000, and three-quarters were filed by taxpayers
with AGIs exceeding $200,000.2' Thus, as is true
throughout the country, AMT liability of Califor-
nians is concentrated in the top decile of the income
distribution.?> For those taxpayers, an increase in
their state tax liability will have no effect on their
federal income tax liability because of the nonde-
ductibility of state and local taxes under the AMT.
However, an increase in charitable contributions

“Leonard E. Burman et al., “The Expanding Reach of the
Individual Alternative Minimum Tax,” Urban-Brookings Tax
Policy Center (May 2005).

*Tax Policy Center, “Reconciling AMTI and Taxable Income
for AMT Taxpayers” (Dec. 21, 2010) (deduction for state/local
taxes accounted for more than 68 percent of AMT adjustments
and 1preferences for 2008).

MRS Statistics of Income, “Historic Table 2” (2010).

#2See Emmanuel Saez, “Striking It Richer: The Evolution of
Top Incomes in the United States” (updated with 2009 and 2010
estimates), Figure 2 (Mar. 2, 2012) (noting that the breakpoint for
the top decile, based on national figures, was $108,000 in 2010).
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would reduce their federal income tax liability by
the amount of the contribution multiplied by the
marginal tax rate, which for those subject to the
AMT would be either 26 or 28 percent.?

III. Effects of a State Charitable Tax Credit

The differential treatment of state and local taxes
and charitable contributions under the AMT creates
an opportunity for tax planning. The tax planning
we have in mind is not the conventional variety, in
which an individual or business entity engages the
expertise of a tax lawyer or accountant with an eye
toward minimizing its tax obligations. Rather, what
we envision is state legislation enacted specifically
for the purpose of exploiting the federal tax code’s
differential treatment of those two types of pay-
ments.

We offer our analysis merely as a thought experi-
ment in the hopes of revealing the intuition under-
lying the idea. Our aim is not to endorse a
California state charitable tax credit — indeed, we
have some doubts about its viability as a means of
capturing additional federal resources for the state.
Rather, we will highlight the technical legal ques-
tions that would need to be answered to ensure that
such a credit would have the desired effects.

A. (Potential) Federal Tax Benefits

The potential benefit of a state income tax credit
for charitable contributions is best understood with
an extreme example — that is, a 100 percent Cali-
fornia state income tax credit for donations to a
California state charitable contribution fund
(CSCCF) — which we will refer to as Example A.
Assume the purpose of the fund will be to under-
take some sort of activity that has the effect of
defraying state general fund expenditures. Tax-
payer Joe, who has federal AGI between $400,000
and $500,000 and is subject to the federal AMT,
plans to contribute $10,000 to the fund.

If respected as a charitable gift, the contribution
will entitle Joe to a $10,000 income tax credit on his
California state income tax return and a $10,000
charitable contribution deduction on his federal
income tax return. The $10,000 California state
income tax credit fully compensates Joe for the
contribution. Thus, while his state income tax liabil-
ity has decreased by $10,000, his total payment to
the state has not changed; it’s just that $10,000 is
directed to the CSCCF instead of to the state’s
general fund. From the state’s perspective, that
should be simply an accounting maneuver, at least
insofar as CSCCF resources are used to defray
general fund expenditures.

2Gection 55(b)(1)(A)().
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By contrast, the effect on Joe’s federal income tax
liability is more meaningful. While the $10,000
reduction in Joe’s state income tax payments has no
effect (because he is subject to the AMT and thus
enjoys no benefit from state and local tax deduc-
tions), his charitable contribution deduction has
increased by $10,000. At a marginal tax rate of 28
percent, Joe should see a reduction in his federal
income tax liability of $2,800. Thus, merely by
relabeling the $10,000 (from “tax” to “gift”), Joe
saves $2,800 in federal taxes.24

California may wish to adopt such a scheme
solely for the benefit of taxpayers like Joe, or it may
decide to offer a state income tax credit for some
amount less than 100 percent in an effort to capture
some portion of that $2,800 for public expenditures
or other purposes. For example, let’s modify our
hypothetical slightly (Example B) and assume that
the state income tax credit is 80 percent instead of
100 percent. Under that scenario, Joe’s contribution
of $10,000 would reduce his state income tax liabil-
ity by only $8,000, with the result that his net
payments to the state have increased by $2,000 as a
result of his gift to the fund. However, the federal
tax treatment of the transfer would remain the same
— that is, his federal income tax liability would be
reduced by $2,800 by virtue of the increase in his
deductible charitable contributions by $10,000. In
effect, when the state income tax credit is less than
100 percent, the state is able to claim a share of the
federal tax savings arising from the transfer.

At this point, the reader is likely thinking (or, if
not, perhaps should be), “This can’t work.” After
all, the state income tax credit scheme described has
all the markings of a transparent tax avoidance
scheme — that is, mere paper shuffling and relabel-
ing devised to reduce federal tax liabilities. That a
state government is initiating the scheme does not
make it any less objectionable on the grounds of
substance over form or other judicial antiavoidance
doctrines. The right answer seems to be that the
taxpayer’s charitable contribution deduction should
be reduced by the value of the state tax benefit
arising from the transfer. Thus, in Example A, Joe’s
charitable contribution deduction for the $10,000

A comparable benefit arises when a taxpayer makes a
federally deductible donation and is granted a state credit for
some state or local tax that is not deductible for purposes of the
federal income tax. That would be the case, for example, for a
retail sales tax credit or a gasoline tax credit. Except in the
relatively rare case of a taxpayer electing to deduct sales taxes in
lieu of income taxes, those taxes are generally not deductible for
anyone. Thus, to the extent that a charitable contribution gives
rise to a federal income tax deduction for the full amount of the
gift and a state tax credit for one of those nondeductible taxes,
the effect is to convert the payment of a nondeductible tax to a
deductible gift.
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transfer to the CSCCF should be zero. In Example B,
the allowable charitable contribution deduction
should be $2,000. In both cases, to allow a charitable
contribution deduction of $10,000 on the federal
return is to ignore the significant state tax benefit
arising from the income tax credit. That result
seems to follow from the Treasury regulations dis-
cussed.

Despite seeing those answers as “correct,” we see
two problems. First, the IRS has recently taken a
contrary view, concluding that a state or local tax
benefit, for example, a state income tax credit for
donations of cash or property to a state agency, “is
treated for federal tax purposes as a reduction or
potential reduction in tax liability” and not as
consideration that might constitute a quid pro quo
for purposes of section 170. Second, for the IRS to
rule otherwise likely would require a broader re-
consideration of the long-standing principle that
“the tax benefit of a federal or state charitable
contribution deduction is not regarded as a return
benefit that negates charitable intent, reducing or
eliminating the deduction itself.” Those passages
are from the chief counsel’s office 2010 memoran-
dum on this issue.

B. ILM 201105010

In early 2011 the IRS Office of Chief Counsel
released a memorandum it had prepared in October
2010 regarding the deductibility of donations that
entitle the taxpayer to a state-level tax credit.> The
memorandum considered whether a taxpayer’s
contribution of cash or other property to a state
agency should be considered a charitable deduction
under section 170 or payment of a state tax under
section 164 when the taxpayer receives a state
income tax credit in lieu of a state charitable contri-
bution deduction for the payment.

The facts considered in the chief counsel’s office
analysis can be summarized as follows. Over the
course of two years, the taxpayers contributed cash
and appreciated property to some qualifying orga-
nizations under the terms of four tax credit pro-
grams adopted by State X. Under the law of State X,
the tax credits could be used to reduce the taxpay-
ers’ state income tax liability in the year of the
contribution, carried forward to the following year
if unused in the year of the contribution, or sold to
other taxpayers who would use the credits to re-
duce their state income tax liability.

In year 1, the taxpayers submitted applications to
the State Department of Economic Development

PWhile the memorandum can be viewed as the office’s
current position on the topic, it bears noting that the advice in
the memorandum “may not be used or cited as precedent.” ILM
201105010, supra note 4, at 1.
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and was granted a state tax credit equal to an
unspecified percentage of the contributions. The
taxpayers used a portion of those credits to reduce
their year 1 state tax liability, sold another portion to
other taxpayers, and carried forward the remaining
credits to future tax years. In year 2, the taxpayers
submitted applications to the state for additional
contributions and claimed the resulting state tax
credits, as well as the credits carried forward from
year 1, to offset their year 2 state income tax liability.

The chief counsel’s analysis of the federal income
tax consequences of those contributions is relatively
brief and straightforward. To be deductible as a
charitable contribution under section 170, “a trans-
fer to a charitable organization or government unit
must be a gift,” defined as “a transfer of money or
property without receipt of adequate consideration,
made with charitable intent,” according to the IRS.
Moreover, a transfer will not be considered to have
been made with charitable intent “if the transferor
expects a direct or indirect return benefit commen-
surate with the amount of the transfer.” When the
transferor receives some benefit in exchange for the
contribution, “the transfer may be deductible as a
charitable contribution, but only to the extent the
amount transferred exceeds the fair market value of
the benefit received, and only if the excess amount
was transferred with the intent of making a gift.”

An obvious question arising from those prin-
ciples is whether the federal or state tax benefits
accruing to a taxpayer as a result of making a
charitable gift should be regarded as a “benefit
received” that might reduce or eliminate the chari-
table nature of the transfer. In a series of cases cited
in the chief counsel memorandum, federal courts
generally held that the “tax benefit of a federal or
state charitable contribution deduction is not re-
garded as a return benefit that negates charitable
intent, reducing or eliminating the deduction it-
self.”?¢ In many of those cases, the court’s conclu-
sions are stated in very strong terms. For example,
in McLennan, the U.S. Claims Court noted that “a
donation of property for the exclusive purpose of
receiving a tax deduction does not vitiate the chari-
table nature of the contribution.”?” Likewise, in
Skripak, the Tax Court stated that “a taxpayer’s
desire to avoid or eliminate taxes by contributing

%Citing McLennan v. United States, 23 CL. Ct. 99 (1991),
subsequent proceedings, 24 Cl. Ct. 102, 106, n.8 (1991), aff'd, 994
F.2d 839 (Fed. Cir. 1993); Skripak v. Commissioner, 84 T.C. 285, 319
(1985); Allen v. Commissioner, 92 T.C. 1, 7 (1989), aff'd, 925 F.2d
348 (9th Cir. 1991).

2’McLennan, 23 CL. Ct. 99.
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cash or property to charities cannot be used as a
basis for disallowing the deduction for that chari-
table contribution.”?8

The central question addressed in the chief coun-
sel memorandum is whether a tax credit should be
treated any differently from a tax deduction in
assessing whether the taxpayer has received a ben-
efit that might reduce or eliminate the federal
income tax deduction. Because deductions and
credits have essentially identical effects — that is,
reducing the donor’s income tax liability by some
amount — it is hard to see why one would ignore
the tax benefits associated with deductions while
taking into account any tax savings arising from tax
credits. It is possible that the value of a deduction
(which depends on the taxpayer’s marginal tax rate)
and the value of a tax credit (which depends on the
statutory credit percentage) may differ, but there is
no reason to assume that either one will be system-
atically higher or lower than the other.

Perhaps in recognition of the fundamental inter-
changeability of credits and deductions, the IRS
refused to apply a different rule for tax credits than
the one that already applies for tax deductions,
concluding that it saw no reason “to distinguish
between the value of a state tax deduction, and the
value of a state tax credit, or to draw a bright-line
distinction based on the amount of the tax benefit in
question.” That language seems to suggest that the
same treatment accorded to a tax deduction when
the taxpayer’s marginal state income tax rate is 10
percent would be extended when the taxpayer
claims a state income tax credit, regardless of the
statutory credit percentage. Significantly, however,
the memorandum also states that “there may be
unusual circumstances in which it would be appro-
priate to recharacterize a payment of cash or prop-
erty that was, in form, a charitable contribution as,
in substance, a satisfaction of tax liability.”

In our view, the language just quoted likely
represents an implicit recognition of the potential
federal tax benefits to AMT payers from claiming
especially “generous” state tax credits for charitable
contributions. To be sure, those benefits arise from
the use of less generous state tax credits, as well as
tax deductions. Indeed, any payment that reduces
an AMT payer’s state income tax liability while
increasing her charitable contribution deductions
converts nondeductible taxes to deductible gifts to
the extent of the reduction in state tax liability. In
most cases, however, the magnitude of the federal
tax benefit is relatively insignificant. For example,
for deductions for state charitable contributions, the
benefit is unlikely to exceed one-tenth of the

#Skripak, 84 T.C. at 319.
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amount of the gift because state income tax rates
rarely exceed 10 percent.?

When a state income tax credit features a higher
credit percentage, the federal tax benefit is corre-
spondingly greater. Again, the benefit to the tax-
payer is greatest when the state allows a 100 percent
income tax credit, fully compensating the taxpayer
for the cost of her “gift.” State tax credits featuring
a lower percentage are naturally less attractive to
the taxpayer but could generate resources for the
state.

C. Transferable Tax Credits Under Tempel

Until now, we have been assuming a program in
which the state income tax credit may be used only
by the taxpayer making the initial contribution
giving rise to the credit. It is possible, however, that
the state will permit those credits to be sold by the
original claimant and transferred to a taxpayer
better positioned to make use of them. That was
precisely the type of statute that the taxpayers took
advantage of in Tempel v. Commissioner.3° The Tempel
case illustrates a further benefit that might be
derived from the adoption of a state charitable tax
credit.3!

In December 2004 Colorado residents George
and Georgette Tempel donated conservation ease-
ments to the Greenlands Reserve, a nonprofit or-
ganization formed to promote environmental
protection and open space through the acquisition
of negative easements limiting development on the
donated property. To encourage the transfer of
easements to those types of organizations, Colorado
granted donors a state income tax credit equal to
100 percent of the first $100,000 of the value of the
easement, plus 40 percent of the value of the
easement exceeding $100,000. In no event could the
credit exceed $260,000, and it could be used by the
donors to reduce their Colorado state income tax
liability (and sometimes generate refunds), or it
could be transferred, with or without consideration,
to other taxpayers who could use the state income
tax credits to reduce their Colorado state income tax
liability (but not to generate a refund).

Based on an $836,500 value of the easements, the
Tempels received state income tax credits of
$260,000, the maximum credit allowable under the

2For example, in a state that follows federal law in allowing
charitable contribution deductions, a $10,000 gift to charity
would, assuming a 10 percent state income tax rate, reduce the
donor’s state income tax liability by $1,000 — in effect shifting
$1,000 of nondeductible taxes to $1,000 of deductible donations.

OTempel, 136 T.C. 341.

31Erik M. Jensen, “The Sale of State Tax Credits: A Tax Court
Decision Isn’t a Tempel of Doom,” 28 ]. Tax. Invest. 91 (2011);
Jensen, “The Sale of Tax Credits Revisited: A CCA Consecrates
(Most of Tempel),” 29 ]. Tax. Invest. 59 (2012).
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Colorado statute. It appears that they used most of
the credits to reduce their own state income tax
liability. Consistent with ILM 201105010, the IRS
contended, and the taxpayers agreed, that their
“receipt of State tax credits as a result of their
conservation easement contribution was [not] a
quid pro quo transaction.” The Tax Court accepted
that. Because that issue was not in dispute, the
court’s acceptance of the parties” stipulation should
not be regarded as an element of the holding in the
case. The court’s acceptance, along with its own
citation to ILM 201105010, reinforces the view that a
taxpayer receiving a state charitable tax credit need
not reduce the amount of the charitable contribu-
tion deduction by the value of the credit.

The central issue in Tempel was the proper federal
income tax treatment of the taxpayers’ transfer on
December 22, 2004, of $40,500 of the state income
tax credits for $30,375. The taxpayers took the
position that the sale gave rise to long-term capital
gain, while the IRS contended that the taxpayers
realized ordinary income from the sale. After a
lengthy analysis, the court concluded that the tax-
payers had short-term capital gain from the sale of
the credits in 2004. It also determined that the
taxpayers had a zero basis in the credits, with the
result that they experienced a gain of $30,375 from
the December 2004 sale.

At first blush, the holding seems to split the
difference between the competing positions ad-
vanced by the taxpayers and the IRS. After all,
short-term capital gain is generally taxed at the
same rate as ordinary income, suggesting that while
the Tax Court rejected the government’s position,
the de facto result was equivalent to a government
victory. Nevertheless, the Tempel holding is remark-
able because it suggests that if the taxpayers had
simply held the credits for more than one year they
would have recognized long-term capital gain from
their sale. In combination with the chief counsel’s
office position that a taxpayer need not reduce her
charitable contribution deduction by the value of
the state tax benefits generated by the donation,
Tempel appears to give donors the ability to convert
ordinary income (taxed at a maximum statutory
rate of 39.6 percent) to long-term capital gain (typi-
cally taxed at 20 percent).32

#2Section 1(a) and (h). Even if the taxpayer fails to satisfy the
holding period to qualify the gain from a sale of the credits as
long-term capital gain, short-term capital gain can be preferable
to ordinary income in that it can absorb capital losses without
limit (whereas capital losses can only offset ordinary income up
to $3,000 per year). Thus, converting ordinary income to short-
term capital gain may be beneficial to taxpayers with significant
capital loss carryovers from previous years.
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To illustrate, assume for the sake of analysis that
the taxpayers in Tempel contributed a conservation
easement worth $100,000 to Greenlands Reserve.
Assume further that rather than use any of that
credit to reduce their own state income tax liability,
the Tempels instead sell the full $100,000 worth of
credits for $100,000 after the requisite holding pe-
riod. Taxes aside, they have experienced no increase
or decrease in wealth, having parted with property
worth $100,000 but receiving $100,000 cash. Note,
however, that while the $100,000 “donation” will
reduce the Tempels’ federal income tax liability by
as much as $39,600 (that is, $100,000 multiplied by
the top marginal tax rate of 39.6 percent), the
$100,000 gain from the sale of the credits increases
their federal income tax liability by only $20,000
(that is, $100,000 of long-term capital gain multi-
plied by the maximum rate on net capital gain of 20
percent). In effect, the donation permitted them to
convert $100,000 of their ordinary income (via the
charitable contribution deduction) to long-term
capital gain.

By treating the sale of state charitable tax credits
as the sale of a capital asset while also allowing a
full deduction for gifts without reduction for the
state tax benefits generated by the contribution,
Tempel effectively empowers state governments to
issue “capital gains coupons” in the form of trans-
ferable state charitable tax credits. That outcome
expands the population of taxpayers who could
benefit from the adoption of a state charitable tax
credit beyond just those taxpayers subject to the
AMT. Any itemizing taxpayer subject to a marginal
tax rate on ordinary income greater than the capital
gains tax rate could benefit by making a gift that
generates a transferable state charitable tax credit,
claiming the full federal deduction for the gift, then
later selling the credit at the lower capital gains
rate.®s

To illustrate the effects of that transaction, as-
sume that taxpayer Dan makes a $100,000 donation
to a California state agency and in exchange for that
gift receives a $100,000 state charitable tax credit,
which may be used to reduce his own state income
tax liability or may be transferred to a third party
for use in satisfying that person’s state income tax
liability. Under the logic of ILM 201105010, Dan
should be entitled to a federal charitable contribu-

%1t is worth noting that while a payment by a purchaser of
state tax credits “is clearly not a payment of tax or a payment in
lieu of tax” that would be deductible under section 164, the IRS
appears to accept as a deductible tax payment the use of the
credit as a means of satisfying the credit purchaser’s state tax
liability, analogizing the use of the credit to a transfer of
property by the taxpayer in satisfaction of her tax liability. See
LTR 200348002.
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tion deduction of $100,000, which should have the
effect of reducing his federal income tax liability by
as much as $39,600 (that is, $100,000 multiplied by
the top marginal rate of 39.6 percent). If Dan is an
itemizing taxpayer not subject to the federal AMT,
using the credit to satisfy his own state income tax
liability will have the dual effect of increasing his
charitable contribution deduction by $100,000, and
reducing his state and local tax deduction by
$100,000. In other words, it’s a wash for Dan.
However, if Dan sells his $100,000 hypothetical
California state income tax credit to Boris, he will
deduct $100,000 as a charitable contribution deduc-
tion under the logic of ILM 201105010 and recognize
$100,000 of gain from the sale of the credits under
Tempel. Assuming Dan holds the credits for a year
before making the sale to Boris, the $100,000 gain
should be taxed as long-term capital gain, most
likely subject to the maximum statutory rate of 20
percent. Thus, the net benefit of the transaction is
$19,600 to Dan (that is, $39,600 less $20,000). Mean-
while, Boris should be indifferent to paying
$100,000 to Dan or to the state because, according to
the IRS, “a purchaser of transferable Credits will be
allowed a deduction under section 164 for State X
income taxes paid with the purchased Credits.”34

As with the nontransferable charitable tax credit
described above, the state may decide to capture
some portion of the tax savings by specifying a
credit percentage less than 100 percent. For ex-
ample, assume that the credit percentage is 90
percent and Dan again makes a donation of
$100,000. With the lower credit percentage, Dan will
be entitled to a tax credit of $90,000. If he later sells
the credits to Boris for $90,000 (after the one-year
holding period for long-term capital gains), he will
deduct $100,000 as a charitable contribution deduc-
tion in year 1 (tax savings of $39,600 based on a 39.6
percent tax rate), and recognize $90,000 of long-
term capital gain in year 2 (tax of $18,000 based on
a 20 percent rate). Here, the net benefit from the
federal government is $21,600 but it is divided
between Dan ($11,600) and the state government
($10,000).35

There are numerous variations on those hypo-
theticals that could illustrate the effects in slightly
different circumstances, involving taxpayers subject

34d.

35In effect, Dan has converted $90,000 of ordinary income
into long-term capital gain, reducing the tax on that $90,000 of
income by 19.6 percentage points (39.6 to 20 percent) for a tax
savings of $17,640, and he is also getting the benefit of tax
savings at the rate of 39.6 percent for the $10,000 “real” gift for
a tax savings of $3,960. So Dan parts with $10,000 (net payment
to state) but gains $21,600 in federal tax savings for a net benefit
to Dan of $11,600 and a net benefit to the state of $10,000.
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to higher or lower marginal tax rates, state credits
for taxes other than income taxes, credits that could
be used by businesses to offset their tax liability, and
so on. While each of those situations presents
slightly different tax implications, the core tax ad-
vantage in each case arises from the possibility that
a taxpayer who transfers $X to a qualified entity,
including a state agency, is entitled to deduct $X as
a charitable contribution on her federal return even
though she receives a state tax benefit — perhaps
even a benefit equal to $X — as a result of making
the gift.

IV. Tax Credit for Donations to Cal Grants

We have left unspecified the types of public
programs that could benefit from a state charitable
tax credit program. As noted in Section II, the only
requirement of federal law concerning contribu-
tions to state agencies is that “the contribution or
gift [be] made for exclusively public purposes.”
Thus, it would appear that states such as California
have wide latitude in designing charitable tax
credits.

For purposes of illustration, we will consider
how such a program might work in the context of
public higher education. De Leén recently intro-
duced legislation to promote charitable contribu-
tions to fund an expansion of coverage under the
Cal Grants program — the state’s principal means
of providing financial support for low- and middle-
income students to pursue postsecondary educa-
tion. The discussion that follows uses the de Le6n
legislation as a platform for considering how the
state might take advantage of ILM 2011010050, the
federal AMT’s differential treatment of charitable
contributions and state/local taxes, and the Tax
Court’s decision in Tempel.

A. The College Access Tax Credit

In February 2013 de Ledn introduced S.B. 284,
legislation that would have established a new col-
lege access tax credit program (CATCF) special
fund, designed to provide new funding for Cal
Grants.?* One rationale underlying S.B. 284 was the
significant reduction in state support for higher
education over the past quarter-century. A recent
analysis suggests that per-student funding for pub-
lic higher education in California declined by 46
percent between 1990 and 2012.3” In absolute dollar
terms, California has reduced funding for public

%De Leén, “Backgrounder on SB 284 — Higher Education
Income Tax Credit Fund” (2012).

%7John Quinterno, The Great Cost Shift: How Higher Education
Cuts Undermine the Future Middle Class 16 (Mar. 2012).
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postsecondary institutions by $1.4 billion between
2006 and 2012.3% S.B. 284 appears to have been
motivated by a desire to temper those effects by
increasing funds available for middle-income
households hoping to pursue postsecondary educa-
tion.

The CATCF aimed to accomplish that using a
state-level tax credit for taxpayers that make dona-
tions to the program. The language of the bill as
proposed awarded a 60 percent state tax credit for
donations to the CATCF in 2014.3° The tax credit
was to be reduced by 50 percent in both 2015 and
2016, after which point the program would end.#
The program fund was capped at $500 million
annually.4!

Applying the analysis discussed above in Section
III, a gift to the CATCF would generate two signifi-
cant tax benefits for the donor. First, the taxpayer
would be entitled to a state income tax credit for 60
percent of the amount of the gift (assuming a gift in
2014). Second, applying the logic of ILM 201105010,
the taxpayer would be entitled to claim a charitable
contribution deduction on her federal income tax
return for the full amount of the gift.

To illustrate, assume that Elena makes a qualify-
ing gift to the CATCF of $100,000, which under S.B.
284 would entitle her to a California state income
tax credit of $60,000. Assuming for the moment that
Elena is not subject to the federal AMT, her gift
should (1) entitle her to a charitable contribution
deduction of $100,000 on her federal income tax
return, and (2) reduce her California state income
tax liability by $60,000, which will (3) reduce her
federal deduction for state/local taxes by $60,000.
The net effect is that Elena’s payments to California
increase by $40,000 and her overall federal deduc-
tions increase by $40,000. We will refer to the
$40,000 figure as the “true gift” portion of her total
payment to the state and the $60,000 portion as a
“faux gift” because it is effectively refunded to her
through the state tax credit. Elena’s federal income
tax burden drops by $15,840, which is simply the
$40,000 true gift portion of her donation multiplied
by the top rate of 39.6 percent. Note that this result
is no different from the benefit Elena would receive
by making a charitable donation of $40,000 to the
state of California.

*#¥llinois State University, Grapevine, “An Annual Compila-
tion of Data on State Fiscal Support for Higher Education:
2012”; State Higher Education Executive Officers, “State Higher
Education Finance FY 2011.”

39California S.B. 284, section 1(a)(1)(A) (2013).

4014, at section 1(a)(1)(B).

4114, at section 1(b)(1).
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Algebraically, the net after-tax cost of the gift to
Elena can be stated as:

(1) G -H(1 - )

or

Q)G -f-5s+fs)

where G is the gross amount of the gift, f is the
federal marginal tax rate, and s is the state credit
percentage. Assuming a federal rate of 39.6 percent
and applying the CATCF credit percentage of 60
percent, the after-tax cost of a $100,000 gift is
$100,000 x (1-0.396)(1-0.6), or $24,160. Intuitively,
that can be described as a combination of: (1) a
gross cash outflow of $100,000; (2) minus $39,600 in
federal tax savings from the federal charitable con-
tribution deduction of $100,000; (3) minus $60,000
in state tax savings from the state charitable tax
credit at a 60 percent credit percentage; (4) plus
$23,760 in increased federal taxes arising from the
$60,000 reduction in the federal deduction for state
and local taxes.

The key is that even though Elena is saving
$39,600 in federal taxes by virtue of her $100,000
charitable contribution deduction, she is also in-
creasing her federal tax payments by $23,760 by
virtue of losing $60,000 in deductions for state and
local taxes. In effect, because Elena loses $60,000
worth of California state and local tax deductions
on her federal return, she ends up deducting only
the true gift portion of her donation. The faux gift
portion is effectively rendered nondeductible by the
$60,000 reduction in the deduction for state and
local taxes.

If Elena is subject to the federal AMT, the
$100,000 gift to the CATCF will entitle her to a
charitable contribution deduction of $100,000 on
her federal income tax return and reduce her state
income tax liability by $60,000. Significantly, how-
ever, the reduction in state income tax liability in
that scenario has no effect on Elena’s state and local
tax deduction because state and local taxes are not
deductible for AMT payers. The result is that Elena
deducts not only the $40,000 true gift portion of her
donation (saving her $11,200 in federal income
taxes) but also the $60,000 faux gift portion (saving
her $16,800 in federal income taxes). As a result, her
total federal tax savings will be $28,000 — that is,
$100,000 gross gift multiplied by a marginal tax rate
of 28 percent (the top rate for AMT payers).

Algebraically, the net after-tax cost of the gift to
Elena when subject to the AMT can be stated as:

(3) G -f-59)
which differs from equation (2) above in that it does
not feature the “+ fs” term that represents the
federal tax increase attributable to the loss of state
and local tax deductions that an itemizing taxpayer
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would normally experience as a consequence of a
reduced state income tax burden. But recall that in
the non-AMT example it was the loss of state and
local deductions that effectively rendered the faux
gift portion of the donation nondeductible. Because
an AMT payer has no state and local tax deductions
to lose, there is no mechanism by which her federal
deductions are effectively limited to the true gift
portion of the donation.

Based on that analysis, we can see that an AMT
payer making a $100,000 donation to the CATCF
special fund has a net out-of-pocket cost of only
$12,000 — that is, $100,000 minus $28,000 (in federal
tax savings) minus $60,000 (in state tax savings).
Clearly, the tax savings for that type of donation are
far more than the tax savings normally arising from
charitable gifts. AMT payers willing to make a gross
gift of $1 to Cal Grants will be reimbursed a total of
$0.88, consisting of $0.60 from the state of California
and $0.28 from the federal governments.

As structured, S.B. 284 is a powerful “matching
grant” program that if enacted is likely to generate
significant new funds for the Cal Grants program.
Indeed, the matching rates are so generous that it is
also likely to draw charitable dollars away from
other worthy causes. Even so, it is worth noting that
the program could be made even more attractive to
potential donors. The most obvious way to do that
would be to increase the credit percentage. Any
credit percentage greater than 72 percent would
ensure that donors experience no out-of-pocket
costs for their donations. In states with charitable
tax credit programs already in place, tax planners
are beginning to catch on. One website describing
Arizona’s tax credit for school tuition organizations
notes that if you are subject to the AMT, the tax
benefits received exceed the out-of-pocket cost.*?

B. Expanding the (Potential) Benefits of S.B. 284

The two examples just described — one involv-
ing an itemizing taxpayer not subject to the AMT
and the other featuring a taxpayer subject to the
AMT — reveal that a state income tax credit of the
sort incorporated in S.B. 284 is likely to be most
attractive to taxpayers subject to the AMT, which
includes roughly 750,000 federal tax returns filed
from California in 2010. Yet the potential benefit of
a CATCF need not be limited to AMT payers.
Building from the analysis in Section III, we note
two possible changes to the CATCF framework that
could expand the reach of its benefits.

First, to the extent that the tax credit is transfer-
able, the Tax Court’s decision in Tempel suggests

“2George Woodard, “Expansion of Private School Tuition Tax
Credit Program” (May 8, 2012).
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that a sale of the credit will give rise to capital gains
rather than ordinary income. As a result, a taxpayer
not subject to the AMT actually would be better off
selling the credit (after holding it for more than a
year to qualify for long-term capital gains) instead
of using it herself. As noted above, using the credit
results in a lower federal deduction for state and
local taxes — that is, the “+ fs” term in equation (2).
By selling the credit after a year, the taxpayer
experiences a different and smaller federal tax in-
crease (that can be portrayed by replacing the “+ fs”
term in equation (2) with “+ ks” where k is the
federal capital gains rate) than if she uses the credit
herself.

As an example, assume that Peter donates
$100,000 to the CATCF fund, which entitles him to
a $60,000 credit that he sells 13 months later for
$58,000. Under the logic of ILM 201105010, he
should be able to claim a deduction of $100,000 for
the donation, which assuming a federal tax rate of
39.6 percent saves him $39,600 in federal income
taxes. The subsequent sale of the credit for $58,000
(zero basis) generates a tax of $11,600 ($58,000 x 20
percent). Thus, while Peter experiences an initial
cash outlay of $100,000, he recoups $86,000 from
federal tax savings and the later sale of the credits to
a third party.

Second, the benefit of the CATCF could be ex-
panded by providing a credit against taxes other
than the state income tax. For example, if the state
were to grant a 60 percent sales tax credit instead of
an income tax credit, such a program would likely
be attractive to AMT payers and even more so to
high-bracket itemizing taxpayers not subject to the
AMT. That is because sales taxes are generally not
deductible for purposes of the federal income tax.

For example, if Lakshmi were to donate $100,000
and therefore qualify for a $60,000 sales tax credit,
she would be able to claim a $100,000 charitable
contribution deduction under the logic of ILM
201105010 and reduce her state sales tax payments
by $60,000. Although sales tax credits are far less
common than income tax credits, they are not
unheard of. Perhaps the sales tax credit could take
the form of a debit card that the taxpayer could use
to make sales tax payments when making taxable
purchases.
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Lakshmi’s reduction in state sales tax liability
should have no effect on her federal income tax
liability because sales taxes are generally not de-
ductible. But note that she is effectively making
sales taxes deductible by smuggling them into her
$100,000 charitable contribution deduction. As a
result of her $100,000 gift, Lakshmi’s federal income
tax burden should be reduced by $39,600 (assuming
a 39.6 percent federal tax rate). In form, Lakshmi is
donating $100,000 to a good cause. In substance,
one might say that she is donating $40,000 to a good
cause and purchasing a $60,000 prepaid sales tax
debit card. Because of ILM 201105010, both amounts
appear as deductions on her federal income tax
return in the form of a $100,000 charitable gift,
saving her $39,600 in federal income taxes.

As with our other examples, the benefit can be
made even more generous by increasing the credit
percentage. For example, if we assume a state sales
tax credit of 75 percent for donations to a state
agency, anyone subject to a federal marginal tax rate
greater than 25 percent, whether subject to the AMT
or not, would actually profit by making a gift to the
state agency. We hasten to emphasize that this
“profit” comes at the expense of the federal treasury
and thus has more in common with the gains
enjoyed by Bonnie and Clyde than by a small
business owner or productive entrepreneur. Still,
given the IRS’s position in ILM 201105010, it is
understandable why a state may wish to partner
with its taxpayers to promote charitable gifts to
state agencies.

V. Conclusion

The opportunities for California to make its tax
code more efficient from a state perspective might
well be considered bad policy from a national
viewpoint. If we were advising Congress, we might
suggest that those opportunities result from flaws at
the national level. However, members of the State
Legislature are custodians of state welfare, particu-
larly in an era of state budgetary distress. Thus, it
behooves the Legislature at least to investigate
potential adjustments to California state tax ar-
rangements that would benefit the state by bringing
in more federal dollars.
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