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EXECUT IVE SuUmMMARY

During 1986 the following laws, which revised the Internal
Revenue Code, were passed by Congress and signed by the
President:

1. CONSOL IDATED OMNIBUS BUDGET RECONCILIATION ACT OF 1985,
Public Law 99-272 (signed April 7, 1986&)

2. OMNIBUS BUDGET RECONCILIATION ACT OF 1986,
Public Law 99-509 (signed October 21, 1986)

3. TAX REFORM ACT OF 1986,
Public Law 99-514 (signed October 22, 1986)

This report explains the federal income tax changes enacted
during 1986, with a discussion of current California law and
estimates of the fiscal impact to the State of California from

conforming to the federal changes.

REVENUE IMPACTS: All revenue estimates included in this report
are based upon the tax rates existing under current law. If the
California tax rates (or tax brackets) are changed, there would
be corresponding chanpes in the revenue estimates for the
individual items included in this report. For additional
information, see the Summary of State Revenue Estimates begirning

on Page 2100.

On October 22, 1386, President Reagan signed the
Tax Reform Act of 1986, an Act so broad in scope
that it virtually rewrites the entire body of
federal law (Internal Revenue Code) relating to
the taxaticn of income for individuals and
corporations.

Overview

This act is especially important to the State of
California, since a substantial portion of state
tax law is patterned after, and closely conforms
to the Internal Revenue Code. Each year the
California Legislature is required by statute to
review federal charnges enacted during the prior
year and make decisions on whether or not to
change California law in a similar manner.

In contrast to the Téxfhé?égﬁuﬁct of 1986, the two
Omnibus Budpet Reconciliation Acts are of minor
conseqguence.
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EXECUTIVE SUMMARY OF 1986 FEDERAL INCOME TAX CHANGES

Tax Policy
Summary

ASpecific
Issues

Line 16

Line 17

Line 20

Line 21

Due to the comprehensive nature of the federal
changes, there will be many tax policy

issues before the state Legislature during 19&7.
It is anticipated that there will be a great deal
of interest not only in the 1986 changes, but also
in re—examining many of the pre-existing
differences between state and federal law.

The scope of this report is generally limited to
the 1986 changes, although some of the revenue
estimates for conformity to federal changes
include the elimination of any pre—existing

di fference with regard to the specific item.

The follawing overview of specific issues which
may be considered for conformity follows the
format of the Personal Income Tax Return, although
many of the issues alsc affect Banks and
Corporations.

Business Income f{(or Loss). Significant changes
include the areas of: allowance of net operating
loss carrybacks and carryforwards; accelerated
methods of depreciation; current expensing of
certairn business assets; limitation of meal and
entertainment expenses to B80% of actual expenses;
liniitations on use of the cash method of
accounting; uniform capitalization rules for
valuing inventory; accelerated reporting of income
undey long-term contracts; elimination of bad debt
reserves for nonfinancial entities; and denial of
the  installment method of reporting income for
revalving credit accounts, sales of publically
traded securities;, and certain installment
receivables. ’

Cépital Gains (and Losses). Capital gains are no
longer partially excluded, but are taxed as.
crdinary income under the new federal law.

Fully Taxable Pensions and Bnnuities. A

significant conformity issue in this area is the
elimination of the three year bas:s recovery rule,

Rents, Rovalties, and Partmnerships. Significant
changes include the areas of: limitations on
losses fraom passive investments; the extension of
"at-risk" rules to real estate; capitalization of
intangible drilling costs and exploration and
development costs; and mnew limitations on
percentage depleticn of hard minerals.
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EXECUTIVE SUMMARY OF 1986 FEDERAL INCOME TAX CHANGES

Farm Income (or Loss). Many of the issues for
business also apply to farming. In addition, the
new federal law places new limitations on prepaid
and preproduction expenses of farmers.

Lines 29-42 Ad justnients to Income. Significant changes

Line

Line

lLine

Line

Line

Corporate

47

]
r

71

include the areas of: taxation of unemployment
benefits and the deduction of contributions to an
Individual Retirement Plan (IRR), ard the amount
of allowable deductions to other pension plans.

Itemized Deductions. Signifibant changes include
the areas of: elimination of the deduction of
state and local sales taxes; reduction of the
amount allowed as a deduction for medical
expenses; denial of a deduction for personal
interest expense {(other than home mortgages);
and limitation of miscellaneocus deductions (tax
preparation fees, unreimbursed employee business
expenses, investment expenses, professional
Journals, etc.) to the amount exceeding two
percent of adjusted gross income.

Computation.of Tax. Significant changes include
the areas of: increasing the threshold of taxation
(staridard deduction and personal exemptions) j
number &f tax rates and tax brackets; and repeal
of the income averaging provisions.

Personal and Dependent Exemptions. The new
federal law gernerally increases the amount of the
deduction for personal and dependent exemption

deductions.

Cradits Against the Tax. Sigrnificant changes have
been ‘niade to the earmed inceme tredit (similar to
California’s low income credit), the credit for
incremental research and development expenses (no
state counterpart), and the targeted jobs credit
(similar, but different provisions).

Mimimum: Tax. The new federal ‘law makes
substantial changes to both the alternative
minimium tax for. ividividuals and the corporate
minimum tax. ‘ k

The following issues efﬁeqt corporate taxpavyers,

Provisions but not individlalss

Bank and Corporation Tax Rates. The new federal
law reduces the marginal tax rates, although the
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EXECUTIVE SUMMARY OF 198& FEDERAL INCOME TAX CHRANGES

Admin.
Provisions

Adgditional
Information

total tax is increased as a result of changes in
the definition of taxable income.

Liguidating Distributions. The "General Utilities
Doctrine" is repealed and gain. or loss will
generally be recognized by a corporation upon a
liquidating sale of its assets or upon a

"distribution of its property in complete

liguidation.

NOL Trafficking. The new law significantly
curtails the deduction of net opsrating losses
following a significant change in ownership of the

corporation.

Real Estate Investment Trusts (REIT). The new
federal law modifies gualification requirements,
asset and income requirements, the definition of
rents and interest, and imposes a 10% tax on
prohibited transactions.

Real Estate Mortgage Investment Conduit (REMIC).

A brand new pass—through vehicle is created for
entities which issue multiple classes of investor
interests backed by a pool of mortgages. The
REMIC is intended to be the exclusiwve vehicle for
issuing multiple class mortgage backed securities.

Significant changes include the areas of: the
impasition of penalties; requirements for filing
information returns; increasing the requirepment
(From B80% to 90%) of estimated tax payments by
individuals; and establishment of separate
interest rates for underpayments and overpayments.

Additional information regarding this report (or
additional copies) may be obtained from Dan
Converse, Legislative Services Rureau, P.0. Box
1468, Sacramento, CA 95807-1468. Telephone:

(916) 369-4331.

The rnext page of this report is page 100.
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Title IAl: Individual Income Tax Revisions

ACTION: REDUCE T7AX RATES FOR INDIVIDUALS

Act Section 101 - Conference Report Page 1
Form 540 Line No. S1 Form 100 Line No. RN/A
BACKGROUND

California tax rates are substantially lower than under federal
law. In recent years, the California tax has been approximately
twenty percent (20%) of the federal tax on the same amount of

income.

CURRENT CALIFORNIA L AW (Sec. 17041)

California rates range from one percent (1%) to elevern percent
(11%) of taxable income (adjusted gross income, minus the zero
bracket amount and excess itemized deductions) in increments of
ong percent (1x). The income levels at which tax rates begin to
be imposed vary according to filing status:

TAX BRACKETS FOR 1986 TAXABLE INCOME

Tax Single or ‘ Head of Joint Estates
Rate Separate Joint Household Custady & Trusts
1 % $ 1,710 $ 3, 420 $ 3,420 - £ 1,710 % ¢
2 % 5,210 - 10, 420 10,410 7,810 3,430
3 % 7,810 15, 620 13,890 10, 42C 6,110
4 % 10, 420 20, 840 16,530 i3, 890 8,710
S % 13, 080 26, 160 19, 150 16, 330 i1, 360
6 % 15,710 31, 420 21,780 19, 150 13, 98¢
7 % 18, 330 36, 660 24,410 21,780 16, 630
8 % 20,930 41,860 274, 020 24,410 19,220
9 % 23, 360 47, 120 29,630 27, 020 21,850
10 % 26, 180 52, 360 32, 260 29, 630 24,460
11 % 28, 790 57, 580 34, 880 34,880 27,090




NEW FEDERAL LAW (Sec. 1) S

H.R. 3838 replaces the current 14-bracket tax rate schedule,
which has rates ranging from 11 to 50 percent, with a
five—bracket schedule for 1987 and a two—-bracket schedule for

1988 and later years:

TAX BRACKETS FOR 1987 TAXABLE INCOME

The income levels at which tax rates begin to apply for 1987 are
as follows:

Tax Head of Estates

Rate Single Separate Joint Household & Trusts
11 % (o] 3 Q $ O 3 0 % O
15 % 1, 800 1, 500 3, 000 2,500 500
28 % 16,800 14, 000 28, 000 £3, 000 4,700
35 % 274 Q00 22, 300 45, 000 38, 000 74 950
38. 5% 54, 000 45, 000 80, 000 8a, 000 15, 150

TAX BRACKETS FOR 1988 TAXABLE INCOME

The income levels at which tax rates begin to apply for 1988 are
as follows:

Tax Head of Estates
Rate Single Separate Joint _Househeold & Trusts
15 % % 0 % G % O % O $ O
28 % 17,850 14,875 29, 730 23,300 5, 0QQ

For 1988 and later years, the benefit of the 15 percent tax
bracket is phased out for higher income individuals and families.
The phaseout is accompllshed'by imposing a S5 pereent surcharge on
taxable income between 71,900 and %149, 250 for Joint returns,
between $43,150 and $89,560 for single individuals, between

%35, 950 and 74,625 for separate returns of marvied persons,
between $61,650 and 5183,790 for heads of household, and between
%13, 000 and $26,000 for estates and trusts. The surcharge
produces the effective marglnal tax rate of 33 percent.

For joint returns, the 13 percent tax bracket on the first

$29, 750 of taxable income saves $3,B867.50 in taxes, compared ta
imposing a 28 percent rate on that income. A five percent
surcharge on the $77,350 of taxable income between %$71,900 and
%$149,250 will recapture the $3,867.50. Thus, a taxpayer with
$149,250 of taxable income will pay $41,790 in tax, which is 28

percent of %149, 250.

For 1987, there is no phasecut of the benefits of the lower tax
brackets. -

- 103 -
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EFFECTIVE DATE OF FEDERAL PROVISIONS

The new rates begin, in effect, on July 1, 1987. The full impact
of the new rates will be first applied to taxable years beginning
on or after January 1, 1988.

REVENUE IMPACT OF CONFORMITY TO FEDERAL L AW

Not directly applicable. The new federal tax rates reflect
federal tax policy which takes into account desired
redistributional tax shifts between income groups and the
availability of additional revenues from corporate taxpayers.
California’s existing tax rate structure reflects a degree of
progressivity and incidence that has differed from federal law.
New tax rates can be developed after tax policy decisions have
besn made relating to the expansion/contraction of the income tax
base together with any objectives regarding the maintenance of or
changes to the existing distribution of tax burdens.

- 104 -




Title IAR2a: Individual Income Tax Provisions

ACTION: INCREASE STANDARD DEDUCTION FOR INDIVIDUALS

Act Section 102 ' Conference Report Page 5

Fors 540 Line No. 47 Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sec. 17073)

The term “standard deduction” was replaced by "zerc bracket
amount® as part of 1983 federal conformity legislation. The
California system is the same as the Federal system although the
amounts are different. For 1986, the zero bracket amount for a
single person or married filing separately was $1,710, and $3, 420
for a married couple filing jointly, head of household, or
surviving spouse. Under the zero bracket system, the taxpayer
gets the benefit of the zero bracket amount automatically through
the tax rate schedule and does not claim it as a deduction from
income. If the taxpayer has itemized deductions that are greater
than the zero bracket amount, the excess is allowed as a

deduction from income.

NEW FEDERAL LAW (Sec. &63)

The standard deduction replaces the zero bracket amount.
Effective January 1, 1988, the standard deduction amounts will be

as follows:

Joint Returns and Surviving Spouses . . . . . %$5,000
Heads of Households . . . . . . . . . . . . . $4,400
Single Individuals . . . . . . . . . . . . . %3,000
Married Filing Separately . . . - . . . . . . $2,500

Standard deductions would be adjusted armnually begimmning in 1985.

The inflation adjustment factor would reflect the amount of
inflation for the fiscal year ending Rugust 31.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The new standard deduction amounts begin in 1988. The standard
deduction in 1987 is the same amount that would have applied
under current law; i.e., $3,760 for joint returns and surviving
spouses; %2, 540 for heads of households and single individuals;
and $1,880 for married individuals filing separately.
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REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Whether or not the State adopts Federal standard deduction
amounts will depend on deliberate tax policy decisions relating
to the expansion/contraction of the income tax base together with
any objectives regarding the maintenance for changes to the
existing distribution of tax burdens.

Based on a simulation run by the Department tax model for the
1987 taxable year, if California were to adopt the 1988 standard
deduction amounts (discounted one year to 1987 levels), the
revenue loss would amount to $282 million under PITL.

The significantly larger standard deduction amounts would result
in approximately 432,000 taxpayers shifting from "itemizers" to
non—itemizers. The non-itemizers would realize an average tax
savings of $37. Taxpayers having an AGI in excess of 450,000
would receive the largest tax savings, an average of $1035.
Itemizers would receive no additional tax savings.

TAX POLICY ISSUES

In 1983, California repealed the standard deduction and adopted a
zero tax bracket in conform to the federal structure. Although
conforming to the federal structure, California did not conform
to the dollar value of the federal zero brackets, but used the
values of the existing standard deduction which was being
repealed. Changing the dollar values was not considered at that
time, since all the chahges were required to be only structural
and non—-substantive.

It is appropriate at this time to consider whether or not there
is any valid reason for the use of different dollar values for
state purposes.

- 106 -




Title IAEb: Individual Income. Tax Provisions ... .

ACTION: REPEAL S PERSONAL EXEMPTIONS FOR THE AGED AND
BLIND AND CREATES AN ADDITIONAL STANDARD

DEDUCTION FOR THEM

Act Bection 102 Conference Report Page S
Form 3540 Lirme No. 8 Form 100 Line No. N/A
BACKBROUND

Both California and Federal law allow credits for the elderly
who meet certain qualifications. The State credit is limited to
50% of the Federal credit. California alsc allows a %1,000
income exclusion for elderly whose AGI is under $25, 000. This
exclusion is reduced by %.50 for each dollar in excess of

%25, 000. Federal law allows an additional personal exemption of
$1,000 for a taxpayer who has reached the age of 65 or is blind
before the close of his taxable year.

CURRENT CALIFORNIA LAW (Sec. 1705&£.9, 17054 ‘and 17134)

Currently, there is no additiomnal standard deduction (zero
bracket amount) allowed for either the blind or elderly. An
additional personal exemption credit ($14) is allowed far
taxpayers who are blind, but there is no additional personal

exemption credit based upon age.

NEW FEDERAL LAW (Sec. 63)

HR 3838 repeals the current law additional personal exemptiorns of
%1, 000 for the blind and elderly beginning in 1387 and replaces
this with an additional standard deduction. This standard
deduction amount of $600 is allowed for an elderly or blind
individual who is married ($1,200 if both). An additional
standard deduction amount of $730 is allowed for an unmarried

individual who is elderly or blind ($1,300 if both).
Beginning in 1989, the standard deduction amounts for the elderly

or blind will be indexed for inflation.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The additional standard deduction for the blind or elderly will
become effective January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Two conformity paositions are considered in this analysis. The
first position (a) would add the extra standard deductiorn for the
elderly and blind, and retain California’s existing personal
exemption credit for the blind and exclusion for the elderly.

~ 107 -
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The second position (b) would add the extra standard deduction
for the elderly and blind, but repeal the State provisions for
the blind and elderly.

The estimated revenue effects of the two conformity positions are
as follows: :

1987—-88 1988-89
(in millions)

(a) Extra Standard Deduction
Without Repeal $22 loss $23 loss

(b)) Extra Standard Deductions
With Repeal $11 gain $12 gain

The estimates for (a) were derived from the Department’s tax
model with the extra standard deduction imputed to all returns
and then proportionately reduced to reflect the blind and elderly
population on the basis of Federal S01 (Statistics of Income)
data for blind and elderly returns relative to the total of all
Federal returns.

The estimates for (b) reflect the combined revenue effect of (a),
and revenue gains from the repeal of blind credits ($300; 000 for
1987) and the %1,000 elderly exclusion ($33 million for 1987).
The net revenue gain was increased 9 percent for the 1988
estimate. The revenue estimate for the repeal of the credit for
the blind was obtained from the tax model. The estimate on the
repeal of the exclusion for the elderly was derived from Federal
S0I data on the income distribution of the elderly and the
frequency of joint returns where each spouse is at least 65 years
ald. Prorating the data to California results in an estimated
1.2 million state returns filed by the elderly, of which 70
percent qualify for the current state exclusion.
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Title IA3: Individual Income Tax Provisions

ACTION: INCREASES PERSONAL AND DEPENDENT EXEMPTIONS
AND REPEALS THE EXEMPTIONS FOR AGE AND
BL INDNESS.
Act Section 103 Conference Report Page 7
Form 540 Lirw No. 7 Form 100 Line No. N/A

CURRENT CALIFORNIA (AW (Sec. 17054)

California law is similar to federal law in that it provides for
personal and dependent exemptions and special exemption for
blindness. However, California law does not allow an additional
lx.uption.for the elderly. Under California law, exemptions are
expressed in the form of tax credits, rather than deductions
from income. The credits reduce the tax, but are not
refundabie. Since 15795, the credits have been indexed annually
based on percentage changes in the California Consumer Price
Index. The indexed exemption credits faor 1986 are:

Single or married filing separate . . . . .. . . $43
Married filing joint or surviving spouse. . . .%$86
Head of household . . . . . . . .+« . .+ . . . . . %86
Jaoint custody Head of Househeld . - . . . . . . %635
Dependent, Blind, or Student. . . . . . . . . . %14
Estate . . . . . - « ¢ v = o & = 2 o 4 v - . . $10
Trust . & o o 4 e e e e e e e e e e e e e e . . %1

As under federal law, a personal exempticn is allowed an
individual filing on his or her own return even if that
individual is also claimed as a dependent on another taxpayer's
return. Unlike federal law, the value of the dependent and blind
exemptions is much smaller than the personal exemption.

NEW FEDERAL LAW (Sec. 1,and 151}

H.R. 3838 increases the personal exemption for each taxpayer, the

taxpayer’s spouse, and each eligible dependent to 1,900 for
1987, %1,950 for 1988, and %2,000 for 1989. Beginning in 1980,
the $2,000 personal exemption amount will be adjusted for
inflation. H.R. 3838 repeals the additional exemption for an

elderly or blind individual.

H.R. 3838 does not allow a personal exemption to be claimed on
the return of a taxpayer who is eligible to be claimed as a
dependent on another taxpayer?’s return (e.g., the return of a
child who is eligible to be claimed as a dependent on the return

of his or her parents).
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H.R. 3838 adds a new provisions which, above specified levels of
. income, reduces the tax benefit of personal and dependent
( ) exemption deduction to zero. This is accomplished by imposing an
additional tax equal to 5 percent of that portion of taxable
income which exceeds the specified levels of income. For 1988,
the phase—outs begin at the following levels of income:

FILING STATUS IAXABLE INCOME
Married filing joint & surviving spouse $149, 250
Head of Household %123, 790
Single $89, 560

Married filing separate $113, 300

EFFECTIVE DATE OF FEDERAL. PROVISIDNS

Repeal of the additional exemption for the blind or elderly as
well as the new rules regarding dependents will become effective
in 1987. The phase—-out of the personal and dependent exemptions,
above certain levels of income, is not effective until 1988.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Any "conformity” estimates in this area depend on decisions
reached with regard to those policy issues discussed below.

f“) For example, if California were to replace its personal and
e dependent credits with the federal personal and dependent
exenpt ion deductions, tae net revenue loss for the 1987 taxable

year would exceed $800 willion.

TAX POLICY ISSUES

California law is significantly different from federal law in
that personal and dependent exemptions are expressed in terms of
credits against the tax rather than as deductions from taxable
income. Under California law, an equal tax benefit is provided
to all persons within a particular filing status (such as married
filing Jgoint) without regard to level of income

Under old federal law, the value of the exemption deduction is
| inversely related to taxable income; i.e., low income persons
} receives a tax benefit of %119 (11X of % 1,080) and high income
persons receive a tax benefit of 540 (50% of $ 1,080).

Under rew federal law, low income persons will receive tax
benefit of $300 (13% of %2,000)3; high income persons will not
receive any tax benefit at all; and middle income taxpayers will
receive a benefit of $% 0.00 to $300, depending upon their level

of income.

. Should California abandon its tax credits ir favor of a deduction
( ) : from income, as under federal law?

- 110 -




Should California phase—-out its persomnal and dependent exemptions
(whether a credit or a deduction) for persons with high levels of

incomea?

What are the appropriate dollar values (whether credit or
deduction) for the personal and dependent exemptions allowed by

California?
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Title IAR4H: Individual Income Tax Provisions

HACTION: INDEXING OF TAX RATE EBRACKETS. PERSONAL
EXEMPTIONS, AND STANDARD DEDUCITONS

Act Section 101 Conference Report Page 10

Form 5S40 Line No. 47, S5i, S2 ' Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sec. 17041,17054, 17054. 5, 17069)

In order to compensate for inflation, the rate brackets, the zero
bracket amount, the low—-income credit income brackets, and the
personal exemption credits are revised amnually under a system of
"indexing". Indexing of tax brackets is based on the amount of
change in the California Consumer Price Index from June of the
prior year to June of the current year. After adjustment for the
CCPI change, tax brackets, low-income credit income brackets, and
zero bracket amount are rounded to the nearest ten dellars (same

as federal).

Indexing of personal  and dependent credits reflects the
cumulative CPI change from June, 19832 to June of the current
year. These credits are rounded to the nearest one dollar.

When indexing began in 1978, the adjustment was based on the

excess of the charnge cver 3 % per year. Beginning in 1980, the
adjustment is based orn the full amount of the change.

NEW FEDERAL LAW (Sec. 1)

Inflation adjustmerts to the rate brackets will continue as under

present federal law except (1) inflaticornn will be measured by
12-month periods ending August 31 rather than September 30 and
(2) tax rate brackets, standard deductions (including the

additional standard deduction amounte for the blind or elderlyl,
and personal exemption amcunts are to be rounded down to  the
nearest multiple of $50 rather than $10.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provisions with respect to the 12-morth measuring period for
inflation and rounding down to the nearest multiple of $50 are

effective January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERQLlLQN

The new federal indexing provision which allows for much larger

roundings effects was developed within the framework of
significantly larger bracket paoints, standard deduction, and
personal exemption  amounts tharn under current California law.
The reverue impact of indexing depends orn the extent to which, if




any, California elects to conform to the underlying indexed
provisions above.

- 113 -



Title IAS: Individual Income Tax Provisions

ACTION: REPEALS THE TWO—EARNER DEDUCTION

Act Section 131 Conference Report Page 10

Form 540 Line No. N/A Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sec. 17024.5(b) (16))

California does not allow a special two—earner wage deduction.
The rationale for the two—earner deduction does not apply to
California, since under state law the tax rate schedule for
single pesrsons corresponds directly ta the income splitting
provisions for married couples. 4

NEW FEDERAL LAW (Sec. 221)

This act repeals the deduction for two—earner married couples.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The repeal of the deduction is effective for taxable years
beginning on or after January 1, 1987.

REVENUE IMPQCT OF CONFORMITY TO FEDERAL LAW

Not applicable since California dees not have a comparable
two—earner deduction. However, the PEGC (Policy Economics Group)
has estimated an annual $2 million revenue gain to California
from federal repeal. ' This revenue gain is due to the use of
federal Adjusted Gross Income (RGI) for California tax purposes
regarding deductions for medical purposes and casualty losses.
According to PEG, the net effect of a larger federal AGI for
certain taxpayers claiming these deductions results in a2 revenue

gain to California.
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Title IA6: Individual Income Tax Provisions

ACTION: REPEAL OF INCOME AVERAGING

Act Section 141 Conference Report Page 11

Form 3540 Line No. S1 Form 100 Limne No. N/

CURRENT CALIFORNIA LAW (Sec. 18241)

The purpose of income averaging is to provide tax relief for
certain taxpayers with fluctuating income. All taxpayers are
eligible except (1) those who have not been full-time residents
during the current and preceding four years and (2) certain
taxpayers who have not been completely self-supporting.
Generally taxpayers will get tax relief if their income for the
current taxable year is $3,000 greater than 133 1/3% of the
average income for the preceding four years. Important
differences between Federal law and California law are that under
Federal law (1) the base period is three years instead of four,
and (2) the percentage of average income which must be exceeded
is 140% instead of 133 1/3%.

NEW FEDERAL LAW (Sec. None)
H.R. 3838 repeals this provision..
EFFECTIVE DATE OF FEDERAL PROVISIONS

The'ﬁnpeal of income averaging becomes effective January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a simulation run by the Department’s tax model,
conformity would result in a revenue gain in the $174 million
range for the 1987-88 fiscal year. The estimate for the 1988-89
fiscal ysar would amount to %187 million based on the national
‘growth rate of 7.7% for this provision as projected by the JCT.
These gains would result urder the PIT law.

The tax model shows that for the 1987 taxable year, 3.8% of
taxpayers (478,000) would be affected by this provision. The
average tax increase for these taxpayers would range from $34 for
the $35,000-%10,000 ABI class to #%$1,496 for AGI’s over $100,000.
The largest percentage increase in tax liability (9.6%) would be
for the %100, 000 and over AGI class.
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Title IE: Individual Income Tax Provisions

ACTION: INCREASES EARNED INCOME CREDIT

Act Section 111 Conference Report. Page 12

Form 540 Line No. 70 Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sec. 170693)

California has not adopted the federal earned income credit.
California law provides relief to low income households through a
special low income credit which, unlike the federal credit, does
not require a qualifying dependent.

NEW FEDERAL LAW (Sec. 3&2)

Under the Act, the rate of the earrned income credit is increased
from 11 percent of the first 5,000 of earned income to 14
percent of the first $5,714. The maximum allowable amount of
earned income credit is increased from $550 to $8Q0.

Formerly this credit was phased down by 12 3/9 percent of
adjusted gross income (AGI) ar earned income (whichever is
greater) which exceeded $6,500. For the 1987 tax year this
credit will be phased down by 10 percent of AGI or earnec income
(whichever is greater) in excess of $£,500. for the 1988 tax
year the phase down will be 10 percent of ABGI or earrned income
{(whichever is greater) in excess of %9, 000. I additiorn, the new
law provides for automatic consumer price index-based inflatiaon
adjustments of (1) the earned income elipible for the credit anc
(2) the income level at which the phase out begins.

Treasury reégulations will require employers to notify enployees
whose wages are not subject to withholding that they may be
eligible for the refundable earned income credit. However, the
requirement does not apply to wages which are exempt from
withholding under IRC Sectiorn 3402(n) i.e., college or high
school summer employment.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Beginning for taxable years after December 31, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

California has not conformed to the federal earned income credit.
Tax relief to low income households is provided through a special
low income credit. The substitutiorn of the earned income credit
for the existing low income credit would have revenue
conseguences. The magnitude of this impact deperds on the
relative size of the state credit. Sirnce the earned incame
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credit requires a qualifying dependent, many taxpayers now
benefitting frdm the existing state credit would not qualify for
the earned income credit. ’
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Title IC1: Individual Income Tax Provisions

ACTION: INCLUDE ALL UNEMPLOYMENT COMPENSATION BENEFITS
IN GROSS INCOME :

Act Section 121 Conference Report Page 14

Form 540 Line No. 12 Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sec. 17083)

California has not conformed to federal law, which includes all
ar part of unemployment compensation in gross income when an
income threshold is exceeded. Under California law, no portion

of unemplayment compernsation is taxable.

OLD FEDERAL LAW (Sec. 85)

Current federal law provides a limited exclusion for unemployment
compensation benefits, which ceases to operate when an income
threshaold is exceeded. {(The income threshold is %18,000 for
married individuals filing a goint return, $12,000 for umnmarried
taxpayers, and zero for married taxpayers filing separately.)
When the income threshold is exceeded, unemployment compensation
bernefits are included in gross income, limited to the lesser of
(1) one half of the amount exceeding the income threshold, or (2)
the full amount of the unemployment compensation benefite
received. '

NEW FEDERAL LAW {Sec. 8%

In consideration of the fact that unemployment compensation
benefits are wage replacement payments, which would be fully
taxable if received as wages, new federal law includes the full
amount of unemployment compensation benefits irn gross income.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applies to all amounts received on or after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

According to the latest federal Statistics of Income guarterly
publication, unemploymenrt insurarce payments partially included
in federal adjusted gross income (AGI) in 13984 for 498, 300
California filers totaled $696.6 million. The state revenue gain
for 1987 if California taxed these payments would be $35 million
under arn assumed five percent marginal tax rate and no growth in
reported payments.

Regarding the partially excluded payments, the Policy Economics
Group (PEB) has not specifically estimated this provision. PEG's
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overall proration share for California of items estimated is 4.1
percent. Applying this proration to the national estimates
prepared by the Joint Committee on Taxation (JCT) indicates that
the relative fiscal impact under state conformity would be
revenue gains in the $31 million range for 1887-88. However, due
to California’s enlarged low income credit (AB 66, Ch. 1461,
Stats. 1985) which effectively increases the threshold of
taxation, state revenue gains from taxing these payments
(formerly excluded under federal law) would be closer to %20

million.

Adding the two segments together (partially included and
partially excluded) results in an averall revenue gain of $53
million for 1987-88 and the same level for 1988-89.

Tax polLICY ISSUES

Unemployment compensation is a replacement for salary or wages,
which if they had been received, would have been fully taxable.
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Title ICZ: Individual Income Tax Provisions

ACTION: LIMIT EXCLUSION FOR SCHOLARSHIPS QNb'
FELLOWSHIPS

Act Section 123 Conference Report Page 14

Form 540 Line No. iz .Form 100 Liwme No. N/A

CURRENT CALIFORNIA LAW (Sec. 17131)

California conforms to federal law, which generally provides that

arn amount received as a scholarship or fellowship grant shall be
excluded from gross income. The exclusion alsc applies to
amounts received to cover the costs of travel, research, clerical
help, equipment, services, and accommodations that are incidental
to the scholarship or fellowship. To a 1limited extent, a
taxpayer may exclude certain athletic scholarships, and certain

amounts received where the recipient may be required to perform

future service as a federal employee.

I addition, California conforms to the federal provision which
allaws an exclusion from gross income for the amount of any
qualified tuition reduction, to students engaged in teaching or
research activities wha are employees of exempt educational

institutions.

NEW FEDERAL LAW (Sec. 117)

The exclusion for scholarship or fellowship grants  would be
limited to degrese candidates, faor amounts used for tuition,
books, supplies and equipment, and course related fees. Amounts
paid for room, board, or incidental expenses would not be

excluded from gross income.

The exclusicon for amounts received as a grant or tuition
reduction that represent payment for teaching, research or other
services, required as a condition of receiving the grant, or to
certain federal grants where the recipient is required to perform
future services as a federal employee, are repealed. :

EFFECTIVE DATE OF FEDERAL PROVISIONS

Appligs to taxable years beginning on or after January 1, 1987,
except that prior law continues te apply to scheolarships and
fellowships granted before August 17, 1986. In case of a grant
after August - 16, 1986, and before January 1, 1987, prior law
applies only to amounmts received during 1986.

U
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REVENUE TMPACT OF CONFORMITY TO FEDERAL LAW

The Policy Economic Broup (PEG) did not supply a specific
estimate for this provision. However, PEG’s estimates for all
provisions indicate that an appropriate proration figure for
California relative to the nation is 4.1 percent. This proration
percentage was applied to the national estimates prepared by the
Joint Committee on Taxatiom and the relative fiscal impact under
state conformity would be revenue gains in the $3 million range
for 1987-88 and in the $5 million range for 1988-89. These
revenue gains would occur under the Personal Income Tax Law.
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Title IC3: Individual Income Tax Provisions

ACTION: LIMIT EXCLUSION FOR PRIZES AND AWARDS

Act Section 122 ' Conference Report Page 17

Form 540 Line No. iz Form 100 Line No. N/A

CURRENT CAL IFORNIA LAW (Sec. 17081, 24446)

California has conformed to federal law, which generally requires

that prizes and awards must be included in gross income. An
exclusion from income is provided for prizes and awards received
for achievements in charity, the arts, and the sciences. This

exclusion is contingent upon two conditions: (1) the recipient
must not specifically apply for the prize or award, and (2) the
recipient must not be required to render services in exchange for

receipt of the prize or award.

NEW FEDERAL L AW (Sec. 74, 102, £74)

The exclusion. for scientific (etc.) achievement awards is
repealed, except where the award is domnated to a tax exempt
charity or to a governmental unit. If such donation or

assigrment is made, the prize or award is not included in the
recipient?s gross income, and wno charitable deduction can be

claimed by the winner or payor.

Employee awards of tangible, personal property received for
length of service, or safety achievement, are excludable from
gross income for income tax purposes, and are deductible by the
employer. Howevey, the aggregate cost of length of service and
safety awards made to the same employee may not exceed $1,600 for
qualified plan awards and $400 for non—gqualified plan awards.

To the extent that the new exclusion does not apply, all prizes
and awards by employers to employees are includable in the gross
income of the employee and are not deductible by the employer.

An employee award is excludable from wages for employment tax
purposes, and from the social security benefit base to the same
extent that it is excludable from gross income.

EFFECTIVE DATE OF FEDERQL PROVISIONS

These provisions are effective for awards made on or after
January 1, 1987. ‘




REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Policy Economic Group (PEG) did not provide an estimate for this
provision. However, PEG?’s estimate for all provisions indicate
that an appropriate proration figure for California relative to
the nation is 4. 1%. This proration percentage was applied to the
national estimates prepared by the Joint Committee on Taxation
"and the relative fiscal impact under state conformity would be
revenue losses in the $2 million range for 1987—-88 and in the $3
million range for 1988-89. These revenue losses would occur

under the Personal Income Tax Law.



ML

‘PEB's simulation shows that at 1986 levels of income 34 percent

Title ID1: Individual Income Tax Pravisions

ACTION: DISALLOWANCE OF DEDUCTION FOR STATE AND LOCAL
SALES TAXES

Act Section 134 ‘ Conference Report Page 20

Form 540 Line No. 47 Form 100 Line No. G6-17

CURRENT CAL IFORNIA LAW (Sec. 17052.13, 17220, 23612, 24345)

California law has been in conformity with prior federal lau'only
with respect to the deduction of sales taxes paid. California
does not allow a deduction for sales or use tax paid or incurred
in conmection with the purchase of gualified property for which a
tax credit is claimed pursuant to a B8Section 17052.13 election
(enterprise zone property acquisitions).

NEW FEDERAL LAW (Sec. 164)

The act eliminates the deduction for state and local general
sales taxes paid. However, the act also provides for the
capitalization of sale taxes, which are not otherwise deductible

in the follawing manner:

(1) taxes incurred in the acguisition of prbperty used in a
trade or business are to be considered as part of the cost
of acquisition, and

() taxes imcurred in the disposition of property used in a
trade or business will be used to reduce the amount realized

o the disposition.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Taxable years beginning orn or after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Rased on a simulation rum for California by the Policy Economics
Group (PEB) the revenue gain under conformity at 1986 levels of
income from disallowance of the sales tax deduction would be in
the $244 million range. Equivalent estimates for 1887-88 and
1988-89 fiscal years would amount to $256 million and %269
million respectively based on national growth rates for this
provision as projected by the Joint Committee on Taxation (JCT).

of California taxpayers (4 million) would be affected by this
provision. Average tax increases would range from $6 for the
%5, 000-%10, 000 adjusted gross income (AGI) class to %251 for the
over %200, 000 ABGI class.




Based onn a proration of the Jeoint Committee on Taxation’s
estimate for the nation, the revenue gain under the Bank and
Corporation Tax Law due to capitalization, rather than expensing
of sales taxes, would be in the $13 million range for 1987-88 and
in the %11 million range for 1988-89. A proration factor of 4
percent was used which represents the general relationship
between California’s corporate tax collections and federal tax

collections over the past few years.
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Title ID3: Individual Income Tax Provisions

ACTION: INCREASE THE FLOOR FOR MEDICAL EXPENSE
DEDUCTIONS FROM S TO 7.5 PERCENT OF ADJUSTED

GROSS INCOME

Act Section 133 : Conference Report Page 21

Form 540 Line No. 47 Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sec. 17210)

California law conforms to Federal law. Deductions are permitted
for medical and dental expenses (not reimbursed by insurance) of
the taxpayer, spouse, and dependents to the extent that such
expenses exceed 5 percent of federal adjusted gross income. Some
examples of valid deductions include medicines and prescription
drugs; examinations by doctors, dentists, eye doctors,
psychiatrists, chiropractors; x—-ray and lab services; hospital
and nursing home .care; dentures, hearing aids, and eyeglasses;
lodging and mileage expenses while away from home to receive
medical treatment; and ambulance costs.

NEW FEDERAL LAW (Sec. 213)

The floor urder the itemized medical expense deduction is

increased fron 5 percent to 7.5 percent of the taxpayer’s

. adjusted gross income. The conference report reaffirms that

certain expenses incurred to. adapt a residence for the physically
handicapped are eligible for the medical expense deduction such
as the construction of entrance ramps and widening of doorways.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The change to the floor of the medical expense deduction is
effective January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a simulation run for California by the Policy Economic
Broup (PEB) the revenue gain  under conformity at 1986 levels of
income would be in the $50 million range. Equivalent estimates
for 1987-88 and 1988-89 fiscal years would amount to $56 million
range and $63 million range respectively based on national growth
rates for this provision projected by the Joint Committee on

Taxation.

The PEG simulation shaows that at 1986 levels of income 10 percent
of taxpayers (1.2 million) would be affected by this provision.
Average tax increases would range from $7 for the $5,000-%10,000
adjusted grass income (RGI) class to 773 for the over  $200,000

AGI class.




Title ID4: Individual Income Tax Provisions

ACTION: REPEAL OF ITEMIZED DEDUCTION FOR QDDPTIDN

EXPENSES
Act Section 135 Conference Report Page 22
Form 540 Line No. 47 Form 100 Line No.' N/A

CURRENT CALIFORNIA LAW (Sec. 17201, 17211)

California law has been in general conformity with federal law
regarding deductions for adoption expenses associated with the
“special needs child®. However, California law limits the
deduction to $1,000 per taxable year ($500 married, filing
separately) rather than $1,500 per child as under federal law.

Unlike federal law, California alsc allows a deduction for
similar expenses incurred in adopting a child other than a
"special needs child® to the extent such expernses exceed 3
percent of state A.G. I. This pravision is also subject to the

%1, 000 maximum deduction.

NEW FEDERAL LAW (Sec. 222)

Repeals the deduction for adoption expenses.

EFFECTIVE DATE OF FEDERAL PROVISIONS
Qppliég.to adaptior expenses paid after December 31, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

estimates revenue gains for the
natiorn of $5—%6 million annually. Based on this projected low
level of impact for the nation with consideration ta differences
between state and federal law, confaormity would result in minor
revenue gains annually of probably less than $EG0,000.

The Jaoint cqmmittee on Taxation

ax Policy Issues

Although the federal income tax provision is repealed, the Act
also amends the Adoption Assistance Program in Title IV-E of the
Social Security Rct to provide matching funds for adoption
expenses of a "child with special needs" who has been placed for
adoption in accordance with state and leocal laws. The California
provisions which would be affected by the change in the Bocial
Security RAct are found in Sections 16115-16123 of the Welfare and
Institution Code under the chapter heading "Aid For Adoption of
Children“;, _This chapter provides for county paid Adoption
Rssistance Program benefits to gualified -families adopting
special needs children.
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Title IDS: Individual Income Tax Provisions

ACTION: ALLOWS DEDUCTIONS FOR EXPENSES ALLOCABLE TO
CERTAIN TAX—EXEMPT INCOME

Act Section 144 Conference Report Page 23

Form 340 Line No. 47 Form 100 Line No. N/AR

CURRENT CAL IFORNIA LAW (Sec. 17270, 17280)

California law generally conforms to federal law with respect to
the principle of denying deductions for expenses related +to

income which is exempt from tax.

Although there is no provision in state law dealing specifically
with the deductions for ministers amd military personnel, the
Franchise Tax Board has generally allowed deductions, as has the
Internal Revenue Service, for mortgage interest or real property
taxes paid or incurred with respect to personal residence by (1)
a minister with a parsonage allowance that is excludable from
gross income, or (2) a member of a military service with
excludable subsistence, quarters, or other housing allowance.

NEW FEDERAL LAW (Sec. 265 (6))

A specific provision is added to the Intermnal Revenue Code to
ensure that ministers and military personnel may continue to
deduct mortgage interest and real property taxes without regard
to their receipt of tax—exempt housing allowances.

EFFECTIVE bQTE OF FEDERAL PROVISIONS

This provision applies for taxable years begimming before, on, or
after December 31, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

No additional revenue losses would result from this provision

which codifies existing practice.

TAX POLICY ISSUES

This provision was enacted in response teo an  IRE ruling (Rev.
Ruling 83-3, 1983-1 CB72) which disallowed mortgage interest and
praperty tax deductions allowable tco a ministers parsonage
allowance. The ruling applied effective July 1, 1983, subject to
transitional relief (extended through 1986) for ministers owning
homes before 1983. In order to ensure the prior policy of
allowing the deductions to ministers with parsonage allowance
(and military personmel with housimng allowances) this provision
was given retroactive effect.




Title IEl1la: Individual Income Tax Provisions

ACTION: REDUCE MEAL EXPENSE DEDUCTION

Act Section 142 Conference Report Page 24

Form 540 Line No. i6 Form 100 Line No. G—ES'

-CURRENT CALIFORNIA LAW (Sec. 17201, 24343)

California conforms to federal 1law, which generally allows a
deduction for food and beverage expenses at a restaurant or hotel
when consumed in an atmosphere conducive to business. Discussion
of business before, during, or after the meal is rnot specifically
required if the meal and/or beverages are consumed for business
and not social purposes, as in the case of a prospective

customer.

NEW FEDERAL LAW (Sec. £74)

(1) Reduces the amount of cotherwise deductible expenses +to
80 percent of such amount;

() increases the requirements for deduction of meal
expenses to confarm with the general requirements for
the entertaimment expense deduction. Bpecifically, the
meal expense must be directly related to or associated
with the active conduct of the taxpayer’s trade or
business, and business must be discussed during or
directly before or after the meal, and

(2] the taxpayer, or an employee of the taxpayer, must be
present at the furnishing of the food or beverages.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Taxable or income years begiﬁning on or after January 1, 1987.

REVENUE IMPACT OF CDN?DRMITY TO FEDERQL;LQN

The following revenue estimates are composite estimates based on
a proration of national estimates prepared by the Joint Committee
an Taxation (JICT) copbining I-E1a Meal Expenses,, I-E1lb
Entertaiﬂmenﬁ Expensgs, I-Elc Travel Expenses and I-Eid
Conventiori Travel Expenses. The relative fiscal impact under
state conformity is revenue gains in the $38 million range for
1987-88 and $46 million range for 1988-89. These revenue gains
wauld accur under the Personal Income Tax Law. The proration to
(4.1%) reflects Palicy Ecoromic GBroup (PEB)
caompared to national
not

Califarnia used ‘
conformity estimates for Califarnia , .
estimates for those provisions analyzed.  The PEG has

specifically estimated this provision.
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Based on a proration of the JCT estimate for the nation, the
revenue gain under the Bank and Corporation Tax Law would be in
the $45 million range for 1987-88 and in the $51 million range
for 1988-—-89. A praration factor of 4 percent was used which
represents the general relationship between California’s
corporate tax collections and federal corporate tax collections

over the past few years.
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Title IElb: Individual Income Tax Provisions

ACTION: LIMIT THE DEDUCTION FOR ENTERTAINMENT EXPENSE
OTHER THAN FOR MEALS :

Act Section 142 Conference Report Page 27

Form 540 Line No. 16 Form 100 Line No. G—26

CURRENT CALIFORNIA LAW (Sec. 17201, 24444)

California law generally conforms to federal provisions, ;
pertaining to the deductibility of entertainment expenses,
including the purchase of tickets and the rental of a “luxury

skybox.” The cost of tickets purchased may be deducted without

regard tao face value. There are no restrictions in the case

where the ticket costs more than its face value because, for

example, it was purchased from a a ticket agent or "scalper." :

Undey current law, the only limitation placed on the expense
deduction for rental of a luxury skybox, or the cost of box seats
ar season tickets, is that the expense incurred must meet either
the "directly related” test or the "associated with" test for
business expenses. The expense must be ordinary and necessary
for the active conduct aof the trade or business.

NEW FEDERAL LAW (Sec. 162, £74)

The deductior of entertainment expenses is generally reduced to
80 percent of the amount actherwise allowable. However, the

following items will be allowed full deductibility @
amaunts treated as compensation,

. reimbursed expenses,

amounts directly related to attendance at a meeting or
cornvention of a business league, chamber of commerce,

etc.,
items made available to the general public,

. goods or services (including facilities) which are sold
to a customer,

- tickets to a sporting event conducted to raise money
for charitable purposes.

The deductior for tickets is limited to 80 percent of face value.
A exceptiaon to this provision applies where a premium is added
to the cost aof sports tickets for charitable fund raising events,
in which case the amount of the premium is deductible.
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The deduction for the cost of renmting a luxury skybox at a sports
arena , if used for more than one event, is also limited to 80
percent of the cost of non luxury box seat tickets. However,
this cost differential disallowance will be phased in over a two

year period.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Taxable or income years beginning on or after January i, 1987.
The limitation on skyboxes is phased in over two years, with
one—third of the deduction disallowed in 13587, two—-thirds
disallowed in 1988, and the full amount disallowed in 1989 and

subsequent years.

REVENUE IMPACT OF CONFORMITY TO FEDERAL (AW

No relevant state tax data is available to estimate this
provision. ’

The Joint Committee on Taxation has included this item in its

impact estimate of I-Ela (Meal Expenses). It is not possible,
hawever, to isolate this item; therefore the revenue gain for

this particular provision is indeterminable.




Title IElc: Individual Income Tax Provisiaons

ACTION: LIMIT OR REPEAL THE DEDUCTION FOR TRAVEL

EXPENSES
Act Section 142 Conference Report Page 29
Form 540 Line No. 16, 47 Form 100 Line No. 26

CURRENT CALIFORNIA LAW (Sec. 17201, 17242, £4343)

California generally conforms to federal law, which allows a

deduction for travel expenses incuryved with respect to
employment, a trade or business, and certain services for a
charitable organizatiorn. The business expense deduction is
limited with respect to travel expenses attributable ta

conventions held on crdise ships aor luxury liners, teo $£,000 per
taxpayer per year. The deductiorn is denied, in this case, if the
vessel is not registered in the United States, or if it stops at
parts of call outside the United States and its possessions.

Travel expenses incuryed for educatiornal purposes may be allowed
as a business expense if (a) the travel maintains or improves
existing employment skills, or is required by the taxpayer’s
employer, and (b the travel is directly related to the
taxpayer’®s job duties.

includes the

The travel expense deductior for charitable travel
the same

cost of transportation and lodging, and is treated in
manner as a charitable contribution.

NEW FEDERAL LAW (Sec. 170, £74)

A deduction for travel, itself, as a form of education is no
longer allowed. However, taxpayers may continue to deduct
educational travel expenses incurred when travel is a necessary
component of a business deduction that relates to education (for
example, when the claimant must travel tc a lecatiorn in order to
obtain an educational benefit available only at that location).

The deduction for the cost of lodging as a charitable
contribution is limited to instances where the travel possesses

no significant element of personal pleasure, recreation, or

vacation.

For luxury water travel, the daily deducticon cannoct exceed twice
the highest per diem amount for travel in the U.5. generally
allowed to employees of the executive branch of the federal
government. This daily Ffigure is multiplied by the number of
days the taxpayer was engaged irn luxury water travel.



P N .

If the expenses of luxury water travel include separately stated
amounts for meal or entertainment expenses, these are subject,
under the percentage reduction rule, to be reduced by 20 percent
prior to application of the per diem limitation.

The general rules for luxury water travel do not apply when the
taxpayer attends a convention, seminar, meeting, etc., that Iis
held on board a cruise ship. In this case, the deduction for
expenses is limited to $2,000 per taxpayer per year, as under
current law, and is denied entirely if the vessel is not
registered in the United States, or if it stops at ports of call
ocutside the United States and its possessions.

EFFECTIVE DATE OF FEDERAL PROVISIONS

These provisions are effective for taxable or income years
begimning on or after 1/1/87.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

No relevant state tax data is available to estimate this
provision.

The Joint Committee on Taxation has included this item in its

impact estimate of I-Ela Meal Expenses. It is not paossible,
however, to isclate this item; therefore the revenue gain for

ﬁ“} this particular provision is indeterminable.
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Title IE1d: Individual Income Tax Provisions

ACTION: DENY DEDUCTION FOR TRAVEL EXPENSE TO ATTEND
NONBUSINESS CONVENTIONS

Act Section 142 Conference Report Page 30

Form 540 Line No. 47 Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sec. 17201, 24343)

California conforms to federal law, which generally allows a

deduction for expenses incuwrred in attending nonbusiness
conventions, meetings, seminars, etc., if +the expenses are
incurred in conjunction with the production of income (for

example, attending a seminar relating to financial or tax
planmning). Alsc allowed are expenses incurved while attending a
convention, meeting, or seminar relating teo the taxpayer’s trade

or business.

NEW FEDERAL LAW (Sec. £74)

A deduction is denied for expenses incurred 1in attending a
convention, meeting, seminar, etc., unless they are ordinary and
necessary, and incurred as expenses which directly relate to the
taxpayer’s trade or business. Expenses incurred in attending a
convention, etc., relating only to the production of irncome are
no longer deductible.

EFFEéTIVE DATE OF FEDERAL PROVISIDNG

Taxable years bheginmning on or after January 1, 13987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL L AW

No relevant state tax data is available tc estimate this

provision.

The Joint Committee on Taxation has included this item in its
impact estimate of item I-Ela (Meal Expenses). It is not
possible, however, ta isolate this item; therefore the revenue
gain for this particular provisiom is indeterminable.
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Title IER2a: Individual Income Tax Provisions

ACTION: LIMIT AND RECLASSIFY CERTAIN ADJUSTMENTS TO
GRAOSS INCOME

Act Section 132 Conference Report Page 32

Form 540 Line No. . 29, 30 Form 100 Line No. N/A

CURRENT CALIFORNIA L AW

Employee Business Expenses (Sec. 17072}

California conforms to federal law in providing for the
deductibility of certain employee business expenses from gross
income ("above the line'" expenses). Generally, employee business

expenses can only be claimed as miscellanecus itemized
deductions. An exception is made for four types of employee
business expenses above the 1line, thereby making the deduction
available for non itemizers: (1) certain expenses paid by an
employee and reimbursed by the employer, () employee travel
expenses incurred while away from home, (3) employee
transportation expenses incurred while on business, and (4)
business expenses of taxpéyers wha are employed as outside

salespersons.

Moving Expenses (Sec. 172772

California is generally irn conformity with federal law treating
moving expenses as an adjustment to income when incurred in
connection with a change in principal place of work. Roth laws
have a minimum distance reqguirement and a $£3,000 limitation on
the deduction of moving expenses, however, California limits the
deduction where an individual moves inta or out of California.
Iri those cases, a deduction is allowed only if an amount received
as reimbursement is included im income and the deduction is
limited to the smaller of the reimbursement or actual expenses.

Miscellaneous ltemized Deductions (Sec. 17072)

California conforms to federal law which allows, as an itemized

deduction, expenses for (1) unreimbursed employee business:

expenses, (£) expenses related to investment activities, (3 tax
preparation fees, (4) gambling and hobby losses up to the amount
of gambling or hobby income, (5) adoption expenses, and certain
less common expenses. Additionally, Califarnia allows a
deduction for certain expenditures. related to the handicapped

and/or elderly.
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NEW FEDERAL LAW (Sec. &2 and 67)

Employee Business Expenses

Currently available unreimbursed employee business expenses
including those ‘“passed through" from certain pass through
entities other than estates, nongrantor trusts, cooperatives, and
REITS), are to be allowed only as itemized deductions and are
subject to a flecor of twa percent of the taxpayer’s adjusted
grass income. R new above-—-the-line deduction for business
expense is made available to certain performing artists having
more than one employer during the taxable year, whose allowable
expenses in performing such services exceed 10 percent of wages
for the services, and whose adjusted gross income does not exceed

$16, 000.

Moving Expenses

The moving expernse deduction is changed from an adjustment to
income to an itemized deductior not subject to the floor of two
percent of adjusted gross income that applies to other employee
busirness expenses and certain miscellanecous deductions. '

Miscellaneous ltemized Deductions

Miscellaneous itemized deductions mnot specifically allowed under
other provisione of the code may be deducted to the extent that
such expenses exceed twoe percent of adjusted gross income. The
followinpg miscellanecus expenses are ot subject to the  two
percent floor and may be deducted in full:

(1) Impairment related work expenses;

(2) Estate taxes;

(3) Deductions related to short sales of persomal property;
(4) "Claim of right" adjustments;

(3) Certain ferminated arnnulity payments;

(S)IQmortizable bond premiums; .

(7) Deductions related to coopeﬁativé housing corporationsg
and i

(8) Gambling losses to the extent of gambling winnings

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provisions are effective for taxable years beginning on  or
after January 1, 1987.



R

L//’

()

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The following revenue estimate is a composite estimate based on a
simulation run for California by the Policy Ecaonomic Group (PEB)
combining I-E2a Employee Rusiness Expense, I-E2b Home Office
Expenses and I-2c Hobby Losses. The revenue pgains under
conformity at 1986 levels of income would be in the $210 million
range. Eguivalent estimates for 1987-88 and 1988-89 would amount
to $2850 million and $240 million respectively based on growth
rates for the nation projected by the Joint Committee on

Taxation.

The PEG simulation shows that at 1986 levels of income, 35% of
taxpayers (4.1 million) would be affected by this provision.
Average tax increases would range  from %17 for the
%135, 000~-%$20, 000 adjusted gross income (ABGI) class to $375 for the

$200, 000 and over AGI class.

TAX POLICY ISSUES

In several other provisions which interact with adjusted gross
income (RBI), California can specifically refer to ABI as
required to be shown on the federal tax return. This eliminates
caomputational differences 1irn  areas where the two laws are
otherwise conformed. The new floor for the above expenses (2
percent of ABIY is a candidate for reference to federal AGI in
corder to eliminate computatioral differences.




Title IEZ2bL: Individual Income Tax Provisions -

ACTIAON: INCREASE RESTRICTIONS ON RUSINESS USE OF HOME
EXPENSE DEDUCTION

Act Section 143 Conference Report Page 35

Form 5S40 Line No. 47 Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sec. 17201)

California conforms to federal law which generally allows a
deduction for expenses attributable to business use of the home
(for rent, depreciation, and repairs for examplel). Allowance of
the deduction for business use of the home is contingent upon
several restrictions. The deduction is only allowed for a part
of the home used exclusively and regularly as either the
principal place of business, or as a place of business to meet
patients, clients, or customers. For an employee, the use of the
home must be for the convenience of the employer.

Employées may claim the deduction above the line, as an employee
business expense deducted from gross income, but only if the
employee receives emplayer reimbursement for  haome office

expenses.

Individuals who are self employed may deduct abave the line, on
the Business Income or Lass Schedule, the busirness portion of
expenses relating to operating the home. Expenses may be
deducted for any portion of the home that is used exclusively and
regularly as either the taxpayer®s principal place of business,
or as a place of business to meet customers, clients, Qr
patients. It is further stipulated that the deductiorn for self
employment expenses cannot exceed the taxpayer’s gross income
from the business. Costs incurred in excess of the limitation
cannot be carried over and used as deductions in other taxable

years.

The general business use requirements for home office expenses
need not be met when the taxpayer rents part of his or her home
(renting a room to a lodger, for example). Under current law,
this exception also applies where an employer leases a portion of

an employee’s home.



NEW FEDERAL LAW (Sec. 280R)

The deduction for business—use—aof-home expenses is limited to the
taxpayers net income from the business  (gross income less

deductions for business related expenses). Excess home office
deduction amounts may be carried forward to later years. The
deduction carried forward will be subject to the income

limitations that will prevail in those years.

The 1986 Act denies the home office deduction in situations where
the employee rents home space to the employer. Thus, the only
expenses that are deductible are those which are allowable in the
absence of any busimess use (mortgage interest, real estate

taxes, etc.).

EFFECTIVE DATE OF FEDERAL PROVISIDNS

Taxable years begimnming on or after January 1, 1887,

REVENUE_IMPACT OF CONFORMITY TO FEDERAL (AW

No relevant state tax data is awvailable tao estimate this

provision.

The Policy Economic Broup has included this item in its state
impact estimate of I—-ERfa Employee RBusiness and miscellaneocus

expenses. It is not possible, however, to iscolate this item from

.their data base; therefore, the revenue effect for this

particular provision is indetermimnable.
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Title JIEZ2c: Individual Income Tax Provisions

ACTION: INCREASE RESTRICTIONS ON DEDUCTION FOR HOERERY
LOSS EXPENSE

Act Section 143 Conference Report Page 35

Form 3540 Line No. 47 Farm 100 Line No. N/R

CURRENT CALIFORNIA (AW (Sec. 17201)

California conforms to federal 1law, which allows expenses
attributable to activities not engaged in for profit (i.e.,
“hobby 1losses") ta be deducted as miscellaneous itemized
deductions, but only up te the amount of income received from the
hobby activity.

A "hobby loss" is rnot allowed to offset income from any other
source. An activity is presumed to be engaged in for profit if
it is profitable in & ocut 5 consecutive years, or 2 out of 7
consecutive yeawrs for horse breeding, training, showing ar

racing.

NEW FEDERAL LAW (Sec. 183)

For activities consisting primarily of horse racing, training,

showing, or breeding, current law rules apply. Far all other
activities the presumption that arn activity is erngaged ir.  for
profit (i.e., is mnot a hobby) applies onmly if the activity is
prafitable for three out of five consecutive yeares.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Taxable years begirnning on or after January 1, 1987.

REVENUE IMPRCT OF CONFCORMITY TO FEDERAL LAWK

Na relevant state tax data is available to estimate thie

provision.

The Policy Economic Broup has included this item 1inm its state

impact estiamte of I-E2a Employee Business and miscellaneaus
expenses. It is not possible, however, to isclate this item from
their data basej; therefore, the revernue effect far this

particular provision is indeterminable.
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Title IF: Individual Irncome Tax Praovisions

ACTION:= REPEAL THE POLITICAL CONTRIEBUTIONS CREDIT

Act Section 112 Conference Report Page 37

Form 540 Line No. 47 Form 100 Liwve No. N/R

CURRENT CAL IFORNIA LAW (Sec. 17243)

California law pfovides an itemized deduction for political
contributions. An individual taxpayer may deduct up to $100 and
a married couple filing a joint return may deduct up to $200 a

year.

California does not conform to federal law regarding the
provision of a political contribution tax credit.

CURRENT FEDERAL LAW (Sec. None)

Individual taxpayers may claim a nonrefundable tax credit equal
to one—-half of the amount of their contributions to political
candidates and certain palitical organizations. The credit may
not exceed %50 per indiwvidual, ar $100 for a married couple
filing a joint return. "

NEW FEDERAL (AW (Sec. £4)

The Political Contributions Credit is repealed.

EFFECTIVE DATE OF FEDERAL PROVISIONG

Taxable years beginning on or after January 1, 1387,

REVENUE IMPACT OF CONFORMITY TO FEDERAL L AW

Based on a simulation rurm by the Department’®s tax model, repeal
of California’s political contribution deduction would result in
a revenue gain in the $2.4 million range for the 1387 taxable
year. Equivalent estimates for 1987-88 and 1988-89 fiscal year

would amount to gains of 2.5 million ang $2.6 million
respectively based on national growth rates for this provision
projected by the JCT (4.0%). These revenue gains would occur

under the PITL.

The tax model shows that for the 1987 taxable year, 313,700
taxpayers would be affected by this praovision. Rverage tax
increases for those affected would range from less tharm %1 for
taxpayers whose adjusted gross income (ABI) is $10,000 o less,
to close toc $13 for those whose ABI is %100, 000 and above.




The next page of this report is page 20Q.
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Title IIRAla: Capital Cost Provisions

ACTION: ESTABL ISH NEW COST RECOVERY CLASSES FOR
ACCELERBTED DEPRECIATION OF ASSETS

Act Section 201 Conference Report Page 38
Form 540 Line No. 16 Form 100 Line No. G-21
BACKGROUND

Depreciation of assets is computed by first determining the
estimated useful life of the asset and then selecting a permitted
depreciation method. The methods include "straight line® (esgual
amounts each year of the assets useful life) and “declining
balance” (original cost less accumulated depreciation multiplied
by 150 or 200 percent of the straight line yearly rate). These
general rules were required until 1971 when Congress enacted the
Class Life Asset Depreciation Range (ADR) System to which
California generally conformed. The ADR System is based on
establishing lives for assets based orn broad industry classes.
The purpose of this is to keep conflict over individual useful

lives at a minimum.

A taxpayér using the ADR System does not have to justify asset
replacement or retirement policies. A depreciation period
selected Yor an assat cannot be changed by either the taxpayer or
the govermment during the remaining period of use of the asset.
The election toe use the ADR System is an annual one. If made, it
applies to all tangible personal property and real property
placed in service in the trade or business during the year of

election.

As part of the 1981 Economic Recovery Tax Act (ERTA), Congress
established a new Accelerated Cost Recovery System (ACRS) which
was required to be used for all assets placed in service after
December 31, 1980. Each asset was placed within one of six
recovery classes based upon its midpoint life in the ADR System.

. Under ACRS, recovery deductions are determined by applying a

statutory percentage to an asset’s original cost. Thus, under

ACRS a taxpayer does not estimate useful life nor select a
depreciation method but merely determines which statutory
recovery class contains the asset and uses the statutory recovery
percentage for that class to determine the deduction. The rate is

determined for each recovery class as follows:

o 3 year class — Method is 150 percent declining balance,
switching to straight line, over 3 years.

o S year class - Method is 150 percent declining balance,
switching to straight line, over 5 years.

- 2oz -




10 year class — Method is 150 percent declining balance,
switching to straight line, over 10 years. ’

15 year public utility class — Method is 150 percent :

a
declining balance, switching to straight line, over 105 ~
yEars. '

o 15 year real property class — Method is 200 percent [
declining balance, switching to straight line, over 13 _ .
years. ’

o 19 year real property class — Method is 175 percent

declining balance, switching to straight line, over 19

years.,

CURRENT CALIFORNIA LAW (Sec. 17201, 17250, 17850.5, 243439,

£24345.5, & 24354.1)

California has not generally conformed to the federal ACRS rules
for depreciation. California law is based on the ADR SBystem that

remains in effect for federal purposes far gssets placed in
service prior to 1981. However, California does not conform to

that portion of the ADR System which, for federal purposes,
allows the useful life to be up to 20% shorter aor longer than the

mid-paint of sach ADR guideline life. This means that the useful
life for Califormnia purposes must be the mid-point of the ADR

guideline l1ife.

Califormia does allow the use of the ACRS rules for computing
depreciation on certain new residential rental property
constructed in California between July 1, 1985 and Jure 30, 1988.
However, for qualified property which is not low-income rental
property the class life is 18 years rather than 19 years required

under federal law.

NEW FEDERAL LAW (Sec. 168, ZBOF, 3iz. 7701)

The new federal proavision modifies the ACRS for property placed
in service after December 31, 1586, except for property covered
by transition rules. The cast of property placed in service
after July 31, 1986, and before January t, 1987, which is not
transition-rule property, may, at the election of the taxpayer,
be covered under the modified rules. -

The new Fédekél law does all of the Fblloking:

=] Provides more accelerated dEpPEEiatioh for the revised
three-year, five-year and ten-year classes, ’

o Reclassifies certain assets according to their present
class—1ife (or ADR midpoints) and

ut Créates new 7, 20, 27.5 and 31.5 year-classes.
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Depreciation methods for each ACRS class are provided instead of

statutory tables.
property can be assigned a 7,

current 3, 3, 10 or 15 year class.

Eligible personal property and certain real

or 20-year class, along with the

The depreciation method applicable to certain classes of property

is

as follows:

o S: 9, 7 and 10 vear classes.

Method is 200 percent declining balance switching to
straight line, over 3, 5, 7 or 10 years.

o 15 _and 20 year class.

Method is 150 percent declining balance,

straight line,

over 15 or 20 years.

Q £7.9 and 31.5 year real property class.

Method is straight line.

Property class additions and exclusions to current
classes are as follows:

switching to

and new

Class-
Year Additions Exclusions ADR Madpoint
[ .
3 % No change. research and experimentation 4 years o less
! property, automebiles and | {no chongel
light-trucks
) light trucks, automobiles, no longer used for the clase more than 4 years
qualified technological proserty not included i any and less than il
equipsent, cowputer-based other claes years
telephane central office {nc changei
switching equipnent, gec-
thermal, ocean therwal, solar (
and wind energy properties,
swall power production
facilities,
7 New class established for N/R 10 years and less
tlass property not included than 1£
in any other rlass and adding
single-purpose agricultural
or horticultural structures
and property with no RDRS
pidpoint and nct classified
elsewhere,
10 | No change Single-purpese agricultural or ? & years and less {
horticultural structures o thar &0 yesrs, ;
property with ne ADR widoeint., | (Changed from 16
[ years anc lese |




than &5}

No change. 20 years and less
than 25 years.
~{Changed from more
than 23 years)

18 | municipal wastewater treat-
ment plants, telephone dis- l
tribution plant, comparable
eguipment used for the two-
way exchange of vaice and
data communication,

20 | municipal sewers section 1250 property with an | 23 years and sore.
RDR midpoint of 27.5 years and
xore,

27.5 | residential rental property, N/R 27,5 years and

manufactured homes that are HOre.
residential rental property,
escalatars and elevators.
31,5 | non-residential real- N/R £7.5 years and
XOre.

property, section 1250 real
property which is not
residential vental property
that does not have an ADR
midpoint or whose midpaint
is £7.3 years or More.

New ADR midpoints have been established for the following assets:

fAsset New ADR Midpoint | Old ADR Midpoint

Semiconductor manufac-
turing equipment 3 & ‘,

Computer-based tele-
phone central office i '
switching eguipaent
and related eguipment .3 18

Single-purpose agricul-
tural and horticultural

structure, as specified 13 10
Telephone distribution
plant, as specified 24 33
Municipal water-waste
treatment plants _ 23 1Q

Classifications under the ADR system occasionally are made on the
basis of regulated accaounts. All assets described in these
accounts are to be included, without regard to the fact that the

Q5 -
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taxpayer owning the described assets may not be subject to any
regulatory authority.

EFFECTIVE DATE OF FEDERAL PROVISIONS

'Qpplies to property placed in service on or after January 1,

1987. For property placed in service between July 31, 1986, and
January 1, 1987, the taxpayer may elect to come under the new
provisions. There are also extensive transitional rules,
including many exceptions for specific progects.

This act also provides numerous transitional rules.

REVENUE IMPACT OF CONFORMITY T0O FEDERAL LAW

If California were to repeal its existing depreciation structure
and conform to the new federal depreciation system, the revenue
effect is estimated as follows (in millions):

1987-88 1988-853
PITL : $— 33 $— 30
BCTL - 312 —39d
Total Losses  $—__345 $-__221

These estimates take into accoaunt:

(1) Differences between existing Californis deprecistion
and ACRS (ERTA 81 & TEFRA *8&) as analyzed for AR 1463
(1985-8& R.S5.) and aged to 1987 levels.

(23 The current state provisicons allowing ACRE fao--
residential rental property and enterprise zone
investments.

(3) Differences bétweem ACRS and the new CCRE (capitzl casi
recavery system) depreciatiorn structure.

(4) The increase in state preference tax revenues from more
accelerated depreciation deductions under conformity.

After the effects of adopting ACRS were evaluated, prorations of
naticonal estimates for CCRS were applied to arrive at the net
impacts shown above for the first two years under conformity.
Due to the high level of complexity and interactions inveolved in
developing such estimates that necessarily have to allow for the
great diversity in types of depreciable assets, the estimates
should be considered approximate order of magnitudes anly. The
principal factor contributing to rnet revenue lasses over the
shorter term are the larger deductions penerally for machinery

and equipment. The smaller depreciation deductions for real

property will have a more significant lesserning effect orn revenue .

losses aver the long term.




Title IIAlb: Capital Cost Provisians

ACTION: REDUCE DEDUCTION LIMITATIONS FOR LUXURY
AUTOMORILES

Aot Section 000 Conference Report Page 0000

Form 540 Line No. 16 Farm 100 Line No. G—21

CURRENT CAL IFORNIA LAW (Sec. 17201, 17255 & 24343.1)

California is conformed to the federal limitation on the yearly
deduction for depreciation of an automobile. The ADR midpoint
life of automobiles is 3 years while for federal purposes they
were included in the ACRS 2 year recovery class. Depreciation
cannot exceed $3,200 in the first year and %$4,800 for each
succeeding year. After the mandatary three year recovery period
has been exhausted, any remaining basis of the automcbile may bhe
deducted as a business experise (provided that more tham S0 % of
the automobiles use was business related) at a maximum annual

rate of $4,800. If less than 100 % of the automobiles use was

business related, then the armrual rate is reduced to reflect the

actual business use.

Praoperty that is used less than S50 % in a trade cr business in
any taxable year will be subject tco the depreciation rules under
the straight line method over the earrnings and profits l1ife for

such property.

NEW FEDERAL LAW (Sec. Z80F)

The new federal law extends the useful life to S years and

reduces the depreciation deductions for luxury autamobiles to:

o %2, 560 for the first year

o $4, 100 for the secowd

= %2, 450 for the third year

o $1,475 for each succeeding taxable year within the
5 years :

Additionally, the maximum annual expense rate beginning in the
sixth year is decreased from $4,800 to %i,475.

Property that is used less than 50 percent in a trade or bBusiness
in any taxable year will be subject to the depreciation rules
under the alternate cost recovery system. (straipht-line
depreciation over five years)
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EFFECTIVE DATE OF FEDERAL PROVISIONS

This act applies to property placed in service on or after
January 1, 1987. This act also pravides numerous transitional

rules.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Revernue gains from conforming to this federal depreciation change
only is unknown. The larger issue of total conformity to the new
federal depreciation system is provided in the analysis of II-Rla

Cost Recovery Classes.




Title IIAlc: Capital Cost Provisions -

ACTION: AUTHORITY GIVEN TO TREASURY TO ADJUST CLASS
LIVES FOR ACCELERATED DEPRECIATION QOF ASSETS

Act Section 201 ' Conference Report Page 41
Form S40 Line No. 16 Form 100 Line No. G—-21

CURRENT CALIFORNIA LAW (Sec. 17201, 17250, 17250.5, 24349,
£24349.5, & 24354.1)

California has not generally conformed to the federal ACRS rules
for depreciatiaon. California does allow the use of the ACRS
rules for computing depreciation on certain new residential
rental property constructed in California between July 1, 1985
and June 30, 1988. However, for gualified property which is not
low—incaome rental praoperty the class life is 18 years rather than
19 years required under federal law.

California law is based on the ADR System that remains in effect
for federal purposes for assets placed in service prior to 1981.
Howeveyr, California does not confarm to that portion of the ADR
System which, for federal purposes, allows the useful life to be
up to 20% shorter or longer thawn the mid-point of each ADR
guideline life. This means that the useful life for California
purposes must be the mid—-point of the ADR guideline 1life.

NEW FEDERAL LAW (Sec. 167 {(mJ))

Thyough this act the Secretary of the United States Treasury will
monitor and analyze all depreciable assets, except residential
rental property or non—residential real property. The Secretary

may :

C prescribe new class lives for any property
o modify any assigned property

prescribe a class life for any property which does
nat have a class life

The Secretary, in determining the modified or prescribed class
life changes, will take into consideration the anticipated useful
life, and the devaluation over time of the property to industry

oy other groups.

Once the Secretary has prescribed or modified arm asset?’s class
life, the rnew class life will be used to determine the recavery
period of the asset. This asset will be subject to depreciation

under the alternate cost recovery system.
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The Becretary may not generally modify property that has a class
life and has been placed in service before January 1, 1992.
However, in the case of rcertain specified property placed in
service before January 1, 1992, the Secretary may shorten (but

not lengthen) the property’s class life.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applies to property placed in service aon or after January 1,
19873 property placed in service after July 31, 1986, for which
the taxpayer elects to apply the new provisions; and transitional

property.

This act also provides numerous transitional rules.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

This item is included in the impact estimate of II-Rla (2100)
Cost Recovery Classes which relates to total conformity to the
new depreciation system. It is not possible to isclate this
item; therefore the revenue effect for this particular provision

is indeterminable.
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Title IIARZa: Capital Cost Provisions

ACTION: EXPANDS THE AL TERNATIVE COST RECOVERY SYSTEM
FOR PROPERTY FOR NON J.S. AND CERTAIN OTHER

PROPERTY

Act Section 201 Conference Report Page 48

Form 540 Line No. 16 Form 100 Line No. G-21

CURRENT CALIFORNIA LAW (Sec. 17201, 17250, 17250.5, 24349,
24349.5, & 24354.1)

California has not generally conformed to the federal ACRS rules
for depreciation. California allows the use of the ACRS rules far
computing depreciation on certain new residential rental praperty
constructed in California between July 1, 1985 and June 30, 13988.
However, for qualified property which is not locw—income rental

property the class life is 18 years rather than 19 years required

under federal law.

California law is based on the ADR System that remains in effect
for federal purposes for assets placed in service prior to 1981,
However, California does not conform to that gortion of the ADR
System which, for federal purposes, allows the useful 1life to be
up to 20% shorter or longer than the mid-point of each ADR
guideline life. This means that the useful life far Califaornis
purpases must be the mid-point of the ADR guidelime life.
California makes no distinctior betweer praperty used iwmside and
outside of the United States or property oroduced abroad.

CURRENT FEDERAL LAW (Sec. 168)

Under ACRS a different depreciation method carn be elected instead

of the prescribed methad. This elective methad uses the
straight—-1line method of depreciation and the half-year caonvention
and applies to personal property, but not to real praperty. The
half-year convention treats all assets placed in service during
the tax year as if they had been placed in service at the
midpoint of the tax year. This means that only half the full
annual deduction will be allowable irn the first and last tax

years.

The elective method may be of benefit to taxpayers when the
taxpayer has not had a substantial increase in incaome for the tau
year, does not expect any in the near future, and does nct reed
to depreciate the property at an accelerated rate. Under this
method a taxpayer can elect to depreciate usirng a longer recovery
period to save the deduction for years in which it can be used tuo
off-set income taxable ir higher brackets. The following table
shows the available slective recovery periads:

- £11 -
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Tvpes of Property Recovery Periocds Which may be Elected
3-year property ADR class 1life, 5 ar 12 years
S—-year property ADR class life, 12 or 25 years
10~-year property "RDR class life, 25 or 35 years

15-year public
utility property ADR class life, 35 or 45 years

19-year real property
or low income housing 35 or 45 years

A taxpayer who elects this method for a specific class of
personal property must elect the same recovery method and pericd
for any property of the same class placed in service during the
tax year. However, a different election may be made for property
in a different class. Election of this method is irrevocable
without IRS consent. The election for real property is made on a

property—-by—-property basis.

Current federal law requires tax—exempt—use praperty, as
specified, to be depreciated using the straight-line methad of
depreciation (without salvage value) aver a longer recaovery
period. The recovery period is:

a] the greater of 40 years or 125% of the lease term using
a mid—-month conventior, for 13 year real praperty or
low income housing, or

ja the greater of the property’s ADR class life (12 years
if no ADR class life) or 125% of the leaseé term, for
other recovery property.

No investment credit is available if personal property is used by
a "tax—exempt entity. " :

Additionally, current federal law allows the President to
disallaw the investment tax credit for property completed abroad
or predominantly of foreigrn origin, if the country in which it
originated maintains non—-tariff trade restrictions or engages in
discriminatory acts unjustifiably restricting U.5. commerce. The
investment tax credit uses the ACRS method of depreciation in the
computation of the credit. However, the President is not allowed
to disallow accelerated depreciation for property completed
abroad or predominantly of foreign origin.

NEW FEDERAL LAW (Sec. 168)

The new federal alternative cost recovery system uses
straight-line recovery, nc salvage value and extends the recovery

periods.
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The federal changes relative to the following subjects are
discussed separately:

1)

. computed using the alternate cost recovery systen.

1. Other uses of the alternative cost recovery system.

2. Property used predomirantly outside the United States.

3. Tax—exempt—use property.
4, Tax—exempt—bond-financed property.
S. Property imported from a foreign country for which an

Executive Order is in effect due to non-tariff trade
restrictions or other discriminatory acts.

6. Property for which the taxpayer is electing the
alternate ACRS method. '

ODther uses of the alternative cost recovery system:

Corporations are limited to a specific recovery period for
specific property in computing earnings and profits far the
determination of the dividend distribution. For example in
computing the depreciatiorn of business equipment, a truck
used in a trade or business that meets the regdirements for
depreciation has a 5 year class life and would be recavered
over 35 years using the straight—-line method of depreciation.
tUnder the old federal law the truck would have a 2 year

class 1life with an optional recovery period of S or 12

years.

Depreciation undeyr the alternative minimum tax must be

If the
taxpayer made the election to have the modified ACRS rules
apply to property placed in service after July 1, 1986 but
before 1987 the alternative minimum tax for 1986 must use
the new alternative cost recavery system to compute the tax
preference. The cost of property other tharm real properiy
is recovered, for purpcoses of the miniwmum tax, using the 130
percent declining balance method switching to straight live
method, over the established class lives. The cost of resl
property and other property for which the elected or
required straight-line method is used fob regular tax
purposes is recovered using the straight-lire method for
minimum tax purposes. '

All luxury automobiles as well as listed property, such as
computers and airplanes, which are used 50 percent or less
for business purposes must use the alternate cost recovery

system.
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2)

3)

4)

5)

62

Property Predominantly Used Outside the U.S.:

Any satellite or other spacecraft held by a United States
person launched from within the United States is not

considered foreign property.

Tax—Exempt—-Use Property:

Basically, current tax—exempt entity leasing rules are
retained under the alternate cost recovery system.

Tax—Exempt—Bond—F inanced Property:

If property is financed with tax—exempt bonds then that
property or portion of property must use the alternate
system. Any portion of the property not financed by
tax—exempt bonds is recovered using the regular accelerated
system. The tax—exempt financed portion of the asset’s
costs will be allocated to property in the order first
placed in service. A specific rule has been provided to
allow low—income residential rental property to have a 27.5
year class life, which is the same as under the regular

systen.

A refunding obligation issued only to refund a pre—-March 2,
1986, obligation to fimance property placed in service after
19686 is generally treated as a new issue and the taxpayer
must use the altermative ACRS depreciation method for the
costs that are unrecovered on the date of the refunding

issue.

1f a change of the recovery period is required because of a
refunding issue only the remaining unrecovered cost of the
property is required to be recovered under the alternate’
system. In this way no retroactive adjustments to ACRS
deductions previously claimed will be required when a
pre—March 2, 1986 bond issue is refunded, as specified.

Property Imported From A Foreign Country:

With the repeal of the investment tax credit, under this act
the President may by Executive order deny the alternate ACRS
method of depreciation to property completed abroad and
predominantly of foreign origin. This authority is limited
to assets that are ordered after the date of the Executive
order and are subject teo the alternate cost recovery systen.

Taxpayer Electing the Alternate Methaod:

A taxpayer may irrevocably elect to apply the alternative
ACRS method to any class of property im any class year.
residential rental property and ron—residential real

the election may be made on a property by praoperty

For

property,
basis.




EFFECTIVE DATE OF FEDERAL PROVISIONS

This act shall apply to property placed in service or or after
January 1, 1987 in tax years ending after that date. '

A taxpayer may elect to have these praovisions apply to any
property placed in service after July 31, 1986 and before January

1, 1987.
This praovision does not apply to:

o property which ig constructed, reconstructed or
acquired by the taxpayer pursuantdtb a written contract
which was binding on March 1, 1986, if %1, 000, 000 or 5%

- of the cost of such property has been incurred or
committed by March 1, 1986,

an equipped building or plant facility if cownstruction
has commenced as of March 1, 1986, pursuant to a
written specific plan and more than one-half of the
cost of such building has been incurred or committed by
that dateif the class life is at least 7 years and the
property is placed in service before a specified date.

The alternative caost recovery system will apply to property that
is financed with tax—exempt bonds which is pléced in service on
or after January 1, 1987, to the extent the property is financed
by the proceeds of an obligatiom (includimng a refunding
obligation) issued after March 1, 1986. Affirmative commitment

exceptions are provided.

This act alsc provides numercous transitional rules.
T

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

This item is included in the impact estimate of I1-Ala (2100)
Cost Recovery Classes which relates to total conformity tao the
new depreciation systen. It is not possible to isolate this
item; therefore the revenue effect for this particular provision

is indeterminable.
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Title IIR4: Capital Cost Provisions

ACTION: APPLICATION OF ACCOUNTING CONVENTION FOR
DEPRECIATION DOF ASSETS

Act Section 201 Conference Report Page 405

Form 3540 Line No. 16 Form 100 Line No. B6—-21

CURRENT CALIFORNIA LAW (Sec. 17250, 24349.5)

California has not generally conformed to the federal ACRS
{Rccelevated Cost Recovery System) rules for depreciation.
California law is based on the ADRS (Asset Depreciation Range
System) that remains in effect for federal purposes for assets
placed in service prior to 1981. However, California does nat
conform to that portion of the ADR System which, for federal
purposes, allows the useful life to be up to 204 shorter or
longer than the mid-point of each ADR guideline life. This means
that the useful life for California purposes must be the
mid—-point of the ADR guideline 1life.

California does allow the use of the ACRs rules for camputing

deprec;ation on certain new residential rental property
constructed in California between July 1, 1985 and June 30, 1988.

" However, for qualified property which is riot low-irncome rental

property the class life is 18 years rather than 19 years required
under federal law.

In computing the ADR, both California and federzal law allows the
taxpayer to use the half year convention or the modified
half-year conventiom for certain types of property. {The
convention is one of three compornents used to determine the
depreciation deduction for tanpible property.) The half-year
convention allaws half of the year’s depreciation on all assets
placed in service during the first year. The modified half-year

‘convention allows a full year's depreciation for assets first

placed in service in the first six months of the year but assets
first placed in service in the last six months of the year are
allowed no depreciation. The convention elected for the tax year
applies to both item and multiple—asset-vintage accounts and must
be used for all eligible assets placed in service in that year.
However, other conventions may be elected for another ADR year.

For eligible residential rental praperty, a mid-month convention
applies. The depreciation allowance for the first year property
is placed in service is based orr the number of months the
property was in service, and property placed in service at any
time during a month is treated as havinp been placed in service
in the middle of the month. Furthey, property dispased of by a
taxpayer at any time during.a month ie treated as having been
dispaosed of in the middle of the maonth.




NEW FEDERAL LAW (Sec. 168(d))

The act eliminates the current statutory schedules for personal
property which reflect a half year convention.

With the elimination of the statutory schedules, language has
been pravided to apply the half-year convention for all property
placed in service or disposed of within the taxable year. This
propefty is treated as placed in service or disposed of at the
midpoint of such taxable year. In the case of a taxable ysar
less than 12 months, property is treated as being in service for
half the number of months in such taxable year.

If more than 40 percent of a taxpayer's property is placed in
service during the last three months of the taxable year a
mid—quarter convention must be used. The mid—quarter convention
treats all property placed in service during any guarter of a
taxable year as placed in serviceé on the midpoint of such
quarter. Where the taxpayer is a member of an affiliated group,
all members are treated as one taxpayer for the 40 percent
determination. For taxable years in which property is placed in
all property is used to determine the 40 percent;

service,
however, the mid—guarter convention applies only to tangible
property. This does not apply to nonresidential real properiy or

residential rental property.

Additionally, the mid-month conventiorn has been expanded to
include low—income housing.

EFFECTIVE DATE OF FEDERAL PROVISIONS

These provisions apply generally to praperty placed in service on
or @after January 1, 1987 for taxable years ending after December
31,%1966. The taxpayer may elect to apply these rules to
property placed in service between August 1, 1986 and the end of

1986.

This act also provides numercus transitional rules.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

This item is included in the impact estimate of II-Ala cost

Recovery Classes which relates to total conformity to the rnew
depreciation system, It is not possible to isclate this item;
therefore the revenue effect for this partlcular provxs:on is

1ndeterm1nable.
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Title IIAS: Cabital Cost Provisions

ACTION: ELIMINATES THE RECQPTURE OF DEPRECIATION ON
THE DISPOSITION OF REAL PROPERTY

Act Section 201 (d) Conference Report Page 47

Form S40 Line No. 18 Form 100 Line No. G-9

CURRENT CALIFORNIA LAW (Sec. 18151, 18173)

California generally conforms to federal law regarding the
recapture of excess depreciation as ordinary income, on the
disposition of an asset. The amount recaptured depends on the
type of property, the method of depreciation used, and the period
during which depreciation has been deducted. One of the types of
property subject to this treatment is real property. For real
property, gain on disposition is treated as ordinary income to
the extent that the depreciation taken exceeds straight-line
depreciation. California applies these treatments to Personal
Income Tax Lawj; however, Bank and Corporation Tax Law does nat

have these recapture provisions.

California law contains some differences from the Federal rules,

including the following:

o Recapture rules do not apply to certain residential
property (two or more units) where construction commenced
after 1982, provided substantially similar provisions are
operative in Federal law (to be effective through 1987).

o California substitutes different dates for varicus dates
in the Federal law.

In applying the same California and Federal recapture provisions,
the amount of recapture may be different because of the
differences in amounts deducted in prior years.

NEW FEDERAL LAW (Sec. 125Q)

Under the new federal law, real property (Section 1250 property)
will be subject to the straight-line method of depreciation,
thereby making unnecessary the recapture of depreciation on the
dispesition of assets placed in service on or after January 1,

1s87.

EFFECTIVE DATE OF FEDERAL PROVISIONS

This act applies to property placed in service on and after
January 1, 1987, in taxable years ending after such date.




‘This act shall not apply to:

Q

any pkoperty which is constructed, reconstructed, or
acquired by the taxpayer pursuant to a written contract
which was binding on March 1, 1986,

property which is constructed or reconstructed by the
taxpayer if:

the lessor of %1,000,000, or 5 percent of the cost of
such property has been incurred or committed by March

1, 1986, and

the construction or reconstruction of such property
began by such date, or

an equipped building or plant facility if construction
has commenced as of March 1, 1986, pursuant to a
written specific plan and more than one—half of the
cost of such equipped building or facility has been
incurred or committed by such date.

This act also provides numercus transitional rules.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

This item is included in the impact estimate of II-Ala

Caost

Recovery Classes which relates teo total conformity to the new

depreciation system.

It is not possible to iscolate this item;

therefore the revenue effect for this particular provision is
indeterminable.
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Title IIARE: Capital Cost Provisions

ACTION: MODIFIES L EASE TERM FOR DEPRECIATION OF
LEASEHOLD IMPROVEMENTS AND ACQUISITION COSTS

Rct Section 201 (a) Conference Report Page 48

Form 540 Line No. 16 Form 100 Line No. G-21

CURRENT CALIFORNIA LAW (Sec. 17201, 17850. 17250. 5, 24349, and
£24349.5) :

California has not generally conformed to the federal ACRS rules
for depreciation. California does allow the use of the RACRS
rules for computing depreciation on certain new residential
rental property constructed in California between July 1, 1985
and June 30, 1988. However, for qualified property which is not
low—-income rental property the class life is 18 years rather than
19 years required under federal law.

California law is based on the ADR System that remains in effect
for federal purposes for assets placed in service prior to 1981,
However, California does not conform to that portiorn of the ADR
System which, for federal purposes, allows the useful life to be

up to 20X shorter or longer than the mid—-point of each ADR
gQuideline life. This means that the useful life for California

purposes must be the mid-point of the ADR guideline life.

California recovers the cost of leasehold improvements over the
shorter of the property's ADR System recovery period or the
portion of the lease term remaining on the date the improvements
were made. As a gerneral rule, unless the lease has been renewed
or the facts show with reasonable certainty that the lease will

" be renewed, the cost or other basis of the lease, or the cost of

improvements, is spread only over the number of years the lease
has to run, without taking into account any right of renewal.
The renewal periods are not included if the urexpired lease
period accounts for 60% or more of the useful life of the
improvement. In amortizing costs of acquiring a lease, the
renewal periods are not included if 75X or more of the cost is
attributable to the unexpired lease period. If however, the
lease has been renewed or there is a reasconable certainty that
the option to renew will be exercised, the renewal periods are
taken into account, despite the fact that the 60X and 75X tests
are met. Where facts show with reasonable certainty that the
lease will be renewed, the lease term shall, beginning with the
taxable year in which the lease will be renewed, include the

renewal period.




NEW FEDERAL LAW (Sec. 168, -178) --

The new federal law generally requires the term of the lease to
include all renewal options as well as any periad for which the
the partigs reasonably expect the lease to be renewed in
determining the amortization period for lease acquisition costs.
The costs of improvements made to leased property by the leasee
are to be recovered under the modified ACRS rules without regard
to the lease term. Thus, the cost of improvements are recovered
over the applicable recovery period. If, at the end of the
lease, the taxpayer does not retain the improvement, gain or loss
will be recognized by reference to the adjusted basis of the
improvement at the termination of the lease.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Senerally, this act applies ta property placed in service on or
after January 1, 1987. For property placed in service between
July 31, 1986 and January 1, 18987, the taxpayer may elect the new

provisions.

This act also provides numerous transitional rules.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

This item is included in the impact estimate of 1I-Ala Cost

Recovery Classes which relates to total conformity to the new
depreciation system. It is not possible to isclate this item;
therefore the revenue effect for this particular provision is

indeterminable.
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Title IIA7: Capital Cost Provisions

ACTION: MODIFIES THE AGGREGATE CEIL INGS FOR EXPENSING .
QUAL IFIED PROPERTY.

Act Section 202(b) Conference Report Page 48

Form 540 Line No. 16 Form 100 Line No. G-21

CURRENT CAL IFORNIA LAW (Sec. 17024.5(b) (13>, 17252, 17852.35,
17265, 24356.2, and 24356. 3)

California does not conform to federal law with respect to a
taxpayesr electing to treat all or part of the aggregate cost of
gualifying property used in a trade or business as a currently
deductible expense not toc exceed $35,000 for 1986 or 1987, 7,500
for 1988 or 19893 10,000 for 1990 and thereafter, in-lieu of

ACRS.
However, California does allow the following:

1. Additional first-year depreciation on acgquired assets
equal to 20 percent of the cost of the asset, with a
maximum in each year of $10,000 ($20,000 faor husband
and wife filing jJointly). If the additional first-year
depreciation is taken on any selected asset, the basis
of the asset for depreciation purposes . is reduced by
the first-year depreciation taken.

= A taxpayer may elect to treat the cost of any recovery
property that is tangible personal property exclusively
used in a trade or business conducted in an enterprise
zone as an expense not chargeable to the capital
account in the year in which the property is first
placed in service. Any amounts deducted with respect
to expensed property that ceases to be used in an
enterprise zone within two years after being placed in
service must be included in income for that year. The
aggregate cost that can be taken into account for
expense treatment can not exceed 45,000 for taxable or
income year of designation of the enterprise zone;
$5,000 for the first year thereafter; $7,5300 for
second and third years thereafter; and %10,000 for each
succeeding year. Taxpayers who elect this expense
treatment may not take the additional first-year
depreciation with respect to the same property.

3. A taxpayer who conducts a qualified business in a
program area can elect to treat 40 percent of the cost |
of property used as an integral part of the qualified

. business and certain machinery or parts used as
specified, as an expense that is not chargeable to the

m
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capital account. The deduction is allowed for taxable
or income years in which property is first placed in
service. The aggregate cost for any taxable or income
yeayr may not exceed; $100,000 in the year of
designation and the first year thereafterj; $73,000 in
the second and third years after the year of
designation; and $50,000 in each subsequent year. A
taxpayer who elects this 40 percent expensing may not
claim additional first-year depreciation with respect
to the same property. Any amount expensed with respect
to property that ceases to be qualified property at any
time before the close of the second taxable year after
the property is placed in service must be included in

income in that year.

NEW FEDERAL LAW (Sec. 179)

The new federal law eliminates the existing expensing ceiling of
$5, 000 which was scheduled to increase to $7,3500 beginning in
1988 and 1989, and to $10,000 after 1989. The new ceiling is
established at $10,000 for each year if the cast of qualified
property placed in service during the year and used in the active
conduct of a trade or business is $200,000 or less. The $10,000
ceiling is reduced dollar for dollar by the amount of the cost
which exceeds %200, 000. For example, if a3 taxpayer bought
qualified tangible personal property for $205,000 in a year,
amount over %200, 000 (%5,000), is subtracted from the $10,000
ceiling. The taxpayer is then allowed to expense orily $5S, 000
that year. Married individuals filing separate returns are
treated as one taxpayer for determining the amount expensed and
the total amaount of the investment irn the gualified property.
Thus the ceiling on a separate return of a married person is

%5, 000 ratheyr than %10, 000.

the

In addition, the total cost of property that may be expensed for
any taxable year cannot exceed the total amount of taxable income
derived by the taxpayer from the active conduct of a trade or
business during the taxable year. Costs that are disallowed
under this rule are carried over to the next year and added to
the amount allowable as a deduction for that year. Recapture
will take place whenever an asset is converted to nonbusiness use
instead of only during the first two years after the asset was

placed in services.

EFFECTIVE DATE OF FEDERAL PRDViSIDNS

This act applies to property placed in service on and after
January 1, 1987.

This act also provides numerous transitional rules.
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REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Revenue losses from conformity to larger expensing deductions are
unknown. The larger issue of total conformity to the new federal
depreciation system is amnalyzed in II-Rla Cost Recovery Classes.




Title 1IA8: Capital Cost Provisions

ACTION: EXPANSION OF MASS ASSET VINTAGE ACCOUNTS

Rt Sectionm 201 ' Conference Report Page 459

Form 540 Line No. 16 Form 100 Line No. G-21

CURRENT CALIFORNIA LAW (Sec. 17201L 17250.5, 24349 and 24349.5)

Under the Asset Depreciation Range (ADR) system which is used in
California for all assets, except certain residential rental
property, and which is used for federal purposes for assets
placed in service before 1981, a taxpayer must establish "vintage
accounts”. A "vintage account"” is an account containing eligible
property first placed in service by the taxpayer during the
taxable year. The "vintage”" of an account refers to the taxable
year during which the eligible property in the account is first
placed in service by the taxpayer. Such an . account will consist
of arn asset, or group of assets, withirn a single asset guideline
class. Any rnumber of wvintage accounts of a taxable year may be
established. Mare thar one account of the same vintage may be
established for different assets of the same asset guideline

class.

Certain kinds of assets are not permitted in the same vintage

account. Vimtage accaounts that are kept separate are as follows:

o New and used assets

Persornal property assets subject to the elective 10
percent salvage reduction compared to assets not
subject to the election

Peyrsonal property and residential or rnornresidential
rental praoperty

Byraperty for which the election of additional first
yvear depreciation was made and property on which that
election was not made. :

A complex "depreciastion reserve" method is used to account for
dispositions of individual assets within vintage accounts. When
this "depreciation reserve" exceeds the original basis of the
remaining assets in the account the excess is recaptured as
aordinary income and for federal purposes the investment credit is
recaptured. In order to compute the recapture all accounts of
the same vimtage im the same asset guideline class for which the.
taxpayer has selected the same depreciation period and adopted
the same depreciation method are treated as a single multiple

" asset vintage account.
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Under the Accelerated Cost Recovery System (ACRS) which for
federal purposes is used for assets placed in service after 1980
and for California purposes is used for certain residential
property a taxpayer may elect to account for "mass assets®
same mass asset account as though such assets were a single
asset. A "mass asset” means a mass or group of individual items:

in the

o not necessarily homogenous,

o each of which is minor in value relative ta the tqtal
value of such mass or group,

a numerous in quantity,

o usually accounted for only on a total dollar or
quantity basis, '

=] with respect to which separate identification is
impractical,

O with the same present class life, and
o placed in service in the same taxable year.

Upon disposition of individual assets within the mass asset
account, all proceeds are recaptured as ordinary income up to the
total unadjusted basis in the account and for federal purposes

the investment credit is recaptured.

According to the committee reports the limitation on the type of
assets which may be included in mass asset accounts is limited,
primarily because of concern about the mechanics of recapturing

the investment tax credits.

NEW FEDERAL LAW (Sec. 168)

With the repeal of the investment tax credit, the guestion of
recapture of that credit is no longer of concewrn. The act
permits taxpayers, under regulations, to maintain one or more
general asset accounts for any property for which ACRS applies.
Generally all proceeds realized on any disposition of property in
a general asset account must be recaptured as ordinary income.

EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision applies to property placed in service on or after
January 1, 1987. However a taxpayer may elect (as prescribed by
the Secretary of the Treasury or his delegate) to have this
provision apply to any property placed in service after July 1,
1986 and before January 1, 1987.

This act also provides numercus transitional rules.




REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

This item is included in the impact estimate of 1I-Rla Cost
Recovery Classes which relates to total conformity te the new
depreciation system. It is not possible to isoclate this item;
therefore the revenue effect for this particular provision is nat

determinable.
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Title IIA9: Capital Cost Provisions

ACTION: CHANGES IN THE TREATMENT OF PURLIC UTILITY

PROPERTY
Act Section 201, 203 . Conference Report Page 50
Form 540 Line No. 16 Form 100 Line No. 6-21

CURRENT CALIFORNIA LAW (Sec. 17250)

California has not generally conformed to the federal ACRS rules
for depreciation. California does allow the use of the ACRS
rules for computing depreciation on certain new residential
rental property constructed in California between July 1, 1985
and June 30, 1988. However, for gqualified property which is not
low-income rental property the class life is 18 years rather than

19 years required under federal law.

California law is based on the ADR System that remains in effect
far federal purposes for assets placed in service prior to 1981,
However, Califorriia does not conform to that portion of the ADR
System which, for federal purposes, allows the useful life to be
up tao 20% shorter or longer than the mid-pcocint of each ADR
guideline life. This means that the useful life for California
purposes must be the mid-point of the ADR guideline life.

Califormnia daes not conform to federal with respect to the
special provisions for regulated public utilities. Under the
Bank and Corporatior Tax law public utilities are allowed normal
depreciation deductions subject to the mid-point of the ADR

guideline life.

CURRENT FEDERAL LAW (Sec. 168)

Public utility property; as specified, is not considered recovery
property unless the regulated utility uses the normalization
method of accounting for rate-making purposes. Under the
normalization method a public utility calculates it's tax expense
for rate-making purposes using the same depreciation method, and
at least as long a depreciation period used to compute it’s
depreciation expense for rate—-making purposes. Any deferral of
taxes achieved by applying the accelerated cost recovery rules
for tax purposes rather than the method just described must be
credited to a reserve account maintained by the utility. The

‘bensefits derived by applying the accelerated cost recovery rules

cannct be passed through to . the regulated public utility’s
customers by reducimg the rates, but instead are accrued for the

utilities use.

If a regulated public utility does not apply the normalization
methaod of accounting, then for tax purposes property is -
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depreciated in the same manner as it is depreciated for
rate-making purposes.

NEW FEDERAL L AW (Sec. 168)

As with prior law, the new system makes special provisions for
public utility property. Most public utility property has a
longer class life and is in the 15 or 20 year 150 %
declining—balance classes. The rules requiring normalization of
the tax benmfits in setting rates charged to customers are
retained and expanded to cover urregulated public utilities.
addition, special rules are provided that require regulated
utilities to normalize any excess deferred-tax reserves resulting
from rate reduction. These rules for deferred taxes apply to
recovery allowances taken on assets placed in service before
1987. The normalization of the deferred taxes must be
coordinated with normalization of the accelerated cost recovery
allowances. Failure to caoordinate the provisions will preclude

the utility from using the new system.

In

EFFECTIVE DQTE‘DF FEDERAL PROVISIONG

This act applies to property placed in service on and after
January 1, 1987, in taxable years ending after such date.

This act shall nat apply to:

o property constructed, reconstructed, or acgquired by the
taxpayer pursuant to a writtern contract binding on

March 1, 13986,

property in which the binding contract of March 1, 1986

o
has committed or already incurred the lesser of
$1,000,000 or 5 %, and the construction began by March,
1, 1986,

o an equipped building or plant facility if comnstruction
has commenced as of March 1, 1986, pursuant to a
wirritten plan and more than omne—half of the cost has
beern incurred or committed by such date,

o projects licensed or certified before March 2, 1986, by
the Federal Energy Regulatory Commission (FERC),

o hydroelectric projects of less than megawatts if an
application was filed with FERC before March 2, 1986.

o specifically described property qualifying under any

one of the 142 special tramsitional rules.

This act also provides numerous transitional rules
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REVENUE IMPACT OF CONFORMITY TO FEDERAL L AW

™ This item is included in the impact estimate of II-Ala Cost
‘ Recovery Classes which relates to total conformity to the new
depreciation system. It is not possible to isolate this item;
therefore the revenue effect for this particular provision is

indeterminable.
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Title IIA11l: Capital Cost Provisions

ACTION: REPEAL FINANCE LEASE PROVISIDNS

Act Section 201 Conference Report Page S1

Form 540 Line No. 16 Faorm 100 Line No. G—-21

CURRENT CALIFORNIA LAW (No pravision)

California does not conform to federal provisions with respect to

finance leases.

CURRENT FEDERAL LAW (iSB)(F)(B)

Under current federal law whether a transaction is a lease or a
purchase for income tax purposes is important in determining who
is entitled to the investment tax credit and to deductions for

business expenses.

Rules for determining lease versus purchase have not been written
in the tax cade, but have evolved over the years through a series
of court rulings and Revenue Rulings issued by the Internal

Revenue Service.

the Interrnal Revenue Code which

TERRA (1982) added rnew rules ta
The Tax Reform

were to become effective after December 31, 1383.
Act of 1984, however, postponed the effective dates until

- December 31, 1987.

NEW FEDERAL LAW (Nco provisiorn)

The new federal law repeals the finance lease provisions.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The federal provisions are repealed prior to becaming effective.

REVENUE IMPACT OF CONFORMITY TO FEDERAL L AW

Not applicable. California has not adopted federal finance lease

rulings.
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Title IIC1: Capital Caoast Provisions

ACTION: REDUCES AND EXTENDS THE INCREMENTAL RESEARCH
CREDIT FOR THREE YEARS

Act Section 231 Conference Report Page 68

Form 540 Line No. 71 Form 100 Line No. i8

CURRENT CALIFORNIA LAW (None)

California has no provision, comparable to federal law, allowing
a tax credit for certain increases in research and experimental
expenses.

OLD FEDERAL LAW (Sec. 30)

In addition to IRC Section 174 which allows a deduction for
research and experimental expenditure, this section allows a
credit in an amount equal to 25% of the current tax year’s
"qualified research expenditures" which exceed the average
qualified research expenditures incurred in the prior three

years.

"Qualified research expenditures" eligible for this credit
consist of

(1) in—house expanditures incurred by the taxpayer for
research wages and supplies used in research, plus
certain amounts paid for research use of laboratory
equipment, computers, or other perscrnal property;

(2) £5 percent of amounts paid by the taxpayer for contract
research conducted on the taxpayer?s behalf; and

(3 if the taxpayer is a corporation, 65 percent of the
taxpayer?’s expenditures (including grants or
contributions) pursuant to a written research agreement

for basic research to be performed by universities or
certain scientific research organizations.

This credit is limited to the current year’s tax liability.
However, excess credits can be carried forward for 15 years and

back for 3 years.
This credit expired December 31, 1985.

NEW FEDERAL LAW (Sec. 41)

Extends the incremental research credit for three years, through
December 31, 1988, and reduces the eligible credit to 20 percent.
The defimition of allowable expenditures and research activities
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are significantly tightened. The emphasis of the credit is
targeted on research which is technological in nature and
conducted either for the purpose of new product development or to
improve the function performance or quality of an existing
product. Expenditures paid for the use of computers are
allowable; however, expenditures for all other leased research
equipment will be ineligible for the credit. QGualifying
expenditures for basic university research are increased from 65
percent to 100 percent of the amount exceeding the sum of

{a) the greater of two fixed research floors, plus

(b)) an amount reflecting any decrease in nonresearch giving
to universities by the corporation as compared to such
giving during a fixed based period as adjusted for
inflation. In addition, this credit is now subject to

the general business coredit limitation.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Taxable years beginnﬁng oy or after January 1, 1986, except that
the modifications relating to the university and qualified
scientific organization basic research credit are effective for

taxable years beginning on or after January 1, 1987.

This credit sunsets December 31, 1988,

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a praratiorn of national ectimates prepared by the Joint
Committee an Taxation, the relative fiscal impact under
confaormity would be revenue losses in the '$9 million range for
1987-88 and %7 million range for. 1988-839 under the Personal
Income Tax Law and in the $688 million and $62 million ranges,
respectively, under the Bank and Corparation Tax Law. These
estimates assume that only research expenses incurred in

California would qualify.

The Personal Income Tax provation of 12,5 percent represents
California persoral income relative ta the nation as praojected
far. 1987 reduced by an assumed factor of 10 percent to allow for
research in California only. The Bank and Corporation Tax Law’
praoration (B8%) represents the relative share of federal gross
receipts reported by both nonapportianing anmd apportioning
California filers adjusted by the average apportiornment factor of

the latter group of corporate filers.
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Title IIC2: Capital Cost Provisions

ACTION: EXPANDS THE DEFINITION OF QUALIFIED RESEARCH
CONTRIBUTIONS OF SCIENTIFIC PROPERTY

Act Section 231(f) Conference Report Page 76

Form 540 Line No. N/A Form 100 Line No. G—-19

CURRENT CAL.IFORNIA LAW (Sec. 24357.8, 24357.9. and 24358)

California and federal law both allow a contribution deduction
for the donation of scientific equipment by corporations to
inastitutions of higher education however many differences exist

between the two laws..

The major differences for California law are as. follows:

1) The contributed property does not have to be
constructed by the taxpayer.

2) The scientific equipment or apparatus may be used, in
addition to the permitted uses under federal law, in
research training in applied sciences aor for
instructional purposes.

3) The institution of higher education must be located in
California.

4) California limits the deduction for the contribution to
5 percent of the corporation’s net income while the
federal limit is 10 percent of adjusted gross income.

California goes one—-step further in the contribution deduction
for scientific equipment, as specified. Computer software and
ancillary or test equipment if contributed to institutions of
higher education in California can also be deducted.

NEW FEDERAL LAW (Sec. 170 (e) (4) (i))

The new federal provision expands eligible donees to include
certain tax—exempt scientific research organizations. The 10
percent limit on the amount of the credit would not change.

EFFECTIVE DATE OF FEDERAL PROVISIQONS

This act applies to taxable years beginning on or after January
1, 1986. ‘




REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

No specific national estimate was made by the Joint Committee on
Taxation for this particular item indicating a very minor impact

for the nation.

The existing state deduction is scheduled to expire on January 1,
1988. No data is available on revenue losses from the existing
state deduction which is broader in scope than the federal
provision since it includes computer software and ancillary test
equipmant, but narrower in application since the donee must be a
California institution of higher education. Revenue losses from
an extension of the existing State deduction with tax-exempt
scientific research organizations added as eligible donees are
indeterminable but, based on the low level of impact for the
nation, state revenue losses would alsc be minor.

POLICY CONGIDERATIONS

California allows contribution deductions for scientific
equipment as well as software, and ancillary or test equipment,
as spacified. ~ If California considers conforming to the
inclusion of certain tax—-exempt scientific research organizations
as eligible dornees of scientific equipment then it should
consider whether or not these organizations should alsec entitle
the donor to a deduction for the donation of software and

ancillary or test equipment.
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Title IID1: Capital Cost Provisions

ACTION: REPEAL OF S—YEAR AMORTIZATION OF TRADEMARK AND
TRADE NAME EXPENDITURES

Act Section 241 Conference Report Page 78

Form 540 Line No. 16 Form 100 Line No. G—20

CURRENT CALIFORNIA LAW (17201, 24368.1)

California law conforms to federal law with respect to the tax
treatment of trademark or trade name expenses. These expenses
may, at the election of the taxpayer, be amortized over a period
of at least 60 months. Consideration paid to acquire an existing
trademark or trade wname is not eligible for amortization. .

NEW FEDERAL LAW (177, Repealed)

The election to amortize trademark and trade nameiexpenses is
repealed, thereby requiring these experditures to be capitalized
and recavered only on the disposition of the asset.

EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision is effective for expenditures paid or incurred
after December 1, 1986, except that present federa?’ law will
continue to apply to expenditures incurred in the fullowing

cases:

(1) A binding writtem contract has been entered into as of
March 1, 1986.

() Develcocpment, protection, expansion, registratiorn or
' defense of trademarks or trade names commenced as of
March 1, 1986 (if $1 milliorn or 5 percent of the cost,
whichever is less, has beern incurred or committed by
that date); provided in each case the trademark or

trade name is placed in service before January 1, 1988.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Rased on the Joint Committee on Taxation’s estimated low level of
impact for the nation, conformity would result in minor revenue
gains under the Persanal Income Tax Law and Bank and Corporation
Tax Law. Revenue gains under the Personal Income Tax Law would
be in the 200,000 range for 1987-88 and in the $300, 000 range
for 1988-89. Revenue gains under the Bank and Corporation Tax
Law would be in the $400,000 range for 1987-88 and in the

$700, 000 range for 1988-85. The Personal Income Tax proration of
natiocnal estimates to California (4. 1%) reflects the Pelicy

Economics Broaup (PEG) state estimate relative to the nation for




those provisions analyzed, however, PEG has not specifically
estimated this provision. The Bank and Corporation Tax Law
praoration (4%) represents the general relationship between

California’s corporate tax collections and federal corporate

callections tax over the past few years.
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Title IID3: Capital Cost Provisions

ACTION: REPEAL OF THE DEDUCTION FOR RAILROAD GRADING
AND TUNNEL RORES

Act Bection 242 Conference Report Page 79
Form 540 Line No. N/A Form 100 Line No. 6-21
BACKGROUND

The term "railroad grading and tumel bores" means all
improvements resulting from excavations (including tunneling)
construction of embankments, clearings, diversions of roads and
streams, and sodding of slapes. Alsc any work necessary to
construct, reconstruct alter, protect, improve, replace or
restore a roadbed or right-of-way for railroad track. If
expenditures for improvemerts as described above are incurred
with respect to an existing roadbed or right—-of-way such

expenditures are also eligible.

CURRENT CALIFORNIA LAW (Sec. 17230)

California Personal Income Tax Law specifically does not conform
to the federal provision which allows a domestic railroad common
carrier to elect to amortize (over 50 years) expenses with
respect to railroad grading -and tunnel bores and the Bank and
Corporation Tax Law contains no provision which would allow such
an electiaon, Thus, for Califormnia purposes, these expenses are
required to be capitalizred as part of the cost of the land and
recovered orn disposition of the asset.

NEW FEDERAL LAW (Sec. 18%5)

The act repeals the amartization election regarding "railroad

grading and tumnnel bores.

EFFECTIVE DRTE OF FEDERAL PROVISIONG

This repeal generally applies to expenses paid or incurred on or
after January 1, 1987. A transitional rule allows the present
law election to be made for certain contracts and construction
using a March 1, 1986 qualification date as long as the
improvements are placed in service before January 1, 1988.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Califarnia did not conform previously to the federal provision
allowing amortization of expenses of railread tunnels and bores,

consequently, there is nca revernue effect from the federal repeal.




Title IID4: Capital Cost Pravisions

ACTION: RETROACTIVELY MODIFIES MOTOR CARRIER OPERAOTING
AUTHORITY PROVISIONS

Act Section 243 Conference Report Page 80

Form 540 Line No. 16 - Form 100 Line No: G-21

BACKGROUND

Generally no deduction is allowed for a decline in value of
property absent a sale or other disposition. Due to the federal
government?s deregulation of the trucking industry,
operating authorities (certificates or permits) suffered a
decrease in value. In the Economic Recovery Tax Act (ERTA) of
1981, a mon-code pravision retroactively allowed the amortization
{over a 60 month period) of the basis of these motor carrier
operating authorities beginning in the 1980 tax Feturq.

motor carrier

CURRENT CALIFORNIA LAW

California has never confarmed to the federal non—code provision
which allows taxpayers, for taxable years ending after June 30,
1980, to deduct their adjusted basis ir motor carrier operating
authorities. The federal deduction must be taken ratably over a
e0—monrth period. The 60-mornth period begirvss July 1980 (or, if
the month in which acquired) or, at the taxpayer’s

later,
the taxpayers first taxable year beginning after July

election,
1, 1980.

For California purposes the basis of these aperating authorities
is recovered anly orn sale or other disposition.

NEW FEDERAL LAW (ERTA Sec. Z6E€)

This act retroactively changes:

The term "motor carrier operating authority” to include

o
a bus operating autharity and a freight forwarder
aperating authority. (Freight forwarder operating
authority provisions are contingent upon deregulation
of that industry and must be held at the begirnming of
the 60 month amortization period. )

o The dates to be used for bus aperating authorities to
November 19, 1982 fram July 1, 1980,

o The 60-month amortization period beginning date for bus

operating authorities to November 1982 fraom July 1980.
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o The 60 month amortization period beginning date for
freight forwarder operating authorities to the
beginning of 1987 or if later the deregulation month.

EFFECTIVE DATE OF FEDERAL PROVISIONS

With regard to the change relating to bus aoperating authorities,
this act applies to taxable years beginning on or after November
19, 1982 and, if a refund or credit of any overpayment of tax
resulting from this act is prevented (due to the expiration of.
the statute of limitations) at any time on or before one year
after October 22, 1986, then the refund or credit of the
overpayment may be allowed if the claim is filed on or before 18

months after October 22, 1986.

This act, with regard to the freight forwarder operating
authority provisions, applies tc taxable years ending after the

beginning of the month of deregulation.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

A conformity estimate is not appraopriate since California has not
conformed previously to this special amortization provision and
to do s0 now would involve the state prohibition pertaining to

"gifts of public money".
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Title IIDS: Capital Cost Provisions

ACTION: EXTEND PROVISION ALLOWING EXPENSING OF COSTS
FOR REMOVAL OF ARCHITECTURAL BARRIERS

Act Section 244 Conference Report Page 81

Form 540 Line No. 47 Form 100 Line No. G-26

CURRENT-CQLIFDRNIQ LAW (Sec. 17262. £4383)

California law is very similar to federal law with respect to the
provisions allowing expensing of costs for removal of
architectural barriers to accommodate elderly or handicapped
persons. California, hbowever, made the deduction permanent in
1984, while the federal provision was scheduled to expire on
December 31, 1983. California allows a deduction for the cost of
remodeling the taxpayer’s residence as well as the taxpayer’s
trade or business. The California definition of deductible
expenses is samewhat broader than the federal.

Califarnia allows a deductiaon for capital expenses incurred in
repairing or remodeling any building, farility, or transportation
vehicle owned or leased by the taxpayer in order to permit
handicapped or elderly individuals to enter or leave the
facility, or transpaortatiornn vehicle; to increase their
to allow maore effective use of such facilities. The
and must be taken in the taxable
incurred. If not commected with a
itemized

building,

access, or
maximum deduction is %33, 000,
year ir which the expense in
trade or business the expense may be claimed as an

deductior.

NEW FEDERAL LAW (Sec. 190D

The election to deduct qualifying expenditures for the removal of
architectural and transportation barriers, rather than
capitalizing the expenses, is made permanent.

EFFECTIVE DATE OF FEDERAL PROVISIONS
h

This provision is effective for taxable and income years
beginning on or after January 1, 1386,

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Since California has previocusly made the deduction permanent, the
primary reverue impact from this provision to conform to federal
law wauld be attributed tao disallowing the current deduction for
nonbusiress reasornt (private). There is no state data available
ta determine the revenue gains that would occur but they would

probably be minor.
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Title IIE1l: Capital Cost Provisions

ACTION: REDUCES THE TAX CREDIT FOR REHABILITATION

EXPENSES
Act Section 251 Conference Report Page 82
Form 540 Line No. N/A Form 100 Line Ne. N/A

CURRENT CQLIFDRNIQ LAW (N/A)

California does not conform to federal law with respect to
allowing a tax credit for rehabilitation expenses.

The rehabilitation component of the federal investment tax credit
allowed a credit of 15 percent for nonresidential buildings at
least 30 years old, 20 percent for nonresidential buildings at
least 40 years old, and 25 percent for certified historic

structures.

NEW FEDERAL LAW (Sec.  190)

The new law replaces the three-tier rehabilitation credit with a
two—tier credit for gqualified rehabilitation expenses. The Act
provides a 20 percent credit for the rehabilitatiorn of certified
historic structures and a 10 percent credit for the
rehabilitation of buildings, other tharn historic structures,
aoriginally placred in service before 1936.

As under prior law, the new credit for the rehabilitation of
historic structures applies to bath residential and
nonresidential buildings, while the rew credit for the
rehabilitation of buildimngs (other thar historic structures) only
applies to nonresidential buildings. '

Prior law provisions that determirne whether rehabilitation
expenditures qualify for the credit gererally have been retained.
An expenditure is not eligible for the credit unless the taxpayer
elects to recover the rehabilitation costs using the
straight-line method of depreciation. A lessee’s expenditures
don’t qualify for the credit unless the remaining lease term, on
the date the rehabilitation is completed, is at least as long as
the applicable recovery period (31 1/2 years for naonresidential
property, 27 1/2 years for residential property).

External-walls requirement: The new law significantly modifies
the extermnal walls reguirement. The prior provision that
required 73 percent of the existing external walls to be retained
in place as external walls has been deleted, and replaced by the
prior law alternate test. This test reqguires the retention in
place of (1) at least 75 percent of the existing extermnal walls,
including at least 50 percernt as external walls, as well as (22
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at least 75 percent of the building’s internal structural
Framework. S0 a completely gutted building canrot qualify for
the rehabilitation credit. A building’s internal structural
framework generally includes all load-bearing internal walls and
any other internal structural supports, including the columns,
girders, beams, trusses, spandrels, and all other members that
are essential to the building’s stability. Although the external
walls requirement is waived for historic structures, the
Secretary of the Interior is expected to continue generally to
deny certification to rehabilitation where less than 75 percent
of external walls are not retained in place.

Basis reduction: The new law deleted the prior law provision
that required a basis reduction for only 50 percent of {he ecredit
for certified historic structures. BSo, a full adjustment is
required for both the 10 percent and 20 percent rehabilitation

credits.

EFFECTIVE DATE OF FEDERAL PROVISIONS

the new rules are effective for property placed in

In general,
Special tramsition rules apply

service after December 31, 1986.
to:

Property placed in service as rehabilitation property

o
before January 1, 19394, if the rehabilitation was
completed under a written contract binding on March 1,
1986.

c Rehabilitation of property (including any leasehald

interest) acquired before March 2, 1986 or acguired on
or after that date, if (1) the rehabilitation was
completed under a writter contract binding on March 1,
1986, and a historic certification application was
submitted to the Department of the Intericor (or its
designee) before March 2, 1986, or (&) the lesser of
%1, G000, QGG or 5 percent of the rehabilitation cost was
incurred before March 2, 1986, or is required to be
incurred under a writter comtract binding orn March 1,

198¢.

There are additional transitiorn rules for specific
projects. :

Property cavered by the transition rules is eligible
for a £5 percent credit (historic rehabilitation), 13
percent credit (nonresidential buildings at least 40
vears ald), or 10 percent credit (for nonresidential
buildings at least 30 years old). However, a full
basis adjustment is required even if the progect is
covered by the transition rules. There are special
credit rules for certain specific projgects.

A rehabilitation project covered by the tranmsition rules is
exempted from the rnew law’s longer writeoff periocod for real

4
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estate. Transition property can be depreciated (using straight
line) over a 159-year recovery period, evern if placed in service

after December 31, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

A cohformity estimate is not appropriate since California has not
previously conformed to adopt this rehabilitation tax credit.




Tifle ITIE3: Capital Cost Pravisions

ESTARL ISHES L OW—-INCOME HOUSING CREDIfS

ACTION:
Act Section 258 Conference Report Page N/A
Form 540 Line No. N/A Form 100 Line No. N/A. |

CURRENT CALIFORNIA LAW (N/A)

Neither California nor fedeyral law allowed a tax credit for
construction or rehabilitation of low—income housing. :

NEW FEDERAL LAW (Sec. 42)

New federal law establishes the following credits:

The

<

<

Q

new constructiorn and rehabilitation,

new constructiorn and rehabilitation financed with
tax—exenpt bonds or similar federal subsidies, and

cost of acquiring existing hausing.

following is & description of the rnew credits:

L)

8]

New constructicon and rehabilitatian. A new credit of

up to 9 percent is allow=d each year over a 10-year ’
periad. The credit is takern orn expenses for new !
constructiorn and rehabilitation of each qualifying
low—incaome housing unit. To gqualify for the credit,
expenses must exceed $2, 000 per low—irncaome unit. The
credit rate is equivalent to & credit with the present
value of 70 percent.

New construction and rehabilitatiorn financed with
tax—exempt bonds or similar federal subsidies. A
maximum credit of 4 percent each year for 10 years is
allowed on the construction and rehabilitation financed
with tax—exempt bonds or similar federal subsidies,
such as Farm Housing Administration (FuHA) loans.

These expenses must alsc exceed $2,000 per low—income
unit to gqualify for the credit. The credit rate is
equivalent to & credit with a present value of 30

percent.

Cost of acquiring existing housimg. There is also a
credit for acquiring each low—income housing unmit.
maximum credit is 4 percent each year over a 10-year
period on the cost of acquiring each law-incame bhausing
unit. To qualify for the credit, the property must rnot
have beer placed in service within the previcus 10

The

1
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years. If the low—income housing projgect is financed
at least in part by the federal government, the
Treasury Secretary may under certain conditions waive
the 10-year requirement. This credit will be granted
even whern there is no rehabilitation.

Low—income rental housing tax credits can be issued by each state
in an amount equal to $1.25 per state resident. Qualified :
housing expenditures that are not fimanced with tax—exempt bond
proceeds must receive credit authority from the state.
Expenditures from tax—exempt bond financing that qualify for the
credit receive the credit without reducing a state’s credit
authority. No separate volume limitation is applied to
low—income rental housing tax credits for these projects because
tax—exempt bonds for multifamily rental housing are already
limited under state volume limitations.

States must reserve at least 10 percent of their credit authority
for projects that are developed by certain nonprofit
organizations that foster low—income housing.

To receive the credit:

o - At least 20 percent of units in a project must be
cccupied by individuals having incomes of 30 percent or
less of area median income, adjusted for family size;

Qr

) At least 40 percent of units in project must be
cccupied by irdividuals having incomes of 60 percent or
less of area nedian income, adjusted for family size.

Income limits may be adjusted for areas with unusually low family
income oy high housing costs relative to family income. The
graoss rent charged to tenants in units eligible for the credit
may not be more than 30 percent of the qualifying income for a
family of its size. Gross rent includes the cost of utilities,

other than telephorne. . Once a progect gqualifies for the credit it

must cantirue to satisfy the eligibility requirements for a
15—-year period. If it doesn’t, prior credits will be recaptured.

A1l rental units must be suitable for occupancy. They will not
qualify for the credit if they are used on a transient basis. N
Thus, hotels,; dormitories, haspitals, nursing homes, lifecare
facilities, and retirement homes will not gqualify. Single room
occupancy housing used on a nontransient basis will qualify even
though such housing may provide eating, cooking, and sanitation

facilities on a shared basis.

The basis of the housing project with respect teo which the
housing credits are allowed must be reduced by any rehabilitation
credits., However, the project’s basis for depreciation is not
reduced by the housinp credits claimed.




EFFECTIVE DATE OF FEDERAL PROVISIONS

This act applies to property placed in service after 1986 (other
than property grandfathered under the depreciation rules) and
before 1990. Property placed in service after 1989 may qualify
for the credit if expenditures of 10 percent ar more of the
reasonably expected costs are incurred before January 1, 1989,
and the property is placed in service before January 1, 1991.

Special transitional rules alsc apply.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proration of national estimates prepared by the Joint
Committee on Taxation, the relative fiscal impacts state
conformity to the new federal low—-income rental housing tax
credit would be revenue losses in the $36 million range for
1987-88 and the $79 million range for 1988-839. These revenue
losses would occur under the Personal Income Tax Law. The
proratiovry te California (12.5 percent) reflects California
personal income relative to the nation, as projected for 1987. A
reduction of 10 percent was used to allow for some credits that

would exceed state tax liabilities.

The next pape of this report is page 300.
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Title 11IA: Capital Gains and Losses

ACTION: REPEAL THE NET CARITAL GAIN DEDUCTION

Act Section 301 ConferencevReport Page 105
Form 340 Line No. 17 Form 100 Line No. N/R
BACKBROUND

California was generally conformed to federal law, with respect
to short—-term and long—term gains from the sale or exchange of
capital assets, until 1971 when California added a mid-term
holding period for taxable years beginning on or after January 1,
1972. Subsequently, California also added special rules for
small business stock. and nonproductive assets sold or exchanged

. in taxable years beginning on or after January 1, 1982.

All assets are"generally considered to be "capital assets", i
except business property held for sale (inventory), depreciable
businsss property, business accounts receivable, and copyrights

or compositions.

CURRENT CALIFORNIA LAW (Sec. 18162.95)

California law provides that all of the gain from the sale of a
capital asset is includible in gross income for assets held less
than one year; sixty-five percent (65X) for assets held more than
one year, but less than five years; and fifty percent (350%) for

assets held more than five years.

Gains from the sale or exchange of gualified small business stock
are excluded in full if held for more than three years.

Gains from certain nonproductive assets falling in the mid-term
holding period (one to five years) are includible at a rate of
seventy percent (70X) rather than sixty—-five percent (63%).

NEW FEDERAL LAW (Sec. 1202)

The act repeals the net capital gain deduction (sixty percent of
long—term gains). Thus, capital gaimns will be fully included in
gross income wWith no deductions or exclusions.

The act also provides that the tax on capital gaims shall not
excead twenty—eight percent (28%), an amount equivalent to the '
highest regular marginal tax rate imposed by this act. The

effect of this provision is to limit the tax on capital gains in

the event that marginal tax rates are increased at some future

date.
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EFFECTIVE DATE OF FEDERAL PROVISIONS

The new federal law applies to capital assets sold or exchanged
in taxable years beginning on or after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Many taxpayers will respond to Federal changes beginning in 1987
by realizing capital gains prior to the effective date of the
change or deferring sales to subsequent years. The magnitude of
additional revenues for 1986 is conjectural, but may be
significant. Over the longer run, however, taxpayers would not
be able to reduce capital gains realizations as much as in the

short—-term.

The Department of Finance is preparing a budget estimate on the
anticipated increase in Personal Income Tax revenues for 1986 due

to accelerated sales of capital assets.

Although this estimate for 1986 is not yet available, a
behavioral estimate of the potential revenue loss for 1987 is
still provided which reflects a 25 percent reduction to the

'existing base—-1ine progection of total capital gains for 1987.

This 25 percent downward adjustment allows for both accelerated

‘sales in 1986 and deferrals to subsequent tax years. A tax model

run far 1987 indicates this loss to be in the $320 million range.

If California were to conform to Federal law by eliminating the
long—-term and mid-term exclusions on capital gains against the
diminished tax base and increasing the limitation on the
deduction of net capital losses from $1,000 to $3,000, it would
recapture the behavioral revenue loss above and produce a net
revenue gairn in the %2 million range for 1987. The basis for the
revenue estimate is the Department?’s tax model. .

TAx POLICY ISSUES

1.  The basic question is whether or mnot California wants

' to conform to the new federal law with respect tao
including the entire amount of capital gain in gross
income rather thanm allowing a deduction or exclusion.

If the answer to the first issue is "yes", these additional
issues are applicable:

2. Federal law is retaining its existing structure for
short-term and long-term gains, even though both will
be fully included in gross income. This facilitates
any future change to differential treatment. The issue
for California is whether to retain its current
structure (changing all percentages to 100%) or repeal
its structure and conform to federal law.




California (but not federal) law provides that gain
from certain small business stock is excluded from
gross income in full, if the stock has been held for
more than three years. Does California wish to retain
this unigue provision or conform to federal law by

repealing this praovision.
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Title IIIC: Capital Bains and Losses

ACTION: LIBERALIZATION OF INCENTIVE STOCK OPTION RULES

Act Section 321 Conference Report Page 107

Form 540 Line No. 17 Form 100 Line No. N/A

BACKEGROUND

An incentive stock option (ISNO) is an option received by an
employee to purchase the employer’s stock, the value of which is
not subject to tax upon receipt or exercise, but is taxed as a
capital gain at a later date when the stock is sold or exchanged.

No deduction is allowed to be taken by the employer at any time.

CURRENT CAL IFORNIA LAW (Sec. 17501, 17514, 24621, 24622)

California is conformed to federal law which generally requires
that to be treated as an IS0, (1) the term of the option must not
exceed ten (10) years, (2) the option price cannot be less than
the fair market value on the date of the option, (3) the option
cannot be transferred, except by inheritance, (4) options must be
exercised in the order granted, and (3) options granted during
the current year cannot exceed %100, 000 per employee (including
carryover aof unused limit). Other rules alsc apply.

For 1982 and 1983, California did not allow 150 treatment for
options granted before January 1, 1982. Beginning with the 1984
taxable year, however, Califorrnia allows 150 treatment for stock
options granted orn or after January 1, 1976, but riot exercised
prior to Jarnuary 1, 1584,

NEW FEDERAL LAW (Bec. 4£2A)

The Act repeals the reqguirement that incentive stock options must
be exercised in the order granted. The act also changes the
focus of the $100, 000 annual limitation so that it applies not to
options granted during the current calendar year, but to options
first exercisable in any calendar year.

The %$100,000 limitation continues to be computed on the fair
market value at the time granted and includes all options under

all plans of the emplayer corporation (including parent and
subsidiary corporations). The carryover of unused limits is
repealed, since it pertained to the granting of options, rather

than exercise.
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EFFECTIVE DATE OF FEDERAL PROVISIONGS

Applies to cptions granted on or after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Joint Committee on Taxation estimates a revenue loss for the
nation of less than %5 million annually. Based on this projected
low level of impact for the nation, conformity would result in a
minor revenue loss annually in the $200,000 range.
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Title I1ID2: Capital Gains and Losses

ACTION: REVISE YEAR-END RULES FOR GUALIFIED COVERED

CALLS
ARet Section 331 Conference Report Page 108
Form 540 Line No. 17 Form 100 Line No. N/A
BACKGROUND

Tax straddles occur when a taxpayer holds personal property and
contracts to buy or sell personal property at a future date.

A "call" is an option to purchase stock at a given price within a
specified period of time.

A "covered call" is where the grantor of the "call" already holds
the stock for which the call option was granted.

To be rlassified as a "gualified covered call”, the option period
must exceed 30 days and certairn other reqguirements must be
satisfied.

CURRENT CALIFORNIA LAW (Sec. 18031)

California Persoral Income Tax Law is generally conformed to
federal law which reduces the loss on disposition of arn option iwn
a straddle position by the amaunt of any unreccognized gain in an
offsetting positiorn on stock, unless the urrecognized gain on
stock is offset by a "gqualified cavered call", and the stock is
held for at least 30 days after dispositicn of the option.

If the situation is reversed, i.e., there is a loss on
disposition of stock offset by an unrecognized gein on arn aption,
no reduction of the loss is required.

NEW FEDERAL LAW (Sec. 103&)

The Tax Reform Act of 1986 extends the limitatior on losses on
straddle positions to include loss on disgosition of stock, where
the stock loss is aoffset by an unrecognized gain on arn option,
unless the umrecegnized gain is offset by a "qualified covered
call" and the gption is held for at least 30 days after sale of

the stock.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applies ta positions established on or after January 1, 1987.
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REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

No relevant state tax data is available to estimate this
provision. The Joint Committee on Taxation has included this
item with the “Mark—-to—Market System" and the "Hedging Exception”®
into the "“straddles" category (IIID) and progected a revenue gain
for the nation of less than $5 million annually. Based on this
projected low level of impact for the nation; conformity would
result in minor revenue gains annually in the %$200,000 range.

The next page of this repcrt is page 400.
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Title IVA1l: Agriculture, Timber, Ernergy, and Natural
Resources

ACTION: LIMIT THE EXPENSING OF S0IL. AND WATER

CONSERVATION EXPENDITURES AND RESTRICT THE
DEFINITION OF QUALIFIED EXPENSES ;

Act Section 401 Conference Report Page 110

Form 3540 Line No. 22 Form 100 Line No. G-26

CURRENT CAL IFORNIA L.AW (Sec. 17201 awnd 24363)

California has conformed its law to the federal law regarding
soil and water conservation expenses. Current law éllows
taxpayers engaged in the busimess of farming to deduct expenses
made for the prevention of erosion of land used in farming.
Deductible expernses irclude amounts paid for items such as
grading, terracing and contour furrowing, construction of
drainage ditches, irrigation ditches, dams, ponds and the
planting of wind breaks. Also, assessments levied by soil or
watery conservation drainage districts are deductible to the
extent those expenditures would constitute deductible
expenditures if paid directly by the taxpayer. Expenses toc
acquire depreciable assets are not eligible for expernsing under
this provision. The deduction is limited in any one year to 25
percent of the taxpayer's gross income from farming. Fry excess
may be carried over to sucrceeding years.

NEW FEDERAL LAW (Sec. 1795)

This provision of the act limits scil and water conservation
expenditures for the expensing electiorn to those consistent with
a conservation plan (if any) approved by the Scil Conservation
Service of the Department of Agriculture or, in the abserce of a
plan, a plan of a comparable state conservation agency.
Expenditures in conmmection with draining or filling of wetlands
or preparing land for installation or operation acf a cernter pivot
irrigation system are not ellg1b1e for the deductior.

EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision applies to expenditures paid or incurred after
December 31, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proration of mational estimates prepared by the Joint
Committee on Taxation (JCT), the relative fiscal impact from
state conformity would be a Personal Incaome Tax reverue gain in
the $1 milliorn range for 1987-88 and 1988-89. The proration to
California’s (4.1 percent) reflects the Policy Ecoromic Group
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(PEG) California estimates relative to the nation for those
provisions analyzed. The PEG has not specifically estimated this

provision.

Based on a proration of the JCT's estimate for the natior, the
revenue gain under the Bank and Corporation Tax Law from
conformity would be in the %500,000 range for 1987-88 and
1988-89. A proration factor of 4 percent was used which
represents the gereral relationship between California’s
corporate tax collections and federal tax collections over the

past few years.




Title IVAlc: Agriculture, Timber, Erergy, and Natural
Resources

ACTION: REPEAL THE DEDUCTION FOR LAND CLEARING
EXPENDITURES

Act Section 402 : Conference Report Page 111

Form 540 Line No. 22 _ Form 100 Lirne No. G—-26

CURRENT CALIFORNIA LAW (Sec. 17201)

California Personal Income Tax Law has conformed with current
federal law which allows a taxpayer engapged in the business of
farming to deduct expenses paid or incurred during the taxable
year for the clearing of lamnd for purpose of making the land
suitable for farming. These expernses must rnot be added to the
basis of land. The deduction may not exceed the lesser of %5000
or 25 percent of taxable income derived by the taxpayer from

farming.

The Bank and Corporation Tax Law does not contain this special
expensing provision and therefore such expenses must be
capitalized as part of the basis of the land.

NEW FEDERAL LAW (Sec. 182)

This provision of the act repeals the election to expernse land
clearing expenditures. However, rcutine brush clearing and other
ordinary maintenance on land already used irn farming continue to

be currenmtly deductible.

EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision is effective for expenditures paid or incurred
after December 31, 1985.

REVENUE IMPBACT OF CONFORMITY TO FEDERAL LAW

A departmental estimate prepared for the 1987-88 Tax Expenditure
Report on all agricultural expensing provisions is a revenue loss
in the %3 million range under the Persornal Income Tax Law.

It is rnot expected that larnd clearing expernsing comprises more
than one—fourth (25 percent) of this total impact. Revenue
gains, therefore, under conformity are estimated to be in the

$750, 000 range arnmually.
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Title IVA2: Agriculture, Timber, Ernergy, and Natural
Resources

ACTION: CHANGE COMPUTATION OF GAINS OR LOSSES ON

DISPOSITIONS OF CONVERTED WETLANDS AND HIGHLY

ERODIBLE CROPLANDS

Act Section 403 Conference Report Page 111
Form 540 Line No. 16 Form 100 Line No. 6-9
NT IFORNIA LAW (Sec: 18151 and 18169)

There is no current federal or California law which specifically
uses the terms "converted wetlands"” and "highly erodible
croplarnds. " However, pains and losses from dispositiomns of such
land used in a trade or business would be combined with gains and
losses from dispositions of other trade or business property. If
gains exceed the losses the gain is taxed as a capital pgain. If
losses exceed gains the net losses are ordinary losses. :
Gernerally the taxability of a capital gains for Personal Income
Tax Law are:

1. 100 percent if the asset has been held less than
one year,

2. 65 percent if the asset has been held more than
one year but not more thar five years, and

3. 50 percent if the asset has beer held more than
five years.

For Bank and Corpofation Tax Law all gaimns and losses from the
sale or other disposition of an asset are takern into ircome in

full.

NEW FEDERAL LAW (Sec. 1257)

The act provides that gain on the disposition of wetlands or
highly erodible cropland (as defined in Section 1201 (4) and (6)
of the Food Security Act of 1985 (16 U.5.C. 3801 (4) and (6)),
converted to farming use, or used for farming purposes following
conversion, is treated as ordinary income. fAny loss on the
disposition of such property is treated as long term capital

loss.

EFFECTIVE DATE OF FEDERAL PROVISIONS

This proviéion is effective for dispositions of converted
wetlands or highly erodible cropland first used for farming after

March 1, 1986.
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REVENUE - IMPACT OF CONFORMITY TO FEDERAL LAW T

The Joint Committee on Taxation (JCT) estimates a revenue gain
for the nation of less than $5 million amnually. Based on this
projected low level of impact for the nation, conformity would
result in minor revenue gains annually under the Personal Income
Tax Law of less than $200,000.

Since on the corporate side these gains or losses are treated as

ordinary income or loss, conformity is not directly applicable
underr the Bank and Corporation Tax Law. '
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Title IVA3: Agriculture, Timber, Energy, and Natural
Resources

ACTION: EXTENDS ELIGIBILITY FOR A DEDUCTION FOR COSTS
INCURRED AFTER LOSS DR DAMAGE DUE TO FREEZING,

ETC.

Act Section B03 Conference Report Page 112

Form 540 Line No. e Form 100 Line No. G626

RENT CALIFORNIA LAW (Sec. 17201, 1 1, 24343 & 24422.9)

California has substantively conformed to federal law and
regulations. Generally, the costs of putting an asset into
production must be capitalized. However, certain farmers may
elect to use the cash method of accounting when the accrual
method would otherwise be required. These farmers may elect to
deduct preproductive period expenses. "Preproductive period
expenses"” means any amount which is sttributable to the
preproductive period of any crops, animals or any other property
having a crop or yield. For property having a useful life of
more than orne year and which will have more thar one crop or
yield, the preproductive period is the period before the
disposition of the first marketable crop or yield. For any other
property the preproductive per1od is the period before the
property is disposet of.

Deduction of preproductive period expenses is not available to

corporations, or partnerships with ore or more corporate partrners

that are engaged in farming. These taxpayers must report
preproductive period expenses o an accrual basis. Exceptions

are for certain family owned corporations and corporations whose
gross receipts for each prior taxable year after 1976, for

- California purposes (1975 for federal purposes), does not exceed

$1 million. There are special rules for citrus and almond
groves. :

California law and federal law are the same in allowing the
taxpayer who owned the citrus or almond grove to deduct costs
incurred after loss or damage due to freezing, etc. if the same

-taxpayer replants the same property. California law extends this

provision to taxpayers who own other fruit or nut groves or
vineyards. :

NEW FEDERAL LAW (Sec. 263A)

The act provides that preproductive period costs incurred in the

business of farming may be deducted currently, at the élection of

the taxpayer, if the following certain conditions. are met; (1)
the farmers must be ones who are not currertly reguired to use an
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accrual method of accounting, (2) the farmers are not a-
corporation, partnership or tax shelter and (3) the plant or

animal has a preproductive pericd of twe years or less.

Replanting and maintenance costs of a grove, orchard or vineyard
in the U.8. incurred for plants bearing a human—edible crop which
were lost or damaged because of freezing, drought; pests or
casualty are deductible as current expenses even though the
replanting does not take place on the same property. This means
costs incurred at a different location in the U.8. for replanting
of the same type of crop are deductible as an expense.
Additionally the deduction is allowed if, (1) a taxpayer who
owrmed the property and has an equity interest of more than 50
percent and (2) the person claiming the deduction owns part of
the remaining equity interest and materially participates in the
replanting, cultivating, maintenarce or development of the

property.

Farming, for the purpose of the election to deduct preproductive
period costs, includes the trade or business of producing
livestock,; operating a nursery or sod farm or the raising or
harvesting of trees bearing fruit; nuts or other crops as well as
agricultural crops. Farming, for this purpose does not include
the raising, harvesting or growing of ornamental evergreen trees
that are more than six years cld when cut. Also, as a special
rule for citrus and almond growers, the election ta expense costs
does not apply to the planting, cultivation, maintenance or
development of any citrus or almond grove (or:part thereof) and
which is incurred before the close. of the fourth taxable year -
beginning with the yea~ the trees were planted. The portion of a
citrus or almond grove planted in one taxable year shall be
treated separately from the portion of the grove planted iw

another taxable year.

Amounts Expensed which would have been rcapitalized are to be
recaptured. '

Once the election is made it may be revoked only with the consent
of the Interrial Revenue Services. :

EFFECTIVE DATE OF FEDERQL PRDVISIDNS

The effective date of the election provision, unless. the Internal
Revenue Service otherwise consents, is for the taxpayer's first
taxable year which begins after December 31, 1986 and: durnng
which the taxpayer engages dn a farmlng busaness.

The provision relat1ng to replantzng of a grove, orchard or
vineyard are effective for costs 1ncurred on or after Dctober 22

1986.
V NUE IMPACT oF CINFDRMITY TD FEDERQL LRN

Based on a proratxon of natxonal estxmates prepared by the Jo:nt~
Committee on Taxation (JCT),. the relative fiscal impdct under

=407 ~



I ¥ A

state conformity would be Personal Income Tax (PIT) revenue gains
in the $7 million range for 1987-88 and $6 million range for
1988-89. The proration to California’s 4.1 percent reflects the
Policy Economic Broup (PEG) estimates for California relative to
the nation for those provisions analyzed. PEG has not
specifically estimated this provision.

Based on a proration of the JCT's estimate for the nation,
revenue gains under the Bank and Corporation Tax Law would be in
the $3 million range for 1987-88 and $2 million range for
1988-89. A proration factor of 4 percent was used which
represents the relationship between California’s corporate tax
collections and federal corporate tax collections over the past

fonw ymars.

Revenue gains occur because, (1) the new uniform
cost—capitalization rules require a broad range of previously
expensed costs to be allocated and capitalized to production
activities, and (2) those farmers not orn the accrual method of
accounting and not part of a farming syndicate can elect to
deduct preproductive coasts currently but must recapture these
costs as ordinary income on disposition of the product at a gain,
ardd additionally must use straight-line depreciation on all farm

assets placed in service.
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Title IVA4: Agricultural, Timber, Erergy and Natural
ceo T Resources

ACTION: LIMITS DEDUCTIBILITY OF PREPAYMENTS OF FARMING

EXPENSES
Act Bection 404 Conference Report Page 114
Form 540 Line No. 22 Form 100 Line No. G-26

T CALIF A LAW (Sec. 17551)

California law has conformed by reference to federal law
regarding the nondeductibility of prepaid farming expenses for
farming synd1cates. A farming syndicate is a partnership or
other noncorporate farming business if interests have been

of ferad for sale under the securities law or 35 percent or more
of the losses are allocable to limited partners. Farm1ng
syndzcates are not allowed to deduct any amount pa:d for feed,
seed or other similar supplies prior to the year in which the
supplxes are used or consumed. Other farmers (not including
timber growers) are generally permitted to use the cash method of
accounting, so that feed, seed or other similar supplies are
deductible in the year paid for, whether or not they are used or

consumed in that year.

NEW FEDERAL LAW (Sec. 464)

The act provides that both farmers using the cash method of
accounting and farm syndicates may not deduct amounts paid for
unconsumed feed, seed, fertilizer or other supplies to the extent
such prepayments. exceed 50 percent of the total deductible
farming expenses excluding prepaid supplies. Such expenses may
be deducted only in the year in which they are actually used or
consumed. This rnew rule is in addition to the rules of current

law relating to expenses of farming syndicate.

Two exceptions to the S50-percent test are provided. If either of
the sxceptions is met, prepaid supplies will continue to be
deductible, even though the prepaid expenses are greater than 50
purcent of the non—prepaid expenses for that year. The first .
exception applies if a farm—related taxpayer satisfies the
50—percent test on the basis of the three preceding taxable
y®ars. For purposes of this exception, the total prepaid farm
supplies for the three preceding taxable years must be less than
50 percent of the total deductible farming expenses other than
prepaid farm supplies for the same three-year period. The second
exception applies if a farm—related taxpayer fails to satisfy the
SO—-percent test due to a change in business operations directly
attributable to extraordinary circumstances. The term
"Farm—related taxpayer” includes any persorn whase principal
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residence is on a farm or whose principal occupation is farming,
or any individual who is a member of the family of such a person.

' EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision of the act applies to amounts paid or incurred
after March 1, 1986, in taxable years beginning after that date.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proration of national estimates prepared by the Joint
Committee on Taxation (JCT), the relative fiscal impact from
state conformity would be revenue gains in the $1.2 million range
for 1987-8B8 and $400,000 range for 1988-89. This revenue effect
would occur under the Personal Income Tax Law. The proration to
California (4.1 percent) reflects the Policy Economic Group (PEBG)
California estimates relative to the nation for those provisions
analyzed. The PEG has not specifically estimated this provision.
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Title IVA7: Qgriculture, Timber, Ernergy and Natural
hoais e REEGURCEE A L

ACTION: ALLOWS CERTAIN FARMERS TO EXCLUDE INCOME

ARISING FROM THE DISCHARGE OF INDEBTEDNESS

INCURRED IN THE FARM BUSINESS

Act Section 405 \ Conference Report Page 115
Form 5S40 Line No. 22 Form 100 Line No. G6-10
RRE IFORNIA LAW (Sec. 17131 and 24307)

Currnnt Cal:forn:a Law conforms generally to federal law
F-gnrdlng the treatment of discharge of indebtedness income. A
solvent taxpayer receiving income from the dlscharge of qualified
busirness indebtedness is permitted to exclude that income if the
taxpayer elects to reduce the basis in depreciable property. If
the amount of the discharge of indebtedrness exceeds a salvent
taxpayer?'s available basis, the taxpayer recognizes income ivn the

amount of the excess.

An insclvent taxpayer (the amount of liabilities exceeds the
value of assets) is allowed to exclude the income from discharge
of indebtedress to the extent of the insolvency. The basis of
property is reduced by the excluded income with certain
limitations and if the excluded income cannot be fully absorbed
by these adjustments, tax is forgiven on the excess amount.

NEW FEDERAL LAW (Sec. 108 & 1017)

This act provides that the income arising from the discharge of
indebtedress owed by a qualifying solvent individual engaged in
farming to an unrelated lender will be treated as though the
farmer was insolvent, and thus the farmer is allowed to exclude
from income the discharge of indebtedness. The debt must have
beern incurred in the trade or busirness of farming or be a farm
busirness debt secured by farmland or farm equipwment used in the
trade or busirness of farming. Additionally, a taxpayer is
eligible for this relief only if 50 percent or more of the
taxpayer’s average annual gross receipts for the preceding three
taxable years was derived from farming. The amount of the
discharge of indebtedness which is excluded from the gross income
is required to be applied to reduce basis in the same manner as

in the case of an insclvent taxpayer.

EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision of the act applies to discharge of indebtedness
occurring after April 9, 1986 in taxable years ending after that

date.
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REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Basad on a proration of natiomal estimates prepared by the Joint
Committee on Taxation (JCT), the relative fiscal impact under
state conformity would be revenue losses in the $400,000 range
for 1987-88 and $300,000 range for 1988-89. This revenue effect

" would be under the Personal Income Tax Law. The proration to

California (4.1 percent) reflects the Policy Economics BGroup
(PEG) estimates California relative to the nation for those
provisiors analyzed. The PEG has not specifically estimated this

provision.
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Title IVB3: Agriculture, Timber, Ernergy and Natural
Resources

ACTION: INCREASES CAPITAL GAINS RATE FOR TIMBER AND
ALLOWS REVOCATION OF ELECTION

Act Section 311 Conference Report Page 118

Form 3540 Line No. 17 ‘ Form 100 Line No. 6-9

RNIA LAW ¢ - )

California Persornal Income Tax Law (PITL) has conformed to
federal law in that income received on account of a retained
economic interest in timber qualifies for capital gain treatment
at the election of the taxpayer where the timber is held for six
months before disposition using the state capital gain holding

pariods and rates of exclusion.

Owners of timber (or a contract right to cut timber) may elect to
treat the cuttirng of timber as a sale or exchange qualifying for
capital gains treatment. To qualify the timber (or contract
right) must be held for six months prior to cutting. If the
taxpayer makes this election, the election canmot be revoked
unless the Franchise Tax Board permits the revocation based on a

showing of undue hardship.

California Bank and Corporatiorn Tax Law (B&ECTL) does not conform
to this provision of the federal law. California B&CTL applies

1o special rates to capital gains.

NEW FEDERAL LAW (Sec. 12013 Act Sec. 311)

The act repeals prefereﬁtial treatment for long term capital
gains. Thus, the advantage to making this electiorn has, to that

extert, beern eliminated.

If arn election was made ir a taxable year begirming before
January 1, 13987 to treat the cutting of timber as a sale or
exchange gqualifying for capital pains treatment, that election
may now be revoked on a one time basis by the taxpayer without
the permission of the Secretary of the Treasury. Any revocation
of an election made in accordance with this provision will not be
considered in determining whether a future election to treat the
cutting of timber as a sale or exchange by the taxpayer is
allowed. If a taxpayer revokes an election without consent in
accordarce with this provision, and thereafter makes an election
to treat the cutting of timber as a sale or exchange, any future
revocations will require the permission of the Becretary of the

Treasury.
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EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision is effective for taxable years begirming on or
after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The department has estimated previously for the 1987-88 Tax
Expenditure Report to be included in the Governor's Budget
Summary 1987-88 that the revenum loss to the state from the
special capital gain treatment of timber income is in the %5
million range annually. The repeal of capital gain timber
treatment therefore, would result in revenue gains of %5 million
anmually under the Personal Irncome Tax Law.
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Title IVCila: Agriculture; Timber, "Energy and Natuaral
Resources .

ACTION: REDUCED INTANGIBLE DRILL ING COSTS WHICH MAY BE

EXPENSED :
Act Section 411 : , Conference Report Page 120
Form 540 Line No. N/A . Form 100 Line No. 6-26

CURRENT QQL;FQRNIQ LAW (Sec. 23401 and 24423)

California Bank and Corporation Fax Law (B&CTL) does not conform
to federal law regarding the reduction of the deduction for
intangible drilling costs (IDCs) of o0il, gas and geothermal
wells., For federal purposes, integrated producers may expsnse 80
percent of the IDCs and must amortize the remaining 20 percent
over 36 months. California B8CTL allows a taxpayer to fully
expense the IDCs of oil, gas and geothermal wells.

California has not conformed te the treatment of IDCs as an item

of tax preference for corporations. For federal purposes, IDCs
are a corporate preference item to the extent of the amount of
"excess IDCs" over the taxpayer's net income from oil, gas and
geothermal properties for the tax year. "Excess IDCs" means the
excess of the deduction for the IDCs over the allowable deduction
had the costs been capitalized and amortized over 120 months, or,
at the taxpayer'’s election, deducted as cost depletion.

NEW FEDERAL LAW (Sec. 291)

The act provides that if IDCs are expensed, integrated producers
may orily expense 70 percent of the costs and must amortize the
remaining 30 percert over 60 months.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provision applies to costs paid or incurred after
December 31, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Revenue gains under the Bank and Corporation Tax Law from
conforming to the federal expensing provision are estimated to be
in the $25 million range for 1987-88 and in the $27 million range
for 1988-89. These gains are based on federal tax expenditure
estimates on intangible drilling expensing prorated to California
and adjusted to allow for California’s current allowance of 100
percent expensing compared with the former federal allowance of

80 percent.
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Title IVC2b: Agriculture, Timber, Energy and Natural
Resources

ACTION: DENIES PERCENTQGE DEPLETION FOR LEASE BONUSES
AND_ ADVANCE ROYALTIES IN CONNECTION WITH OIL,

GRS OR GEOTHERMAL PROPERTY

Act Section 412 Conference Report Page 122

Form 540 Line No. 21 Form 100 Lire No. 6-22

CURRENT CALIFORNIA LAW (Sec. 17686 and £4832)

California law conforms to federal law generally in allowing
percentage depletion with respect to oil, gas and gecthermal
wells. In Commissioner v Engle, 464 U.S5. 206 (1984), the U.S.
Supreme Court held that taxpayers were entitled to percentage
depletion for lease bonuses or advance royalty payments during
the productive life of the lease. California also follows that

rule.

NEW FEDERAL LAW {(Sec. 613A)

The act denies percertage depletion for lease bonuses, advance
royalties, or other payments made without regard to actual
productiors from an ocil., gas or geothermal property.

EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision is effective for amounts received or accrued after
August 16, 1986 in taxable years ending after that date.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The following conformity estimates are composite estimates based
on a proratiom of national estimates prepared by the Joint
Committee on Taxation (JCT), combining IVC2 Depletion Bonuses and
Royalties and IVC3 Expansion Recapture of Previous Drilling

costs.

The relative fiscal impact under state conformity would be
revenue gains in the $2 million range for 1987-88 and 1988-89.
This impact would occur under the Personal Income Tax Law. No
meaningful impact is expected under the Bank and Corporation Tax
Law. The proration to California’s (4.1 percent) reflects
California estimates relative to the nation for those provisions
analyzed. The Policy Economic Group (PEG) has not specifically
estimated this provision. .
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Title IVC3: Agricultuwre, Timber, Energy and Natural
' Rescources

ACTION: EXPANDS RECAPTURE OF PREVIOUSLY EXPENSED
INTONGIBLE DRILLING COSTS AND DEPLETION

Act Section 413 ' Conference Report Page 122

Form 540 Line No. ig Form 100 Lirne Nb. 8-9

CURRENT CALIFORNIA LAW (Sec. 18151 and 18175)

Cnl:forn;a’s Personal Income Tax Law has conformed to the Tederal
law as to the recapture as ord:nary income of intangible drilling
costs (IDCs) expensed and the recognition of that gain sven when
cther provisions would otherwise have made the gain nontaxable
{such as the liké-kind exchange rules). If oil, gas or
geothermal property is disposed of after December 31, 1975 the
IDCs previously taken are recaptured. The amount which bscomes
ordinary: income, if there is a gain in the disposition, is the
amount expensed in excess of the amount which would have been
deducted if the IDC had been capitalized ahd recovered through
depletion.

The: Bank and Corporation Tax Law is not conformed to this
recapture provision.. For California all of the gain is included
in net income of the corporation however, the provisions which
allow gain to be urrecognized (such as corporate 11qu1dat10ns)
would make this gair nontaxable in those situations.

Depletion which reduced the adjusted basis of the property is not
an item subjgect to recapture upon disposition of the property.

NEW FEDERAL LAW (Sec. 1254)

Thig provision of the act requires recapture as ordinary income
of depletion which reduced basis, as well as expensed IDCs. It
also 1ncreases the amount of IDCs that are subJect to recapture.

EFFECTIVE DQTE DF FEQERQL PRDVISIDNS

This provision is applicable to any disposition of property which
is placed in service by the taxpayer after December 31, 1986.
However, an except:an is made for - any d:spos1t1on of’ prop.rty
placed in service after December 31, 1986, if the property was
acquired pursuant to-a binding written contract which was entered

into before September 26, 1935.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Joint Committee on Taxation (JCT) has included this item in
its impact estimate of IVCZ Depletion Bonuses Royalties. The
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relative fiscal impact under state conformity is indeterminable,
since isolating this item provision is mnot possible.
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Title IVDi: Agriculture, Timber, Energy and Natural
Resources

ACTION: REDUCE THE DEDUCTION FOR EXPLORATION AND
DEVEL OPMENT COSTS

Act Section 411 Conference Report Page i24

Form 540 Line No. 21 Form 100 Line No. 6-26

RRENT CALIFORNIA LAW (Sec. 17690, 17689.5 4836, and 2 72 D)

California and federal law, are substantially the same, (although
federal law was not incorporated in California law by reference)
and allow exploration and development costs associated with mines
. and other hard mineral deposits to be deducted currently, or
capitalized, at the election of the taxpayer. In gerneral,
exploration (but not development) costs which have been deducted
currently either (1) are applied to reduce depletion deductions,
or (2) at the taxpayers election, are recaptured in income once
the mine begins production, and then recovered as a depletable
expense. However, under federal law only 80 percent of hard
mineral exploration and development costs may be currently
expensed, by a corporation, and 20 percent must be amortized.
California did mnot conform to this restriction and thereby,
allows the deduction in full.

NEW FEDERAL LAW (Sec. 291)

The act increases, from 20 percent to 30 percent, the amount of
ctherwise deductible mining and development costs that
corporations must capitalize. Moreover, these costs must now be
amortized ratably over a 60 month (5 year) periaod instead of
being written off under the schedule that was in prior law.

EFFECTIVE DATE OF FEDERAL PROVISIDNS

This provision applies to costs paid or incurred after December
31, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proration of the Joint Committee on Taxation (JCT)
pstimates for the mnation, adjusted to reflect Califormia'’s
existing allowance of a 100 percent deduction, revenue gains
under the Bank and Corporation Tax Law from this provision would
be in the $4 million range for 1987-88 and %3 million for
1988-89. A proration factor of 4 percent was used which
represents the general relationship between California's
corporate tax collections and federal tax cellections over the

past few years.
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The impact under the Personal Income Tax Law is expected to be
minimal.
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Title IVDZ2: ~ﬂgricu1tuﬁe, Timbeyr, Energy and Natural
Resources S

ACTION: REDUCE CORPORATE PERCENTAGE DEPLETION
DEDUCTION ON COAL AND IRON ORE

Act Section 411 Conference Report Page 125

Form 540 Lirwe No. N/A Form 100 Lirme No. 6-22

CURRENT CALIFORNIA LAW (Sec. 24831 and 24833)

California conforms to federal law to the extent that it allows a
deduction for percentage depletion on coal and iron ore. ,
However, California does not conform to the federal requiremsnt
that percentage depletion of coal or iron ore in excess of '
adjusted basis (determined without regard to the depletion
deduction for that year) be reduced by 15 percent.

NEW FEDERAL LAW (Sec. 291 and 611-613)

The act reduires that the percentage depletion deduction for coal
or iron ore in excess of adjusted basis be reduced by 20 percent.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Effective for taxable years begirming on or after January 1,
1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proration of the Joint Committee on Taxation (JCT)

estimates for the nation, revenue gains under the Bank and

Corporation Tax Law from this provision would be in the $2.6

million range for 1987-88 ard in the $2.4 million range for j
1988-89. A proration factor of 4 percent was used which v
represents the general relationship between California's

corporate tax collections and federal tax collections over the ;
past Ffew years. In addition to the above proration factor of 4
percent, a multiplying factor of 4 was applied toc the original
Joint Committee on Taxatior estimates. This was done to balance
the differences in percentage depletion deductions between
California law which does not reduce percentage depletion
deductions by any percentage and federal law which increased its

reductions from 15 percent to 20 percent.
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Title IVD3: Agriculture, Timber, Energy and Natural
Resources

ACTION: EXPANDS | AW RULES REGARDING THE RECAPTURE ON
THE DISPOSITION OF MINING PROPERTY

Act Section 413 Conference Report Pape 126

Form 540 Line No. N/A Form 100 Line No. 6-26

CURRENT CAL IFORNIA LAW (Sec. 17689.5, 24836 and 24837.95)

California has conformed to federal law regarding the recapture
of mining exploration expenses upon the disposition of the mining
property. Adjusted exploration expenses {(gererally amounts
expensed in excess of the amounts that would have bsen deducted

if the costs had been capitalized) are recaptured as ordinary
income upon disposition of a mining property and are recognized
as income notwithstanding any normrecognition provision.

NEW FEDERAL LAW (Sec. 1254)

The act provides that on a disposition the taxpayer must
recapture the lesser of (1) amounts deducted as expenses rather
tharn added to basis, plus depletion deductions that reduced basis
or (2) the amount realized (for a sale, exchange, or involuntary
conversion) or the fair market value (for any other disposition)
minus the properties adjusted basis.

EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision of the act applies to dispositions of property
first placed in service after December 31, 1986. However, it
does not apply to property placred in service after December 31,
1986, if it was acquired pursuant to a binding written contract
entered into before September 2&, 1985, '

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

This estimate is included in the prorated revenue estimate for
Title IVD!1 Deduction for Exploration and Development Costs.




Title IVD4: Agriculture, Timber, Energy and Natural
Resources

ACTION: PERCENTAGE DEPLETION ALLOWED FOR CDQL AND

IRON ORE ROYALTIES

Act Section 311 Conference Report Page 126
Form 540 Line No. 21 Form 100 Lirme No. G-22
RRENT CAL IFORNIA (Sec. 17681, 2 )

Current California law does  not conform to federal law which
allows capital pain treatment rather than psmrcentage depletion
with respect to the disposal of coal or iron ore with a retained
economic interest.

California only allows depletion deductions with respect to roal
and iron ore and has no provision which would allow capital gain
treatment for either corporate or noncorporate taxpayers.

NEW FEDERAL LAW (Sec. &631)

The new federal law provides that coal and domestic iron ore
royalties are eligible for percentage depletion for any taxable
year in which long term capital gains are subject to tax at the
same rate as ordinary income. (Income from coal and domestic
iron ore royalties will be treated as ordinary income pursuant to
the gereral repeal of capital gains for individuals and

corporations.)
EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision applies to taxable years begiming on or after
January 1, 1987. ‘

REVENUE IMPACT OF CDNFDRMITY TO_FEDERAL _LAW

No state revenue impact would result from thxs federal change.
Current state law treats all gains under the Bank and Corporation
Tax Law as ordinary income, allowing percentage depletion to be
applied against royalty income.

The next page of this report is page 3500.
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Title VA: Tax Shelters: Interest Expense

ACTION: EXTENDS AT—-RISK RULES TO REAL ESTATE

ACTIVITIES
Act Section 503 Conference Report Page 134 |
Form 540 Line No. 16 Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sec. 17551)

California is generally conformed to federal law which imposes
an at—risk limitation on the deduction of losses from business
and income—-producing activities for individuals and certain
types of corporations which California does not recognize.

The at-risk rule is designed to prevent a taxpayer from deducting
losses in excess of the amount the taxpayer has "at-risk” in the
activity., The amount at risk is generally limited to (1) the sum
of the taxpayer's cash contributions to the activity, {(2) the
adjusted basis of other property contributed to the activity, and i
{32) amounts borrowed for use in 'the activity, if the taxpayer has i
personal liability for repayment or has pledged security for

repayment. This amount is increased each year by the taxpayer's

share of income and decreased by the share of losses and

withdrawals from the activity.

The at-risk rules apply to all business activities except real ,
estate holdings and equipment leasing by closely-held
corporations.

NEW FEDERAL LAW (Sec. 465)

The present at—-risk rules are extended to the activity of holding
real property, with an exception for real estate losses to the |
effect that certain qualified nonrecourse financing is treated as '
an amount at risk, provided that, in the case of nonrecourse

financing from related persons, the terms of the loan are

commercially reasonable and on substantially the same terms as

loans involving unrelated persons.

EFFECTIVE DATE OF FEDERAL BROVISIONS .

This provision applies to property placed in service on and after
January 1, 1987 and for losses attributable to an interest in a
partnership or 5 corporation or other pass—through entity
acquired on or after January 1, 1987.

DIRECT STATE BUDGET EFFECTS FROM FEDERAL CHANGE

Since taxpayers' decisions regarding real estate investments will
be governed by the change in federal law, revenue effects will
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occur whether or not California actually conforms. These effects
are estimated below.

Based on a proration of national estimates prepared by the Joint
Committee on Taxation (JCT), the relative fiscal impact for
California would be revenue gains in the %2 million range for
1986~87, in the %8 million range for 1987-88 and in the %15
million range for 13988-89 under the Personal Income Tax Law. The
proration to California (4.4%) reflects the Policy Economics
Group (PEG) state estimate relative to the nation for the passive
loss provision. PEG has not specifically estimated the at-risk

provision.

Based on the JCT’s corporate estimates for the nation, the
revenue loss under the Bank and Corporation Tax lL.aw would be in
the $3 million range for 1986—87, in the %8 million ranpge for
1987-88 and in the $13 million range for 1988-83. A proration
factor of 4 percent was used which represents the general
relationship between California’s corporate tax collections and
federal tax collections over the past few years. The corporate
impact reflects an anticipated higher degree of corporate
investments in real estate ventures following the decline in
individual participation due to the extension of the at-risk

limitatior.

REVENUE IMPACT QF CONFORMITY TO FEDERAL LAW

Since in some cases taxpayers will be denied deductions at the
federal level but not at the state level unless California
actually conforms, there will also be revenue gains directly
attributable to the conformity issue. The magnitude of these
revenue gains is indeterminable; but if it amounts to 20% of the
direct budpet effects, revenue gains under the PITL from
conformity would be in the $%400,000 range for 1986-87, in the
$1.6 million rarge for 1987-88, and-in the %3 million range for

1388-89.




Title VB: Tax Shelters; Interest Expense

RCTION: LIMITS DEDUCTION OF LOSSES AND ALLOWANCE OF
CREDITS FROM PASSIVE ACTIVITIES

Act Section 501 _ Conference Report Page 137

Form 540 Line No. 16 Form 100 Line No. BG—-10

CURRENT CALIFORNIA LAW {(None)

In gerneral, under both state and federal law, individuals,
estates, and trusts may use deductions or tax credits from
passive investment activity to offset income from cther sources.
Some exceptions to this general rule apply. For example, net
capital loss deductions against ordinary income are limited to
%1, 000 per year ($3,000 under federal law). With respect to a
partrership, the amount of loss that may be allowed to a partner
is generally limited to the amount of the adjusted basis of
his/her interest in the partnership (the at risk rule).

NEW FEDERAL LAW {(Sec. 469)

Deductions attributed to passive trade or business activities, to
the extent they exceed income from all such passive activities,
generally carmmot be deducted against other, nonpassive income.
Credits from passive activities penerally are limited to the tax
attributable to passive activities. Accordingly, losses and
credits from a passive activity, including expenseslgdqh as
interest associated with acquiring an interest in the passive
activity, can be applied only against income from that passive
activity or other passive activities and not against salary or
cther income for services or against portfolioc income, such as
interest, dividends, royalties, pgains from the sale of investment
property. Unapplied losses can be carried forward and applied
against passive income in subsequent years. Unapplied losses
from arn activity are allowed in full when the taxpayer disposes
of his entire interest in the activity. However, a taxpayer is
not treated as having disposed of an interest in a passive
activity if he transfers it to a related party. To the extent
that any loss recognized upon disposition is a capital loss, it
is limited to the amount of capital gains plus %3,000 (for
individuals). The remainder of the capital loss is carried
forward and allowed in subseguent years subject to the capital

loss limitation rules.

A passive activity is any activity which involves the conduct of
any trade or business, and in which the taxpayer does not
materially participate. If a taxpayer does not materially
participate in the activity, a determination that involves
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several factors dealing with regular, continucus, and substantial
participation in the business operation, the activity is ‘
considered "passive” for that particular taxpayer. Since a
limited partner gererally is precluded from participating in the
partnership’s business affairs, this activity is considered
intrinsically passive. Income received by an individual from the
performance of personal services with respect to a passive
activity is not treated as income from a passive activity.

A passive activity excludes a working interest in ocil and pas
property where the taxpayer’s form of ownership does not limit

liability.
Passive loss provisions apply to individuals, estates, trusts,

and personal service corporations. It alsc applies, in modified
form, to closely held corporations that are subject to the

at-risk rules (gernerally where five or fewer individuals own more

than S50% of the stock). Regarding personal service corporations,
the passive loss rule does not apply to a corporation where the
employee—owners. together own less than 10%;, by value, of the

corporation’s stock.

Portfolio income (interest, dividends, royalties, gains from
disposition of investments) is not treated as income from a
passive activity and, therefore, passive losses and credits
carmot be applied against it. Interest deductions attributable
to passive activities are subject to the passive loss rule but
are not subject to the investment interest limitation.

Regarding rental real estate activities, a taxpayer (excluding
trusts) is allowed to deduct passive losses against other
nonpassive income up to $25,000 annually {and credits in a
deduction egquivalent sense) if the taxpayer actively participates
{i.e. has 10% or more interest in the activity). The %25, 000
allowance is phased out ratably as the taxpayer’'s AGI (excluding
passive losses, IRdeontributions, and taxable social security
bermefits) increases from %$100,000 to $150,000. The amount of the
$25, 000 allowance and the AGI phase—-out range are halved in cases
where married taxpayers file separately. However, the %25, 000
allowance is reduced to zero in cases where married taxpayers
filing separately lived together during any part of the year.

In the case of an estate of a decedent taxpayer, the estate is
deemed to actively participate for an additional two years after

the death of the taxpayer. ‘

Rehabilitation and low ircome housing credits can be taken under
the $25,000 allowance (in a deduction equivalent sense) against
nonpassive income without repard to whether the taxpayer actively
participates. The phase—out range would be increased to between
$200, 000 and %250, 000 for the rehabilitation and low income
housing credits. The low income housing credit exception applies
only to property placed in service before 1930 unless the
property is placed in service before 13931 and 10X .or more of the
total project costs are incurred before 1989.
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EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision is fully effective with investments occurring
after October 22, 1986 (the date of emactment). . A phase—in rule
applies to investments made on or before October 22, 1986. The
amount disallowed would be 35% for 1987, 60% for 1988, 80% for
1989, 90% for 1990, and 100% for 1991 and thereafter. In
general, in order to qualify for the transition rule, the
interest acquired must be in an activity which has commenced by
October 22, 1986. However, phase-in treatment app11es (1) if the
taxpayer has entered into a binding contract effective on or
before the date of conference action (August 16, 1986) to acquire
the business assets, or (&) where construction of business
property has begun on or before the conference action date. The
applicable phase~in percentage applies to the passive loss
remaining after any portion of such loss is applied under the

-$25, 000 offset provision.

DIRECT;§TQTE BUDGET IMPACT FROM FEDERAL CHANGE

Since taxpayer behavior in this area will be governed by the
change in federal law, revenue effects at the state level will
occur whether or not California actually conforms. The magnitude
of the state budget impact will generally correspond to the

estimates below.

Based.orn a proration of national estimates prepared by the Joint
Committee on Taxation (JCT), the relative fiscal impact under the
state Personal Income Tax Law would be revenue gains in the $50
million range for 1586-87, %180 million range for 1387-¢8 and
$300 million range for 1988-89. The proration to California

(4. 4%) reflects the Policy: Econamic Group (PEG) State estimate on
this prov:s:on relative to the nation. The PEG estimate cannot
be used directly since it reflects fully phased-in effects.

RBased on the JCT's estzmates for the nation, the revenue loss
‘under the state Bank & Corporatxon Tax Law would be dn the $17
millior range for 1986—87 $60 m1111on range for 1987—88 and in
the $105 million range for 1988—89 A proration factor of 4
percent was used which represents the gerneral relat:onshlp
between Cal1forn1a’s corporate tax collect1ons and federal
corporate tax collect;ons over the past few years.i The corporate
impact reflects an anticipated higher degree of corporate
participation in "passive” business ventures as a result of the
decline in 1nd1v1dual tax—shelterzng due to passive loss

11m1tat1on5.

REVENUE IMPACT OF éONFGRMITY TD FEDERQL an

Since 1n some cases taxpayers w111 not respond to the new federal
rules appropr1ately to avoid 1051ng federal deduct:ons,
deductions denied at the federal level will continue under state’
law unless Daleorn1a actually conforms. Ta this extent,
therefore, a conformxty estimate that reflects addltzonal
revenues under the PITL is appropriate. The size of this impact
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due to conformity is speculative but would most likely represent
a small percentage of the direct state budget estimates given
above. If 10 percent is the assumed impact, revenue pains under
the PITL from conformity would be in the $20 millior: range for
1987-88, and in the %30 million range for 1988-89.
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Title VC Tax Shelters; Interest Expense

QCTIDN: LIMITS THE NONBUSINESS INTEREST DEDUCTION FOR

INDIVIDUALS ‘
Act Section 511i Conference Report Page 151
|
Form 540 Line No. 47 Form 100 Line No. N/AR

CURRENT CALIFORNIA LAW (Sec. 1720}1)

California law is generally conformed to federal law in allowing
the deduction of all interest expenses. Under both state and
federal law, investment interest is deductible only to the extent
of the sum of %$10,000 ($5,000 for married persons filing
separately), plus the amount net investment income. Amounts
disallowed under this limitation are carried forward and treated
as investment interest in succeeding tax years.

NEW FEDERAL LAW (Sec. 163)

Taxpayers other than corporations are limited in the amount they

can deduct for interest on debt incurred for property held for
investment. The deduction is limited to the amount of net

investment income which is defined as the excess of net A
investment income over investment expenses. Investment interest
subject to the limitation includes all interest {(except consumer
interest and gualified residence interest) on debt not incurred
in a person’s active trade or business.

Personal interest is no longer deductible. Personal interest is
defined as interest on any debt, other than (1) interest on debt
incurred or carried in cormection with the taxpayer's trade or
business or investment activity, (2) qualified residence

interest, (3} interest taken into account in computing the !
taxpayer?’s income or loss from passive activities for the year, *
or {4) interest payable on certain estate tax deficiencies.

Qualified residence interest is deductible ard is defined as

interest on debt secured by the taxpayer's principal or second
residence, provided the debt does not exceed the lesser of 1) the

fair market value of such residences; or 2) the sum of the ,
taxpayer's basis, the cost of any improvements, and the amount of "
any debts secured by the property, incurred after August 16, 1986

to pay for medical or educational expenses.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provisions are generally effective for taxable yedrs
begirming on or after Jarwary 1, 1987, but are phased in over a
five—-year period. During the phase—irn period, the amount of
interest disallowed under the provision is limited to 35 percent
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in taxable years beginning in 1987, 60 percent in taxable years
beginning in 1988, 80 percent in taxable years beginning in 1989,
90 percent in taxable years begiming in 1990 and 100 percent in
taxable years begimning in 1991 and thereafter.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The relative fiscal impact under state conformity is revenue
gains in the %185 wmillion range for 1987-88 and in the $257
million range for 1988-89. These revenue gains would occur under
the Personal Income Tax Law. The basis for the state estimates
is the national estimates prepared by the Joint Committee on
Taxation prorated to California by a 4.1 percent factor. This
factor reflects the PEG conformity estimate for California on
this provision relative to their rational estimate for the same
provision. The PEG estimate itself carmot be directly used since

it reflects fully phased—in effects.




The next page of this report is page 600.
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Title VI: Corporate Taxation

ACTION: REDUCE CORPORATE TAX RATES

Act Section 601 Conference Report Page 138
Form 540 Line No. N/A Form 100 Line No. 47

RRENT CALIFORNIA LAW (Sec. 23151, 231 3181, 23400 nd
23401)

Every corporlfion subject to the California Franchise Tax,
including banks and financial corporations, pays annually the
greater of a minimum tax of $200 or a tax measured by its income.

o General corporations——

For income years ending in 1983 and later, the tax rate
is 9.6 percent.

o Bank and financial corporations——

Tax rates were established for the 1980 through 13984
income years by SB 882 (Ch. 324 Stats. 1986) as

follows:
10 1980 and 1981 is 11.6%
2) 1982 and 1983 is 10.907%

3) 1984 is 10.930%

For income years ending in 1985 and thereafter, the
rate is determined by the Franchise Tax Board by
faormula based on the amount of personal property taxes

and business license taxes paid by nonfinancial
corporations compared to their incomes. The rate may

not exceed 12%.

NEW FEDERAL LAW (Sec. 11)

Under the act, corporation income is subject to tax under a
graduated bracket rate structure that has been reduced from five

brackets ta three, as follows:
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Taxable Income New Federal Rate Did Federal Rates
$50, 000 or less ' 15% 15-18%
Over $350,000 but not
over $75,000 25% 30%
Over $75,000 ' 34% 40-46%

An additional S5 percent tax is imposed on income betwsen %100, 000
and $335,000 (not to exceed %$11,750).

EFFECTIVE DATE OF FEDERAL PROVISIONS

The new rate structure is effective for taxable years beginning
on or after July 1, 1987. Taxable years that include July 1,
1987, are subject to blended rates under the rules of existing

law.
TRAX POLICY ISSLIES

Any reductions in the corporate tax rates should take into
consideration that California’s corporate tax rates were
developed: :

within a tax structure that is fundamentally different

o
than the structure at the federal level, and

within the California Conatitutional mandate that the
State have a year—-end balanced budget.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LOW

The development of revenue estimates depends on the extent to
which existing appropriate tax rates are modified by legislative
action. Therefore, no revenue estimates can be provided at this

time.




Title VIC: CorporatE‘Taxétion
ACTION: REDUCE THE DIVIDEND RECEIVED DEDUCTION

Act Bection 611 ) Conference Report Page 161

Form 540 Line No. N/A Form 100 Line Nos. 6B-37, G6-38

CURRENT CALIFORNIA LAW (Sec. 24402, 24410 & 24411)

California does not conform ta federal law because of fundamsental
differences in the two systems in determining what income is

 subject to tax.

The California law excludes from taxable income dividends which
are paid out of income and which have been subject to either
franchise tax, corporation income tax or gross premius tax
imposed on insurance companies by part 7 (commencing with Section
12001) of the Revenue Taxation Code in the hands of the paying

corporation.

As ta every corporation which has income from sources within and
without California, the Franchise Tax Board makes a computation
each year, after the return is filed, to determine the percentage
of the dividends paid during the year which is deductible by
recipient corporations. In making this computation, a formula is
used, allocating within and without the State cevrtain items, such
as Federal income tax, which affect earnings and profits but
which do not affect the income taxable for California tax
purposes. The office of the Franchise Tax Board supplies a copy
of this formula, and gives information regarding the latest known
percentage of dividends deductible in individual cases, upon

request.

This differs from federal law which generally allows a deduction
of 85 percent of dividends received from taxable domestic

corporations.

For federal and state law, the intent of these provisions is to
avoid double taxation of corporation income at the corporate

level.

NEW FEDERAL LAW (Sec. 243—246R)

The act reduces the 85 percent dividend received deduction to 80
percent.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provision is effective for dividends received or accrued on
or after January 1, 1987.
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REVENUE IMPACT OF CONFORMITY TO FEDERAL AW

In using a unitary apportiornment method of determining its
corporate tax base, which has recently been modified by SB 85
(Chapter 660, Stats. 1986), California has a fundamentally
different corporate tax structure with its own unique treatment
of both foreign and domestic socurce dividends. The federal
dividend provision, therefore, is not directly applicable to
California and conformity to this item cannot be achieved without
significant changes in the fundamental structure of the Bank and
Corporation Tax Law. Accordingly, no revenue estimate has been

developed for this item.
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Title VID: Corporation Taxation

ACTION: REPEAL THE DIVIDEND EXCLUSION FOR INDIVIDUALS

Act. Bection 612 Conference Report Page 162

Form 540 Line No. 14 Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sec, 17144)

California law specifically denies application of the federal
provision which grants the %100 exclusion toc individual
shareholders receiving dividends.

NEW FEDERAL LAW (Sec. 116)

The act repeals the dividend exclusion of %100 for individuals.

EFFECTIVE DATE 0OF FEDERAL PROVISIONS

The provision is effective for taxable years beginning on or
after January 1, 1987.

REVENUE IMPACT OF CONFORMITY T3 FEDERAL LAW

No revernue impact. New federal law conforms to existing

California treatment.
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Title VIE: Corpaorate Taxation

ACTION: AMEND THE PROVISION OF THE LAW RELATING TO

EXTRAORDINARY DIVIDENDS

Act Section 614 Conference Report Page 163

Form 540 Line No. N/R Form 100 Line No. G—4

CURRENT CALIFORNIA LAW (Sec. 24966)

Under current California law, dividends received by a corporation
are deducted from gross income to the extent that they are paid
out of income subject to the Bank and Corporation Tax Law or
gross premiums tax on insurance companies.

An extraordinary dividend is one whose amount equals or sxceeds
10 percent of taxpayer?s adjusted basis in the stock (5 percent
in the case of preferred stock).

When stock is sold or or otherwise disposed of before it has been
held for more than a year, the basis of the stock that has paid ‘
an extraordinary dividend must be reduced by the nontaxable
portion of the dividend. Rlsa, any nontaxable portion of the
dividend that is in excess of the stock basis is treated as a
gain from the sale or exchange of staock.

In general, a distribution in redemption of stock which does not
result in a meaningful reduction in the shareholder’s '
proportionate interest in the distributing corporation is
considered to be essentially equivalent to a dividend and is
treated as a dividend for tax purposes. However, apart from
certain cases in which a shareholder’s interest is completely
terminated or is reduced by more than 20 percent, present law is
unclear regarding what constitutes a meaningful reduction in
interest. In addition, distributions in partial liquidation of
the distributing corporation are not considered dividends if the
recipient is a noncorporate shareholder.

NEW FEDERAL LAW (Sec. 1059)

The act requires the basis of stock held by a corporation must be
reduced (but not below zero) by the untaxed portion of
extraordinary dividends received by the corporation if the stock
has not been held for more than two years before the date the
dividend is declared agreed to, or announced — whichever date is
earliest. A distribution that would otherwise constitute an
extraordinary dividend under the two-year rule described above
will not be considered extracrdinary if the distributee has held
the stock for the entire period the distributing corporation (and
any predecessor corporation) has been in existence. The basis
reduction is required only to figure gain or loss on disposition.
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If the aggregate nontaxable portions of sxtraordinary dividends
exceed the shareholders basis, the excess is treated as gain from

a sale or exchange at the time of disposition.

For purposes of determining whether a dividend is extraordinary,
there is now an alternative provision which pérmits a taxpayer to
measure the dividend by reference to the fair market value of the
stock rather than its basis on the date before the ex—dividend

date.

The act alsc provides for a different treatment of dividends on
certain qualifying preferred stock. Qualified dividends paid on
preferred stock will not trigger basis reduction and the other
rules for extraordinary dividends unless the corporate taxpayer's
actual rate of return on the stock exceeds 15 percent. However,
if the actual rate of return is less than 15 percent and the
taxpayer sells the stock before holding it for more than five
years, a portion of the dividend is treated as an extraordinary
dividend, but that portion is limited by the extent to which the
actual rate of return exceeds the stated rate of return.

A preferred dividend qualifies for this exception if (1) the
underlying stock provides for fixed preferred dividends payable
at least amually, and (2) the dividends are not in arrears when

the taxpayer acgquires the stock.

" "Actual rate of return” is defined as the rate of return for the
period the taxpayer holds the stock, computed by taking into
account total dividends received during that period and using the
lower of (1) the taxpayer’s adjusted basis in the stock or (2)
the stock’s liquidation preference (excluding any dividend
arrearages) The "stated rate of return” is the annual rate of
dividend payable expressed as a percentage of the lesser of
adjusted basis or liquidation preference.

In addition, the term “extracrdlnary dividend” is expaﬁded to
include any distribution, without regard to the holdxng period
for the stock or the relative size of the d1str1but;on, to a
corporate shareholder in partial liquidation of the distributing
corporation and any redemption of stock that is non—pro rata.

Except as provided in reguiatidns, the act does not apply to
distributions between members of an affiliated group filing
consolidated returns and to distributions that constitute
gqualifying dividends within the meaning of 243(b) (1).

EEFECTIVE DATE OF FEDERAL PROVISIONS

The act is generally effect1ve for d1v1dends dec]ared after July
18, 1986. Distributions constltut1ng extraordxnary dxvxdends by
virtue of being a distribution in partial 11qu1dat10n or a
non—pro rata distribution are subgect to the provision only 1f
announced or de:lared after Dctober EE, 1966
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For purposes of the pre-existing rules for aggregation of
dividends, dividends declared after July 18, 1986, are not
aggregated with dividends declared on or before that date.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

This provision interacts with the dividends received deduction
which has been excluded as a conformity issue due to California’s
fundamentally different corporate tax structure. Accordingly, no
revenue estimate has been developed for this provision.
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Title VIG: Corporation Taxation

ACTION: DENY A DEDUCTION FOR PAYMENTS RELATING TO
REDEMPTION OF STOCK ‘

Act Section 613 Conference Report Page 168

‘Form 540 Line No. N/AR Form 100 Line No. 6-26

CURRENT CALIFORNIA LAW (Sec. 17270 & 24343)

California has conformed to federal law when an expense may be
deductible from gross income if it is "ordinary and necessary”
and incurred during the taxable year in carrying on a trade or
business. However, the cost of acquiring any asset whose life
extends substantially beyond the close of the taxable year is
considered to be a capital expenditure and is not currently

deductible.

The purchase of stock, including the repurchase by an issuing
corporation of its own stock, is generally treated as a capital i
transaction, that does not give rise to a current deduction. The
Supreme Court has held that the capitalization requirement

extends to expenses such as legal, brokerage, and accounting fees
incident to an acquisition of stock.

Some authority exists for the proposition that in certain
extraordinary circumstances, amounts paid by a corporation to
repurchase its stock may be fully deductible in the year paid.
The validity of this authority (Five Star Manufacturing Co. v.
Commissioner, 355 F.2nd 724), hawever, has been questioned.

-NEW _FEDERAL LAW (Sec. 162)

The act denies a deduction for any amount paid or incurred by a
corporation in comnection with the redemption of its stock.

The provision will not apply to (1) interest deductions allowable n
under section 163, (2) amounts constituting dividends within the B
meaning of 561, and (3) deductible expenses incurred by a
regulated investment company which issues only stock which is
redeemable upon the demand of its shareholders. n

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provision is effective for amounts paid or incurred on or
after March 1, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proration of the Joint Committee on Taxation’'s
estimates for the nation, revenue gains under the Bank and
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Corporation Tax Law would be in the %150,000 range’ annually. A
proration fFactor of 4% was used which represents the general
relationship between California’s corporate tax collections and
federal tax collections over the past few years.
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Title VIH: Corporate Taxation

ACTION: REVISE THE THE RUWES FOR CARRYOVERS
OF NET ODERATING LOSSES OND TAX CREDITS

fct Section 621 Conference Report Page 170
Form 3540 Line No. N/AR Form 100 Line No. 6-26
BACKGROUND

Before the 1954 Internal Revenue Code enacted Sections 381-383,
case law determined in general that net operating loss deductions
were only allowed to the corporations sustaining the loss with
certain exceptions. The 1954 Internal Revenue Code provided
statutory rules to permit or require carryovers of various items
to the successor corporation which results in the successor
corporation stepping intoc the "tax shoes" of its predecessor.

The 1954 Internal Revenue Code generally allows net operating
losses of a predecessor corporation to be used as a carryover
against taxable income of the successor corporation where the
assets of the predecessor were acquired in a tax—free acquisition
or in an acquisition in which gain is only partially recognized.
Statutory rules are provided which limit the tax advantages
obtainable through the acquisition of such "loss" caorporations as

follows:

1. Where the change in ownership of the “loss" corporation
is due to the purchase of its stock or to a decrease in
its outstanding stock, and there has been a change in
its trade or business, the net operating loss carryover
may be disallowed in full.

2. Where the change in ownevship is due to a
reorganization, the carryover may be disallowed in

part.

Due to the Libson SBhops Inc. v. Koehler decision in 1957 by the
U.S. Supreme Court along with other court cases, confusion was
added in the loss carryover area. The Libson Shops case was
decided under the 15939 code, however, it presented problems under
the 1954 code since the case has been cited as authority for the
proposition that carryover privileges are not available unless
there is a continuity of business enterprise (Libson Shops, Inc.

v. Koehler, 333 U.5. 382).

The Tax Reform Act of 1976 was later drafted by the Senate
Finance Committee, specifically stating that the Libson Shops
case wauld no longer apply and substituting rules based on
changes in stock awnership. The 1976 act amendments were to be
effective in 1978, however since the act was a matter of
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continuing controversy and perplexity, the operative date of the
1976 Act amendments were continuously delayed and therefore those

amendments have never been allowed to become operative.

Effective for taxable years begimming in 1984 and later years,
California incorporated by reference the federal provisions
allowing net operating loss carryovers (with certain very strict
limitations) and also adopted the federal rules which eliminate
or reduce the availability of deductions for net operating losses
on the successor's return when the loss was incurred by a
predecessor corporation. California specifically did not adopt
the 1976 Tax Reform Act amendments since they were not operative

for federal purposes.

CURRENT CALIFORNIA LAW (Sec. 24416, 24417, 24431,24531 thru

24593)

'California has partially conformed to federal law which

eliminates or reduces net operating loss carryovers in certain
circumstances.

Special limitations may be imposed on the net operating losses
after specific transactions involving a change in ownership of
the corporation’s outstanding stock, a taxable sale or exchange
of stock in a laoss corporation or certain tax—free

recorganizations.

In the case of a purchase (or other taxable acguisitions) of a
controlling stock interest in a loss corporation, net operating
loss carryovers are disallowed if the loss corporation does not
continue to conduct its historic trade or business.

In the case of a tax—free reorganization, the net operating loss
carryovers are usually not allowed if the loss corporation’s
shareholders do not receive stock representing 20 percent or more

of the value of the acquiring corporation.

Corporations that acquire property of another dorporation
primarily to evade or avoid taxes are disallowed all net
operating losses under section £4431 of the Bank and Corporation

law.

In addition to these limitations, California specifically limits
the successor corporation’s deduction for a predecessor
corporation’s net operating loss in the following manner:

In the case of an insclvency reorganization, where the assets of
the corporation are transferred to another corporation pursuant
to a court appraoved insclvency or bankruptcy reorganization plan,
the net operating loss carryover deductions are generally
available without limitations to the creditors who receive stock
for securities. However, if unsecured creditors (e.g. trade
creditors) exchange their debt claims for stock in a loss

such exchange by the creditors are treated as a

corporation,
When there is a taxable purchase, net

taxable purchase.
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operating losses and unused credit carryovers are generally
limited. ' ‘

The availability of a carryover for a net operating loss in
California is limited to the following qualified taxpayers:

1.‘ Taxpayer’s ehgaged in a new small business,

2. Taxpayer's engaged in gqualified business within a
program area,

3. Taxpayer’s engaged in a trade or business within an
enterprise zone, or

4. Taxpayer’'s engaged in the business of farming in this
state.

In the case of the qualified taxpayer engaged in a new ssall
business or in the business of farming iy California, the
deduction for a net operating loss carryover is allowed only to
the corporation incurring the net operating loss.

In the rase of a qualified taxpayer within a economic development
praogram area and a designated enterprise zone, the deduction for
a net operating loss carryover is allowed only with respect to
income attributed to the business activities of the taxpayer

within the program area or enterprise zone.

NEW FEDERAL LAW (Sec. 381 thru 383)

The act retroactively repeals the 1976 Tax Reform Act amendwents
and instead provides that after an ownership change, the taxable
income of a loss corporation for any taxable year ending after
the change date available for offset by pre-acquisition NOL
carryforwards is annually limited to the long—term tax—exempt
federal bond rate times the value of the loss corporation’s stock

on the date of the cwnership change.

In addition, NOL carryforwards are disallowed entirely unless the
loss corporation satisfies cont inuity—of-business enterprise
requirements for the two-year period following any ownership
change. The act alsoc expands the scope of the special
limitations ta include built-in losses and allows loss .
corporations to take into account built—in gains. Numerous..
technical changes and several anti-avoidance rules are also
included along with similar rules applicable to carryforwards
other than net operating losses, such as, net capital losses and

excess foreign tax credits.

Ownership changes

In general, the act provides that there is an ownership change if
immediately after any owner shift involving a S—percent
shareholder or any equity‘Structure shift the percentage of the
new loss corporation owned by any one or more S5 percent
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shareholders has increased by more than 50 percentage points
relative to the lowest percentage of stock of the old loss
corporation owned by those 5 percent sharehaolders at any time
during the testing period (generally a three-year period).

The act alsc provides that changes in the heolding of certain
preferred stock are disregarded in determining whether an
ownership change occurred.

Owner Shift Involving S Percent Shareholders

The act defines an owner shift involving 5 percent shareholder as
any change in the respective ownership of stock of a corporation
that affects the percentage of stock held by any person who holds
five percent or more of the stock of the corporation (a "5
percent shareholder") before or after the change. For purposes
of this rule, all less then 5 percent shareholders are aggregated

and treated as one 5 percent shareholder.

Example 1:

On January 1, 1987, the stock of L corporation is publicly traded
and no shareholder holds five percent or more in L stock. On
September 1, 1987 unrelated individuals A, B and C each acquire
one third of L stock. A, B, and C each have become 5 percent
sharehcolders of L and in the aggregate, bhold 100 percent of L
stock. Accordingly, an ownership change has occurred; because
the percentage of L stock owned by the three 5 percent
shareholders after the owner shift (100 percent) has increased by
more than 50 percentage points over the lowest percentage of L
stock owned by A, B, and C and any time during the testing period
(0 percent prior to September 1, 1987). ‘

‘Equity Structure Shift

The act defines an equity structure shift as any tax—free
recorganization within the meaning of section 368, other than a
divisive reorganization or an "F" recorganization. In addition,
to the extent provided in regulations, the term equity structure
shift will include other transactions, such as public offerings
naot involving a 5 percent shareholder or taxable
reorganization—type transactions (e.g., mergers or other
rearganization—type transactions that do not gualify for tax—free
treatment due to the nature of the consideration or the failure
to satisfy any of the requirements for a tax-free transactionl.

For purposes of determining whether an ownership change has
occurred following an equity structure shift, the less thanm 5
percent shareholders of each corporation is segregated and
treated as a single, separate S—percent shareholder.

Example 2:

On January 1, 1988, L corporation (a loss corporation) is merged
inte P corporation (not a loss corporation), with P surviving.
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Both L and P are publicly traded corporations with nc shareholder
owning five percent or more of either corporation or the
surviving corporation. In the merger, | shareholders received 30
percent of the stock of P. - There has been an ownership change of
L, because the percentage of P stock owned by the former P
shareholders {(all of whom are less than S percent shareholders
and are treated as a separate; single S5 percent shareholder)
after the equity structure shift (70X) has increased by more than
S0 percentage points over the lowest percentage of L stock owned
by such sharehclder at any time during the testing period (0

percent prior to the merger).

Multiple Transactions

The act provides that changes in owrmership that occur by reason
of series of tranmsaction including both owner shifts involving a
5 percent sharehclder and equity structure shift may constitute
an ownership change. In addition, in determining whether an
ownership change has occurred as a result of a transaction or
transactions following an equity structure shift or an ownership
change, unless a different proportion is established, the
acquisition of stock after such a shift is treated as being made
proportionately from all shareholders immediately before the

acquisition.
Example 3:

The stock of L corporation and 6 corporation is widely held by
the publics; neither corporation has any sharehclder owning as
much as five percent of its stock. On January 1, 1988, B, an
individual, purchases 10 percent of L stock on the stock
exchange. O July 1, 1988, L and G merge (in a tax-—free
transaction), with L surviving, and 6 shareholders receiving 49

percent of L stock.

The merger of L and B is an aownership change because, immediately
after the merger, the percentage of stock owned by G shareholders
(49 percent) and B (5.1 percent = .51 x .10} has increased by
more than 50 percentage points over the lowest percent of L stock
owned by such shareholders at any time during the testing period
(0 percent prior tao the stock purchase Of;B)-

Attribution and Aggregation of Stock Ownership

The act provides in determining an ownership change, the
constructive ownership rules with several exceptions, are
applied. The rules attributing ownership from corporations to
their sharéholders’ are applied without regard to the extent of
the shareholders ownership in the corporation. Thus, any stock
owned by a corporation is treated as being owned proporticnately
by its sharehalders. Mareover, except as provided in
regulations, any such stock attributed toc a corporation’s
shareholders is not treated as being held by such corparation.
Stock attributed fram a partrership, estate or trust similarly is
not treated as being held by such entity.
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In addition, the family attribution rules of section 318(a) and
3iB(a) (5) (B) do not apply, but an individual, his spouse, his
parents, his children, and his grandparents are treated as a
single shareholder.

Except to the extent provided in regulations, an option holder is

treated as owning the underlying stock if such a presumption
would result in an ownership change. (The subsequent exercise of
such an option is;, of course, disregarded if the owner of the
option has been treated as owning the underlying stock).

Exceptions are alsc provided for (1) stock acquired by gift,
separation, divorce, and death, (2) certain acguisitions of
employer securities, (3) formations of a holding company
unaccompanied by a change in the beneficial owrnership of the loss
corporation, and (4) certain changes in percentages which are
attributable to fluctuations in value.

IThree Year Test Period

The act provides that the relevant testing period is the 3-year
period ending on the day of any owner shift involving a 5 percent

shareholder or any equity structure shift.

The testing pericd for determining whether a second ownership
change has occurred does not begin before the day following the
first ownership change. In addition, the testing pericod does not
begin before the first day of the first taxable year from which
there is a loss carryforward excess credit. However, except as
provided in regulations, this rule does not apply to any loss
corporation with a net urmrealized built in loss.

Value of Loss Corporation

The act provides that the value of the loss corporation is the
fair market value of the corporation’s stock (including preferred
stock described in sectionm 1504 (a) (4)) immediately before the
ownership change. For redemptions which occur in connectian with
an ownership change either before or after the chanpe, the value
of the loss corporation is determined after taking the redemption

into account.

Long—Term Tax—Exempt Rate

The act defines the long—term tax—exempt rate as the highest of
the Federal long-term rates determined under section 1274(d), as
adjusted to reflect differences hetween rates on long-term
taxable and tax—-exempt obligations, in effect for the month in
which the change date occurs or the two prior months.

Continuity of Business Enterprise Reguirement

The act provides that the continuity of business enterprise
requirement will be the same requirement that must be satisfied
to qualify a tramsaction as a tax—free reorganization under
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section 368. Under this requirement, a loss corporation (or a
successor corporation) must either continue the old less
corporation’s business or use a significant portion of the old
loss corporation’s assets in the business.

Certain Capital Contribution Net Taken Into Account

The act provides that any capital contribution that is made to a
loss corporation as part of a plan a principle purpose of which
is to avoid any of the special NOL limitations will not be taken
into account. For purposes of this rule, except as provided in
regulations, a capital contribution made during the two—year’
period ending on the charge date is irrebuttably presumed to be
part of a plan to aveid the limitation. '

Reduction in Value foﬁ Corporations Having Substantial
Nonbusiness Assets

The act provides that if at least one—third of the fair market
value of a corporation’s assets consists of nonbusiness assets,
the value of the loss corporation, for purposes of determining
the section 382 limitatior, is reduced by the excess of the value
of the nonbusiness assets over the portion of the corporation’s

indebtedness attributable to such assets.

The term "nonbusiness assets" includes any asset held for
investment, including cash and marketable stock or securities.
Assets held as an integral part of the conduct of a trade or
business (e.g., assets funding reserves of an insurance company
or similar assets of a bank) would not be considered nonbusiness
assets. In addition, stock or securities in a corporatiorn that
is at least S0 percent owned (voting power and value’) by a loss
chEoration are not treated as nonbusiness assets. The portion
of a corporation’s indebtedness attributable to nmonbusiress
assets is determined on the basis of the ratic aof the value of
nonbusiness assets to the value of all the loss corporation’s

assets.

The act alsg provides that regulated investment companigs, real

estate investment trusts or a real estate mortgage pool are rnot
treated as having substantial nonbusiness assets. :

Special Rules for Built—in Bains and Losses

In geveral, the act provides that if a loss corporation has a net
urmrealized built—-in gain, the rnet operating loss limitation for
any taxable year ending within the five—-year recognition period
is increased by the rééognized built—in gain for the taxable
yedr. ‘

However, the increased limitation for any recognition period
taxable ygar is not to exceed the rnet unrealized built-in gain
reduced by the recognized built—irn gains for prior years in the

recognition period.
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In the case where the loss corporation has a nmet unmrealized
built-in loss, the recognized built—-in loss for any tax year
ending within the five—-year period ending at the end of the fifth
post change year is subject to limitations in the same manner as
if the loss was a pre—-change loss (e.g., where taxable income is
treated as having been first offset by the pre—-change loss).

However, the recognized built—in loss for a taxable year carnot
exceed the net umrealized built—in loss reduced by recognized
built-in losses for prior taxable years ending in the recognition

period.
nikrupteoy Proceedings

The act provides that in general, the special limitations do not
apply after any ownership change of a loss corporation if (1)
such corporation was under jurisdiction of a bankruptcy court in
& Title 11 or similar case immediately before the ownership ‘
change, and (2) the corporation’s shareholders and creditors
(determined immediately before the ownership changel cwn S50
percent of the value and voting power of the loss corporation’s
stock immediately after the ownership change. For purposes of
this rule, stock of a creditor that was converted from
indebtedness is taken into account only if the indebtedness was
held by the creditor for at least 18 months before the date the
bankruptcy case was filed or arose in the ordinary course of the
loss corporations trade or business and is held by the person who
has at all times held the berneficial interest in the claim.

If the exceptibn for Hankruptcy proceedings apply, the following

special rules apply:

(1) The pre-—-change losses and excess credits that may be
carried to any taxable year ending after the change
date are reduced by ane—half of the amount of any
cancellation of indebtedness income that would have
been included in the loss corporation’s income as a
result of any stock—for—-debt exchanges,

(2) The loss corporation’s pre—change NOL carryforwards are
reduced by the interest on the indebtedness that was
converted to stock in the bankruptcy proceeding and
paid or accrued during the period beginning on the
first day of the third taxable year preceding the
taxable year in which ownership change occurs and
ending on the change date, and

(3) After an ownership change that gqualifies for the
bankruptcy exception, a second ownership change during

the following two—year period will result in the
elimination of NOL carryforwards that arose before the

first ownership change.
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Thrift Institutions

The act provides a speciai rule for certain financial
institutions in the case of any ownership change involving a
bankruptcy reorganizatiori. The bankruptecy exception is applied
in & modified version to qualified thrift reocrganizations by
requiring shareholders and creditors (including depositors) te
retain 20 percent (rather than 50 percent) interest.

The general bankruptcy rules that eliminate from the NOL
carryforwards both interest deductions on debt that are converted
and income that would be recognized umnder the principles of
section 108(e) (10) (an exchange of stock for indebtedness) are
not applicable to thrifts. As under present law, the deposits of
the troubled thrift that becowme deposits in the acquiring
corporation are treated as stock. This rule also applies to
ownership changes resulting from an issuance of stock or equity
structure shift that is an integral part of a transaction
involving such a reorganization, provided that transaction would
not have resulted in limitations under present law.

Carryforwards Other Than NOLs

The act amends sectién 383, relating to special limitations on
unused business credits and research credits, excess foreign tax
oredits, and capital laoss carry forwards.

The act alsc expands the scope of section 383 to include passive
actively losses and credits and minimum tax credits.

Anti-Bbuse Rules

The act does not alter the continuing application of section 269,
relating to acquisitions made to evade ar avoid taxes as under

present law. The act intents that the Libson Shops doctrine will
have vno application to tramsactions subject to the provisions aof

the act. ’

EFFECTIVE DATE OF FEDERAL PROVISIONS

The act generally applies to ownership changes that occur on or
after January 1, 13887.

In the case of equity structure shifts, the new rules apply teo
reorganizations pursuant to plans adopted on or after January 1,

1987.

The earliest testing period begins on May &, 1986. If an
ownership change occurs after May 5, 1988, but before January 1,
1987, and section 382 and 383 (as amended by the act) deo not
apply, then the earliest testimg date will not begin’befowe the
first day immediately after such ownership change.
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In the case of a reorganization that occurs as part of a Title 11
or other court-supervised proceeding, the amendments do not apply
to any ownership change resulting from such a reorganization or
proceeding if a petition in such case was filed with the court

before August 14, 1986.
REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Joint Committes on Taxation (JCT) has estimated very modest
net revenue gains to the nation from these corporate NOL-related

provisions (less than $50 million annually). Since under
California law NOL carryover deductions are allowed in only very
limited cases, any revenue gains undeyr the Bank and Corporation

Tax Law from conformity would be minimal.
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Title VIJ: Cofparate Taxation

ACTION: AMEND THE RULES RELQTING TO LIGUIDATING SALES
AND DISTRIBUTIONS ,

Act Bection 631, 632, & 633 Conferernce Report Page 1398
Form 540 Line No. N/A Form 100 Lire No. N/A
BACKGROLIND

Based on a Supreme Court decision (Germral Utilities and
Operating Co. V. Helvering, 296 U.S5. 200 1935), the Germral
tilities rule was created to permit normrecognition of gain by
corporations on certain distributions of appreciated property to
their shareholders and on certain liquidating sales of property.

Through the years the term "Gerneral Utilities Rule” has beern used
in a broader sense to refer to the normrecognition treatment
accorded in certain situatioms to liguidations as well as
rnonliquidation distributions to shareholders arnd to ligquidating

sales.,

CURRENT CALIFORNIA LAW (Sec. 24481-26483.5, 24511, 24512-24517, &
24519)

California is generally conformed to federal law with respect to
“treatment of liquidating sales and distributions.

Under general principles of corporate taxation, gain from sales
of appreciated property is taxed twice, first to the corporation
when the sale cccurs, and again to the sharehclders when the net
proceeds are distributed as dividends. However, if a transaction
qualifies urder the General Utilities rule gain is not recognized
wherr a corporation sells or distributes its assets in a
liquidation or certain "deemed” liguidation sale transactions
followirmg a purchase of a controlling interest in one corporation

by another.

A corporation may alsc be entitled teo nonmrecognition on a
rmomliquidating distribution if it relates to stock held by a
long—term noncorporate shareholder owning ten percent or more of
the corporation’s ocutstanding stock (qualified stock).

Application of the General Utilities rule is limited by other
statutory provisions which reguire recognition of gain on
corporate liquidations under the tax benefit doctrine, and
collapsible corporation provisions. For federal purposes, the
Gereral Utilities rule is also limited by recapture rules which
are designed to corvert the normrecognition of capital gains into
ordinary income. The depreciation recapture rules have rnot been
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incorporated into the Bank and Corporation Tax Law since no
distimction is wmade between ordimnary gain and capital gain.

The Bank and Corporation Tax Law does not recognize Subchapter s

Corporations. Accordingly, California taxes Subchapter §
corporations at both the corporate ard the shareholder level,
whereas the federal goverrment taxes at the sharehclder level

only.

FEDERAL LAW ¢ . 311,336, 337, 3 )
The act repeals the General Hilities doctrivme.

Thé act provides in general that gain or loss is to be recognized
to a corporation on a distribution of its property in complete
liquidation, as if it had sold the property at fair market value.

Neither gain nor loss is recognized, however, with respect to any
distribution of property by a corporation to the extent there is
nonmecognition of gain or loss to the recipient under the
tax—free reorganization provisions of the code.

Limitation on the Recognition of L osses

The act provides that rno loss will be recognized by a liquidating
corporation with respect to any distribution of property to a
related person (within the wmeaning of 267}, unless the propsrty
is distributed to all shareholders on a pro rata basis and the
property was not acquired by the liquidating corporation in a
transfer to a corporation comtrolled {commonly known as a section
351 transaction) by the transferor or as a conmtribution to
capital during the five years preceding the distribution.

A special rule is provided for certain property acquired in
certain carryover basis tranmsaction where the principal purpose
of the contribution of property to a corporation in advance of
its liquidation is to recognize a loss upon the sale or
distribution of the property and thus eliminate or otherwise
limit corporate level gain. This rule provides that the basis
{for purposes of determining loss) of any property acquired by
such corporation in a section 351 transaction or as a
contribution to capital will be reduced, but not below zero, by
the excess of the basis of the property on the date of
contribution over its fair market value on such date. For
purposes of this rule, it is presumed, except to the extent
provided in regulations, that any section 351 transaction or
contribution to capital within the two-year period prior to the
adoption of a plar to complete ligquidation {(or thersafter) has
such a primcipal purpose.

The Secretary may also prescribe regulations under which, in
lieu, of disallowing a loss for a prior taxable year, the
liquidatirng corporation may recapture the disallowed loss by
increasing gross income on the tax return for the taxable year in
which, such planm of ligquidation if adopted.
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In the case of a complete liquidation of a subsidiary {(section
332 liquidation) a special rule is provided where rno loss will be
recognized to the liquidating corporation on any distribution.

- Complete Liguidatiorn of a Subsidiary (Section 332 liquidation)

The act provides that mo gain or loss will be recognized to the
liquidatirng corporation for transfers of property within an
affiliated group in a complete liquidation. This exception is
also modified for complete liquidations in which an 80 percent
corporatiorn receives property with a carryover basis, to provide
nomecognition of gain or loss with respect to any property
actually distributed to the controlling corporate shareholder
{rather than a pro rata share of each gain or loss).

In the case of a minority shareholder receiving property in such
a liguidation, the distribution is treated as a ronliquidating
distribution where gain {(but not laoss) is recognized by the

. distributing corporation.

In the case that a shareholder is a tax-exempt organization,
{other than a farmers' cocoperative) the organization may
recognize gain under the exception for 80 percent corporate
shareholder unless the property received in the distribution is
used by the orgamizatiorns in an urmrelated trade or business
immediately after the distributiorn. Once the property is used in
a rélated trade or busimess of the organizatiorn acquiring the
property, the organizatior will will be taxed at that time (in
additiors to arny other tax imposed, for example, on depreciation
recapture) on the lesser of (1) the built in gain in the property
atwthe time of the distribution, or {(2) the difference between
the- adjusted basis of the property and its fair market value at

the time Qf the cessation.

In the rcase that the controlling corporate sharehclder is a
foreign corporatiorn,; except as provided in regulations,; the
nonreeognitibn of gpairn or loss exceptiorn pursuant to a 332
caomplete ligquidation of subsidiary does not apply.

The Secretary will prescribe regulations to carry ocut the
purposes of the amendments by the Tax Reform Act of 1986
including (1) regulations toc ensure that the purpose of the new
provisions is not circumvernted through use of other provisions,
inciuding the consolidated return regulations or the tax—free
reorgarization provisions, and (2) regulaticons providing for
appropriate coordination of the provisions of this section with
the provisions of this title relating tc taxatiorn of foreign
corporations and their sharehclders.

. Nomliguidating Distributicns of Appreciated Property

The act gererally conforms the treatmert of nonliguidating
distributions with liguidating distributicons by providing that
gain must generally be‘fecoghizéd to a distributing corporation
if appreciated property {(other than arn cobligaticrn of the
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corporation) is distributed to the shareholder cutside of
complete liguidatior.

The act also repeals the present law exceptiorr that a corporation
may be entitled to normecogrnition of gairn on a monliguidating
distributions to ten percent, long—term noncorporate

shareholders, and for certain distributiorns of property in
cormection with the payment of estate taxes or in cormection with
certain redemptions of private foundation stock.

Conversion from C corporation to S5 corporation

The act modifies the treatment of an S corporation that was
formerly C corporation by imposing a corporate—level tax on any
gain that arose prior to the conversion and is recognized by the
S corporation, through sale or distribution within ten years
after the date on which the 5 electiorn tock effect. The gain
will be taxed at the maximum corporate rate applicable to the
lesser of (1) recognized built—in gairs (to the extent the fair
market value of assets exceed the aggrepgate adjusted basis of
such assets) of the 5 corporation for the taxable year or (2) the
amount which would be the taxable income of the corporation if

such corporation were not an 5 corporaticor.

In addition, gains on sales or distributiors of assets by the S
corporation will be presumed to be built-in gairns, except to the
extent the taxpayer carn establish that the appreciation accrued
after the conversior, such as where the asset was acguired by the
corporatior in a taxable acguisiticon after the cormversior.

Corporations will be allowed to contirmue to take intc accournt all
of its subchapter C tax attributes in computirmg the amourt of the
tax on recognized built—in gairns permittimg it, for example, ta
use unexpired net operating losses, capital loss carryovers, and
minimum tax carryover credits to offset such tax.

Electiorn to Treat Sales or Distributiorns of Certain Subsidiary
Stock as Asset Transfers

A corporation which owns 80 percent of the value and voting power

of the subsidiary and sells, exchanges, or distributes all of
such stock, may elect to treat such trarsaction as a disposition
of all of the assets of the other corporaticon and vo gainm or loss

will be recognized.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The act will apply to any distribution ir complete liguidation
and ary sale or exchange, made by a corporaticn after July
31,1986 unless (1) the corporatiorn is completely liguidated
before January 1, 1387, (2) ‘a deemed liquidaticr pursuant to a
section 338 election where the acguisitiorn date {the first date
on which there is a gualified stock purchase urnder secticr 338)
occurs before January 1, 1987, and (3) arny distributicr {rict in
complete ligquidatior) made on or after Jarnuary i, 1387.
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Built—in Gains of S Corporatiorn

The act will gernerally be effective with respect to 5 elections
made on or after Jarmary 1, 1987 and will not apply to 8
electiors made before January 1, 1387.

Exceptions For Certain Plans of Liguidations and Binding

racts

The act will mot apply to (1) a ligquidation made pursuant to a
plan of ligquidation adopted before August 1, 13986, that is
completely ligquidated before January 1, 1988, (2) a liquidation
if 50 percent or more to the voting stock by value of such
corporation is acquired on or after August 1, 1986, pursuant to a-
written binding contract in effect before such date and if such
corporation is completely liquidated before Jarnuary i, 1988, (3}
a liguidation of a corporation if substantially all of the assets
of such corporation are scld on or after August 1, 1986, pursuant
to 1 or more written binding contracts in effect before such date
and if such corporation is completely liguidated before Jarmuary
i1, 1988, (4) a deemed liquidation urider sectionm 338; of a
corporation for which a qualified stock purchase under section
338 first occurs on or after August 1, 1986, pursuant to a
written birding contract in effect before August 1, 1386,
provided the sectiorn 338 acrnuisitiorn date occcurs before January

1, 1988.

Transitional Rule for Certain Closely Held Corporations

The act provides for a transition rule for small closely held
comggrations which would be entitled to complete relief from
reéazhition of gain on long-tetrm capital gain property onm
liquidations before January 1, 1383.

Such corporations are those not exceedirng $5 milliorn ivm value and
more than S0 percent of whose stock is owned directly or
indirectly for a substarntial periocd by noc more tharn 10
individuals who have held their stock for five years or longer.

Relief phases out for such closely held corporation with value
between $5 and $10 million.

REVENUE IMPACT OF CONFORMITY TQ FEDERAL LAW

Based on a proration of the Joinmt Committee on Taxation's
estimate for the nation, revenue gains under the Barmk and
Corporation Tax Law would be in the %8 million range for 1387-88
and inm the $15 million range for 1388-83. A proraticrs factor of
4 percent was used which represents the general relatiomship
between California’s corporate tax effort and the federal tax

effort over the past few years.
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Title VIK: Corporate Taxation

ACTION: AMEND EBASIS ALLOCATION RULES FOR ASSETS

PURCHASED
Act Section 641 Conference Report Page 208
Form 540 Line No. 17 Form 100 Line No. G-9

CURRENT CAL IFORNIA LAW (Sec. 18031, & 24541)

California has gernerally conformed to the federal law in
determining the amount of a purchase price allocated to various

assets,

Urder current Califcrnia law, a taxpayer is reguired to allocate
the purchase price of a going busirness amorng the assets for tax
purposes. Both the buyer and seller usually agree to a specific
allocation. However, there is no provision irnm the law that
requires that the contract agreement show bow much of the
purchase price was allocated toc each asset. The corntract
agreement may simply indicate the total purchase price.

When a going business is sold for a lump—sum amount, the buyer
and seller must each allocate the purchase price among the assets

for tax purposes.

Two methods used to value goodwill arnd going corncern value are
the residual and formula methods.

Under the residual method, the goodwill {cr going concerrn value)
is the excess of the purchase price over the fair market value of

the tangible and intangible assets.

Under the formula method, a taxpayer takes the position that
he/she is entitled to allocate the amount i excess of the fair
market value to the basis of each of the individual assets,
rather than treating the excess as goodwill o poing corncern

value.

iUnder the proposed and temporary Regulation 1.338(b)-27, it 1is
mandatory that the residual methed of allocation be used in
determining the basis of assets acguired in a gualified stock

purchase.
Based on Reverue Ruling 68-609, the formula method is an

appropriate method only wher there is no better evidernce of a
value for goodwill and going concern value.




NEW FEDERAL LAW {Sec. 1060)

The act requires that both buyer arnd seller must use the residual
method as described in Regulation 338¢(b) {3} in the case of any
transTer of assets constituting a business in which the
transferee’s basis is determined wholly by reference to the
purchase price paid for assets.

The bill alsc authorizes the Treasury Departmert to require
information reporting by the parties to an applicable asset

acquisition.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provision is effective for transactions after May 6, 1386,
unless pursuant to a binding contract in effect on that date and

at a1l times thereafter.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

RT3

Based on a proration of national estimates prepared by the Joint
Committee on Taxation, the relative state tax impact under
conformity would be reverue gaims iv the $100,000 range for
1887-88 arnd $400,000 range for 1988-89 under the Persornal Income
Tax Law. Estimated revenue gains urder the Bank and Corporation
Tax Law are in the $2 milliorn range for both 13987-88 and 1988-85.

The PIT proration (4.2%) reflects the Policy Ecoromics Group’s
state estimates relative to the rnatiorn for selected provisions
analyzed. The Policy Economics Group did not specifically
estimate this provisior. Regardirig the BECTL proration of 4%,
this® factor represernts the general relationship between
California’s corporate tax collections and federal tax
collections over the past few years.

This provision would result irn revenue gains due to the
curtailment of deliberate asset—-value allcoccatiorns between buyers
and sellers that result in the minimization of tax liabilities.
Purchase price allocatiorns are particularly controversial with
regard to the assigrment of goodwill and going corcern value.
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Title VIL: Corporate Taxation

ACTION: REVISE THE RELATED PARTY DEFINITION

Act Section 642 Conference Report Page 210

Form S40 Line No. 17 Form 100 Live No. 6—9

CURRENT CALIFORNIA LAW (Sec. 17551 and 24667)

California 1law has conformed to federal law in denying the
irstallment sales method for gain on the sale of depreciable
property between related parties unless it is established that
the principle purpose for the disposition was not tax avoidance.

Related parties for this purpose includes a persorn and all
entities which are 80 percent owned directly or indirectly, with
respect to that person. California has conformed to the specifice

attributiorn rules that apply under 12339(c) ().

NEW FEDERAL LAW (Sec. 453 and 1239)

The act modifies the rules that limit installment sales
treatment and capital gain treatmert on certain sales between

related parties.

The definition of related parties is expanded to include (1) two
corporations which are members of the same controlled group, (2)
a corporatiorn and a partrnership, ((3) two ”8” Corporations, arnd
(4) an "8" Corporatiornn and a "C” Corporation so that persons and
erntities with more than 50 percent relationships are covered
{(rather tharn 80 percent). California has adopted the special
rules for pass—through entities and corntrolled groups which were
enacted by the Tax Reform Act of 1384, except for federal rules
that apply to 8§ Corporatiors. This act also provides that the
specific attribution and relationship rules under (233(c) {(2) will
no longer apply. Irnstead constructive ownership will be
determined in accordance with rules under section 267 (c) that
apply to limit losses on sales between related parties.

Irstead of denying deferred income treatment to the seller where
the fair market value of contingent payments carmot be reasonable
determired, the act reguires ratable basis recovery by the seller
and denies an increase in the purchaser's basis urtil the seller

recopgnizes the income.

EFFECTIVE DATE OF FEDERAL PROVISIONS

1386, except for

The act applies toc sales after October 22,
1986, and at

binding contracts which were irn effect on August 14,
all times thereafter.
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REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Joinmt Committee on Taxation estimates revenue gains of only
45 million armually from this corporate provision for the nation.
Based on this low level of impact for the nation, conformity
would result in minor revenue gains ammually in the 200,000
range. No meaningful impact is expected under the Personal

Income Tax Law.
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Title VIM: Corporate Taxation

ACTION: TREAT SPECIFIED BOND PREMIUMS AS INTEREST

Act Section 643 Conference Report Pape 211

Form 540 Line No. &7 Form 100 Lire No. 6-18

CURRENT CAL IFORNIA LAW {(Sec. 17201 and 24360—-24363)

California law has conformed to federal law with respect to a
deduction for amortization of premiums on taxable bonds owned by

the taxpayem-.

An amortizable bond premium exists where a taxpayer buys a
taxable bond for more than the face value and elects to amortize
the premium. The amount of the excess is allowed as a deduction
over the remaining term of the bond, gererally offsetting
interest income on the bond. Such an election applies to all
taxable bonds held by the taxpayer at the begiming of the first
taxable or income year to which the election applies and to all
bonds acquired by the taxpayer in subsequent years.

NEW FEDERAL LAW (Sec. 171)

The act requires amortizable bond premium deductionms to be
treated as interest, except as otherwise provided in regulations.
Thus, bond premium will be treated as interest for purposes of

applying the investment interest limitations.

In addition, the Secretary of Treasury.will revoke all electiors
which were in effect or October 22, 1386 as they relate tc bords

issued after that date.

EFFECTIVE DRTE OF FEDERAL PROVISIONS

The act is effective for obligatioms acquired after October 22,
1986. For taxpayers who have already elected to amortize bond

.pr!-iuu, msuch election shall apply to obligations issued after .

October 22, 1986, only if the taxpayer chooses such application.

REVENUE IMPACT OF CONFORMITY TO FEDERAL L AW

It does not appear that this provision would significantly change

tax liabilities of affected parties, if at all, in comparison
with current law treatment of such bond premium payments.
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Title VIN: Corporate Taxation

ACTION: MODIFIES INTEREST AND PROPERTY TAX DEDUCT 1ONS

OF TENANT-STOCKHGOLDERS IN A COOPERATIVE
HOUSING CORPORATION

Act Section €644 ' Conference Report Page 212
Form 540 Line No. &7 Form 100 Lire No. 6G-26
RRENT RNIA L AW
onal ax (Bections 17201 and 17225)

Conforms tc federal law gernerally, but provides a special rule
for certain cases where there has beern a separate appra1sal of

irndividual units.

Bank and Corporation Tax (Section_ 24382)

Conforms to federral law. A lending institution acquiring
owrership of an interest in a cooperative housing corporation by
foreclosure is allowed, for a period of up to three years from
the date of acquisition, to deduct its proportionate share of the
cooperative’s real estate taxes and irnterest. Otherwisce, the

deduction is limited to individuals.

OLD FEDERAL LAW (Section 216)

The tenant-stockholder's proportionate share of the cooperative's
interest and real estate taxes was based orn the proportion of the
cooperative’s total ocutstarnding stock held by the
tenant—stockholder. - Tenant—-stockholders were gererally limited

to irndividuals.
NEW FEDERAL LAW {(Sec. 216)

Under H.R. 3838, cooperative housing corporations that charge
tenant—stockholders with a portion of the cooperative's interest
or taxes in a marner that reasonably reflects the cost to the
cooperative of the interest or taxes allocable to each
tenant—stockholder's dwelling unit, may elect teo have the

tenant —stockholders deduct for income tax purposes the separately
allocated awounts (rather than amounts based on proportionate

ownership of shares of the cooperative).

the tax treatmernt accorded individuals who are

In addition,
trusts, and

tenant -stockholders is extended to corporatzons,
other entities that are stockholders.
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In addition, maintenance and lease expenses are disallowed where
payments by temnant-stockholders are allocable to amounts properly
chargeable to the capital accourt of the cooperative.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years begirming on or after Jarnuary 1,
1987. .

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Joint Committes on Taxation estimates revenue losses for the
mation of less than $5 million armually. Based on this low level
of impact for the nation, conformity would result in minor
reveanue losses annually of probably less than %200, 000.




Title VIOx Corporate Taxation

ACTION: MODIFIES REGQUIREMENTS FOR GQUALIFICATION AND:
: TAXATION OF REITs

Act Sections 661-669 Conference Report Page 214

Form 540 Line No. 14 Form 100 Line No. G-6

CURRENT CALIFORNIA LOW (Sec. 24413)

California has besn in conformity with federal law regarding the
recognition ard tax treatment of real estate investment trusts

. REIT). A REIT is a corporation, trust, or association that
specializes in investments in real estate and mortgages and is
subject to specific requirements related to shareholder
diversification, sources of income, nature of assets, and

distribution of income.

Income sarned by a REIT must be passive, i.e. from real estate
investments rather than from ircome earned in the operation of an
active busiress involving real estate. A REIT that distributes
at least 95% of its taxable income toc investors is allowed a
deduction for distributions to its shareholders and thus is
taxabla at the regular corporation rate only on retained

sarnings.

Under federal law, a REIT may elect to pay capital gains
dividernds to its shareholders which are ther treated as long—term
capital gains. Under California law, such gains are taxed to the

shareholder as ordinary income.

Federal law imposes a 100 percent tax ori net income from ‘
prohibited transactions. In gerneral, a prohibited transaction is
the sale of property held primarily for sale in the ordinary
course of business. A safe harbor is provided for property held
by the REIT for at least four years if aggregate expenditures
{includible in basis) during the last four years do not exceed 20
percernt of the selling price of the property and the sale is one
of not more than five sales during the taxable year.

W FEDERAL LAW (Sec. 856, 857, 498 97)

Many of the provisions relating to the requirements for
gualification as and the taxation of REIT's are modified. These
modifications relate to the irncome and asset requirements for
gqualification, the definition of rents and interest, distribution
requirements, the treatment of capital gains, prohibited
transactions, and certain other provisions.

Germerally, REITs are not permitted to be closely held arnd must
have a minimum of 100 shareholders. Since this is a rather
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difficult standard for a newly formed REIT to meet, the new law

makes the closely beld requirement inapplicable during the first
tax ymar for which a REIT election is made.

With regard to amounts received by a REIT in connection with the
rental of propety, services that may be provided by the REIT
itself are those services which would rnot result in the receipt
of "urrwlated busiress income® by an exempt organization.
Payments received for such services by the REIT would qualify as
rents from real property and would not constitute a prohibited

transaction.

Bince & REIT must distribute its income currently in cash, the
receipt of deemed income can put the REIT in a cash bind. Under
the new law, the minimum amount a REIT is required to distribute
to shareholders is reduced by the amourmt of three kinds of income
that would not otherwise be recognized under the REIT's normal
accournting method. These amounts are (1) Section 467 deferved
Terntsy (2) original issue discount that the REIT is required to
acerue with respect to a Section 1274 loan, and (3) certain
income arising from the disposition of a real estate asset. The
minimum distributiorn is reduced by the amount of the sum of these
items mxcewding 5X of the REIT's taxable income determirned
without regard to the dividends paid deduction and net capital

gains.

To be deducted in the current taxable year, distributions by
REITS row have tc be declared by December 31 of the current
calendar year and paid befors February 1, rather than declared
before the due date of the return and reported by shareholders in

the following year.

A nondeductible excise tax is imposed which is egual to 4% of the
excess, if any, of the "required distribution”, over the amount

distributed. This replaces the former 3% excise tax on
und:strxbuted income.

In determining the maximum amount of capital gains dividemds that
a REIT can pay for a taxable year, a REIT carmot offset its net
capital gain with any net operating leoss. To the extent the REIT
elects to pay capital gains dividends in excess of its net
income, the REIT can increase the amount of its NOL carryover by

such amount.

An alternative safe harbor rule is provided whereby a REIT can

make ary number of sales during a taxable year as long as the

adjusted basis of the property sold does not exceed 10% of the
adjusted basis of all of the REIT's assets at the begirming of
the REIT's taxable year. The value of improvements a REIT can
make without resulting in a prohibited transaction is 1ncreased

from 20% to 30% of the property’s adjusted basis.



T DATE OF F! PROVISIONS

Provisions are effective with taxable years begimming on and
after Jarnuary 1, 1987,

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on prorations of national estimates prepared by the Joint
Committee on Taxation, the relative fiscal impact under state
conformity would be revenue gains in the $1 million range for
1966—-87, in the $200,000 range for 1387-88, and less than

$100, 000 for 1388-89. These revenue gains would occur under the
PITL. The 198687 sstimate reflects accelerated estimated tax
payments by shareholders which will occur urnder the vew calendar
ywar declaration requiremsent for REIT's. The proration
percentape to California (4.1%) represents the Policy Economics?’
Broup California estimates relative to the nation for those
provisions analyzed. The Peolicy Economics' Group did not
specifically estimate this provision. v

IAax ICY IS

Since California has elected previously to permit REIT status
underr former federal rules, it is consistent tax policy to remain
in confornmity to eliminate taxpayer confusion and administrative
burdens associated with a different set of rules.
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Title VIP: Corporate Taxation; Mortgaged-Backed
Securities

ACTION: REATE MICS REAL. ESTATE MORTGAGE

I STMENT I1ITS)
Act Section 671-674 Conference Report Page 222
Form S40 Lirme No. 13 Form 100 Lire No. 6G—6

CURRENT CALIFORNIA LAW (No Provigion)

No special tax rules are applied to entities that hold a fixed
poocl of mortgages and issue multiple classes of interests in
itself to investors. Consequently, income from mortgaged-—-backed
securities may be subject to more than one level of taxatiom
depending upon whether the intermediary entity is treated as a
rontaxable conduit (partrership), partially taxable entity
{(trust), or fully taxable entity {(corporation).

NEW FEDERAL LAW (Sec. 856, B860A-8606, 1272, 6043, 7701).

The rnew law creates a special tax vehicle for entities which
issue multiple classes of investor intersts backed by a pool of
mortgages. The new vehicle is called the Real Estate Mortgage
Investment Conduit (REMIC), which, as its rname implies, is
generally a conduit entity for tax purposes. There are complex
rules covering qualificatior as a REMIC, and transfers toc and
liquidations of the entity. There are two tiers of owrership
interests in REMICs and each is taxed differently.

The REMIC is intended to be the exclusive vehicle for issuing
multiple-class mortgage-backed securities. Result: If the
qualfiication reguirements are met, any corporate, partnership,
trust, or similar entity is granted pass—through REMIC status.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Provisions are generally effective with taxable years begirming
on or after Jarmwmary 1, 13987. OID rules apply to debt
instruments issued after December 31, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proration of the Joint Committee on Taxation's
national estimates, the relative California impact under
conformity would be revenue losses under the Bank and Corporation
Tax Law in the $900, 000 range for 1987-88 and in the %1.5 million.
range for 1988-83. This revenue loss occurs largely from the
elimination of double taxation of the entity and shareholder. A
proration factor of 4 percent was used which represernts the
general relationship between California's corporate tax
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collections ardd federal corporate tax collections over the past

few years.

TAX POLICY ISSUES

Special tax rules are established under federal law pertaining to
the issuance of multiple class, mortgage—backed securities.

Since these specialized investment activities will have to comply
with rew federal rules, taxpayer confusion ard administrative
burdens will result if California does not conform.
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Title VIQ: Corporate Provisions

ACTION: CHANGES QUAL IFICATION RULES AND IMPOSES AN
EXCISE TAX ON REGULATED INVESTMENT COMPANIES

Act Bection €51-657 Conference Report Page 242

Form 540 Line No. 13 Form 100 Line No. 6—-6

CURRENT CALIFORNIA LAW (Sec. 17145, 23701 (m))

California does not conform to federal law.

In California, corporations, business or other organizations

which are classified as a management company (and a series within

such company) under the Federal Investment Company RAct of 1940,
are tax—exempt for state tax purposes. California does not
require any specified percentage of income to be distributed to
shareholders. Under the same act federal law classifies a
management company or a unit investment trust as a regulated
investment company (RIC) which is subject to federal tax.
However, the tax imposed on RIC is substantially reduced because
the corporation is taxed only on undistributed income.
California also does not conform to federal law which treats a
RIC as a third party recordkeeper nor to excise tax provisions
relating to a RIC.

CURRENT FEDERAL LAW (Sec. B832)

A corporation that gqualifies under the Federal Investment Company
Act of 1940 may elect to be taxed as a regulated investment
company. The corporation is taxed only on undistributed income,
as it may deduct most dividends paid. At least 90 percent of
it’s gross income must be dividends, interest, security loan
payments and gains from the sale or disposition of stock or
securities. Income from dispasition of short-term securities
must be less than 30 percent of gross income. A RIC must
distribute dividends (not including capital pains dividends) at

least equal to the sum of:

o .90 % of investment taxable income, plus

o 890 % of the excess of the RIC's tax-exempt
interest over it?’s disallowed tax—exempt interest
deductions

Regulated Investment Companies (RIC) are permitted to treat
certain dividends paid after the close of a tax year as paid
during the preceding taxable year. Shareholders who receive
these “spillover dividends" include such dividends as income in
the year received. Shareholders report such dividends as a
long—term capital gain regardless of how lang they held the
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stock. A RIC is not required to pay any capital gain tax on the
amount distributed. '

If a RIC, organized as a corporation, has several "series" of
stock, with each series of stock representing an interest in the
income and asgets of particular fund, the RIC generally is
treated as a single corporation. However, under current law it
is unclear whether RIC property is treated as a single
corporation or whether each fund is treated as a separate
corporation when a RIC is organized as a business trust.

In the case of certain summonses served upon “"third party
recordkeepars’” the IRS must notify the taxpayer that a summons
has been issued regarding the taxpayer?s books and records. A
third party recordkeeper can include a bank, barter exchange, a
broker, brokerage house, accountant, attorney, or other third
party recordkeeper, but does riot include RIC’s.

NEW FEDERAL LAW (Sec. 851, 852, 4982)

The act provides that a business development company may qualify
as a RIC.

This act also provides that, in the case of RICs that have so
called series funds, each fund is treated as a separate

corporation.

Additionally, a non—deductible excise tax is imposed, for any
calendar year, on any RIC equal to four percent of the excess of
the required distribution over the distributed amount for such |
calendar year. The required distribution amount has been

increased to:

G 97% af the investment taxable income, plus

lat 90% of the RIC’s capital gain net income for the 1
year period ending on October 31 of such calendar
year.

An additional amount is added to the excise tax if the RIC
underpaid or overpaid their shareholders in the preceding year,

as specified.

This excise tax is to be paid by March 15 of the succeeding
calendar year.

Certain exceptions to the 30 percent passive income rule are
provided relating to RIC’s engaging in hedging transactions.

The act classifies a RIC as an entity upon which a summons may be
issued.
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EFFECTIVE DATE OF FEDERAL PROVISIONS

This excise tax provision applies to calendar years beginning on
and after January 1, 1987. The other provisions are effective
for taxable years ending after October 22, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW
Direct State Budget Iﬁgact from Federal Changes

National estimates prepared by the Joint Committee on Taxation
(JCT) reflect accelerated distributions to shareholders due to
the calendar year requirement which explains the much larger
impact for the first two fiscal years.

Based on a proration of national estimates prepared by the JCT,
the relative fiscal impact would be Personal Income Tax Law

revenue gains in the $20 million range for 1986~-87, $35 million
range for 1987-88 and in the %6 million range for 1988-89. The

proration to California (4.1 percent) reflects the Policy
California estimates relative to the

nation for those provisions amalyzed. The PEG has not

specifically estimated this provision.

Based on a proration of natiomal estimates, revenue gains under

the Bank and Corporation Tax Law would be in the $2.5 million
range for 1986-87, $2 million range for 1987-88, and in the
$500, 000 range for 1988-83. A proratiom factor of 4 percent was
used which represents the general relationship between
California’s corporate tax collections and federal corporate tax

collections over the past few years.

These estimates reflect direct state budget impacts since it is
anticipated they will occur independently of the conformity

issue.
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The rnext page of this report is page 700.
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Title VIIAZS: Mimnimum Tax Provisiorms—Individuals

ACTION: INCREASES THE ALTERNATIVE MINIMUM TAX RATE

FOR_INDIVIDUALS

Act Section 701 ‘ Conference Report Page 250

Form 540 Line No. 73 Form 100 Limne No. N/A

CURRENT CALIFORNIA LAW (Bec. 17062, 17062.1, and 17062.2)

Current law imposes a separate tax on specified items of tax
preference in addition to the regular tax imposed or taxable
income. The tax rate (after exemptions) ranges from 1/2 percent
to 5 1/2 percent of preference income. The maximum rate is
reached at prefererce income of $15,000 {(single), %$15,500 {head
of household), and $30,000 (joint). »

OLD FEDERAL LAW {(Section 595)

Federal law required certain tax preference items to be subject
to an alternative minimum tax. The rate of tax was 20 percent of
the alternative minimum taxable income (after exemptions).

NEW FEDERAL LAW (Sec. 55)

H. R. 3838 increases the tax rate on the alternative minimum tax
from 20 percent to 21 percent.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years beginnirng or or after Jaruary 1,
1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does not conceptually
have a counterpart in state law. California’'s preferernce tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and not used as a separate basis for
calculation of the final income tax liability.

The Joint Committee on Taxation (JCT) has made a single estimate
only for all individual minimum tax provisicns. The JCT has
indicated that, for provisions affecting individuals, the larpest
single item contributing to revenue gains is the passive lass
provision which diminishes rapidly as the phase—in urnder the

" regular tax structure approaches 100 percent.

The substitution of arn AMT structure similar to federal law in
place of the state’s existing preference tax would produce
significant revernue losses under the PITL.
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Projected state preference tax revenues are $442 million for 1987
and $473 million for 1988 under the PITL (assuming that capital
gains will continue to be partially excluded from gross income).
An approximation of AMT revenues that would be collected under
the PITL is %140 milliion for 1987/88 and $80 milliorn for 1588/85.
If the preference tax estimates are subtracted from the AMT
estimates, the results are net revenue losses under the PITL of
$302 million for 1987/88 and $393 millionm for 1388/83. However,
if the capital gains preference item under the PITL is repealed
due to capital gain reform, the net impact from substituting the
AMT for the preference tax structure would be a net revenue pgain
in the %56 million range for 1987-88 and a net reverue loss in
the %10 million range for 1988-89.

These estimates are not precise but serve to indicate the
possible order of magnitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revernue
projections for 1987/88 and 1988/83 under the PITL.

TAX POLICY ISSUES

The new federal law imposes a "flat tax"™ of 21% on alternative
mirnimum taxable income. This rate is equal to 75% of the maximum

regular tax rate (28-1).

Should California revise its tax on preference items to be a flat
tax, rather than graduated?

Should California increase its tax on preferernce items to
correspond more closely to 73% of the maximum regular tax rate?
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Title VIIA3: Mirnimum Tax Provisicorr — Individuals

ACTION: PHASES OUT EXEMPTION AMOUNTS FOR ALTERNATIVE
MINIMUM TAX

Rct Section 701 Conference Report Page 250

Form 540 Line No. 73 Form 100 Line No. N/A

CURRENT CALIFORNIA LAW {(Sections 17062, 17062.1 and 17062.2)

California law is generally similar to federal law, but there are
numerous differences including preference items, exemption
amounts, and tax rates. California imposes a tax orn "tax
preference income” in addition to the tax imposed on taxable
income. The intent is to impose an additional tax on taxpayers
who benefit substantially from various forms of tax—free income
or large deductions under the regular income tax rates. The tax
is computed on tax preference income less the exemptions. The
exemptions are $%$4,000 for a single persony married person filing
a separate return, or joint custody head of household; and %8, 000
for a married couple filing a joint return, surviving spouse, or
head of household. Estates and trusts are allowed arn exemption
of 4,000 apportioned betweer the estate or trust and the
beneficiaries in proportion to the income allocable to each.

OLD FEDERML LAW (Sec. SSteland (f))

Federal law requires certairn tax preferernce items to be subject
toc an alternative minimum tax. The tax due for the taxable year
is the alternative minimum tax or the regular irncome tax,
whichever is greater (adjusted by certain credits). The
alternative minimum taxable income, upor which the alternative
minimum tax is determined, is equal ta the taxpayer’s adjusted
gross income increased by the tax preferernce items arnd reduced by
certain itemized deductions arnd exemption amcunts. The exemption
amounts are %20,000 for a married person filing a separate return
or an estate or trust, %$30,000 for a single person or head of
household, and $40,000 for a married couple filing a joint return

or a surviving spouse.

NEW FEDERAL LAW (Sec. 55(d))

HR 3838 reduces (but rnot below zero) the exemption amounts by : \
twenty five cents for each dollar of minimum taxable income that i
exceeds %75,000 for a married person filing & separate return or
an estate or trust, %112,500 for a single person or head of

househald, and $150 Q00 for a married couple filing a Joint |

.return or a SUY‘VJVITIQ spouse.
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EFFECTIVE DATE OF _FEDERAL PROVISIONS

The phase out of the exemption amounts apply to taxable years
begirnning orn or after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does not corceptually
"have a counterpart in state law. California’s preference tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and not used as a separate basis for
calculation of the fimal income tax liability.

The Joint Committee on Taxation (JCT) bas made a single estimate
only for all individual minimum tax provisions. The JCT has
indicated that, for provisions affecting individuals, the larpest
single item contributing to revenue gains is the passive loss
provision which diminishes rapidly as the phase—in under the
regular tax structure approaches 100 per&ent.

The substitution of an AMT structure similar tco federal law in
place of the state’s existing preference tax wounld produce
significant revenue losses under the PITL.

Projected state preference tax reverues are $442 million for 1387
and $473 million fcr 1988 urder the PITL {(assumirg that capital
gains will continue to be partially excluded from gross income).
Ari approximation of AMT revenues that would be collected under
the PITL is $140 million for 1387/88 and $80 millicn for 1388/89.
If the preference tax estimates are subtracted from the AMT
estimates, the results are rmet revenue losses under the PITL of
$302 million for 13987/86 ard $393 milliaon for 1388/83. However,
if the capital pains preference item under the PITL is repealed
gdue to rcapital gain reformy; the rnet impact from substituting the
AMT for the preferernce tax structure would be a rnet reverue gain
in the %56 milliorn range for 1987—-886 and a net reverue loss in

the $10 million range for 1388-85.

These estimates are not precise but serve to irdicate the
possible order of magritude of revernue effects. THe AMT state
estimates were developed by applyirng the same relative impact of
federal AMT reverues, estimated by the JCT, compared toc total
federal budget receipts after H.R. 3838 to total state revenue
progections for 1987/88 and 1988783 under the PITL.

T8X_ POLICY ISSUES

The federal exemptiom amourts ($20, 000—40,000) are significantly
higher than the state exemptions ($4,000-8,000). Consequent ly; -
the need for a phase—out of exemptiorn amounts is rnot as great as

urnder federal 1aw.
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Title VIIA4a:s Minimum Tax Provisions — Irmndividuals

ACTION: REPEALS, AS A _TAX PREFERENCE ITEM, THE
DIVIDEND INCOME EXCLUSION

Act Section 701 Conference Report Page 251

Form 540 Line No. 73 Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sec. 17063)

Because California has not conformed to the federal dividend
income exclusion (under the regular income tax provisions for
individuals), this exclusion is not a tax preference item for

state purposes.

OLD FEDERAL LAW (Sec. S57)

Federal law required certain tax preference items to be included

in the computation of the alternative minimum tax for
individuals. One of these items was amount of dividends excluded

from gross income (up to %100 per individual, %200 for joint
returns). ‘

NEW FEDERAL LAW (Sec. 57)

H. R. 3838 repeals the dividend income exclusion for regular tax
purposes and, accordingly, this exclusion is rno longer a tax

preference item.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years begirming orn or after January 1,
1987.

REVENUE IMPACT OF CONFORMITY TD FEDERAL LAW

Since California does not have a dividend income exclusion for
individuals, the issue of repeal is inapplicable.
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- Title VIIA4b: Minimum Tax Provisions — Irndividuals

ACTION: REDUCES THE AMOUNT OF ACCELERATED

DEPRECIATION: ON REAL_ PROPERTY TO BE INCLUDED
AS A _TAX PREFERENCE ITEM

Act Section 701 Conference Report Page 251

Form 540 Lire No. 73 Form 100 Line No. N/R

CURRENT CALIFORNIA LAW (Sec. 17063)

California law conforms in principle to federal law in including
as a tax preference income item depreciation in excess of the
straigpht-line amount or real property. The amount of this
excess, however, may be different from federal where there are
differences in depreciation allowable for regular income tax

purposes.

AN
\
N

NEW FEDERAL LAW (Sec. 56) \

H. R. 3838 changes the amount of accelerated deprec1at10n to be
included as a tax preference income item to the excess of regular
tax depreciation over the new alternative depreciation provisions
provided for in the Act. For real property other than (1)
Section 1250 property and (2) property with respect to which the
taxpayer elects or is required to use a straight-line method for
regular tax purposes, the 150 percent declining balance method
(switching to straight-line in the year necessary to maxinize the
allowance) over the alternative depreciation life of the asset is
used. For Section 1250 property, it is the excess of regular tax
depreciation over straight—line depreciatior. : :

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years begirming on or after January 1, 1987

for real property placed i¥ seérvice on or after that date.
Exceptions are provided for certain property cornstructed
reconstructed, or acqulred pursuant to a written contract that
was binding as of March 1, 1986, and placed in service by a

specified date.
REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does not corceptually
have a counterpart in state law. California’s preference tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and rnot used as a separate basis for
calculation of the final income tax liability.

The Joint Committee on Taxation (JCT) has made a single estimate

" only for all individual minimum tax provisions. The JCT has
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indicated that, for provisions affecting individuals, the largest
single item contributing to revenue gains is the passive loss
provision which diminishes rapidly as the phase-irn under the
regular tax structure approaches 100 percent.

The substitution of an AMT structure similar to federal law in
place of the state’s existing preference tax would produce
significant revenue losses under the PITL.

Projected state preference tax revernues are $442 million for 1987
and $473 million for 1988 under the PITL (assuming that capital
gains will continue to be partially excluded from gross income).
An approximation of AMT revenues that would be collected under
the PITL is $140 million for 1987/88 and 480 million for 1988/89.
If the preference tax estimates are subtracted from the AMT
estimates, the results are net revenue losses under the PITL of
$302 million for 1987/88 and %393 million for 1988/83. However,
if the capital gains preference item under the PITL is repealed
due to capital gain reform, the net impact from substituting the
AMT for the prefernce tax structure would be a rmet reverue gain
in the %56 million range for 1987-88 and a net revernue loss in

the $10 million range for 1988-85.

These estimates are not precise but serve to indicate the
possible order of magnitude of revernue effects. The AMT state
estimates were developed by applyirng the same relative impact of
federal AMT revenues, estimated by the JCT, compared to taﬁbl
federal budget receipts after H.R. 3838 to total state revenue
projections for 1987/88 and 1388/33 under the PITL.




Title VIIA4c: Minimum Tax Provisiomns =~ Individuals

ACTION: CHANGES THE AMOUNT OF ACCELERATED
DEPRECIATION ON PERSONAL PROPERTY TO BE

INCLUDED AS A TAX PREFERENCE INCOME ITEM

Act Bection 701 Conference Report Page 252

Form 540 Line No. 73 . Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sec. 17063)

. California law conforms in principle to federal law, including as
a tax preference item depreciation in excess of the straight-line
amount on leased personal property. The amount of this excess,
however, may be different from federal where there are
differences in deprec1at10n allowable for regular income tax

purposes.

NEW FEDERAL LAW (Secs. 56 and S57)

Whern computing alterrnative minimum taxable'ihcome, depreciation
of personal property (other than transition property and property
depreciated under the straight—line methcod for regular tax
purposes) is computed using the 150 percent declinirng method
(switching to straight-line in the year recessary to maximize the
allowance) over an asset's ADR mid-pcint life.

When property acguired after 1386 (other thar tranmsition
property) is disposed of, gain or loss for minimum tax purposes
will be computed by reference to basis as adjusted for
depreciation allowed under the minimum tax.

For property placed in service before 1387, or urder the
transition rules of the Act, accelerated depreciation is a
preference item only to the extent provided under prior law.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to personal property first placed in service on or
after January 1, 1987. For property placed in service before
1987, or under the transition rules of the Act, accelerated

depreciation is a preference item only to the extent provided

under prior law.

Transition Property

Transition property generally is property which was (a) subject
to a binding contract or under constructiorn before 1986 in the
case of property qualifying for the investment tax credit, and
before March 1986 in the case of recovery property, and (b) which
is placed in service before specified deadlines depending on the
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ADR midpoint, and whether it is ITC property or recovery
property.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does not conceptually
have a counterpart in state law. California’s preference tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and not used as a separate basis for
calculation of the final income tax liability.

The Joint Committee on Taxation (JCT) has made a single estimate
only for all individual mimimum tax provisions. The JCT has
indicated that, for provisions affecting irndividuals, the largest
single item contributing to revenue gains is the passive loss
provision which diminishes rapidly as the phase—in under the
regular tax structure approaches 100 percent.

The substitution of an AMT struéture similar to federal law in
place of the state’s existing preference tax would produce
significant revenue losses under the PITL.

Projected state preference tax revernues are $442 million for 1987

and $473 million for 1988 under the PITL (assuming that capital

gains will conmtinue to be partially excluded from gross income).

Ar approximatiorn of AMT reverues that would be collected under
o the PITL is $140 million for 1387/88 and $80 milliorn for 1588/89.
If the preferernce tax estimates are subtracted from the AMT
estimates, the results are net reverue losses under the PITL of
$302 million for 1987/88 and $393 millicn for 1388/85. Howvever,
if the capital gains preference item under the PITL is repealed
due to capital gain reform, the rnet impact from substituting the
AMT for the preference tax structure would be a rnet revenue gairn
in the #56 million rarnge for 1987-88 and a ret revernue loss in
the $10 million range for 1588-835.

‘\\/

These estimates are not precise but serve to indicate the
possible order of magritude of reverue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT reverues, estimated by the JCT, compared to total
federal budpet receipts after H.R. 3838 to total state revenue
projections for 1987/88 and 1388/8S5 under the PITL.

e

M
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Title VIIA4d: Mivmimum Tax Provisiorns — Individuals

ACTION: INCREASES THE AMOUNT OF INTANGIBLE DRILL ING
COSTES INCLUDED AS A TAX PREFERENCE ITEM

Act Section 701 Conference Report Page 253-

Form 540 Lirne No. 73 Form 100 Lime No. N/A

CURRENT CALIFORNIA LAW {Section 17063)

Under California law, the excess of 1ntangnble drlllxng and
development costs (other than costs incurred in drilling a
rnonproductive well) over the amcurnt that would have been
allowable if these costs had been amortized over 1820 months
begirmnivng with the mornth production fram the well begins, or cost
depletiorn, is a tax preference item. This Gomputatice is applled
separately with respect to «il and gas properties, arnd properties
which are geothermal deposits.

OLD FEDERAL LAW (Secticrm S57)

Under cld federal law, the anmourt of the excess of intangible
drzlllng ard development costs (as described above) whlch
exceeded 100 percent of net 011 and gas iwvicome was a tax
preferewce item.

NEW FEDERAL LAW {Section 57)
The Act ircreases the amount of iritarigible dPLI]ihQ &ird

development costs included by 1ﬁC1Ud1ﬁD the CU=t5 in excess of &5
percernt of the net cil and pas ircome as a tax prefewewce item.

EFFECTIVE DATE OF FEDERAL. FPROVISIUONE

Applicable tao taxable year=’began1hg Y o after meuary 1,
1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does rot cornceptually
have a counterpart in state law. California’s preferernce tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and not used as a separate basis for
calculation of the firmal irncome tax liability.

The Joint Committee on Taxatiorn (JCT) has made a single estimate
orly for all individusl mirnimum tax provisioris. The JCT has
indicated that, for provisions affecting individuals, the largest
sirigle item covtributing to revenue gaivs is the passive loss
provision which diminishes rapidly as the phase—iyx urnder the
regular tax structure approaches 100 percent.
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The substitution of an AMT structure similar to federal law in
place of the state’s existing preference tax would produce
significant revenue losses under the PITL.

Projected state preference tax revenues are $442 million for 1387
and $473 million for 13988 under the PITL (assuming that capital
gains will continue to be partially excluded from gross income).
An approximation of AMT revenues that would be collected under
the PITL is $140 million for 1987/88 and $80 million for 1988/89.
If the preference tax estimates are subtracted from the AMT
estimates, the results are net revenue losses under the PITL of
$302 million for 1987/88 and $393 million for 1988/85. However,
if the capital pains preference item under the PITL is repealed
due to capital gain reform, the net impact from substituting the
AMT for the preference tax structure would be a net revenue gain
in the $56 million range for 1987-88 and a rnet revenue loss in

the $10 million range for 1988-89S.

These estimates are not precise but serve to indicate the
possible order of magnitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT reverues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
projections for 1987/88 and 1988/89 under the PITL.



Titlie VIiIA43: Mirnimum Tax Provisions — Individuals

ARCTION:S REPEQLS THE NET CAPITAL GAIN DEDUCTION A8 A
: TAX PREFERENCE ITEM '

Act Section 701 Conference Report Page 255

Form 5S40 Liné No. 73 Form 100 Line No. N\AR

CURRENT CALIFORNIA LAW (Sections 17063, 17063.1. 17063.%4. and
17063. 11)

tUnder California law, the tax preference item is the difference
between (1) the taxpayer's total net capital pgains and losses
determined without regard to any capital loss carryover,
{exclusive of gaims from sale of privcipal residence, certain
residential rental property, and small busirness stock), and {(2)
the taxpayer’'s net capital gains arnd losses included in taxable

income..

NEW FEDERAL L AW (Sections S5 _and 57)

The RAct repeals the 60 percent net capital gain deduction (excess
of net long—térm capital gains over net short—term capital
losses) as a tax preference item, to conform to the repeal of the
net capital pain deduction for regular tax purposes. Capital
gains will be taxed as ordinary income at a rate rnot to exceed 28
percent (33 percent during phase out of 15 percent tax rate arnd

personal exemptions).

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years begirming on or after Jarnuary 1,
1987.

REVENUE IMPACT OF CONFORMITY TD FEDERAL LAW

The Federal alternative minimum tax (AMT) does not conceptually
have a counterpart in state law. California’'s preference tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and not used as a separate basis for
calculation of the firnal irncome tax liability.

The Joirnmt Committee on Taxation (JCT) bas made a single estimate
only for all individual minimum tax provisions. The JCT has
indicated that, for provisions affecting individuals, the largest
single item contributing to revenue gains is the passive loss
provision which diminishes rapidly as the phase—in under the
regular tax structure approaches 100 percernt.
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The substitution of an AMT structure similar to federal law in
place of the state’s existing preference tax would produce
significant revernue losses under the PITL.

Projected state preference tax revenues are $442 million for 1387
and $473 million for 1988 under the PITL (assuming that capital
gains will continue to be partially excluded from gross income).
An approximation of AMT revernues that would be collected under
the PITL is $140 million for 1987/88 and %80 million for 1988/85.
If the preference tax estimates are subtracted from the AMT
estimates, the results are net revernue losses under the PITL of
$302 million for 1987/88 and $393 million for 1988/89. However,
if the capital gains preference item under the PITL is repealed
due to capital gain reform, the net impact from substituting the
AMT for the preference tax structure would be a net revenue gain
in the $56 million range for 1987-88 and a net revenue loss in
the $10 million range for 1988-89.

These estimates are not precise but serve to indicate the
possible order of magnitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
projections for 1987/88 and 1588/89 under the PITL.
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Title VIiIA4l: Minimum Tax Provisions — Individuals

ACTION: INCLUDES INTEREST ON TAX-EXEMPT BRONDS A5 A g
TAX PREFERENCE ITEM ‘ :

Act Section 701 _ Conference Report Page 255

Form 5S40 Livie No. 73 Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sections 17063, 17133 and 17143)

California imposes a tax on "tax preference income” in addition
to the tax imposed on regular taxable income. The intent is to
impose an additiomal tax on taxpayers who benefit substantially
from various forms of tax—free income or large deductionms under
the regular income tax provisions. Interest income is not a tax
preference item as it is includible in regular taxable income to
the extent it is not barred under the Constitution or laws of the

United States or by the Califorwmia constitution.

California has not adopted the provisiorns of IRC Sections 103 and
103A that exempt interest on certainn state ard local government
‘obligations. Interest on such bonds issued by other states is
already subject to California tax, while irnterest on bonds issued
cin California is exempt from tax under other provisions of the

1aw.

NEW FEDERAL. LAW {(New Section 57, Sectior 103 amended, Section f
103A repealed, Sections 141-150 added) '

~ The fAct reorpganized, as well as amended, the rules governing tax
exemption for interest o poverrnmernt bonds. It amended Sectian
103, repealed Sectionn 103R, and added wew Sections 141-150.

Section 103 comtinues to recogrnize the principle that whern bond
proceeds are used exclusively for traditiomal goverrmental
purposes the interest earmed orn the bonds is excludable from
gross income. Bond interest, however, 1s taxable whern it is
derived from (a) state or local bonds that have rot beern issued .
in registered form, {b) arbitrage bonds, or {(c) private activity
bonds that are not exempt as gualified bonds.

The new Sections 141—-150 organize varicus bomd—-related topics,
and impose a number of rnew limitations.

As a general rule, the interest earned on "private activity
bonds” is rot tax—exempt umless 395 percent o more of the net
bond proceeds are related toe the goverrnmental use fimanced by the
issue ard the issuarnce of the bornds falls urnder a codified
exception. New Section 150<(a) {3) defines "rnet proceeds” as the
proceeds of an issue reduced by amournts in a reascorably required

~

[
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reserve or replacement fund. The term does not include the cost
of issuance.

Alternative tests: An obligation is a private activity bond if:

{1) 10 percent or more of the bond proceeds are used for
private business purposes and 10 percent or more of the
debt service is derived from private use or is secured
by payments or property used in a trade or business

(Sec. 141 (b) (1))

{(2) more than five percent of the bond proceeds are both
{a) used for private business purposes and (b)) either
derived from the private use or secured by the
privately—used property or payments related to the use
of that property (Sec. 141(b){(2));

{3) an amount exceeding the lesser of five percent or $5
million of the bond proceeds is used to finarce loans

to private persons (Sec. 141{(c)).

"Private business use” means any direct or indirect use in a
trade or business carried orn by an individual or entity other
than a goverrmental unit. Business use as a member of the
general public is not taken into account for this purpose (Sec.

141 (b)) (6)).

In addition, a bond issue will not be tax exempt unless it meets
three criteria:

{1) The amcunt of the issue must fall within the state
volume cap {(Sec. 146)3

{2 The issue must satisfy each of the requirements-in
Section 1473 and :

{3) The issue must be either {a) an exempt facility bond,
(b) a gualified mcrtgage bomd, (c) & gualified
veterans' mortpgage bond, {(d) a qualified small issue
bond; (&) a qualified student loarn bond, (f) a
gualified redevelopment bond, or {(g) a gualified
Section 501 (c) (3) bond. {Sec. 141<¢d)).

The Act also adds, as a new tax preference item, interest that is
exempt for regular tax purposes on qualified private activity
bornds issued after August 7, 1966. (Sec 1571(a){(5)) Bonds issued
before September 1, 13986 are treated as issued before August 8,
1986, if they meet the pre-1987 definition of governmental bond.
(as modified by an expanding security test), unless these bonds
would be private activity bonds as defimed irn Section 141,
modified as follows: 25 percent, rather tharn 10 percent, of the
proceeds must be used for private business or as private security
or payment; the five percert test ivn cases of urrelated private
business use and the ocutput facilities test is disregarded; and
the private loan fimnamcinmg test is computed withcout regard to the
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%5 million limitation in Section 141 (c) (1) (B). {Sec.
57<(a) {(3) () {iv))

Where interest is included as a tax preference, but is excludable
for regular tax purposes, Sectiorn 265 denying deductions for

expenses and interest relating to tax—exempt income does not
apply to the interest exclusion for minimum tax purposes. (Sec.

57 (a) (5) (A))

Interest on current or advance refurndings of bonds issued before
August 8, 1986 (or September i, 1986) is not a tax preference
item. In the case of a series of current refunding, the original
borid must have been issued before that date. Interest on
qualified Section S01{c)(3) bonds is alsc excepted. (Sec.

57(a)(5)(c)(11) amd (iii))

A Yqualified 501{(c) (3) bond Yis any pr1vate activity bond issued
by a non-profit religious,; charitable, scientific, or
educational, organization {(including certain bhospital service
organizations and certain amateur athletic arganizations) that is
an exempt organization under Internal Revenue Service Section

501 ({c)(3), if all property to be provided by the net proceeds of
the issue is to be owned by the exempt organizatiorn or a
governmental unit, and the bond wcould mot be a private activity
bond if (1) these exempt organizations were treated as.
govermmental units with respect to their activities which are not
unrelated trades or busirnesses, and (Z) 'S percent’ is
substituted for '10 percent’ in the tests for private activity

bonds described above.

A $150 millior limitation alsc applies orn these bornds (other than
a gqualified hospital bond).

EFFECTIVE DATE OF FEDERAL PROVISIONG

Applicable to taxable years begivming ar or after January 1,
1987. '

REVENUE IMPACT OF CCINFGRMiTY TO FEDER"{:*L =

The Federal alternatlve m1n1mum tax (QMT) does ﬂot conceptually
have a counterpart in state law._ Callfornla's preference tax is
a separate tax on certain tax allowarnces that is added to the
regular tax liability and not used as a separate basis for
calculation of the fxnal income tax, 11ab111ty.‘

x

The Jo1nt Comm1ttee on Taxatlon (JCT) has. made a s1ngle Est1mate
only for all 1nd1v1dual miviimum tax prov151ons. - The JCT has
1nd1cated that,. for prav151ons affectlng 1nd1v1duals, the dargest

single 1tem contr:but1ng to revenue gains is the pass:ve loss
provision which d1m1n15hes rapzdly as. the_ phase—in, under the
regular tax structure approaches 100 percent.; o ;
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The substitution of an AMT structure similar to federal law in
place of the state’s existing preferernce tax would produce
significant revenue losses under the PITL.

Projected state preference tax revenues are $442 million for 1987
ard $473 million for 1988 under the PITL (assuming that capital
gains will continue to be partially excluded from gross income).
Arn approximation of AMT revernues that would be collected under
the PITL is %140 million for 1987/88 and $80 million for 1988/89.
If the preference tax estimates are subtracted from the AMT

est imates, the results are net revernue losses under the PITL of
$302 million for 1987/88 and %393 million for 1988/89. However,
if the capital gains preference item under the PITL is repealed
due to capital gain reform, the net impact from substituting the
AMT for the prefererce tax structure would be a net revenue gain
in the %56 million range for 1987-88 and a net revenue loss in

the $10 million range for 1988-89.

These estimates are not precise but serve to indicate the _
possible order of magnitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
projections for 1987/88 and 1988/89 under the PITL.
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Titie VIIA4n: Mirviimum Tax Provisions — Irmdividuals

ACTION: REGQUIRES THE USE OF THE _PERCENTAGE OF
COMPBLETION METHOD OF ACCOUNTING WITH RESPEECT

TJTO LONG—TERM CONTRACTS

Act Section 701 Conference Report Page 256

Form 540 Lirne No. 73 " Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Settion 17063)

Calzfornza law is generally similar to federal law, but there are
numerous differences including preference 1tems, exemption
amounts, and tax rates. Califormia imposes a tax on "tax
preference income” in additionm to the tax imposed on taxable
income. The intent is to impose an additional tax on taxpayers
wha benef1t substaﬁtlally friom various forms of tax—free income
or large ‘deductions under the regular income tax rates. The tax
is computed on the total of tax preference items in excess of a

base allowance exemption.

Current law does not include arny part of income from lomg—term
contracts as a tax preference item.

NEW FEDERAL LAW (Sections S5 _and S6)

Federal law imposes arn alternative mimimum tax. The tax due for

the staxable year is the alternative minimum tax or the regular
income tax, whichever is pgreater (adjusted by certain credits).

Alternative minimum tax is the taxpayers taxable income,
determirned with specified adjustmernts, and ircreased by the

amount of items of tax preference.

The Act requires, as one of the adjustments to regular taxable
income, that the percentage of completion method of accounting
must be used with respect to lonmg—term cortracts.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years beginning on or after Jarnuary 1,
1987, for long—term contracts entered into orn or after March i,

1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does wot conceptually
have a counterpart in state law. California's preference tax is
a separate tax on certain tax allowarnces that 1s added to the
regular tax liability and rnot used as a separate basis for

" calculation of the firnal income tax liability.
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The Joint Committee on Taxation (JCT) has made a single estimate
only for all individual minimum tax provisions. The JCT has
indicated that, for provisions affecting individuals, the largest
single item contributing to revenue pains is the passive loss
provision which diminishes rapidly as the phase—-in under the
regular tax structure approaches 100 percent.

The substitution of an AMT structure similar to federal law in
place of the state's existing preference tax would produce
significant revenue losses under the PITL.

Projected state preference tax revenues are $442 million for 1987
and $473 million for 1988 under the PITL (assuming that capital
gains will continue to be partially excluded from gross income).
An approximation of AMT revenues that would be collected under
the PITL is $140 million for 1987/88 and %80 million for 1988/89.
If the preference tax estimates are subtracted from the AMT
estimates, the results are net revernue losses under the PITL of
$302 million for 1987/88 and %393 million for 1988/839. However,
if the capital gains preference item under the PITL is repealed
due to capital gain reform, the net impact from substituting the
AMT for the preference tax structure would be a net revenue gain
in the $56 million range for 1987-88 and a net revenue loss in

the $10 million ranpge for 1988-83.

These estimates are not precise but serve to indicate the
possible order of magnitude of revenue effects. The AMT state
pestimates were developed by applying the same relative impact of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
praojections for 1987/88 and 1988/89 under the PITL.




Title VIIiIAg0o: Minimum Tax Provisions — Individuals

ACTION: INCLUDES AS A TAX PREFERENCE ITEM THE FuLL
GAIN REALIZED ON INSTALLMENT SALES OF DEALER
‘PROPERTY IN _THE YEQR:GF DISPOSITION

fAct Section 701 Conference Report Page 257

 Form 540 Line No. 73 Form 100 Line No. N/A

CURRENT CALIFORNIA LQW‘(SEE..17063)

Califormnia law is generally similar to federal law, but there are
numercus differences including preference items, exemption
amounts, and tax rates. California imposes a tax on "tax
preference income” in additiom to the tax imposed on taxable
income. The intent is to impose an additiemal tax o taxpayers
who benefit substantially from various forms of tax-free income
or large deductions under the regular income tax rates. The tax
is computed on the total of tax preference items in excess of a

base allowance exemption.

Current law does not include any part of dealer installment sales
as a tax preference item.

NEW FEDERAL LAW (Section 56&)

Federal law imposes an alternative minimum tax. The tax due for
the taxable year is the alternative minimum tax or the regular
income tax, which ever is greater {(adjusted by certain credits).
Alternative minimum tax is the taxpayer’'s taxable income,
determined with specified adjustments, and increased by the
amount of items of tax prefererce.

The Act requires, as one of the adjustments toc regular taxable
income, that the full gain realized in the year of disposition on
dealer sales (stock in trade of the taxpayer or other property of
a kind which would properly be included in inventory if on hand
at the close of the taxable year, or property held primarily for
sale to customers in the ordinary course of a trade or business),
and sales of trade or business or rental property made after
March 1, 1986, where the purchase price exceeds $130,000, be
included in the alternative minimum taxable income.

Excepted from this provision are installment sales of
manufacturers to dealers if (1) the dealer is obligated to pay on
the obligation only when the dealer resells or rents the
property, or {(2) the manufacturer has the right to repurchase the
property at a fixed or ascertainable price wo later than the
nine-month period begirming with the date of the sale. In
addition, the aggregate face amount of the cobligations that
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otherwise qualify for the exception must be equal to 50 percent
of the total sales to dealers giving rise to the installment
receivables in both the current tax year and the preceding year
(e.g., the 30 percent test). A seller will be treated as failing
to meet the 50 percent test only if it fails to meet the test for
two consecutive tax years. This exception applies only if the

- taxpayer meets these requirements for its first tax year

beginming after October 22, 1986. Also, exempted from this
provision are installment sales of personal use property, farm
property and timeshare and residential lots if the taxpayer
elected to exclude the disposition from the installment sale

proportionate disallowance rule.
EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years beginning on or after January 1,
1987.

REVENUE IMPACT OF CONFORMITY TD FEDERAL LAW

The Federal alternative minimum tax (AMT) does not conceptually
have a counterpart in state law. California’s preference tax is
a separate tax on certain tax allowances that is added to the
regular tax ligbility and rnot used as a separate basis for
calculation of the final ivicome tax liability.

The Joirnt Committes on Taxatiorm (JCT) has made a single estimate
cnly for all individual minimum tax provisions. The JCT has
indicated that, for provisiorns affecting individuals, the larpgest
single item contributirg to revere gains is the passive loss
provision which dimirnishes rapidly as the phase—in under the
regular tax structure approcaches 100 percent.

The substitution of an AMT structure similar to federal law in
place of the state's existing prefererice tax would praoduce
significarnt revernue losses under the PITL.

Projected state preference tax revenues are $442 million for 1987
arnd $473 millicrn for 1988 under the PITL (assuming that capital
gairns will continue to be partially excluded from pgross income).
Ary approximation of AMT revenues that would be collected under
the PITL is %140 million for 1387/88 and %80 million for 1988/85.
If the preference tax estimates are subtracted from the AMT
estimates, the results are net revenue losses under the PITL of
$302 million for 1987/88 and $333 million for 1988/8S. However,
if the capital gains preference item under the PITL is repealed
due to capital gain reform, the net impact from substituting the
AMT for the preferermce tax striucture would be a met revenue gain
irn the $56 million rarnge for 1387-88 and a ret revenue loss in

the $10 million ranpge for 1988-85.

These estimates are not precise but serve to indicate the
possible order of mapnitude of reveriue effects. The AMT state
estimates were developed by applyirng the same relative impact of
federal AMT reverues, estimated by the JCT, compared to total

o
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federal budget receipts after H.R. 3838 to total state revenue
praojections for 1987/88 and 1988/89 under the PITL.
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Title VI1lAR4p: Mimimum Tax Provisions

ACTION: ADDS NET 1.0SS FROM A PASSIVE ACTIVITY (OTHER
THAN FARMING) AS A TAX PREFERENCE INCOME ITEM.

Act Seétion 701 Conference Report Page 257

Form 5S40 Line No. 73 Form 100 Line No. 54

CURRENT CALIFORNIA LAW {(Sec. 17063 and 23401)

California law is generally similar to federal law, but there are
numerous differences including preference items, exemption
amounts, and tax rates. California imposes a tax on "tax
preference income” in addition to the tax imposed on taxable
imcome. The intent is to impose arn additional tax on taxpayers
who benefit substantially from various forms of tax—free income
or large deductions urder the repgular income tax rates. The tax
is computed on the total of tax preference items in excess of a

base allowarnce exemptior.

Current law does mot irclude losses from passive activities
{activities ir which the taxpayer did not materially participate
irs management or provide substarntial personal services) as a tax

preference income item.

OLD FEDERAL LAW \Sec. 58{b) and {c))

Federal law requires certairn tax prefererce items to be subject
to an altermative minimum tax. The tax due for the taxable year
is the alterrnative mirnimum tax or the regular income tax
whichever is greater {(adjusted by certain credits). Losses from
passive activities are not a tax prefererice item.

NEW FEDERAL LAW (Sec. S8{b) and (c) and Sec. 469(i)})

HR 3838 disallows, as a specified adjustment, (1) arny net loss
included in the taxpayer's taxable income attributable to trade
or business activities in which the taxpayer did not materially
participate in management or provide substantial personal
services {(passive activity), (2) and all losses from rental
activities, except losses of up to %25, 000 from real estate
rentals in which the taxpayer is an active participant. The
$25, 000 exclusion is phased out between $100,000 and $150,000 of

preferernce iricome.

The amount of the disallowed loss is reduced by the amount (if
any) by which the taxpayer is imsclvent (excess of liabilities
over fair market valve of assets) as of the close of the taxable

year.




This provision does not apply to certain working interests in coil
and gas properties.

EFFECTIVE DATE OF FEDERAL PROVISIONS
Taxable yeaﬁs begirming on or after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does not conceptually
have a counterpart in state law. California’s preference tax is
a separate tax on certairn tax allowances that is added to the
regular tax liability and not used as a separate basis for
calculation of the final income tax liability.

The Joint Committee on Taxation (JCT) has made a single estimate
only for all individual minimum tax provisions and a single
estimate only for all corporate minimum tax provisions. The JCT
has indicated that, for provisions affecting individuals, the
largest single 1tem contributing to revermue gains is the passive
loss provision which diminishes rapidly as the phase—-in under the
regular tax structure approaches 100 percent. For the corporate
minimum tax estimate, the largest single item contributing to
revenue gains is the inclusiorn of a portion of book income as

taxable income.

The substitutiorn of anm AMT structure similar to federal law in
place of the state’s existirng preference tax would produce
significarnt reverue losses under the PITL and significant revenue

gains under the BE&CTL.

Progjgected state preferernce tax revenues are $442 million for 1987
and $473 milliorn for 1988 under the PITL (assuming that capital
gairs will contirue to be partially excluded from gross income).
Arn approximation of AMT revenues that would be collected under
the PITL is $140 million for 1987/88 arnd 480 million for 1988/89.
If the preferernce tax estimates are subtracted from the AMT
estimates, the results are ret reveviue losses under the PITL of
$302 million for 1987/88 and %3393 million for 13988/85.

Projected state preference tax revenues are %7 million under the
BECTL for 1987 arnd 1988. fAn approximation of AMT revenues that
would be collected urder the BE&CTL are $240 million for 1987/88
and $230 million for 1988/89. If the preference tax estimates
are subtracted from the AMT estimates, the results are net
revenue gains undew the B&CTL of $233 million for 1987/88 and
$223 million for 198&8/89. However, if the capital gains
preference item under the PITL is repealed due to capital gain
reform, the net impact from substituting the AMT for the
preference tax structure would be a net revenue gain in the %56
millior rarnge for 1987-88 and a net revenue 1055 in the %10

millicr rangée for 1388-85.

These estimates are not precise but serve to indicate the
possible ordeyr of magrnitude of revenue effects. The AMT state
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estimates were developed by applyirng the same relative impact of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
projections for 1987/88 arnd 1888/89 under the PITL and B&CTL.



Title VIIR4qg: Miviimum Tax Proavisions — Individuals

ACTION: ndbDS NET LOSS FROM PASSIVE FARMING ACTIVITIES
AS A TAX PREFERENCE INCOME ITEM

Act Section 701 Conferernce Report Page 258

Form 540 Line No. 73 Form 100 Lirne No. N/R

CURRENT_CALIFORNIA LAW (Sec. 17063)

Califormia law is gernerally similar to federal law, but there are

rnumerous differences including preference items, exemption
amounts, arnd tax rates. California imposes a tax on "tax
preference income” in addition to the tax imposed on taxable
income. The intent is to impose arn additiomal tax on taxpayers
who bernefit substantially from various forms of tax—free income
or large deductions under the regulsr irncome tax rates. The tax i
is computed orn the total of tax prefererce items in excess of a

base allowance exempticon.

Urnder Califorrnia law {(but not federal) rmet farm loss {(other than

from certain acguacultural activities) in excess of $30, 000

- {HBE5, 000 in the case of a married taxpayer Tilirng a separate

return) which is deducted from non—farm income is treated as a
tax prefererce item, unless twoe—thirds or more of the taxpayer's
grass income from all sources for three taxable years cut of the
immediately preceding five years is from farming.

g

OLD FEDERAL LAW (Sec. 58(a) and {cl)

Federal law requires certain tax preference items to be subject
to arm altermative minimuam tax. The tax due for the taxable year
is the altermative minimum tax or the rvepular incame tax,
whichever is greater (adjusted by certain credits).

NEW FEDERAL LAW (Sec. 58>

The Act disallows any loss from any tax shelter farm activityl.
The disallowed loss may be carried forward, but may cnly be
offset as a deductior agaimst irncome allocable to the same
activity in succeeding taxable years. This praovisiorn applies to

1"Tax shelter farm activity” means any “farming syndicate”
(as defirned irn Section 464 of the Interrnal Reverwue Ccadel) ard arny
cther activity consistinmg of farming in which the taxpayer does i
rnot materially participate (year—raund involvement on & regular

and substartial basis).
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taxpayers other than corporationss however, personal service
corporation will (within the meaning of 8 469(g) (i) (c)) also be

subject to this provision.

For purposes of computing the minimum tax, the amount of any tax
shelter loss from farm activity is reduced by the amount (if any)
by which the taxpayer is insclvent (excess of liabilities over

fair market value of assets) as of the close of the taxable year.

If the taxpayer disposes of his/her entire interest in any tax

shelter farm activity during any taxable year, the amount of loss
attributable to that activity (determined after carryovers of the
disallowed loss) is allowed for the taxable year in computing the
alternative minimum taxable income and not treated as a loss from

a tax shelter farm activity.
EFFECTIVE DATE OF FEDERAL PROVISIONS
Taxable years begimning on or after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does mnot conceptually
have a counterpart in state law. California’s preference tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and rnot used as a separate basis for
calculation of the final income tax liability.

The Joint Committee on Taxation (JCT) has made a sinpgle estimate
only for all individual minimum tax provisions. The JCT has
indicated that, for provisiorns affecting individuals, the largest
sirgle item contributing to revenue gains is the passive loss
provision which diminishes rapidly as the phase—in under the
regular tax structure approaches 100 percent.

The substitution of arn AMT structure similar to federal law in
place of the state’s existing preference tax would produce
significant revenue losses under the PITL. '

Projected state preference tax revenues are $442 million for 1987
arnd $473 million for 1988 under the PITL (assuming that capital
gains will continue to be partially excluded from gross income).
An approximation of AMT revenues that would be collected under
the PITL is $140 million for 1987/88 and $80 million for 1988/8S5.
If the preference tax estimates are subtracted from the AMT
estimates, the results are net revenue losses under the PITL of
$302 million for 1987/88 and $393 million for 1988/835. However,
if the capital gains preference item under the PITL is repealed
due to capital gain reform, the net impact from substituting the
AMT for the preference tax structure would be a net revenue gain
in the $56 million range for 1987-88 and a rnet revenue loss inm
the %10 million range for 1388-83.

These estimates are not precise but serve to indicate the
possible order of magnitude of reverwue effects. The AMT state

- 728 -



estimates were developed by applying the same relative impact of
federal AMT reverwues, estimated by the JCT, compared to teotal
federal budget receipts after H.R. 3838 tc total state revenrnue
projections for 1987/88 and 1988/8% under the PITL.
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‘that has appreciated in value.

Title VIIA4v: Miviimum Tax Provisioms — Individuals

ACTION: INCLUDES AS A TAX PREFERENCE ITEM THE UNTAXED
ARPRECIATION IN CHARITABLE CONTRIBUTIONS
APPRECIATED PROPERTY

Act Section 701 Conference Report Pape 258

Form 540 Line No. 73 Form 100 Line No. N/A

CURRENT CALIFORNIA LAW {(Sections 17063 and 17063.:2)

California law is gererally similar to federal law, but there are
numerous differences including preference items, exemption
amounts, and tax rates. Califormia imposes a tax on "tax
preference income” in addition to the tax imposed on taxable
income. The inmtent is to impose arn additiornal tax or taxpayers
who benefit substantially from various forms of tax—free income
or large deducticns urnder the regular income tax rates. The tax
is computed ovnn the total of tax preferernce items in excess of a

base allowance exemptionr.

Current law does not include the untaxed appreciation in
charitable contributicons of appreciated property as a tax
preference item.

However the law does provide that specified itemized deductions,
including contributions, which exceed 60 percent of the
taxpayer's adjusted gross income, reduced by itemized deductions
cther tham those specified, are a3 tax preference item.

FEDERAL LAW (Secticwm 57)

Federal law imposes an alternative minimum tax. The tax due for
the taxable year is the alternative minimum tax or the regular

income tax, whichever is greater.

Alternative minimum taxable ircome is the taxpayer's taxable
income, determined with specified adjustments, and increased by

the amourt of items of tax preference.

The Act adds as a tax preferernce item the untaxed appreciation on
charitable contributions made after August 16, 1386 of property

A taxpayer who makes a charitable
contribution of capital gain property must redetermine the
deductiorn for purposes of the alternative minimum tax by adding
back the amount by which the taxpayer's regular tax charitable
contribution deductior would be reduced if all capital gain
property were taken intc account at its adjusted basis. This
preference does not apply to carryovers of the deduction for
conmtributicns made before August 16, 1586.
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EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years begiyvwming on or after January 1,
1987.

REVENUE IMPACT OF CONFORMITY TO FEDERQL LAW

The Federal alternative minimum tax (AMT) does rnot conceptually
have a counterpart in state law. California’s preference tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and not used as a separate basis for
calculation of the fimal income tax liability.

The Joint Committee on Taxation (JET) has made a sinpgle estimate
only for all individual minimum tax provisions. The JCT has
indicated that, for provisions affecting individuals, the larpest
single item contributing to revenue gains is the passive loss
provisiorn which diminishes rapidly as the phase—in under the
regular tax structure approaches 100 percent.

The substitution of an AMT structure similar to federal lawvin
place of the state's existing preference tax would produce
significart revernue losses under the PITL.

Progected state preference tax revenues are $442 million for 1987
arnd $473 million for 1988 urnder the PITL (assuming that capital
gains will continue to be partially excluded from gross income).
Arn approximation of AMT reverues that would be collected under
the PITL is $140 milliorn for 1987/88 and $80 million for 1988/89.
If the preference tax estimates are subtracted from the AMT
estimates, the results are ret reverue losses under the PITL of
£302“millicr for 1987/88 and $393 million for 1988/839. However,
if the capital gains preference item urder the PITL is repealed
due ta capital gain reform, the net impact from substitutinmg the
AMT for the preference tax structure would be a rnet revenue gair
in the $56 million range for 13887-88 and a net revenue 1055 in
the %10 million range for 1388- 89.

These estimates are not precise but serve to indicate the
possible order of magnitude of revenue effects. The AMT state
estimates were developed by applying the same relative 1mpa:t of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
projections for 1987/88 and 1988/83 under the PITL.



NSNS SRS N NS

Title VIIAS: Miriimum Tax Provisions — Individuals

ACTION:= CONFORMS DEFINITION OF INVESTMENT INTEREST TO
DEFINITION FOR REGULAR INCOME TAX PBPURPOSES

Act Section 701 Conference Report Page 259

Form 540 Line No. 73 Form 100 Line No. N/R

CURRENT CALIFORNIA LAW {(Sec. 17063.2)

Under current law, California imposes a tax on tax preference
income in additiornm to the tax imposed orn taxable income. The
intent is to impose an additiornal tax on tasxpayers who benefit
substantially from various forms of tax—free income or large
deductions urnder the regular irncome tax rates. The tax is
computed on the total of tax prefererice items in excess of a base

allowable exemptionr.

One of the tax preference items is "excess itemized deductions®
which is the amcurt by which total itemized deductions other than
{1) state and local taxes, (&) medical arnd dental expenses, and
(3) casualty losses, exceeds 60 percert of the taxpayer’s
adjusted gross income reduced by items (1) through (3).

NEW FEDERAL LAW (Sec. S6¢b) (1) (C) & (el

" Federal law reqguires certain tax preference items to be subject

to an altermative minimum tax. The tax due for the taxable year
is the alterrnative minimum tax or the regular income tax,
whichever is greater (adjusted by certair credits).

For taxable years begirming befcocre Jarwuary i, 1987, the
alternative minimum taxable irncome, upon which the alternative
minimurn tax was determirned, was egual to the taxpayer's adjusted
grass irncome reduced by certain itemized deductiorms and increased
by specified tax preference items. Ore of the itemized
deductions allowable irn determinivng the altermative minimum
taxable income, was "gualified interest” which was housing
interest plus other interest to the extent it did mot exceed the
taxpayer’s qualified net investment income {(qualified investment
income less gualified investment expenses) for the taxable year.
Qualified investmernt income means the sum of gross income from
interest; dividends, rents and royalties, and any amcunt treated
as ordinary income from the disposition of depreciable property
to the extent such income, pain, and amounts are not from a trade
or busiress. @Gualified investment expernses are deductions
directly cormected with the production of qualified investment
income to the extert those deductions are allowable inm computing
adjusted gross ircome and are rnoct items of tax preference.




For taxable years beginning on or after January 1, 1987, the Act
provides that the alternative minimum taxable income is equal to
the taxpayer’s regular taxable income modified by certain
adjustments, and increased by specified tax preference items.
The act comforms the defirnitior of investment interest for the
alternative minimum tax to the defirnition used for regular income
tax purposes. For minimum tax purposes, gualified interest
continues to include qualified housing interest and a
clarification is made that upon the refinancing of a loan that
gives rise to qualified housing interest, interest paid on the
new locan is treated as qualified housing interest to the extent
it does not increase the amount of the loan and it gqualified
under the prior loan as housing interest,.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Taxable years begimming on or after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does rnot conceptually
have a counterpart in state law. California’s preference tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and rnot used as a separate basis for
calculation of the final income tax liability.

The Joint Committee on Taxatiorn (JCT) has made a single estimate
cnly for all individual minimum tax provisions. The JCT has
indicated that, for provisions affecting individuals, the largest
single item conmtributing to revenue gains is the passive loss
provisior which diminishes rapidly as the phase—in under the
regular tax structure approaches 100 percent.

The substitution of an AMT structure similar to federal law in
place of the state?s existing preferernce tax would produce
sigrnificart reverue losses urnder the PITL.

Projected state preference tax revenues are $442 million for 1987
arnd $473 milliorn for 1988 urnder the PITL {assuming that capital
gains will contirue to be partially excluded from gross income).
Ar approximation of AMT revenues that would be collected under
the PITL is $140 million for 1987/88 and $80 million for 1988/89.
If the preference tax estimates are subtracted from the AMT
estimates, the results are net revenue losses under the PITL of
$302 million for 1987/88 and $393 million for 1988/89. However,
if the capital gains preference item under the PITL is repealed
due to capital gain reform, the net impact from 5ub5t1tut1ng the
AMT for the preference tax structure would be a net revenue gain
in the %56 million range for 1987- 88 arnd a net revenue loss in

the %10 mllllan range for 1388-89.

These e5t1mates are riot prec1se but serve to 1nd1cate the
possible order of magnitude of reverue effects. The AMT state
est imates were developed by applying the same relative impact of
federal AMT revenrnues, estimated by the JCT, compared to total
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federal budget receipts after H.R. 3838 to total state revenue
projections for 13887/88 and 1988/83 under the PITL.




Title VIIAT7: Mimdimum Tax Provisiorns — Individuals

ACTION: ADDS A CARRY-FORWARD TAX CREDIT AGAINST THE
REGULAR TAX FOR PRIOR YEORS' MINIMUM TAX
LIABILITY ATTRIBUTABLE TO TIMING PREFERENCES

Act Bection 701 Conference Report Page 260

Form 540 Line No. 73 Form 100 Line No. N/A

CURRENT CALIFORNIA AW {(None}

Californmia law is generally similar to federal law, but there are

numerous differences including preference items, exemption
amounts, and tax rates. California imposes a tax on "tax
preference income" in addition to the tax imposed on taxable
income. The intent is to impose an additiomal tax on taxpayers
who benefit substantially from varicus forms of tax—free income
or large deductions under the regular income tax rates. The tax
is computed om the total of tax prefererce items in excess of a

base allowance exemption.

Current law does ncot provide for any tax credit attributable to

tax on prefererce income.

MNEW FEDERAL LAW (Sec. 533

Mirviimmum tax paid in one year may be carried forward {(but not
backy irmdefimitely as a credit agasinst regular tax liability.
The Eredit may not, however, reduce the regular tax below the
alternative minimum tax for that year.

The credit for any tax year is the amourt of the taxpayer's
adjusted rnet mirnimum tax for all tax years begivwming after 1386,
less amcunts credited against the regular tax. The adjusted net
miviimmum tax i1is the taxpayer’s mimimum tax reduced by the amount
that would have beern the taxpayer®s minimum tax had only the
follawing preferences (sc—called exclusion prefererces) been
taken into accourt: itemized deductions, percertage depletion,
tax—exemnpt interest, and the appreciated property charitable

deduct ion.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years begirming on or after January 1,
1987.

REVENUE IMPRCT OF CONFORMITY TO FEDERAL LAW

The Federal altermative minimum tax (AMT) does not conceptually
have a counterpart in state law. California’s preference tax is
a separate tax on certain tax alliowarnces that is added to the
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regular tax liability and rnot used as a separate basis for

" calculation of the final irvcome tax liability.

The Joint Committee on Taxation (JCT) has made a sinple estimate
only for all individual wminimum tax provisions. The JCT has
indicated that, for provisions affecting individuals, the largest
single item contributing to revernue gains is the passive loss
provision which diminishes rapidly as the phase—in under the
regular tax structure approaches 100 percent.

The substitution of an AMT structure similar to federal law in
place of the state’s existing preference tax would produce
significant revenue losses under the PITL.

Projected state preference tax revenues are $442 million for 1987
and %473 million for 1988 under the PITL {(assuming that capital
gains will continue to be partially excluded from gross income).
Ar approximation of AMT revermues that would be collected under
the PITL is $140 million for 1987/88 and %80 million for 1988/89.

If the preference tax estimates are subtracted from the AMT
estimates, the results are net revenue losses under the PITL of

4302 milliori for 1987/88 and $393 million for 1988/8%5. However,

if the capital gaimns preference item under the PITL is repealed
due toc capital gain reform, the net impact from substituting the
AMT for the preferernce tax structure would be a net revenue gain
in the %56 million rarnge for 13987-88 and a net revernue loss in
the %10 million range for 1988-89.

These estimates are not precise but serve to indicate the
possible order of magnitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revernue
projectioris for 1987/88 and 1988/89 under the PITL.
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Title VIIAL1O: Miﬂimum Tax Provisioms -— Individuals

RCTION: LIMITS TO 50 PERCENT OF MINIMUM TAXABLE INCOME
THE AMOUNT OF NET OPERATING LOSS THAT CAN BE
USED TO REDUCE MINIMUM TAXABLE INCOME

Act Section 701 Conference Report Page 262

Form 540 LLine No. 73 Form 100 Line No. N/A

CURRENT CALIFORNIA (AW {(Sec. 17064.8)

California law is generally similar to federal law, but there are
numerous ‘differences including preference items, exemption
amounts, and tax rates. California imposes a tax onm "tax
preference income” in addition to the tax imposed orn taxable
income. The intent is tc impose arn additional tax on taxpayers
who benefit substantially from various forms of tax—free income
o large deductions urnder the regular income tax rates. The tax
is computed on the total of tax preferernce 1tem5 in excess of a

base allowance exemptmon.

California allows tax preference income to be reduced by the.
amcunt (if any) of the taxpayer's net operating loss rnot eligible
for carryover to future years. After that adjustment, California
cornforms to old federal law which provided for deferving a
portion of the tax imposed on preference income to the extent of
the, net coperating loss carryover to future years. Ivn any
suc:eedlﬂg income year ir which the net operating loss carryover
reduces ret ircome for that year, the tax previously deferred is
added to the preference tax (if arny) for that year.

-NEW FEDERAL LAW (Sec. 56)

Federal law imposes an alternative minimum tax. The tax due for
the taxable year is the altermative minimum tax or the regular
income tax, whichever is greater {adjusted by certairn credits).

Alternative minimum taxable income is the taxpayer’s taxable
income, determined with specified adjustments, and increased by

the amount of items of tax preference.

The Act requires, as orne of the adjustments to regular taxable
income, that net coperating losses be reduced so that they do not
affset more than 30 percent of the alternative mirnimum taxable
income. Amourits not used because of this limitation may be

carried forward to future years.

For minimum tax purposes, a separate rnet operating loss must be
computed irv a marmer consisternt with the adjustments and

. preferences defined by the mirnimum tax. Pre—13987 NOLs do rot
have to be recocmputed. Cornisequently, the amcurt of the NOL
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carryover for minimum tax purposes will differ from the NOL
carryover for regular tax purposes because of this separate NOL
computation and the 90 percent rule limitation.

EFFECTIVE DATE OF FEDERAL_ PROVISIONS

Applicable to taxable year begirmming on or after January 1, 1987.
For purposes of determining an individual's NOL adjustment for
taxable years begirming after 1982 and before 1987, the loss is
adgusted with respect to the pre-1987 law rules of Section

95(d) () as effective on October 21, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does not conceptually
have a counterpart in state law. California’s preference tax is
a separate tax on certain tax allowarnces that is added to the
regular tax liability and not used as a separate basis for
calculation of the firnal income tax liability.

The Joint Committee on Taxation (JCT) has made a single estimate
only for all individual minimum tax provisioms. The JCT has
indicated that, for provisions affecting imndividuals, the larpest
single item contributing to revenue gains is the passive loss
provision which diminishes rapidly as the phase—irn under the
regular tax structure approaches 100 percent.

The substitutiorn of arm AMT structure similar to federal law in
place of the state’s existing preference tax would produce
sigrificant revenue losses under the PITL.

Projected state prefererce tax revenues are $442 milliorn for 1987
and $473 million for 1988 under the PITL (assuming that capital
gains will continue to be partially excluded from gross income).
Ar approximation of AMT reverues that would be collected under
the PITL is %140 million for 1387/88 and $80 million for 1988/85.
If the preference tax estimates are subtracted from the AMT
estimates, the results are ret revenue losses under the PITL of
$302 million for 1987/88 and $393 million for 19588/83. However,
if the capital gains preference item under the RPITL is repealed
due to capital pain reform, the net impact from substituting the
AMT for the preference tax structure would be a net revenue gain
in the $56 million range for 1987-88 and a net revenue loss in

~the #10 million range for 1588-89.

These estimates are not precise but serve to indicate the
possible order of magnitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT revenues, estimated by the JCT, compared to total
federal budpget receipts after H.R. 3838 to total state revenue
projections for 1987/88 and 1988/89 under the PITL.




Title VIIAil: Miriimum Tax Provisiorns — Individuals

ACTION: ADDS SPECIFIC PROVISIONS RELATING TO TAXPAYERS
SUBJECT TO THE AT—RISK RULES. TAX BENEFIT
RULE, AND ESTATES AND TRUSTS

Act Section 701 Conference Report Page 262

Form S40 Line No. 73 Form 100 Line No. N/R

CURRENT CALIFORNIR LAW {(Sec. 17064.35)

0

California law is generally similar to federal law, but there are
numerous differences including preference items, exemption '
amocunts, and tax rates. Califorrmia imposes a tax onn "tax
preference income” in additiorn to the tax imposed om taxable
income. The intent is to impose an additional tax on taxpayers
who benefit substantially from various forms of tax—free income
or large deductions under the regpular income tax rates. The tax
is computed on the total of tax preference items in excess of a

base allowarnce exemptior.

Urder California law, the following special rules apply:

{1) The items of tax prefererce of arn estate or trust are
apportioned between the estate or trust and the
bereficiaries ori the basis of the wet income of the
estate or trust allcoccable to each. {Conforms tc old

IRC Sectionn 38(c).)

(2) The %$4,000 base allowance applicable tc an estate or
trust is reduced to arn amount which bears the same
ratic to $4,000 as the portiorn of the sum of the itewms
of tax preferernce alloccated to the estate or trust is
te total items of tax preféren:e. {Mc comparable
pravision in federal law.)

{3 In the case of a nornresident or part-year resident,
mimimum tax is computedLon total items of tax
preference from all sources, and this tax is then
reduced to the ratic of California source items of tax
preference to total items of tax preference. {Under
IRC Section 837(a){(2), the alternative minimum tax of a
nonresident aliew is not less than 20 percent of the
lesser of (i) the imdividual’s alternative minimum
taxable income, or {(ii) the individual’s net gain from
dispositions of United States real property interests
for the taxable year.)

(4} The items of tax preferernce of a commcr trust fund are
apportioned among and treated as items of tax
preferernce of the individual participarnts of the fund.
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{(3)

{6)

{7)

8)

{(Conforms to old IRC Section 58(e) and new IRC Section
SS{dY (1) {(B)Y.)

Where a return is made for a short period {less than 12
months), the base allowance is reduced to the ratio of
the number of days in the short period to 365 days.
{Under IRC Section 443(d), the alternative minimum
taxable income for the short period is annualized, and
the alternative minimum tax on that amount is then
reduced to the ratio of the number of months in the

short period to 12 months.)

Tax on preference income is not included in the
computation of estimated tax. (IRC Section 66354 (d)
provides for the inclusion of the alternative minimum
tax in the payment of estimated tax.)

The tax on preference income is not eonsideredbin the
computation of the credit for taxes paid to another
state. {01d IRC Section 55{(c) (2) provided for

- allowance of the foreign tax credit in the computation

of the altermnative minimum tax, limited to the ratioc of
alterrnative minimum taxable income from sources without
the United States to total alternative minimum taxable

imcome. )

The Franchise Tax Board shall prescribe regulations
under which items of tax preference shall be properly
adjusted where the tax treatment giving rise to those
items will not result in the reduction of the
taxpayer’s tax. {Tax benefit rule.) {(Conforms to old
IRC Section S8¢h), and new IRC Section 59(g).)

NEW FEDERAL LAW (Sectiorns 59 and 8397)

Federal law imposes arn altermative minimum tax. The tax due for
the taxable year is the alternative minimum tax or the regular

Cirncome tax,

whichever is greater (adjusted by certain credits).

Altermative minimum tax is the taxpayers taxable income,
determined with specified adjustments, and increased by the

amount of items of tax preference.

The Act provides riew rules for items (1), (2}, (3),

above.

{1)
and
{2)

and (7)

In the case of an estate or trust, instead of
allocatirng items of tax preference between the estate
or trust and its beneficiaries {(old IRC Sec. 58(c)),
the mirviimum taxable income will be computed by
determining taxable irncome under the gereral rules for
the regular tax, takimg intc accourmt arny adjustmerts
required under the minimum tax rules. The $20,000



exemption is deducted from minimum taxable income after
the deduction for distributions to beneficiaries.
Thus, the estate or trust receives the full benefit of

the $20,000 exemption (no allocation).

(3) The rate specified in IRC Section 837(a)(2) is
increased from 20 percent to 21 percent.

{7) The foreign tax credit cannot offset more than 90
percent of the minimum tax liability determined without
regard to foreign tax credits and net operating losses.

(IRC Séc. 59<¢a).)

In addition the Act clarifies that code sections suspending

losses, and other sections specified in regulations, are

recomputed for minimum tax purposes, to apply with respect to i
amounts otherwise deductible for purposes of the minimum tax. 7
Thus, the amount of the deductions suspended or recaptured may

differ for regular and minimum tax purposes, respectively. This
clarification applies with respect to all taxpayers subject to

the at—risk rules. - (IRC Section 39(h).)

Also, since the regular and minimum taxes pernerally are computed
separately, relief from the minimum tax under the tax benefit
rule (IRC Sec. 59(g)) is not appropriate solely by reason of the
fact that a taxpayer receives no bernefit under the regular tax

with respect to a particular item.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable tc taxable years begimming on or after January 1,
1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal altermative minimum tax  (AMT) does not conceptually
have a counterpart in state law. California's preference tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and not used as a separate basis for
calculation of the final income tax liability.

The Joint Committee on Taxationm {(JCT) has made a single estimate
only for all individual minimum tax provisions. The JCT has
indicated that, for provisiorns affecting individuals, the largest
single item contributing to reverue gains is the passive loss
provision which diminishes rapidly as the phase—in under the
regular tax structure approcaches 100 percent.

The substitution of arn AMT structure similar tc federal law in
place of the state’s existing preference tax would. produce
significant revernue losses urnder the PITL.. .

Projected state préferenae tax reverues are $442 million for 1387
and $473 million for 1388 under the PITL ({(assuming that capital
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gains will contirnue to be partially excluded from gross income).
An approximation of AMT revenues that would be collected under
the PITL is %140 million for 1987/88 and 480 million for 1988/89.
If the preferernce tax estimates are subtracted from the AMT
estimates, the results are net revenue losses under the PITL of
$302 million for 1987/88 and $393 million for 1988/89. However,
if the capital gairns preference item under the PITL is repealed
due to capital pain reform, the net impact from substituting the
AMT for the preference tax structure would be a net revenue gain
in the $56 million range for 1987-88 and a net revenue loss in

the $10 million range for 1988-89.

These estimates are not precise but serve to indicate the
possible order of magnitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT reverues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
progjections for 1987/88 and 1988/83 under the PITL.



Title VIIB1: Miviirmum Tax Provisiors — Corporations

ACTION: REBLACES THE ADD-—ON CORPORATE TAX WITH AN
ALTERNATIVE MINIPMUNM TAX

Act Sectiorn 701 Conferernce Report Page 264

Form 540 Line No. N/A Form 100 Line No. 20

CURRENT CAL IFORNIA LAW (Sec. 23400 — 23405)

California law is gernerally similar to federal law, but there are
numerous differences including preference items, exemption
amounts, and tax rates. Califorrnia imposes a tax on "tax
preference income" in addition to the tax imposed or taxable
income. The intent is to impose an additiomal tax on taxpayers
who benefit substantially from variocus forms of tax—free ircome,
large deductions, or tax credits under the regular income tax

computation.

OLD FEDERAL LAW (Sec. S5-582

For taxable years begirming before January 1, 1987, corpeorations

{other tharn arn 8 corporation) were subject to an "add—on” mirnimum
tax orn tax prefererce income, similar to the "add—-on" mirnimum tax
ar preferernce income under California law.

NEW FEDERAL LAW {(Sec. 55-5&8)

For taxable years begirming on or after January 1, 1387, HR 3838
replaces the corporation add—om mimimum tax with an alterrnative
minimum tax, similar to that imposed or individuals. The
altermative mimimum taxable imcome is equal to the taxpayver’s
regular taxable income modified by adjustmwerts for items of tax

prefererice. - '
i

Rules similar to those under the alternative mirnimum tax for
individuals apply to ircentive credits, the foreign tax credit,

net aoperating losses, and the credit for mirvidmum tax liability ;
attributable to timing preferences. : ‘

EFFECTIVE DATE OF FEDERAL PROVISIONS

Taxable years beginning on or after January 1, 1387.

REVENUE IMPACT OF CONFORMITY TO FEDERAL L[AW

The Federal altermative minimum tax (AMT) does rot conceptually
fhlave a courterpart in state law. Califorrnia's prefererce tax is
a separate tax on certainm tax allowances that is added to the
reguiar tax liability and not used as a separate basis fTor
calculation of the firnal irncome tax liability. '

8]
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The Joirnt Committee on Taxaticr (JCT) has made a sirgle estimate
ornly for all corporate minimum tax provisions. For the corporate
minimum tax estimate, the largest sirngle item contributing to
revenue gains is the inclusion of a portion of bock income as

taxable income.

The substitution of an AMT structure similar to federal law in
place of the state’s existing preference tax would produce
significant revenue gains under the B&CTL.

Progjected state preference tax revenues are $7 million under the
BERCTL for 1987 and 1988. An approximation of AMT revenues that
would be collected under the B&CTL are %240 millionm for 1987/88
and $230 million for 1988/89. If the preference tax estimates
are subtracted from the AMT estimates; the results are net
revenue pgains under the B&CTL of $233 millionm for 1387/88 and

$223 million for 1388/873.

These estimates are not precise but serve to indicate the
possible order of magritude of reverwe effects. The AMT state
estimates were developed by applying the same relativelimpact of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
prajections for 1387/88 arnd 1388/89 urnder the BE&CT Law.




Title VIIB2: Miwmimum Tax Provisions — Corporatiorns

ACTION: REPLACES THE CORPORATION 15 PERCENT ADD-ON TAX
WITH A 20 PERCENT ALTERNATIVE MINIMUM TAX

Act Section 701 Conference Report Page 264

Form 5490 Line No. N/7A Form 100 Line No. 20

CURRENT CALIFORNIA LAW (Sec. Z3400)

Under current law, California imposes a 2.5 percent tax on "tax
preference income"” in addition to the tax imposed on taxable
irncome. The intent is to impose an additiomnal tax on taxpayers
who benefit substartially from various fTorms of tax—free income
or large deductions under the regular ircome tax computation.

OLD FEDERAL LAW (Sec. S55)

For taxable years begirming before Jaruary i, 1387, corporations
{(otheyr thern S corporations) were subject to a 15 percemt "add-on”
minimum tax on tax preference income, similar to the "add-on"

mirnimum tax on preferemce irncome under Califorwmia law.

NEW FEDERAL LAW {(Sec. 552

For taxable years begirming on or aftter Jarmuary 1, 1387, HR 3838
replaces the corporation add—onm minimuam tax with an alterrnative
similar to that imposed on individuals. The rate of

mirndmum tax,
Corporations

tax is irncreased from 1S5 percent to 20 percent.
will now be required to pay the higher of their regular tax

liability or their mirmimuam tax liability.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Taxable years begimming on or after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative mivimum tax (AMT) does rot corceptually
have a counterpart in state law. Califormia’'s prefererce tax is
a separate tax on certairn tax allowarices that is added to the
regular tax liability and not used as a separate basis for
calculation of the final ircome tax liability.

The Joint Committee on Taxatior (JCT) has made a sirngle estimate
orily for all corporate minimum tax provisioms. For the corporate
minimumn tax estimate;, the largest single item contributing to
revenue gains is the irmclusiorn of & portior of book income as

taxable iricome.
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The substitutiorn of arn AMT structure similar to federal law in
place of the state’'s existing prefererce tax would produce
significant reverue gains urnder the B&CTL.

Projected state preference tax revenues are $7 million urder the
B&CTL for 1987 and 1388. Arn approximatiorn of AMT reverues that
would be collected under the BECTL are $240 million for 1987/88
and $230 million for 1388/873. if the preference tax estimates
are subtracted from the AMT estimates, the results are net
revenue gains under the B&CTL of $233 million for 1387/88 and

C $223 million for 1988/89.

These estimates are not precise but serve to indicate the
possible order of magnitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
progjections for 1987/88 and 1388/8%9 under the B&CT Law.

TAX POLICY I1ISSUES

{1) 1Is wvoluntary assessmernt and payment of individual
and/or corporate taxes influenced by public perceptions
of Yegquity” and "fairness” and, more specifically, by
the margiral tax rate imposed uwpon items of corporate
preference income?

{Z) Will an increase in the marginel rate of tax on items
of corporate preference irncome ensure that ro taxpayer
with substartial econcmic income carn aveoid significant
tax liability by usimg exclusions, deductions, and tax
credits?

{3) What is the appropriate relationship betweer regular
tax rates and the tax rates imposed upomn items of
preference income?

Fref/FReg . Ratic
(A) OLD FEDERAL LAW 15/46 = .326
{B) NEW FEDERAL LAV 20/ 34 = .588
(C) CALIFORNIA LAW Z.5/9.6 = L260




Title VIIB3: Miwmimum Tax Provisions — Corporations

ACTION: INCREASES THE EXEMPTION AMOUNT TO %40, 000

Act Section 701 Conference Report Page 264

Form S40 Line No. N/A Form 100 Lirne No. 20

CURRENT CALIFORNIA LAW {Sec. 23400)

Under current law, California imposes a tax on "tax preference
income” in additior to the tax imposed on taxable ivncome. The
intent is to impose an additional tax on taxpayers who benefit
substantially from various forms of tax—free irncome or larpge
deductions under the regular income tax computation. The tax is
computed orn the total of tax preferernce items in excess of

$30, 000.

OLD FEDERAL LAW {Sec. 595)

For taxable years begirming before January 1, 1987, corporations

{other theri § corporations) were subject to arn "add—-cr” minimum
tax on tax preferernce income, similar to the "add—orn” mirnimum tax
orn preference irncame under Califormia law. The mirimum tax base
was the total of the corporatiorn's tax preferernce income reduced
by the greater of (1) $10,000 or (2) the full amcurnt of its

regular income tax.

NEW FEDERAL LAW (Sec. 55)

For taxable years begivming on or after Jarmary 1, 1387, HR 3838
replaces the corporaticrn add—on minimum tax with am alternative
minimum tax, similar to that imposed on individuals. The new
exemption amcurnt is $40, 000, but is phased ocut at the rate of 25
cents orn the dollar when alternative minimum taxable income

exceeds %1350, 000.

EFFECTIVE DATE OF FEDERAL. PROVISIONS

Taxable years begirming on or after January 1, 13987.

REVENUE IMPACT OF CONFORMITY TO FEDERARL LAW

The Federal altermnative minimum tax (AMT) does rnot cornceptually
have a counterpart in state law. Califorrnia’s prefererice tax is
a separate tax on certain tax allowarnces that is added to the
regular tax liability and rnot used as a separate basis for
calculation of the fimal irncome tax liability.

The Joint Committee on Taxatiorm (JCT) has made a single estimate
crnly for all corporate mimimum tax provisions. For the corporate

mirdraum tax estimate, the largest single item contributing to
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revenue gains is the inclusion of a portiorn of boock irncome as
taxable income.

The substitution of an AMT structure similar to federal law in
place of the state's existing preferernce tax would produce
significant revenue gains under the B&CTL.

Projected state preference tax revenues are %7 million under the
B&LTL for 1987 and 19858. An approximation of AMT reverues that
would be collected under the B&CTL are $240 million for 1987/88
and $230 million for 1988/8%. If the preference tax estimates
are subtracted from the AMT estimates, the results are net
revenue gains under the B&CTL of %233 million for 1987/88 and

$223 million for 1988/85.

These estimates are not precise but serve to indicate the
possible order of magrnitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
projections for 1987/88 and 1366/83 under the B&E&CT Law.

TAX POLICY I5SUES

The differerce betweer the state exemption ($30,000) and the new
federal exemption ($40,000 with phase—-cut) is probably rot
significant and the administrative burden placed in the taxpayer
might be reduced through conformity. .



Title VIIBSa: Mirmimum Tax Provisiorms — Corporations

ACTION: REVISES THE AMOUNT OF ACCELERATED DEPRECIATION
' ON _REAL PROPERTY TO BE INCLUDED RS A TAX '

PREFERENCE ITEM

Act Section 701 Conference Report Page 265

Form 540 Line No. N/A " Form 100 Lire No. 20

CURRENT CAL IFORNIA LAW (Sec. 23401)

California law conforms in principle to federal law in including
as a tax preference income item depreciation in excess of the
straight-line amount on real property. The amount of this
excess, however, may be different from federal where there are
differences in depreciation allowable for regular income tax

purposes.
NEW FEDERAL LAW (Sec. 56)

H. R. 3838 changes the amount of accelerated depreciation on real
property to be included as a tax preference item to the excess of
regular tax depreciation (straight-line over 27.5 or 31.5 years)
aver the new alternative depreciation provisions (straight-—-line
over 40 years) provided for in the Act.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years begirming on or after January 1, 1987
for real property placed in service on or after that date.
Exceptiorns are provided for certain property constructed
reconstructed, or acquired pursuant to a writtern contract that
was bindirng as of March 1, 1886, and placed in service by a

specified date.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does not conceptually
have a counterpart in state law. California’s preference tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and not used as a separate basis for
calculation of the final income tax liability.

"The Joint Committee on Taxation (JCT) has made a single estimate
for all corporate miviimum tax provisions. For the corporate
minimum tax estimate, the largest single item contributing to
revenue gains is the inclusion of a portion of book income as

taxable income.
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The substitution of an AMT structure similar to federal law in
place of the state’'s existing preference tax would produce
significart revernue gains under the B&CTL.

Projected state preference tax revernues are %7 million under the
B&CTL for 1987 and 1988. Arn approximaticon of AMT revenues that
would be collected under the BE&CTL are %240 million for 1387/88
and %230 million for 1988/83. If the preference tax estimates
are subtracted from the AMT estimates, the results are net
revenue gains under the B&CTL of $233 million for 1987/88 and

$223 million for 1988/89.

These estimates are not precise but serve to indicate the
possible order of magnitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
projections for 1987/88 ard 1388/83 under the B&CT Law.




Title VIiIB4b: Miviimum Tax Pravisions — Corporaticorns

ACTION: ADJUSTS ACCELERATED DEPRECIATION ON PERSONAL
PROPERTY FOR ALTERNATIVE MINIMUM TAX

s

Act Section 701 Conference Report Page 265

Form S40 Line No. N/R ~ Form 100 Line No. 20

CURRENT CALIFORNIA L AW (Gection £3401)

California imposes a tax on "tax preference income” in addition
to the tax imposed on taxable income. The intent is to impose an
additional tax on taxpayers who benefit substantially from
various forms of tax—Ffree income or larpge deductions under the
regular income tax rates. The tax is computed on the total of
tax preference items irn excess of %30, 000.

Currert law does riot irnclude any portion of depreciaticn orn
personal property as a tax preference item.

NEW FEDERAL LAW (Sections 55 and 356)

Federal law imposes an alternative minimum tax. The tax due for
the taxable year is the altermative minmimum tax or the regular
income tax, whichever is greater {(adjusted by certairn credits).

ﬂ}ternative minimum tax is the taxpayer's taxable ircome,
determirned with specified adjustments, and increased by the
amourt of items of tax preferernce.

For minimum tax burposes, depreciaticr orn leased persornal
property o leased recovery property is no longer treated as an
item of tax preferernce sclely for perscoral holding comparnies.
Instead, the Act requires that all corporations computing
altermnative minimum taxable income determine the allowable
depreciatiorn by using the 130 percent declining methoed (switching
to straight-line in the year rnecessary to maximize the allowance)
aover arn asset’s ADR mid-point life for assets, other than
tangible persornal property for which the "altermative ACRS
(straight—line) method” is elected, and trarmsition property,

placed in service after 1986.

Tranmsitiorn property gernerally is property which (a) was subject
to a binding contract or under construction before 13986 in the
case of property qualifying for the irnvestmert tax credit, and
before March 1986 in the case of recovery preoperty; and (b)
which is placed in service before specified deadlirmes depending
orin the ADR midpoint and whether it is ITC property or recovery

property.

- 751 -



iR

For property placed irn service before 1387, or urnder the
transitiorn rules of the Act, the amourt of accelerated
depreciatior treated as a preference item is determired under

prior law.

When property acguired after 1986 {(other than transition
property) is disposed of, gain or loss for minimum tax purposes
will be computed by reference to basis as adjusted for
depreciation allowed under the minimum tasx.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to personal property first placed in service on or
after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative mirnimum tax (AMT) does rneot conceptually
have a counterpart irn state law. California’s preferernce tax is
a separate tax on certain tax allowances that is added to the
regular tax liability ard rot used as a separate basis for
calculation of the final income tax liability.

The Joint Committee on Taxation (JCT) has made a single estimate
only for all corporate minimum tax provisions. For the corporate
minimum tax estimate, the largest single item comtributivmg to
revenue gains is the irclusiorn of a portion of book imcome as

taxable iricome.

The substitutior of an AMT structure similar to federal law in
place of the state’s existing prefererce tax would produce
significant reverue gains under the B&CTL.

Projected state preferernce tax revernues are $7 millicn under the

" B&CTL for 1987 and 1988. Arn approximatior of AMT revenues that

would be collected under the B&CTL are $240 milliconm for 1387/88
and $230 million for 1388/85. If the preferernce tax estimates
are subtracted from the AMT estimates, the results are net
revenue gains under the B&CTL of $233 million for 1987/886 ard

$223 million for 1388/85.

These estimates are not precise but serve to indicate the
possible order of magnitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT reverues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
prcejections for 1387/88 and 1388/83 under the BE&CT Law.




Title VIIE4Cc: Miwmiramum Tax Proavisiorms — Corporatiows-

ACTION: ADDS INTANGIBLE DRILLING COSTS AS A TAX
PREFERENCE ITEM FOR AlLL CORPORATIONS

fiet Section 701 . ~ Conference Report Pagé 266

Form 540 Line No. N/R Form 100 Line No. 20

CURRENT CALIFORNIA LAW {(Section £3401)

Under California law, no part of any corporation's intangible
drilling and development costs is a tax preference item.

OLD FEDERAL LAW (Secticw 37)

Under old federal law the amourt of the excess of intangible
drilling and developmernt costs which exceeded 100 percernt of net
cil and gas income was a tax prefererce item, but only for
personal holding companies. Excess costs were defined as the ITC
costs {(other than costs incurred irm drilling a nomnproductive
well) over that which would have beern allowable if these costs
had beern amortized over 120 months {(begirming with the month
production from the well begirns) or cost depletion. This
computation was applied separately with respect to il and gas
properties, and properties which are gecthermal deposits.

NEW FEDERAL LAW {(Section S7}

The Act increases the amcunt of intarigible drillimg and
development caosts by including the costs in excess of 65 percent
of the rnet oil arnd gas income as a tax preference item for all

corporatiorns.

EFFECTIVE DRATE OF FEDERAL PROVISIONS

Applicable to taxable years begirming orn or after Jaruary 1,
1387.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does rot conceptually
have a counterpart in state law. California’s preference tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and not used as a separate basis for
calculation of the final income tax liability.

The Joirnt Committee on Taxation (JCT) has made a single estimate
orly for all corporate minimum tax provisiorns. For the corporate
minimum tax estimate, the largest single item contributing to
reverue gains is the irnclusion of & portion of book income as
taxable income.
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The substitutiorn of an AMT structure similar to federal law in
place of the state’'s existing preference tax would produce
significant revenue gains under the B&CTL.

Prajected state preference tax revenues are $7 million under the
B&CTL for 1887 and 1988. An appraximation of AMT revenues that
would be collected under the B&CTL are %240 million for 1987/88
and %230 million for 1388/893. If the preference tax estimates
are subtracted from the AMT estimates, the results are net
revenue gains under the BE&CTL of $233 million for 1987/88 and

%223 million for 1988/83.

These estimates are not precise but serve to indicate the
possible order of magnitude of reverue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
projections for 1987/88 and 1388/83 under the B&CT Law.




Title VIIiB4e: Miviimum Tax Provisiorns — Corporatiorns

ACTION: INCREASES EXCESS MINING EXPLORATION HNMD
DEVELOPMENT COSTS AS A TAX PREFERENCE INCOME

ITEM
Act Section 701 Conference Report Page 267
Form 540 Line No. N/A Form 100 Line No. 20

CURRENT CALIFORNIA LAW (Section 23401)

California imposes a tax on “"tax preference income" in addition
to the tax imposed on taxable income. The intent is to impose an
additiomal tax or taxpayers who benefit substantially from

various forms of tax—free income or large deductions under the

regulayr income tax rates. The tax is computed orm the total of

tax preference items in excess of $30, 000.

Currernt law does not imclude amy portion of mining exploration
and developmert costs as a tax preference item.

NEW FEDERAL LAW (Secticns 55, 56, 57 and 33)

Federal law imposes an alterrnative mirnimum tax. The tax due for

the taxable year is the altermative miwmimum tax or the regular
irnncome tax, whichever is greater {adjustec by certzin credits).

is the taxpayer’s taxable irncome,

Rltermative mirnimum tax
arnd irncreased by the

deternined with specified adjustments,
amount of items of tax prefererce.

The Act increases the amounrt of expernsed mining exploratiorn and
development costs with respect to each mirne or cother matural
deposit {other tharn arn cil, gas, or gecthermal well) tc be
included as a tax preference item, arnd applies this provision to
all corporations (formerly it was applied only to perscornal

holding companies).

It does this by requiring that all mining exploration and
development costs paid or incurred after 1986, and which are
expensed under Sections 616 and 617, or amortized under Section
291, be capitalized and recavered ratably over a 10-year period
begiming with the taxable year irn which the expenditures were

made. {(Formerly this was a tax prefererce item only for personal

holdirg companies.)

If a loss is sustairned with respect to a minirg property {(e.g.,
the mine is abarndormed as worthless,; givirg rise to a lass under
165), the taxpayer is permitted to deduct, for minimum

Section
all miming exploration arnd developmernt costs

T tax purposes,
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relating to that property that have beeri capitalized arnd rnot yet
written off under the mirnimum tax.

The amount of these costs which will be treated as a preference
is increased, since Section 231 has been amernded to require that
30 percent of exploration and development costs of corporations
paid or incurred after 1986, be capitalized and recovered over a
five-year (60 morths) straight—-line period begirming with the
month that the expenditures were made. {Formerly 20 percent of
these costs were required to be capitalized and recovered at
varying percentages over a five-year period.) In addition,
Sections 616 and 617 were amended to require that all foreign
exploration and development costs paid or incurred after is86 be
recovered either (1) over a 10-year straight-line amortization
schedule, or (2) at the election of the taxpayer, as part of the
adjusted basis for computing cost depletion.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years begirnming or or after Jaruary 1,
1987. ; ‘

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal altermative mimimum tax (AMT) dces rnot corceptually
have a counterpart in state law. California’s preferemnce tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and rot used as a separate basis for
calculation of the final iwmcome tax liability.

The Joirt Committee on Taxatiorn (JCT) has made a single estimate
ornly for. . all corporate minimum tax pravisiorns. Fcor the corporate
minimum tax estimate, the largest single item contributimg to
revernue gains is the inclusicon of a portion of book income as

taxable income.

The substitutiorm of arn AMT structure similar to federal law in
place of the state’s existirng prefererce tax would produce
sigrnificant revernue gairs under the B&CTL.

Projected state preference tax reverues are $7 million under the
B&CTL for 1387 and 13988. An approximation of AMT revernues that
would be collected under the B&CTL are $240 million for 1387/88
and %230 million for 1988/83. if the preference tax estimates
are subtracted fraom the AMT estimates, the results are net
revenue gains under the B&LCTL of $233 milliorn for 1987/88 and

%223 million for 1388/85.

These estimates are not precise but serve to indicate the
possible order of magrnitude of reverue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT reverues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state reverue
projections for 13987/88 and 1388/83 urder the B&CT Law.
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Title VIIB4g: Miriimum Tax Provisioms — Corporations

ACTION: DELETES EXCESS RESEARCH AND EXPERIMENTAL
: EXPENDITURES AS A TAX PREFERENCE ITEM FOR
PERSONAL HOLDING CORPORATIONS

Act Section 701 Conference Report Page 268

Form 5S40 Line No. N/A Form 100 Line No. 20

CURRENT CALIFORNIA LAW (Section 23401)

California imposes a tax on “tax preference income” in addition
to the tax imposed on taxable income. The intent is to impose an
additional tax on taxpayers who benefit substantially from
various forms of tax—free income or large deductions under the
regular income tax rates. The tax is computed on the total of

tax preferemce items in excess of %30, 000,

Current law does not include any portion of research and
experimental expenditures as a tax preferernce item.

NEW FEDERAL LAW {(Sections S&, S59. and 174}

Federal law imposes ar altermative minimuam tax. The tax due
for the taxable year is the alterrnative minimum tax or the
regular ivcome tax, whichever is greater (adjusted by certain

credits).

Alternative minimum tax is the taxpayers taxable ircome,
determined with specified adjustmerts, and ircreased by the
amount of items of tax preference.

Repeals the reguirement for perscoral holding compamies to include
the excess of research and experimertal expernditures paid or
incurred over the amcount that wauld have beer allowable as a
deductior if they had beer capitalized ard amcrtized ratably over
a 10-year pericd. The former provisions of Secticr 174,
providing for capitalizing these expenditures arnd amortizing them
over a l10-year periocd for regular income tax purposes, have been
retairned. {Sec. 59<{e) and 174{(b))

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years begirming on or after January 1,
1987.

REVENUE IMBACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative mirnimum tax (AMT) does rot corceptually
have a counterpart in state law. California’s prefererice tax is
a separate tax on certain tax allowances that is added to the
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regular tax liability and riot used as a separate basis for
calculation of the final income tax liability.

The Joint Committee on Taxation (JCT) has made a single estimate
only for all corporate minimum tax provisions. For the corporate
minimum tax estimate, the largest single item contributing to
revenue pgains is the inclusion of a portiorm of book income as

taxable income.

The substitution of an AMT structure similar to federal law in
place of the state’s existing preference tax would produce
significant revenue gains under the B&CTL.

Projected state preference tax revenues are %7 million under the
B&CTL for 1987 and 1988. An approximation of AMT revenues that
would be collected under the BECTL are $240 million for 1387/88
and %230 million for 13988/89. If the preference tax estimates
are subtracted from the AMT estimates, the results are net
revenue gains under the BE&CTL of $233 million for 1987/88 and

$2283 million for 1388/83.

These estimates are not precise but serve to indicate the
possible order of magnitude of reverue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT revermes, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 tco total state reverue
projections for 13987/88 and 1388/83 under the B&CT Law.
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Title VIIB4i: Mirviimum Tax Provisionms — Corporations

ACTION: INCLUDES NET CQPITQL GAINS IN THE CDMPUTATIDN
orF MINIMUM TOXABLE INCOME

Act Section 701 Conference Report Page 268

Form S40 Line No. N/A Form 100 Line No. 20

CURRENT CALIFORNIA LAW {(Sections 23400 and £3401)

California imposes an add—on tax of 2 1/2 percent on the amount
of preference income which exceeds $30,000. Net capital gains is
not included as a preference item, because net capital gains are
included in full in the measure of income for regular tax

purposes.

. NEW FEDERAL (AW {(Section S5)

This Rct repeals the add—on minimum tax for corporations and
replacres it with an alternative minimum tax, similar to that for
individuals. Alternative mirnimum taxable income is the
corporation's regular taxable income {or loss), as modified by
certain adjustments, plus preferernce items, and reduced by a
phased—ocut exemption of $40,000. Capital gairns are fully
included ir the computation of the alternative minimum taxable
capital gains will neot gernerate any minimum tax

income; however,
capital gains are fully included

reveres since, under the Act,
irnn taxable income subject to the regular tax.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable tc taxable years begirmming orn or after Jaruary 1,
13987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal altermnative mivimum tax (AMT) does wot conceptually
have a counterpart in state law. California’'s preference tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and not used as a separate basis for
calculation of the fimal iwmcome tax liability.

The Joirt Committee on Taxation {(JCT) has made a single estimate
only for all corporate mimimum tax provisions. For the corporate
minimumm tax estimate, the largest single item cortributing to
revenue gains 1s the imclusion of a portiorn of book income as

taxable ircome.

The substitutiorn of an AMT structure similar to federal law in
place of the state’s existing preferermce tax would produce
significart reverue gains under the B&CTL.
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.. Projected state preference tax revernues are $7 millior under the
B&CTL for 1987 and 13988. An approximaticon of AMT reverwes that

would be collected under the B&CTL are $240 milliorn for 1987/88
and $230 milliorn for 1988/83. If the preference tax estimates
are subtracted from the AMT estimates, the results are net
revenue gains under the B&CTL of $233 million for 1987/88 and
$223 million for 1988/83.

These estimates are not precise but serve to indicate the
possible order of magnitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
projections for 1987/88 and 1988/89 under the B&CT Law.



Title VIIB43: Miviiraum Tax Provisions — Corporations

ACTION: INCLUDES INTEREST ON TAX-EXEMPT BONDS AS A TAX
PREFERENCE ITEM

fct Section 701 Conference Report Page 269

Form 540 Line No. N/7A Form 100 Line No. 20

CURRENT CALIFORNIA LAW (Section 23401)

Califorrnia imposes a tax on "tax preference income” in addition
to the tax imposed on taxable income. The intent is to impose an
additiormal tax on taxpayers who bernefit substantially from
various forms of tax—free income or large deductions under the
regular tax provisions. Irterest on tax—exempt bornds is not a
prefTerernce item because all such interest is included in the
measure of income for regular tax purposes of corporations
subgect to the franchise tax provisions of the law. For
corporations subjgect only to the income tax provisions of the law
{corporations which derive income from California sources, but
rioct doing business in this state), interest income is not a tax
prefererce item as it is includible in regular taxable income to
the extert it is riot barred under the Conmstitution or laws of the
Uriited States co by the California constitution.

Califorria has riot adopted the provisiors of IRC Sections 103 and
1038: that exempt interest on certain state and local government
obligatiaons. Irterest orn such bords issued by other states is
already subgect to California tax, while interest orn bonds issued
in Califarnia is exempt fram tax under other provisionms of the

law.

NEW FEDERAL LAW {(Sectiori 57, Section 103 amerded. Section 103AR
repealed, Sectiaons 141-150 added)

The Act reorganized, as well as amerded, the rules governing tax
exemptiorn for imterest orn goverrment bonds. It amernded Section
103, repealed Section 103R, and added rnew Sections 141—-150C.

Sectiorn 103 corntirues to recognize the prirmciple that when bond
proceeds are used exclusively for traditiornal goverrnmental
purposes the interest earrmed on the bonds is excludable from
gross incomne. Bond interest, however, is taxable when it is
derived from {(a) state or local bords that have rot beern issued
irs registered form, {(b) arbitrapge bonds, or {(c) private activity
bonds that are mot exempt as qualified bonds.

The new Sectiorns 141—-150 crgarmize varicus bond-related topics and

impase a number of rew limitatioms.
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As a gereral rule, the irnterest earrned or "private activity
bonds"” is not tax—exempt unless 95 percent or more of the net
bonds proceeds are related to the goverrmertal use fimanced by
the issue and the issuance of the bonds falls under a codified
exception. New Section 1530{a) (3) defires "ret proceeds” as the
proceeds of an issue reduced by amounts irn a reasconably required
reserve or replacement fund. The term does rnot irnclude the cost

of issuance.

Alternative tests: An obligation is a private activity bond if:

{1) 10 percert or more of the bord proceeds are used for
private busimness purposes and 10 percent or more of the
debt service is derived from private use or is secured
by payments or property used in a trade or business

(Sec. 141(b) (1))

(&) mcore tharn five percent of the bornd proceeds are both
{a) used for private busiress purposes and (b)) either
derived fTrom the private use or secured by the
privately—used property or paymernts related to the use
‘of that property {(SBec. 141{(b) {2));

(33 an amcunt exceeding the lesser of five percent of $5
rmilliorn of the bond proceeds is used to finance loans
to private perscns (Bec. 141 (cl).

"Private busiress use” means any direct or indirect use in a
trade or busimess carried orn by arn individual or ermtity other
than & goverrmerntal unit. Business use as a member 2 the
gereral public is rot taker ivmto accocunt for this purpose (Sec.

141(b3 {63,

Irn addition, a bornd issue will not be tax exempt unless it meets

three criteria:

The amount of the issue must Tall within the state
volume cap (Sec. 146);

{(2) The issue must satisfy esach of the reguirements in
Sectiorn 147; and

{3} The issue must be either {(a) an exempt facility bond,
(b) a qualified mortgage bornd, (c) a qualified
veterars® mortgage bond, {(d) a gualified small issue
bord; (e) & gqualified studernt locam bond, (f) a
gualified redevelcpment bond, or {(g) a gualified
Sectiorn 301 () (3) bond. {(Sec. 141(d)).

The Act alsc adds, as a new tax preference item, interest that is
exempt for regular tax purposes orn gqualified private activity
bonde issued after Rugust 7, 198E. (Sec 157{(a) (S)). Bonds
issued before September 1, 1386 are treated as issued before
August B, 1986, if they meet the pre-1887 definition of
gaverrmental bond {(as modified by arn expamding security test),

e
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uriless these bornds would be private activify bornds as defined in
141, wmodified as follows: 205 percent, rather than 10
percernt, of the proceeds must be used for private business or as
private security or payment; the five percent test in cases of
urnrrelated private busirness use arnd the output facilities test is
disregarded; and the private loan financing test is computed
without regard to the $5 million limitation in Section 141(c) (1)

{B}. Bec. S57{a){5){c) {iv))

Section

Where imterest is included as a tax preference, but is excludable
for regular tax purposes, Section 265 denying deduction for
expenses and interest relating to tax—exempt income does not
apply to the interest exclusion for minimum tax purposes. {Sec.

S97{a) {5) (A

Interest on current or advarce refundings of bonds issued before

August 8, 19686 {(or September 1, 1386) is rot a tax preference v
item. Iri the case of a series of current refurding, the original
borid must have beer issued before that date. Interest on
gualified Sectior S01{c) {3) bonds is alsc excepted. {Sec.

57¢a) (S {c){ii) and (iiil)

A "gualified 501{c) {(3) bond "is arny private activity bond issued
by a rior—profit religious, charitable, scienmtific, or
educational, organization {including certain hospital service
organizations and certair amateur athletic orgarnizations) that is
an exempt crganization under Intermnal Reverue Service Section
S01(c) (3}, if all property to be provided by the rnet proceeds of
the issue is to be owned by the exempt organization or a
govervimental unit, and the bornd would rict be a private activity
bond if {1) these exempt crpgamnizaticrns were treated as
goverrmertal urmits with respect to their activities which are not
urrelated trades or busiresses, and () *5 percent' is
substituted for 10 percent’ in the tests for private activity
bonds described above.

A $150 million limitatior alse applies orn these bonds {cther than

a gqualified hospital bond).

EFFECTIVE DRTE OF FEDERQL PROVISIONS

Applicable to taxable years beginming onn or after January 1,
1987.

REVENUE _IMPACT OF CONFDRMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does not conceptually
have a counterpart in state law. California’s preference tax is
a separate tax on certain tax allowarces that is added to the
regular tax liability and not used as a separate basis for
calculaticor of the firmal imcome tax liability.

The Joinmt Committee on Taxaticon (JCT) has made a sirngle estimate
cenly forr all corporate minimuwn tax provisions.  For the corporate
mimimum tax estimate, the laroest single item corntributing to
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reveriue gains is the irnclusion of a portiornn of book income as
taxable ircome.

The substitution of an AMT structure similar to federal law in
place of the state’s existing preference tax would produce
significarnt reverwue gains under the B&CTL.

Projected state preference tax revenues are %7 million under the
B&CTL for 1987 and 1988. An approximation of AMT revenues that
would be collected urnder the BE&CTL are $240 million for 1987/88
and $230 million for 1388785. If the preference tax estimates
are subtracted from the AMT estimates, the results are net
revenue gains under the BELCTL of $233 million for 1987/88 and
$223 million for 13988/85.

These estimates are not precise but serve to indicate the
possible order of magriitude of revernue effects. The AMT state
estimates were develcped by applying the same relative impact of
federal AMT reverues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue

- progections for 1987/88 ard 1988/85 urder the BECT Law.



Title VIIESK: Mimimumn Tax Provisiorms — Corporations

ACTION: REQUIRES THE USE OF THE PERCENTAGE OF
COMPLETION METHOD OF ACCOUNTING WITH RESPECT

TO LONG-=TERM CONTRACTS

Act Section 701 Conference Report Page 269

Form 540 Line No. N/A Form 100 Line No. * 20

CURRENT CALIFORNIA LAW (Section 23401)

California imposes a tax on "tax preference income” in addition
to the tax imposed on taxable income. The intent is to impose an
additional tax on taxpayers who benefit substantially from
various forms of tax—free irncome or large deductions under the
regular irncome tax rates. The tax is computed orn the total of
tax preference items in excess of $30,000.

Current law does rot include any part of ircome from long—term
contracts as a tax preferernce item.

NEW FEDERAL LAW {Secticn S5 amd S&)

Federal law imposes an altermnative minimum tax. The tax due for
the taxable year is the altermnative mirnimum tax or the regular
imcame tax, whichever is greater (adjusted by certain credits).

Alternative minimum tax is the taxpayers taxable income,
determirned with specified adjustmernts, and irncreased by the

amaount of items of tax preference. _
The Act requires, as one of the adjustmerits to regular taxable

incame, that the percertage of completion method:of accournting
must be used with respect to lorng—-term cortracts erntered irmta by

the taxpayer or or after March i, 1386.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years begirming orn or after January 1,
1387.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal altermative mirnmimum tax (AMT) does rnot conceptually
have a counterpart in state law. California’'s preference tax is
a separate tax on certairn tax allowances that is added to the
regular tax liability and rnot used as a separate basis for
calculatiorn of the final irncome tax liability.

The Jeimt Committee on Taxatior {(JCT) has made a single estimate
arly for all corporate mimimum tax provisions. For the corporate

minimum tax estimate, the largest sirngle item contributing to
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revenue gains is the inclusion of a portion of book income as
taxable income.

The substitution of an AMT structure similar to federal law in
place of the state’s existing preferernce tax would produce
significant revenue gains under the B&CTL.

Projected state preference tax reverwes are $7 million under the
BECTL for 1987 and 1988. An approximation of AMT revenues that
would be collected under the BECTL are $240 million for 13587/88
and %230 million Tor 1988/83. If the preference tax estimates
are subtracted from the AMT estimates, the results are net
revenue gains under the BE&CTL of $233 million for 1987/88 and

$223 million for 1388/83. -

These estimates are not precise but serve to indicate the
possible order of magriitude of revenue effects. The AMT state
estimates were developed by applyirng the same relative impact of
federal AMT reverues, estimated by the JCT, compared to total
federal budget receipts aftter H.R. 3838 to total state revenue
projections for 1987/88 and 1388/83 under the BE&CT Law.




Title VIIBSG1: Miriimum Tax Provisiorns — Corporations

ACTION: INCLUDES A5 A TAX PREFERENCE ITEM THE FULL
GAIN REALIZED ON INSTALLMENT SALES OF DEALER
PROPERTY IN THE YEAR OF DISPOSITION

Act Section 701 Conference Report Page 270

Form S40 lLLine No. N/A Form 100 Line No. £20

CURRENT CAL IFORNIA LAW (Sec. 23401)

California law is gererally similar to federal law, but there are
numercus differernces including preferevnce items, exemption
amounts, and tax rates. California imposes a tax on “tax
preferernce income" irn addition to the tax imposed on taxable
income. The intent is to impose an additional tax on taxpayers
who bermefit substantially from varicus forms of tax—free income
or large deductions under the regular ircome tax rates. The tax
is computed orn the total of tax prefererces items in excess of a

base allowarce exempticr.

Current law does not include any part of dealer installment sales

as a tax prefererice item.

NEW FEDERAL LAW {Bec. 563

imposes an alternative minimum tax. The tax due for
the taxable year is the alternative minimum tax or the regular
income tax, whichever is greater {(adjusted by certain credits).
ARltermative minimum tax is the taxpayer’s taxable irncome,
determirmed with specified adjustments, and increased by the
amournt of items of tax prefererce.

Federal law

The Act reguires, as orne of the adjustments to regular taxable
incaome, tHat ivm the year of dispositiorn the full gairn, less the
amount recogrized in that year for regular tax purposes, be
included irn the altermative minimum taxable incame. This

provision applies to:

o stock in trade of the taxpayer's inventory, and
property held for sale to customers disposed of after

March 1, 13863

Personal property disposed of after February 28, 1986,

o
by a persorn who regularly sells personal property on
the installmernt plang

't Real property disposed of after February 28, 1386, that

was held for sale toc customers; and



N
Nt

< Real property disposed of after August 16, 1386, {(with
a sales price exceeding $150,000) that is used in the
taxpayer’s busirness or is held for the production of

rental income.

Excepted from this provision are installment sales of:

o Personal use property
o Farm property
o Timeshares and residerntial lots, if the taxpayer

elected to exclude the disposition from the installment
sale proportionate disallowance rules.

Manufacturers to dealers if (1) the dealer is obligated
to pay on the obligation only when the dealer resells
or remts the property, or (2) the manufacturer has the
right to repurchase the property at a fixed or
ascertairable price rnc later than the rnine-month period
begirmirng with the date of the sale. In addition, the
aggregate face amourt of the obligatiorns that otherwise
qualify for the exceptiori must be egual to 50 percent
of the total sales to dealers giving rise to the '
installment receivables in both the current tax year
and the preceding year (e.g., the 30-percernt testl. A
seller will be treated as fTailing to meet the
S50-percert test only if it fails to meet the test for
two consecutive tax years. This exceptiorn applies only
if the taxpayer meets these requirements for its first
tax year begirming after October &2, 1386, the Act's
eractment date.

EFFECTIVE DATE OF FEDERAL PROVISIONG

Applicable to taxable years begimming on or after Jarnuary 1,
1387.

REVENJE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alterrnative mirnimum tax (AMT) does rnoct conceptually
have a cournterpart in state law. California's preference tax is
a separate tax orn certain tax allowanrnces that is added to the
regular tax liability and not used as a separate basis for
calculation of the firmal ircome tax liability.

The Joint Committees on Taxatiom (JCT) has made a single estimate
only for all corporate minimum tax provisions. For the corporate
minimum tax estimate, the larpest single item contributing to
reverue pains is -thé inclusiorn of a portion of bock income as

taxable income.

The substitution of an AMT structure similar tc federal law in
place of the state’s existing preferernce tax would produce
significant revernue gains under the B&CTL.
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Projected state prefererce tax revenues are %7 million under the

BECTL forr 13987 and 1388. An approximatiorn of AMT revenues that

would be collected under the BECTL are $240 million for 1987/88

and $230 million for 13988/83. ITf the preferernce tax estimates i
are subtracted from the AMT estimates, the results are net

revenue gairs under the B&CTL of $233 million for 13987/88 and

$223 million for 1388/89.

These estimates are rnot precise but serve to indicate the
possible order of magmitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT reverues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
projections for 1387/88 arnd 1388/89 under the B&CT Law.
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Title VIIE4w: Mirnimam Tax Provisiorns — Corporations

ACTION: INCLUDES AS A TAX PREFERENCE ITEM THE UNTAXED
APPRECIATION IN CHARITABLE CONTRIBUTIONS OF

APPRECIATED PROPERTY

Act Section 701 Conference Report Page 258

Form 540 Line Nc. N/R Form 100 Line No. 20

CURRENT CALIFORNIA LAW (Section 23401)

California law is generally similar to federal law, but there are
rnumerous differences includirng preference items, exemption
amounts, and tax rates. California imposes a tax on "tax
preferernce irncome” irn additior to the tax imposed on taxable
income. The irntent is to impose arn additional tax on taxpayers
who bemefit substantially from various forms of tax—Ffree income
or large deductions under the regular income tax rates. The tax
is computed on the toctal of tax preference items in excess of a

base allowance exemptiorn.

Current law does mot irncliude the urtaxed appreciation in
charitable contributions of appreciated property as a tax
preference item. ‘

FEDERAL LAW (Sec. 57)

Federal law imposes an altermative minimum tax. The tax due for
the taxable year is the altermative minimum tax or the regular
income tax, whichever is greater.

Rltermative mirmimum taxable ircome is the taxpayer's taxable
income, determired with specified adjustmenrts, and increased by
the amcunt of items of tax preference.’

The Act adds as a tax preference item the urntaxed appreciation on
charitable cortributicorns made after August 16, 1386 of property '
that has appreciated in value. A taxpayer who makes a charitable
contributiorn of capital gair property must redetermine the
deduction for purposes of the alternative minimum tax by adding
back the amcourt by which the taxpayer?'s regular tax charitable
cormtribution deductior would be reduced if all capital gain
property were taker into accournt at its adjusted basis. This
preference does not apply to carrycvers of the deduction for
comtributions made before August 16, 1386.

" EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to tawable years beginning on or after Jaruary 1,
1587. '




REVENUE IMPACT GF CONFORMITY TO FEDERAL LAW

The Federal alternative minimum tax (AMT) does not conceptually
have a courterpart in state law. California’s preference tax is
a separate tax on certain tax allowarces that is added to the
regular tax liability anmd not used as a separate basis for
calculation of the final income tax liability.

The Joint Committee on Taxation (JCT) has made a single estimate
only for all corporate minimum tax provisions. For the corporate
minimum tax estimate, the largest single item contributing to
revenue gains is the inclusion of a portion of book income as

taxable income.

The substitution of an AMT structure similar to federal law in
place of the state’s existing preferemce tax would produce
significant revernue gains under the B&CTL.

Projected state preferernce tax reverues are $7 millicwm under the
EBECTL for 1387 and 1988. An approximation of AMT revenues that
would be collected under the B&CTL are $240 million for 1987/88
and $230 milliorn for 1388/85. If¥f the preference tax estimates
are subtracted from the AMT estimates, the results are net

oy

revenue gairns under the B&RLCTL of $233 milliom for 1387/88 and
$283 million for 13688/89.

These estimates are rnot precise but serve to indircate the
possible corder of magriitude of reverue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT revenwues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3836 to total state reverue
projecticons for 1387/68 arnd 1388/83 under the E&CT Law.
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Title VIIB4vr: Miviimum Tax Provisions — Corporations

ACTION = INCLUDES IN TAX PREFERENCE INCOME AN
ADJUSTMENT FOR BOOK INCOME AND CURRENT

EARNINGS

Act Sections 701 and 702 Conference Report Page 272

Form 5S40 Line No. N/A Form 100 Line No. 20

CURRENT CALIFORNIA LAW (Section £3401)

Califorrnia law is generally similar to federal law in that both
impose an add—on tax on "tax preference income”, but there are
numercus differences including the items of tax preferernce,
exemption amounts, and tax rates. California imposes an add—on

tax on "tax prefererce ircome” which exceeds $30,000, in addition

to the tax imposed on taxable ircome. The internt is to impose an
additicnal tax on taxpayers who bermefit substanmtially from
various forms of tax—free income, larpe deductions, or tax
credits under the regular irncome tax computation.

Currert state and federal law do not include, as a tax preference
item, ary adjustment reflectirg the difference between the
corporations Ybook irncaome” or "pre—tax earnings” and its income

subject to regular tax.

=

NEW FEDERAL LAW {(Secticrms 55 —~ 53)

-

The Act repeals the add—crn minimum tax for carparations and
replaces it with an alternative minimum tax, similar to that for
individuals. Altermative miviimum taxable income is the
corporation’s regular taxable income {or loss), as modified by .
certain adjustmerts, plus prefererce items, and reduced by a
phased—cut exempticr of %40, 00G.

For taxable years begirming in 13987, 1388, and 1389, the Act
requires that the alternative minimum taxable irncome {(AMTI) of a
corporation (other tharn arn 8 corporation, regulated investment
company, real estate irvestment trust or REMIC) must include
one—half of the amount by which the corporation’s adjusted net
"book income” exceeds the corporation’s AMTI (disregarding the

‘business untaxed reported profits preferernce and the altermative

minimum tax net operating loss deduction): Generally, the book
income of a corporation is the net irncome or loss set forth on

the applicable finarncial statemernt that it provides to satisfy

regulatory or credit reguirements, for purposes of reporting to
its shareholders or other owners, or for other substartial

ricom—tax purposes.

Book ivicome is determined with referernce to the corporation's
applicable financial statemert (see below), except that the
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adjustments described below must be made. Iwn additiorn,
appropriate adjustmerts must be made if the fimancial statemert
used to compute book income covers a period other thar the tax
year for which the bock income preference is being computed.

Federal and foreign tax ddjustment. Federal and foreign taxes
reported on financial statements are gererally disregarded.
However, if no foreign tax credit was claimed under Section 931
for regular tax purposes, the foreign tax liability may be taken
into account for purposes of computing book income. No item of
federal or foreign income tax or bemefit (other than foreign
taxes deducted in lieu of claiming a credit), including any
adjustment of deferred taxes resulting from the corporate tax
rate changes, is to be included in the computation of pre-tax

book income for minimum tax purposes.

Related corporations. A taxpayer filing a consclidated return is
required to adjust book income by taking into account items on

the finarcial statement that are allocated to group members on
the consclidated return. in the case of any related corporation
that is rot imcluded orn a consclidated retuwrrn, the parnings of
the corporation are taken into accournt only to the extent of the
dividends received by the taxpayer from that corporation plus any
cther amount reqguired to be included ir the taxpayer’s gross
income for altermative mirmimum tax purposes in respect of the

cther corporation’s earnings.

Cogperatives. batronage dividends and per—unit retain
allocations paid by cocoperatives are generally deductible for the

purpose of computing book income.

Dividends from possessions corperations. If a dividend is
received from a corporation eligible for the possessions tax
credit under Secticon 3936 and is included in the recipiernt's book
income, the amourt of withholding taxes paid with respect to such
dividernds is to be included in determining net boock income. To
the externt that AMTI is increased as a result of this adjustment,

the related withhcolding taxes are treated as creditable foreign
taxes pald by the recipient. '

The following financial statements are to

Financial statements.
If a

be used to cdmpute the book income preference (if any).
corporation uses more than one of the types of statements

enumerated, the following priority system is followed:

(1) A Ffinarcial statement used for complying with the
filing requirements of the Securities arnd Excharnge

Commissior;

(&) A certified audited income statement used feo (@)
credit purposes, (b) a report to sharehclders, or ()
arny substarntial rnontax purpose;

(3) Ar inmcome statement that the corporaticn must submit to
the federal poverrment, the state, a political
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subdivision of the state, any state or federal agercy,
- or any agevncy of a political subdivision; or

(4) FAny finarcial statement or report used for the purposes
listed in {(2), above.

Earnings and profits. Companies that do rmot have ary of the
statements described above are tc use their earnings and profits
to compute book iricome. In additior, a corporation that has only
the financial statement described in (4), above, may make an
irrevocable electior to use its earmings and profits te compute
net book income. The election is effective so long as the
taxpayer qualifies under the elective provisions. Thus, 1if a
corporation electing to use earnings and profits is reqguired in a
subsequent year to file an ircome statement with the state or
federal goverrmert, the electiorn to use earnings and profits

would no longer be in effect.

In computirng the preference for book income, a positive amournt

exceeds any mnegative amcunt (especially applicable in cases in
which a corporation reports a negative AMTI before takirng into

account the boaok irncome preferernce).

Other adjustmernts may be reguired. The law grants.the Treasury
Department the authority to issue regulatiorns reguirirng the
adgustment of net book income to prevernt the omissiorn or
duplication of any item. This gramt of authority will be used,
for example, to prevent the recording of items directly to the
financial statemernt asset, liabili:y or equity accounts that are
properly included as items of firancial statemernt income or

expense.

For any tax year begirnning after 13983, the altermative minimuias
taxable ircome of & corporation (other tham arn S corporation,
reguiated investmenrnt company, real estate irvivestment trust or
REMIC) is ircreased by 7% percernt of the amount by which its
"adjgusted current earnings” exceecd AMTI (determined without
regard to the adjusted current earnings preference and the
altermnative minimum tax NOL deducticor). The prefererce is to be
taken intc account regardless of whether the adjustmernts are

positive or negative.

Negative adjustments. If a corporation’s altermnative minimum
taxable income (pricr to the adjustmert) exceeds adjusted current

earnings, a reductiorn in AMTI of 75 percert of the differernce is
permitted. However, the reduction carmct exceed the aggregate
amount by which AMTI has been increased ir prior tax years as a
result of the adjusted currert earnirgs preference less the
reductions allowed as a result of the preferermce for prior years.
A positive amount is always cornsidered to be ir excess of a

negative amount.

Adjusted current earnings. Iv computing adjusted current
earnings, -8 taxpayer must germerally treat prefererce items in the
same marmer as required Tor computing alterrnative minimum taxable




income. In the rase of depreciable property placed in service
after 1983, the deductior is the smaller of that computed under
the alternative depreciation system or the method used for the
corporation’s finamcial statement. :

For property placed in service after 1986 but before the first
tax year begirming in 1930, and to which the modified ACRS system
applies, the depreciatiornn computation is made by taking into
account the adjusted basis for AMT purposes as of the close of
the last tax year begirming before 1930 arnd using the
straight-line method over the remaining midpoint life of the ;

property.

For depreciable property placed in service before 1987 to which
the original ACRS system applies, the depreciation deduction is
determined by taking into account the adjusted basis of the
property as determined for regular tax purposes as of the close
of the last tax year begirming before Jaruary 1, 1930 and using
the straight-lirne method over the remainder of the recovery
period that would have applied to the property under the Sectiom
168<¢(g) alternative depreciation system. Any cther depreciable
property placed irn service before 1981 is depreciated in the same
mavrimeyr as used to compute the corporaticm’s regular tax.

In the case of any depreciable property placed in service before
1330, if the depreciatiocn method used for finarncial statement
purposes yields a smaller depreciation deduction than that
determined under the above methads, such method is to be used to
determine adjusted curremt earnings. The determinaticon as to
which is the lower calculatiorn is to be made by comparing the net

present values of the deducticon computed under each methad.

FGPTlﬂtaﬂglblE drilling and developmert costs allowable under
Sectior 263(d) the deductior is limited toc the lower of: (1) the
presert value of the degucticorms o the taxpayer's firnancial
statemernt, or (Z) the present value of the decuctiorn camputed
using the 6C—month amortizaticn period under Section 312{r).

The depletior allowarice is to be determirned by using either cost
depletion or the method used for financial statemernt purposes,
whichever yields, or a present value basis, the smaller

allowance.

Items exciuded from AMT or regular tax computations. Certain
items that are rot taken into account for purposes of computing
alternative minimum taxable income may be included in determining
adjusted current earnings. Exclusion items are those items of
income or expense that are irncluded in earnings and profits
computations for purposes of a corporation’s regular tax but are
not imcludible in income for purposes of either regular tax or
alternative minimum tax computations {(i.e., interest on
tax—exempt bonds). In computing adjusted current earnings with
respect to exclusiorn income items, deductions related to expenses
incurred with respect to the ircome items are allowed, to the

[
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‘computation of earrnings arnd profits,

extent that the deductions would have been allowable in computing

AMTI if the income were includible in gross income.

With respect to arn expense that is included in a corporation's

earrnings and profits computations but is not allowed for purposes:

of the regular or alternative minimum tax, neo deduction is
allowed for purposes of computing adjusted earnirngs. This means
that the dividends received deduction is not taken into account
in computing adjusted current earmings. However, in the case of
dividends qualifying for a 100 percent dividends received
deduction under Section 243 or 245,
to the extent that the payor corporation is subjgect to federal
income tax and so long as the payor and recipient corporations
would not qualify as members of the same affiliated group under

the rules contaimed irn Section 1504(h).

In the case of dividends received from Sectiorn 936 corporations
{Puerto Rico and U. 5. poassessiorns other than the Virgin
Islands), the full amcunt of the dividerd is ircluded in the

withholding tax paid with respect to the dividends.

Other earnings and profits computatiorns required for regular tax
purposes under Sectiorn 312 are to be taken intce accourt, subject
to rules regarding dates that apply for such purposes. For
example, in the case of a post—1983 installment sale, use of the
installmernt method to compute adjusted earrnivigs and profits is
not allowed, even if the use of the irstallmert method applies

for minimum tax purposes.

For purposes of the Section 3Z12{(n} adjustmenrit concernirng the
capitalization of comstruction pericd carrying charges paid or
incurred in tax years begirming after i58%, the "avcocided cost
method” of new Sectian E63R (relatinmg to camitalizatiorn of
specified costs and expenditures) applies to¢ determine the amouarnt
of interest allaocable to comstruciicorn.

Debt pocl exchange. No locss arising ocuwt of the excharnge of any
pool of debt obligations for ancther pocl of debt cbligatioms
havirg substarmtially the same effective interest rates and
maturities will be allawed.

Ownership chariges. In fhe case of a corporation that experierces
arn owrership charge after October 22, 13886, the date of enactmert
of the Tax Reform Act of 1886, the Act limits the corporation’s

. basis in any property used ir the computaticon of adjusted current

earnings to the allocable portion of the purchase price paid
(after adjustmert for liabilities ard cther items) at
acguisition.

Study of book irccome and earnirngs acjustmentcs. New Secticn 73
directs the Treasury Secretary to study the cperaticon arnd effect
of the bock income preferernce and ihe preferente Lasecd . on
adjusted earnings. Alsc pricr tao 1330, regulaticrns arnd rulirgs
will be issued to provide guidarce on She integration of a

—_——
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the deduction will be allowed

along with 75 percent of the




corporation's tax records used for regular armd minimum tax
purposes and the reporting of adjusted earnirngs and profits.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provisions relating to the increasing of the alterrative
minimum taxable income by one—half of any excess of pre-tax book
income over AMTI are applicable for taxable years beginning on or
after Jaruary 1, 1387 and before Jarmuary i, 1330.

The provisions relating to the irncreasinmg (or decreasing) of the
alterrnative minimum taxable income by 75 percent of the amount by
which adjusted current earnings are greater (or less) than AMTI
are applicable to taxable years begimming on or after January 1,

1930.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alterrative miwimum tax (AMT) does not conceptually
have a counterpart in state law. California’s preference tax is
a separate tax on certain tax allowarnces that is added to the
regular tax liability and not used as a separate basis for
calculatiorn of the fimal ircome tax liability.

The Joint Committee on Taxatiorn (JCT) has made a single estimate
cnly for all corporate minimum tax provisicns. For the corporate
mirnimum tax estimate, the lerpest single item cantributing tco

revernue gains is the inclusiocn of & porition of book income as

taxable ircome.

The substituticrn af an AT stiructure simiiar to Tedera
place of the state’s existing preferernce tan woals Ias
~— oo

sigriificant revernue geins under the H&TTL.

Fraogjected state preferernce tax revenues are $7 millicrn under the
B&CTL for 1987 and 1368. FAr. approximatiorn of GFT reverueses thas
would be colliected under the B&TTL are %240 million four (Z87/E88
and $2Z30 milliorn Tor 13588/3%5. iT the preference tax estimates
are subtractec fram the AMT estimates, the resulis are net

£33 Tor 1B57/85 and

revenue gains uncer the D&CTL of $EI3 million
$223 millicn for 1388/89.

These estimates are rot precise but serve to irndicate the
possible order of magrnitude of revenue effects. The aMT state
estimates were develaoped by applying the same relative impact of
federal AMT revernues, estimated by the JCT, cowmpared to total
federal budget receipts after H.R. 3838 tc total state revenue
praojections for 13987/88 and 1388/83 under the BECT Law.

~J
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Title VIIERT7: Miviimum Tax Provisiorns

ACTION: ALLOWS CORPORATIONS TO OFFSET 25 PERCENT OF
MINIMUM TAX LIABILITY WITH LQRRYDVER aF
INVESTMENT TAX CREDIT

Act Section 701 ‘ Corferernce Report Page 280

Form 540 Line No. N/A Form 100 Line No. 20

CURRENT CALIFORNIA LAW (Sections 23400 — 23405)

California has no provision for allowing credits against the tax
ori preference income.

OLD FEDERAL LAW (Sec. S&)

Incentive tax credits are not allowed against mirnimum tax.
Credits that do viot berefTit the taxpayer due to minimum tax can
be used as credit carryovers against regular tax. Incentive tax
credits, for federal purposes, include the investment credit,
targeted jobs credit, aliconhcol fuels credit, and ES0F credit.

55—

NEW FEDERAL tAW (Sec. =6, 38,53, S55-03)

L"l

Provides that the investment Tax credit on tvransition property or
carrieg over fraom pricor years may reducs regular tax liability
downt to 75 percent of the alternative minimum tax liabiliity, or
if the alternative minimum tax exceeds the reguiaf tany, it may
aoffset up to 25 percent of the aiternsetive miminwe tax liability.

U)

EFFECTIVE DARTE OF FEDERAL PFPROVIZIONS

Appiicable to taxable years begirming o or eller Jarnaary 1,
1387,

REVENUE IMPACT OF CONFORMITY TO FEDERAL LW

Neither the federal mirnimum tax provision nor the investment tax
credit have been adopted under California law.




Title VIIBI: Miriimaum Tax Provisions — Corporations

RACTION: LIMITS TQ 90 PERCENT OF MINIMUM TAXAELE
INCOME THE AMDUNT OF NET OPRPERATING LOSS THAT
CAN_EE USED 7O REDUCE MINIMUM TAXAEBLE INCOME

Act Section 701 ' Confererce Report Page 282

Form 340 Lihe Nao. N/R Form 100 Lirne No. 20

CURRENT CALIFORNIA LAW (Sections Z3400—E3405)

In California, tax preference income is reduced by that amount
(if any) of the taxpayer's net operating loss which was used to
reduce taxpayers gross income. Follawing this adjustment, the
imposition of prefereﬁce tax for that year is deferred to the
externt of the ratic of the allowable rnet cperatirg loss
carryforward cver the total amount of preference items. To the
externt that this ret operating loss carryforward reduces net
income im a succeeding year, the tax previcusly defervred shall be
added to the preference tax (if any) for that year.

NEW FEDERAL LAW {(Sec. 567

Net operating lasses may be used to recuce up to 3¢ percent of
alternative mimimum taxab:e incone. Amourntse not used becsuse of
this limitaticr may be carried forward to future years.
For minimum tax purpases, & separete nel operating loss must be
computed in a marnmer cornsistent with the adjustiments ano
preferences defined by the minimum tax. Fre-1%87 NCLs do not
have to be recomputed. Conseguently, the amcournt <7 the NOD
carryover for minimum tax purposes will diffTer frowm the NOL
carryover for regular tax purposes because of this separate NGL
computation and the 90 percent rule limitatior.

EFFEETIVE DATE OF FEDERAL PROVISIONS

Applicable toc taxable years begirming orn or after Jaruary 1,
1387.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Federal alternative mirnimum tax (AMT) does rnot conceptually
have a counterpart in state law. California's preference tax is
a separate tax on certain tax allowances that is added to the
regular tax liability and not used as a separate basis for
calculation of the firnal income tax liability.

has made & single estimate

The Joirnt Committes an Taxaticr {(JCT)
For the corporate

anly for all corporate minimun tax provisions.
miriimum tax estimate, the largest sirgle item comtributing to
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revenue gairns is the iwclusion of a porticn of book ircome as
taxable income.

The substitution of an AMT structure similar to federal law in
place of the state!s existing preferernce tax would produce
sigrnificant reveriue gainms under the B&CTL.

Projected state preferernce tax revernues are $7 milliorn under the
BACTL for 19687 and 13988. An approximation of AMT reverues that
would be collected under the BE&CTL are $240 million for 1987/88
and $230 million for 1988/83. If the preferenmce tax estimates
are subtracted from the AMT estimates, the results are ret
revenue gains under the BECTL of $233 million for 1987/88 and

 $223 million for 1388/85.

These estimates are not precise but serve to indicate the
possible order of magrnitude of revenue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT reverues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 tc total state revenue
projections for 1987/86 and 13688/83 urder the BACT Law.




Title VIIEiIO: Mirmimum Tax Provisicrns — Corporations

ACTION: RERUIRES THAT ESTIMATED TAX PAYMENTS BE MADE
WITH RESPECT TO MINIMUM TAX LIARILITY

Act Section 701 Confererice Report Page 283 ;

Form 340 Line No. N/A Form 100 Line No. 2

CURRENT_CAL IFORNIA LAW (Secs. 25561 and #5562)

California imposes a tax on "tax preference income” in addition
to the tax imposed on taxable irncome. The intent is to impose an
additional tax on taxpayers who bemefit substarmtially from

various Torms of tax—free income or large deductiorns urder the \

regular irncome tax rates. The tax is computed on the total of

tax prefererce items in excess of $30, 000,

Currert law reqguires the inclusiorn of tax preferernce ircome in
the computatior of estimated tax paymernts of corporations.

NEW FEDERAL LAW (Sec. 6154)

Federal law impgeses an altermative minimum tax. The tax due for

the taxable year is the altermative minimum tax or the regular

income tax, whichever is greater {adjusted by certain credits).

ARltermative minimum tax is the taxpayer's taxable income,
determired with specified adjustments, and increased by the
amount of items of tax prefererce.

The Act rnow requires that estimated cayments of corporations i

tax
be made with respect To mimimum tax 1iad

bility.

EFFECTIVE DATE OF FEDERAL ARCOVISIONE

Applicable to taxable years beginming on or aTter Jarnuary 1,
1387.

REVENUE IMPACT OF CONFORMITY TO FEDERAL Lﬂwb

The Federal alterrative mirvnimum tax (AMT) does not cerceptually

have a counterpart in state law. California’'s preference tax is -

a separate tax orn certairn tax allowanrnces that is added to the
regular tax liability and not used as a separate basis for

calculation of the fimal irncome tax liability.

Taxatiornn (JCT) has made a sirgle estimate

The Joirt Committee on
Fore the corporate

orly for all corporate mimimum tax provisions.
larpest single itewm comtributing to

minirmum tax estimate, the
ook income as

reverue gains is the inmclusicrn of a porticr of
taxable income.

-~ 781 —



C

The substitution of ar AMT structure similar to federal law in
place of the state's existing preferernce tax would produce
significant revernue gains urgder the B&ACTL. '

Projected state preferernce tax revernues are $7 milliorn urder the
B&CTL for 1387 and 1388. An approximation of AMT reverues that
would be collected under the BE&CTL are $£40 milliorm for 1387/88
and %230 million for 1988/83. If the preference tax estimates
are subtracted from the AMT estimates, the results are net
revenue gains under the BECTL of %233 milliorn for 1587/88 and

$223 million for 1988/8%3.

These estimates are not precise but serve to indicate the
possible order of magnitude of revernue effects. The AMT state
estimates were developed by applying the same relative impact of
federal AMT revenues, estimated by the JCT, compared to total
federal budget receipts after H.R. 3838 to total state revenue
projections fcr 1987/88 and 1388/83 urnder the BECT Law.




The rext page of this report

is page 8UQ0.
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Title VIIIA: Accounting Provisions

ACTION: RESTRICTION ON USE OF CASH METHGOD OF
ACCOUNT ING

Act Section 801 Conference Report Page 285

Form 540 Line No. N/A Form 100 Line No. N/R

CURRENT CALIFORNIA LAW (Sec. 17551, 24651, 24652, AND 24653)

The acrounting method rules under California law are basically
the same as those under federal law. In general, the methods
are: cash receipts and disbursements, accrual, special methods
for certain industries and situations, and with:- limitations,
certain hybrid methods. The taxpayey adopts a method that is
best suited to its needs and except for the following, there are
rno restrictions as to the wmethod that can be used: 1) the method
must clearly reflect income, £) businesses with inventories must
use the accrual accounting method with respect to purchases and
sales, and 3) certain farming corporations are required to.
compute their income by the accrual method.

NEW FEDERAL LOW (Sec. 448

Under the act the cash method of accounting may not be used by a
tax sheltery, a C corporation, a partnership with a C corporation
as a partner, or certain trusts.

Exceptions to this treatment are provided for:
=] corparations in the farming business,
o gualified personal service corporations,

certain types of businesses with average amnual gross
receipts that do not exceed $3 million Ffar the
3—-taxable—-year period emnding with the prior taxable

year.
The foregoing exceptions doa not apply to tax shelters.

Any adjustments required due to the change from the cash method
are to be taken into account over a period generally not to

exceed four years.

- 801 -
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E#FECTIVE DATE OF FEDERAL PROVISIONS

This act shall apply to taxable years beginning on and after

January 1, 1987,
25, 1985 have entered into loans or leases, certain real property

contracts and tramsactions with certain related party, may elect
not to apply the provisions of this act.

REVENUE IMPACT OF CONFORMITY 70O FEDERAL LAW

It is not known how many entities will elect to change from the
cash to accrual accounting method for California purposes, in
order to simplify their recordkeeping, even if California does
not conform to the federal restrictions.

However, it is noted that the types of businesses that are
restricted for federal purposes may be more apt to maintain the
separate records in order to continue the cash method for
California. Under this reasoning and based on national estimates

by the Joint Committee on Taxation:

=} The revenue gain under the Bank and Corporation Tax Law
under conformity would be in the . $24 million range for
1987/88 and $25 million range for 1888/89.

fal A proratiorn factor of 4% was used which represents the
general relationship between California®’s corporation
tax collections and federal corporation tax collection
over the past few years.

o The impact under the Personal Income Tax Law fyom
unircorporated tax shelters would be insignificant.

- 802 -
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Title VIIIER: Accounting Provisions

ACTION: CHBNGE THE SPECIAL DOLLAR VALUE LIFO
ACCOUNTING METHOD FOR CERTAIN SMALL BUSINESS

At Section 802 Conference Report Page 290

Form 540 Line No. 16 Form 100 Line No. B-2

CURRENT:CRLiFGRhIQ LAW (Sec. 17551, and 24701 et seq)

With respect to noncorporate taxpayers, California conforms to
the federal provision that allows certain small businesses to
elect a special LIFO account;ng method for inventories. An
eligible small. business is one with average annual gross receipts
that do not exceed %2 million for the three tax years ending with
the current year and that uses the dollar—-value LIFO method of
inventory accaounting. These small businesses may elect to use a
single inventory pool to value their inventory instead of the
variety of pocols that are otherwise required. Once the election
is made, it can only be withdrawn with the consent of the
Framchise Tax Board (or Secretary of the Treasury).

With respect toc corporate taxpayers, California has generally
conformed to the federal rules far LIFO inventory accounting, but
has rnot adopted any provisions to allow a small business to elect

to use one inventory pocl.

NEW FEDERAL LAW (Sec. 474)

The act redefines eligible small business as businesses that have
average annual gross receipts of %5 million for the 3 preceding
taxable years, and the method of pricing the inventories is
changed from the single invertory pocl to a "simplified" method
in which separate inventory pools are maintained by major
categories as provided in indices published by the Bureau of
Labor Statistics. The election to use the new method does not
require consent of the Internal Revenue Service.

EFFECTIVE DATE OF FEDERAL PROVISIONS

This act applies to taxable years beginning on and after January
.1, 1987. Taxpayers who made an election under the old law may
continue under the provisions of that law for as long as their

election remains in effect.

REVENUE IMPACT OF CONFORMITY TO FEDERARL LAW

Based on a proration of the national estimates that were prepared
by the Jaint Committee on Taxation (JCT), the relative fiscal

dimpact, for individuals under state conformity, would be revenue



RN 1|

losses in the $700,000 range for 1987-88 and $1.1 million range
for 1988-89. The proration to California (4.1 percent) reflects
the Policy Economic Group’s (PEG) California estimates relative
to the nation for those provisions analyzed. The PEG has not

estimated this specific provision.

Based on the proration of the estimates for the nation by the
JCT, the revenue loss under the Bank and Corporation Tax Law is
estimated to be in the %8 million range for 1987-88 and in the
$12 million range for 1988-89. A proration factor of 4 percent
was used, which represents the relationship between California's
corporate tax collections and federal tax collections over the

past few years.
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Title VIIIC: . Qccbunting Provisions

ACTION: RESTRICT AND REVISE INSTALLMENT ACCOUNTING
METHOD FOR CERTAIN INSTALLMENT SALES

Act Section 811 and 812 Conference Report Page 293

Form 540 Line No. N/A | Form 100 Line No. 6-1

CURRENT CALIFORNIA LAW (Sec. 17551, 17558.5, 24667, 24668 and
24670)

Currently under California law an individual or corporation may
elect to report installment sales using the installment
account ing methods, which, generally, conform to the federal
‘provisions. Under this method, the income that is reported for
any year is that proportion of the payments received during the
year that is egual to the ratic that the gross profit bears to
the total contract price. California is also similar to federal
with respect to the changing of accounting methods, in that: 1) a
change in accounting method must be approved, and 2) adjustments
to net income may be required to prevent amounts from being

duplicated or omitted.

For individuals, California modifies the use of the installment
method to the extent that enterprise zorne properties and
praperties in program areas have previously been expensed.

Of special interest with respect to the installment method is the
enactment of SR 8% (Ch. 660, Stats. 1986), as it generally
conformed California’s corporation provisions to the Federal
Reform Act of 1886, operative for dispositions and/or income
years begirnning on or after Jarnuary 1, 1988, At that time the
use of the installment method will be restricted and method for
determining the reportable income from installment sales is
revised. In general, taxpayers making ocrasional installment
sales could continue to use the existing installment method,
whereas installment obligations that are held by corporate
sellers and arise after December 321, 1987 from the disposition
of: 1) personal or real property by taxpayers who regularly sell
or otherwise dispose of personal or real property in the ordinary
course of business, or 2) certain real property by taxpayers who
used the property in the trade or business or production of
rental income will be reporting a certain portion of the
installment indebtedness as a payment. The corparation
provisions that were not conformed to the federal act are

discussed below:

Effective date

Basically, California’s law is operative for income years
begimning on or after January 1, 1988, whereas the federal

- 8035 -
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act is effective for years begiming in 1987. However under
California law, the effective date for the restricted use of
the installment wmethod specifically applies with respect to
the dispositions, whereas under the federal act, it applies

with respect to taxable years.

Restriction on the use of the installment method

Both California law and the federal act limit the use of the
installment method to no longer allow the installment accounting
method for installment sales of personal property under a
revolving credit plan, sales of stock or securities traded on an
established securities market, and certain other kinds of
regularly traded property. California specifically allows the
sales of crops or livestaock held for slaughter to continue to be
reported on the installment method. In addition, California
specifically allows the full gain on the sale of irrigation
equipment which is used to irrigate farmland to be reported under

the installment methaod.

Under California law, those taxpayers who used the installment
method to report sales from revolving credit plans on their last
return begimning before January 1, 1988, can make the required
adjustments over five years. Whereas under the federal act; the
period for making the adjustments is limited to four years.

Determining the "allocable imnstallment indebtedness"

The federal act prorides casual sellers who have no ocutstanding

applicable abligations with a special rule so that the
computaticor to determine the allocable installment indebtedness

can be made.

Defining "applicable installment abligation'

In determining what constitutes arn applicable installment
abligation, the California act contains a number of provisions

that are different from the federal act, as follows:

Both California law and the federal act provide that
controlled groups, with specific reference to the the
Internal Revenue Code’s (IRC) definition of controlled
groups, will be treated as one taxpayer. In addition to
specifying this treatment for controlled groups,
California specifically has a couple of pravisions that
deal with the treatment of affiliated groups, i.e., an
affiliated group will be treated as one taxpayer, and
certain shareholders will be treated as a member of an
affiliated group. The federal act uses its reference
to the IRC definition of controlled group to provide
for the treatment of affiliated groups since the

=}
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definition of a controlled gﬁoup encompasses affiliated
groups.

The interest that will be due on the portien of tax
that is attributable to the payments that are received
after the year of the sale will be computed using the
federal short term rate on the date of the sale,
adjusted at each ammiversary date of the sale to the
federal short term rate on that date. Under the
federal act, the computation is made under Section
1274, which contains provisions for short-term,
mid-term, and long—term rates depend;ng upon the term

of the obligation.

o The Franchise Tax Board is not spec1f1cally required
under the California act, as the Internal Revenue
Service is under the federal act to prescrlbe
regulations for the proper treatment of reserves and to
provide for the disallowance of the use of the casual
sales special rules under certain situations. However,
it is noted that existing California law already gives
the Franchise Tax Boawd’ﬁhe“éuthority to prescribe any
rdles and regulations necessary to administer the
personal and corporation tax laws.

Does ricot provide speéial transitional rules for
residential condominium projects, qualified buyouts of
corparations, sales of real property by dealers, sales
of personal property by dealers, and treatment of
certain other installmwant cobligations, as the federal

act provides.

9]

NEW FEDERAL LAW (Sec. 453, 453A., and 453C)

In addition to the above discussed changes to the corporation
provisions, the new federal act alsc restricts an individual’s
use of the installment method and revises method for reportxng
such irncome. In general 1t affects installment obligations that
are held by the seller and arise from the dlsposztlon aof: 1)
personal or real property after February 28, 1986, by taxpayers
whao regularly sell or otherw;se dlspose oF personal ar real
““““ or 2) certain real

property after ngust 16, 1986, by taxpayers who used the
property in their trade or bus1ness or for the product1on of

rental lncome.

Qs the act pertalns to 1nd1v1duals, the follow1ng federal
provisions should be taken 1nto con51deratlon-

Restriction an the dse\df the inStéllMéﬁﬁ me€hod

1hsta11ment salés of stocks

Revolv1ng credit plah oblxgatlons,
and other commodities

traded on an established securities market
traded on arn established market can not be reported under the

installment accounting methad.
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The change in the accounting method is treated as an approved
election, and the required adjustments can be made over four

years.

Determining the "allocable installment indebtedness®

In determining the indebtedness that must be reported as a
payment, the act excludes personal use property from being taken
into account in computing the installment percentage and the
average quarterly indebtedness.

In addition, casual sellers who have no outstanding applicable
obligations are provided with a special rule so that the
computation to determine the allocable installment indebtedness

can be made.

Defining an "applicable installment obligation"

Personal use property of an individual and any property used or
produced in the trade or business of farming are specifically not
considered to be applicable installment obligations.

In applying the special treatment with respect to timeshare
sales, such property held by the spouse, children, grandchildren,
oy parents of an individual shall be treated as held by such

individual.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The federal act gemerally applies to taxable years begimning on
or after January 1, 1987. Transitional rules are provided for
certain dispositions and obligations resulting from that

disposition.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proratiorn of national estimates prepared by the Joint
Committee aon Taxatiom (JCT) the relative fiscal impact under
conformity would be revenue gains in the $105 million range for
both 1987-88 and 1988--895. The proration to California (4.1
percent) reflects the Policy Economics® Group (PEG) state
estimates relative to the nation for those provisions analyzed.
PEG has rnot specifically estimated this provision.

Based on a proration of the JCT'’s estimate for the nation,

revenue gains under the Bank and Corporation Tax LLaw would be in
the $6S million range for 1987-88. A proration factor of 4
percent was used which represents the general relationship
between California’s corporate tax collections and federal tax
collections over the past few years. To the extent corporations
make the accounting change for California in 1987 rather than
1388, this revenusg gain occurs independently of the conformity

issue for 1987.
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Title VITID1: Accounting Pravisions.

ACTION: AMEND THE CAPITALIZATION RILES RELATING TO
INVENTORY

Act Section 803 Conference Report Page 302

Farm 9540 Line No. 16 Form 100 Line No. G-2

CURRENT CALIFORNIA LAW (Sec. 17551 & 24701)

California has generally conformed to the federal accounting
period and methods of accounting relating to inventories.

Taxpayers are required to maintain inventories under methods
prescrlbed by the Internal Revenue Service as conforming to the
best accounting practice in a particular trade or business and

which clearly reflect income.

In the case of goods purchased for resale (e.g., wholesalers and
retailers), a taxpayer must include in inventory the invoice
price (less discounts) plus transportation ar other necessary

changes.

Taxpayers which manufacture praoperty for sale are reguired to
include in inventory all direct and indirect production cost in

accordance with the full absorption method of accounting.

Direct productlon costs required to be included in inventory
include the costs of materials fovming an integral part of the
praduct or consumed in the manufacturlng process, and the labor
that is directly involved in fabrication of the product.

Under the full absorptloﬂ method, indirect production costs are
divided inta categorles- The following eight indirect costs

must be included in inventory:

indirect materials, and

1. repair expense, 6.

2. maintenance, supplies,

3. utilities, N 7. tools and equipment not
4. rent, o capltalxzed, and

Snklndxrect labor and B,wcosts of. necessary inspection

,productlon gnquualxty control.

superv1sory wages,

Certain 1nd1rect praduct1on costs are 1nc1uded in 1nventory only
if they are 1ﬂc1uded in inventory costs Fow purpases of the

taxpayer's financial reports.
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NEW FEDERAL LAW (Sec. 2638 (a) (b) (2) (c) (d) (el (h) and 460)

The act requires that certain uniform capitalization rules be
applied in determining the cost that must be capitalized by all
persons who produce real and tangible personal property or
acquire real or personal property for resale.

Items affected. — Several items now being expensed will have to
be capitalized and built into cost of goods sold. Among these

are:

=] costs incident to purchasing inventory {(e.g., wages or
salaries of employees responsible for purchasing);

o repackaging, assembly, and other costs incurred in
processing goods while in the taxpayer's possessiong

o storage costs (e.g., rent or depreciation, insurance
premiums, and taxes attrvributable to a warehouse and

wages of warehouse personnel);

o a portion of general and administrative costs allocable
to these functions;

o -a portion of pension and profit—sharing costs; and
o certain interest costs, including imputed interest.

The uniform capitalization rules only affect inventories valued
at cast. The rules won’'t affect inventories valued at market by
a taxpayer using the lower of cost or market method, or by a
dealer in securities using the market method. But the rules will
apply to inventories valued at cost by a taxpayer using the lower
of cost or market method.

The capitalization rules will not apply to the following: (1)
any portion of the cost constituting research and experimental
expenditures, deductible mining development costs or intangible
drilling costs, (2) property produced in a farming business where
the preproductive period is less than two years or consist of
livestock held for slaughter, (3) personal property acgquired for
resale if the taxpayer’?’s average gross receipts are $10 million
or less for the three prior tax years, (4) to the growing of
timber and certain ornamental trees (i.e., those evergreen trees
which are more than 6 years old when severed from roaots and socld
for ornamental purposes), (5) any property produced by the
taxpayer for use by the taxpayer other than in a trade or
business or activity engaged in for profit, and (&) property
produced under a long—term contract.

In addition, aggregation rules similar to those for determining
whether a business’s annual gross receipts do not exceed $5
million for purposes of the small business exception to the
acerual method reguirement are applied to determine whether the
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$10 million threshald {(under the above exception number three) is

exceeded.

Simplified Method

The act authorizes the Internal Revenue Service to provide a
simplified method for applying uniform capitalization rules to
property that is acquired for resale which can be separately used
for each trade or business of the taxpayer. Taxpayers who do not
elect to use the simplified method are required to use the same
uniform capitalization rules that are applicable to manufactures
and their election may not be changed without the IRS’s

permission.

Undey the simplified method, the taxpayer determines the amounts
of additional costs that must be capitalized and adds such
amounts, along with amounts of additional costs contained in the

begxnnxng 1nventory balances where approprlate, to the
preliminary inventory balances to determine their final balances.

Taxpayers using the first-in, first-out (FIF0) method who do not
sell their begimning inventory during the year are to include in
ending inventory a proportionate part of additional cost
capitalized into the begimning inventory. Likewise, for a
taxpayeyr using the last in, first out (LIFO) method, cost
capitalized under these rules will be added to the LIFO layers
applicable to the various years for which the costs were

accumulated.

In general, four categories of indirect costs will be allocable
to inventory under this simplified method:

“v (1) off-site storage and warehousing costs (including, but
not limited to, rent or depreciation attributable to a
warehaouse, property taxes, insurance premiums, security
costs, and other costs directly identifiable with the

storage facility);
(2) purchasing costs such as buyer's wages or salaries;

(3) handling, processing, assembly; ‘repackaging, and
similar costs, including labor costs attributable to
uhloadivig goods (but not including labor costs
attributable to loading of goods for final shipment to
customérs,'or Iaboﬁ at a reﬁafl Facfrity);‘and

{(4) the portion of general and adm1n15trat1ve costs'
' allocable to these functxons. 4 o

In applying (1), offsite storage and warehousing costs generally
include’ the cost of a facility whose prlmary functlon is the
storage or- wareh0u51ng of goods.

For purposes of item (3), any reascnable method of appoertioning
labor costs between inventoriable and noninventoriable functions
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may be used. Detailed records establishing the time spent by an
employee performing a particular function generally will not be
required to substantiate an allocation by the taxpayer. However,
if such records are available, they generally should be used in

making allocations.

Storage Costs — Under the simplified method, a taxpayer includes
storage costs in inventory based on the ratio of total storage
costs for the year to the sum of (1) beginning inventory balance
and (2) gross purchases during the year.

Example 1
Taxpayer uses the FIFO method.

Storage Cost Incurred = $1 million
Begirmming Inventory Balance = $2 million
Gross Purchases = %8 milliaon

Ending Inventory = $3 million

The ratio of storage costs equals 10 percent (¢ 1,000,000 of
storage cost divided by ($2 millior of begimning inventory plus
$8 million of gross purchases)). Thus, for each dollar of ending
inventory, the taxpayer must capitalize tern cents of storage
cost. Accordingly, the ending inventory is increased by %300, 000
(.10 x $3 million) and the balance of the storage cost which is
%700, 000 (%$1,000,000 — $300,000) would be included in the cost of
goods sold.

In the case of LIFO taxpayers, to the externt that ending
inventary exceeds beginning inventory, additiconal capitalization
storage costs would be calculated by multiplying the increases iw
inventory for the year by the applicable ratio.

Purchasing Cost - Purchasing costs are to be allacated between
inventory and cost of goods sold based on the ratic of purchasing
costs to gross purchases during the year.

In the case of a taxpayer using the LIFO method for valuing
inventory, ending inventory consists of a newly acguired items
only to the extent that ernding inventory exceeds bheginning

inventory.

Processing, repackaging, etec., — Processing, repackaging, and
other similar costs are allocated based on the ratia of total
processing, repackaging, etc., cost to the sum of (1) beginning
inventory balance and (2) gross puwchases during the year.

Beneral and administrative expenses allocable to storage,
purchasing and processing — General and administrative expenses
that are allocable in part to storage, purchasing, and processing
activities and in part to activities for which capitalization is
required under the simplified method are allocated based or the
ratic of direct labor costs incurred ir a particular functionm to

grass payroll costs.




Special Rules for Farmers and Ranchers

The act provides that the uniform capitalization rules, including
those requiring capitalization of interest, will-generally apply
to all crops and livestock (other than animals held for
slaughter) having a preproductive period of mare than two years.
For this purpose, the preproductive period of plants is deemed to
begin when the plant or seed is first planted or acquired by the
taxpayer, and to end when the plant becomes productive or is
sold. The preproductive period of animals begins at the time of
acquisition, breeding or embryc implantation, and ends when the
animal is ready to perform its intended function.

The preproduction period of a plant grown in commercial
quantities in the United States is to be based on the nationwide

weighted average preproduction period for such plant.

The IRS is authorized to issue regulations that permit a taxpayer
to use reasonable inventory valuation methods to compute the
amounts that have to be capitalized in the case of plants and

animals.

Exception — Farming corporations, farming partrnerships with
corporate partmers and tax shelters who are reqguired to use the
accrual accounting method must capitalize preproduction costs
withaout Pegaﬁd”tc whether the productive perioad is mere tharn two

Consistent with the general capitalization rules, such
te the extent the

incurred’ pricor

years. .
taxpayers are required to capitalize taxes and,

prepraductive period exceeds two years, interest
to praduction.

Replacement of Damaged Craps — The act provides a special rule
which allows a taxpayer to deduct the cost of replacing crops
that are lost or damaged because of freezing, disease, drought,
pests or other casualty and were intended for humarn consumption
so long as the replacement plants bear the same type of crop as
was destroyed or damaged. The land on which the replanting takes
place does not have to be the same land orn which the last or o
destraoyed plants were located, and the replanting can take place
on any parcel of land of the same acreage located anywhere in the

United States.

Two conditions must be met to qualify for the permitted
deduction. First, the taxpayer who owns the property at the time
of the loss or damage must have an eqguity interest of more than
50 percent in the property. BSecond, the additicnal persons
incurring the costs must hold part of the remaining eqguity
interest in the property and must materially participate in the
planting, cultivating maintenance, or development. The
determination of whether an individual materially participates in
an activity is to be made irn a manner similar to that under
Section 2032A (relating to current use valuation af farm

property).
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Election to Deduct Preproductive Period Expense — The act
provides an exception to the rules reﬁuiring capitalization of
productive period expenses for certain farmers. Under this
exception, a farmer (including producers of livestock, nursery
stock, Christmas and other ornamental trees and agricultural
craps), may elect to deduct currently all preproductive cost of
plants and animals that may be deducted under prior law. If the
election is made, any gaimn on disposition of the product is
recaptured (generally treated as Section 1245 depreciation) and
taxed as ordinary income to the extent of expensed deductions
that otherwise would have been capitalized. RAlsao, they are
required to use the alternative cost recovery system (under

‘SBection 168(g)(2)) for all farm assets used predominately in

farming and placed in service in any tax years covered by the
election. The election can not be made by (1) tax shelters as
defined in Section 6161 (b) (2) (C) (ii), () taxpayers required to
use the accrual method under Section 447, (3) farming syndicates
(as defined in Section 464(c)), and (4) producers of pistachio
nuts. The election also does not apply to the cost of planting,
cultivating, maintaining, or developing any citrus or almond
grove, incurred before the end of the fourth tax year after the
trees are planted. If a grove is planted over more than one tax
year, the part of the grove planted in each tax year is treated
as a separate grove for determining the year of planting.

Partnerships and 8 corporations make the election at the partner
or shareholder level. The election must be made in the first tax
year that begins after 1986 duwring which the taxpayer is a
farmer. Taxvayers making the election may {(according to the
House Commitiee Report) estimate the amount of preproductive
period expenses that are subject tc recapture using methods
similar to one of the simplified inventory methods permitted to
accrual method taxpayers under current law. The election can be
revoked or changed cnly with IRS consent. It's binding on the
taxpayer?s spouse and minaor children ("family members'), and on
any corporations and their controlled groups and partnerships in
which the taxpayer or his "family members” ocwrn at least a 50
percent direct or indirect interest by value. Mivior childrern are
defined as thase whao haven’t attairned age 18 before the close of

the tax year.

Farming Business — For purposes of these rules, a farming
business includes the trade or business of aoperating a nursery ar
sod farm or the raising or harvesting of trees bearing fruit,
nuts or other crops; it does rnot include the raising, harvesting
or growing of timber or ornamented evergreen trees that are more
than six years old at the time they are severed fraom the roats.

EFFECTIVE DATE OF FEDERAL PROVISIONS

is generally

The act relating ta capitalization of inventory cost
13587.

effective for costs incurred on or after January 1,

The new rules for inverntory take effect for tax years beginning
on or after January 1, 1387. Adgustments resulting from the
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change dirn inventory accounting must. be spread over .a period of no
more than four years under rules for changes initiated by
taxpayer and approved by the Internal Revenue Service.

In the case of a corporation which was a member of an affiliated
group of corporations on October 22, 1986, the parent which (1)
was incorporated in California on April 15, 1925, (2) adopted the
LIFO method of accounting on December 31, 1950, and (3} was, (on
May 22, 1986) merged intc a Delaware corporation incorporated on
March 12, 1986, the amendments made by this section are to apply
under a cutoff method whereby the uniform capitalization rules
are applied only on costing layers of inventory acguired during
taxable years beginmming on or after January 1, 1986.

The special rule;For casualty losses is to apply to expenses
incurred on or after October 22, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proration of national estimates prepared by the Joint
Committee on Taxation (JCT) the relative fiscal impact under
state conformity for the 3 provisions D-1 thyru D-2 (D-1 RAmend the
Capitalization Rules Relating te Inventory, D—Z Self-Construction
Property and Noninventory Property Produced for Sale, and D-3
Expand the Types of fAssets which have Interest Rules -
Capitalization) would be revernue gains in the $20 million range
for 1987-88 and $24 million range for 1988-83 under the Persaonal
Income Tax Law. A proration factor of 4.1 percent ta Califarnia
was used which reflects the Policy Economic Group (PEG) estimates
for California relative to the nation foar those provisions

analyzed. PEG has not specifically estimated this pravision.

Based on a proration of the Joint Committee an Taxation estimate
for the nation revenue gains under the EBank and Corporation Tax
Law from conformity would be in the $280 million range the
1987—-88 and in the $293 million ravige for 1988-83. A proration
factor of 4 percent was used which represents the general
relationship between California corporation tax collections and
federal corporate tax collectioms over the past few years.

It is mnot know to what extert business taxpayers willluse the
same accounting methods for Califarnia reporting purposes even if
California does not actually caenforn.
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Title VIIIDZ: Accounting Provisions

ACTION: AMEND THE CAPITALIZATION RULES RELATING TO
' SELF-CONSTRUCTED PROPERTY AND NONINVENTORY
PROPERTY PRODUCED FOR SALE

Act Bection 803 Conference Report Page 302

Form 540 Line No. 16 . Form 100 Line No. G—-2

CURRENT CAlL IFORNIA LAW (Sec. 17201, 17351, 24373.5, 24673, &
24701)

California has generally conformed to federal law regarding the
capitalization of the cost of acquiring, constructing, or
improving buildings, machirnery, equipment or other assets having
a useful 1life beyond the taxable year. Construction pericd
interest and taxes are required to be capitalized and amortized
over a 10 year period, except for low—income hausing, nonbusiness
real property, or real property held by a cooperative housing
carporation. California alsc exempts from this rule residential

real property held by corporations.

In capitalizing these expenses, the cost may be recaverable
through an offset against the amount realized if the property is
sold or through depreciation or amortization deducticns if the
property is held for business aor investment purposes. Far
individuals, productiorn costs of films,; books, records, and
similar property must be deducted over .the income pericd of the

asset.

Although it is clear that direct expenses must be capitalized in
these instances, the treatment of indirect costs associated with
constructing an asset for the taxpayer's own use or a
noninventory asset produced for sale have not beern treated

consistently by the courts.

NEW FEDERAL LAW (Sec. 189 (Repealed) £263R(D) (1) & 280 (Repealedl})

The act provides that self-constructed (real or tangible personal
property) and noninventory (real or tangible personal property)
produced for sale are subject to uniform capitalization rules.

In the case of property that is produced by the taxpayer,
tangible personal property includes a film, sound recording,

video tape, book or similar property.

These rules require the capitalization of the direct costs of
praoducing or acquiring property and of arn allocable portion of
those indirect costs (including taxes) that bernefit the assets.
The cost allocatiorn rules are to be patterrned after the .
regulations which apply currently to externded periacd lonp-term
contracts. The special rules relating to the capitalization of
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construction period interest and taxes and the production costs
of films, books, records and similay property have been repealed.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The effective date apﬁlies to cost incurred on or after January
1, 1987 unless incurred with respect to property on which
substantial comstruction occurred before March 1, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

No relevant state tax data is available to estimate this
provision.
The Joint Committee on Taxation has included this item in its

impact estimate of VIII-D1 inventory. It is not possible,
however, to iscolate this item; therefore, the revenue effect for

this particular provision is indeterminable.
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Title VIIID3: Accounting Provisions

ACTION: EXPAND THE TYPES OF ASSETS 7O WHICH THE
CAPITALIZATION OF INTEREST RUES WILL APPLY

Act Section 803(a) and B804 Conference Report Page 302

Form 540 Line No. 16 ' Form 100 Line No. G-18

CURRENT CALIFORNIA LAW (Sec. 17201 & 24373.5)

California Personal Income Tax Law has conformed to federal law.
Interest and taxes during the construction period of real
property to be used or held for sale in trade or business or used
in an activity for profit generally must be capitalized and
amortized over 10 years. The amount of interest that must be
capitalized is determined under the "avoided cost" method which
reguires a taxpayer to capitalize (in addition to interest
directly traceable to construction indebtedness) any interest
expense during the construction period that could have been

avoided if funds had not been expended for construction.

The construction period commences with the date aon which
construction of the building or other improvement begirns and ends
on the date it is ready to be placed in service or held for sale.

The Bank and Corporation Tax Law generally is conformed to
federal law except that it does rot require the capitalization of
interest and taxes with respect to any residential real propertyc
acquired, constructed or carried by any bank or corporation and
interest and taxes are deductible wher paid or incurred with

respect to those properties.

. NEW FEDERAL LAW (Sec. 2E63R(f) and 46Q0(c) (3))

The act repeals the capitalization rules for construction period
interest and taxes along with the 10 year amortization rules.
Under the new capitalization rules, interest orn debt must be
capitalized if the debt is incurred or continued to finance the
construction, building, imstallation, manufacture, development or
improvement of real or tangible personal property that is
produced by the taxpayer and that has (1) a long-useful life
(e.g., real estate or any other property that has a class life of
20 years or more under class life guidelines), (2) an estimated
production period exceeding two years, or (3) an estimated .
production period exceeding one year and a cost exceeding %1
million. The production period for property begins on the date
that production begins and ends on the date the property is ready
to be placed in service or ready to be held for sale.
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EXPANSIDON OF INTEREST CQPiTQLIZHTIDN RULES

The act also provides that the interest capitalization rules are
also applicable to (1) property that is produced for a taxpayer
under a contract, and (2) property used to produce property
including interest on loans that are used to finance the
acquisition of building and equipment used in the production or
construction of the property. Excluded from the capitalization
rules is interest that constitutes qualified residence interest
under Code Section 163(h). Except as provided in regulations, in
the case of flow through entities (e.g., partnerships and their
partners, § corporations and their shareholders, and estates and
trust and their beneficiaries), the interest capitalization rules
are to be applied first at the entity level and then at the

beneficiary level.

Interest Allocation Rules

financed production

The act provides that interest on a debt that
first allocated and

aor construction cogst of a particular asset is
capitalized as part of the cost of the item. In addition, if the
praduction or construction costs for an asset exceed the amount
of this direct debt, interest on other loans is also subject to
capitalization under the avoided cost methed but only to the
extend of this excess amount. For this purpose, the assumed
interest rate would be computed as an average of the rates aof the
taxpayer?’s outstanding debts (excluding debt specifically
traceable to production or construction). ’

Undeyr the interest capitalization rules applicable to property
that is produced for the taxpayer under a contracty; the taxpayer
capitalizes interest costs attributable to the payments to the
contracts while the contractor must capitalize interest only with
respect tao indebtedness relating to the excess of its accumulated
contract cost over the accumulated payments received by the

contractor during the year.

EFFECTIVE DARTE OF FEDERAL PROVISIONS

The effective date of the provision applies to intérest incurred
after December 31, 1986 in taxable years ending after that date.

Special transition rules are provided.

REVENUE IMPACT OF CONFORMITY TQO FEDERAL LAW

Nokreiewant state tax data isvaﬁaiiéble to estimate this
provision. -

The Joint Committee an Iaxation has included this item in its
impact estimate of VIIID1 Inventory. It is not possible,
to iscolate this item; therefore the revenue effect for

however,
is indeterminable.

this particular provisian
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Title VIIIE: Accounting Provisions

ACTION: AMEND THE CAPITALIZATION RUWWES RELATING TO
LONG—-TERM CONTRACTS TO RESTRICT THE BENEFITS

OF THE USE OF THE COMPLETED CONTRACT METHOD
OF ACCOUNTING

Act Section 804 Conference Report Page 310

Form 540 Line No. N/R Form 100 Line No. N/AR

CURRENT CALIFORNIA LAW (Sec. 17551, 24673, & 24701)

California generally has conformed to the federal special
accounting rules applied to long term contracts.

A long—-term contract for this purpose is a building, installation
construction, or manufacturing contract that is rnot completed by
the end of the taxable or income year in which it is entered

into.

Manufacturing contracts gqualify as long—term contracts only if it
involives the manufacturing of either urnique items of a type nat
normally carried in the finished goods inventory of the taxpayer,
or items that rnormally require more than 12 months to
manufacture, regardless of the length of the contract to make the

praoduct.

The rules commorn to both the Califormnmia and the federal systems
are as follows. A taxpayer with income from "long—term
contracts" may report under the traditional cash or accrual
methods or elect to report income and expense under the
percentage of completiorn methaod or the completed contract method.

Undeyr the completed contract method, all income and expenses are
reported upon the completior of the contract. Under the
percentage of completion method, the taxpayer deducts expenses
currently, but reports the income in installments as the work on

the contract progresses.

The rules relating to which costs are contract costs for purposes
of the completed contract method vary depending on whether the’
contract is an extended period contract (generally one requiring
longer than two years to complete) or a nonextended period
contract. For example, indirect cost (e.g., research and
development cost) need mot be capitalized under nonextended
period contracts but are to be capitalized under extended periad

»

contracts.

California has a special rule for cbrporations engaged in the
performance of a contract in California that will take more than
one year to complete. ‘Under this rule the Franchise Tax Board
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may require a corporation doing business in more than one state
to use the percentage of completion method, even if the taxpayer
normally employs the completed contract method of accounting.
This rule is intended to prevent tax avoidance.

NEW FEDERAL LAW (Sec. 460)

The act modifies the tax accounting methods for long-term
contracts available to the taxpayer. Taxpayers may elect to use
either a new percentage—of—-completion method or the
"percentage—of-completion capitalization method. "

In genéeral, the act also requikes that all costs that directly
benefit or are incurred because of a long—term contract are to be
allocated to the contract in accordance with the regulations that
currently apply to extended period long-term contracts.

Moreover, additional general and administrative costs
attributable ta cost—plus contracts and to Federal government
contracts requiring certification of costs are treated as
contract costs. Some types of costs which include "independent
research. and development costs", expenses incurred in making
unsuccessful bids and proposals, and marketing, selling, and
advertising expenses are considered current deductions rather

than capitalized expenditures.

In addition any incorrect total cost or income estimates using
the above long—term contract methods will gernerally give rise to
interest liabilities or income (look-back rule) upon completion
of the cantract. The completion percentage carnot be determined
on the basis of the estimated percentage of work completed.

An.-exception from the long—term contract rules and the cost
allocation rules (except for the production interest rules)
provides that these rules are not to apply to contracts for the
construction or improvement of real property if the contract (1)
is expected, to be completed within the two—year period beginning
on the commencement date, and (2)  is performed by a taxpayer with
average annual gross receipts of $£10 million or less for the
three tax years preceding the tax year in which the contract
entered into. Gross receipts of all commonly controlled. trades
or businesses (including partnerships and proprietorships) and
- members of a controlled group of corporations. during the three

years are taken into account.

is

PeréeﬁtagéFof;Completion Capitalized-Cost Method

In the case of any long term contract pot reported under the
percentage—of—completxon method, the taxpayer is to use the
percentage—of—completxon capztallzatxon—cost method which is a
combination of the percentaue of completion method and the .
completed contract method. Qccordlngly, the taxpayer must take
inta account 40 percent of the items with respect tc the contract
using the percentage of completion method and the remaining 60
percent of the itews are to be taken intc accourt under the
taxpayer®s normal method of accountlng.
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Percentage—of—-Completion Method

The act makes several modifications to this method.

First, the percentage of completion is determined by comparing
the total contract cost incurred before the close of the taxable
year with the estimated total contract costs rather than
comparing work performed as was done prior to the 1986 act.

Second, costs that must be taken intoc account in computing the
percentage of completion are those costs that have been allocated

to the_contract.

Third, upon completion of the contract, the look—-back rule is
applied where estimated cost and income were inaccurate as judged

by the actual costs and income.

Look—back rule

The act provides that interest is to be payable by (or to) the
taxpayeyr if the actual profit on a contract allocable to any year
varies from the estimated profit profit used in reporting income.
Thus the taxpayer is ta recompute his tax liability for the years
that the percentage of completion method was used on the basis of
the actual contract price and costs and is to be compared with
the previously reported tax liability. If the computations show
an underpayment or overpayment of tax the taxpayer is to pay (or
receive) interest computed at the same interest rate for
overpayment of taxes (compounded daily).

Long—term Contracts

The act adopts the definitiomnm of lonpg-—term contract and
manufacturing contracts under current law.

In addition, the Treasury Department is given authority to issue
regulations treating two or more contracts as one and one
contract as two or more separate contracts.

Controlled Group of Corporatians

Under the act a controlled group includes (1) a parent—subsidary
group, (2) a brother—-sister corporate group, and (3} a combined
group under common control. In determining whether corporations
are contralled, only S50 percent or more of the voting power or
value of the stock of a corporation need be commonly owned, but
neither the rule attributing stock owned by estates and trusts to
their beneficiaries nor the rule treating insurance companies as
a separate controlled group are taken into account.

Independent Research and Development Cost

The term “independent research and development cost" means any
expenses incurred in the performance of indeperndent research and
development other than (1) expenses directly attributable to a
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long—term contract in existence when the expenses are incurred,
and (2) any expenses under an agreement to perform research and

development.

Production Period Interest RAllocation to Contract

in cannection with a longer term contract
allocated under the same rules as those that

apply to property which is not produced under a long-term
contract. However, only production period interest is allocated

to ‘a long-term contract.

Interest incurred
generally must be

In general, production period interest begins on the commencement
dates (the date on which the taxpayer incurs any cost under the
contract}. In the case of a taxpayer who uses the accrual
method, the production, period begins on the later of the contract
commencement date or the date on which at least S percent of the
total estimated costs (including design and planning costs) under

the contract have been incurred.

In additiony, a de minimis rule is applied to projects taking less
than one year and costing less than $1 million. The interest
allocated on these long—term contracts under the uniform
capitalization rules (Section 263(f)) are to be applied on a
contract—by—contract basis; except that, in the case of a
taxpayer using the accrual method the uniform capitalization
rules are to be applied on a property—-by-property basis.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The effective date of the provision is for contracts entered into
on or after February £8, 1986. The treatment of independent
research and development costs (as includible in the caontract
price but not includible in capitalizable contract costs) applies

to all open taxable years of taxpayers.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proration of national estimates prepared by the Joint
Committee on Taxation (JCT) the relative fiscal impact under
state conformity would be Persanal Income Tax revenue gains in
the %4 million range for 1987-88 and 1988-83. A proration factor
of ‘4.1 percent for California was used which reflects the Policy
Ecenomic Broup (PEG) estimates for California compared to the
nation for those provisions analyzed PEG has not specifically
est1mated this prov1s1on. : o ‘

] R E . N
Based on a proratlon of the JCT's estimate for the natien,
revenue gains under the Bank and Corporation Tax Law from
conformity would: be in the $127 million range for 1987-88 and in
the $87 million range for 1988-89. A proration factor of 4
percent was used which represents the general rvelationship
between Califaornia corparate tax collections and federal
corpgarate tax collections over . the past few years.
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It is not known to what extent business taxpayers will use the
same accounting methods for California reporting purposes even if
California does not actually conform.




Title VIIIF: Accounting Provisions

ACTION: DISALLOW THE RESERVE METHOD ﬂF ACCOUNTING FOR
BAD DEBTS FOR ALL TARAXPAYERS OTHER THAON CERTAIN

BANKS AND THRIFT INSTITUTIONS

Act Section BOS Conference Report Page 314

Form 5S40 Line No. ié& Form 100 Line No. G-15

CURRENT CALIFDRNIA LAW (Sec. 17201 & 24348)

California is in general conformity with federal law regarding
the_accounting for bad debts.

The taxpayer may elect either the specific charge—off and reserve
method. :

Under the specific charge—off method, the taxpayer may take a
deduction only for those debts that actually become worthless

during the taxable or income year.

the taxpayer may be allowed a deduction

Under the reserve method,
Whether

for an reasonable addition teo a reserve for bad debts.
an addition to the reserve account is reasonable depends
primarily on the loan loss experience of the particular business.

An actual debt must be owed to the taxpayer in order to support
the Treation of a reserve for bad debts. For this reason, no
deduction is generally allowed for potential losses of taxpayers
whao guarantee, endorse or provide indemnity agreements with
respect to debts owed to cothers.

Ari exception to this rule is made for dealers in praperty who
are allowed to establish a reserve for losses toc the extent that

these guaranteed obligations arise from the sale of yeal aor
tangible property. -

Under SB B85 (Stats. 1986, Ch. 660), effective for income years
beginning on or after January 1, 1988, the availability of the

reserve method of deducting bad debts for all taxpayers, other ‘
than savings and loan associations, banks, or financial |
corporations is to be eliminated. Included in the act is alsao’

the disallowance of the reserve method for dealers in real and
tangible persconal property. Transitional rules provide that the
existing reserve is to be taken intce income ratably over a period

of five years.

NEW FEDERAL LAW (Sec. 166)

The act repeals the availability of the reserve methad in

computing the expenses arising from bad debts for all taxpayers
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other certain financial institutions. In reference to dealers,
the use of the reserve method in computing the deduction for
losses on debts guaranteed is disallowed.

Taxpayers who are not allowed to continue to use the reserve
method are allowed a deduction for bad debts when the debt
becomes wholly or partially worthless. The balance of any
existing reserve is taken into income ratably over a period of

four years.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provision is effective for taxable years beginning on or
after January 1,1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proration of national estimates, the relative fiscal
impact under state conformity would be a Personal Income Tax.
revenue gain in the $4 million range for both 1987-88 and
1988-89. A proration of 4.1 percent was used which reflects the
Policy Economic Broup (PEB) estimates, state vs. the nation, for
those tax provisions analyzed. PEG has not specifically

estimated this provision.

Regsrding the effect of this provision under the BRank &
Corporation Tax Law, California has recently repealed the reserve
method for nonfinancial corporations in SR 85 (Chapter 660,
Stats. of 1987 effective with income years beginning om or after
January 1, 1988, Inasmuch as corporations will have to make this
change for federal purposes in 1987 and for state purposes in
1388 it is anticipated that these corporatiorns will initiate the
state change in 1987 as well. Therefore, a corporate estimate
for 1987-88 is provided below which will occcur independently of
whether or not California actually conforms to the 1987 effective

date.
‘Based on a 4 percent proration factor of the Jeoint Committee on
Taxation (JCT) estimate for the nation, it is estimated that the

revenue gain under the Bank and Corporation Tax Law (BE&CTL)
revenue gain will be in the range of %70 million for 1987-88.
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Title VIIIG: Accounting Provisions

ACTION: REQUIRE THE USE OF THE CALENDAR YEAR AS THE
TAXABLE _YEAR OF PARTNERSHIPS, PERSONAL SERVICE

CORPORATIONS, AND S CORPORATIONS

Act Section 806 Conference Report Page 317

Form 5S40 Line No. N/A Form 100 Line No. N/A

CURRENT CALIFORNIA LAW (Sec. 17551, 17851, 24431, & 24631)

California has generally conformed to federal law in that taxable
income is calculated on the basis of the taxpayer’s annual
accounting period which may be either the calendar year or a

fiscal year.

A fiscal year.means an accounting period of 12 months ending on
the last day of any month other than December or a taxable year
that ends on the same day of the week in esach year (a 52-53 week

year).

The taxable year for most individuals is the calendar year.
Certain types of entities are required to select a taxable or
income year that generally conforms to the taxable or income year

of. their owners.

A partnership entity is required to use the same taxable or
dApcome year as all its principal partners. If all principal
partners do not have the same taxable or income year, the
calendar year is used unless the partrnership establishes to the
satisfaction of the Franchise Tax Board a business purpose for
selecting a different taxable or income year.

A principal partner means one who has an interest of five percent
oy more in the partnership profits or capital.-

A special praovision applies to certain "personal service
corporations®. This provision allows the Franchise Tax Board to
allocate tax benefits between a personal service corporation and
its employee—owrers if substantially all of the services are
performed for one other entity and its principal purpose is tax

avoidance or evasion.

A “personal service corporation” is a corporation whose principal
activity is the performance of personal services substantially by
employee—owners (employees owning more than 10 percent of the

corporations cutstanding staock).

For California purposes, an S corporation is taxed as a
corporation and dividends paid to shareholders are included in
" the shareholder?’s income based upori the shareholder’s taxable
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year and method of accounting. California has no provision that
requires (or permits) shareholders of an S corporation to take
into account undistributed taxable income and net operating

losses.

NEW FEDERAL LAW (Sec. £67. £69, 441, 706, & 1378)

The act requires that all partnerships, 8 corporations, and
personal service carporations conform their taxable years to the

taxable years of their owners.

The provision will require a partnership to adopt the same

taxable year as that of the partners owning an aggregate interest -

in partrnership profits and capital greater than 50 percent. In
applying the majority interest rule; the partners must have owned
a magority interest in the partnership for the three preceding
taxable years of the partnership or the period of partnership
existence. If such partners do rot have the same taxable year,
the partrnership is required to adopt the taxable year of its
principal partrers. A principal partner is a partner who bhas at
least a five percent interest in partnership profits or capital.
A partrnership not covered by either of the above rules is
required ta adopt the calendar year as its tax year..

Faor both § corporations and personal service corporations, the
provision will generally require the adoption aof the calendar
year. For the accounting period rules the 10 percent ownership
requirement that applies in defining a personal service
corparation for purposes of giving the Internal Revenue Service
reallocation powers does not apply. The constructive ownership
rules do apply except that attributicnm is applied without regard
to the S0 percent ownership requirement. :

Ar exception will still be provided in each case where a
partnership, 8 corporation or personal service corporation seeks
a taxable year other than that required by this provision if it
can establish, to the satisfaction of the Secretary of the
Treasury, a business purpose for doing sc. However, the present
law rule that accepts as satisfying the business purpose
requirement, the use of a taxable year which provides deferral of
income of 3 months or less will rno longer apply.

The act also exterds the provision of section 267 (relating to
matching deduction and payee income) in the case of expenses and
interest to provide that a personal service corporation and its
employee~owners are to be treated as related taxpayers regardless
of the amount of the corporation’s stock owned, directly or
indirectly, by the employee owners, rather than having the
provision only apply if the employee cwns more than 10 percent of
the corporations outstanding stock. .

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provision is effective for taxable years begirning on oy
after January 1, 1987. Partrers oy sharehcolders of a partnership



or § corporations that are required to include items from more
than one taxable year of the partnership or S corporation in any
taxable year may elect to take the net income of any short
taxable year into account ratably over the first four years
beginming on or after January 1, 1987. If an election is not
made then such taxpayers are required to include all such income
in the first taxable year (i.e., the short taxable year). The
election is applicable to income from an 5 corporation only if
such corporation was an 8§ corporation for a taxable year

beginning in 1986.

DIRECT STATE BUDGET FROM FEDERAL PROVISIONS

Since these connecting entities will be making taxable year
changes for state tax purposes whether or not California actually
conforms, the state estimates below reflect the change in budget
receipts that will automatically occur under the Personal Income

Tax (PITL) Law.

Based on a proration of national estimates prepared by the Joint
Committes on Taxation (ICT), the relative fiscal impact would be
a PIT revenue gain in the $24 million range for 1987-88 and $18
million range for 1988-89. A proration ta California of 4.1
percent was used which reflects the Policy Economic Broup (PEBR)
estimates for California relative to the mation for those
provisions analyzed. This estimate allows for the fact that
California doesn’®t provide for special '8 corporation pass-thru
treatmerit. According to the JCT, the ’5' carporation component
of their estimates make up less than five percent of the total

impact.

£ g
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Title VIIIHl: ARccounting Provisions

ACTION: REPEAL. THE PROVISION OF THE LAW RELATING TO
GUALIFIED DISCOUNT COUPONS

Act Section 823 ConferencekReport Page 321

Form 3540 Line No. 16 Form 100 Line No. 626

. CURRENT CALIFORNIA LAW (Sec. 17551 & 24687)

California law conforms to federal regarding to qualified
discount coupons.

Arn issuer of qualified discount coupons using the accrual method
of accounting may elect to deduct the cost of redeeming qualified

discount coupons.

The deduction allowed is the sum of the cost of redemptions
during the taxable or income year plus the cast of redeeming the
coupons outstanding at the cleose of the taxable or income year
which are received for redemption by the taxpayer within six
months following the cleose of the taxable or irncome year.

A discount coupon is a sales promaotion device used to encourage
the purchase of a specific product by allowing a purchaser of
that product to receive a discount o its purchase price.

A qualified discourt coupow is a coupon which (1) is issued by
the taxpayer, (8) is redeemable by the taxpayer, and (3) allows a
discount on the purchase price of merchandise or other tangible
personal property. A coupon is mot considered a gualified
discount cauporn if (1) the face of the couporn is more than five
dallars (2) the coupon may be used in conjunction with other
coupons to bring about a price discount of more than five dollars

or if (32) the coupor is redeemable directly by the issuer (i.e.,
a direct consumer rebate). ' :

Under certain situations, a taxpayer is reguired to establish a
suspense account in the year of election in order to limit the

bunching of deductions in that year.

The election must be made with respect to each trade or business
of the taxpayer and constitutes a method of accounting.

The taxpayer must secure a consent from the Franchise Tax Board
to revoke an election. /

NEW FEDERAL LAW (Sec. 466)

The Act repeals the provision which allows a current year
deducticn for the cost of redeeming qualified discount coupons
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received after the close of the taxable year. Only redemption
casts actually incurred before the end of the taxable year can be

deducted currently.

Any adjustment required to be made as a result of the change in
method of accounting will be reduced by the amount of any
suspense account and included in income over a period not longer

than four years.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provision is effective for taxable years beginmming on or
after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proration of the Joint Committee on Taxation (JICT)
estimate for the nation, revenue gains under the Bank and
Corporation Tax Law from conformity would be irn the %1.2 million
range for 1987-88 and in the $1.4 million range for 1988-89. A
proration factor of 4 percent was used which represents the
general relationship between California’s corporate tax
collecticns and federal corporate tax collections over the past

few years.

No meaningful impact under the Personal Income Tax Law is

expected.
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Title VIIIHZ: Accounting Pravisions

ACTION: RESTRICT ACCOUNTING METHOD FOR UTILITY
SERVICES

Act Section 821 Conference Report Page 322

Form 540 Line No. N/A Form 100 Line Na. N/AR

CURRENT CALIFORNIA LAW (Sec. 17351, 24661)

California laws that pertain to accounting methods are generally
similar to the federal provisions. In general, the permissible
methods of accounting are: cash receipts and disbursements,
accrual, special methods for certain industries and situations,
and with limitations, certain hybrid methods. Entities providing
utility services are currently allawed to use a hybrid accrual
method which recognizes income based upon when a customer’s
utility meter is read or at the time the utility is billed,
rather than when the utility service is actually provided.

California is alsco similar to the federal law with respect to

changing of accounting methods, in that: 1) a change must be

approved, and 2) adjustments to net income may be required to
prevent amounts from being duplicated or omitted.

NEW FEDERAL LAW (Sec. 45i)

Under the act, taxpayers using arn accrual method of accounting
that are providing utility services (whether regulated or
unregulated) must include the sale or furnishing of the service
in gross income rno later than the taxable year in which the
services were provided to the customers. The term utility

services includes:

the providing of electrical energy, water, or sewage
disposal,

0

o the furnishing of gas or steam through a local
distribution system, :

o telephone or other communication services, and
o the transporting of gas or steam by pipeline.

A change in the accounting method required by this provision will
be treated as an approved election arnd the required adjustments
can be taken proportionally aver a four year period beginning
after December 21, 1986.




The act specifically provides that if a taxpayer used the cycle
meter method for taxable years beginning before August 16, 1986,
the method would be considered proper for those years.

EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision is effective for taxable years beginmming on or
after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proration of the Joint Committee on Taxation estimate
for the nation by the revenue gains from this corporate provision
under state conformity would be in the $21 million range for
1987-88 and in the $20 million yrange for 1988-89. A proration
factor of 5.5 percent was used which represents the relationship
between California’s caorporate tax collections from electric and
gas utilities corporations and the federal tax cellections from
similar utility corporations for the 19832 income year,
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Title VIIIH3: Accaounting Provisions

ACTION: REPEAL THE SPECIAL RULE THAT TREATS
: CONTRIBUTIONS IN AID OF CONSTRUCTION TO
REGULATED PURL IC UTIL ITIES AS EXCLUDABLE FROM

INCOME
Act Section B24 Conference Report Page 324
Form 540 Line No. N/A . Form 100 Line Nao. N/A

CURRENT CALIFORNIA LAW (Sec. None)

California has conformed to federal law which provides that
certain contributions made to regulated public utilities to the
aid in construction are contributions to capital and therefore,
excluded from gross income. Although there is no comparable
provision in the Revenue and Taxation Code for California, the
Franchise Tax Board has ruled under legal Ruling 362 dated
December 14, 1973, that California will follow federal law in

this area.

The corporate regulated public utilities which gqualify for this
treatment are thase that provide electric energy, gas (through
local distribution systems or trarnsportation by pipeline), water,
or sewapge disposal services. Such contributions are treated as a
contribution to capital (nat included in gross income) and may
not be included ivn the utility®’s rate base for rate making
pUurposes. Property received or purchased with the proceeds of a
contribution to capital has no depreciable basis for Federal or
Califcrnia income tax puwposes.A In additiorn, for federal
purposes, the praoperty will rnot be eligible for the investment

tax credit.

NEW FEDERAL LAW (Sec. 118)

The act repeals the provision of present law which allows
contributions in aid of construction received by a corporate
regulated public utility to be excluded from gross income.
Property, imncluding money, that is received to encourapge the
provision of services to or for the bemefit of the transferor

must be included as am item of gross income.

EFFECTIVE DATE OF FEDERAL PROVISIONG

The amendments made will generally apply to amounts received on
or after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Rased on a proraticorn of natiomal estimates prepared by the Joint
Committee on Taxation (JCT), the relative fiscal impact under
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state conformity under the Bank and Corporation Tax Law would be
revenue gains in the $5 million range for 1987-88 and $4 million
range foyr 1988-8S. The proration to California (4 percent)
reflects the general relationship between California corporate
tax collections and federal corporate tax collections over the
past few yegars.
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Title VIIIH4: Accounting Provisions

ACTION: REPEAL THE EXCLUSION FROM INCOME FOR THE
DISCHARGE OF GUALIFIED BUSINESS INDEBTEDNESS

Act Section 822 Conference Report Page 324

Form 540 Line No. e7 Form 100 Line Na. G-10

CURRENT CALIFORNIA LAW (Sec. 17131 & 24307)

California is conformed to federal law which provides generally
that if a debt of a solvent taxpayer is canceled or discharged by
a payment of less than the principal amount of the debt, the
taxpayer realizes income in the amount of the debt canceled.

Exceptions to the gerneral rule are provided in cases where the
discharge occurs in a case arising under title 11 of the United
States Cade (relating to bankruptcecy), where the taxpayer is
insolvernty; or where the irndebtedness discharged is qualified

business indebtedness.

An indebtedness is treated as qualified business indebtedness if
and only if (1) indebtedness was incurred or assumed (a) by a
corpoaration; or (b) by arn individual in comnection with property
used in a trade or business; and (2) the taxpayer makes an
election ta treat the indebtedrness as qualified business

indebtedness.

In the case of discharge of qualified business indebtedness, the
amount of irncome excluded must be applied to reduce the basis of
depreciable praperty of the taxpayer. If the discharge exceeds

the basis of the taxpayer?’s depreciable property, the excess is

included iw groass income  for the year in which the discharge

QCcCurs.

NEW FEDERAL LAW (Sec. 108)

The act repeals the provision that allows a scolvent taxpayer an
election to reduce the basis of depreciable property rather than
currently recognize income from the discharge of qualified
business indebtedress. Thus, the exclusion fraom income will cnly
apply to discharges in bankruptcy or when the taxpayer is
insolvent or is a farmer treated as being insclvent.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provision is applicable to discharges of indebtedness
cccuwrring on or after January 1, 1S87.
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REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Based on a proration of national estimates prepared by the Joint
Committee on Taxation (JCT), the relative fiscal impact under the
Personal Income Tax Law under state conformity would be a revenue
gain in the $200,000 range for 1987-88 and %100,000 range for
1988—-89. A proration of 4.1 percent to California was used which
raflects the Pelicy Economic Group (PEB) estimates for California
relative to the mnation for those provisions analyzed. PEG has

not specially estimated this pravision.

Based on a proration of the JCT’s estimate for the nation, the
revenue gains under the Bank and Corporation Tax Law would be in
the $3 million range for 1987-88 and in the %$2.5 million range
for 1988-85. A proration factor of 4 percent was used which
represents the general relationship between California’s
corporate tax’ collecticns and federal corporate tax collections

over the past few years.

The next page of this report is page 900,
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TITLE IX

FINANCIAL INSTITUTIONS
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Tax—Exempt Obligations By Financial Organizations

Reorganizations Of Financially
Troubled Thrift Institutions

Losses On Deposits In Insolvent
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Title IXA1l: Financial Institutions

ACTION: REPEALS THE USE OF THE BAD DEEBT RESERVE METHOD

FOR _BAD DEBTS OF LARBGE BANKS

Act Section 901 Conference Report Page 326
Form 540 Lire No. N/R Form 100 Line No. G-15
T FORNIA LAW (Sec. 24348)

California law has no specific provisions comparable to the
detailed federal rules covering additions to reserves for bad
debts for banks. California law conforms to federal law
requiring recovery of bad debts to be included in income in the
year of recovery to the extent the bad debt deduction in the
prior year reduced the income subject to tax in that year.

Under California law, a reasonable addition to the reserve for
bad debts of any bank or savings and loan association (including
thrifts) for the income year may not exceed the amount necessary
to increase the reserve at the close of the income year to the

greater of:

(1) the amount which is determined by multiplying loans
outstanding at the close of the income year by the
ratio of (a) the total bad debts sustained during the
income year and the five preceding years adjusted for
recoveries of bad debts for that pericd to (b)) the sum
of loans cutstanding at the close of those six income
years. At the option of the taxpayer, .in lieu of the
ratio obtained by this formula, the ratic may be
computed by using an average of arnnmual averages for the

six—year period,

B

(2) the amount which the taxpayer establishes as necessary
to absorb current anticipated losses in light of
prevailing conditions relating to the taxpayer’s
portfolio. This provision is intended tc allow an
addition to the reserve of an amount greater than that
provided in paragraph (1) in those cases where the
condition of the loan portfolio indicates that, as of
the close of the income year, the amount expected to be
realized from the portfolio in the normal course of
busirmness is less than its basis minus the reserve.

In computing the amount of loans outstanding at the end
of the current year or any of the preceding five years,
govermment insured loans, and unearned interest or
discount on outstanding loans are excluded.
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OLD FEDERAL LAW (Section 585)

Under prior law, commercial banks could compute their bad debt
deduction for the year either by deducting only those debts that
become worthless during the year (specific charge—off method) or
by deducting a specific amount of a bad debt reserve (reserve
method). Commercial banks using the reserve method used either

the “"bank experience method"” or the “"percentage of eligible loans
method" to compute a reserve. Under the "experience method, " the

taxpayer's ending reserve balance was determined by reference to
its own average experience for the current year and the five
preceding years. Under the "percentage of eligible loans
method, " the reserve balarce at the end of the year was the
amount necessary to increase the reserve to 0.6 percent of

outstanding loans.

NEW FEDERAL LAW (Sec. 585)

Effective for tax years beginming after December 31, 1986, large
barnks are not allowed to use the reserve method of computing
deductions for bad debts. Instead, for accounts and loans that
"go bad" in tax years beginning after 1986, the specific
charge—off method must be used by large banks. The reserve
method for computing bad debt deductions is still available for

small banks.

Large bank defined. A bank is considered a "large bank" if; for
the current taxable year or any taxable year beginning after

December 31, 1986, the sum of the average adjusted bases of all
assets of such bank exceeds $500 million or, if the bank is a
member of a parent—subsidiary group, the sum of the adjusted
bases of all assets of such group exceeds $500 million. The
adjusted basis of an asset is generally considered tc be the tax
basis of the asset, adjusted by those amounts allowed as
adjustments to basis by Section 1016. In determining the sum of
the average adjusted bases of all assets of a cantrolled group,
interests held by one member of such group in another member of
such group are to be disregarded. The average adjusted basis of
the assets of a bank or controlled group is determined by
dividing the sum of the adjusted bases of the assets at each time
during the taxable year when the bank is required to report for
regulatory purposes by the number of required reports.

A controlled group as used in this provision is a
parent—subsidiary controlled group of corporations described in
Section 1563(a)(1). For the purpose of determining the sum of
the adjusted bases of the assets of a controlled group, all
corporations includible in the group under the ownership tests of

‘Section 1563(a) are included, without regard to their status as

an "excluded member" of a controlled group as a result of the
application of Section 1563(b) (2), and whether or not the
corporation meets the definition of a commercial bank.

In addition, unless a "cut-off method" (see below) is elected,
the balance of a large bank’s existing reserve must be recaptured
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and reported in income in each of the following four tax years
and according to the following schedule: (1) a minimum of 10
percent in the first taxable year for which the provision is
effective (although the taxpayer may elect to recapture up to 100
percent in the first year); (2) 2/9 of the balance remaining
.after the first year in the next succeeding year; (3) 1/3 of the
balance remaining after the first year in the second succeeding
year; and (4) 4/9 of the balance remaining after the first year
in the third succeeding year. If the bank elects to include 10
parcent of income during the first year, the above fractions
translate into the following year—-by-ysar percentages: second
year, 20 percent (2/9 of 90 percent); third year, 30 percent (1/3
of 90 percent); and fourth year, 40 percent (4/9 of 90 percent).
This recapture rule applies toc banks that have “large bank"
status for 1987 and to banks that attain this status in

subsequent tax years.

However, there is no recapture of existing reserves for any year
in which a bank was financially troubled. A bank is considered
to be "troubled” if the amount of its non—performing loans
exceeds 75 percent of its equity capital for the tax year.
Nonperforming loans include (1) loans that are "past due 90 days

or more and still accoruing,® (2) "nonaccrual” loans, and (3)
"renegotiated ?troubled? debt"” under the existing standards of
the Federal Financial Institution Examination Council. Equity

capital means assets less liabilities, as those amounts are
reported. for regulatory purposes. Equity capital does not
include the balarnce in any reserve for bad debts. The average of
nonperforming loans and equity capital for the year is to be
determined as the average of those amounts at each time during
the tasxable year that the bank is required to report for
regulatory purposes. In the case of a bank that -is a member of a
controlled group described in section 1563(a) (1), the
determination of whether the bank is a financially troubled bank
is made with respect to all members of that controlled group.

For purposes of the suspended recapturesrule, the non—performing
loan percentage of a troeubled bank is the percentage determined
by dividing (1) the sum of the ocutstanding balances of
nonperforming loans of the bank at the close of each gquarter of
the taxable year by {2 the sum of the amounts of equity of the
bank at the claose of each such quarter. If a bank is a member of
a parent—subsidiary controlled group for the taxable year, the
percentage will be applied with respect to the group.

The . four—-year recapture formula is operative for large banks in
every year when they are not financially troubled. For example,
if a large bank is financially troubled in 1987 and 1989,  its
bad—debt reserve will be recaptured as follows: 1987 - Q
percent; 1988 - 10 percent (the minimum elective percentage);
1989 - O percent; 1990 - 20 percents 1991 = 30 percenty and 1992

— 40 percent.

The provisions allowing a fimnancially troubled bank to suspend
the inclusion of its bad debt reserve in income does not affect
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the requirement that a large barnk account for its bad debts using
the specific—charge off method.

ut—off method. Banks can account for bad debt reserves by
using another method after they attain large bank status. In
lieu of recapturing the bad debt reserve over the four—year
period, a large bank may elect toc contirue to maintain the
resarve account ard to charge bad loans and credit recoveries to
the account balance under what is called the "cut—off method.”
However, the cut—off method is available only for those loans
that ware held by the bank on the first day of the tax year when
it became a large bank. Such loans that become worthless reduce
the balance in the reserve account and collections on accounts
increase it. However, the charge off or recovery of loans can
only be used to reduce the balance in the bank's reserve account
to zero. Once an account has a zero balance, any collections
will give rise to income and any further bad debts will create a
deduction in the amourt of the loan being charged. The use of
the cut—off method means that no income will be realized through
collections (or because of the recapture of the reserve) and that
rno deductions will be available for losses on such loans. This
option is first available for tax years begirming in 13887 if the
bank maintairned a reserve for bad debts in 1386. -

EFFECTIVE DATE OF FEDERAL PROVISIONS

Applicable to taxable years begirming on or after January 1,
1987.

REVENUE IMPRET OF CONFORMITY TO FEDERAL L AW

Bad Debt Reserves — Financial Cocrporaticn

If Califorrmia were to conform to federal law by repealing the bad

debt reserve method and recapturing pricr year reserves of

commercial banks, the revenue effects are estimated as follows

(in millions):

Bad Debt Recapture Preference
Fiscal Year Repeal Provisicn Tax vTotal
198788 $ +6 $ +10 | $ - 1 $+ 15
1988-839 + 6 +15 - 1 + 20

The net impact for 1987—88 would be a revermue pain ir the %15 .
million range and for 1988-83% a revenue gain in the $20 million
range. It is anticipated that additional revenues from the

recapture provision will increase to $20 million for 1989-390,

to %25 million for 1990-91.

and

The bad debt deduction estimate was developed from audit data for
1378 through 1984 on the nine largest California banks which
account for 98 percent of total net irncome for the irndustry.
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This detail includes self-assessed information for those years on
allowable additions to reserves, additions claimed, charges to
the reserve and cutstanding end—of-year balances. Since repeal
of the reserve method would eliminate the preference tax on this

item, this revenue loss is also provided.

These estimates are on the conservative side given the
*financially troubled” exception to the recapture provision and
the rather poor economic performance of a number of key

commercial banks currently.
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Title IXA2: Fimancial Inmnstitutions

ACTIDN: REDUCES MAXIMUM PERCENTAGE OF INCOME THAT A
THRIFT INSTITUTION MAY ADD TO A RESERVE FOR -

BAD DEBTS '

Act Section 801 Conference Report Page 330

Form 540 Line No. N/A Form 100 Line No. 6-15

CURRENT CALIFORNIA LAW (Section £24348)

Deduction is allowed for bad debts under either the reserve
methotd or the specific charge off method.

California law has no specific provisions comparable to the
detailed federal rules covering additions to reserves for bad
debts for thrift institutions (mutual savings banks, savings and
loan associations and cooperative banks). California Regulation
24348(b) provides special rules governing additions to bad debt
reserve accounts for banks and savings and locan associations.
There are three alternative methods:

(1) The amount which is determined by multiplying loans
ocutstanding at the close of the income year by the
ratio of (a) the total bad debts sustained during the
income year and the five preceding years, adjusted for
recoveries of bad debts for that pericd, to (b) the sum
of loans outstanding at the close of those six income
years. At the option of the taxpayer, in lieu of the
ratio obtained by this formula, the ratio may be
computed by using an average of annual averages for the

six—year period.

A newly organized bank or savings and loan association
which does not have six years of loss experience may
use the average of any combination of its own loss
experience or the industry—wide experience for each
year of the six—year period in determining the above
ratio.

In the case of a merger, consolidation or the
acquisitiaon of all the assets of a predecessor bank or
savings and loan association occurring within the
six—year period, a new loss ratio, combining the ratio
of the banks or savings and loan associations involved
in the merger, consolidation or acguisition must be

computed.
(2) The amount which is determined by multiplying loans

outstanding at the close of the income year by the
ratio of (a) the total bad debts sustained during the
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income year and the two preceding years, adjusted for
recoveries of bad debts for that period; to (b) the sum
of loans outstanding at the close of those three income
years. At the option of the taxpayer, in lieu of the
ratio obtained by this formula, the ratic may be
computed by using an average of annual averages for the
three—-year period.

(3) For income years bmgirming before January 1, 1989, the
amount of the bad debt reserve determined as of
December 31, 1976, provided that for income years
beginning on or after January 1, 1985, the addition
shall not exceed the amount necessary to increase the
reserve to an amount of five times the amount of the
maximum reserve determined under (1), above.

If the taxpayer is able to establish that the additions to the

reserve provided by any of the above three methods are _ ,
insufficient to absorb anticipated losses, it may claim an

addition to its reserve in an amount necessary to absorb such

losses provided that the amount of the reserve may not exceed the ‘
smalley of (a) the‘amount of the reserve required by or reported

to bank and savings and loan association regulatory agencies and
reflected in the taxpayer’s published financial statements, or

(b) one percent of the amount of the locans outstanding at the

close of the income year.

In computing the amount of loans ocutstanding at the end of the
current year or ahy of the preceding five years, bonds,
goverrment insured loans; and unearned interest or discount on
outstanding loans are excluded.

TSI

OLD"FEDERAL LAW (Sec. 593)

Under prior federal law, mutual savings banks, domestic building
and loan associations and cooperative banks without capital stock
which were organized and operated for mutual purposes and without
profit (collectively called "thrift institutions"), were allowed
to use exther"the specific charge—off method or the reserve
method in computxng their deduction for bad debts for federal
income tax purposes. For thrift institutions usxng the reserve
method, the reascnable addition to the reserve for bad debts was
squal to the addition to the reserves for losses computed under
the “bank esxperience" method, the "percentage of eligible loans"
method, or, if a sufficient percentage of the thrift’s assets
constituted quale;ed assets, " the "percentage of taxable

ihcoméﬁ,method,

The bank exper;ence and percentage of eligible loans methods for
thrift 1nstxtut1ons generally were the same as for commercial

banks.

Under the percentage of taxable income method, an annual
. deduction was allowed for a statutory percentage of taxable
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inco.ei. The statutory percentage for tax years begirming after
1978 was 40 percent.

The full 40 percent of taxable income deduction was available
only whare 82 percent (72 percent in the case of mutual savings
banks without capital stock) of the thrift institution’s assets
ware qualified. Where the B2 percent test was not met, the
statutory rate was reduced by three-fourths of one percentage
point for each one percentage point of such shortfall. For
mutual savings banks without capital stock, the statutory rate
was reduced by 1 1/2 percentage points for each percentage point
that qualified assets failed to reach the 72 percent requirement.
At a minimum, 60 percent of a thrift institution’s assets must
have been gqualifying (50 percent for mutual savings banks without
stock) in order to be eligible for deductions under the

psrcantage of income method.

A thrift institution could switch between methods of determining
the addition to its loan loss reserves from one year to another.

W RA AW (SEC. 593)

The act provides that thrift institutions {(mutual savings banks,
domestic building and loan associations and cooperative banks)
will continue to be able to compute bad debt deductions using the
bank experisnce method and the percentage of taxable income
method. The percentage of eligible locans method has been
repealed. In the case of the percentage of taxable income
method, the portiom of taxable income which may be deducted as an
addition to a reserve for bad debts is reduced from 40 percent to
8 percent. The rules reducing the amount of the percentage of
taxable income deduction available toc a thrift institution which
holds 60 percent of its assets in gqualifying assets, but fails to
bold a sufficient percentage of gqualifying assets to use the
maximum percentapge of taxable irncome deduction, are eliminated.
Arny imstitution meeting the definitiorn of a thrift institution
and . holding at least 60 percent of its assets as gqualifying
assets, will be eligible for the full 8 percent of taxable income
deduction. The 60 percent test applies to mutual savings banks
as well as other types of thrift institutions.

1For purposes of determining the deduction under the

percentage of income method, taxable income was computed without
regard to any deduction allowable for any addition to the reserve
for bad debts and exclusive of 18/46 of any net long—term capital
gain, gains on assets the interest on which was tax—exempt, any
dividends eligible for the corporate dividends received deduction
and any additions to gross income from the thrift institution’s
own distributions from previously accumulated reserves.
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EFFECTIVE DATE OF FEDERAL PROVISIONS

The above provisions are effective for taxable years beginning on
or after January 1, 1987,

REVENUE IMPACT UNDER CONFORMITY TO FEDERAL LAW

Even with the federal percentage reduction from 40 percent to 8
percent, the new federal rules for thrift institutions still
provide more liberal bad debt deductions than current state law
allowances. Based on national estimates of the relative change
from a 40 percent to 8 percent deduction level, the corresponding
state impact from adopting the 8 percent deduction would result
in revenue losses in the $2 million vange annually. '

sy daemar
t -
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Title IXB: Financial Institutions

ACTION: DENIES DEDUCTIONS BY FINANCIAL INSTITUTIONS

FOR INTEREST EXPENSE ALLOCABLE TO TAX—-EXEMP
OBL IGATIONS ‘

Act Section 902 Conference Report Page 332

Form 540 Lire No. N/A Form 100 Line No. 6-18

FORNIA LAW ¢ 24271, 24344, 24370, and 24425

California law generally conforms to federal law provisions
denying a deduction for interest expense allocable to income not
includible in the measure of tax. However, for purposes of the
franchise tax, all interest income, including interest on
tax—exempt obligations, is includible in the measure of tax.
Accordingly, norne of the interest expense allocable thereto is
disallowed. Also, in the case of mutual savings banks, a
deduction is allowed for all interest paid to depositors having
nc proprietary interest in the institution or its surplus, and
for interest on deposits of members possessing a proprietary
intmrest in the institution or its surplus at a rate determined
by the State Superinterwent of Banks to be the geoing rate of
interest on savings deposits in the state.

OLD FEDEPAL LAW (Sectioms 265 and 291)

No deduction was allowed for interest payments or debt incurred
or continued to purchase or carry tax—exempt obligations.
However, under a long—standing Jjudicial and administrative
interpretation, financial institutions gererally were permitted
to invest deposited funds in tax—exempt obligations, while
continuing to deduct interest paid to depositors.

Also, the corporate tax preference rules reduced by 20 percent
the amount which could be deducted by financial institutions for
interest on funds allocable to tax—exempt obligations acquired
after 1982. The portion of funds allorable to tax—exempt
obligations was deemed to be egquivalent toc the ratioc of (1) the
average armual adjusted basis of tax—exempt obligations acquired
after 1982 and held by the finamcial institution, to (2) the
average armual adjusted basis of the financial institution’s

total assets.

NEW FEDERAL LAW (Sections 265 and 295)

Banks, thrift institutions and all other financial institutions
are not allowed to deduct any portion of their interest expense
that is allocable to tax—exempt interest (including amounts paid
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in respect of deposits, investment certificates, or withdrawable
or repurchasable share) acquired after August 7, 1986, in taxable
years ending after 1986. For purposes of the disallowance rule,
the acquisition date of an obligation is the date on which the
holding period begins with respect to the obligation in the hands
of the acquiring financial institution. Thus, the acquisition of
bonds as part of a tax—free reorganization is not treated as a
new acquisition for purposes of this provision.

Also, the special rule of prior law regarding face—amount
certificate companies (contained in Sec. 265(2)) is repealed.
‘These companies are therefore subject to the 100 percent
disallowance rule in the same manner as other financial

institutions.

The prior 20 percent disallowance rule under Section 291
continues to apply with respect to tax—exempt obligations
(including shares of stock of a regulated investment company
that, during the taxable year of the holder, distributes
exempt—interest dividends) acquired after 1982 and before August
8, 1986. Under the 20 percent rule, the portion of interest
expense attributable to indebtedness on tax—exempt obligations
that could otherwise be deductible for the year must be reduced

by 20 percent.

Bllocation. The portion of the taxpayer’s interest expense that
is allocable to tax—exempt interest is an amount that bears the
same ratioc to such interest expense as the taxpayer?s average
adjusted bases of tax—exempt obligations acquxred after RAugust 7,
1986, bear to such avazrage adjusted bases for all assets of the
taxpayer. For purposes of this provision, "interest expense"
means the agmegate amount allowable to the taxpayer as a
deduction for interest for the taxable year, determined without
regard to Sections 265(b) and £91.

A permament exception to the provision is provided for qualified
tax—exempt obligations acquired by a financial institution. This
exception applies whether the obligation is acquired at the
original issuance or by a secondary. purchaser. Quallfxed
(1);15?n0t a
private act;v:ty bond and (E) is Jssued by. an issuer which
reasonably anticipates to issue, together with subordinate
entities, not more than %$10 million of tax~exempt oblxgatlons
(other than private actxvxty bonds}, during the calendar year.
Qualified tax—exempt cbl:gatlons must be des1gnated as. such by .
the issuer; not more than $10 million of obligations may be so
designated by any issuer (including subordinate entities) for any
‘calendar year. Refundings of outstanding bonds may qualify for
this exception, and count toward the $10 million limitation,

under the same terms as new issues.

For purposes of the exceptxoh for quallf1ed tax-exempt

obligations, subordinate governmental entities include entities
deriving their issuing authority from another entity or subject
to substantial control by another entity. For example, a sewer
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or solid waste authority created by a city or county in order to
issue bonds for that city or county is considered a subordinate
entity. An entity is not to be considered subordinate solely
because of geographic inclusion in a larger entity (e.g., a city
located within a larger county), if the smaller entity derives
its powers independently of the larger entity and is not subject
to significant control by the larger entity.

Rualified tax—exempt obligations are treated as acquired by the
financial institution before RAugust 8, 1986. Interest allocable
to such obligations remains subject to the 20 percent
disallowance contained in present law.

For purposes of this provision only, qualified section 501 (c) (3)
organization bonds are not treated as private activity bonds. In
the case of bonds issued before August 15, 1986, for purposss of
this provision only, bonds are not to be treated as private
activity bonds if they are not IDBs, mortgage subsidy bonds,
student loan bonds, or other private ("consumer") lcan bonds for
which tax exemption is permitted under present law.

EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision is effective for taxable years beginning on or
after January 1, 1987. Thus,; bonds acquired after August 7,
1986, in taxaeble years ending in 1986 are subject to the 20
percent disallawance rule of prior law for the taxable year
ending in 1986, but are subject to the 100 percent disallowance

rule for subsequent taxable years.

A transitional exception is provided for tax—exempt obligations
acquired after August 7, 1986 pursuant to a direct or indirect
written commitment to purchase or repurchase such obligation,
which commitment was entered into before September 25, 1985,
Dbligations qualifying for this exception are treated as if
acquired before August 8, 1986; interest allocable to such
obligations thus remains subgect to the 20 percent disallowance
contained in prior law. The Act alsa praovides certain
transitional rules for specified identified projects.

REVENUE IMPACT OF CDNFDRMiTY TO FEDERAL LAW

Since California law requires corporations to include interest
received on “tax—-exempt obligations" in the measure of the state
franchise tax, it is proper for related interest expenses to be
deducted. No estimate, therefore, is provided under the Bank and

Corporation Tax Law.

Direct State Budpet Impact from Federal Change

To the extent finarncial corporations reduce their investments in
tax—exempt obligations due to the federal law change, other
taxpayers (nonfinancial corporations and individuals) will
increase their share of holding tax—exempt securities. Based on

- a praration of national estimates for individuals, the increase
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in individual holdings could result in revenue losses in the %15
million range for 1987-88B and in the $28 million range for
1988-89 under the Personal Income Tax Law.
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Title IXD: Financial Institutions

ACTION: REPEALS SPECIAL. REORGANIZATION RULES FOR
FINBNCIAL INSTITUTIONS

Act Section 904 Conference Report Page 336

Form 540 Line No. N/AR Form 100 Line No. G-9

CURRENT CALIFORNIA LAW (Sec. 24562)

California did not the adopt the special provision (repealed by
the Tax Reform Act of 1986) which relaxed certain regquirements
applicable to financially troubled thrift institutions for
qualification as a tax—free bankruptcy reorganization, anmd for
the exclusion from income of certain payments from the Federal
Savings and Loan Insurance Corporation (FSLIC) to the troubled

thrift institution.

OLD FEDERAL LAW (Sec. 368(a) (3) (D) and 597)

Farmer federal law provided special rules which exempted the
acquisition of financially troubled thrift institutions from
rules otherwise applicable to corporate reorganizations. These
provisions relaxed certain requirements for qualification as a
tax—free bankruptcy reorganization under the Internal Revenue
Code (IRC). Thus, the requirements need not be met that (1) the
acquired corporation undergoc formal receivership or similar
proceedings and (2) the shareholders and creditors of the
acquiring corporation receive stock in the acgquiring corporation.
In addition, these provisions relaxed the rules regarding the
survival of net operating loss carryovers following a merger,
excluded certain payments from the Federal Savings and Loan
Insurance Corporation (FSLIC) to the troubled thrift institution
from income, and from the reguirement that basis in property be
reduced by the amount of nonshareholder contributions to capital.

and

NEW FEDERAL LAW (Sec. 368(a) (3) (D) amended; Sec. 597 repealed)

The Act repealed the special provisions, above, applicable to
financially troubled thrift institutions.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The special reorganization rules for troubled thrift institutions
are repealed effective for acgquisitions. and mergers after
December 21, 1988. The repeal of the special treatment for FSLIC
payments is effective for payments after December 31, 1988,
unless such . payments are made pursuant to an acguisition or
merger occurring orn or before that date.
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REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

No impact, as California never adopted the special federal rules
applicable to financially troubled thrift institutions for
gualification as a tax free bankruptcy reorganization.



N

\\\\\\

TN,

N,

Title IXE: Financial Institutions

ACTION: BLLOWS INDIVIDUALS TO TREAT LOSSES ON DEPQOSITS
IN AN INSOLVENT OR BANKRUPT FINANCIAL
INSTITUTION A8 A CASUALTY LOSS RATHER THAN AS
8 _SHORT—-TERM CAPITAL 1 0SS

Act Section 905 Conference Report Page 337

Form 3540 Line No. 47 Form 100 Line No. G6-18

CURRENT CAL IFORNIA LAW (Sections 17201, 17206, 24343, 24344, and
2437Q) )

California conforms to federal law with respect to the loss of a

deposit or account in a financial institution where it is
determined that there is no prospect of recovery. Unless the
deposit was created in connection with a trade or business of the
taxpayer, the 1loss is treated as a short—-term capital loss.
Financial institutions are allowed to deduct interest accrued and

credited on depositor?s accounts.

NEW FEDERA! LAW (Sections 451 and 169

The Act gives a "gqualified individual" an election to deduct
losses on deposits in a "qualified financial institution®" as a
personal casualty loss at the time the loss can be reasonably
estimated if the loss arises as a result of bankruptcy or
insolvency of the financial institution. A taxpayer may not take
a deduction for a bad debt for any-loss which the taxpayer elects
to take as =a éasualty loss under this provision.

R rasualty loss is subject to a $100 floor and total net casualty
losses for the year are deductible only to the extent that they
exceed 10 percent of the individual’s adjusted pgross income.

Under the bad debt rules, the 1loss is treated as a short—term
capital loss and is subject to a maximum deduction 1limit of
%3, 000 per year, with the exrcess available as a carryover.

The Act alsc provides that accorued, but unpaid, interest on a
"frozen deposit” in a financial institution for any taxable year
is mot includible in the "gqualified individual?’s" taxable income
for that taxable year if the interest is wrot available for
withdrawal at the end of that taxable year. Such interest is
includible in gross income in the taxable year in which it is
withdrawable. Conversely, in the case of interest attributable
to the period begimming January 1, 1983, and ending December 31,
1987, a "qualified financial institution" may deduct interest
acerued on a "“fraozen account, even though such interest is not
includible in the depositor’s taxable income until it becomes
available for withdrawal. Beginning January 1, 1988, no
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deduction is allowable to any "qualified finarcial institution”
for interest accrued on a “frozen account” until such interest is

includible in the depositor's taxable income.
A "qualified individual® mearns any individual except one:

{1) ®Who owns omne percent or more in value of the
ocutstanding stock of the financial institution,

{2) Who is an officer of the finarmcial institution, or

{3) Who is related to an individual described in paragraphs
(1) ard (2).

A "gqualified financial institution” means any commercial bank,
thrift imstitution, insured credit union, or =imilar institution
chartered or supervised under federal or state law.

"Frozen deposit" means any deposit, if at the close of the
calendar year, arnry portion of the deposit may not be withdrawn
because of (1) the bankruptcy or insclvency (or threat thereof)
of the qualified institution, or {(2) any requirement imposed by
the state in which the institution is located by reasorn of the
bankruptcy or insolvency f{(or threat thereof) of ore or more

fFinancial institutioms irm the state.

EFFECTIVE DATE OF FEDEROL PROVISIONS

The amendments to Sections 165 of the Internal Reverme Code
{(relating to the deduction for losses on deposits) apply to
taxable years begirming on or after Jarmary 1, 1983. This is a
retroactive application which allows for the filing of amended
returns for taxable years not barved by the statute of

limitations.

The amendments to Section 451 {relating te interest on frozen
deposits) apply to taxable years begirming or or after Jarmuary 1,
1383. However for taxable years begirming o or after Jaruary 1,

1383, and before January 1, 1387, these proavisions apply only if
the gqualified individual elects to have the amendments apply for

all such taxable years.

REVENUE IMPACT OF CONFORMITY TGO FEDERAL LAW

Based om the Joint Committee on Taxation's estimate forr the

nation, revenue losses under the PITL from conformity would be
very mirmor,; less than $100,000 armually.

The next page of this report is ﬁage 1¢00.
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Title XAl: Insurance Products arnd Companies

ACTION: REPEAL. THE $i,000 EXCLUSION ON_ INSTALLMENT
PAYMENTS OF LIFE INSURAGNCE PROCEEDS

Act Section 1001 Conference Report Page 338

Form 540 Line No. 13 Form 100 Linme No. G—-6

CURRENT CALIFORNIA LAW {(Sec. 17131, 24302)

California conforms to federal law. Generally, amounts paid by
an insurance company to the beneficiary of a life insurance
contract upon the death of the insured person, are not includible
in the beneficiary’s gross income. The beneficiary may choose to
receive payment through a series of installments, rather than as
a lump sum. In determining the value of future payments, the
insurance company 1is permitted to use mortality tables which
distinguish among individuals based upon gender.

When life insurance proceeds are disbursed through installment
payments, a pro-rated amount, deemed to represernt the rontaxable
death benefit continues to be excluded from irncome, while the
remainder must be included. However, current law also provides
an exclusion for the first $1,000 of the otherwise taxable
portion of payments received. Amounts paid to the beneficiary in
excess of the death bernefit sum are generally considered to be
payments made by the insurance company for the use of the
beneficiary’s money {(the unpaid death benefit). This is likened
to the interest paid by other fimancial institutioms for the use

of depositors? funds.

NEW_ FEDERAL LAW {(Sec. 101)

All amounts payable to any beneficiary that are in excess of the
amount deemed to be the death benefit, are includable in the
beneficiary’s gross income. The $1,000 exclusion is repealed.

For purposes of assigning value to the portion of any payment
deferred beyond the death of the insured party that is treated as
a nontaxable death benefit, mortality tables used may not
distinguish among persons on the basis of sex. The mortality
tables that can be used will be those prescribed in regulations
promulgated by the Secretary of the Treasury.

EFFECTIVE DATE OF FEDERAL PROVISIONS

This provision is effective for amounts received with respect to
deaths occurring after the date of ernactmert in taxable years

ending after that date.
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h REVENUE IMPACT OF CONFORMITY TGO FEDERAL LAW

The Joint Committee on Taxation estimates that reveriuwe gains for
the nation will be very minor, less than $5 million annually.
Based on this low level of impact for the nation, conformity
would result in very minor state revenue pains anrnually under the

Personal Income Tax Law of less than $200, 000.

i
—
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Title XA2: Insurance Products and Companies

ACTION: LIMIT USE OF STRUCTURED SETTLEMENT AGREEMENTS
TO CLAIMS INVOLVING PHYSICAL INJURY OR
PHYSICAL SICHKNESS

Act Section 1002 Conference Report Page 339

Form 3540 Line No. 16 Form 100 Line No. G-1

CURRENT CALIFORNIA LAW (Sec. 17131, 24271)

California conforms to federal law which excludes from income the
amount of any damages received on account of personal injuries or
sickness, whether by suit or by agreement, and whether as a lump
sum or as periodic payments. '

The person liable to pay the damapes may assign that obligation
to a third party (a structured settlement company) to pay the
damages in a series of periodic payments. The payment received
by the structured settlement company for agreeing to the
assigrment is not included in income to the extent that it is
used to purchase "gqualified funding assets” to fund the
liability. However the basis of the "qualified funding assets”
must be reduced by the amount excluded from income. Upon
disposition of the qualified funding asset{s), any gain is
included as ordinary income.

Thé{&axpayer liable for damages to arn injured party is allowed to
deduct the amount of damages as if they were paid irn a lump sum.

NEW FEDERAL LAW (Bec. 130)

Favorable treatment of structured settlemert agreements i=
limited to assignments requiring payment for damages or account
of a claim for personal injuries involving the claimant’s
physical ingury or sickress, including damages for wrongful death
arising from physical injury or sickness.

EFFECTIVE DATE OF FEDERAL PROVISIONS

For assigrments entered into on or after January 1, 1987 and for
taxable years commencing on or after that date.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Joint Committee on Taxation estimates that revenue gains for
the nation will be very minor, less tharn $5 million annually.
Consequently, there would be no meaningful impact for Califorwmia
under the Personal Income Tax or the Bank and Corporatior Tax

Laws.
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Title XA3: Insurance Products and Companies
ACTION: LIMIT INTEREST DEDUCTION ON POLICYHOLDER LOANS

Act Section 1003 Conference Report Page 340

Form 540 Line No. 47 Form 100 Line No. G—-6&

CURRENT CALIFORNIA LAW (Sec. 17201. 24424)

An insurance company may permit a policyholder to borrow against
the policy, up to the cash surrender value of the insurance
policy. The payments made to the policyholder reduce the value
of the insurance policy in the event of surrernder, or the amount
paid to the beneficiary in the event of the policyholder’s death.

California gernerally conforms to federal law, which treats
policyholder loans as bona fide loans,; and not as withdrawals
from the policy. As such, the interest paid om the loan is

deductible by the policyholder, provided that the indebtedness is

rnot part of a systematic borrowing of increases in cash value and
is not incurred or continued in order to purchase or carry a
single premium life insurance contract.

NEW FEDERAL LAW (Sec. 264)

Deduction of interest on policyholder loans is denied to any
person who is an officer, employee, or person with a financial
interest in the trade or business to the extent that the
aggregate lcans exceed %50, 000. In addition, current law is
restated regarding the rule that no amount paid or accrued on
indebtedness incurred or continued to purchase or carry a single
premium life insurance contract is deductible.

EFFECTIVE DATE OF FEDERAL PROVISIONS

Rppiies to insurance policies (contracts) purchased after
6/20/86.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Joint Committee on Taxation estimates that revenue gains for
the nation will be very minor: $27 million over the five year
period analyzed. Based on this low level of impact for the
nation, conformity would result in very minor state revenue gains
under the Personal Income Tax Law of perhaps %200, 000 annually.
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-deduction limits, and make other changes.

Title XIAl: Pensions and Deferred Compensation

ACTION: PHASE OUT THE DEDUCTIONS MADE TO AN IRA BY
ACTIVE PARTICIPANTS '

Act Section 1101-1103 & 1144 Conference Report Page 373
Form 5S40 Line No. 31 Form 100 Lirne No. N/A
GROUND

The original federal provision relating to Individual Retirement
Accounts (IRA) was enacted in 1975; California conformed in 1976.
The federal law was extensively revised in 1981, effective
gersrally in 1982, to extend the coverape to individuals who were
active participants in employer retirement plans, increase the
California conformed
in 1982 to other 1981 Federal changes, but did not conform to the
extended coverage or increased deduction limits. The difference
between the amount deductible on the state and federal returns
becomes basis for state purposes and such basis is to be
recovered upon distribution from the plan. California comformed
in 1985 to 1984 federal amendments, including the provision that
alimony is treated as compensatior for purpcoses of making IRA

contributions.

CURRENT CALIFORNIA LAW (Sec. 17272, 17501, 17507)

California allows a deduction for an IRA up to the lesser of
$1,500 or 15 % of the individual's compensation or earned income
with an additional deduction for a nornworking spouse, up to an
overall limit of $1,750 while federal allows a deduction up to
the lesser of $2,000 or 100 percernt of compensation with an
additiomnal deduction for a nonworking spouse, up to arn overall
limit of $2,2850. For state purposes, no IRA deduction is allowed
to individuals who are active participants in an employer pernsion
plan including qualified voluntary employee contributions.

The additional spousal deduction is allowed cnly if (1) the
spouse has noc compensation for the year, (2) the spouse has not
attaired ane 70 1/2, (3) the couple files a Joint income tax
return for the year, and (4) for state purposes, neither spouse
is an active participant in an employer pension plan. If a
spouse has a small amount of compensation, including amounts less
than $250, the spousal IRA deduction is not available.

Urnder both federal and state laws, when an IRA acgquires any
collectibles, the collectibles are treated as a distribution from
the IRA equal to the cost of the collectibles arnd is included in
the IRA owner's income for the year deemed distributed. A
collectible includes any stamp or coin regardless of the country

of issuarmce.
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NEW_FEDERAL LAW_ {(Sec. 219,408, 6693)

The act provides that all taxpayers are able to contribute up to
the lesser of $2,000 or 100% of compensation to an IRA. The ‘
deduction for the amount contributed by individuals who are
active participants in employer—maintained retirement plans is
phased down to zerc on adjusted gross income between (1) $25,000
and 35,000 for single individuals, (2) $40,000 and $50, 000 for
married individuals filing a joint return, or (3) %0 and %$10,000
for married individuals filing a separate return.

The phase out of the deductible portion of the contribution is
made on the basis of adjusted pgross income before reduction for
an IRA contribution. For married taxpayers filing a joint
return, the phase—cout and loss of deduction would apply where
either spouse is an active participant in an employer—provided

retirement plan.

The act also provides for a minimum deduction of %200 for any
taxpayer subject to the phase out rule whose adjusted gross
income is not above the phase out range even if the phase out
rules would provide for a lesser contribution.

A special rule applies to married individuals filing separate
returns where either taxpayer is an active participant in an
employer—provided retirement plan. The above mentioned phase out
rules apply only to the spouse who is an active participant in a
retirement plan. The spouse who is not an active participant may
deduct the entire allowable deduction (the lesser of $2,000 or

100% of compensation).

Nondeductible IRA Contributions

To the extent the IRA deduction is reduced or eliminated by the
active participant phase ocut rule, a taxpayer may elect to make
nondeductible IRA contributions. In addition, the aect permits a
taxpayer to elect to treat deductible IRA contributicns as
rondeductible. 'Total combined contributions to both types of
IRA's (deductible and nondeductible) may not exceed the %2, 000
($2, 250 spousal) limitatiorn onn IRA contributions.

Contributions that exceed either the deductible limit or the
nondeductible limit, whichever applies, are subject to an annual
& percent excise tax on "excess contributions” under Sec. 4973.
However, excess contributions made in one year may be applied
against. the contribution limits 'in a later year if the
contributions in the later year are less than the limit.

The designation of a contribution as nondeductible must be made
on the individual?s tax return for the taxable year to which the
designation relates. An individual who files an amended return
for a taxable year may change the desigrnatiorn of IRA

contributions from deductible to nondeductible or vice versa for

the year being amended.
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Distributions of Nondeductible Contributions

When nondeductible contributions are designated on the return or
when distributions are received, the act requires the taxpayer to

report the following information in that return:

(1) the amount of designated nondeductible contributions for
" the taxable year,

{2) the aggregate amount of desigrnated nondeductible
contributions for all preceding taxable years which have

not previously been withdrawn,

(3) the aggregate balance of all IRA’s. of the individual as of
the close of the calendar year,

(4) the amount of distributions from IRA's during the taxable
ysar, and

{S5) such other informétion as the Secretary may prescribe.

If this reguired information is not provided, theri all IRA
contributions are presumed to have been deductible and,
therefore, are taxable upon withdrawal from the IRA.

If the reguired information is not provided on the individual’'s
tax return for a taxable year, thern all IRR contributions are
presumed to have been deductible and, therefore, are taxable upon

withdrawal from the IRA.

An individual who overstates the amournt of designated
nondeductible contributions made for any taxable year is subject
to a $100 penalty for each overstatement unless the individual
can demonstrate that overstatement was due to reasorable cause.

Amounts withdrawr from an IRA during a taxable year are
includible in income for the taxable year under rules similar to
the rules applicable to qualified plans under sectiorn 7Z. Urnder
the rules applicable to IRAs, for purpose of Section 72, (1) all
IRAs of an individual are treated as one contract, (2) all
distributions during a taxable year are treated as ore
distribution, (3) the value of the contract (calculated after
adding back distributions during the year), income on the
contract, and investment in the contract is computed as of the
close of the calendar year with or within which the taxable year
erds, and (4) the aggregate amount of withdrawals excludable from
income for all taxable years shall not exceed the taxpayer’s
investment in the contract for all taxable years. The act
provides that, if an individual withdraws an amount from an IRA
during a taxable year and the individual has previously made both
deductible and nondeductible IRRA contributions, then the amount
includible in income for the taxable year is the portion of the
amount withdrawn which bears the same ratioc to the amount
withdrawn for the taxable year as the individual’s aggregate
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nondeductible IRA contribqtions bear to the agprepate balance of
all IRAs of the individual (including rollover TRAs and SEPs).’

Active Participant

- The term "active participant® means an individual who is an
active participant in any of the following plans: (1) a
qualified pension plan, profit sharing or stock bonus plan, (2) a
qualified arnmmuity plan (sec. 403(a)), (3) a simplified employee
pension (sec. 408(k)), (4) a plan established for its employees
by the United States, by a state or political subdivision, (5) a
plan described in section 501 (c) (18), or (6) a tax—-sheltered
anmuity (sec. 403(b)).

The determination whether an individual is an active participant
deperxis on the type of plan in which the individual participates
or is eligible to participate. Generally, an individual is an
active participant in a defined contribution plan if any employer
contribution or forfeiture is added to such individual’s account
during the tax year. In a defined benefit plan, an individual is
an active participant if not excluded under the plan’s
eligibility requirements during any part of the plan year ending
with or within the individual’s tax year. Thus, individuals may
be active participants in defined bernefit plans for a year even
though they accrue no benefits during the year. An individual is
also treated as an active participant in a plan for any tax year
during which that individual makes a voluntary or mandatory
employee contribution, whether the employer contributes or not.
The determination of whether an individual is an active
participant is made without regard to whether the individual's

rights under a plan are vested.

Certain members of reserve components of the Armed Forces and
volunteer fire—-fighters are not treated as active participants

solely because of such service.

Spousal Deduction Allowed

The rules relating to spousal IRA contributiorns are amended to
eliminate the requirement that the spouse have rno earned income
for the year in order to be eligible for the spousal. IRA.
contribution, however, the spouse must elect to be treated as
having no compensation. Thus, those spouses with small amounts
of compensation have the option 0F~estab1ishing their own IRA or
being included in a spousal IRA. If a spousal IRA deduction is
claimed on a jgoint return for a tax year, the spouse is deemed to
have elected to be treated as having no compensation.

The trustee of an IRA must report annually the amount of
contribution to and distributions from the IRA and the account
balances at the end of the year to the individual as well as to
the Secretary of the Treasury. The‘informationiis required tco be
reported by the January 31 following the end of the calendar
year. In the case of a failure to report the reguired

information, as under present law, the penalty for the failure is
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$25 Tor each day during which the failure coccurs but the total
amount imposed on any person for a failure to report is not to

exceed %15, 000.

Other Changes

The act also repeals the provision which allowed a deduction for
a qualified voluntary employee contribution to an employer plan.

In addition, the act provides that the rules relating to IRA
investments in collectibles do not apply to any gold or silver
coins issued by the United States.

CT DATE OF FEDERAL PROVISIONS

The provision relating to the election of a spouse to be treated
as having no compensation is effective for taxable years
begirming before, on, or after December 31, 1985.

All other IRA provisions are effective for taxable years
beginming on or after January 1, 1987.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

Two possible conformity positions are identified. The first
position would include new eligibles under current state dollar
those taxpayers with gualified pension plans that
meet the new federal income test for the IRA deduction, with
retention of the existing %$1,500 state maximum deduction. The
second position would imclude the new eligibles and existing
state eligibles at the higher $2,000 federal maximum deductionr.

limits, i.e.,

It is estimated that (1) the first position would result in
revenue losses in the $68 million range for 1987-88 and in the
$59 million range for 1988-89; and (2) the second position would
result in revenue losses in the $121 million range for 1987-88

and in the %107 million range for 1988-89.

These estimates are based on both state and federal data
pertaining to IRA deductions. The number of new state eligibles
meeting the federal income test was derived from prior Policy
Economics?! Group (PEG) runs on the number of returns with IRA
deductions by state adjusted gross income class. This number for
1887 is projected to be 600, 000 returns. The number of returns

"with IRA deductions under current state law is estimated to be

720, 000 for 1987.

Revenue estimates were developed by (1) attributing an average
deduction for the first group (new eligibles) 10 percent greater
than the maximums ($1,650 under the existing state maximum and
$2, 200 under the federal maximum) to allow for two IRA’s on some
Joint returns, times an assumed average marginal tax rate of 6
percent; and (2) attributing an average additional deduction to
the second group (existing state eligibles) of %600 (this amount
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also reflects dual IRA’s on Joint returns’, times an assumed
average marginal tax rate of & percent.

These calculations resulted in the following revenue effects:

First Position — New Eligibles At $1,500

Taxable Years

1987 1988 1989
99 million , $59 million $59 million

Eiscal Years

1987-88 ' 1988—-89

$68 million . $59 million

Second Position — New and Existing Eligibles at $&, 000

Taxable Years

is87 19858 1989
%108 million $106 million $108 million

Fiscal Years

1987-86 1988-89

$121 million %107 million
Fiscal year estimates include a 15 percent allocation from the

subseguent taxable year estimate to allow for adjustments to
estimated tax payments and withholding.
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Title XIA2: Pension and Deferral Compensation

ACTION: PROVIDE FOR A 7,000 MAXIMUM ANNUAL DEFERRAL

UNDER ALl GUALIFIED CASH OR DEFERRAL
ARRANGEMENTS

Act Section 1105 Conference Report Pape 380

Form 540 Line No. iz Form 100 Line No. N/A

CURRENT CAL IFORNIA LAW (Sec. 17501 and 17510)

California has conformed to federal law which allows an employee
under a qualified cash or deferred arrangement (commonly referred
to as a 401(k) plan) to elect to have compensation deferred under
a profit sharing or stock bonus plan (or certain pre-ERISA money
purchase pension plans). The deferral is considered an employer
contribution and is not included in the employee’s gross income.

Under a qualified 401(k) plan, the elective deferrals are subject
to the overall limits on contributions to a qualified plans which
for defined contribution carmot exceed the lesser of $30,000 or
25 percent of the employees nondeferred compensation.

In addition, a special nondiscrimination test is applied to
elective deferrals to assure that a planm does not discrimirnate in
favor of highly compensated employees. The plan gqualifies if:
{1) the actual deferral percentage for the highly paid employee
does not exceed the average deferral percentage for the other
eligible employees by more than 150 percent or (2) the actual
deferral percentape for the highly paid employees does not exceed
the lesser of (a) the actual percentage for other eligible
employees plus 3 percentage points, or (b) 250 percent of the
actual deferral percentage for the other elipgible employees.

An employee is considered highly compénsated if the employee is
one of the most highly compensated 1/3 of all employees eligible

to defer under the arrangement.

A participant in a qualified 401(k) plan is not permitted to
withdraw elective deferrals (and earnings thereon) prior to
death, disability, separation from service, retirement, or
(except in the case of a pre—-ERISA money purchase pension plan)
the attairment of age 59 1/2 or the occurrence of a hardship.

Under present law there is no statutory provision which states
that tax—exempt and public employers may establish a cash or
deferred arrangement. However, under General Counsel Memorandum
(6.C.M.) 38283 and other memorandums, the Internal Revenue
Service concluded that these organizations may provide their
employees with employee incentive plans which include a profit
sharing plan if the plan is adequately limited amd safeguarded.
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NEW FEDERAL LAW (Sec. 402, 4979 and 6051)

The act provides a maximum amual "elective deferral" of %7,000,
adjusted for inflation, for an employee under all cash and
deferred arrangements in the individual’s tax year (rather than
the plan's limitation year). This limit is determined without
regard to any community property laws and is reduced by elective
deferrals under Sec. 403(b) tax deferred annuities.

Elective Deferrals

The act provides that the term elective deferral is the sum of
(a) any smployer contribution under a qualified cash or deferred
arrangement to the extent rnot includible in gross income
(determined without regard to contributions made by the employer
on behalf of the employee to a trust which is a part of a
qualified cash or deferred arrangement), (b) any employer
contribution to the extent not includible in gross income
(determined without regard to contributions made by the employer
on behalf of the employee to a simplified employee pension plan),
and (c) any employer contribution to purchase an anmuity contract

urnder a salary reduction agreement.

Treatment of Excess Deferrals

The act provides that deferrals in excess of the $7,000 annual
limit together with income earned on such contribution will be
included in the employee’s gross income for the year to which
deferrals relate. The excess may be allocated among the cash or
deferred arrangements the employee participates in by the
folliowing March 1. The plan or plans to which the excess
deferrals are allocated may then distribute the excess
allocatlons {plus earnings) to the employee by the following

April 15.

This timely distribution of excess deferrals ard related income
to the employee will not be subject to the additiomal tax on
early withdrawals and may be made despite plan provisions to the
contrary. The amount of income €arned by the plan will be
allocated to the excess deferrals o a pro—-rata basis. In
addition, elective deferrals in excess of the annual limit are to
be treated as elective deferrals for purposes of applying the
special nondiscrimination reguirements for qualified cash or
deferred arrangements, if not distributed during the taxable year
of deferral. Excess deferrals and related income not returned to
the employee by Qpr11 15 of the year follow:ng contributions,
will not be treated as after-tax employee contributions thHat is,
they will not be treated as an investment in the contract. A 10
percent excise tax is assessed against an employer on BXCess
eontr:but1onﬁ not returned to the employees within 2 1/2 months
after the close of the plan year.

The act also prohibits tax—exempt organizations and State or
local governments (or a political subdivision of a State or local
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governvent) from establishing qualified cash or deferred
arrangements under Section 401(k) of the Code.

Information regarding these elective deferrals are required to be
contaired on the arnmual withholding statement supplied by

smployers to employees.

EFFECTIVE DATE OF FEDERAL PROVISIONS

In general the act is effective for taxable years begirmming on or
after January 1, 1987.

In the case of a plan maintained pursuant to 1 or more collective
bargaining agreements between employee representatives and 1 or
more smployers ratified before March 1, 1986, the amendments are
not effective, with respect to employees covered by the
agressent, for plan years begimming before the earlier of (1)
January i, 1989, or (2) the date on which the last of the
collective bargaining agreement terminates (determined without
regard to any extensions in the collective bargaining agreement).
However deferrals by employees under a collectively bargained
plan will count against the $7,000 maximum with respect to any
other employer plan which is not collectively barpgained.

In the case of the taxable year of any partnership which begins
before January 1,1987, and ends after January 1, 1987, elective
deferrals made on behalf of a partner will be treated as having
been made ratably during such taxable year. '

The elective deferral reporting requirements are effective on
October 22, 1986.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The following revenue estimates are composite estimates based on
a proration of national estimates prepared by the Joint Committee
on Taxation (JCT) combining XI—-A2 Rualified Cash or Deferral
Arrangements, XI-A3 Nondiscriminative Tests and X1-A4 Deferred
Compensation Plans. The relative fiscal impact under state
conformity is revenue pains in the %26 million range for 1987-88
and $28 million range for 1988-89. These revenue gains would
occur under the Personal Income Tax Law. The proration to
California used (4.1 percent) reflects the Policy Economic
Broup's (PEG) conformity estimates for California compared to
national estimates for those provisions analyzed. The PEG has
not specifically estimated this provision.

In their national estimates the JCT has allowed for the

behavioral responses of some taxpayers who are denied IRA
deducting switching to 401 (k) arrangements to maintain tax
benefits. This interaction, therefore, is included in the

composite estimates above.
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Title XIA3: Pensions and Deferred Compensation

ACTION: APPLY A NONDISCRIMINATIVE TEST TO EMPLOYERS
MATCHING CONTRIBUTIONS AND EMPLOYEE

CONTRIBUTIONS
Act Section 1117 Conference Report Page 392
Form 540 Line No. N/A Form 100 Line Na. N/A

CURRENT CALIFORNIA LAW (Sec. 17501)

California law has conformed to federal law which permit
employees to make either after—tax or pre—tax contributions to a
qualified plan. These contributions may be voluntary or
mandatory. Mandatory employee contributions include those made
as a condition of obtaining employer—derived benefits (e.g.,
employee contributions made as a condition of obtaining employer

matching contributions).

Under present law, a gqualified plan must satisfy the
nondiscrimination requirement which provides that a plan may not
discriminate in favor of emplayees who are officers,
shareholders, or highly compensated. Emplayer matching
contributions are alsco reguired to satisfy the usual
nondiscrimination rules applicable to gqualified plans which
prohibit a plan from discriminating in contributions and

benefits.

In the past, wvoluntary emplaoyee contributions have heen permitted
if all participants are eligible to make such cantributions and
if no emplaoyee is permitted to contribute more than 10 percent of
compensation, determined based on cumulative contributions and
cumulative compensation during the period of participation.

NEW FEDERAL LAW (Sec. 401)

The act provides that a special nondiscrimination test be applied
to (1) all types of employer matchinmg contributions and employee
contributions under qualified defined contribution plans, and (2)
emplayer contributions under a defined benefit pension plan to
‘the' extent contributions are allocated to separate accounts on
behalf of individual employees. These rules apply in lieu of the
usual nondiscrimination tests. . ‘
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Special Nondiscrimination Tests

The act provides that a defined contribution plan (and the
employee contribution portion of a defined pension plan) will be
treated as meeting the special nondiscrimination test if it meets

one of two alternative tests.

Under the first test, the contribution percentage for highly
compensated employees must be no greater than 125 percent of the
contribution percentage for all other eligible employees. The

plan will satisfy the second nondiscrimination test if the

contribution percentage for highly compensated employees does not
exceed the lesser of 200 percent of the contribution percentage
for all other eligible employees, or such percentage plus two

percentage points.

Contribution Percentages

The contribution percentage for a specified group of employees is
the averapge of the ratios (calculated separately for each
employee) of the sum of matching contributions and employee
contributions to the employees’ compensation for the plan year.

Under regulations to be issued, an employer will be permitted to
elect to take into account in computing the contribution
percentage any elective deferrals and qualified nornelective
contributions undey the plarn or any other plarn of the employer.
The Secretary of the Treasury is to prescribe regulations to
prevent the multiple use of the altermnative nondiscrimination

test for any highly compensated employee.

Highly compensated employees are defined the same as for purposes
of the general nondiscrimination rules. In planms which require
employee contributions as a condition of participation, otherwise
eligible employees who do not make contributions are treated as
participants on whose behalf no contributions are made for
purposes of the special nondiscrimination tests.

Aggregation Rules

The act provides that if two or more plans of arm employer to
which matching contributions, or elective contributions are made
are treated as one plan for purposes of minimum coverage
requirements, these plans will be treated as one plan for
purposes of applying the special nondiscrimination test. If a
highly compensated employee participates in two or more plans of
an employer to which such. contributions are made, all such
contributions are aggregated for purposes of applying the special
nondiscrimination test under each plan in which the highly

compensated employee participates.

Excess Contributions

The act provides that excess contributions which are
contributions by orn behalf of highly compernsated employees which
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are in excess of the contributions which could be made for such
individuals without vioclating the special nondiscrimination o
rules, will disqualify the plan. However,; the plan will not be
disqualified for not meeting the special nondiscrimination test,

if the excess contributions (plus income allocable to such excess
contributions) are distributed {(or, if forfeitable, are

forfeited) before the close of the following plan year. The

rules for such distributions are generally the same as those

applied to excess contributions to cash or deferred arrangements.
Contributions which are forfeited may be used to reduce employer
contributions or may be reallocated among other participants.

However, no highly compensated employee who has been determined t
to have excess contributions may share in such reallocation.

The act also provides that excess contributions (other than those
which are forfeited) may be distributed without regard to any
other provision of law, and will mnot be subject to the additional
tax on early withdrawals from qualified plans. Any distributions
attributable to employee contributions will not be included in
gross incaome except to the extent attributable to income on such

cantributions.
i

Excise Tax

The act provides that if the contribution percentage test is not
met, the employer will be subject to an excise tax equal to 10
percent of the excess contributions (including excess

contributions te a simplified employee plan or a 501 (c) (18)

This tax will be waived if the excess comtributions

planl.
taogether with any earnings, are distributoed withinm 2 1/2 months

after the close of the plan year in which the excess
contributions arose.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provision is generally effective far plans on or after

January 1, 1987, or in the case of tax—sheltered annuities,

January 1, 1983, However, a special effective date applies to

plans maintained pursuant to a collective bargaining agreement. :
Undey this special rule, for a plan maintain pursuant to a ’
collective bargaining agreement between employee representatives

and one or more employers ratified befaore March 1, 1986; the

amendments are not effective for plan years beginning befare the
earlier of (1) the later of (i) January 1, 1989, aor (ii) the date

on which the last of the collective bargaining agreements

terminates; or (2) January 1, 1891. Extensions or renegotiatiaons

of the collective bargaining agreement, if ratified after

February 28, 1986, are disregarded.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Joint Committee on Taxatiorn has included this item in its ;
impact estimate of XI-AZ2 Qualified Cash or Deferral Arrangements.

It is not possible to isalate this item; therefore the revenue

- effect for this particular provision is indeterminable.
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Title XIA4: Pensions and Deferred Compensation

ACTION: CHANGE RULES RELATING TO ELIGIBLE DEFERRED

COMPENSATION PLANS AND UNFUNDED DEFERRED

COMPENSATION PLANS

Act Section 1107 Conference Report Page 397
Form 540 Line No. N/A Form 100 Line No. N/A
R T NIA W (Sec. 17501)

California has conformed to federal law which allows state and
local goverrment or tax—exempt rural electric cooperatives to
establish a deferred compensation plan under which a part of an
smployee’s compensation is not taxed until distributed or made
available. The maximum that can be deferred each year is the
lpsser of $7,500 or one-third of employee’?s compensation.

Amounts contributed to a tax—sheltered annuity {(both elective and
nonelective) are taken into account in calculating whether an

smployee's deferrals exceed the limits.

Under an eligible deferred compensation plan distributions are
reguired to commence no later than 60 days after the close of the
later of (1) the year in which the employee attains the normal
retirement age under the plan, or (2) the year in which the
employee separates from service. Payments made before the
employes’s death are required to satisfy a total berefit schedule
under which the benefits projected to be paid to the participant
must be more than S0 percent of the maximum amount that could
have been paid to the participant if no provision were made for
payments to the beneficiary. If the employee dies before the
entire amount is paid out, any unpaid amount is to be paid to the
employee’s beneficiary over a period not greater than 15 years,
unless the beneficiary was the employee’s spouse, in which case
payments may be paid over the life of the spouse or any shorter

period.

NEW FEDERAL LAW (Sec. 457)

The act provides that the limitations and restrictions applicable
to deferred compensation plans of State and local governments are
extended to unfunded deferred compensation plans maintained by
nongovernmental tax—-exempt organizations. Accordingly, the
maximum amount that can be deferred annually is the lesser of
$7,500 or 33 1/3 percent of the employee’s compensation (net of
the deferrad amount). However, the maximum deferral may increase
to as much as %15,000 a year for the last three years before the
tax year in which the participant reaches the normal retirement

age under the plan.
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In addition, the act provides that the amount a participant may
defer under an eligible deferred compensation plan must be
reduced, dollar for deollar, by elective deferrals under a
qualified cash or deferred arrangement (except a qualified cash
or deferred arrangement maintained by a rural electric
cooperative). An elective deferral under a simplified pension
plan, or deductible employee contribution to a S501(c) (18) plan,
also reduce the amount the employee may defer under an eligible
deferred compensation plan. As under prior law, amounts
contributed to a tax-deferred annuity are taken into account in
figuring whether the employee’s deferrals under an eligible
deferred compensation plan exceed the limits on such deferrals.

Minimum Distribution Reguirements — In general, the act provides

that an eligible deferred compensation plan maintained by a state
or local government or a tax—exempt employer meets the
distribution requirements if it (1) providés that amounrits payable
under the plan will be made available to participants or other
berneficiaries rnot earlier tharn when the participant is separated
from service with the employer or is faced with an unforeseeable
emergency and (2) meets certairn minimum distribution requirements

outlined below..

Payments starting before the employees death must be under a
payout schedule in which benefits projected to be paid over the
lifetime of the participart are at least 66 2/3 percent of the
total benefit payable with respect to the participant. If
distributions (pre or post—-death) are to be made over a period
extending beyond one year, the distribution must be made in
substarntially noninecreasing periodic payments not less freguently

than annually.

Iﬁ;;éﬁition, if the employeé dies after begirming to receive
payments, but before the total deferred amount has been
distributed, the remaining amount must be distributed at least as

rapidly as under the origimnal payout schedule.
In the case of arn employee that dies before bepinning to receive

the entire deferred amount must be distributed tao the
yaars,

benefits

benefits,
employee’s beneficiary over a period not greater than 15

except that if the beneficiary is the employee’s spouse,
may be paid over the life expectancy of the spouse.

In any event, payment must begin to commence nao later than April
ist of the year following the year in which the employee either

reaches 70 1/2.or retires.

Constructive Receipt — The act provides that benefits under such
a plan won't be ronsidered as made available merely because the

employee is permitted to elect to receive a lump-sum payable
within 60 days of the election. This rule applies, however, only
‘if the total amournt payable to the employee is wot greater than
%3, 500, and no additional amounts may be deferred under the plan
with respect to the employee. Thus, if the total benefits
payable toc an employese exceed $3,500, and the employee has the
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option to elect to receive a lump—-sum benefit, the entire amaount
of the benefit would be immediately includable in the employee’s
taxable income even though the employee declined to exercise the

option. '
Transfers Between Plan — Under the act transfers between eligible
plans are allowed. Accordingly, a participant in an eligible
governmental deferred compensation plan may elect to have any
portion of the amount payable to the participant transferred to
another eligible deferred compensation plan of a state or local
99vernment or tax—exempt organization. The amount transferred
will rnot be included in the participant’s income scolely as a
result of the transfer.

Btate judicial plans - Qualified state judicial plans and certain
other plans of tax—exempt organizations are exempted from the new

requirements for eligible deferred compensation plans.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The act relating to application of the unfunded deferred
compensation plan rules to tax—exempt organizations is effective
for years begirming on or after January 1, 1987.

An exception is pravided under the conference agreement for
amounts deferred under a plan of a ' tax exempt organization which
(1) were deferred from taxable years beginning before January 1,
1987, or (2) are deferred from taxable years beginning on or
after January 1, 1987 pursuant tc an agreement that (i) was in
writing on August 16, 1986, and (ii) provided for annual
deferrals of a fixed amount ar an amount determined pursuant to a
fixed farmula on that date. This exception does not apply with
respect to amounts deferred in a fixed amount or under a fixed
formula for any taxable year ending after the date orn which the
amount or formula is modified after August 16, 1986. Providing
the participant with any discretion regarding the amount of the
deferral constitutes a modification for this purpose.

For purposes of the grandfather rule, amounts are considered
deferred from a taxable year if, but for the deferral, they would
have been paid in that year. Rlso, in applying the limits to a
deferral not grandfathered, grandfathered amounts are taken into

account.

The modifications to the distribution requirements applicable to
eligible unfunded deferred compensation plans generally are
effective for taxable years beginning on or after January 1,
1989. However, the provisions (1) permitting transfers between
eligible unfunded deferred compensation plans and (2) permitting
cashouts of certain benefits without constructive receipt are
effective with respect to transfers or distributions in years
begiming on or after January 1, 198&.
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REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Joint Committee on Taxation has included this item in its
impact estimate on XI-A2 Rualified Cash aor Deferral Arrangements.
It is not possible, however, to isolate this item; therefore, the
revenue effect for this particulaf provision is indeterminable.
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Title XIAS: Pension and Deferred Compensation

ACTION: APPLY RESTRICTIONS ON DEFERRED ANNUITY
CONTRACTS :

Act Section 1135 & 11231{(b) Conference Report Pape 400

Form 540 Line No, N/A Form 100 Line No. N/AR

CURRENT CALIFORNIA LAW (Sec. 17081.17082, & 17085)

California has conformed to federal law where income is credited
to the cash surrender value of a deferred annuity while escaping
taxation until paid to the policyholder. Amounts received by the
owner of the armuity before the armuity starting date (including
loans under or secured by the Contract) that exceed the owner’s
investment in the contract are includible in owner’s gross
income. A portion of each distribution received after the
annuity starting date is treated as ordinary income based on the
ratio of the investment in the contract to the total
distributions expected to be received.

Under both California and federal law a policyholder who receives
any amounit under an annuity contract before the age of 59 1/2, is
required to pay an additional tax egqual to 5 percent of the
amourt included in income.

This additional tax does nut apply if the distribution is (1) one
of a series of equal periodic payments made for the 1life of the
taxpayer or over a period extending for at least &0 months after
the annuity starting date or (2) is allocable to investment in

the contract before August 14, 158c.

NEW FEDERAL LAW (Sec. 72(8))

Income on the Contract

The act provides that income from anmnuity contracts for any
taxable year held by a person that is not a natural person (e.n.
corporations, partnership or trusts) will not be treated as an
annuity contract for income tax purpose and all income on the
contract is to be treated as ordinary income received or accrued
by the owner during the taxable year. If the nominal owner of an
annuity contract is a non—natural person but the beneficial owner
is a natural person, the contract will treated as if held by a

natural person.

The act defines "income on the contract” as the excess of (1} the
sum of the net surrender value of the contract at the end of the
taxable year and any amounts distributed under the contract for
all years, over (2) the investment in the contract (i.e., the
aggregate amount of premiums paid under the contract minus
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policyholder dividends or the aggrepate amounts received under
the contract that have not been included in income).

Income from the following annuities held by persons that are not
natural persons will be treated as if held by a natural person:

1. Annuity contracts acquired by the estate of a decedent by
reason of the death of the decedent.

2. Annuity contracts under a qualified plan, a
tax-shelter armuity or under an Individual Retirement Plan.

3. Qualified funding assets purchased by structured settlement
companies and annuity contracts (which meet the definition
of a qualified funding asset) purchased and held directly by
a property or casualty insurance company to fund periodic
payments for damages. '

4. A deferred anmuity that is purchased by an employer upon the
termination of a gualified plan and held by the employer
until the employee separates from service with employer.

5. An immediate annuity which is an annuity purchased with a
single premium or amuity consideration with an anmuity
starting date commencing no later than 1 year from the date

of purchase.

Early Withdrawal Tax

Urnder the act, the early withdrawal tax on deferred anmuities is
imcreased from 5 to 10 percent.

The early withdrawal tax is not imposed if the distribution is
(1) a part of a series of substantially egual periodic payments
made for the life (or jeoint lives) of the taxpayer and the
taxpayer’s beneficiary, (2) under arn immediate annuity contract
or (3) armuity cornstituting a qualified funding asset.

In addition, the act provides that the tax will be imposed it the
individual changes to a distribution method prior to ape 59 1/2
to a method that does not gualify for the exception. The
additional tax will be imposed in the year of modification and
will be equal to the tax that would have been imposed on the
distributions had the exception never applied to those
distributions. That recapture tax will also apply when the
individual does not receive payments for at least 5 years even if
the individual is more than 59 1/2 years old when the

modification is made.
EFFECTIVE DATE OF FEDERAL PROVISIONS

The act relating to the taxation on income or a deferred amuity
comtract is effective for amounts invested after February 28,

198e6.
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The act modifying the additional income tax on early withdrawals
is effective for distributions in taxable years beginning on or
after January 1, 1987 unless the individuals who, as of March 1,
1986 have commenced receiving benefits under the contract
pursuant to a written election designating a specific schedule of

benefit payments.

REVENUE IMPACT OF CONFORMITY TO FEDERAL LAW

The Joint Committee on Taxation estimates relatively minor gains
of $12 million for 1987-88 and $27 million for 1988-89 for the
nation. Based on this projected low level of impact, conformity
would result in minor revenue gains of less than $500, 000
arnmually under the Bank and Corporation Tax Law. The effects
resulting from partnerships and other ent1t1es under the Personal

Income Tax Law would be negligible.
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Title XIAG&: Pensions and Deferred Compensation

ACTION: REDUCE THE LIMITS ON CONTRIBUTIONS TO TAX
SHELTERED ANNUITIES

Act Sectiorn 1105{a) Conference Report Page 404

Form 540 Line No. N/A Form 100 Limne No. N/A

CURRENT CALIFORNIA LAW (Sec. 17501)

California has conformed to federal law where public schools and
certain tax—exempt organizations (including churches and certain
organizations associated with churches) may make payments on
behalf of an employee to purchase a tax shelter annuity contract.
Payments to a custodial account investing in stock of a regulated
investment comparny (e.g., a mutual fund) are also permitted.

The amount paid by the employer is excluded from the employee’s
income for the taxable year to the extent the payment does not
exceed the smployee’s exclusion allowance for the taxable year
which is generally equal to 20 percent of the employee’s
includible compensation from the employer multiplied by the
number of the employee’s years of serviece with that employer,
reduced by amounts already paid by the employer to purchase the

armuity.

However, since smployer payments to purchase a tax—shelitered
anhuity contract for an employee are subject to the overall

1imi%s orn contributions and benefits under qualified plans, the

limit on the annual additions on behalf of an employee generally
is the lesser of 25 percent of compensation or $30, 000.

Certain catch—up elections allow an employer to contribute in
excess of the usual percentage limits in certain years. The
catch—up election is available only to employers of an
educational organization, a heospital, a home health service
agency, or a church, convention or association of churches.

NEW FEDERAL LAW (Sec. 402(i))

The act provides that the amount that an employee of a public
school or tax—exempt organization can elect to defer under all
tax—sheltered ammuities in which the employee participates would
be limited to the greater of %9,500 or the cash or deferred
arrangement cap, as indexed (i.e., $7,000 for 1987).

The act also provides that the elective deferrals under a ecash or
deferred arrangement, simplified employee pension plan and
certairn deductible contributions under a pre—-1939 employee—only
contribution plan reduce dollar for dollar the employee’s $9,3500
maximum elective deferrals under a tax sheltered annuity. Thus,
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the employee’s elective deferrals will be combined to achieve
coordination.

In addition the act provides an exception to the $9,500 limit for

an employee who has completed 15 years of service with a
qualified organization under a tax—sheltered annuity. Under the
special catch—-up rule, the $9,300 limitation is increased by the

least of the following amounts:

1.  $3,000,

2. $15, 000 reduced by amounts not included in gross income
in prior years under this special rule, and

3. $5,000 multiplied by the number of years of service of
the employee with the qualified organization over the
employer contributions made to the armuity for prior

taxable years.

The term "qualified organization” means any educational
organization, hospital, home health service agency, health and
welfare service agency, church, or convention or association of
churches. The also term includes an organization controlled or
associated with a church or convention of churches.

EFFECTIVE DATE OF FEDERAL PROVISIONS

The provisions are effective for years on or after January 1,
1987.

With regard to a plan maintained pursuant to one or more
collective bargaining agreements between employee representatives
and one or more employers ratified before March 1, 1986, the Act
does not apply to contributions made before the earlier of (1)
the date orn which the last of collective barpgaining agreements
terminates (determined without regard toc any extension thereof
after February 28, 1986) or (&) January 1, 1985. However, for
purposes of applying the %$9,500 limit to