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EXECUTIVE SUMMRRY 

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

1. CONSOLIDRTED OMNIBUS BUDGET RECONCILIflTION FICT OF 1985, 
Public Law 99-272 (signed Rpril 7, 1986) 

2 OMNIBUS BUDGET RECONCILIClTION FICT OF 1986, 
Public Law 99-509 (signed October 21, 1986) 

3. TQX REFORM RCT OF 1986, 
Public L a w  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 o f  the fiscal impact to the State of California from 
conforming to the federal changes. 

REVENUE IMPRCTS: R11 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 changes i n  the revenue estimates for the I 

individual items included in t h i s  report. For addit ianal 
informat ion. see the Summary of State Revenue Est irnates beginning 
on Page 2100. 

Overview On October 22, 1986, President Reagan signed the 
Tax Reform Q e t  of 1486, an R c t  so broad in scope 
that it virtually rewrites the entire body o f  
federal law (Internal Revenue Code) relating to 
the taxation o f  incorne for ir~dividuals and 
corporat ions. 

This act is especially important to the State of 
California, since a substantial port ior~ 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 changes enacted during the prior 
year and make decisions on whether or not to 
change California law in a similar manner. 

In contrast to the Tax ReForrn act of 1906, the two 
Bmni bus Budget Recortci l iat ion acts are of minor 
consequence. 
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Tax Policy Due to the comprehensive nature of the federal 
Summary changes, there wi 1 1  be many tax pol icy 

issues before the state Legislature during 1987, 
It is anticipated that there will be H 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 
difference with regard to the specific item. 

Specific The following overview of specific issues which 
Issues may be considered for conformity follows the 

format of the Personal Income Tax Return, although 
many of the issues also affect Banks and 
Corporations- 

Line 16 Business Income (or Loss). Significant changes 
include the areas of: allowance of net operating 
loss carrybacks and carryforwards; accelerated 
methods of depreciation; current expensing of 
certain bctsinesc, assets; 1 imitation of meal and 
entertainment expenses to 80% of actual expenses; 
linritaticlns or1 use of the eash method of 
accounting; uniform capitalization rules for 
valuing inventctr-y; accelerated reporting of income 
under- long-term contracts; el iminat ion of bad debt 
reserve5 for- nclnf i r~ancial entities ; and deni a1 of 
the installment method of reporting income for 
rlevolving credit accounts, sales of pub1 ical 1 y 
traded securities, and certain instal lment 
r-eceivables. 

Line 1 7  Capital Gains (and Losses). Capital gains are no 
longer partial 1 y excluded, but are taxed as. 
c~rdinary inrouse under the new federal law. 

Line 2C1 Fully Taxable Pensions and Rnnuities. Q 
significant conformity issue in this area is the 
elimination of the three year basis recovery rule. 

Line 21 Rents, Royalties. and Partnershi~s. Significant 
changes include the areas of: limitations on 
losses from passive investments; the extension of 
"at-risk" rules to real estate; capital ization of 
intangible drillivrg cclsts and exploration and 
development costs; and new 1 imitations on 
per-cent age depletion of h a r d  rnlnerals. 
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Line 22 Farm Income (or L o s s ) ,  lrlany of the issues for 
business also apply t o  farming. In addition, the 
new federal law places new limitations on prepaid 
and preproduction expenses of farmars. 

Lines 29-42 Ad.~ustments t o  Income, Significant changes 
include the areas of:  taxation of unemploymrnt 
benefits and the deduction o f  contributions t o  an 
Individual Retirement Plan (IRRI, and the amount 
of allowable deductions to other pension plans. 

Line 47 Itemized Deduct ions. Significant changes include 
the areas of: elimination of the deduction of 
state and local sales taxes; reduction of  the 
amount allowed a s  a deduction for radical 
expenses; denial of a deduction for personal 
interest expense (other than home mortgages); 
and 1 imitation of miscel laneous deduct ions (tax 
preparation fees, unreimbursed employee business 
expenses, investment expenses, professi ondl 
journals, etc. 1 t o  the amount exceeding two 
percent of ad j usted gross income. 

Line 51 Comput at ion of Tax, Significant changes include 
the areas of :  increasing the ttireshold of taxation 
(standard deduct ion and personal exempt ions) ; 
number of tax rates and tax brackets; and repeal 
of the income averaging provisions- 

Line 52 Personal and Dependent Exern~tions. The new 
federal law generaClly increases the amount of the 
deduct ion for personal and dependent exempt ion 
deduct ions. 

Line 71. Credits Fl~a.inst the Tax- Siqni f icant changes have 
been made to the earned income credit (similar to 
California's low income credit), the credit for 
incremental research and development expenses (no 
state counterpart 1, and the targeted jobs credit 
(similar, but different provisions). 

Line 73 Minimum Tax. The new federal "law makes 
substantial changes to both the alternative 
mini.mum tax for individuals and the corporate 
minimum tax. 

Corporate The following issues effect corporate taxpayers, 
Provisions but not individuals: 

Bank and Corporation Tax Rates. The new federal 
law reduces the marginal tax rates, although the 
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total tax is increased as a r-ult of changes in 
the definition of taxable income. 

Liauidatinu Distributions. The "General Utilities 
Doctrine" is repealed and gain &r loss will 
generally be recognized by a corporation upon a 
liquidating sale o f  its assets or upan a 
distribution of its property in complete 
liquidation. 

NOL Traffickinq. The new law significantly 
curtails the deduction of net oprrrting losses 
following a significant change in ownership of the 
c o r p r a t  i on. 

Real Estate Investment Trusts (REIT). The n e w  
federal law modifies qualification requirements, 
asset and income r e q u i r ~ m n t s ,  the definition of 
rents and interest, and imposes a 10% tax o n  
prohibited transact ions. 

Real Estate Mortsase Investment Conduit ( R E M I C )  . 
R brand new pass-through vehicle is created f o r  
entities which issue multiple classes of investor 
interests backed by a pool of mortgages, The 
REMIC is intended t o  be the exclusive vehicle for 
issuing multiple class mortgage backed securities. 

Fldmiur. Significant changes include the areas of: the 
Provi si ons imposition of penalties; requirements for filing 

inf a r m a t  ion returns; increasing the requirement 
(frum 80% to 90%) of estimated tax payments by 
individuals; and establishment of separate 
interest rates for underpayments and overpayments. 

Rdditional Rdditional information regarding this report (or 
I nf ormat ion additional copies) may be obtained from Dan 

Converse, Legislative Services Bureau, P. 0. Box 
1468, Sacramento, CFI 95807-1468. Telephone : 
(916) 369-4351, 

The next page of this repor-t is page 100. 
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RCTION: REDUCE 5 f i X  RfiTES FOR INDIVIDURLS 
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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 
i ncorne. 

CURRENT CRLIFORNIn LRW (Sec. 17041 

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

TRXBRBCKETS FOR 1986 TFlXFlbLE INCOME 

Tax Single or Head of Joint Estates 
Rate Separate Joint Househct ld Custctdy B Trusts 

B 3,420 
10,410 
13,890 
16,530 
19, 150 
el, 780 
24,410 
27,020 
29,630 
32,260 
34,880 



NEW FEDERRL L W  (Sec. 1) - .  

H. R. 3838 r e p l a c e s  t h e  c u r r e n t  1 4 - b r a c k e t  t a x  r a t e  s c h e d u l e ,  
w h i c h  h a s  r a t e s  r a n g i n g  f r o m  11 t o  50 p e r c e n t ,  w i t h  a  
f i v e - b r a c k e t  s c h e d u l e  fo r  1967 a n d  a t w o - b r a c k e t  s c h e d u l e  f o r  
19B8 a n d  l a t e r  y e a r s :  

TRX BRFICKETS FOR 1487 TRXRBLE INCOME 

T h e  income levels a t  w h i c h  t a x  r a t e s  b e g i n  t o  a p p l y  for  1987 are 
as follows: 

Tax Head of E s t  a t  es 
R a t e  S i n a l e  Separate Joint  Househo ld  & T r u s t s  

11 % * 0 9 0 s 0 9 0 B 0 
15 X 1,800 1,500 3,000 2 , 5 0 0  500 
28 % 16,800 14,000 28,000 23,000 4 , 7 0 0  
35 % 27,000 22,500 45,000 38,000 7,550 
38-55: 54,000 45, m o  ~ D , C C Q  eo, ooo I E ~ , I ~ C  

TRX BRRCKETS FOR 1988 TRXRBLE INCOME 

The income levels at  w h i c h  t a x  r a t e s  begin t o  a p p l y  for 1989 a r e  
as f o l l o w s :  

Tax Head of Estates 
R a t e  S i n s l e  S e p a r a t e  Joint  - Hc~useho l  d  & T r u s t s  

F o r  1908 and l a t e r  y e a r s ,  t h e  b e n e f i t  o f  t h e  15 p e r c e n t  t a x  
b r a c k e t  is p h a s e d  o u t  for  h i g h e r  income i n d i v i d u a l s  and f a m i l i e s ,  
T h e  p h a s e o u t  is a c c o m p l i s h e d  by i m p o s i n g  a 5 p e r e e n t  s u r c h a r g e  o n  
t a x a b l e  i n c o m e  b e t w e e n  371,900 a n d  $149,250 for- j o i n t  r e t u r n s ,  
b e t w e e n  $43,150 a n d  $89,560 f o r  s i n g l e  i n d i v i d u a l s ,  be tween  
%35,950 a n d  874,625 for s e p a r a t e  r e t u r n s  o f  mar-vied p e r s o n s ,  
b e t w e e n  961,650 and  6123,790 for h e a d s  of h o u s e h o l d ,  a n d  be tween  
L 1 3 , 0 0 0  a n d  *26,000 f o r  estates a n d  t r u s t s .  The s u r c h a r g e  
p r o d u c e s  the e f f e c t i v e  m a r g i n a l  t a x  r a te  of 33 p e r c e n t .  

For j o in t  r e t u r n s ,  t h e  15 p e r c e n t  t a x  b r a c k e t  o n  t h e  f i r s t  
*29,750 of t a x a b l e  income s a v e s  93,867.50 i n  t a x e s ,  c u n ~ p a r e d  t o  
i m p o s i n g  a 26 p e r c e n t  r a t e  o n  t h a t  income. F1 f i v e  p e r c e n t  
s u r c h a r g e  a n  t h e  %77,350 of t a x a b l e  i n t c l m e  be tween  $71 ,900  and 
E149,250 w i l l  r e c a p t u r e  t h e  6 3 , 8 6 7 - 5 0 .  T h u s ,  a t a x p a y e r  w i t h  
9149,250 of t a x a b l e  income w i l l  p a y  841,790 i n  t a x ,  which  is 28 
p e r c e n t  of 8149,250.  

For 1987, t h e r e  is no p h a s e o u t  of t h e  b e n e f i t s  o f  t h e  l o w e r  t a x  
b r a c k e t s .  



EFFECTIVE DQTE OF FEDERRL P R O V I S I O N S  

The neu rates begin, in effect, on July 3 ,  3987. The full impact 
of the m rates will be first applied to taxable years beginning 
on or after January 1, 1988- 

REVENUE IMPRCT OF C(U\IFCIRMITY T O  FEDERRL LRW 

Not directly applicable. The new federal tax rates reflect 
fmdmral tax policy which takes into account desired 
rcdistributional tax shifts between income groups and the 

i availability of additional revenues from corporate taxpayers. 
California's existing tax rate structure reflects a degree of 
progrrrrivity and incidence that has differed from federal law- 
Nm tax rat- can be developed after tax policy decisions have 
hewn made relating to the expansion/contraction of the income tax 
bare together with any objectives regarding the maintenance of or 
changes to the existing distribution o f  tax burdens. 
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CURRENT CFILIFORNIR L W  (Sec. 17073) 

Thr tam "standard deduction" was replaced by "zero bracket 
amountu rr 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 f o r  a 
single priccrn or married filing separately was 61,710, and $3,420 
for r married couple filing jointly, head of household, or 
surviving spouse. Under the zero bracket system, the taxpayer 
pets the benefit of the zero bracket amount automatically through 
tne t a x  rate scnedule and does not claim it as a deduction from 
income. If the taxpayer has itemized deductions that are greater 
than the z e r o  bracket amount, the excess is allowed as a 
deduct ion from i ncome. 

NEW FEDERAL L Q W  (Sec, 63) 

The standard deduction replaces the zero bracket amount, 
Effective January 1, 1988, the standard deduction amounts will be 
a5 follows: 

. . . . .  Joint Returns and Surviving Spouses 85,000 
. . . . . . . . . . . . .  Heads of Households 84,400 
. . . . . . . . . . . . .  Single Individuals $3,000 

. . . . . . . . . .  Married Filing Separate1 y $2,500 

Standard deductions would be adjusted annually beginning in 1983. 
The inflation adjustment factor would reflect the amount of 
inflation for the fiscal year ending Rugust 31- 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The n e w  standard deduction amounts begin in 1988. The standard 
deduction in 1987 is the same amount that would have applied 
under current law; i, e., 63,760 for joint returns and surviving 
spouses; *2,540 for  heads of households and single individuals; 
and Ol, 000 for married individuals filing separately. 



R E V E M  IMPRCT DF CONFORMITY TO FEDERRL L M  

Whether or not the State adopts Federal standard deduct ion 
amaunts will depend o n  deliberate tax policy decisions relating 
to the expamion/contraction of the income tax base together with 
any objectives regarding the maintenance for changes t o  the 
existing dietribut ion of tax burdens. 

B a d  on r rinulation run by the Department tax model for the 
1987 taxrblr year, if California were t o  adopt the 1988 standard 
dmduction amaunts (discounted one year t o  1987 levels), the 
revenue loss nould amount to S282 million under PITL. 

The ri~nificantly larger standard deduction amounts would result 
in rpproximatmly 432,000 taxpayers shifting from "itemizersn t o  
non-itrmizcrs. The non-i temizers would real i ze a n  average tax 
ravings of *37. Taxpayers having an RGI in excess of 450,000 
would receive the largest tax savings, an average of 6105. 
Itemizers would receive n o  additional tax savings. 

TRX WL ICY I SSUES 

In 1983, California repealed the standard deduction and adopted a 
zero tax bracket in conform to the federal structure. Rlthough 
conforming t o  the federal structure, California did not conform 
t o  the dollar value of the federal zero brackets, but used the 
values of the existing standard deduction which was being 
repaled, Changing the do1 lar values was not considered at that 
time, since all the changes were required to be only structural 
and non-substant ive, 

It is appropriate at this time to consider whether or not there 
is any valid reason far the use o f  different d o l l a t -  values f o r  
state purposes, 
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Both California a d  Federal law allow credits for the elderly 
who meet  certain qualifications, The State credit is .limited to 
SOX of the Federal credit, California also allows a $1,000 
i n c o m e  axclusioi? for elderly whose RGI is under $25,000. This 
a?xclusian is reduced by 5.50 for each dollar in excess of 
*a, 000. Federal law allows an additional personal exemption of 
*1,000 far a taxpayer who has reached the age of 65 or is blind 
before the close of his taxable year, 

CURf?ENT CFILIFURNlFl L W  (Set. 17052.9. 17054 and 17134) 

Currently, there is no additional standard deduction (zero 
bracket amount) allowed for either the blind o r -  elderly- Rn 
additional personal exemption credit ($14) is allowed for 
taxpayers who are blind, but there is no additional personal 
exemption credit based upon age. 

NEU' FEDERRL LRW (Sec, 63) 

HR 3838 repeals the current law additional personal exempt ions of 
%1,000 for the blind and elderly beginning in 1987 and replaces 
this with an additional standard deduct ion, This standard 
deduction amount of C600 is a1 lowed for an elderly or blind 
individual who is married ($1,200 if both). an additional 
standard deduction amount of $750 is allowed for an unmarried 
individual who is elderly or blind I%1,500 if both). 
Eieginning in 1989, the standard deduction amounts for the elderly 
o r  blind will be indexed for inflation, 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

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

REVENUE IMPRCT OF CONFORMITY TO FEDERAL LRW 

T w o  conformity positions are considered in this analysis. The 
first position (a) would add the extra standard deduction fur the 
elderly and blind, and retain California's existing personal 
exemption credit for the blind and exclusion for the elderly. 



A 
3 The second position (b )  would add the extra standard deduction 

I 
7 

\ 
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 
tin millions) 

(a) Extra Standard Deduct ion 
Without Repea 1 Q22 loss %23 loss 

(b) Extra Standard Deduct ions 
With h p a l  $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 SO1 (Statistics of Income) 
data for blind and elderly returns relative to the total of all 
Federal ret urns, 

The estimate for (b) reflect the combined revenue effect o f  (a), 
and revenue gains from the repeal of blind credits (6300,000 for 
1587) and the %1,000 elderly exclusion (833 million far 1987). 
The net revenue gain was increased 9 percent for the 1988 
estimate. The revenue estimate for the repeal of the credit for 'x) the blind was obtained from the tax model. The est irnate on the 
repeal of the exclusion for the elderly was derived from Federal 
S O 1  data on the income distribution of the elderly and the 
frequency of joint returns where each spouse is at least 65 years 
old, Prorating the data to California results in arr estimated 
1.2 million state returns filed by the elderly, of which 70 
prcent qualify for the current state exclusion. 



T i t l e  IR3: I n d i v i d u a l  Income T a x  P r o v i s i o n s  

FICTION: INCREQSES PERSONQL RND DEPENDENT E X E M P T I O N S  
RND REPECSLS THE EXEMPTIONS FDR RGE FSMD 
BL I NDNESS. 
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PIIRRENT CflLIFORNIFI U W  (Src, 17054) 
,' 

California law is sinailar t o  federal law in that it provides for 
prrsonal a d  dependent rxemptions and special exemption for 
blindwsmr, Howrvcr, California law does not allow an additional 
e x m p t  ion for the elderly. Under .,Gal ifornia law, exempt ions are I 

mxprrsrard in the form o f  tax credits, rather than deductions 
from income. The credits reduce the tax, but are .not 
rcfundabie. Since iSTS, kRe crebiks have been indexed annually 
based o n  percentage changes in the California Consumer Price 
Index, The indexed exemption credits for 1986 are: 

Single or married filing separate . . . - . .  $43 
Married filing joint or surviving spouse. . .  ,686 
Head of household . . . . . . . . . . .  386 
Joint custody Head of Household . . .  865 
Dependent, Blind, or Student, . . . . . . . .  814 
Estate . . . . . . . . . . . . . .  610 
Trust.. . . . . . . . . . . . . . . . . . . .  61 

R s  under federal law, a personal exemption is allowed an 
individual filing o n  h i s  or her awn return even if that 
individual is also claimed a5 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 FEDERRL L F l W  (Sec. 1, and 151) 

H.R. 3836 increases the personal exemption for each taxpayer, the 
taxpayer's spouse, and each eligible dependent to 81,900 for 
1987, %1,9!50 for 1986, and 82,000 for 1989. Beginning in 1990, 
the $2,000 per5onal exemption amount will be adjusted for 
inflation. H.R. 3838 repeals the additional exemption for an 
elderly or blind individual. 

H.R. 3038 does not allow a personal exemption t o  be claimed on 
the return of r taxpayer who is eligible to be claimed as a 
dependent on another taxpayer9 5 return (e. g,, the return of a 
child w h o  is eligible t o  be claimed as a dependent on the return 
of his or her parents]. 



i 
I H. R. 3838 adds r new provisions which, above specified levels of 

7 i n c o m e ,  rvpduces the tax benefit of personal and dependent 

I exemption deduction to zero, This is accomplished by imposing an 
additional tan q u a 1  to 5 percent of that portion of taxable 
income which exceeds the specified levels of income. For 1988, 

I the phase-outs k g i n  at the following levels of income: 

i FILING STRTUS TRXRBLE INCOME 

Married filing joint & surviving spouse 1149,250 
h a d  of Houwhold 9323,790 
Single 989,560 
WIrrird filing separate 9113,300 

Repeal of the additional exemption for the blind or elderly as 
m l l  rs the n e w  rules regarding dependents will became effective 
in 1987. The phase-out of the personal and dependent exemptions, 
above certain levels of income, is not effective until 1988- 

REVENUE I M W T  DF CUNFORMITY TO FEDERBL LRW 

Rny "conformity" estimates in this area depend on decision3 
reached.with regard to those policy issues discussed below. 

For example, if California were to replace its personal and 
dependent credits with the federal personal and dependent 
exemption deductions, t-?e net revenue loss for the 1987 taxable 
year would exceed $800 mi 1 1  ion. 

TRX POL. ICY 1 SSUES 

California law is significantly different from federal law in 
that personal and dependent exempt ions 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 a13 persom within a particular filing status (such as married 
filing joint) 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 
rrceives a tax benefit of $ 1 1 9  (11% of * 1,080) and high income 
persons receive a tax benefit of 6540 (33% of $ 1,080). 

Under n e w  federal law, low income persons will receive tax 
benefit of l300 (15% of 42,000); high income persons will not 
receive any tax benefit at all; and middle income taxpayers will 
mceivc a benefit of L 0.00 to $300, depending upon their level 
of income. 

!Should California abandon its tax credits in favor of a deduction 
from inconre, as under federal law? . . .  



Should California phase-out its personal and dependent exemptions 
(whether a c r e d i t  or a deduction) for persons with high levels of 
income? 

mat are the appropriate d o l l a r  va lues  (whether credit or 
drduction) for t h e  personal and dependent exemptions allowed by 
Cal i fornia?  

- I l l  - 



T i t l e  I R 4 :  I n d i v i d u a l  Income T a x  P r o v i s i o n s  

1 f - )  

RCTION: INDEXING OF TRX RRTE BRFICKETS, PERSONQL 

I EXEMPTIONS, FIND STFINDFIRD DEDUCITONS 

I 

k t  S e c t i o n  101 C o n f e r e n c e  Repor t  Page  10 
i 
I Form 540 Line No. 47, 51, 52 Form 100 L i n e  No. N/FI 
I 

I 

I CURRENT CRLIFORNIA LRW (Sec.. 17041,17054,17054.5,17069) 

I n  o r d e r  to compensa te  for  i n f l a t i o n ,  t h e  rate b r a c k e t s ,  the zero  
b r a c k e t  amount, t h e  l o w - i  ncome c r e d i t  income b r a c k e t s ,  and t h e  
p e r s o n a l  exempt ion  c r e d i t s  are r e v i s e d  a n n u a l l y  under  a  s y s t e m  of 

I "indexing".  Index ing  of t a x  b r a c k e t s  is based  on t h e  amount of 
I 

change i n  t h e  C a l i f o r n i a  Consumer P r i c e  Index  from J u n e  of t h e  
1 p r i o r  y e a r  t o  J u n e  of t h e  c u r r e n t  y e a r .  R f t e r  a d j u s t m e n t  for t h e  

CCPI change,  t a x  b r a c k e t s ,  low-income c r e d i t  income b r a c k e t s ,  and  
z e r o  b r a c k e t  amount a r e  rounded t o  t h e  n e a r e s t  t e n  d o l l a r s  (same 
as f e d e r a l ) .  

Indexing  ctf per-sonal and d e p e n d e n t  c r e d i  t5 r e f l e c t s  t h e  
c u m u l a t i v e  CPI change  ' f r o m  June ,  1983 t o  J u n e  o f  t h e  c u r r e n t  
year .  These  c r e d i t s  are rounded t o  t h e  n e a r e s t  o n e  d o l l a r .  

/- .\ 
f \ 
-) When i n d e x i n g  began i n  1978, t h e  a d j u s t m e n t  was based  on t h e  

e x c e s s  of t h e  charroe over- 3 % p e r  year-. Beg inn ing  i n  1980, t h e  
ad jus tmen t  is based a n  t h e  f u l l  amount o f  t h e  change.  

NEW FEDERRL LAW (Sec. 1 > 

I n f l a t i o n  a d j u s t m e r ~ t s  tin t h e  r a t e  b r a c k e t s  w i l l  c o n t i n u e  a s  u n d e r  
p r e s e r ~ t  F e d e r a l  1  aw e x c e p t  i n f  1 a t  ictn wi 11 be measured by 
12-month per- iuds  e n d i n g  R u a u s t  31 r a t h e r -  t h a n  September  30 and  
(2) t a x  r a t e  b r a c k e t s ,  s t a n d a r d  d e d u c t  i o n s  ( i n c l u d i n g  t h e  
a d d i t  iclnal  s t a n d a r d  d e d u c t  i o n  amounts  for- t h e  b l i n d  o r  e l d e r l y ) ,  
and p e r s o n a l  e x e n ~ p t i o n  a n ~ o u n t s  a r e  t o  b e  rounded down t o  t h e  
n e a r e s t  m u l t i p l e  of $50 r a the r -  t h a n  810. 

I E F F E C T I V E  DRTE OF FEDERRL PROVISIONS 

The p r o v i s i o n s  wi th  r e s p e c t  t o  t h e  12-month measur ing  p e r i o d  fo r  
i n f l a t i o n  and round ing  down t o  t h e  n e a r e s t  m u l t i p l e  o f  650 are 
e f f e c t i v e  J a n u a r y  1, 1987. 

REVENUE I M P R C T  O F  CONFORMITY T O  F E D E R R L  LRW 

The new f e d e r a l  i n d e x i n g  p r o v i s i o n  which a l l o w s  f o r  much l a r g e r  
round ing5  e f f e c t s  was deve loped  w i t h i n  t h e  framework of 

s i q n i f  i c a n t  l y  larger-  b r a c k e t  pcl lnts ,  s t a n d a r d  d e d u c t  Ion,  and 
I pe r sona l  exempt i o n  amounts t h a n  unde r  c u r r e n t  Cal i f n r n i a  law. 

-4 

I The r e v e n u e  impact. of i n d e n i n c  d e p e n d s  a n  t h e  e x t e n t  t o  w h l c h ,  i f  



any, California elects t o  conform to the underlying indexed 
provisions above, 



Title 1R5: Individual Income Tax  Provisions 

/ -7 
QCTIDNr REPERLS THE TWO-ERRNER DEDUCTION 

F)ct -tion 131 Conference Report Page 10 

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

CURRENT WLIFORNIFI LRW (Sec. 17024.5(b) (16))  

California does not allow a special two-earner wage deduction. 
The rationale for the two-earner deduction docs not apply to 
California, since under state law the tax rate schedule far 
single prrrons corresponds diwctly to the income splitting 
provisions for aarrinj couples. 

NEW FEDERRL LFIW (See. 221 

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

EFFECTIVE DRTE OF FEDERQL PROVISIONS 

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

-) REVENUE IMWCT OF CONFORMITY TO FEDERRL LQW 
- .  

Not applicable since California does not have a comparable 
two-earner deduct ion. However, the PEG (Pol icy 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 Qdjusted Gross Income (RGI) for California tax purposes 
regarding deductions for medical purposes and casualty lasses- 
Qccording to PEG, the net effect of a larger federal RGI fur 
certain taxpayers claiming these deductions results in a revenue 
gain to California. 



T i t l e  IR6: Individual Income T a x  Provisions 

nCTION: REPERL OF INCOME GVERGGING 

k t  Gtction 141 

Form 540 Line No. 51 

Conference Report  Page 1 1  

Form 100 Line No. NlGl 

CURRENT WLIFURNIFI L W  (Sec. 16241 

Thr purposa of i- averaging is t o  provide t a x  relief for 
certain taxpayers with fluctuating income. R11 taxpayers are 
r l i g i b l e  rwcept (1) those who hrve not been full-time residents 
during the current and preceding four years and (2) certain 
taxpaysw-s who hrve not been rompletel y self-supporting. 
Oamrrlly taxpayers will get tax relief if their income for the 
current taxable, year is 63,000 greater than 133 113% of the 
average income for the preceding four years. Important 
differences between federal l a w  and California iaw are t h a t  under 
F d e r a l  law (1)  the brse period is three years instead of four, 
a d  (2) the percentage of average incame which must be exceeded 
is 140% instead of  133 1/3%. 

N E W  FED€RFIL LCIW (Sec. None) 

H. R. 3838 repea 1s this provision, 

EFFECTIVE DQTE OF FEDERGL PROVISIONS 

The repeal of income averaging becon~es effective January 1, 1987. 

REVENUE IMPRCT OF CONFORMITY TO FEDERQL LRW 

B a r n  o n  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 far the 1988-89 
fiscal yrar would amount t o  $187 million based on the national 
growth rate of 7.7% for this provision as projected by the JCT. 
Thcse gains would result under the PIT law. 

The t a x  d e l  shows that for the 1987 t a ~ a b l e  year, 3.8% of 
taxpayers (478,000) would be affected by this provision, The 
avrrrgc tan increase for these taxpayers would range from $34 for 
the %5,000--910,000 M I  class to *1,4% for f f i 1 7 s  over 8100,000. 
The largest percentage increase in tax liability (9.6%) would be 
for the +100,000 and over M I  class. 



I 

- T i t l e  IB: I n d i v i d u a l  I n c o m e  T a x  P r o v i s i o n s  
- 

,, '\ 
! 

RCTION: INCREASES ERRNED INCOME CREDIT 

A c t  S e c t i o n  1 1 1  

Form 540 L i n e  No. 70 

C o n f e r e n c e  R e p o r t  P a g e  1 2  

Form 100 L i n e  No.  N/R  

CURRENT CRLIFORNIR LRW (Sec. 17069) 

C a 3 i f o r n i a  has n o t  a d o p t e d  t h e  f e d e r a l  e a r n e d  i n c o m e  credit .  
C a l i f o r n i a  l a w  p r o v i d e s  relief t o  l o w  i n c o m e  h o u s e h o l d s  t h r o u g h  a 
special  l o w  income c r e d i t  w h i c h ,  u n l i k e  t h e  f e d e r a l  c r e d i t ,  d o e s  
n o t  r e q u i r e  a q u a 1  i f y i n g  d e p e n d e n t .  

NEW FEDERRL LRW (Set- 321 

Under  t h e  Q c t ,  t h e  r a t e  of t h e  e a r n e d  i n c o m e  c r - e d i t  is i n c r e a s e d  
from 11 p e r c e n t  of t h e  first 85,000 o f  e a r n e d  i n c o m e  t o  14 
p e r c e n t  of t h e  first $5,714. The  rnaximum a l l o w a b l e  a m o u n t  af 
e a r n e d  i n c o m e  c r e d i t  is i n c r e a s e d  f  rclm 8550 t o  $500. 

F o r m e r l y  t h i s  c r e d i t  w a s  p h a s e d  down b y  12 3/9 p e r c e n t  of 
a d j u s t e d  g r o s s  i ncome  (RGI) ut- e a r n e d  i n c o m e  ( w h i c h e v e r  is  
g r e a t e r )  w h i c h  e x c e e d e d  $6,500. For- t h e  1987 t a x  year -  t h i s  
c r e d i t  w i l l  b e  p h a s e d  down by  1O p e r c e n t  o f  FlGl  or  e a r n e d  i n c o m e  
( w h i c h e v e r  is g r e a t e r )  i n  e x c e s s  o f  36,500. f o r -  t h e  15EB t a x  
y e a r  t h e  p h a s e  down w i  11 b e  10 p e r - c e n t  o f  RGI o r -  e a r n e d  lncclrrle 
( w h i c h e v e r  is g r e a t e r )  i n  e x c e s s  o f  $9,000. In a d d i t  i o n ,  t h e  r i e s  
l a w  p r o v i d e s  for  a u t o m a t i c  consumer- p r i c e  i n d e x - b a s e d  i n f  1 a t  i c~ r l  
a d j u s t m e n t s  o f  (1) t h e  ea r -ned  i n c o m e  e l i g i b l e  f c ~ r  ~ ! I E  c r e d i t  a n d  
( 2 )  t h e  i n c o m e  l e v e l  a t  w h i c h  t h e  p h a s e  o u t  begirrc,. 

T r e a s u r y  r e g u l a t i o n s  w i l l  r e q u i r e  employe r - s  to n o t i f y  e n l p l c ~ y e e s  
whose  w a g e s  a r e  n o t  s u b j e c t  t o  w i t h h o l d i n g  t h a t  t h e y  may b e  
e l i g i b l e  for  t h e  r e f u n d a b l e  ear -ned  incorne  c r - e d i  t . However-, t h e  
r e q u i r e m e n t  d o e s  n o t  a p p l y  t o  w a g e s  w h i c h  a r e  exernpt  from 
w i t h h o l d i n g  u n d e r  IRC S e c t i o n  3 4 0 2 1 n )  i. e., c o l l e g e  or-  h i g h  
s c h o o l  summer employment ,  

EFFECTIVE DRTE OF FEDERQL PROVISIONS 

B e g i n n i n g  f o r  t a x a b l e  y e a r s  a f t e r  Decernber  3 1 ,  1986. 

REVENUE IMPRCT OF CONFORMITY TO FEDERAL LRW 

C a l i f o r n i a  h a s  n o t  c o n f o r m e d  to t h e  f e d e r a l  e a r n e d  i n c o m e  c r e d i t .  
T a x  relief t o  l o w  inconle  h c t u s e h o l d s  is p r o v i d e d  t h r - a u g h  a s p e c i a l  
l o w  i ncome  c r e d i t ,  T h e  s u b s t i t u t i o n  of t h e  ear -ned  i n c o m e  c r e d i t  
fo r  t h e  e x i s t i n g  l o w  i n c o m e  c r e d i t  w o u l d  h a v e  r - evenue  
c o n s e q u e n c e s .  The  rnagn i t  u d e  o f  t h i s  i m p a c t  d e p e n d s  CIYI t h e  
r e l a t i v e  s i z e  of t h e  s t a t e  c r e d i t ,  S i n c e  t h e  e a r n e d  i r - l c c 7 n i ~  



credit requires a qua1 ifying dependent, many taxpayers now 
benefitting from the ex i s t i n g  state cr-edit would not  qualify for 
the earned income credit. 



Title I C 1 :  Individual Income T a x  Provisions 

/ >, 

RETION: INCLUDE GLL UNEMPLOYMENT COMPENSRTION B E N E F I T S  
IN GROSS INCOME 

Flct Sect ion 121 Conference Report Page 14 

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

CURRENT CRLIFORNIR LFlW (Sec. 17083) 

California has not conformed to federal law, which includes all 
or part of unemployment compensation in gro55 income when an 
income thresh01 d is exceeded. Under- Cal i forni a law, no port ion 
of unemployment compensat ion is taxable. 

OLD FEDERQL LQW (Sec. 8 5 )  

Current federal l a w  provides a limited exclusion for unemployment 
compensat ion benefits, which ceases to operate when an income 
threshold is exceeded. (The income threshold is $18,000 for 
married individuals filing a joint return, $12,000 for unmarried 
taxpayers, and zer-o for married taxpayers filing separately. 1 
When the income threshold is exceeded, ~tnemployment compensation 
benefits 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 cumpensat ion benefits 
t-ece i ved. 

NEW FEDERRL LQW (Set. 85) 

In consider-at ion of the fact that unemplclyment compensat ion 
benefits are waqe replacement payments, which waul d be f u l l  y 
taxable if received as wages, new federal law includes the full 
amount of unemployment compensat ion benef i t s i r~ gross i ncome. 

Qpplies to all amounts received on clr after January 1, 1987. 

REVENUE IMPRCT OF CDNFORMITY TO FEDERQL LRW 

Qccording to the latest federal Statistics of Income quarterly 
pub1 icat ion, unemployment insurar~ce payments part i a1 ly included 
in federal adjusted gross income (RGII in 1984 for 490,300 
Califor-nia filers totaled $696. €i million- The state revenue gain 
for 1987 if California taxed these payments would be 835 million 
under- an assumed five percent marginal tax rate and no growth in 
reported payments. 

('7 
CJ 

Regar-d ing  the partial 1 y excluded payments, the Pol icy Economics 
Group (PEG) has nut speci f icall y estimated this provision. PEG'S 



averall praration share for California of items estimated is 4.1 
percent. Rpplying 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 831 million range for 1987-88. However, due 
to Califmrniavs enlarged low income credit (AB 66, Ch. 1463, 
Stats. 1985) which effectively increases the threshold of 
taxation, state revenue gains from taxing these payments 
(formerly excluded under federal law) would be closer t o  $20 
mi 3 3 ion. 

Qddinq the t w o  segments together (partially included and 
partially excluded) results in an overall revenue gain of $55 
million for 1987-88 and the same level for 1988-89. 

Unemployment compensation is a replacement for salary or wages, 
which if they had been received, would have been fully taxable. 



Title IC2: Individual Income T a x  Provisions 

' ? 
QCTION: LIMIT EXCLUSION FOR SCHOLRRSHIPS RND 

FELLOWSHI PS 

Qct Section 123 Conference Report Page 14 

Form 540 Line No. 12 Form 100 Lirie No. N/R 

CURRENT CRLIFORNIR LRW (Sec, 17131 

California conforms to federal law, which generally provides that 
an amount received as a scholarship or fellowship grant shall be 
excluded from gross income. The exclusion also 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 limited 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. 

In addition, California conforms to the federal provision which 
a1 lows an exclusion from gross income for the amount of any 
qualified tuition reduction, to students engaged in teaching ar 1-1 research activities who are employees of exempt educational 

- institutions. 

NEW FEDERRL LQW (Sec, 117) 

The exclusion for scholarship or fellowship grants would be 
limited to degree candidates, for- amounts used for tuition, 
books, suppl ies and equipment, and course related fees. Qrnounts 
paid for room, board, or incidental expenses would not be 
excluded from gross income. 

The exrlu~ion fov amounts received as a grant or tuition 
r-educt ion 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 a5 a federal employee, are repealed. 

EFFECTIVE DQTE OF FEDERQL PROVISIONS 

Rpplies to taxable years beginning on or after January 1, 1987, 
except that prior law continues to apply to scholarships and 
fellowships granted before Flugust 17,1986. In case of a grant 
after Ququst 16, 1986, and before January 1, 1987, prior law 
applies only to amounts received during 1986. 



REVENUE IMPRCT OF CONFORMITY TO FEDERRL L Q W  

The Policy Economic Group (PEG) did not supply a specific 
estimate for this provision. However, PEG3s 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 Taxation and the relative fiscal impact under 
state conformity would be revenue gains in the 53 million range 
for 1987-88 and in the 65 million range for 1988-89, T h e e  
revenue gains would occur under the Personal Income Tax Law. 



I 
3 Title IC3: Individual Income Tax Provisions 

I 

-1 I 0 
GETION: LIMIT EXCLUSION F O R  PRIZES QND RWGRDS 

I 
I Rct Section 122 Conference Report Page 1 7  

I Form 540 Line No. 1 2  Form 100 Line No. N/R 

1 
CURRENT CFILIFDRNIA LRW (Sec. 17081. 24446) 

California has conformed to federal law, which generally requires 
that prizes and awards must be included in gross income. fin 
exclusion from income is provided for prizes and awards r=eaceivrd 
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 FEDERRL LFlW (Sec. 74, 102, 274) 

The exelusion for scientific tetc. achievement awards is 
repealed, except where the award is donated 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 '-1 rsci pient * 5 gross income, and no charitable deduct ion 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-. However, the aggregate cost of length of service and 
safety awards made to the same employee may not exceed $1,600 for 
qua1 if ied plan awards and $400 for nun-qua1 if ied plan awards. 

T o  the extent that the new exclusion does not apply, all prizes 

l and awards by employers to employees are includable in the gross 
income of the employee and are not deductible by the employer- 

Rn employee award is e,xrludable 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 DRTE OF FEDERRL PROVIS IONS 

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



REVENUE IMPBCT OF CONFORMITY TO FEDERFU- LFUJ 

Policy Economic Group (PEG) did not provide an estimate for this 
provision. However, PEG'S estimate for a1 1 provisions indicate 
that an appropriate proration figure for California relative to 
the nation is 4.1%. This proration percentage was applied to the 
nat ional est imates prepared by the Joint Canmi ttee on Taxat ion 
and the relative fiscal impact under state conformity would be 
revenue lasses 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. 



Title ID1: Individual Income Tax Provisions 
/ '  

RCTION: DISRLLOWQNCE OF DEDUCTION FOR STRTE RND LOCRL 
SFILES TQXES 

Rct Sect ion 134 Conference Report Page 20 

Form 540 Line No. 47 Form 100 Line No. 6-17 

CURRENT CQLIFORNIFI L F I W  (Sec, 17052,13. 17220, 23612. 24345) 

California law has been in conformity with prior federal law 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 connection with the purchase of qualified property for which a 
tax credit is claimed pursuant to a Section 17052.13 election 
(enterprise zone property acquisitions). 

NEW FEDERRL LFIW (Set. 1641 

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 following manner: 

\ 
J' 

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

( 2 )  taxes incurred in the disposition of property used in a 
trade or business will be used to reduce the amount realized 
on the disposition. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

Taxable years beginning on or after Jancrary I, 1967. 

REVENUE IMPaCT OF CONFORMITY TO FEDERRL LRW 

Based on a simulation run for California by the Policy Economics 
Group (PEG) the revenue gain under conformity at 1986 levels of 
income from disallowarice of the sales tax deduction would be in 
the 3244 million range. Equivalent estimates for 1987-88 and 
1988-89 fiscal years would amount to 6256 million and 4269 
million respectively based on national growth rates for this 
provision as projected by the Joint Committee on Taxation {JCT), 

'PEG'S simulation shows that at 1986 levels of income 34 percent 

F 
of California taxpayers 14 million) would be affected by this 
revision. Rverage tax increases would range from 86 for the 

'--) :1,000-*10,000 adjusted gross income ( F I G I )  class to *251 for the 
over B200,UC)C) RGI class. 



Based an a proration of the Joint 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 113 million range for 1987-08 and i 
in the $11 million range for 1980-B9,  Q 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, 



Title ID3: Individual Income T a x  Provisions 

f' 

BCTION: INCRERSE THE FLOOR FOR MEDICRL EXPENSE 
DEDUCTIONS FROM 5 TO 7-5 PERCENT OF FIDJUSTED 
GROSS lNCOME 

Rct Sect ion 133 

Form 540 Line No. 47 

Conference Report Page 21 

Form 1 0 0  Line No. N/R 

CURRENT CFILIFOR'NIR L A W  (Set- 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 val id deduct ions include medicines and prescript ion 
drugs; examinat ions 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, 

NEkr FEDERRL LRW (Sec. 213) 

Î ).  he floor urder the itemized medical expense deduction is 
'*i, 

increased frofl. 5 percent to 7 - 5  percent of the taxpayer's 
. adjusted gross income. The. conference report reaffirms that 
cert air! expenses incurred to. adapt a residence for the physical 1 y 
handicapped are eligible for the medical expense deduction such 
as the construction of entrance ramps and widening of doorways. 

EFFECTIVE DRTE OF FEDERRL P R O V I S I O N S  

The chanqe to the floor of the medical expense deduction is 
effect ive January 1, 1987. 

REVENUE IMPQCT OF CONFCIRMITY TO FEDERQL' LRW 

based on a simulation run for California by the Policy Economic 
Group (PEG) the revenue gain under conformity at 1986 levels of  
income would be in the 650 million range. Equivalent estimates 
for 1987-88 and 1986-89 fiscal years would amount to $56 mi 1 1  ion 
ranqe and 863 million range respectively based on national growth 
rates for this provision projected by the Joint Committee on 
Taxat ion. 

The PEG simulation shows that at 1986 levels of income 1 0  percent 
of taxpayers (1.2 million) would be affected by this provision. 
Rverage tax increases would ranqe from 37 for the 85,000-910,000 
adjusted gross income (FIG11 class to 8773 for the over )200,0OO 
RGI class. 



T i t l e  ID4: In d i v i d u a l  Income T a x  P r o v i s i o n s  

ACTION: REPEfiL OF ITEMIZED DEDUCTION FOR FIDOPTICIN 
EXPENSES 

W t  Sect ion 135 Conference Report Page 22 

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

CURRENT CQLIFORNIFI LW (Sec. 17201. 172111 

California law has been in general conformity with federal law 
regarding deductions for adoption expenses associated with the 
"special needs chi1dU. However, California law limits the 
deduction t o  81,000 per taxable year (+SO0 married, filing 
separately) rather than $1,500 per child as under federal law. 

Unlike federal law, California also allows a deduction for 
similar expenses incurred in adopting a child other tfian a 
"special needs child" t o  the extent such expenses exceed 3 
percent of state A,G- I. This provision is also subject t o  the 
81,000 maximum deduct ion. 

NEW FEDERRL LAW (Sec, 222) 

Repeals the deduct ion for adopt ion expenses. 

E F F E C T I V E  DRTE O F  FEDERRL P R O V I S I O N S  

. SC 
Rpplies to adoptior~ expenses paid after December 31, 1966, 

REVENUE IMPRCT O F  CONFDRMITY TO FEDERAL LRW 

The Joint committee on Taxation estimates revenue gains for the 
natian of 85-86 million annually. Based on this projected low 
level af impact for the nation with consideration tct differences 
between state and federal law, canformity would result in minor 
revenue gains annual 1 y of probably less than 8200,000. 

Tax Policy Issues 

Qlthough the federal income tax provision is repealed, the R c t  
also amends the Rdoption Qssistance Program in Title IV-E of the 
Social Security Act t o  provide matching funds for adoption 
expenses of a "child with special needs" who ha5 been placed for 
adoption in accardance with state and local laws. The California 
provisions which would be affected by the change in the Social 
Security k t  are found in Sections 16115-16123 of the Welfare and 
Institution Code under the chapter heading "Aid For Qdoptian of 
Children". This chapter provides for county paid Qdoption 
Rssistance Progran~ benefits to qualifked fami lies adopting 
special needs chi ldv-en. 



+ 

n Title IDS: Individual Income T a x  Provisions 

ACTION: RLLOWS DEDUCTIONS FOR EXPENSES ALLOCRBLE T O  
CERTRIN TQX-EXEMPT INCOME 

Act Section 144 Conference Report Page 23 

I 
, Form 540 Line No. 47 Form 100 Line No. N/Q 

2 

CURRENT CRLl FORNIB LRW (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. 

Rlthough there is no provision in state law dealing specifically 
with the deductions for ministers and 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 a1 lowance. 

/ p, NEW FEDERFlL LRW (Sec. 265 (6) I 
I 

- / l 

specific provision is added to t.?e Internal Revenue Code to 
ensure that ministers and military personnel may continue to 

I 

deduct mortgage interest and real property taxes without regard 1 
to their- receipt of tax-exempt hc~using allowances. i 
EFFECTIVE DRTE OF FEDERQL PROVISIONS 

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

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

No additional revenue losses would result from this provision 
which codifies existing practice. 

TQX POL ICY ISSUES 
I 

This provision was enacted in response to an IRS ruling (Rev. 
Ruling 83-3, 1983-1 CB72) which disal lowed mortgage interest and 
property tax deductions allowable to a ministers parsonage 
allowance. The ruling applied effective July 1, 1983, subject to 
transitional relief (extended through 1986) for ministers owning 
honies before 1983. In order to ensure the prior policy of 
allowing the deductions to minister-s with parsonage allowance 
(and military personnel with housing allowances) this provision 

I 
0 was given retroactive effect. 



T i t l e  I E i a :  Ir~dividual Income T a x  Provisions 

QCTION: REDUCE MEGL EXPENSE DEDUCTION 

Rct Section 142 Conference Report Page 24 

Form 540 Line No, 1 6  Form 100 Line No. 6-26 

CURRENT CRLIFORNIFl L F I W  (Sec. 17201. 24343) 

California conforms to federal law, 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 not specifically 
required if the meal and/or beverages are consumed far business 
and not social put-poses, a5 in the case of a prospective 
customer, 

NEW FEDERRL LAW (Sec- 274) 

( 1 1  Reduces the amount of otherwise deductible expenses to 
80 percent of such amount; 

(2) increases the requirements for deduction of meal 
expenses to conform with the general requirements for 
the entertainment expense deduct ion. Specifically, 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 befor-e or- after- the meal, and 

(3) the taxpayer, or- an enrplclyee of the taxpayer, must be 
present at the fus-nishing of the food or- beverages. 

EFFECTIVE DRTE UF FEDERRL PROVISIONS 

Taxable or- income years beginning on or after January 1, 1987, 

REVENUE IMPQCT CtF CONFORMITY T O  FEDERRL LRW 

The following revenue estimates are composite estimates based on 
a proration of national estimates prepared by the Joint Committee 
on Taxation (JET) combining I-Ela Meal Expenses, I-Elb 
Entertainment Expenses, I-El c Travel Expenses and I-Eld 
Convention Travel Expenses, The relative fiscal impact under 
state conformity is revenue gains in the $38 mi 1 lion range for 
1987-B8 and 646 mil lion range for 1988-89. These revenue gains 
would occcrr- under the Personal Income Tax Law. The proration t o  
Cal ifornia used 4 1 reflects Pol icy Economic Group (PEG) 
conformity estimates for California compared to national 
estimates f o r  those provisions analyzed. The PEG has not 
specifically estimated this pr-ovisicln. 





T i t l e  XElb: I n d i v i d u a l  Income Tax P r o v i s i o n s  

aCTION: LIMIT THE DEDUCTION FOR ENTERTQINMENT EXPENSE 
OTHER THRN F O R  MERLS 

Rct Section 142 Conference Report Page 27 

Form 540 Line No. 1 6  Form 1 0 0  Line No. 6-26 

CURRENT CQLIFORNIFI LFIU ( Sec. 17201, 24444) 

California law generally conforms to federal provisions, 
pertaining t o  the deductibility of entertainment expenses, 
including the purchase of tickets and the rental of a "luxury 
skybox-" The cost o f  tickets purchased may be deducted without 
regard t o  face value, There are no restrictions in the case 
where the ticket casts more than its face value because, for 
example, it w a s  purchased from a a ticket agent or "scalper- " 

Under current l a w ,  the only limitation placed on the expense 
deduction for rental of a luxury skybox, or the cost of box seats 
o r  season tickets, is that the expense incurred must meet either 
t h e  "directly related" test or the "associated with" test For 
business expenses. The expense must be ordinary and necessary 
for the active conduct o f  the trade or business. 

NEW FEDERFIL LRW (Sec. 162, 274) 

The deduct ion of entertainment expenses is general 1 y reduced to 
80 percent of t h e  amount otherwise a1 lowable. However, the 
following items will be allowed full deductibility : 

amounts treated as campensatiun, 

reimbursed expenses, 

amounts directly related t o  attendance at a meeting or 
corrvention of a business league, chamber of commerce, 
etc., 

items made available to the qerreral public, 

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

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

The deduction for- tickets is limited t o  BC) percent of face value. 
R n  exception to this provision applies where a premium is added 
t o  the cost of spor-ts tickets for char-itable fund raising events, 
in which case the amount of the premium is deductible. 



d 

i 
I 

- The deduction for the cost of renting 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 DQTE OF FEDERRL PROVISIONS 

Taxable or income years beginning an or after January 1, 1987. 
The limitation on skyboxes is phased in over two years, with 

1 one-third of the deduction disallowed in 1987, two-thirds 
1 disallowed in 1988, and the full amount disallowed in 1909 and 

subsequent years, 

REVENUE IMPRCT OF CONFORMITY TO FEDERAL LRW 

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

The Joint Committee on Taxation has included this item in its 
impact estimate o f  I-Ela (Meal Expenses). It is not possible, 
however, to isolate this item; therefore the revenue gain for 
this particular provision is indeterminable. 



T i t l e  IElc: Individual Income Tax Provisions 

RCTION: LIMIT OR REPEQL T H E  DEDUCTIUN F O R  TRRVEL 
EXPENSES 

k t  Sect ion 142 Conference Report Page 29 

Form 540 Line No. 16, 47 Form 100 Line No. 26 

CURRENT CC)LIFORNIFI L F I W  (Set- 17ZU1. 17242. 243431 

California generally conforms ta federal law, which allows a 
deduct ion far travel expenses incurred with respect to 
employment, a trade or business, and certain services far a 
charitable organization. The business expense deduction is 
limited with respect to travel expenses attributable to 
conventions held on cruise ships or luxury liners, to 62,000 per 
taxpayer per year, The deductiorr is denied, in this case, if the 
vessel is not registered in the United States, o r -  if it stops at 
ports o f  call outside the United States and it5 possessions. 

Travel expenses incurred for educat ional purposes may be a1 1 owed 
as a business expense if (a) the  travel maintains or improves 
existing employrflent skills, or is required by the taxpayer's 
employer, and (b)  the tr-avel is directly r-elated tit the 
taxpayer3 s job duties. 

The travel expense deductiori for- charitable travel includes the 
cost of transportation and lodging, arid i s  treated i r ~  the same 
manner as a charitable contr-i but i o n .  

NEW FEDERFIL LRW CSec. 170. Z74) 

R deduction for- travel, itself, as a form of edttcat ion is no 
longer a1 lowed. However-, tax payers n~ay cont i ncte to deduct 
educational travel expenses incurred when tr-avel is a necessary 
component of a business deduct ion that relates tit edl-(cat iorc (for 
example, when the claimant must tr-avel to a location in order- ta 
obtain an educational benefit available only at that location). 

The deduction for the cast of lodging as a charitable 
contribution is limited to instances where the travel possesses 
no significant element c ~ f  per-sonal pleasure, recr-eat ion, or 
vacat ion. 

Far luxury water travel, the 'daily deduct ion cannot exceed twice 
the highest per diem amount for travel in the U. S .  generally 
allowed to employees of the executive branch of the federal 
government. This daily figure is multiplied by the number of 
days the taxpayer w a s  engaged i n  luxury water travel. 



1 
1 

If the expenses of luxury water travel include separately stated 
i , dm0unts 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. 

I 

The general rules for luxury water travel do not apply when the 
taxpayer attends a convent ion, seminar, meeting, etc., that is 

I 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 

1 
registered in the United States, or if it stops at ports of call 
outside the United States and its possessions. 

EFFECTIVE DRTE O F  FEDERRL PROVIS IONS 

I These provisions are effective for taxable or intome years 
beginning on or after 1/1/87. 

I 
REVENUE IMPRCT OF CONFORMITY TO FEDERRL LQW 

NO relevant state tax data is available to estimate this 
provi 5 i  on. 

The Joint Committee on Taxation has included this item in its 
impact estimate of I-Ela Meal Expenses. It is not possible, 
however, to isolate this item; therefore the revenue gain for 

1 -7 this particular provision is indeterminable. 



Title IEld: I n d i v i d u a l  Income Tax Provisions 

RCTION: DENY D E D U C T I O N  FOR, TRWJEL EXPENSE TO RTTEND 

Qet Sect ion 142 Conference Report Page 30 

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

CURRENT CCU-IFORNIQ LF)W (Sec. 17201, 24343) 

California conforms to federal law, which generally allows a 
deduct ion for expenses incurred in attending nonbusiness 
convent jcrm, meet ings, seminars, etr., i f the expenses are 
incurred in conjunction with the production o f  income (for 
example, attendinq a seminar relating to financial or tax 
planning) - Rlso a1 lawed are expenses incurred while attending a 
convention, meeting, or seminar- relating to the taxpayer's trade 
or busi ness, 

N E W  FEDERAL LAW (Sec, 274) 

fi deduction is denied for expenses incurred in attending a 
convent ion, meeting, seniinar, etc., unless they are clrd i nary and 
necessary, and incurred as expenses w h i c h  directly relate to the 
taxpayer's trade or business. Expenses inccrrred I rr attend inq a 
convention, etc, , relating only to the p r - u d u c t i o n  of income are 
no longer deductible. 

EFFECTIVE DQTE OF FEDERRL PROVISIONS 

Taxable years beginning an or after- January 1, 1387. 

REVENUE IMPGCT OF CONFORMITY T O  FEDERRL LRW 

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 iteni I-Ela (Meal Expenses). It is not 
P O S S ~  ble, however-, to isolate this i tern; therefore the revenue 
gain for this particular provision is indeterminable, 



I 
i Title IE2a: Individual Income T a x  Provisions 

1 I-, 
I 

QCTION: LIMIT 6iND R E C L Q S S I F Y  CERTQIN ADJUSTMENTS T O  
G R O S S  INCOME 

1 
I 

Qct Sect ion 132 Conference Report Page 32 

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

I 
i CURRENT CQLIFORNIG LRW 

Emplovee Business Expenses (Sec. 17072) 

California conforms to federal law in providing for the 

I deductibility of certain employee business expenses from gross 
income ("above the line" expenses). Generally, employee business 
expenses can only be claimed as miscellaneous itemized 
deductions. F)n exception is made for four types of employee 
business expenses above the line, thereby making the deduction 
available for non itemizers: (1) certain expenses paid by an 
employee and reimbursed by the employer, (2) employee travel 
expenses incurred whi le away from home, (3) employee 
transportation expenses incurred while on business, and (4) 
business expenses of taxpayers who are employed as outside 

: -j salespersons. 
> .. ,' 

Mclvi ns Ex~enses ISec. 17277) 

California is generally in conformity with federal law treatlng 
moving expenses as an adjustment to income when incurred in 
connection with a change in principal place of work. Both laws 
have a minimum distance requirement and a 83,000 1 imitation on 
the deduct ion of moving expenses, however, Cal ifornia 1 irni ts the 
deduction where an individual moves into or out of California. 
I n  those cases, a deduction is allowed only if an amount received 
as reimbursement is included in income and the deduction is 
limited to the smaller of the reimbursement or actual expenses. 

Miscellaneous Itemized Deductions (Sec. 17072) 

California conforms to federal law which allows, as an itemized 
deduct ion, expenses for ( 1 ) unreimbursed employee business 
expenses, (2) expenses related to investment act ivit ies, IS> 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. Rdditionally, California allows a 
deduction for certain expenditures related to the handicapped 
and/or elderly. 



NEW FEDERRL LAW (See. 62 and 67) 

Employee Business Expenses 

Currently available unreimbursed employee business expenses 
including those "passed through" from certain pass through 
entit ie5 other than estates, nonqrantor trusts, cooperatives, and 
REITS), are t o  be allowed only as itemized deductions and are 
subject t o  a floor of two percent of the taxpayer's ad~usted 
qross income. R new above-the-line deouction for business 
expense is made available t o  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. 

Movinp Expenses 

The moving expense deduct ion is changed from an adjustment to 
income t o  an itemized deduction not subject to the floor of two 
percent of adjusted gross income that applies to other employee 
business expenses and certain miscel 1 aneous deduct ions. 

Miscellaneous Itemized Deductions 

Miscellaneous iten~ized deductions not specifically allowed under' 
other provisic~ns of the code may be deducted to the extent that 
such expenses exceed two percent of adjusted gross income. The 
fol lowino miscel laneclcts expenses at-e not subject to the t w o  
percent floor and may be deducted in full: 

I 

*( 1) Impai rrjient related work expenses; 

Ci?) Estate taxes; 

( 3 )  Deduct ier~s related tcl short sales of per-sonai property; 

( 4 )  "Elair11 of right" adjustments; 

( 5 )  Certain terminated annuity payments; 

( 6 )  Rmortizable bond premiums; 

(7)  Deduct ions related t o  cooperat ive housing corporations; 
and 

(8) Gambling losses to the extent of qambling winnings 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The provisions are effeetive for taxable years beginning on or 
after January 1, 1967. 



REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

The following revenue estimate is a composite estimate based on a 
simulation run for California by the Policy Economic Group (PEG) 
combining I-E2a Employee Business Expense, I-E2b Home Office 
Expenses and I-2c Hobby Losses. The revenue gains under 
conformity at 1966 levels of income would be in the 9210 million 
range. Equivalent estimates for 1987-88 and 1980-89 would amount 
to $225 million and $240 million respectively based 'on growth 
rates for the nation projected by the Joint Committee on 
Taxat  ion. 

The PEG simulation shows that at 1986 levels of income, 35% of 
taxpayers (4.1 million) would be affected by this provision. 
Rverage tax increases would range from 317 for the 
815,000-$20,000 adjusted gross income (RE11 class to $375 for the 
9200,000 and over RGI c 1 ass. 

TRX POLICY ISSUES 

In several other provisions which interact with adjusted gross 
income (RGI), California can specifically refer tu I as 
required to be shown on the federal tax return, This eliminates 
cornputationdl differences in areas where the t w o  laws are 
otherwise conforn~ed. The new floor for the above expenses (2 
percent of RGI) is a candidate for reference to federal RGI in 

. order- to eliminate curnputatior~al differences. 
' \  



T i t l e  IE2b: Individual Income Tax P r o v i s i o n s  

QCTION: I N C R E P S E  R E S T R I C T I Q N S  ON BUSINESS USE OF HOME 
EXPENSE DEDUCTION 

act Section 143 Conference Report Page 35 

F o r m  540 Line Na, 47 Form 100 Line No. N/R 

CURRENT W L I F O R N I R  L F I W  (Sec. 17201) 

California conforms to federal law whidh generally allows a 
deduction for expenses attributable t o  business use of the home 
(for rent, depreciation, and repairs for example), allowance of 
the deduction for business use of the home is contingent upon 
sevceral 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 ctf the employer. 

Employees m a y  claim the deduction above the line, a s  an ernployee 
business expense deducted from gross income, but only if the 
employee receives employer reinrbcrrsement for home off ice 
expenses. 

Individuals w h o  are self employed may deduct abuve t h e  line, on 
the Business Income or Loss Schedule, the b u s i n e s s  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 businesc, 
o r  as a place of business ta meet custimers, clients, or 
patients. It is further- stipulated that the deduction for self 
employment expenses cannot exceed the taxpayer' s gross income 
f r o m  the business. Costs i n c u r r - e d  ir~ excess of the 1 imi t at i o r ~  
cannot be carried over and crsed as deductions in o t h e r -  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 t o  a lodger-, for example), Under current law, 
this exception also applies where an employer l e a s e s  a portion of 
an employee9 5 home. 



i 
m 

- NEW FEDERRL LRW (Sec. 2 B O R )  
i -1, 

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

I deduct ions for business related expenses). Excess home off ice 

deduction amounts may be carried forward to later years. The 
I deduction carried forward will be subject to the income 

I limitations that will prevail in those years. 

The 1986 k t  denies the home office deduction in situations where 
the employee rents home space to the employer. Thus, the only 

i 
expenses that are deductible are those which are allowable in the 
absence o f  any business use (mortgage interest, real estate 
taxes, etc. 1, 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

Taxable years beginning on or after January 1, 1987. 

I 
REVENUE IMPRCT OF CONFORMITY TU FEDERRL LRW 

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

The Policy Economic Group has included this item in its state 
impact estimate of I-E2a Employee Business and miscellaneous 
expenses. It is not possible, however, to isolate this i t e n ]  f r -urn  

'-') their data base; therefore, the revenue e f f e c t  for this - / 
particular provision is indeterminable. 



T i t l e  IE2c: 1n.dividual Income T a x  Provisions 

RCTION: INCRERSE RESTRICTIONS ON DEDUCTION FOR HOBBY 
LOSS EXPENSE 

fict Section 143 Conference Report Page 35 

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

CURRENT CRLIFQRNIR LRW (Sec. 17201 > 

California conforms to federal law, which allows expenses 
attributable to activities not engaged in for profit ti-e., 
"hobby losses" to be deducted as miscel laneous itemized 
deductions, but only up to the amount of income received f r o m  the 
hobby activity. 

R "hobby loss" is not allowed t c ~  offset income frctr11 any other 
source, Rn activity is presumed to be engaged in for prof it if 
it is profitable in 2 out 5 consecutive years, or 2 o u t  of 7 
consecutive years for- horse breeding, training, showing or 
racing. 

NEW FEDERRL LAW (Set- 183) 

For activities consisting primar-i 1 y of horse r-acing, tr-aini ng, 
showing, or breeding, curr-ent law r-ciles apply- Far- a1 1 other 
activities the presumption that an activity is engaged ir. for 
profit -{i.e,, is not a hobby) applies orlly if t h e  activity is 
profitable for- thr-ee out o f  f ive  cctr~secutlve years.. 

EFFECTIVE DQTE OF FEDERRL P R @ V I S I C [ N S  

Taxable years beginning ctn or after- January 1, 1987. 

REVENUE IMPACT OF CONFORMITY TO FEDERQL LRR 

No relevant state t a x  data is available ts estimate this 
provisi onp 

The Poliey Economic Group has included this item in its state 
impact estiarnke of I-E2a Employee business and mi scell aneous 
expenses. It is not possible, however-, tc l  isolate this item fr-om 
their data base; therefore, the revenue effect for this 
particular provision is indeterminable. 



I I Title IF: Individual Income T a x  Provisions 

RCTION: REPEAL THE PCtLITICRL C O N T R I B U T I O N S  CREDlT 

I 

Rct Section 112 Conference Report Page 57 

i Farm 540 Line No. 47 Form 1 0 0  Lire No, N/R 

l CURRENT CFlLIFORNIFI LClW (Sec. 17245) 

California law provides an itemized deduction for political 
I 

contributions. Cln individual taxpayer m a y  deduct up to $100 and 
a married couple filing a joint return may deduct up to $200 a 

I 
year- 

California does not conform to federal law r-egarding the 

I provision of a political contribution tax credit. 

CURRENT FEDERFIL LAW (Sec, None) 

Individual taxpayers may claim a nonrefccndahle tax credit equal 
to one-half of the amount of their contributions to political 
candidates and certain palitical organizations. The credit may 
not exceed 850 per- individual, or- $ 1 0 0  for a mar-l-ied ccluple 

-) filing a joint return. 
-. 

NEW FEDERFIL LFIW (Sec, 2 4 )  

The Pol it ical Contributions Credit is repealed. 

1 EFFECTIVE DRTE O F  FEDERAL PROVISIONS 

Taxable years beginning ctn or- after- January 1 ,  1 3 E 7 .  

REVENUE IMPRCT OF CONFDRMlTY TCI FEDERQL L f 2 W  

Based bn a simulation run by the Depar-tnrentYs tax model, repeal 
of California9 s political contribut ion deduct ion wclctld result in 
a revenue gain in the $2.4 million range f o r  the 1387 taxable 
year, Equivalent estimates for 1987-88 and 1388-89 fiscal year 
would amount to gains o f  82.5 million and $2.6 million 
respectively based on national gr-owth rates for this p r 3 0 v i s i u n  
projected by the JCT ( 4 .  0%). These revenue gains would occur 
under the PITL. 

The t a x  model shows that for- the 1987 taxable year,  313,700 
taxpayers would be affected by this provision. Rvet-age tax 
increases for those affected would range from less t h a n  81 for- 
taxpayers whose adjusted gross income (QSI) is 910,000 c~r- less, 

-\ to close to 613 for- those whctse R G I  is $100,000 and above. 



The n e x t  page of t h i s  r epor t  is page 2 O C I .  
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Title IIRla: Capital C o s t  Provisions 

ACTION: ESTnBLISH NEW COST RECOVERY CLRSSES F O R  
QCCELERRTED DEPRECIQTION OF  RSSETS 

k t  Section 201 

Form 540 Line No. 1 6  

Conference Report Page, 38 

Form 100 Line No. G-21 

Depreciation of assets is computed by first determining the 
estimated useful life of the asset and then selecting a prrnitted 
depreciation method. The methods include "straight line" laqual 
amounts each year of the assets useful life) and "declining 
halanee" (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 Rsset Depreciation Range (RDR) System to which 
California generally conformed, The RDR System is based on 
establishing lives for assets based on broad industry classes. 
The purpose of this is to keep conflict over individual useful 
lives at a minimum. 

taxpayer using the QDR System does not have to justify asset 
I 2 replacement or ret ircment pol icies. R depreciation period 

selected >'or an ass& cannot be changed by either the taxpayer or 
the goverrhment during the remaining period of use of the asset. 
The election to use the RDR 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 
elect ion. 

Rs part of the 1981 Ecbnomic Recovery T a x  Gct (ERTFI), Congress 
established a new accelerated Cost Recovery System (RCRS) which 
was required to he used for all assets placed in service a f t e r  
December 31, 1980. Each asset was placed within one of six 
recovery classes based upon its midpoint life in the QDR System. 
Under RCRS, recovery deductions are determined by applying a 
statutory percer~tage to an asset's original cost. Thus, under 
QCRS 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 5 year class - Method is 150 percent declining balance, 
switching to straight line, over 5 years. 

- eoe - 



o 10 year class - Method is 150 percent declining balance, 
switching to straight line, over 1 0  years. 

o 15 year public utility class - Method is 150 percent 
declining balance, switching to straight line, over 15 

\ 

years. 

o 15 year real property class - Method is 200 percent 
declining balance, switching to straight line, over 15 
years. 

o 19 year real property class - Method is 175 percent 
declining balance, switching to straight line, over 19 
years. 

CURRENT Cl4LIFORNIG LfiW (See, 17201, 17250, 17250.5. 24349, 
24349-5. & 24354-11 

California has not generally conformed to the federal RCRS rules 
for depreciation. California law is based on the FIDR System that 
remains in effect for federal purposes far assets placed in 
service prior to 1981, However, California does not conform to 
that portion of the RDR System which, far federal purposes, 
allows the useful life to be up to 20% shorter or lanqer than the 
mid-paint of each RDR guideline life. This means that the useful 
life for California purposes must be the mid-point of the RDR 
guideline life, 

California does allow the use of the QCRS rules for computing 
depreciation. on certain new residential rental property 
constructed in California between July I, 1965 and June 30, 1988. 
However-, for qua1 if ied property which is not low-income rental 
property the class life is 18 years rather than 19 years required 
under federal law, 

NEW FEDERAL LRW (Set, 166. ZBOF, 312, 7701) 

The new federal provision modifies the RCRS for property placed 
in set-vice after- D e c e m b e r -  31, 1986, except for property covered 
by transition rules. The cost of pr-opert), placed in set-vice 
after July 31, 1986, and before January I', 1987, which is not 
transition-rule property, may, at the election of the taxpayer, 
be covered under the modified rules- 

The new federal law does all of the following: 

o Provides more accelerated depreciation fok the revised 
three-year, f i ve-year and ten-year classes, 

o Reclassifies certain assets according to their present 
class-life (or RDR midpoints) and 

Q ~ r & a t e s  n e w  7, 20, 27.5 and 31.5 year-classes. 



Depreciation methods far each RCRS rlass are provided instead of 
statutory tables. Eligible personal property and certain real 
property can be assigned a 7, or 20-year class, along with the 
current 3, 5, 10 or 15 year class. 

The depreciation method applicable to certain classes of property 
is as follows: 

o 3. 5. 7 and 10 year classes. 

Method is 200 percent declining balance switching t o  
straight line, aver 3, . 5 ,  7 or 1 0  years. 

o 15 and 20 year class. 

Method is 150 percent declining balance, switching ta 
straight line, over 15 or 20 years. 

o 27.5 artd 31.5 year real p r - o ~ e r t v  class. 

1 ' 

Method is straight 1 ine. 

Property rlass additions and exclusiuns to current and n e w  
classes are as follows: 

Class- 
Year Rddi t ions Excl usiclns FlDR Kld~olnt 

(2 / 3 ) No change, 
I I ! research and experinientation I 4 years o? less  I 

I I 
I property, automohi l e s  and I (no ch:.nge! 1 
I I 
I light-trucks I 1 

I I I I i 
I ' I  I I I 5 / light trucks, autar~obiles~ 1 tic llono~r used for t.he c i a s ~  I mflore than 4 y e a z  1 

I 
I 

j 

I 
I qualified technological 
I 

I prooerty nc,t included lr, any i ant; less thar~ Il;i j 
I I 

I eaui p e n t ,  ~ ~ p u t e r - b a 5 e d  j other class  i yea!.5 
I 
I t e lebone centra! office / (no chafigel i 

I 1 . ' .  I swltchlng equipolent., geo- 
1 

I I I I 
I I thermal, clcear~ therwal, solar I ! 

I I 
i 

i 
I 

I and wind energy properties, I 
I 

I I i i I 

i I g a l l  pwer productiofi I I 
I I I I 

I I faci l i t ies .  I I I 
I I I I I 

~ 7 1 NR c lass  s t a b 1  ished for I N/li 1 10 and less  t I 
I class property m t  included 1 I than 16 

I I I 
I in any other class and adding I 

I 
I I 

I single-purpose agricultural I I I 
I I or horticultural structures 1 I i I 

I 

I I I 
and property ~ i t h  M RDRS I 

I 
I 

I .idpoint and mt classified I 
I I 

I 
I I elsewhere. I 
I I I 

I 
I 

10 / No change 

I 

1 Singl~-purpose alriruitura! or 1 iE5 years and i e s ~  1 
I I 
I I I horticu:tu!.itl s t rur tures  or ! thar; ?li yez~s .  > 

I 1. I 
I ol-opeyty with net .QDR uihociint.. ! (Changed from 1B / I 
I 1 y ~ a r s  atid l e s ~  ! 

i I 



nunicipal nastewater treat.- 
w n t  plants, telephone d i ~ -  
tribution plant, cmparable 
equipent  user! f o r  the two- 
way exchange of voice and 
data cainunicat ion. 

No change. i 20 years and less  
I / than 25 years. 

I 
(Changed from nore 

I than 25 years) 
I 
I 
I 
I 
I 

municipal sews I section 1250 property with an 
ADA midpoint of 27.5 years and 

I nore. 

New RDR midpoints have been established for the following assets: 

25 years and aore. I 
I 

I I I i 

I I I I I Asset I New FIDR Nidwint I Old RDR Miduaint ) 
I 

I I 
1 27.5 1 resident ial  rental  property, N/A 
I 

1 27.5 years and 1 
I nanufactuwd horres that  are  I i I residential ren ta l  p m p r t y  I / -. I 

I 
I I I I escaiators  a d  elevators. 1 -1 

31.5 

i 1 h i c o n d u c t o r  mnufac- 1 
I I 

I turing equipment 
I 

5 I 
I 

6 
I 
I 

I 
mn-residential rea l -  ( N/R / 27.5 years and 1 

I Runicipal *ater*aste I I I 
I I I / t r e a t a n t  plants 
I 

25 
I 

10 1 

property, sect ion 1 5 0  real I I "SOW. I 
I I I 
I I nroperty which is mt I I 
I 
I 

I k i d e n t i a l  rent$ property 1 
I 

I 
I 

I I t ha t  does m t  have an RDR I I 
i I 

I I I Gmp~ter-bd~ed tele- 
I 

I 
I 

I phone central o f f lce  I I I 
I I I I [ switching e q u i w r ~ t  1 1 I i I ti 

I 

Classifications under the RDR system occasionally at-e made on t h e  
basis of r e q ~ r l a t e d  accounts- Flll assets described in these 
acrourrts are to be included, without r-egar-d to the f ac t  t h a t  the 

I 
ridpoint or nhose r i d p i n t  
is 27.5 years or m e .  

and related e q u i p n t  

I I 

9.5 

I 
I 

Singlepurpose agricul- I I I 
tu ra l  and hort icul tural  

I s tructure, a s  specified l 15 I 1 0 
i 
I 

I 

I I I I Telephone dis tr ibut ion I I 
I I I 
I p l a n t , a s s p e e i f i e d  I 24 I 35 I 
I I I I 



I 

taxpayer owninq the descrsbed assets may not be subject to any 
regulatory authority. 

EFFECTIVE DRTE OF FEDERFLL PROVISIONS 

Rpplies to property placed in service on or after January 1, 
1987. For property placed in service between July 31, 1986, and 
January 1, 1987, t,he taxpayer may elect to come under the new 
provisions. There are also extensive transitional rules, 
including many except ions for speci f ic projects. 

This act also provides numerous transitional rules. 

REVENUE IMPRCT OF CONFORMITY TD FEDERRL LRW 

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

PITL B- 33 B- 30 
BCTL - 312 - 301 
Total Losses $- 345 ------- 8- 3 5 3  ------- ------- 

These estimates take into account: 

(1 1 Differences between existing Cal i f o t - n i a  depreciat ior1 
and ACRS (ERTF) '81 K. TEFRR ' 8 2 )  as analyzed far- F)E, 1465 
(1985-86 R. S. ) and aged to 1387 levels. 

2 The current state p-ovisions allowing GCRS foa- 
resident i a1 rent a1 pr-opert y and ent er-or- l se zc.r,e 
investments. 

13)  Differences between RCRS arld t h e  new CCRS (capi t ? !  c o s j  
recovery system)  depreciation stt-uctcrr-E. 

(4) The incr-ease in state pr-eferer~ce t a ) i  r-e\,enues from rn i1 l .S  
accelerated depreciation deduct ions under conformity. 

After the effects of adopting ACRS were evaluated, prorations of 
national 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 con~plexity and interactions involved i r ~  
developing such est inlate5 that necessari ly have to a1 l o w  fo r .  the 
great diversity in types of depreciable assets, the estimates 
should be considered appr-uxirnate order- of magnitudes only. The 
principal factor contributing t m  net revenue losses over the 
shorter term are the larger deduct ions penerall y fur nlachinep-y 
and equipment. The smal l e r  depr-eci at ictn deduct ions for r-ea! 
property will have a more significant lesser~in~ effect of, 11-evenup 
losses over the long term. 



T i t l e  IIRlb: C a p i t a l  C a s t  P r u v i s i c l r r s  

RCTION: REDUCE DEDUCTION LIMXTQTIONS F O R  LUXURY 
GUTOMOEILES 

k t  !Section 000 C o n f e r e n c e  R e p o r t  Page  0000 

Form 540 L i n e  No. 16 Form 100 L i n e  No. 6-21 

CURRENT CFILIFORNlFl LFlW (Sec,  17201. 17255 & 24349- 1 1 

C a l i f o r n i a  is c o n f o r m e d  t o  t h e  f e d e r a l  l i m i t a t i o n  on t h e  y e a r l y  
d e d u c t i o n  fo r  d e p r e c i a t i o n  of an a u t o m o b i l e .  The QDR m i d p o i n t  
l i fe  of a u t o m o b i l e s  is 3 y e a r s  while for f e d e r a l  p u r p o s e s  t h e y  
w e r e  i n c l u d e d  i n  t h e  QCRS 3 y e a r  r - ecovery  class.  D e p r e c i a t i o n  
c a n n o t  e x c e e d  %3,2CSO i n  t h e  first y e a r  and 64,800 for  each 
succeeding year-. R f t e r -  t h e  m a n d a t a r y  t h r e e  year r e c o v e r y  pet- i  od 
h a s  been e x h a u s t e d ,  a n y  r e m a i n i n g  b a s i s  o f  t h e  au tomc~bi  le  may  be 
d e d u c t e d  as a b u s i n e s s  e x p e n s e  (provided that m a r e  t h a n  50 % ctf 
t h e  a u t o m o b i l e s  u s e  was  b u s i n e s s  related) a t  a maximur~~ a n n u a l  
r a te  o f  84,000. I f  less t h a n  I 0 0  % of t h e  a u t u m c l b i l e s  u s e  was 
b u s i n e s s  related, t h e n  the arrrrcral rate is r e d u c e 2  tit ref lect  the 
a c t u a l  business use. 

P r o p e r t y  t h a t  is used less t h a n  50 % i n  a trade or business i n  
any t a x a b l e  y e a r  w i l l  he Subject to t h e  d e p r e c i a t i o n  r u l e s  under-  
t h e  s t r a i g h t  l i n e  method uver- t h e  e a r n i n g s  and p r o f i t s  l i f e  f o r  
s u c h  p r o p e r t y .  

NEW FEDERAL LAW (Sec. 2 B O F )  

T h e  new federal  l a w  e x t e n d s  t h e  u s e f u l  l i f e  tci 5 y e a r r  art? 
reduces t h e  d e p r e c i a t i o n  deduct i m r ~ c ,  fclr.. lccxur-y a u t o n ~ c l b i  les t o :  

C I  $2,560 fo r  t h e  f i rs t  yeat- 

o 64,100 f o r -  the second  

o $2,450 f o r -  t h e  t h i r d  y e a r  

o 81,475 fo r  e a c h  succeeding t a x a b l e  year w i t h i n  t h e  
5 y e a r s  

Q d d i t i o n a l l y ,  t h e  maximum a n n u a l  expense r a t e  b e g i n n i n g  i n  t h e  
s i x t h  y e a r  is d e c r e a s e d  f r o m  $4,800 t o  61,475. 

P r o p e r t y  t h a t  is used less t h a n  50 p e r c e n t  i n  a t r a d e  ilr b u s i n e s s  
in any t a x a b l e  year- w i l l  be s u b j e c t  t o  t h ~ ?  d e p r - e c i a t i i t r r  r u l e 5  
under t h e  a l t e r n a t e  cost  r e c o v e r - y  s y s t e n ~ .  I s t t - a i p h t - 1  inc 
d e p r e c i a t i o n  a v e r  f i v e  y e a r s )  





T i t l e  IIf3lc: C a p i t a l  Cost Pruvisions 

FICTION: RUTHORITY GIVEN TO TRERSURY TO ADJUST CLGSS I 

LlVES FOR RCCELERRTED DEPRECIRTION OF ASSETS 

Rct Section 201 Conference Report Page 41 

Form 540 Line M. 16 Form I00 Line No. G-21 

CURRENT CRLIFDRNIR LRW (Sec. 17201. 17250. 17250.5. 24349. 
24349-5, & 24354.1) 

I 

California has not generally conformed to the federal QCRS rules 
for depreciation. California does allow the use of the FICRS 
rules for computing depreciation on certain n e w  residential j 

rental prop.erty constructed in Gal i fornia between July 1, 1985 
and June 3Q, 1988, However, for- qualified pr-oper-ty which is not 
low-income rental property the class life is 1B years rather than 
19 yeavs required under- federal law. 

California law is based on the RDR System that rer~~ains in effect 
for federal purposes far assets placed in set-vice pr-lor t i t  1901, 
However, California does not conforn~ ti1 that partion c1f the FlDR 
System which, for feder-a3 purposes, allaws the useful ? ife t i t  be 
up to 20% shorter or longer thart the mid-paint o f  each RDR 
guideline life. This means that the useful life fol- Califor-nia 
purposes must be the mid-point of the BDR guideline I i f e -  

NEM FEDERAL LAW (Sec. 167 Cnlj ) 

Through this act the Secretat-y of the United States Treasury will 
monitor- and analyze a1 l depreciabl~ assets, e x c e p t  r-esidential 
rental property or non-resl dent ial real property. The Sert-etat-y 
may : 

ct prescribe new cl ass 1 1 vec for any s)r-ctper-t y 

o mmdi f y any assi gned property 

o prescribe a class life for any pr-mperty which dmes 
not have a class life 

The Secretary, in determining the mod i f i ed or pr-escr-i bed class 
life changes, will take into consideration the anticipated useful 
life, and the devaluation over- time of the proper-ty to industry 
or other groups. 

Once the Secretary has prescribed or modified an asset's class 
life, the new class life will be used to determine the recovery 
period of the asset. This asset will be subject t c l  depreciaticlr~ 
under P ; R e  a1 ternate cost recover-y system. 



The Secretary may not generally modify property that has a class 
,' life and has been placed i n  service before January I, 1992. 

However, in the case of certain specified property placed in 
service before January 1, 1992, the Secretary may shorten (but 
not lengthen) the property's class life. 

EFFECTIVE DQTE OF FEDERqL PROVISIONS 

Qpplies to property placed in service on or a f t e r  January 1, 
1987; property placed in service after July 31, 1986, for which 
the taxpayer elects to apply the new provisions; and transitional 
proper* Y - 
This act also provides numerous transitional rules. 

REVENUE IMPRCT OF CONFORMITY TCI FEDERQL LQW 

This item is included in the impact estimate of 11-Rla (2100) 
Cost Recovery Classes which relates to total conformity to the 
new depreciation systen~. It is not possible to isolate this 
item; therefore the revenue e f f e c t  for- this particular- provision 
is indeterminable- 



T i t l e  IIQ2a: Capital Cost P r o v i s i o n s  

QCTION: EXPfANDS THE RLTERNRTIVE COST RECOVERY SYSTEM 
FOR PROPERTY F O R  N C I N  U.S- BND CERTRIN OTHER 
PROPERTY 

Qct Section 201 Conference Report Page 48 

Form 540 Line No. 1 6  Form 100 Line No. 6-21 

California has not generally conformed to the federal RCRS rules 
for depreciation. California allows the use of the FICRS rules for 
computing depreciation on certain new residential rental property 
constructed in California between July 1, 1985 and June 30, 198B. 
Hewever, for qua1 i f ied property which is not law-i rrcome rent a1 
property the class life is 18 years rather than 19 years required 
under federal law. 

California law is based on the R D R  Systen: that remains in effect 
for federal purposes for assets placed in service prior tit 1381. 
However, Califor-nia does not conforrn t o  that port ion ilf the FInR 
System which, for federal purposes, allows the rcsefcrl 1 ife tl:~ be 
up ta 20% shorter or longer than the mid-point itf each RDE 
guideline life. This means that the usefitl life for. C a l i f o t - n i z  
purposes must be the mid-point of t h e  QDR guideline 3 i fe. 

-. . 

Cal'i fornia makes no dist inctiori between property used i rrside and 
outside of the United States i~r property or-oduced abr-clad. 

CURRENT FEDERRL L#W (Sec, 168) 

Under QCRS a different depr-eciat icwr methad can be elected 1 1-15 t .ead 
of the prescribed method. This elective method uses the 
straight-1 ine methold of depr-eri at ion and the hal f-year ci~nvent j c1r1 
and applies t o  personal property, but not to real property. 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 in the first and last t a x  
years. 

The elective method may be of benefit t o  taxpayers w h e n  the 
taxpayer has not had a substantial increase in income for the tax 
year, does not expect any in the near- future, and does nut need 
to depreciate the property at an accelet-ated rate. Under t h i s  
method a taxpayer can elect to depreciate using a l onger  recovet-y 
period to save the deduction for- years in which it car1 be used ti! 
off-set income taxable irr higher- by-arkets. The follctwing table 
shows the available elective recovery periods: 



T y ~ e s  of Property Recovery Periods Which mav be Elected 

i \ 
3-year property RDR class life, 5 or1 12 year-s 

5-year property FIDR class life, 1 2  or 25 years 

10-year property RDR class life, 25 or 35 years 

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

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

G taxpayer who elects this method for a specific class of 
personal property must elect the same recovery method and period 
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 I R S  consent. The election for real property is made arr a 
property-by-propert y basis. 

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

-') o the greater of 40 years ar 125% of the lease term using 
, a mid-month convention, fur- 1 3  year- real property or 

, low income housing, or 

CI the greater o f  the property's RDR class life ( 3 2  years 
if no ADR class life) or- 125% of the lease t e r m ,  for 
other recovery property. 

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

Rddit ional ly, current federal law allows the President to 
disallow the investment tax credit for property completed abroad 
or predominantly of foreign origin, if the courrtry in which it 
originated maintains nun-tariff trade restrictions or engages in 
discriminatory acts unjust if iabl y restrict inq U. S. commerce. The 
investment t a x  credit uses the QCRS method of depreciation in the 
computation of the credit. However, the President is nut allowed 
to disallow accelerated depreciation for property completed - 
abroad or predominantly of foreign origin. 

NEW FEDERQL LRW (Sec. 166) 

The new federal a1 ternat ive cost recovery system uses 
strai qht-1 ine r-ecover-y, rrit salvage value and extends the recovery 

'7 
periods, 

d 



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

1. Other uses af the alternative cost recovery system. \ 
\ 

2 Property used predominant 1 y outside the United States. 

3, Tax-exempt-use property. 

4. Tax-exempt-bond-f inanced property. 

5, Property imported from a foreign country for which an 
Executive order is in effect due to nan-tariff trade 
restrictions or other discriminatory acts. 

6. Property for which the taxpayer is electing the 
alternate QCRS method- 

1) Other uses of the alternative cost recovery system: 

Corporations are limited to a specific recovery pes--iod for- 
specific property in computing earnings and prof its for the 
determination of the dividend distribution. Fur example in 
computing the depreciation of business equipment, a truck 
used in a trade or business that meets the requirements for 
depreciation has a 5 year class life and would be recovered 
over 5 years using the straight-1 ine method of  depreciation, 
Under the old federal law the truck would have a 3 year 
class life with an optional recovery period of 5 or 12 
years, 

-, ;,, Depreciation under the alternative minirnum tax must be 
,, computed using the alternate cost recovery system. If the 

taxpayer made the election t o  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 recove;-y system t o  compute the t a x  
preference. The cost of property other tharr real proper-ty 
is recovered, for purposes of the niininluoi t a x ,  using the 150 
percent declining balance rnethod switching to straight l i n e  
method, over the established class lives. The cost of t-eal 
property and other property for which the elected or 
required straight-line method is used for regular tax 
purposes is recovered using the straight-line method for 
minimum tax purposes. 

Q11 luxury automobiles as well a5 listed property, such as 
computers and airplanes, which are u s e d  SO percent or less 
for business purposes must use the alternate cost recovery 
syst ern, 



Prowrtv Predominantlv Used tlutside the U. S. : 

Rny satellite or other spacecraft held by a United States 
person launched from within the United States is not 
considered foreign property, 

Tax-Exem~t-Use Propertv: 

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

Tax-Exempt-Bond-Financed Pro~erty: 

If property is financed with tax-exempt bonds then that 
property or portion of property muat use the alternate 
system. Rny portion of the property not financed by 
tax-exempt bonds is recovered using the regular accelerated 
system. The tax-exempt financed port i on of the asset' s 
costs will be allocated to property in the order first 
placed in service. R specific rule has been provided ti1 
allow low-income residential rental property to have a 27.5 
year class life, which is the same as under the regular 
system, 

R refunding obligation issued only to refund a pre-March 2, 
1986, obligation to finance property placed in service after 
1986 is generally treated as a new issue and the taxpayer 
must use the alternative FICRS depreciation method for the 
costs that are unrecovered on the date of the refunding 
issue. 

If a change of the recovery period is required because of a 
refunding issue only the remaining unrecclvered cost of the 
property is required to be recovered under the alternate 
system. In this way no retroactive adjustments tu RCRS 
deductions previously claimed will be required when a 
pre-March E ,  1986 bond issue is refunded, as specified. 

Propertv Imported From R Foreign Countrv: 

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 to the alternate cost recovery system- 

Taxpayer Electinu the Rlt ernate Method: 

R taxpayer may irrevocably elect to apply the alternative 
QCRS method to any class of propet-ty in any class year. For 
residential rental property and rron-resi dent ial real 
property, the election may be made on a pr-t~tperty by pr-operty 
basis. 



EFFECTIVE DRTE O F  FEDERRL PROVISIONS 

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

R taxpayer may elect to have these provisions apply to any 
property placed in service after July 31, 1986 and before January 
1, 1987. 

This provision does not apply to: 

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

- of the cost of such property ha5 been incurred or 
committed by March 1, 1986, 

o an equipped building or plant facility if construction 
has commenced a s  of March 1, 1986, pursuant t o  a 
written specific plan and more than one-half of the 
cost of such building has been incurred or committed by I 

that dateif the class life is at least 7 years and the 
property is placed in service before a specified date. 

I 
The alternative cost recovery system will apply to property that 
is financed with tax-exempt bonds which is placed in service on 
or after January 1, 1987, to the extent the property is financed 
by the proceeds of an obligation (including a refunding 
obligation) issued after March I, 19/36. Rffirmative commitment 
except ions are provided. 

This act also provides numerous transitional rules. . ). 
REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

This item is included in the impact estimate of 11-&la (2100j 
Cost Recovery Classes which relates tc1 total cctnformity to the 
n e w  depreciation s y s t e m .  It is nut p o s s i b l e  to i s o l a t e  this 
item; therefore the revenue effect f o r  this particular p r o v i s i o n  
is indeterminable- 
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ACTION: QPPLICQTION OF QCCOUNTING CONVENTION FOR 
DEPRECIQTION OF GSSETS 
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1 

CURRENT CRLIFORNIFl LF)W (Sec. 17250, 24349- 5 )  

California has not generally conformed to the federal RCRS 
{Flccelerated Cost Recovery System) rules for depreciat ion- 
California law is based on the QDRS (Qsset Depreciation Range 
System) that remains in effect for federal purposes for assets 
placed in service prior to 1981. However, California does not 
conform to that portion of the QDR System which, for federal 
purposes, allows the useful life to be up to 20% shorter or 
longer than the mid-point of each QDR guideline life- This means 
that the useful life for California purposes must be the 
mid-point of the QDR guideline 1 ife, 

California does allow the use of the R C R s  rules for computinq 
depreciation on certain new residential rental propert y 
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 1 8  years rather than 19 years required 
urrder feder-a1 1 aw. 

In computing the RDR,  both Califc~r-nia and feder-sl law allows the 
taxpayer to use the half year convention or the modified 
half-year- convention for cet-tain types illf propert y. (The 
convention is one  of three components used to determine the 
depreciatior~ deducticlrj for- tangible pr-ctper7ty. ) The half-year- 1 
convention alluws half of the year-'s depreciation on all assets 
placed in service during the fir-st year. The modified half-year I 1 
convent ion a1 lows a f ull year-' s depreciation for assets first 

I 

placed in service in the fir-st six months of the yeat- but assets 
first placed in service in the last six months of the year are I 

allowed no depreciatior~. The convention elected for- the t a x  year I 

applies to both item and mult iple-asset-vintage accounts and must 
be used for all eligible assets placed in service in that year. 1 
However, other conventions may be elected for another RDR year. 

I 1 

For eligible residential rental property, a mid-month convent ion 
applies. The depreciation a1 lowance far- the first year property 
is placed in service is based on the number of months the 
property was in service, and property placed in service at any 
time during a month is treated as having been placed in service 
in the middle o f  the month. Further-, pr-t>per-ty disposed o f  by a 

'L- 
taxpayer- at any time during a rnclnth ic. treated as having been 
disposed of in the middle o f  the month. 



NEW FEDERRL LRW (Sec, 1- (dl 1 
- .  

The act eliminates the current statutory schedules for personal 
property which reflect a ha1 f year convent ion- 

With the elimination of the statutory schedules, language has 
been provided t o  apply the half-year convention for all property 
placed in service or disposed of within the taxable year. This 
property i s  treated as placed in service or disposed o f  at the 
midpoint of  such taxabfe year. In the case of a taxable year 
less than 1 2  manths, property is treated as being in service for 
half the number o f  months in such taxable year. 

If more than 40 percent o f  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 quarter of a 
taxable year as placed in service o n  the midpoint of such 
quarter. Where the taxpayer is a member of an affiliated group, 
all members are treated a s  one taxpayer for the 40 percent 
determination. For taxable years in which property is placed in 
service, all property i s  used t o  determine the 40 percent; 
however, the mid-quarter convention applies only t o  tangible 
property. This does not apply to nonresidential real property or 
residential rental property. 

Rdditionally, the mid-month convention has been expanded to 
include low-income housing- 

EFFECTIVE DATE OF FEDERQL PROVISIONS 

These provisions apply generally to prclperty placed in service on 
or after January 1, 1987 f a r -  taxable years ending after December- 
3l', %1986. The taxpayer may elect to apply these rules to 
property placed in service between Ruqust 1, 1986 and the end of 
1986. 

This act also provides numerous transit ianal rules- 

REVENUE IMPACT OF CONFORMITY TD FEDERQL LRW 

This item is included in the impart estimate of 11-Rla cost 
Recovery Classes which relates t o  total conformity t o  the new 
depreciation system. It is not possible to isolate this item; 
therefore the revenue effect for this particular provision is 
indeterminable. 



T i t l e  IIR5: C a p i t a l  Cost P r o v i s i o n s  

RCTION: E L I M I N R T E S  THE R E C R P T U R E  ClF D E P R E C I R T I O N  ON 
THE D I S P O S I T I O N  OF REAL P R O P E R T Y  
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CURRENT CFLIFORNIR LRW (Sec, 18151. 18173) 

California generally c o n f o r m  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 wfiich 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 ta 
the extent that the depreciat ion taken exceeds st rai qht-1 ine 
depreciation. Cal i fornia applies these treatments to Personal 
Incorne Tax Law; however, bank and Corporation Tax Law does not 
have these recapture provisions. 

California law contains some differences from the Federal rules, 
---,, 

I including the following: 

o Recapture rules do not apply to certain residential 
property (two or more units) where construct ion cornn~enced 
after 1982, provided substantially sirni lar7 pruvisiorrs ar-e 
operative in Federal law (to be effective through 1987) .  

o Cal ifcirnia substitutes different dates f o r -  various dates 
in the Federal law. 

In applying the same California and Federal recapture provisions, 
the amount of recapture may be different because of the 
di fferences in amounts deducted in pr-ior years. 

NEW FEDERRL LRW (Sec. 1250) 

Under the new federal law, real proper-ty (Sect ion 1250 property) 
will be subject 'to the straight-line methud of depreciation, 
thereby making unnecessary the recapture of depreciation on the 
disposition of assets placed in service on or after January 1, 
1987. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

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



This ,act shall not apply to: . - 

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

I I 

o property which is constructed or reconstructed by the 
taxpayer if: 

o t h e  lessor of %1,000,000, or 5 percent o f  the cost of 
such property has been incurred or committed by March , 
1, 1906, and 

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

o 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 numerous transitional rules. 

REVENUE IMPACT OF CONFORMITY TO FEDERRL LRW 

This item is included in the impact estimate of 11-RIa 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- 

"4 <$: 

t81 a- 



1 I 
T i t l e  IIR6: C a p i t a l  C o s t  P r o v i s i o n s  

~\ 

R C T I O N :  MODIF IES LEQSE TERM FOR D E P R E C I Q T I O N  O F  

I LEQSEHOLD IMPROVEMENTS QND QCG7UISITION COSTS 

Rct Sect ion 201 (a) 
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CURRENT CFILIFORNIFI LRW (Sec, 17201. 17250, 17250- 5, 24349. and 
84349.5) 

California has not generally conformed t o  the federal QCRS rules 
for depreciation. Californi'a does allow the use o f  the RCRS 
rules for computing depreciation on certain new residential 
rental property constructed in California between July 1, 1985 
and June 30, 1988. However, for qualified proper-ty which is nut 
low-income rental property the class life is 18 years rather than 
1 9  years required under federal law. 

California law is based on the RDR System that remains in effect 
for federal purposes for assets placed in service prior t o  1981. 
However, California does not confornl t o  that pot-tion of the RDR 

-. Systm which, for federal purposes, allows the useful life to be 
up t o  20% shorter or longer than the mid-point of each RDR ) guideline life. This means that the useful life for California 
purposes must be the mid-point of the RDR guideline life. 

Cal i fornia recovers the cost o f  leasehold impt-ovenlent s over the 
shorter of the property3 s QDR System recovery period or the 
portion of the lease term remaining on the date the improvements 
were made. Rs a general 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 t o  run, without taking into account any right of renewal. 
The renewal periods are not included if the unexpir-ed 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 75% or more of the cost is 
attributable to the unexpired lease period. If however, the 
lease has been renewed or there is a reasonable certainty that 
the option to renew will be exercised, the renewal periods are 
taken into account, despite the fact that the 60% and 75% 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 
renewa 1 period. 



NEW FEDERRL LFlW (Set. 168. -178) - 

The necr federal law generally requires the term of the lease to 
include all renewal options as well a s  any period for which the 
the parties reasonably expect the lease to be renewed in 
determining the amortization period for lease acquisition costs. 
The cost5 of improvements made to leased property by the leasee 
arc t o  be recovered under the modified RCRS 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 t o  the adjusted basis of the 
improvement at the termination o f  the lease- 

EFFECTIVE DRTE Of FEDERRL PROVISIONS 

Generally, this act applies to property placed in service an or 
after January 1, 1987. For property placed in service between 
July 31, 1986 and January 1, 1987, the taxpayer may elect the new 
provisions- 

This act also provides numerous transitional rules- 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL L Q W  

This item is included in the impact estimate of 11-Rla Cost 
Recovery Classes which relates to total conformity to the n e w  
depreciation system, It is not possible to isolate this item; 
therefore the revenue effect for this particular provision is 
indeterminable. 



Title IIF17: Capital Cost Provisions 

FICT I ON : MODIFIES THE QGGREGQTE C E I L I N G S  F O R  EXPENSING 
QUQLIFIED PRaPERTY. 

Qct Section 2O2(b) 
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CURRENT CFILIFORNIR LFIW (Sec. 17024.5(b) (13). 17252. 17252-5. 
17265. 24356.2. and 24356.3) 

California does not conform to federal law with respect to a 
taxpayer electing to treat a11 or part of the aggregate cost of 
qualifying praperty used in a trade or business as a currently 
dwductible expense not to exceed 85,000 for 1986 or 1987, *7,580 
for 1988 or 1989; 810,000 for 1990 and thereafter, in-lieu of 
QCRS. 

However, California does allow the following: 

1. Qdditional first-year depreciation on acquired assets 
equal to 20 percent ctf the cost of the asset, with a 
maximum in each year of 810,000 ($20,000 for husband 
and wife filing jointly). If the additional first-year 
depreciation is taken sn any selected asset, the basis 
of the asset for depreciation purpo5;es is reddced by 
the first-year depreciation taken. 

2. FI taxpayer may elect to treat the cost of any recovery 
property that is tangible personal property excl usi vely 
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. Flny anlounts 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; 
L5,000 for the first year thereafter; 47,500 for 
second and third years thereafter; and 810,000 for each 
succeeding year. Taxpayers who elect this expense 
treatment may not take the additional f irst-year 
depreciation with respect to the same property. 

3. R taxpayer who conducts a qua1 if ied business in a 
program area can elect to treat 40 pet-rent of the cost, 
of property used as an integral part of the qualified 
business and certain marhiner-y os- parts used as 
specified, as an expense that is no$ chargeable to the 



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 
year ary not exceed; 6100,000 in the year of 
designation and the first year thereafter; $75,000 in 
the second and third years after the year of 
designation; and $50,000 in each subsequent year. R 
taxpayer who elects this 40 percent expensing may not 
claim additional first-year depreciation with respect 
to the sawe property- Rny amount expensed with respect 
to property that ceases to be qualified property at any 
t i e  before the close of the second taxable year after 
the property is placed in service must be included in 
income in that year. 

NEW FEDERFU, L F I W  (Set. 179) 

The m w  federal law eliminates the existing expensing ceiling of 
$5,000 which was scheduled to increase to $7,500 beginning in 
1988 and 1989, and to $10,000 after 1989. The n e w  ceiling is 
established at 910,000 for each year if the cost of qualified 
property placed in service during the year and used in the active 
conduct o f  a trade or business is Q200,000 or less. The 610,000 
ceiling is reduced dollar for dollar by the amount of the cost 
which exceeds +200,000. For example, if a taxpayer bought 
qualified tangible personal property for 8205,000 in a year, the 
amount over $200,000 (65,000), is subtracted from the 910,000 
ceiling, The taxpayer is then allowed to expense only 65,000 
that year. Married individuals filinq separate returns are 
treated as one taxpayer for determining the amount expensed and 
the total amount of  the investment in the qualified property. 
Thus the ceiling on a separate return of a married person is 
L5,000 rather than 810,000. 

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

EFFECTIVE DOTE ClF FEDERRL PROVISIONS 

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

This act also provides numerous transitional rules- 



REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

'\ Revenue losses from conformity to larger expensing deductions are 
unknown. The larger issue of total conformity to the new federal 
depreciation system is analyzed in 11-Rla Cost Recovery Classes- 



Title 1 IRS: Capital Cast Provisions 

RCTION: EXPRNSION OF MRSS ASSET VINTRGE QCCOUNTS 
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CURRENT CRLIFORNIR LBW (Sec. 17201. 17250.5. 24349 and 24349.5'1 

Under the &set Depreciation Range ( M R )  system which is used in 
California for a1 1 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", C1 "vintage account" is an account containing eligible 
property first placed in service by the taxpayer during the 
taxable year. The "vintage" of an acruunt 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 arb asset, or group of assets, within a sinqle asset guideline 
class, FSny number of vintage arrounts of a taxable year may be 
established. More than one account of the same vintage may be 
established fat- different assets of the same asset quidel ine 
class. 

Certain kinds of assets are not permitted in the same vintage 
accourrt. Vintage accactnts that are kept separate are as follows: 

I' r 

o N e w  and used assets 

o Per-sonal pr-opet-ty assets subject to the elective 10 
percent salvage reduct ion compared t e assets not 
s u b j e c t  to the election 

CI Personal property and residential or nonresidential 
rent a l pr-opert y 

CI Proper-ty for- which the election of additional first 
year depreciation was made and property on which that 
election was not made. 

Q complex "depreciation reserve" method is used to account for 
dispo=lsitions 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 
ordinary income and for federal purposes the investment credit is 
recaptured. In order to compute the recapture all accounts of 
the same vintage in the same asset guideline class for which the 
taxpayer has selected the same depreciation period and adopted 
the same depreciation method are treated a s  a single multiple 
asset vintage account. 



Under the kcelerated Cost Recovery System (RCRS) which for 
federal purposes is used for assets placed in service after 1980 
and for California purposes is used for certain residential 
property a $axpayer may elect to account for "mass assets" in the 
same mass asset account as though such assets were a single 
amset- R "mass asset" means a mass or group of individual items: 

o not necessarily homogenous, 

0 each o f  which is minor in value relative to the total 
value o f  such mass or group, 

0 numerous in quantity, 

C) usually accounted for only on a total dollar or 
quantity basis, 

o with respect to which separate identification is 
impract ical, 

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 u p  to the 
total unadjusted basis in the account and for federal purposes 
the investment credit is recaptured. 

kcording 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 FEDERFIL LFIW (Ser, 1681 

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

EFFECTIVE DGTE W FEDERRL P R O V I S I O N S  

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 numeraus transitional rules. 



REVENUE IMPRCT OF CONFORMITY TO FEDERRL L Q W  

This item is included in the i m p a c t  e s t i m a t e  of XI-Ala Cost 
Racovery Classes which relates to  t o t a l  conformity to - t h e  new 
depreciation system. I t  is not possible t o  isolate t h i s  item; 
therefore the revenue effect for t h i s  particular provision is not 
determinable. 
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CURRENT CRLIFORNIR LRW (Sec, 172501 

California has not generally conformed t o  the federal RCRS rules 
for depreciation. California does allow the use of the CICRS 
rules for computing ,depreciation on certain new residential 
rental property constructed in Cal ifornia between July 1, 1985 
and June SO, 1988. However, for qua1 if ied, property which is not 
low-income rental property the class life is 3 8  years rather.than 
1 9  years required under federal law. 

California law is based on the RDR System that remains in effect 
for federal purposes for assets placed in service prior t o  1983. 
However, Califrlrnia does not conform tcl that port ion of the FlDR 
System which, for federal purposes, allows the useful life t o  be 
up to 20% shclrter or longer than the mid-point of each RDR 
quideline life. This means that the useful life for California 
purposes must be the mid-point of the QDR quideline life- 

California. does not conform to federal with respect to the 
speciai pritvisi~rrs fcir regulated public utilities. Under the 
Bank and Cot-pot-ation Tax law pub1 ic utilities are allowed normal 
depreciation deductions subject to the mid-point of the RDR 
quideline life. 

CURRENT' FEDERRL LRW (Sec, 168) 

Pctbl ic ut i 1 ity property, as specified, is not considered recovery 
property unless the regulated ut i 1 ity 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. Rny 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 
benefits derived by applying the accelerated cost recovery rules 
cannot be passed through to the regulated public utility's 
customers by reducing the rates, but instead are accrued for the 
utilities use. 

If a requiated public utility does not apply the normalization 
r11et hod of accounting, then for- tax purposes property is 



depreciated in the same manner as it is depreciated for 
rate-making purposes- 

NEW FEDERFIL LFlW (Sec. 168) 

Fls with prior law, the new system makes special provisions for 
public utility property. Most public utility property has a 
ldnger class life and i s  in the 1 5  or 20 year 150 X 
declininq-balance classes. The rules requiring normalization of 
Chc tax k n h f i t s  in setting rates charged to customers are 
retained and expanded t o  cover unregulated public utilities. In 
addition, special rules are provided that require regulated 
utilities t o  normalize any excess deferred-tax reserves resulting 
frcw rate reduction. These rules for deferred taxes apply t o  
r m o v e r y  allowances taken on assets placed in service before 
1987, The normalization of the deferred taxes must be 
coordinated with normalization o f  the accelerated cost recovery 
allowances. Failure to coordinate the provisions will preclude 
the utility from using the new system. 

EFFECTIVE WTE OF FEDERRL PROVISIONS 

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

This act shall not apply to: 

o property constructed, reconstructed, or acquired by the 
taxpayer pursuant t o  a written contract binding on 
March 1, 1986, 

o property in which the binding contract of M a r c h  1, 1986 
has committed or already incurred the lesser of 
+1,00,000 or 5 %, and the construction began by M a r c h ,  
1, 1986, 

o an equipped building or plant facility if constructiun 
has commenced a5 of March 1, 1986, pursuant to a 
written plan and more than one-half of the cost has 
been incurred or committed by such date, 

0 projects licensed or certified before March 2, 1986, by 
t he Federal Energy Regulatory Commission ( F E R C ) ,  

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 transitional rules. 

This act also provides numerous transitional rules 



4 

REVENUE IMFWCT O F  CONFORMITY TO FEDERRL LRW 

\ This item is included in the impact estimate of 11-Rla Cost 

Recovery Classes which relates to total conformity to the n e w  
depreciation system. It is not possible to isolate this item; 
therefore the revenue effect  for this particular provision i s  
indeterminable, 



T i t l e  IIQ11: Capital Cast Provisions 

RCTICW: REPEAL FINANCE LEQSE PROVISIONS 

Gct Sect ion 201 Conference Report Page 51 

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

CURRENT CWIFORNIR LGW (No provision) 

California does not conform to federal provisions with respect to 
finance leases. 

CURRENT FEDERFSL LAW (168) Cf) (8) 

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

Rules far determining lease versus purchase have nut been written 
in the tax code, but have evolved over the years through a series 
of court rulings and Revenue Rulings issued by the Internal 
Revenue Service. 

TERRA (1982) added n e w  rules tc* t h e  Internal Revenue Code which 
were to became effective after- December- 31, 1383. The Tax Reform 
act of 1984, however, postponed the effective dates unt i 1 
December 31, 1987. . 

NEW FEDERQL LQW (No prcwision) 

The new federal law repeals the finance lease provisions. 

EFFECTIVE DGTE OF FEDERQL PROVISIONS 

The federal provisions are repealed prior to becoming effective. 

REVENUE IMPQCT O F  CONFORMITY TO FEDERAL LRW 

Not applicable- Cal i fornia has not adopted federal finance lease 
rulings. 



Title I I C I :  Capital Cost Provisions 

ACTION: REDUCES RND EXTENDS THE INCREMENTQL RESERRCH 
CREDIT FOR THREE Y E D R S  

Qct Section 231 Conference Report Page 68 

Form 540 Line No. 71 Form 100 Line No. 18 

CURRENT CRLIFORNIR LRW (None) 

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

OLD FEDERRL LFIW (Sec. 30) 

In addition to IRE Section 174 which allows a deduction for 
research and experimental expenditure, this sect ion a1 lows a 
credit in an amount equal to 25% of the cirr-rent tax year's 
"qualified research expenditures" which exceed the average 
qua1 if ied resear-ch expenditures ir~curred in the prior, three 
years. 

,'-"'\ "Qualified research expenditures" eligible for this credit 
1 

-1' 
consist of 

(1 in-house expenditures incurred by the taxpayer for 
research wages and supplies used in research, plus 
certain amounts paid fcr r-esear-ch use of .laboratory 
equipment, computerc,, ot- other personal property; 

(2) 65 percent of amounts paid by the taxpayer for contract 
research conducted or1 the taxpayer's behalf; and 

(3)  i f the taxpayer- is a cu~pur-at ion, 65 per-cent of  the 
taxpayer's expenditures (including grants or 
contributions) pursuant to a written research agreement 
for basic research to be performed by universities ar 
certain scientific research orqanizat ions. 

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, 1965. 

NEW FEDERRL LAW (Sec. 41) 

,.-, Extends the incremental research credit for- three years, t hrvugh 

,) December 31, 1968, and reduces the eligible credit to 20 percent. 
(\.. The def initian of allowable expenditures and research activities 



are significantly tightened. The emphasis of the credit is 
targeted o n  research which is technological in nature and 
conducted either for the purpose of new product development or t o  
improve the function performance or quality of an existing 
product. Expenditures paid for the use of computers are 
al lowable; however, expenditures for all other leased research 
equipment will be ineligible for the credit. Qualifying 
expenditures for basic university research are increased from 65 
percent t o  100 percent o f  the amount exceeding the sum of 

(a) the greater o f  two fined research floors, plus 

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

EFFECTIVE DaTE O F  FEDERRL PROVISIONS 

Taxable years beginning or} or after- January 1, 1986, except that 
the modifications relating t o  the university and qualified 
scientific organization basic research credit are effective for 
taxable years beginning on or after January 1, 1987. ' 

This credit sctnsetf; December 31, 1988, 

REVENUE IMPQCT aF CONFORMITY TO FEDERRL LRW 

Based on a proratic~n of national ectirnates prepared by the Joint 
Comnlittee on T a x a t  ion, the relative fiscal impact under 
conformity would be revenue lasses in the $9 million range for 
1987-80 and 87 mi 11 ion range for 1985-89 under the Personal 
Income Tax Law and in the $88 mi 3 lion and 862 mill ion ranges, 
respectively, under the bank and Corporation Tax  L a w .  These 
estin~ates assume that only research expenses incurred in 
California w o u l d  qualify. 

The Personal Income Tax proration of 12-5 percent represents 
Cal ifot-nia personal income r-elat ive to the nation a s  projected 
for 1987 reduced by an assumed factor of 10 percent t o  allow for 
research in California only- The Bank and Corporation Tax Law 
proration (8%) represents the relative share of federal gross 
receipts reported by both nonapport ioning and apportioning 
California filers adjusted by the average apportionment factor of 
the latter group of corporate filers. 



T i t l e .  I IC2: C a p i t a l  C o s t  P r o v i s i o n s  

OCTION: EXPRNDS THE D E F I N I T I O N  OF QURLIFIED RESEQRCH 
C O N T R I B U T I O N S  OF S C I E N T I F I C  PROPERTY 

Qct Section 231 (f) Conference Report Page 76 

Form 540 Line No. N/FI Form 100 Line No. G-19 

California rml federal law both allow a contribution deduction 
for the donation of scientific equipment by corporations t o  
institutions 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 b y  the taxpayer. 

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

3) The institution of higher educationmust 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 1 0  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 FEDERRL LAW (Sec. 170 (el (4) (i)) 

The m e w  f d e r a l  provision expands eligible donees to include 
certain tax -exempt  scient i f ic research organi zat ions. The 10 
percent limit on the amount of the credit would not change. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

This act applies t o  taxable years beginning on or after January 
1, 1986. 



REVENUE I M P K T  OF CONFORMITY TO FEDERRL L M  

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

The existing state deduction is scheduled to expire on January 1, 
1988, W data is avai lable on revenue losses from the existing 
state dmduction which is broader in scope than the federal 
provision since it includes computer software and ancillary test 
rquiprrent, but narrower in application since the donee must be a 
Cal  ifornir institution of higher education. Revenue lasses from 
an extansion of the existing State deduction with tax-exempt 
rcimtific research organizations added as eligible donees are 
indatrrminrble but, based on the low level of impact for the 
-ti an, stata revenue losses would also be minor, 

POLICY CONS1 ERRTIMJS 

California allows contribution deductions for scientific 
equipment r s  well a s  software, and ancillary or test equipment, 
a s  specified, - If California considers conforming to the 
incluciori of certain tax-exempt scientific research organizations 
as eligible donees of scientific equipment then it should 
consider *ether or m t  these arqanizations should also entitle 
the donor t o  a deduction for the donation of software and 
anci llary or test equipment, 



Title IID1: Capital Cost Provisions 

RCTION: R E P E R L  O F  5 - Y E R R  RMORTIZRTION O F  TRGDEMRRK QND 
TRRDE NRME EXPENDITURES 

Qct Section 241 Conference Report Page 78 

Form 540 Line No. 16 Form 100 Line No. 6-20 

CURRENT CFILI F O R N I n  LRW (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 name is not eligible for amortization. 

NEW FEDERFIL LFIW (177. Repealed) 

The election to amortize trademark and trade name expenses is 
repealed, thereby requiring these expenditures to be capitalized 
and recovered only on the disposition of the asset. 

EFFECTIVE DRTE OF FEDERaL PROVISIONS 
- 

) This provision i s  effective for expenditures paid or incurred - 
after December- ;:I, 1986, except that present federa.' law will 
continue to apply to expendi tur-es incurred in the fcll lowing 
cases : 

(1) R binding wr-itten contract has been entered into as of 
March 1, 1986. 

(21 Development, protect ion, expansion, registrat ion or 
defense of trademarks or trade names commenced as of 
March 1, 1986 (if 31 nlilliurr or- 5 percent of the cost, 
whichever is less, has beer] incurred or committed by 
that date) ; provided in each case the tr-ademark or 
trade name is placed in service before January 1, 1988. 

REVENUE IMPFICT OF CONFORMITY TO FEDERQL L Q W  

Eased on the Joint Committee on Taxation's estimated low level of 
impact for the nation, conformity would result in minor revenue 
gains under the Personal 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 6300,000 range 
for 1988-89. Revenue gains under- the Bank and Corporation T a x  
Law would be in the $400,000 range for 1987-88 and in the 
$700,000 range for 1988-89. The Per-sctnal Income Tax prorat ion of 
national estinlates to California ( 4 .  1%) reflects the Policy 
Economics Group (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 
prorat ion (4%) represents the general relationship between 
California's corporate tax rollections and federal corporate 
collectimns tax over the past few years. 



Title IID3: Capital Cost ~ r o v i s i o n s  

RCTION: REPERL OF THE DEDUCTION FOR RAILROQD GRRDING 
RND TUNNEL BORES 

Rct Sect ion 242 Conference Report Page 79 

Form 540 Line No. N/R Form 100 Line No. G-21 

The term "railroad grading and tunnel bores" means all 
improvements resulting from excavations (including tunneling) 
construct ion of embankments, clearings, diversions o f  roads and 

, streams, and sodding of slopes. Also any work necessary to 
construct, reconstruct a3 ter, prmtect, improve, replace or 
restore a roadbed or right-of-way fur railroad track. If 
expenditures for improvements as described above are incurred 
with respect to an existing roadbed or right-of-way such 
expenditures are also eligible. 

CURRENT CRLIFORNIR LRW (Sec. 17250) 

California Personal Income Tax Law specifically does not conform 
> to the federal provision which allows a domestic railroad common 

carrier to elect tct amortize (over 50 ye.srs> expenses with 
respect to railroad grading and tunnel bores and the Bank and 
Corporation Tax L a w  contains no provision which would allow such 
an elect ion. Thus, for- Gal i fot-ni a purposes, these expenses are 
required to be capitalized as part o f  the cost o f  the land and 
recovered on disposition of the asset. 

NEW FEDERRL LAW (Sec. 185) 

The act repeals the amor-t i z a t  ion elect ion regarding "rai lroad 
qrading and tunnel bores. " 

1 EFFECTIVE DQTE OF FEDERQL PROVISIONS 

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 qualifiedtion date as long as the 
improvements are placed in service before January 1, 1988. 

REVENUE IMPQCT OF CONFORMITY TO FEDERAL LRW 

~ California did not cunform previously to the federal provision 
a1 lowing amor-t izat ictn clf expenses of railroad tunnels and b o r e s ,  

1 
cor~sequently, there is no revenue effect f rom the federal repeal. 

1 \L/ 

I 



Title IID4: Capital Cost Prclvisions 

QCTION: RETRDRCTIVELY M O D I F I E S  MOTOR CnRRIER QPERRTING 
RUTHORITY PROVISIONS 

Rct Section 243 Conference Report Page BO 

Form 540 Line No. 16 Form 100 Line No: 6-21 

BQCKGROUND 

Generally no deduction is allowed for a decline in value of 
property absent a sale or other disposition. Due to the federal 
government9 s deregulation of the trucking industry, motor carrier 
operating authorities (certificates or permits) suffered a 
decrease in value. In the Economic Recovery T a x  Rct (ERTFI) of 
1981, a nun-code provision retroactively allowed the amortization 
(over a 60 month period) of the basis of  these motor carrier 
operatinq authorities beginning in the 1980 tax return. 

CURRENT CRLIFORNIQ LRW 

California has never conformed to the federal non-code provision 
which allows taxpayers, for taxable years ending after June 30, 
1980, to deduct their adjusted basis in motor carrier operating 
authorities. The federal deduction must be taken ratably over a 
60-month peric~d- The 60-mor~th period beqirrs July 1980 (or-, if 
later, the month in which acquired) or, at the taxpayer's 
electior~, the taxpayers fir-st taxable year beginning after July 
1, '1980. 

For California purposes the basis of these operating authorities 
is recovered cwrl y on sale or other disposition. 

NEW FEDERFIL LRW (ERTR Sec- 266) 

This act retroactively changes: 

o The term "motor carrier operating authority" to include 
a bus operating authnrity and a freight forwarder 
operating authority. (Freight forwarder- operat inq 
authority provisions are contingent upon deregulation 
of that industry and must he held at the beginning of 
the 60 month amortization period. 1 

o The dates to be used for bus operating authorities to 
November- 19, 1982 from July 1, 1980, 

CI The 60-month amisr-t izat ion period beginning date for bus 
operating authorities ta November 1982 from July 198Cl. 



o The 60 month amortization period beginning date for 
freight forwarder operating authorities to the 
beginning of 1987 or if later the'deregulation month. 

E F F E C T I V E  DRTE O F  FEDERRL P R O V I S I O N S  

With regard t o  the change relating t o  bus operating authorities, 
this act applies t o  taxable years beginning on or after November 
19, 1982 and, if a refund or credit of any overpayment of tax 
resulting f m m  this act is prevented (due t o  the expiration of. 
the statute of limitations) at any time on or before one year 
after October 22, 1986, then the refund or credit af the 
overpayment may be allowed if the claim is filed on or before 1 8  
months after Dctober 22, 1986. 

This act, with regard to the freight forwarder operating 
authority provisions, applies to taxable years ending after the 
beginning of the month of deregulation. 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

R conformity estimate is not appropriate since California has not 
conformed previously t o  this special amortization provision and 
to do so now would involve the state prohibition pertaining t o  
"gifts of public money", 



T i t l e  IID5: Capital C o s t  P r o v i s i o n s  

ION:  EXTEND P R O V I S I O N  Q L L O W I N G  EXPENSING OF COSTS 
F O R  REMOVRL OF  Q R C H I T E C T U R Q L  B Q R R I E R S  

F)ct Sect ion 244 Conference Report Page 8 1  I 

Form 540 Line No. 47 Form 100 Line No. 6-26 

CURRENT CRLIFORNICI LFlW (Sec. 17262. 24383) 

California law is very similar to federal law with respect to the 
provisions allowing expensinq of costs far removal o f  
architectural barriers t o  accommodate elderly or handicapped 
persons. Cal i forni a, however, made the deduct ion permanent in I 

1984, while the fedet-a1 provision was scheduled t o  expire on 
Decernber 31, 1985, California allows a deduction for the cost of 
remodeling the taxpayer's residence as well as the taxpayer's 
trade ot- business- The California definitiorr of deductible 
expenses is somewhat broader- than the federal, 

California allows a deduction for capital expenses incurred in 
repairing or remodeling any building, facility, or transportation 
vehicle owned or leased by the taxpayer in order t o  permit 
handicapped or elderly individuals t o  enter or leave the 
building, facility, or transportatiorr vehicle; to increase their 
access, or to alluw more effective use of such facilities. The 
rnaxifi~um deduction is $35,000, and must be taken in the taxable 
year i n  which the expense irt irtcurt-ed. If not connected with a 
trsde or bu5ines5 the expense may be claimed as an itemized 
deduct i on. 

NEW FEDERQL LAW ( S e e .  1901 

The election to deduct qualifying expenditures for the removal of 
at-chi tect ural and transport at ion barriers, rather than 
capitalizing the expenses, is made permanent. 

This provision is effective for taxable and income years 
beginning on or after January 1, 1986- 

REVENUE IMPRCT OF CONFORMITY T O  FEDERAL LRW 

Since California has previously made the deduction permanent, the 
primary revenue impact from this provision to conform to federal 
law would be attributed ta disallowing the current deduction for 
r~anbusiness reason (private). There is no state data avai lable 
to determine the revenue gains that would occur but they would 
probably be minor. 



Title IIE1: Capital Cost Provisions 

QCTION: REDUCES THE TRX C R E D I T  FOR R E H Q B I L I T f i T I O N  
EXPENSES 

R c t  Sect ion 251 Conference R e p o r t  Page 82 

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

CURRENT CRLIFORNIR LQW (N/Q) 

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

The rehabilitation component of the federal investment t a x  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 FEDERRL LRW (Sec. 190) 

The n e w  law replaces the three-tier rehabilitation credit with a 
two-tier credit for qualified rehabilitation expenses. The Rct 
provides a 20 percent credit for the rehabilitation of certified 
historic structures and a 10 percent credit for the 
rehabilitation of buildings, other- than histor-ic str-uctures, 
originally placed in service before 1936. 

Rs under prior law, the new credit for- the r-@habilitation of 
historic structures applies to b c ~ t h  residential and 
nonresidential buildings, while the new credit for the 
rehabi 1 itat ion of buildings (other than historic str-uct ures) only 
applies to nonresidential buildings. 

I Prior law provisions that determine whether- rehabilitation 
expenditures qualify for the' credit general ly have been retained. 
Rn expenditure is nut eligible for the credit unless the taxpayer 

~ elects to recover the rehabilitation costs using the 
straight-1 ine method of depreciation. R lessee7 s expenditures 
don't qualify for the credit unless the r-ernaining lease term, on 
the date the rehabilitation is completed, is at least a5 long as 
the applicable recovery period (31 1/2 years for nonresidential 
property, 27 1/2 years for residential property). 

External-walls requirement: The new law significantly modifies 
the external walls requirement. The prior provision that 
required 75 percent of the existing external walls to be retained 
in place as external wall5 has been deleted, and replaced by the 
prior law alter-nate test. This test r-equir-es the retention in 

i j  place of (1) at least 75 percent nf  the existing external walls, 
including at least 50 percent as exter-nal walls, as well as ( 2 3  



at least 75 percent of the building's internal structural 
framework. So a completely gutted building cannot qualify for 
the rehabilitation credit, R 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 a1 1 other members that 
are essential to the building9s stability, Glthough 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 the credit 
for certified historic structures. So, a full adjustment is 
r e q u i r e d  for both the 10 percent and 20 percent rehabilitation 
cred i t s. 

EFFECTIVE DRTE OF FEDERGL P R O V I S I O N S  

In general, the new rules are effective for property placed in 
service after December 31, 19BG.  Speeial transition rules apply 
to: 

a Property placed in service as rehabilitation property 
before January 1, 1934, if the rehabilitation was 
completed under- a written contract binding on March 1, 
1986. 

CI Rehabilitation of pr-operty (including any leasehold 
interest) acquired before March 2, 1906 or acquired on 
or after that date, if (1) the rehabilitation w a s  
completed under a writ ten contr-act binding ctn M a r c h  1, 
1986, and a historic certification application w a s  
submitted to the Department c~f the Inter-iitr (ilr its 
designee) before March 2, 1986, or- ( 2 )  the lesser of 
$1,000,000 or 5 percent ctf the rehabilitation cost w a s  
incurred before March 2, 1986, o r -  is required tu be 
incurred under a written cnnt pact binding cin Mar-ch 1, 
19853. 

There are additional transition rules for specific 
pro J ects- 

Property covered by the transition rules is eligible 
for a 25 percent credit (historic rehabilitation), 1 3  
percent eredi t (nonresidential buildings at least 40 
years old), or 1 0  percent cr-edi t (for nonresidential 
buildings at least 36 years old), However-, a full 
basis adjustment is required even if the project is 
covered by the tr-ansit ion rules. There a r e  special 
credit rules for certain specific prcljects. 

FA rehabilitation pr-oject covered by t h e  transition t-~tles is 
exempted  from the new law's longer- wri teclf f per-j.od f i t ) -  r e a l  



estate. Transition property can be depreciated (using straight 
line) over a 13-year recovery period, even if placed i n  s e r v i c e  ', after December 31, 1986. 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL L Q W  

I4 conformity estimate is not appropriate since California has not 
previously conformed to adopt this rehabilitation tax credit- 



T i t l e  IIE3: Capital Cost Provisions 

ACTION: ESTRBLISHES LOW-INCOME HOUSING CREDITS 

Act Sect ion 252 Conference Report Page N/R 

, 
Form 540 Line No: N/A Form 100 Line No, N/Q 

CURRENT CRLIFORNIR LRW (N/R) 

Neither California nor federal law allowed a tax credit for 
construction or rehabilitation of low-income housing- 

NEW FEDERRL LFlW (Sec. 42) 

New federal law establishes the following credits: 

new construction and rehabilitation, 0 I 

o new construct ion and rehabi 1 i tat ion financed with 
tax-exen~pt bor~ds or sirni l a s -  federal subsidies, and 

u cost of acquiring existins hctusinq. 

The following is a description of the new credits: 

o New construct ion and rehab1 1 i t a t  ion, G new cred lt of 
up to 9 percent is allowtd each yeat- over a 10-year- 

-, . .- - period. The credit is taker! i t t ~  expenses fat- new 
- .  construction and rehabi litatian i l f  each q u a 1  i fying 

low-income housing unit. To qualify fist. the credit, 
expenses m u s t  exceed $2,000 pet- low-incomr unri t. 7t.e 
credit rate is equivalent to a cr-edit w ~ t h  the present. 
value of 70 percent. 

o New constv-uct ion and rebabi l i tat. ion financed with 
tax-exempt bnnds or sirt~i l a r  federal subzidies, G 
maximum credit of 4 percent each year for 10 yeavs is 
allowed on the construct ion and rehabilitation financed 
with tax-exempt bonds or similar federal subsidies, 
such as Far-m Housing Admi nist r-at ion (FrnHR) loans. 
These expenses must also exceed 82,000 per low-income 
unit to qualify for the credit. The credit rate is 
equivalent to a credit with a present value of 30 
percent. 

o Cost of acsuirins existino housinq. Ther-e is also a 
credit for acquiring each low-income housing unit, The 
maximur~~ credit is 4 percent each year over a 10-year 
period or1 the cost of acqcti r-ing each 1 ow-i ncctn.re housirrq 
unit- To qualify far the credit, the p rope r t y  must not 
have been placed in service within the p r - e , / i i c u ~  1G 



years. If the low-income housing project is financed 
at least in part by the federal government, the 
Treasury Secretary may under cert din condi t ions waive 
the 10-year requirement. This credit will be granted 
even when there is no rehabilitation. 

Low-income rental housing tax credits can be issued by each state 
in an amount equal to Ql.25 per state resident- Qualified 
housing expenditures that are not financed 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 t o  
low-income rental housing tax credits for these projects because 
tax-exempt bonds for mult ifami ly 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, 

T o  receive the credit : 

o . At least 20 percent of units in a project must be 
occupied by individuals having incomes of 50 percent or 
less of area median income, adjusted for family size; 
or 

o Qt least 40 percent of units in prloject must be 
occupied by irdividuals having incomes of 60 percent or 
less of area n..ediar~ income, adjusted for family size, 

Income limits may be adjusted for areas with unusually low family 
income or high hausing costs relative to family income. The 
gross rent charged to tenants ir~ units eligible for the credit 
may not be more than 30 percent of the qualifying income for a 
family of its size. Gr-uss rent inclctdes the cost of utilities, 
other than telephone. . Once a project qual ifies for the credit it 
must cor~tincte to satisfy the eligibility requirements for a 
15-year- period, I f  it dctesn? t, pr-iol- credits wi 11 be recaptured, 

R11 rental units must be suitable for occupancy. They will not 
qualify for the credit if they are used on a transient basis. 
Thus, hotels, dormi tot-ies, hospi tals, nursing homes, 1 i fecare 
faci 1 it ies, and retirement homes wi 11 not qual i fy. Single room 
occupancy housinq used on a nontransient basis will qualify even 
though such housing may provide eating, cooking, and sanitat ion 
facilities on a shared basis. 

The basis of the housing project with respect to which the 
housing credits are allowed must be reduced by any rehabilitation 
credits. However*, the project9 s basis for- depreciation is not 
reduced by the housing credits claimed. 



EFFECTIVE DRTE OF FEDERRL PROVISIONS 

This act applies to property placed in service after 1986 (other 
than property qranbfathered under the depreciation rules) and 
befor-e 1990- Property placed in service after 1989 may qualify 
for the credif if expenditures of 1 0  percent or more of the 
reasonably expected casts are incurred before January 1, 1989, 
and the property is placed in service before January 1, 1991. 
Special transitional rules also apply. 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LOW 

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 1986-89. These revenue 
Issses would occur under the Personal Income T a x  Law. The 
proration to California (12-5 percent) reflects California 
personal irrconle relative to the nation, as projected for 1987, R 
reduction of 1 0  percent was used to allow for some credits that 
wcluld exceed state tax liabilities. 

The next. page of t h i s  repor-t is page 300. 
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Title IllGI: Capital Gains and Losses 

E T I O N :  REPERL THE NET CQPITN GRIN DEDUCTION 

Conference Report Page 105 

Form 540 Line No. 1 7  Form 100 Line No. M/R 

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 
sunall business stock and nonproductive assets sold or exchanged 
in taxable years beginning on or after January 1, 1982, 

R11 assets are generally considered to he "capital assets", 
except business property held for sale (inventory), depreciable 
bmsi~.eesis p r ~ p e r t  y,  business accounts receivable, and copyrights 
or compmsi t ions. 

CURRENT (XLIFORNIR LRW tSec. 18162.5) 

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 (65%) for assets held more than 
one year, but less than five years; and fifty percent ( S O X )  for 
assets held more than five years, *". 

Gains from the sale or exchange of qualified 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 (70%) rather than si xt y-f i ve percent (65%) .  

N E W  FEDERRL LRW (Set. 1202> 

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

The act also provides that the tax on capital gains shall not 
exceed tmnty-eiqht 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 qains in 
the event that marginal tax rates are increased at some future 
date, 



EFFECTIVE DQTE KIF FEDERRL PRWISIONS 

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

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

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 m u c h  as in the 
short-term. 

The Department of Finance is preparing a budget estimate on the 
anticipated increase in Personal Income T a x  revenues for 1986 due 
to accelerated sales of capital assets. 

Rlthough this estimate for 1966 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-line projection of total capital gains for 1987- 
This 25 percent downward adjustment allows for both accelerated 
sales in 1986 and deferrals to subsequent tax years. R tax model 
run for 1987 indicates this loss to be in the 8520 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 31,000 to 83,000, it would 
recapture the behavioral revenue loss above and produce a net 
revenue gain in the $2 million range for 1987. The basis for the 
revenue est imate is the Department7 s tax model, 

I TRX P O L I C Y  ISSUES 

1. The basic question is whether or not California wants 
to conform to the new federal law with respect to 
including the entire amount of capital gain in gross 
income rather than allowing a deduction or exclusion. 

If the answer to the first issue is "yes1', 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 

I structure (changing all percentages to 100%) or repeal 

I i t s  structure and conform to federal law, 



3. 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 unique provision or conform to federal law by 
repealing this provision, 



T i t l e  IIIC: C a p i t a l  Gains and Losses 

=TION: 4IBERCILIZf4TION OF INCENTIVE STOCK OPTION RULES 

k t  Gection 321 Conference Report Page 107 
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Qn incentive stack option (ISO) is an option rsceived by m 
m p l o y r r  to purchase the e#ployrr*s stock, the value of which is 
mot 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 CFU-IFORNIF) LClW (Sec.. 17501. 17514. 24621. 24622) 

California is conformed to federal law which generally requires 
that to be treated as an I S O ,  (1 the term of the opt ion 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 ( 5 )  opt ions granted during 
the current year- cannot exceed %100,000 per employee t incl ud ing 
crrrryover of unused limit). Other rules also apply, 

For 19B2 and 1983, Califorrjia did not allow IS0 treatment for 
options granted before January 1, 1982. Beginning with the 1984 
taxable year, however-, Cal iforrria a1 lows IS0 treatment for stock 
aptions granted or, clr after January 1, 1976, but not exercised 
prior to January 1, 1984. 

NEW FEDERRL LRW (See. 422R) 

The act repeals the requirement 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 
opt ions qranted during the current calendar year, but to o ~ t  ions 
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 employer corporation (including parent and 
subsidiary corporations). The carryover of unused limits is 
repealed, since it pertained to the granting of options, rather 
than exercise. 



EFFECTIVE DRTE OF FEDERRL PROVISIONS 

Rpplies to options granted on or after January I, 1987. 

REVENUE IMPQCT OF CONFORMITY TO FEDERRL LRW 

The Joint Committee on Taxation estimates a revenue loss for the 
nation of less than S 5  million annually. Based on this projected 
l o w  level of impact for the nation, conformity would result in a 
minor revenue loss annually in the 9200,000 range. 



Title IIIDZ: Capital Gains and Losses 

RCTION: REVISE YERR-END RULES FOR QURLIFIED COVERED 
CFsLLS 

Rct S@ct,ion 331 Conference Report Page 108 
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Tax straddles occur when a taxpayer holds personal property and 
contracts to buy or sell personal property at a future date. 

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

0 "covered call" is where the grantor of the "call" already holds 
the stock for which the call option was qranted- 

To be classified as a "qualified covered call", the option period 
must exceed 30 days and certain other requirements must be 
satisfied, 

CURRENT CRLIFORNIR LRW (See- 18031 > 

California Persoral Income T a x  Law is generally conformed to 
federal law which reduces the loss on disposition of an opt i o n  ir, 
a straddle position by the amount' of any crnrecognized gain in an 
offsetting position on stock, unless the ur~r-ecogni zed gain 
stock is offset by a "qualified covered call", and t h ~  stock is 
held for at least 30 days after- dispasitior~ of the optiarr. 

If the situation 1s reversed, i .  e., there is a loss. on 
disposition of stock offset by an unrecognized gain on an opt ion, 
no reduction of the loss is required. 

NEW FEDERRL LRW (Sec, 10921 

The Tax Reform Act of 1986 extends the limitation on losses on 
straddle positions to include loss on disposition o f  stock, where 
the stack 105s is offset by an unrecognized gain on an option, 
unless the unrecognized gain is offset by a "qualified covered 
call" and the option is held for at least 30 days after sale of 
the stock, 

EFFECTIVE DQTE OF FEDERRL PROVISIONS 

Qpplies to positions established or] o r -  after Januar-y 1, 1987. 



REVENUE IMPRCT OF CONFORMITY TO FEDERRL L W  

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 Exceptionn 
into the "straddles" category (IIID) and projected 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 n e x t  page o f  this repart  is page 400. 
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CURRENT W I F O R N I F I  LFIW (Sec. 17201 and 24369) 

California has conformed its law to the federal law regarding 
sail and water conservation expenses. Current law allows 
taxbayers engaged in the business of farming to deduct expenses 
m a d e  for the prevention of erosion of land used in farming. 
Deductible expenses include amounts paid for items such as 
prading, terracing and contour f urrowing, construct ion of 
drainage ditches, irrigation ditches, dams, ponds and the 
planting of wind breaks, Cllso, assessments levied by sail or 
water conservation drainage districts are deductible to the 
extent those expenditures would const it ute deduct i ble 
expenditures if paid directly by the taxpayer, Expenses tu 
acquire depreciable assets are not eligible for experrsing under 
this provision, The deduction is limited in any one year to 25 
percent of the taxpayer's gross income from farming. Rny excess 
may be carried over to succeeding years, 

NEW FEDERFIL L F I W  (Sec. 175) 

This provision of the act limits soil and water conservatiun 
expenditures for the expensing electiorr to those cc~nsistertt with 
a conservation plan (if any> approved by the Soi 1, Corrservatiorr 
Service of the Department of agriculture or, in the absence of a 
plan, a plan of a comparable state cortservation agency. 
Expenditures in connection with draining or filling of wetlands 
or preparing land for installat ion or opeflat ion of a center pivot 
irrigation system are not' eligible f o r  the deduction. 

EFFECTIVE DnTE OF FEDERQL PRDVISIONS 

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

REVEWE IMPRCT OF CONFORMITY TO FEDERaL LRW 

Based on e proration of national estimates prepared by the Joint 
Committee on Taxation (JCT), the relative fiscal impact from 
state sonformity would be a Personal Incorfle Tax revenue gain in 
the %I million range for 1907-88 and 1980-89, The proration to 
California's (4.1 percent) reflects the Policy Econor~iic Group 



- 

(PEG) California estimates relative to the nation for those 
1 provisions analyzed. The PEG ha5 not specifically eet imated this 

provision. 

Based on a prorat ion of the JCT' s estimate for the nation, the 
revenue gain under the Bank and Corporation Tax Law from 
conformity would be in the 6500,000 range far 1987-88 and 
1988-89. fl prorat ion factor of 4 percent was used which 
wepresents the general relationship between California's 
corporate t a x  collections and federal tax collections over the 
past few years. 



Title IVQlc: Qgriculture, Timber, Energy, arid Natural 
Resources 

GCTION: REPEGL THE DEDUCTION F O R  LQND CLERRING 
E X  PENR X TURES 
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California Personal Income Tax Law has conformed with current 
ftderal law which allows a taxpayer engaged in the business of 
farming to deduct expenses paid or incurred during the taxable 
year for the clearing of land far purpose of making the land 
suitable for farming. These expenses must not be added to the 
basis of land, The deduction may not exceed the lesser of $5000 
or 25 percent o f  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. 

This provision af the act repeals the election to expense land 
clearing expenditures. Hclwever, rctut ine brush clearing and other 
ordinary maintenance on land already used in farming continue to 
be currently deductible. 

EFFECTIVE DRTE OF FEDERnL PROVISIDNS 

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

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LQW 

R 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 Personal Income Tax Law. 

It is not expected that land clearing expensing 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 annual 1 y. 



Title IVR2: Rgriculture, Timber, Energy, and Natural 
Resources  

OCTION: CHQNGE COMPUTRTION OF GQINS O R  LOSSES ON 
DISPOSITIONS OF CONVERTED WETLQNDS RND HIGHLY 
E R O D I B L E  CROPLaNDS 

F)ct Section 403 Conference Report Page 1 11 
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CURRENT CFILIFORNIFI LNJ (Sec. 18151 and 18169) 

T h e r c  is no current federal or California law which specifically 
uses the terms "converted wetlands" and "highly erodible 
croplands. " However, gains and losses from dispositions of such 
land u s 4  in a trade or business would be combined with gains and 
losses from dispositions of other trade or business property, If 
gains excred the losses the gain is taxed as a capital gain. If 
losses exceed gains the net losses are ordinary losses. 
Generally the taxability of a capital gains for Persor~al Incorne 
Tax Law are: 

1. 1 0 0  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 than five years, and 

3. 50 percent if the asset has been held mare t h a n  
five years. 

For Bank and Corporation Tax Law all gains and losses from the 
sale or other disposition of an asset are taken ir~tcl i r ~ c c r m e  in 
full. 

NEW FEDERRL LRU (Sec. 1257) 

T h e  act provides that gain on the disposition of wet lands or 
highly erodible cropland (as defined in Section 1201 (4) and (6) 
of t h e  Food Security FIct of 1985 (16 U.S.C. 3801 (4) and (6) 1 ,  
converted to farming use, or used for farming purposes following 
conversion, is treated as ordinary income. Flny lase on the 
disposition of such property is treated as long term capital 
loss;. 

EFFECTIVE DRTE OF FEDERRL P R O V I S I O N S  

This provision is,effective for dispositions o f  converted 
wetlands or highly erodible croplard first used fur farming after 
March 1, 1966. 



REUEtWE IMMCT OF CMJFORMITY TQ FEDERQL LFlW il 

The Joint Committee on Taxation {JCT) estimates a revenue gain 
for the nation of less than I S  million annually. Based on this 
projected low level of i~pact fov. the nation, conformity would 
r e s u l t  in m i m v  revenue gaim annually under the Personal Incame 
Tax Law of lass than 8200,000. 

Since on the corporate side these gains or lasses are treated as I 

ordinary inrcnae or loss, conformity is not directly applicable 
undrr the Bank and Corporation Tax Law. 



Title IVR3: Qgricul t ure, Timber, Energy, and Nat ut-a1 
Resources 

RCTION: EXTENDS ELIGIBILITY FOR R DEDUCTION F O R  COSTS 
INCURRED RFTER LOSS OR DQMRGE DUE T O  FREEZING. 
ETC. 

+ 
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California has arutistantively conformed to federal law and 
regulations. Generally, the costs o f  putting an asset into 
product ion must be capital ized. However, certain farmers may 

I elect to use the cash method of accounting when the accrual 
mthod would otherwise be required. These farrners may elect to 
deduct preproductive period expenses. "Pneproductive period 
expensmsH mean5 any amount which is attributable to the 
prcproduct i v r  period of any crops, anirnals or any other property 
having a crop or yield. For property having a useful life of 
laore than one year and which will have more than 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 period is the period before the 
2 

property is disposett of. 

Deduction of preproductive period expenses is not available to 
corporations, or partnerships with one or more corporate partners 
that a- engaged in farming. These taxpayers must repnrt 
preprcrduct ive period expenses or1 ar~ accrual basis. Except ions 

are for certain fami ly owned csrporat ions and corporat ions whose 
gross receipts for each prior taxable year after 1976, fur 
California purposes (1975 for federal purposes), does nut exceed 
91 million. There are special rules for citrus and alrnurrd 
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. Cal i fornia law extends. t h i s  
provisian'to taxpayers who own other fruit or nut groves or 
vimyards. 

I N E W  FEDERFIL LBU (Sec. 263a) 

The act provides that preproduct ive period costs incurred ir~ the 
business of farming may be deducted currently, at the elect ion of 
the taxpayer, if the following certain conditions are met; (1) 
the farmers must be ones who are not currently required to use an 



accrual mrthod of accounting, (2) the farmers are not a 
corporation, partnership or tax shelter and (3) the plant or 
animal has a preproductive period of two years or less. 

Replanting and maintenance costs of a grove, orchard or vineyard 
in the U.S. incurred for plants bearing a human-edible crop which 
w e r e  lotit or damaged because of freezing, drought, pests or 
casualty are dductible as current expenses even though the 
replaMinp does not take place on the same property- This means c 

1 

costs incurred at r different location in the U.S. for replanting 
of  the sure t y p e  of crop are deductible as an expense- 
Qdditionrlly thr dduction is allowed if, (1) a taxpayer who 
aurmd the propcrty and has an equity interest of more than 50 
prmt  and (2) the prson claiming the deduction owns part of 
the remaining rquity intemst and materially participates in the I 

w p l m t  inp, cult ivat ing, maintenance or development of the I 
P ~ P = ~ * Y  - 
Farming, for the purpose of the election to deduct preproductive I 

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 I 

agricultural crops. Farming, for this purpose does not include 
the raising, harvesting or growing of ornamental evergreen trees, 
that are more than six9 years old when cut. also, as a special 
rule for eitrus and almond growers, the election to expense costs 
does not apply to the plarrting, cultivation, maintenance or 
develo*nt of any citrus or almond grove (or part thereof) and 
which is incurred before the close.of the fourth taxable year 
beginning with the yeain the trees were planted. The portion of a 
citrus OF almctrtd grove planted in one taxable year shall be 
treated separately from the portion of the grove planted in I 

another taxable year. 

h u n t s  expensed which would have been capitalized are to be 
recapt ured. 

h e  the electi'on is made it may be revoked only with the consent 
of the Internal Revenue Services. 

EFFECTIVE LMTE OF FEDERRL PROVISIONS 

Thr effective date of the election provision, un,less. the Internal 
Revenue Se~viee. otherw*se consents, 1s for the taxpayery's first 
taxablre year which begins after December 31, 1986 and duriing 
which the taxpayer engages in a farming business. - 

The provision relating to replanting of a grove, orchard or 
vineyard are effective for costs incurred on or after October 22, 
1986. 

REVENUE IMPFSCT OF CONFORMITY .TO FEDERRL LRW 

Based on a prorat ion of national estirnat es prepared by the Joint 
Cornittee on Taxation (JCT), the relative fiscal impact under 



I 
state conformity would be Pmrsonal Income Tax (PIT) revenue gains 
in the 97 million range for 1987-88 and 96 million range for 
1988-89. The prorat ion to Cdkl ifornia' s 4.1 percent ref lecte the 
Policy Economic Group (PEG) estimates for California relative to 
the nation for those provisions analyzed. PEG has not 

I sprcifically estimated this provision. 

B a d  on r proration of the JCT9s estirnate for the nation, 
wvcmur grins under the Bank and Corporation Tax Law would be in 

I 

- the $3 million range for 1987-88 and $2 million range for 
1988-89. R prorat ion factor of 4 percent was used which 
-presents the relationship between California's corporate tax 
tzollectionri and federal corporate tax collections over the past 
f e w  y r r r s ,  

Rmvlrnuc gains occur because, (1) the new uniform 
rort-crpitrlization rules require a broad range of previously 
e x p e n u d  costs to be allocated and capitalized to production 
rctivitiw, and (2) thwe farmers not or, the accrual method of 
accounting and not part of a farming syndicate can elect to 
drduct prrproduct ive costs current ly but must recapture these 
costs as ordinary income on disposition of the product at a gain, 
ard additionally must use straight-line depreciation on all farm 
assets placed in service. 



Title IVR4: Flgricultural, Timber, Enerqy and Natural 
Resources 

C)CTION: LIMITS DEDUCTIBILITY OF PREPfiYMENTS O F  FaRMING 
EXPENSES 1 
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RRENT CCILIFOWYIfi LIHJ (Set. 17551) 

California lm has confommd by reference to federal law 
rvprrding the nondeductibility of  prepaid farming 'expenses for 
farming sym$icates. CI farming syndicate is a partnership or 
other noncorparate farming business if interests have been 
offrrtd f&r sale under the securities l a w  or 35 percent or more 
of the losees are allccable to limited partners. Farming 
syndicatrr are not allowed to deduct any amount paid for feed, 
seed or other similar supplies prior to the year in which the 
supplies a m  used or curnsumed, Other farmers (not including 
timber grawers) 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 
mnsuntd in that year. 

NEW FEDERFK. M U  (Set. 464) 

The act provides that both farmers using the cash method of 
accounting and farm syndicates may not deduct amounts paid for 
unconsuraed feed, seed, fertilizer or other supplies to the extent 
such pr~payments. exceed 50 percent of the total deductible 
farming expenses excluding prepaid suppl ies. Such expenses may 
be ddutted only in the year in which they are actually used or 
consumed, This new rule is in addition to the rules of current 
law relating to expenses of farming syndicate. 

Two exceptions to the 50-percent test are provided. If either of 
the exceptions is met, prepaid supplies will continue to be 
deductible, even though the prepaid expenses are greater than 50 
prrccnt of the mn-prepaid expenses for that year. The first 
exemption applies if a farm-related taxpayer satisfies the 
50--percent test on the basis of the three preceding taxable 
yrars, For purposes of this exception, the total prepaid farm 
supplirs for the three preceding taxable years must be less than 
50 percent of the total deductible farming expenses other than 
prepaid farm suppl iss far the same three-year period. The second 
rnception applies if a farm-related taxpayer fails to satisfy the 
50-percent test due to a change in business operat ions directly 
attributable to extraordinary circumstances. The term 
DDfarm-mslated taxpayer" includes any person whose principal 



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, 

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

REVENUE IMPIH=T OF CONFORMITY TO FED€- LFlW 

bud on a proration of  national estimates prepared by the Joint 
Comemittme on Taxation (JCT), the rwzlative fiscal impact from 
rtrtr conformity would be revenue gaim in the $1.2 million range 
fo r  1987--88 and -00,000 range for 1988-89. This revenue effect 
would occur under the Persaonal Inconr T a x  L a w .  The proration to 
b l i f s m i a  (4.1 percent) reflects the Policy Economic Group (PEG) 
California crritimates relative to the nation for those provisions 
analyzed. The PEG has not specifically estimated this provision, 



Title IVF17: nariculture, Timber, Energy and Natural - - Resoul-ces 

RCTION: RLLOWS CERTfiIN FfiRMERS TO EXCLUDE INCOME 
nR1SING FROM THE DISCHQRGE OF INDEBTEDNESS 
JNCURRED IN THE FRRM BUSINESS 

k t  *tion 405 Conference Report Page 115 

Form 540 Line No. 22 F o r m  1 0 0  Line No. 6-10 

CURRENT CWIFORNICI LFIW (Sec, 17131 and 24307) 

Current California Law conforms geyrally to federal law 
rrgarding the trratmnt of discharge of indebtedness income. FI 
solvmt taxpayer r~lceiving income from the discharge of qualified 
business 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 indebtedness exceeds a solvent 
tanpayer' s available basis, the taxpayer recognizes income in the 
amount of the exces5.  

h insolvent taxpayer (the amount of liabilities exceeds the 
value of assets) is allowed' to exclude the income from discharge 
of indebtedness to the extent of the insolvency. The basis of 
property is reduced by the excluded income with certain 
limitatians and if the excluded income cannot be fully absorbed 
by these adjustments, tan is forgiven on the excess amount. 

NEW FEDERRL LfiW tSec. 108 B 1017) 

This act provides that the income arising from the discharge of 
indebtedness awed 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 
f r o m  income the discharge of indebtedness. The debt must have 
been incurred in the trade or busines5 of farming or be a farm 
business debt mrcured by farmland or farm equipment used in the 
trade or businese of farming. Fldditionally, a taxpayer is 
eligible for this relief only if SO 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 rrquird to be applied to reduce basis in the same manner as 
in the case of an insolvent taxpayer. 

PI-CTIVE DCITE OF FEDERRL PROVISIONS 

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



\ 

\ B a s d  on a proration of national estimates prepared by the Joint 
Cawmitt- on Taxation (JCT), the relative fiscal impact under 
rtate conformity would be revenue losses in the -0,000 range 
for 1987-88 and 8300,000 rang* for 1988-89. This revenue effect 
would b undw the Personal Incorrcr Tax Law. The proration ta 
California (4.1 gcrcent) mflects the Policy Economics Group 
(PE6) rrtimatcr California relative to the nation for those 
prwiriom arlyzrd. The PEG has not specifically estimated this 
provision. 



Tit lr I V B S r  Rgriculf ure, ~irnfiet-, Enkrgy and Nat urai 
Rasources  

ClCTION: INCREQSES CCIPITFlL OFSINS RnTE FOR TIMBER QND 
QLLOWS REVOCFSTION OF ELECTION 

Rct M i o n  311 Conference Report Page 118 

Form 5U) L i m  No. 17 Form 100 L i m  No. 6-9 

California h w n r l  Income Tax Law (PITL) hrr conformed to 
frrdrrrl law in that inconr rrceivcd on account of a retaimd 
economic irttera9t in timber qualifies for capital qain treatment 
rt the elmtion of the tanpayer where the timber is held for six 
months before disposition using the state capital gain holding 
periods and rates of exclusion. 

Owners of timber (or a contt-act right to cut timber) may elect to 
treat the cutting of timber a5 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 elect ion, the elect ion cannot be revoked 
unless the Franchise Tax Board permits the revocation based on a 
showing of undue hardship. 

California Bank and Corporation Tax Law iB&CTL) does not conform 
to this provision of the federal law. California ,B&CTL applies 
no special rates to capital gains. 

NEW FEDERQL LFIW (Sec. 1201: R c t  Sec. 3 1 1 )  

The act repeals preferential treatment for long term capital 
gains. Thus, the advantage tcl making this election has, to that 
extent , beerr e 1 irnirrat ed. 

If an election was made in a taxable year beginning before 
January 1, 1987 to treat the cutting of timber as a sale or 
exchange qualifying for capital gains treatment, that election 
may now be revoked on a one time basis by the taxpayer without 
the permission of the Secretary of the Treasury. Rny revocation 
of an election made in accordance with this provision will not be 
sanside~ed 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 ari elect ion without consent in 
accordance 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 Secretary of the 
Treasury. 



4 
EFFECTIVE DRTE O F  FEDERFIL PRWISIONS 

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

REVENUE IMPQCT OF CONFORMITY TO FEDERFIL LGU 

The department has estimated previously for the 1987-88 Tan 
Expenditure Report to .be included in the Govrmorv s Budgat 
Summary 1987-88 that the revenue loss to the state f r o m  thr 
special capital gain treatmt of timber i- is in the C5 
million range annually. The repeal of capital pain tirnbmr 
treatmt therefore, would result in rrvenue grins of *S million 
annually under the Personal Income Tax Law. 



Tit 1e IVCl a: Flgricult ure, -Ti'rnber, --Energy and N a t  Oval 
Resources 

FlCTION: REDUCED INTFINGIBLE DRILLING COSTS WHICH M Y  BE 
EXPENSED 

act Section 411 Confermncm Rmport Pagr 120 

Form 540 Line Ne. N/FI F o m  10 0  Line No. G-26 

California Bank and Corporation Tax Law (BCCTL) does not m n f o m  
to fderal law regarding the reduction of the deduction for 
intangible drilling costs (IDCs) of oil, gas and geothermal 
wells, For f d w a l  purposes, integrated producers may expmnse 60 
percent of the IDCs and must amortize the remaining 20 percent 
over 36 months. California BCCTL allows a taxpayer to fully 
expense the IDCs of oil, gas and geothermal wells. 

California ha5 not conformed to the treatment of IM=e 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 IDCsu sarrans 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 taxpayer9 5 elect ion, deducted as cost deplet ion. 

NEW FEDERnL LAW (Sec. 291) 

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

EFFECTIVE DFITE OF FEDER#L PROVISIONS 

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

REVENUE IMPRCT OF CONFORMITY TO FEDERfiL LAW 

Revenue gaim under the Bank and Corporation Tan Law from 
conforming to the federal expensing provision are cstinatrd to be 
in the 925 million range for 1987-08 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 allaw for California's current allowance of 100 
prcent expensing compared with the former federal allowance of 
00 percent. 



Title IVC2b: R g ~ i i u l t  ure, Timber, Energy and Natural 
, Resources 

nCTION: DENIES PERCENTQGE D E P L E T I O N  FOR LEnSE BONUSES 
RND RDVnNCE ROYRLTIES IN CONNECTION W I T H  OIL, 
GQS OR GEOTHERMnL PROPERTY 

- Rct Section 412 

Form 540 L i w  No. 21 

Conference Report Page 1 2 2  

Form 100 Line No. 6-22 

CURRENT CCILIFQRNIR LFIW t Sec. 17686 and 24632) 

California law conforms to federal law permrally in allowing 
percentage depletion with respect to oil, gar and pmother%al 
wells. In Commissioner v Ennle, 464 U. 6. 206 (I%), the U.S. 
Supreme Court held that tax payers were ent it led to percmtagr 
depletion for lease bonuses ar advance royalty payments during 
the productive life of the lease. California also follms that 
rule. 

NEW FEDERAL LAW (Sec. 613CI) 

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

kFFECTIVE DRTE OF FEDERAL PROVISIONS 

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

REVENUE IMPQCT OF CONFORMITY TO FEDERFH, LAW 

The following conformity estimates are composite astimates based 
on a prorat ion of national estimates prepared by the Joint 
Committee on Taxation (JCT), combining I V C 2  Depletion Bonuses and 
Royalties and I V C 3  Expansion Recapture of Previous Drilling 
cost 5. 

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 Incase Tax Law. NO 
meaningful impact is expected under the Bank and Corporation Tax 
Law. The proration to California's (4.1 percent 1 reflects 
California estimates relative to the nation for those provirions 
analyzed. The Policy Economic Group (PEG) has not specifically 
estimated this provision. 



Title IVC3: Qgriculture, Timber, Energy and Natural 
~ e s o u r & s  

QCTION: EXPRNDS RECFIPTURE OF PREVIOUSLY EXPENSED 
INTRNGXBLE DWILLPNG COSTS GND DEPLETION 

k t  Section 413 Conference Report Paue 1 2 2  

Form 540 Line No. 18 Farm 100 Line NO. 6-9 

WRRENT CFILlFDRNICl LW fSec. 16151 and 18175) 

Cirlifornir9s Prrronrl Inc- Tax L a w  has canfornnd to the frdmrrl 
law rr  to the recapture as ordinary incone of intangible drillinp 
costs (IDCs) expensed and the racognition of that grin wrn nhm 
other provisions would otherwise have made the gain nontrnrblr 
(such as the like-kind exchange rules). If oil, gar or 
geothermal property is disposed of after December 31, 1975 the 
IDCs previously taken are recaptured. The amaunt which brcum~~ 
ordinary income, if there is a gain in the disposition, ir the 
amount expensed in excess of the amount which would have brrn 
deducted if the IDC had been capitalized and recovered through 
deplet ion. 

The Bank and Corparation Tax L a w  is not conformed to this 
recapture provision- For California all of the gain is included 
in net incom~ of the corporation however, the provisions which 
allow gain to be un~ecagnized ( such  as corporate liquidation6) 
would make this gain nontaxable in those situations, 

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

NEW FEDERRL LRW (Sec. 1254) 

This provision of the act requires recapture as ordinary incoma 
of depletion which reduced basis, as well as expensed IDCs. It 
also increases t h e  amount of ID& that are subject to recapture. 

I 

EFFECTIVE DRTE OF FEDERCIL PRWISIONS 

This provision is applicable to any disposition o f  property nhich I 

is placed in service by the taxpayer after.Dec9ember 31, 1986. - 

However, an exception ie made for m y  d'isposition of property 
placed in service after December 31, 1986, if the property uar 
acquired pursuant to a binding written contract which was enter& I 

into tember 26, l-9B5. 

REVENUE IMPQCT OF CONFORMITY TO FEDERFIL LQW 

The Joint Committee on Taxation tJCT) has included this item in 
its impact estimate of IVC2 Depletion bonuses Royalties. The 



- 
relative fiscal impact under state conformity is indrtrrainablm, 
since isolating this item provision is not possible. 

\ 



Title IVD1: _ egricultu-re, Timber, Energy and Natural 
R m s o u r e e s  

RCTION: REDUCE THE DEDUCTION FOR EXPLORQTION QND , 

DEVELOPMENT COSTS 

Ckzt Section 411 

Form 540 L i m  No. 21 

Canfemnce R m p o r t  Page 124 

Form 10 0  Line NO. E 2 6  

CURRENT CRLIFOWJIFI LC)CJ (k- 176901 17689- 9. 248361 a d  24837- 5 )  

California and federal law, are substantially the srrrr, (although 
federal law was not incorporated in California law by rrefrrmcr) 
and allow exploration and development costs associated with mi- I/ 

and other hard mineral deposits ta be deducted currently, or 
capitalized, at the election of the taxpayer. In general, 
exploration (but mot development 1 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 enploration and development costs may be currently 
expensed, by a corporation, and 20 percent must be amortized. 
California did not conform to this restriction and thereby, 
allows the deduction in full. 

NEW FEDERFIL LRW (Sec. 291 

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

EFFECTIVE DFITE OF FEDERgL PRDVISIONS 

This provision applies to cost5 paid or incurred after December 
31, 1986. 

REVENUE IMPRCT OF CONFORMITY TO FEDERFIL LF#J 

Based on a prorat ion of the Joint Cormnittee on Taxation (JCT) - 
estimates for the nation, adjusted to reflect California's 
existing allowalsce of a 100 percent deduction, wvenue gains :I 

under the Bank and Corporation Tax Law from this provision would 
be in the $4 million range for 1987-08 and $3 million for 
1908-89. R proration factor of 4 percent was used which 
represents the general relationship between California's ; i 
corporate tax collection5 and federal tax collections over the 
past few years. 



The impact under the Personal Income Tax Law i s  m x m t d  to bh 
minimal. 



Title IVD2: Flgricult ure, Timber, Energy and Natural 
Resources 

QCTION: REDUCE CORPORRTE PERCENTQGE DEPLETION 
DEDUCTION ON CORL RND IRON ORE 

k t  Section 411 Confm-encs Report Page 1 2 5  

Form 540 L i m e  No. N/R F o m  100 Linr No. 6-22 

CURRENT CCILIFORNIR LFHJ (S-. 24831 and 24833) 

California conforms to federal law to the r n t h  that it allom a 
deduction far percentage depletion on coal and iron ore. 
However, California does not canform to the federal r..rqui- 
that percentage depletion o f  coal or iron ore in excess of 
adjusted basis (determined without regard to the depletion 
deduct ion for that year) be reduced by 15 percent. 

NEW FEDERRL LRW (See. 291 and 61 1-613) 

The act requires that the percentage deplet ion deduct ion for coal 
or iron ore in excess of adjusted basis be reduced by 20 percent. 

EFFECTIVE DRTE OF FEDERRL PRWISIDNS 

Effective for taxable years beginning on or a f t e r  January I ,  
1987. 

Based on a proration o f  the Joint Committee on Taxation (JCT) 
estimates for the nation, revenue gains under the Bank and 
Corporation T a x  Law from this provision would be in the S2.6 
million range for 1997-88 and in the e . 4  million range for 
1988-89. R proration factor o f  4 percent was used which 
represents the general relationship between Cal iforniaq s 
corporate tax collections and federal tax collections over the 
past -FEW years, In addition to the above proration factor of 4 
percent, a multiplying factor of 4 was applied to the original 
Joint Committee on Taxat ion estimates. This was done to balance 
the differences in percentage depletion deductions between 
California law which does mot reduce percentage depletion 
deductions by any percentage and federal law which incrmrud its 
reduct ion5 from 3 5  percent to 20 percent, 



Title IVD3: Flgriculture, T i m b e r ,  Energy and Natural 
Resources 

#?CTION: EXPfANDS LGW RULES REGFIRDING THE RECRPTURE ON 
THE DISPOSITION OF MINING PROPERTY 

Qct Section 413 C o n f e w e n c c  Report Page 126 

Form 540 Line No. N/FI F o m  100 Line No. 6-26 

California has conformed to federal law regarding t h ~  rrcrpturv 
of mining exploration expenses upon the dirpesiticm of the mining 
property. Rd justed explorat ion expenses ( ~ e m a l  ly amounts 
expensed in excess of the amounts that would have been dIcluctQd 
if the costs had been capitalized) are recaptured r s  ordinary 
income upon disposition of a mining property and are recognizd 
a5 income notwithstandiny any nonrecognition provision. 

NEW FEDERAL LOU (Set- 1254) 

The act provides that on a disposition the taxpayer must 
recapture the lesser of (1) amounts deducted as expenses rather 
than added to basis, plus depletion deductions that wduclrd &asis 
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 DOTE OF FEDERFIL 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 placed in service after December 31, 
1986, if it was acquired pursuant to a binding written contract 
entered into before September 26, 1985. 

REVENUE IMPGCT OF CONFORMITY TO FEDERRL L W  

This estimate is included in the prorated revenue estimate far 
Title IUD1 Deduction for Exploration and Development Costs. 



Title IVD4: Rgriculture, Timbpr, Energy and Natural 
Rescrurces 

C)CTIONs PERCENTGOE DEPLETION RLLOWED FOR COaL QNP 
1 WON ORE ROMOLT IES 

k t  SIction 311 Conference Report Page 126 

Form 540 Line No. 21 Form 100 Lime No. 8-22 

Cum-ent California law does not confom to flclrral lm which 
a1 lows capital gain treatmnt rather than percentage deplmtion 
with r e s m t  to the disposal o f  coal or i m n  ore with a retrinrd 
ecorromic interest, 

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

NEW FEDERRL Law ~SEC. 631 1 

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 t a x  at the 
same rate as ordinary income, (Income from coal and domestic 
iron ore royalties will be treated as ordinary income pursuant to 
the general repeal of capital gains for individuals and 
corporat ions. 

EFFECTIVE DRTE OF FEDERRL PRWISIONS 

This provision applies to taxable years beginninq on or after 
January 1, 1987, 

REVENUE IMPQCT OF CONFORMITY TO FEDERRL L A 4  

b state revenue impact would result from this federal crhangm, 
Current state law t~eats all gains under the bank and Corporation 
Tax Law as ordinary income, allowing percentage depletion to k 
appl ied against royalty incants- 

The next page of this r~port is page 500. 
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TRBLE OF CONTENTS 

f i t -Risk  Rules 

L i m i t a t  ions On Losses Qnd Credits 
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Title VR: T a x  Shelters; Interest Expense 

RCTION: EXTENDS RT-RISK RULES TO R E h L  EST#TE 
FIGTIVITIES 

k t  Section 503 Conference Report Page 134 

Form 540 Line No. 16 Form 100 Line No. N/F) 

CURRENT CRLIFORNIR LRW (Set. 17551) 

California is generally conformed to federal law which imp- 
an r t ~ i s k  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 exc$ss of the amount the taxpayer has "at-risk" in the 
activity, The amount at risk is generally limited to (1) the sum 
of the taxpayerTs cash contributions to the activity, (2) the 
adjusted basis of other property contributed to the activity, and 
(3) amounts borrowed for use in 'the activity, if the taxpayer has 
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 a1 1 business activities except real 
est'ztte holdings and equipment leasing by closely-held 
eorporat ions- 

NEW FEDERRL LRW (See. 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 reassnablc and on substantially the same terms as 
loans involving unrelated persons. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

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 S corporation or other pass-through entity 
acquired on or after January 1, 1987. 

DIRECT STRTE BUDGET EFFECTS FROM FEDERRL CHANGE 

Since taxpayersT decisions regarding real estate investments will 
be governed by the change in federal law, revenue effects will 



occur whether or not California actually conforms. There cffacts 
are estimated below. 

Based on a prorat ion of national eat imates prepared by the Joint 
Committee on Taxation (JCT), the relative fiscal impact for 
California would be revenue gains in the S? million range for 
1986-67, in the +6 million range for 1987-86 and in the *I5 
million range for 1988-89 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 
prov i s i on. 

B a e d  on the JCT' r corporate estimates for the nation, the 
revenue loss under the Bank and Corporation Tax Law would be in 
the 93 million range for 1986-87, in the %8 million range for 
1987-88 and in the $13 million range for 1986-69. R proration 
factor of 4 percent was used which represents the general 
relationship between Cal ifornia' s corporate tax col lect ions and 
federal tax collections over the past few years. The corporate 
impact reflects an ant ici pated higher degree of corporate 
investments in real estate ventures following the decline in 
individual participation due to the extension of the at-risk 
limitat ion. 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

Since in some cases taxpayers will be denied deductions at the 
federal level but nut 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 budget effects, revenue gains under the PITL from 
conformiky would be in the 9400,000 range for 1986-87, in the 
11.6 million range for 1987-88, and.in the 93 million range for 
1988-69. 



Title VB: T a x  Shelters; Interest Expense 

RCTION: L I M I T S  DEDUCTION O F  LOSSES RNB RLLOWRNCE OF 
CREDITS FROM PQSSIVE RCTIVITIES 

R c t  Sect ion 50 1 Conference Report Page 137 

Form 540 Line No. 16 Form 1 0 0  Line No. 6-10 

CURRENT CQL IFORNIR LQW (None) 

In general, under both state and federal law, idividurls, 
estates, and truete may use deductions or tax credits from 
passive investment activity to offset income frqm other sources. 
Some exceptions to this general rule apply. For example, net 
capital loss deductions against ordinary income are limited to 
fb1,000 per year ($3,000 under federal law). With respect to a 
partnership, 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 FEDERRL LQW (Set. 469) 

Deductions attributed to passive trade or business activities, to 
the extent they exceed income from all such passive activities, 
general ly cannot be deducted against other, nanpassive income. 
Credits from passive activities' generally are limited to the tax 
ateributable to passive activities. Rccordingly, losses and 
credits from a passive activity, including expenses such 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 
other income for services or against portfol io income, such as 
interest, dividends, royalties, gains from the sale o f  investment 
property. Unapplied losses can be carried forward and applied 
against passive income in subsequent years. Unapplied losses 
from an 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 93,000 (for 
individuals). The remainder of the capital loss is carried 
forward and allowed in subsequent years subject to the capital 
loss limitation rules. 

R 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 inv'olves 



several factors dealing with regular, continuous, and substantial 
" participation in the business operation, the activity is 

considered "passive" for that particular taxpayer. Since a 
limited partner generally is precluded from pa~ticipating 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. 

F3 passive activity excludes a working .interest in oil and gas 
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 also applies, in m o d i f i d  
form, to closely held corporations that are subject to the 
at-risk rules (generally where five or fewer individuals own more 
than 50% of the stock). Regarding personal service corporat ions, 
the passive loss rule does not apply to a corporation where the 
employee-owners together own less than lo%, by value, of the 
corporat ion9 5 stock. 

Portfolio income (interest, dividends, royalties, gains 'from 
disposition of investments) is not treated as income from a 
passive act ivity and, therefore, passive losses and credits 
cannot be applied against it. Interest deduct ions attributable 

\ to passive activities are subject to the passive loss rule but 
) are not subject to the investment interest limitation. 

Regarding rental real estate act ivit ies, a taxpayer (excluding 
trusts) is allowed to deduct passive losses against other 
nonpassive income u p  to 825,000 annually (and credits in a 
deduct ion equivalent sense) if the taxpayer actively participates 
(i.e. has 10% or more interest in the activity). The 625,000 
allowance is phased out ratably as the taxpayer's RGI (excluding 
passive losses, I RQ contributions, and taxable social security 
benefits) increases from $100,Q00 to $150,000. The amount of the 
$25,000 allowance and the RGI phase-out range are halved in cases 
where married taxpayers file separately. However, the 925,000 
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 925,000 a1 lowance (in a deduct ion equivalent sense) against 
nonpassive income without regard to whether the taxpayer actively 
participates. The phase-out range would be increased to between 
e O O ,  W O  and 9250,000 for the rehabilitation and low income 
housing credits. The low income housing credit exception applies 
only to property placed in service before 1990 unless the 
property is placed in service before 1391 and 10% or more of the 
total pro~ect costs are incurred before 1989. 



This provision is fully effective with investments occurring 
after October 22, 1966 (the date of enactment 1. f4 phase-in rule 
applies to investments made on or before October 22, 1906. The 
amount disallowed would be 35% for 1987, 60% for 1908, 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 her ccmwenced by 
ktober 22, 1966. However, phase-in treatment applies (1) if the 
taxpayer has entered into a binding contract effect ive on or 
before the date of conference act ion (Flugust 16, 1986) to acquire 
the business assets, or (2) where construct ion 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 
925,CKW offset provision. I 

DIRECT STRTE BUDGET IMPRCT FROM FEDERRL CHRNGE 

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 I 

of the state budget impact will generally correspond to the 
est imat,es below. 

Based. on a prorat ion of nat ional estimates prepared by the Joint 
Committee on Taxation <JCT), the relative fiscal impact under the 
state Personal Incame Tax L a w  would be revenue gains in the $50 
million range for 1986-87, $100 million range for 1987-CIB and 
8300 million range f o r  1988-89. The proration to California 
(4.4%) reflects the Policy Economic Group (PEG) state estimate on 
this provision relative to the nation. The PEG estimate cannot 
be used directly since it reflects fully phased-in effects. , 

based on the JET'S estimates for the nation, the revenue loss 
under the state Bank B Corporation Tax Law would be in the 917 
million range for 1986-87, $60 million range for 1987-88 and in 
the ~ 1 b 5  million range for 1986-89. Q proration factor of 4 
percent was used which represents the general relationship 
between California's corporate t a x  collections and federal 
corporate tax collect ions over the past few years. The corporate 
impact reflects an ant-icipated higher degree of corporate 
participation in "passive" business ventures as a result of the - 
decline in individual tax-sheltering due to passive loss 
1 imitations. 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

Sinc some cases taxpayers will not respond to the new federal 
rules appropriately to avoid losing federal deductions, 
deductions denied at the federal level will continue under state 
law unless California actually conforms. To this extent, 
therefore, a conformity estimate that reflects additional 
revenues under the PITL is appropriate. The size of this impact 
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due t o  conformity is speculative but would nost likely represent 
a small percentage o f  the direct state budget estimates given 
above. If 1 0  percent is the assumed impact, revenue gains under 
the PITL from conformity would be in the 920 million range for 
1987-88, and in th e  $30 million range for 1988-89. 



Title V C  T a x  Shelte~s; Inte~est Expense 

RCTION: LIMITS THE NONBUSINESS INTEREST DEDUCTION FOR 
INDIVIDURLS 

k t  Section 511 Conference Report Page 151 

Form 540 Line No. 47 Form 1 0 0  Line No. N / R  

CURRENT CRLIFORNIR LRW (!Set=. 17201) 

California law is generally conformed to federal law in a'llowing 
the deduct ion of all interest expenses. Under both state and 
federal law, investment interest is deductible only to the extent 
of the sum of 910,000 (Q5,000 for married ~person5 filing 
separately), plus the amount net investment income. Rmounts 
disallowed under this limitation are carried forward and treated 
as investment interest in succeed ing tax years. 

NEW FEDERaL LRW (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 
investment income over investment expenses. Investment interest 
subject to the 1 imitation includes all interest (except consumer 
interest and qua1 if ied residence interest on debt not incurred 
in a personT 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 connection with the taxpayerTs trade or 
business or investment activity, (2) qualified residence 
interest, (3) interest taken into account in computing the 
taxpayer9 s income or loss from passive activities for the year, 
or (4) interest payable on certain estate tax deficiencies. 

Qualified residence interest is deductible and is defined as 
interest on debt secured by the taxpayerv 5 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 
taxpayer9 5 basis, the cost of any improvements, and the amount of 
any debts secured by the property, incurred after Rugust 16, 1986 
to pay for medical or educational expenses. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The provisions are general l y effective for taxable years 
beginning on or after January 1, 1987, but are phased in over a 
f ive-year period. During the phase-irr period, the amount of 
interest disallowed under the provision is limited to 35 percent 



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 beginning in 1990 and 100 percent in 
taxable years beginning in 1991 and thereafter. 

REVENW: IMPFlCT OF CONFORMITY T0,FEDERFIL LFIW 

The wlrtive fiscal impact under state conformity is revenue 
grins in the 9185 million range for 1967-88 and in the S257 
million range for 1988-B9. These revenue gains would occur under 
the Porronal I- Tax Law. The basis far the state estimates 
i m  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 
provirion. The PEG estimate itself cannot be directly used since 
it reflects fully phased-in effects. 



The next page of this report is page 600- 
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Title V I :  Corporate Taxation 

QCTION: REDUCE CORPORRTE T R X  RRTES 

k t  Secfian 601 

Form 540 Line No. N/R 

Conference Report Page 1 s  

Form 100 Line No, 47 

Every corporation subject t a  the California Franchise Tax,  
including banks and financial corporations, pays annually the 
greater of a minimum tax of +200 or a tax measured by i t s  incame. 

o General corporations-- 

For income years ending in 1983 and later, the t a x  rate 
is 9.6 percent, 

u Bank and financial corporations-- 

Tax rates were established for the 1980 through 1984 
income years by SB 882 (Ch. 324 Stats. 1986) as 
fol lows: 

1 1980 and 1981 is 11,6% 

. .. 2) 1982 and 1983 is 10.507% 

3) 1984 is 10-930% 

For income years ending in 1985 and thereafter, the 
rate is determined by the Franchise T a x  Board by 
farmula 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 FEDERRL LRW (Sec. 11 1 

Under the act, corporation income is subject t o  tax under a 
graduated bracket rate structure that has been reduced from five - 

brackets to three, as follows: 



T a x a b l e  Income New Federal R a t e  O l d  F e d e r a l  R a t e s  

O v e r  $50,000 but not 
o v e r  *75,000 

O v e r  *75,000 34% 40-46s 

R n  a d d i t i o n a l  5 p r c e n t  t a x  is i m p o s e d  on income k t m n  *100,000 
and 9335,000 (not t o  e x c e e d  $11,750). 

EFFECTIVE LMTE O F  FEDERW PROVISIONS 

T h e  new r a te  s t r u c t u r e  is effect ive for t a x a b l e  years b e g i n n i n g  
on or af ter  J u l y  1, 1987, T a x a b l e  years t h a t  i n c l u d e  J u l y  1, 
1987, are s u b j e c t  t o  b l e n d e d  rates u n d e r  t h e  r u l e s  of e x i s t i n g  
1 aw .  

TRX POLICY ISSUES 

Rny r e d u c t i o n s  i n  t h e  corporate t a x  rates s h o u l d  t a k e  i n t o  
c o n s i d e r a t i o n  t h a t  C a l i f o r n i a ' s  corporate t a x  r a t e s  w e r e  
d e v e l o p e d :  

o w i t h i n  a t a x  s t r u c t u r e  t h a t  is f u n d a m e n t a l l y  d i f f e r r n t  
t h a n  t h e  s t r u c t u r e  a t  t h e  federal l e v e l ,  a n d  

1 

0 w i t h i n  t h e  C a l i f o r n i a  Connt i t u t  iona l  mandate t h r r t  the 
State  h a v e  a y e a r - e n d  b a l a n c e d  b u d g e t .  

REVENUE IMPQCT OF CONFORMITY TO FEDERRL LRW 

T h e  d e v e l o p m e n t  o f  r e v e n u e  e s t i m a t e s  d e p e n d s  on  t h e  e x t e n t  t o  
w h i c h  e x i s t i n g  a p p r o p r i a t e  t a x  rates a re  m o d i f i e d  by l e g i s l a t i v e  
a c t i o n .  T h e r e f o r e ,  n o  r e v e n u e  e s t i m a t e s  c a n  b e  p r o v i d e d  a t  t h i s  
t i m e .  



Title V I C :  Corporate Taxation 

RCTION: REDUCE THE DIVIDEND RECEIVED DEDUCTION 

Qct Section 6 1  1 Confersnce Report Page 161 

Form 540 Line No. N/A Form 100 Line Nos- 0-37, 6-36 

CURRENT CGLIFORNIfi  L W  (Scc, 24402. 24410 & 24411) 

California dams not conform to federal lm because o f  fundrlnntrl 
differences in the two systems in determining what income ir 
subjhct to tax, 

The California law excludes from taxable ivrcome dividends which 
are paid out of income and which have been subject to either 
franchise tax, corporation income tax or gross premium tax 
imposed on insurance campanies by part 7 (commencing with Section 
12001) of the Revenue Taxation C d e  in the hands of t h e  prying 
corporat i on. 

R s  to 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 durinq the year which is deductible by 
recipient corporations. In making this computation, a formula is 
used, allocating within and without the State certain 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 Parmula, and gives information regarding the latest kncwn 
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 
corporat ions. 

For federal and state law, the intent of these provisicrns is to 
avoid double kaxation of corporation income at the corporate 
level, 

NEW FEDERqL LQW (Sec. 243-246B) 

The act  educes the 85 percent dividend received deduction to 80 
percent. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The provision is effective far dividends received or accrued on 
or after January 1, 1987. 



I 

REVENUE IMPRCT OF CONFORMITY TO FEDERX LF#I 

In using a unitary apportionment mmthod of deterwining its 
corporate tax base, which has recently been modified by SB B5 
(Chapter 660, State, 19861, Cali fornie has a funduaantally 
different corporate tax structure with its own unique treatment 
of both foreign and domestic source dividends. The fdmrrl 
dividend provision, therefore, is not diractly appl icablr to 
California and conformity to this it- cannot be rchievd without 
significant changes in the fundamental structure of  thm Bank and 
Corporation Tax L a w .  Flccardingly, no revenue estimate has tmen 
developed far this item. 



Tikle VIDE Corporation Taxation 

RCTION: REPERL THE DIVIDEND EXCLUSION FOR INDIVIDUQLS 

Ocf Sect i on 6 1  2 

Form 540 Line No. 1 4  

Conference R e p o r t  Page 1 6 2  

Form 100 Line No, N/R 

CURRENT CRLIFORNIR LCIW (Sec, 17144) 

California law specifically denies application of the fcdrrrl 
provission which grants the S100 exclusion to individual 
shareholders receiving dividends. 

NEW FEDERQL L W  (Sec, 116) 

The act repeals the dividend exclusion of $100 for individurls- 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The provision is effective for taxable years beginning on or 
after January 1, 1987- 

REVENUE IMPRCT OF CONFORMITY TD FEDERQL LGW 

No revenue i m p a c t ,  N e w  federal law conforms to existing 
Caxi fornia treatment, 



Title VIE: Corporate Taxation 

RCTION: RMEND THE PRCIVISION OF THE L R W  RELQTING TO 
EXTRRORDINQRY DIVIDENDS 

FIct Section 614 
-t 

Form 540 Line No. N / B  

Conference Report Page 163 

Form 100 Li nr No. 0-4 

Undrr currrnt California law, dividends rrscrivd by a corporation 
I are deducted f r o m  grass income ta the rxtmnt that they arm paid 

1 out of i n c m  subject to the Bank and Corporrtion Tax Law or 
I 

I 
gross premiums tax on insurance companies. 

Rn extraordinary dividend is one whose amount equals or exceeds 
1 0  percent of taxpayer9 5 adjusted basis in the stock 15 percent 
in the case of preferred stork), 

When stock is sold or or otherwise disposed of before it h a s  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 oP the dividend. Rlso, any nontaxable portion of the '1 dividend that is in e x c e s s  of the stock basis is treated as a 
gain from the sale or exchange o f  stock- 

In general, a distribution in redemption of s t o c k  which does not 
result in a meaningful reduction in the shareholder's 
proport ionate interest in the distribut inq corporation is 
considered to be essentially equivalent to a dividend and is 
treated as a dividend far tax purposes. However, apart from 
certain rases 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 o f  
the distributing corporation are not considered dividends if the 
recipient is a noncorporate shareholder, 

NEW FEDERFSL LRW (See. ' 1059) 

The act requires t h e  basis of stock held by a corporation m u s t  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 t w o  years before the date the 
dividend is declared agreed to, or announced - whichever data is 
earliest. R distribution that would otherwise constitute an 
extraordjnary dividend under the two-year rule described above 
will not be considered extraordinary if the distributee has held 

L/ the stcrck 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. 



If the aggregate nontaxable portions of extraordinary dividends 
exceed the shareholders basis, the extess 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 permits a taxpayer to 
measure the dividend by reference t o  the fair market value of the 
stock rather than its basis on the date btfora the ex-dividend 
date. 

The act also provides for a different treatment of dividends on 
certain qualifying preferred stock. Qualified dividends paid on 
prefmrred stock will not trigger basis reduction and the other 
rules for extraordinary dividends unless the corporrtr trxpaycr5s 
actual rate of return on the stock excnds 15 percent. ~ v m r ,  
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. 

Q preferred dividend qualifies for this exception if (1)  the 
underlying stock provides for fixed preferred dividends payable 
at least annually, and (2) the dividends are not in arrears when 
the taxpayer acquires the stock- 

"Octual rate of return1' 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 "extraordinary dividend" is expanded to 
include any distribution, without regard to the holding period 
for the stock o r  the relative size of the distribution, 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 regulations, the act does not apply to 
distributions between members of an affiliated group filing 
consolidated returns and to distributions that constitute 
qualifying dividends within the meaning of 243(b) (13, 

EFFECTIVE DRTE OF FEDERQL PRaVISIONS 

The act is generally effective for dividends declared after July 
IS, 1986. ~istributions covistituting extraordinary dividends by 
virtue of being a distribution in partial liquidation or a 
non-pro rata distribution are subject t o  the provision only if 
announced or declared after dctober 22, 1986, 



For purposes of the pre-existing rules for aggregation o f  
dividends, dividends declared after July 18, 1986, are not 
aggregated with dividends declared on or before that date. 

REVENUE IMPRCT O F  CONFORMITY TO FEDERRL LW 

This provision interacts with the dividends recwivmd dduction 
which has been excluded as a conformity issue due to California's 
fundamentally different corporate tax structure. Flcmrdingly, no 
revenue estimate has been developed for this provision. 



T i t l e  VIG: corporation  ana at ion 

GCTION: DENY fi DEDUCTION FOR PRYMENTS RELQTING TO 
REDEMPTION OF STOCK 

kt Section 613 Conference Rsport Page 1 6 8  

Form 540 Linc No- N/R Form 1 0 0  L i n e  No. 6-26 

CURRENT CCILIFORNIG L4W (See, 17270 b 24343) 

California has conformed t o  federal law when an exprnu may bm 
deductible from gross income if it is "ordinary and m s r a r y '  
and incurred during the taxable year in carrying an a trade or 
business, However, the cost of acquiring any asset w h w r  1 ife I 

extends substantially beyond the close of the taxable year is 
considered to be a capital expenditure and is not currently 
deductible. 

The pu~nehnse sf stock, including the repurchase by an issuing 
corporation of its own stock, is generally treated as a capital I 

transaction, that d w s  not give rise t o  a current deduction. The 
Supreme Court has held that the capitalization requirement 
extends to expenses such as legal, brokerage, and accounting fees 
incident t o  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 Manufacturinu Co, v. 
Commissioner, 355 F. 2nd 724), however, has been quest ioned, 

NEW FEDERRL LFIW (Sec, 162) 

The act denies a deduction for any amount paid or incurred by a 
carporation in connection with the redemption of its stock. 

The provision will not apply to (1) interest deductions allowable 
under section 169, (2) amounts constituting dividends within the 

I 

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. I 

- 

EFFECTIVE DFITE OF FEDERRL PROVISIONS 

The provision is effective fur amounts paid or incurred on or 
after March 1, 1986, 

REVENUE IMPACT OF CONFORMITY TO FEDERRL L F I W  

Based on a proration of the Joint Committee on Taxation's 
estimates for the nation, revenue gains under the Bank and 



Corporation Tax L a w  would be in the 6150,000 range4 annual ly. R 
proration factor of 4% was used which represents the general 
relationship between California's corporate tax collections and 
federal tax collections over the past f e w  years. 



T i t l e  VIH: Corparate Taxition 

QCTION: REVISE  THE THE RULES FOR CRRRYOVERS 
OF NET OPERRTIMG LOSSES QMD TBX CREDITS 

fict !Section 621 Conference Report Page 170 

Form 540 Line No, N/R Form 1 0 0  Line No. 6-26 

Before the 1954 Internal Revenue Code enacted Liectionr 381-383, 
care law determined in general that net operating loss drductions 
were only allowed to the corporations sustaining the lass with 
certain exceptions, The 1954 Internal Revenue Code providmd 
statutory rules t o  permit or require carryovers of various items 
t o  the successor corporation which results in the successor 
corporation stepping into 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" corporations 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 
it5 outstanding stock, and there has been a change in 
its trade or business, the net operating lass carryover 
may be disallowed in full. 

2 Where the change in ownership is due to a 
reorganization, the carryover may be disallowed in 
part. 

Due t o  the Libson Shops Inc. v. Kcrehler 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 1939 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, 353 U. S. 382). 

The Tax Reform Rct of 1976 was later drafted by the Senate 
Finance Committee, specifical ly stating that the Libson Shops 
case would no longer apply and substituting rules based on 
changes in stock ownership. The 1976 act amendments were to be 
effective in 1978, however since the art was a m a t t e r  of 



continuing controversy and perplexity, the operative date of the 
1976 k t  amendments were continuously delayed and therefore those 
amendments have never been allowed to become operative. 

Effective for taxable years beginning in 1984 and later years, 
California incorporated by reference the federal provisions 
allowing net operating loss carryovers (with certain very strict 
limftatiom) and also adopted the federal rules which rlininrte 
or reduce the availability of deductions for net operating losses 
on the successor's return when the loss was incurred by 8 

predecessor corporation. California specifically did not adopt 
the 1976 Tax Reform k t  amendments since thry uere not operative 
for federal purposes. 

CURRENT CRLIFORNIF) LQW (Sc. 24416. 24417. 24431.24591 thru 
24593) 

California has partially confomwed to fdcral law uhicb 
eliminates or reduces net operating loss carryovers in certain 
c i rcumst axes. 

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 loss corporation or certain tax-free 
reorganizations. 

In the case of a purchase (or other taxable acquisitions) 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 dm not receive stock representing 20 percent or more 
of the value of the acquiring corporation. 

Corporations that acquire property of another corporation 
primarily to evade or avoid taxes are disallowed all net 
operating losses under section 24431 of the Bank and Corporation 
1 aw. 

In addition to these limitations, California specifically limits 
the successor corporation's deduction for a predecessor 
corporation's net operating loss in the following manners 

In the case of an insolvency reorganization, where the assets of 
the corporation are transferred to another corporation pursuant 
to a court approved insolvency 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 
corporation, such exchange by the creditors are treated as a 
taxable purchase. When there is a taxable purchase, net 



operating losses and unused credit carryovers are generally 
1 imited, 

The availability of a carryover for a net operating loss in 
California is limited to the following qualified taxpayers: 

1. Taxpayer's engaged in a n e w  small business, 

2. Taxpayer'sengaged inqualified businesswithinr 
program area, 

3, Taxpayer's engaged in a trade or busimss 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 nsn s m a l l  
business or in the business of farming in California, the 
deduction for a net operating loss carryover is allowed only to 
the corporation incurring the net operating loss. 

In the case of a qualified taxpayer within a economic development 
program 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 FEDERRL LRW (Sec, 381 thru 383) 

The act retroactively repeals the 1976 Tax Reform Rct amendments 
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 NCtL 
carryforwards is annually 1 imited to the long-term tax-exempt 
federal bond rate times the value of the loss corporation's stock 
on the date of the ownership change. 

In addition, NOL carryforwards are disallowed entirely unless the 
loss corporation satisfies continuity-of-business enterprise 
requirements for the two-year period following any ownership 
change. The act also expands the scope of the special 
limitations t o  include built-in losses and allows loss 
corporations to take into account built-in gains. Numerous. 
technical changes and several ant i-avoidance rules are also 
included along with similar rules applicable to carryforwards 
other than net operating losses, such as, net capital losses and 
excess f orei qn tax crcd i t s. 

Ownership chanses 

In general, the act provides that there is an ownership change if 
immediately after any owner shift involving a 5-percent 
shareholder or any equity structure shift the percentage of the 
new loss corporation owned by any one or more 5 percent 



shareholders has increased by more than 50 percentage points 
relative to the lowest percentaqe of stock of the old loss 
corporation owned by those 5 percent shareholders at any time 
during the testing period (generally a three-year period). 

The act also provides that changes in the holding of certain 
preferred stock are disregarded in determining whether an 
ownershi p change occurred. 

Owner Sh i ft Involvi nn 5 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 purpows 
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 R, B and C each acquire 
one third of L stock. F1, B, and C each have become 5 percent 
shareholders of L and in the aggregate, hold 100 percent of L 
stock. Rccordingl y ,  an ownership change has occurred, because 
the percentage of L stock owned by the three 5 percent 
shareholders after the owner shift (100 percent 1 has increased by 
more than 50 percentage points over the lowest percentage of L 
stock owned by F1, B, and C and any time during the testinq period 
(0 percent prior to September 1, 1987). 

Eaui ty Structure Shift 

The act defines an equity structure shift as any tax-free 
reorganization within the meaning of section 368, other than a 
divisive reorganization or an "F" reorganization. In addition, 
to the extent provided in regulations, the term equity structure 
shift will include other transactions, such as public offerings 
not involving a 5 percent shareholder or taxable 
reorganization-type transactions (e-q,, mergers or other 
reorganization-type transactions that do not qualify for tan-free 
treatment due to the nature of the consideration or the failure 
to satisfy any of the requirements for a tax-free transaction). 

For purposes of determining whether an ownership change has 
occurred following an equity structure shift, the less than 5 
percent shareholders of each corporation is segregated and 
Created as a single, separate 5-percent shareholder- 

Example 2: 

On January 1, 1988, L corporation (a loss corporation) is merged 
into P corporation (not a loss corporation), with P surviving, 
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Both L and P are publicly traded corporations with no shareholder 
awning five percent or more of either corporation or the 
surviving corporation. In the merger, L 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 5 percent rharaholdrrs 
and are treated as a separate, single 5 percent shrreholdrr) 
after the equity structure shift (70%) has incrcrsd by marc than 
50 percentage paints over the lowest percentage of L stock ow- 
by such shareholder at any time during the testing period ( 0  
percent prior to the merger), 

Multiple Transactions 

The act provides that changes in cmncrrhip that occur by rearon 
of series of transaction including both owner shifts involving r 
S percent shareholder and q u i t y  structure shift may m n s t i t u t r  
an ownership change- In addition, in determining whether an 
ownership change has occur& as a result of a transaction or 
transactions fallowing 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 tiefore the 
acquisition, 

Example 3: 

The stock of L corporation and G corporation is widely held by 
the public; neither corporation has any shareholder owning as 
much as five percent of its stock. On January 1, 1988, 3, an 
individual, purchases 10 percent of L stock on the stock 
exchange. On July 1, 1988, L and G merge (in a tax-free 
transact ion), with L surviving, and G sharehalders receiving 49 
percent of L stock, 

The merger of L and G is an ownership change because, immediately 
after the merger, the percentage of stock owned by G shareholders 
(49 percent 1 and B 15.1 percent = .51 x .10) has increased by 
more than 50 percentage poi'nts over the lawest percent of L stock 
owned by such shareholders at any time during the testing period 
( O  percent prior to the stock purchase of B), 

Rttribution and nuareaation of Stock Ownership 

The act provides in determining an ownership change, the 
constructive ownership rules with several exceptions, are 
a p p l  i e d .  The rules attributing ownership from corporations to 
their shareholders9 are applied without regard to the extent s f  
the shareholders ownership in the corporation. Thus, any stock 
owned by a corporation is treated as being owned proportionately 
by its shareholders. Moreover, except as provided in 
regulations, any such stock attr-i buted t o  a corpor-at ion9 s 
shareholders is not treated as being held by such corpitt-at ion. 
Stock attributed from a partnership, estate o r x  trust sinlilarly is 
not treated a5 being held by such entity. 



In addition, the family attribution rules of section 318(a) and 
3184a) 45) (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 requlat ions, 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 also provided for ( 1 )  stack acquired by gift, 
separation, divorce, and death, (2) certain acquisitions of 
employer securities, (3) format ions of a holding company 
unaccompanied by a change in the beneficial ownership of the loss 
carparation, and (4) certain changes in percentages which are 
attributable to fluctuations in value, 

Three 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 str-ucture shift, 

The testing period for determining whether a second ownership 
chanqe has occurred does not begin before the day following the 
first ownership change. In addit ion, the testing period does not 
begin before the first day of the first taxable year- f r - o m  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 unrealized b u i l t  i n  loss. 

Value of Loss Corporation 

The act provides that the value of the loss carpor-ation is the 
fair market value of the corporation's stock (including preferred 
stock described in section 1504(a) ( 4 ) )  immediately before the 
ownership change. For redemptions which occur- i n  connect ictn with 
an ownership change either before or after the change, the value 
of the loss corporation is determined after taking the redemption 
into account. 

Lonq-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 between rates on long-term 
taxable and tax-exempt obligations, in effect for the month in 
which the chanqe date occurs or the two prior months. 

Continuity of Business Enterprise Reguirement 

The act provides that the continuity of business enterprise 
requirement wi 11 be the same. requirement that must b e  s a t  isf ied 
to qualify a transaction as a tax-free reorganizaticln under 



section 368- Under this requirement, a loss corporation (or a 
successor corporation) must either continue the old loss 
corporation's business or use a significant portion of the old 
loss corporat ion9 s assets in the business. 

Certain Capital Contribution Not Taken Into Rccount 

The act provides that any capital contribution that is made to a 
loss carporation 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 avoid the limitation. 

Reductian in Value for Corporations Havinn Substantial 
Nonbusiness Rssets 

The act provides that if at least one-third of the fair market 
value of a corporation' 5 assets consists of nonbusi ness assets, 
the value af 'the loss corporation, for purposes of determining 
the section 382 limitation, is reduced by the excess of the value 
of the nonbusiness assets over the portion of the corporation9s 
indebtedness attributable to such assets. 

The term "nonbusiness assets" includes any asset held fur 
investment, including cash and marketable stock or securities, 
Rssets held as an integral part of the conduct of a trade or 
business te. Q., assets funding reserves of an insurance company 
or similar assets of a bank) would nut be considered nonbusiness 
assets. In addition, stock or securities in a corpot-aticlrr that 
is at least 50 percent owned (vat ing power- and value) by a loss 

..*w 

corporation are not treated as nonbusiness assets. The portion 
of a corporat ion7 s indebtedness at tr-i but able ti1 nonbusiness 
assets is determined on the basis of the ratio of the value o f  
nonbusiness assets to the value of all the loss corporation9s 
assets. 

The act also provides that regulated investment companies, real 
estate investment trusts or a real estate mortgage pc~cll are not 
treated a5 having substantial nonbusiness assets, 

Special Rules for Built-in Gains and Losses 

In general, t'he act provides that if a loss corporation has a net ' - 
unrealized built-in gain, the net operating loss limitation for 
any taxable year ending wlthin the five-year recognition period 
is increased by the recognized built-in gain for the taxable 
year. 

However, the increased limitation for any recognition period 
taxable year is not to exceed the net unrealized built-in gain 
reduced by the recognized built-in gains for pr-ior years in the 
recogni t ion peri od, 



In the case where the loss corporation has a net unrealized 
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 sub~sct to limitations in the same manner as 
if the 1055 was a pre-change loss (e. q, , where taxable income is 
treated as having been first offset by the pre-change loss), 

buever, the recognized built-in loss for a taxable year eannot 
exceed the net unrealized built-in loss reduced by recognized 
built-in losses for prior taxable years ending in the recognition 
pcrriod. 

The act provides that in general, the special limitations do not 
mpply after any ownership change of a loss corporation if (1) 

I such corporation was under jurisdiction of a bankruptcy court in 
a Title 11 or similar case immediately before the ownership 
change, and (2) the corparation9s shareholders and creditors 
(determined immediately before the ownership change) own 50 
percent of the value and voting power of the loss corporation's 
stack immediately aFter the awnership 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 1 8  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 , 

1 , has at all times held the beneficial interest in the claim. 

If the exception for bankruptcy pr-oceedingc apply, the following 
special rules apply: 

(1) The pre-change losses and excess credits that may be 
carried to any taxable year ending a f t e r  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 lass corporation's pre-change NOL carryforwards arc 
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) Qfter an ownership change that qua1 ifies for the 
bankruptcy except ion, a second ownershi p change during 
the following two-year period will result in the 
elimination of  NOL carryforwards that arose before the 

. first ownership change, 



The act provides a special rule for certain financial 
institutions in the case of any ownership change involving a 
bankruptcy reerrganizatiow, The bankruptcy exception is applied 
in a modified version to qualified thrift reorganizations by 
rrquiring shareholders and creditors (including depositors) to 
ratrin 20 percent (rather than SO percent) .interest. 

Thc general bankruptcy rules that eliminate frwn the NOL 
carryforwards both interest deductions on debt that are converted 
a d  i n c o m e  that would be recognized under the principles of 
section 108(e) (10) (an exchange of stock for indebtedness) are 
not applicable to thrifts. Rs under present law, the deposits of 
the troubled thrift that become deposits in the acquiring 
~orporrtion are treated as stock. This rule also applies to 
ownership changes resulting frcun 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 section 383, relating to special limitations on 
unused business cred i t s and research cred i ts, excess f orei gn tax 
credits, and capital loss carry forwards, 

The act also expands the scope of section 383 to include passive 
actively losses and credits and minimum tax credits. 

Rnti-Qbuse Rules 

The act does nut alter the continuing application of section 269, 
relating to acquisitions made to evade or avoid taxes as under 
present law. The act intents that the Libson Shops doctrine will 
have no application to transactions subject to the provisions mP 
the act. 

EFFECTIVE DQTE OF FEDERRL PROVISIDNS 

The act generally applies t m  ownership changes that occur on or 
after January 1, 1987- 

In the case of equity structure shifts, the new rules apply to 
reorganizations pursuant to plans adopted on or after January 1, 
1987. 

The earliest testing perid begins on May 6, 1986. If an 
ownership change occurs after May 5, 1986, but before January 1, 
1987, and sectian 382 and 383 (as amended by the act) do not 
apply, then the earliest testing date will not begin before the 
First day immediately after such owner-shi p change. 



In the case of a reorganization that occurs as part o f  a Title 11 
or other court-supervised proceeding, the amendments do not apply 
to any ownership change resulting from such a reorganization or 
p r m d i n g  if a petition in such case was filed with the court 
before Rugust 14, 1986. 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

Thr Joint Committee on Taxation (JCT) has estimated very modest - net revenue gains to the nation from these corporate NOL-related 
provisions (less than !&SO million annually). Since under 
California law NOL carryover deductions are allowed in only very 
limited cases, any revenue gains under the Bank and Corporation 
Tax Law from conformity would be minimal. 
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S I d  on a S u m  Court d e i s i o n  iGb)?l)ral Utilities and 
Operating Co. V. Helvering, 29G U.S. 2QO 19551, the [kmrrl 
Utilities rule was created to parnit nom-scognition of grin by 
corporations on certain distributions of rppracirttd provrty to 
their shareholders end on certain liquidating sales of property. 

Through the years the t m m  "General Utilities Rule" has bhcn u d  
in a broader seme t o  refer t o  the nonrtcognition treatmeant 
accorded in certain situations t o  liquidations as well as 
m l  iquidae ion distribut ions to shar&olders and t o  liquidat inp 
s a  1 e5. 

CURRENT CRLIFORNIR L Q W  (Sec. 24481-24483.5, 2451 1, 24512-24517, & 
94519) 

Califonvia is generally conformed t o  federal law with respect t o  
treatment of liquidating sales and distributions. 

4 ,,. 

W e r  general principles of corporate taxation, gain from sales 
o f  appreciated property is taxed twice, first t o  the corporation 
when the sale occurs, and again t o  the shareholders when t h e  m t  
proceeds are distributed as dividends, However, if a transact ion 
qualifies under the General Utilities rule gain is not recognized 
when a corporation sells or distributes its assets in a 
liquidation or certain "deemed" liquidation sale transactions 
following a purchase of a controlling interest in one corporation 
by another. 

R corporation may also be entitled t o  nonrecognition on a 
nonliquidating distribution if it relates t o  stock held hy r 
long--term noncorporate shareholder owning ten percent or mwr of 
the rerpcwat ionv s outstanding stock (qua1 if itd stock). 1- 

Rpplicaticrn of the Gepleral Utilities rule is limited by 0th- 
statutory provisions which require recognition of gain on 
corporate liquidatims under the tax benefit doctrine, and 
collapsible corporation provisions. For federal purposes, the 
General Utilities rule is also limited by recapture rules which 
are designed to convert the nonrecugnitiorr of capital gains into 
ordinary income. The depreciation recapture rules have not been 



incorporated into the Bank and Corporation Tax Law since no 
distinction is made between ordinary gain and capital gain. 

The Bank and Corporation Tax Law dues nat recognize Subchaptar S 
~ p O P % t  ions. kcczrdingly, CIl ifornia taxes Subchaptbr fS 
corporations at both the corporate and the rhrr&older Iwal, 
nhcreas the federal g w a r m n t  taxes at the shareholder lhvrl 
only. 

The act repeals the General Utilities doctrim. 

The act provides in general that gain or lor% is t o  be rlscognizd 
t o  a corporation on a distribution of its lproprrty in CotSpl&r 
liquidation, re if it had sold t h e  proper ty  at fair u r k c t  value. 

Neither gain nor lass is recognized, however, with rerphcrt to m y  
distribution of property by a corporation t o  the e x t m t  t h h  is 
nonrecmgnit ion of gairi or loss to the recipient under the 
tax-free reorganization provisions of the code- 

Limitation on the Recosnition of Losses 

The act provides that no loss will be recognized by a liquidating 
corporation with respect t o  any distribution of property t o  r 

j related p e r s m  {within the meaning of 2671, unless the m - y  
is distributed to all shareholders on a pro rats basis and the 
property was not acquired by the liquidating corporation in a 
transfer to a corporation controlled (comnonly known as r suction 
3!51 transact ion) by the transferor or as a corrtri but ion t o  
capital during t h e  five years preceding the distribution. 

special rule is provided for certain property acquired in 
certain carryover basis transact ion w h e m  the principal purpose 
af the contribution of property t o  a corporation in advance of 
its liquidation is t o  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 acquiwd by 
such corporation in a section 351 transaction or as a 
cwltribution t o  capital will be reduced, but mot  below 2-0, by 
the e x w s  of the basis of the property on the date of 
cwrtributiom wer 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 
cpntributior? to capital within t h e  two-year period prior t o  tha 
adoption of a plan t o  complete liquidation t o r  thcrrafter) has 
such e primipal purpose. 

The Secretary may also prescribe regulations under which, in 
lieu, of disallowing a loss for e prior taxable year, the 

-' ) liquidetir~gcorporationnayrccapturethedisallared l o s s b y  
inrreasirrg gross income on the tax return for the taxable year in 
which, such plan of liquidation if adopted. 



In the case of a coaplrtc liquidation of a subsidiary (section 
332 liquidation) a special rule is provided w h e w  no Iws will be 
recognized t o  the liquidating corporation on any distribution. 

Ccwn~lete, Li~uidation o f  a Subsidiarv (Section 332 liauidatictn) 

The act prwidrs that no gain or loss nil 1 be recognized t o  tha 
liquidating corporation far tramsf- of prcrprrty mithin r n  
affiliated group in a complete liquidation. This mcsption is 
also modified for complete liquidations in uhich rn 80 parccnt 
corporation receives property nith a carryover basis, to provide 
nomvccltgnition of pain or loss nith m p e c t  t o  any property 
actually distributed t o  the cantrolling corporate rhrrcholdrr 
<rather than a pro rsta share of each gain or lord. 

In the case of a minority shareholder receiving proprrty in such 
a liquidation, the distribution is treated re r nonliquidrting 
distribution where gain (but not loss) is recognized by the 
distributing carporat ion. 

In the case that a shareholder is a tax-mmqtt organization, 
(other than a farmersT cooperative) the organization may 
recognize gain under the exception far 80 -cent corporate 
shareholder unless the property received in the distribution is 
used by the organizat i m  in an unrelated trade or business 
immediately after the distribution. Once the property is u d  in 
a related trade ar business of the organization acquiring the 
property, the organizatiorr will will be taxed st that t i w  tin 
addition t o  any other tax imposed, for example, cn? depreciation 
recaptut-e) on the lesser of I l l  the built in gain in the property 
at &he time of the distribution, ar I 2 3  the difference between 
the, adjusted basis of the property and its fair market value at 
the time of the cessation. 

Ira the ease that the controlling corporate shareholder is a 
forei grr corporatiorr, except as provided in regulations, the 
norrecognition of gain or lo55 exception pursuant t o  a 332 
cwnplete liquidation of subsidiary doe5 not apply. 

The Secretary will prescribe regulations to carry out the 
purposes of the amendments by the Tan Rkform k t  of 1906 
including (1) regulations t o  ensure that the purpose of'the maw 
provisions is not circurnver~ted through use of other provisions, 
including the cansol idated return regulations or the tax-free 
reorqarri zat iorr provi siorrs, and (2) regulat iurrs prcrvidirrq for 
appropriate coordination of the provisions of this section with 
the provisions of this title relating tc~ taxation of foreign 
corporat icms and their shareholders. 

Nonl iauidatins Uistri but iccns of Flppreciated Prccpertv 

The act generally carrf arms the treatrflerrt of rtorrl iquidat i r ~ g  
distributiorrs with liquidatirrq distributiuns by prc'vidirtg that 
gain must generally be recognized to a distributing cu rpa ra t  ion 
if appreciated property (other than arr clbl i gat i rlrl cr f  t h e  



rorporetiorr) is distributed to the shareholder c~ut side of 
complete liquidat ion. 

The act also repeals the present law exception that a corporation 
m y  be entitled to nonrecognition of gain on a nonliquidatirrg 
distri but ions to ten percent, long-term noncorporate 
shareholders, and for certain distri but iorts of property irl 
cornmetion with the paymewt of estate taxes &- in connection with 
certain redemptions of private foundat ion stock. 

Conv~rsion from C corporation to S cornorat ion 

The act nrodifies the treatment of an S corporation that was 
formerly C corporation by imposing a corporate-level tax on any 
pain 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 S electiorc took effect. The gain 
will be taxed at the maximum corporate rate applicable to the 
lesser of (1) recognized built-in gains (to the extent the fair 
market value of assets exceed the aggregate adjusted basis of 
such assets) of the S corporation for the taxable year or (2) the 
amount which would be the taxable income of the corporation if 
such corporation Here not an S corpurat ion. 

In addition, gains 071 sales or distributions of assets by the S 
corporation will be presurned to be built-in gains, except to the 
extent the taxpayer can establish that the appreciation accrued 
after the conversiori, such as where the asset was acquired by the 
corpora ti or^ in a taxable acqui5ition after the corrversior~. 

Corporations will be allowed to continue to take irrtcl account all 
of its subchapter C tax attributes in cornputirrg! the arncur~t of the 
tax on recognized built-in gains permitting it, fctr example, tu 
use unexpired ret operating losses, capital loss carrycwers, and 
minimum tax carryover credits to offset such tax. 

Election to Treat Sales or Distributions of Certain Subsidiary 
Stock as Rsset Transfers 

R corporation which owns 80 percent of the value and voting power 
of the subsidiary and sells, exchanges, or distributes all o f  
such 5twk, may elect to treat such transaction as a disposition 
of all of the assets of the other corporation and nu gain or loss 
will be recognized. 

EFFECTIVE DFITE OF FEDERFIL PROVISIONS 

The act will apply to any distribution in cornplete liquidation 
and any sale or exchange, made by a corporaticln after July 
31,1986 unless (1) the corporation is completely liquidated 
before January 1, 1987, (2) a deerned 1 iquidatiurr pursuant to a 
sectidn 338 election where the acquisitior~ date (the first date 
on which there is a qualified stuck purchase under section 5382 
occurs before January 1, 1987, and (3) arty distribut ior~ (nut irl 
complete liquidation) made or, or after Jarruary i, 1'387. 



Built-in Gains of S Corporation 

The act will generally be effective with respect to S elections 
made on or after January 1, 1987 and will not apply to S 
elections made before January 1, 1987. 

Exch~tions Far Certain Plans of Lipuidations and Bindinq 
Cantrrds 

Ths act will not apply to il) a liquidation made pursuant to a 
plan o f  liquidation adopted before august 1, 1986, that is 
eomplately liquidated before January 1, 1988, (2) a liquidation 
if 50 percent or more t o  the vot i n n  stock by value of such 
corporation is acquired an ar after Flugust I, 1966, pursuawt to a 
written binding contract in effect before such date and if such 
corporation is completely liquidated befare January 1, I-, (3) 
a liquidation of a corporation if substantially all of the assets 
of such corporation are sold on or after august 1, 1'386, pursuant 
t o  1 or more written binding contracts in effect before such date 
r r rd  if su& corporation is completely liquidated before January 
1, 1988, ( 4 )  a deemed liquidation under section 338, of a 
m p o r a t  i o n  far which a qualified stock purchase under sect ion 
338 firrt occurs on or after Rugust 1, 1986, pursuant to a 
written binding contract in effect before Rugust 1, 1'386, 
provided the sect ion 338 acquisit iort date occurs before January 
1, 1988, 

Transitional Rule for Certain Closely Held Corporations 

The act provides for a transition rule for srnall closely held 
e o y e r a t i m s  which would be entitled to complete relief from 
k o g n i t  ion of gain on larrg-term capital gain property or1 
liquidat ions before January 1, 1983. 

Such corporations are those not exceeding 65 mill ion in value and 
w e  than 56 percent of whose stock is owned directly or 
indirectly for a substantial period by rlo more than 10 
individuals who have held their stock fur five years or longer. 
Relief phases out for such closely held corporatiorr with value 
brstween 95 and 910 million. 

REVENUE IMPRCT OF COMFDRMITY T O  FEDERRL LFIW 

Based on a praratian of the Joint Committee on Taxation's 
estimate for the nation, revenue gains under the Bank and 
Corporation Tax Law would be in the 98 mill ion range for 1987-88 
and in the +15 million range for 1388-89. FI proratian factor of 
4 percent was used which represents the general relationship 
b e t w e e n  California' s corporate tax effort and the federal tax 
e f f h  wer the past few years. 
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California has g e n e r a l l y  conformed t o  the f e d e r a l  l a w  i n  
d r t r r r n i n i n g  t h e  amount of a p u r c h a s e  price allocated t o  v a r i o u e  
assat r. 

M e r  c u r r e n t  C a l i f u r n i a  l a w ,  a t a x p a y e r  is r e q u i r e d  t o  allocate 
t h e  p u r c h a s e  p r i c e  of a g o i n g  b u s i n e s s  among t h e  assets for t a x  
purposes. Bcrth t h e  b u y e r  a n d  seller u s u a l l y  a g r e e  t o  a s p e c i f i c  
a l l o c a t i o n .  Honcver, t h e r e  is n o  provis ic l r r  i n  t h e  l a w  t h a t  
r r q u i r e s  t h a t  t h e  cantract ag reemen t  show how much of t h e  
p u r c h a s e  price w a s  a l l o c a t e d  tct e a c h  asset. The  c o r r t r a c t  
agreement  may s imp ly  i n d i c a t e  t h e  t o t a l  p u r c h a s e  p r i c e .  

When a going b u s i n e s s  is s o l d  f o r  a lump-surn amount ,  t h e  b u y e r  
and  seller m u s t  each  a l locate  t h e  p u r c h a s e  p r i c e  among the assets 
for  t a n  pu rposes .  

Two methods  used  t o  v a l u e  g o o d w i l l  and  g o i n g  c o n c e r n  v a l u e  are  
t h e  r e s i d u a l  and forrnula  methods.  

Under t h e  r e s i d u a l  method,  t h e  goodwi 1 1  t o r  g o i r ~ g  corrcerrr v a l u e )  
is t h e  excess of t h e  p u r c h a s e  p r i c e  o v e r  t h e  f a i r  rnarket  v a l u e  of 
t h e  t a n g i b l e  and i n t a n g i b l e  assets. 

Under t h e  f o r m u l a  method, a t a x p a y e r  t a k e s  t h e  p o s i t i o n  t h a t  
h e / s h e  is e n t i t l e d  t o  a l locate  t h e  amount i n  excess of t h e  f a i r  
marke t  v a l u e  t o  the b a s i s  of e a c h  of t h e  i r r d i v i d u a l  assets,  
r a t h e r  t h a n  t r e a t i n g  t h e  excess a s  g o o d w i l l  c c  g o i n g  c o n c e r n  
v a l  UP. 

Under the proposed  and t e m p o r a r y  R e g u l a t i o n  1.338 t b )  -2T, i t  is 
manda tory  t h a t  t h e  r e s i d u a l  method of a l l o c a t i o n  b e  u s e d  i n  
d e t e r m i n i n g  t h e  b a s i s  of assets a c q u i r e d  i n  a q u a l i f i e d  s t o c k  
purchase .  

Based on Revenue R u l i n g  68-609, t h e  f o r m u l a  method is an 
a p p r o p r i a t e  method o n l y  when t h e r e  is no  b e t t e r  e v i d e n c e  of a 
v a l u e  for  g o o d w i l l  and go inG c o n c e r n  v a l u e .  



The act requires that bcrth buyer arid seller must use the residual 
method as described in Regulation 338ib l t5 )  in the case of any 
t ~ a n s f w  sf assets constituting a business in which the 
transferee's basis is determined who1 ly by reference to the 
purchase price paid for assets. 

Thr bill also authorizes the Treasury Department to requit- 
infornation reporting by the parties to an applicable asset 
acquisition, 

The provision is effective for transact ions after May 6, 1986, 
urrlers pursuarrt to a binding contract in  effect on that date and 
at all times thereafter. 

REVENUE IFIPRCT OF CUNFORtrllTY TO FEDERQL LFItl 

Based on a proration of national estimates prepared by the Joint 
C o r m i t t e e  on Taxation, the relative state tax impact under 
conformity would &e r-evenue gains irr the 9900,000 range for 
1987-88 and ?)4W,Q60 range for 1 9 8 8 - B 9  under the Personal Income 
T a x  L a w .  Estimated revenue gains under the Bank and Corporatiorr 
Tax L a w  are in the 92 rnillior~ range fur both 1987-88 and 1988-89. 

The PIT proration (4 .2%) reflects the Policy Economics Groupys 
state estimates relative to the nation for selected provisions 
analyzed. The Policy Econmnics Group did not specifically 
eet,i.wate this provision. Regardirrq the B&CTL prorat ion of 4%, 
thld' factor represents the general relationship between 
California's corporate tax collectior~s and federal tax 
eol lect ions over the past f e w  years. 

This provision would result in revenue gains due tu the 
curtailment of deliberate asset-value allocations between buyers 
and seller5 that result in the rninirnization of tax liabilities. 
Purchase price allocations are particularly contrcwersial with 
regard to the assignment of goodwi 11 and going cortcerrl value. 



Tit le VIL: Corporate Taxat ion 

QCTIOM: REVISE THE RELFlTED FWRTY DEFINITION 

F o m  540 Line No. 17 

Conference Report Page 21 O 

Form 100 L i m  No. G-9 

CURRENT CYLIFORNIFI LFSW (Set. 17551 and 24667) 

California law has conformed to fsderal law in denying the 
imtrllnnnt sales method for gain on the sale of depreciable 
proprrty bat~ehn related parties unless it is established that 
the principle purpose for the disposition was not tax avoidance. 

Related parties for this purpose includes a persort and all 
entities which are 80 percent owned directly or indirectly, with 
respect to that person, California has conformed to the specific 
attribution rules Chat apply under 1233<c) (2). 

NEW FEDERCIL LAW {Sec. 453 and 1239) 

The aet modifies the rules that limit installment sales 
treatmmt and capital gain treatment an certain sales between 
related parties. 

The definition of related parties is expanded to include (1) two 
corporat ion5 which are members o f  the same corrtrol led group, (2) 
a corporation and a partnership, (3) two "S" Corporations, arrd 
<4) an "S" Corporation and a "C" Corporation so tha t  persons and 
b i t  ies with more than 50 percent relat iunships are covered 
(rather than 80 percent). California has adopted the special 
rules for pass--through ent it ies and control led groups which were 
enacted by the Tax Reform F)ct of 1364, except fclr federal rules 
that apply to S Corporatior~s. This act also provides that the 
specific attribution and relationship rules under l239(c) ( 2 1  will 
no longer apply. Irrstead constructive ownership will be 
determined in accordance with rules under section 267 (c) that 
apply  to limit losses on sales between related parties. 

Instcad of denying deferred income treatment to the seller where 
the fair mmrket value of contingent payments cannot be reasonable 
detm-mirmi, the act requires ratable basis recovery by the seller 
rrd dmihs m increase? in the purchaser's basis until the seller 
recognize the income. 

EFFECTIVE MTE oF FEDERAL PfKWISIDNS 

The act applies to sales after October 22, 1966, except for 
binding contracts which were in effect on Rugust 14, 1986, and at 
all times thereafter. 



REUENUE I M M T  QF CONFORMITY TO FEDERFH- LFHJ 

The Joirrt Committee on Taxation estimates revenue gains of  only 
a5 million rnnuelly from this corporate provision for the nation- 
Bawd om this low level of impact for the nation, ~ o u r f ~ m i t y  
would m u l t  in minor revenue gains annually in the $2OO,OOO 
r m g r .  Ho maningful impact is expected under the Personal 
1- Tax haw.  



', T i t l r  VIM: Corporate T a x a t i o n  

RCTION: TREFIT SPECIFIED BOND PREMIUMS C)S INTEREST 

k t  Srction 643 Conference Report Page 2 1  1 

F o r m  100 Lime No. 6-1B 

California l a w  h a s  conformed t o  f e d w a l  law with respect t o  a 
deduction for amortization of prcmiums on taxable bonds ormcd by 
the t r x p y w .  

h rnortizable bond premium exists where a taxpayer buys a 

I t m e b l r  bond for more than the face value and elects t o  amortize 
the premium. T h e  arnount of the excess is allowed a s  a deduction 
over the wmaining term of the bond, gereral ly offsetting 
interest incane an the bond. Such an election applies t o  all 
taxable bonds held by the taxpayer at the beginnirrg of t h e  first 
taxable or income year t o  which the election applies and to all 
bods acquirrd by the taxpayer in subsequent years. 

> N E W  FED€- LW (See- 171) 
/ 

The ret m u i r e s  amortizable bond premium deduct ions t o  be 
treated as imterest, except a s  otherwise provided in  regulations. 
Thus, bond premium will be treated a 5  interest for purposes of 
applying the investment interest l imitations. 

In addition, the Sercretary of Treasury will revoke all elections 
I 

which were in effect art October 22, 1986 a s  they relate t o  trorrds 
i s s u e d  rftar that date. 

WFECTIVE DRTE Cbf FEDERflL PROVISIONS 
I 

The act is effective for obligatiorrs acquired af ter  October 22, 
1986- For taxpayers who have already elected to arnartize bond 
prrriun, ruch election shall apply t u  obligations issued after . 
October 22, 1986, only i f  the taxpayer chooses such application. 

REVENUE I W P K T  OF CONFORMlTY TO FEDERFIL L M  

It does not appear that this provision would significantly change 
tax liabilities of affected parties, if at all, in comparison 

I 

w i t h  c u e  law treatment of such bond premium payments. I 



T i t l r  V I N t  Corporate Taxation 

fiCTfON: MODIFIES INTEREST FIND PROPERTY T n X  BEMICTIhaNS 
W TEWRIT-STOCKHOLDERS IN F1 COOPERFITIVE 
HOUSING CORPORQTION 

k t  M i o n  644 

Forr 540 Lime No. 47 

Conference Report Page 212 

Form 100 Lime NO. G-26 

J%wronrl T m c c m c  Tax <Sections 17201 a d  1722'5) 

Conforms t o  federal law generally, but providw a special rule 
for - t r i m  cases where there has been a separate appraisal of 
ind iv i dua l  units. 

Bank and Corporatian Tax (Section 24302) 

Conforms to federal law. FI lending institution acquiring 
-ship of an interest in a cooperative housing corporation by 
f-losurv is allowed, for a p e r i d  of up to three years from 
the date of acquisition, to deduct its proportionate share of the 
-perat i v e q  5 r e a l  estate taxes and, ircterest. Otherwise, the 
deeluction is limited to individuals. 

OLD FEDERFK, LFIW (Section 216) 

The tenant-stockholder' 5 proport ionate share of the cooperativeT s 
interest and real estate taxes was based on the proportion of the 
cooperative's total outstanding stock held by the 
tenant-stockhel der. Tenant -stackhol ders were genera 1 l y l irni ted 
to individuals. 

Undrr H.R. 3838, cooperative housing corporations that charge 
tmpnt-stuzkholdcrs with a port ion o-f the cooperat iveq 5 interest 
or t a x e s  in a m a n n e r  that reasamably reflects the cost to the 
cooprrrtive o f  the interest or taw- allocable to each 
tmant-storkholder's dwelling unit, may elect to have the 
tmrnt-stockhol ders deduct for income tax purposes the separately 
a1 located amounts (rather than amaunts based on proport ionate 
ownawhip  of shams of the cooperative). 

In addition, the tan treatment accorded individuals who are 
tanant-stockholders is extended to corporat i oms, trusts, and 
other entities %hat are stockholders. 



In addition, asrintmance and lea- expenses are disallowed where 
'\ payments by tenant -stockholders are a1 lacable to amounts properly 

chargeable to the capital srccourrk of the cooperative. 

F)pplicrblc to taxable years beginning on or a f te r  January I ,  
1987. 

f h r  Joint W i t t ~  on T a x a t i o n  estimates revenue lasses far the 
nation of less than +5 million mnually. Based on this l w  l w c l  
of i m p a c t  for the nation, conformity would result in minor 
r r v m e  lor- annually o f  probably less than S200,000. 



Title V I O I  Corporate Taxation 

CICTIONP MODTFIES REQUIREMENTS FOR QUClLIFICRTION FlND 
TQXRTION OF R E I T s  

Fkrt S.Urtions 661-669 Canf-e Report Page 214 

Forw 540 L i m  No. 1 4  Form tOO Line No. G-6 

California has & in confomity with federal law regarding the 
rrcognition rrrd t a x  treat- of real estate irwestmmrt trusts 
(REIT). CI REIT is r corporation, trust, or association that 
r ~ i r l i z r s  in investments in real estate and mortgages and is 
S U ~ J &  to splcifie requirements related to shareholder 
divnrificrtion, sources of income, nature of assets, and 
distribution of incofte, I 

Income mrrmd by a REIT must be passive, i. e, from real estate 
invmatmmmte rather than frc#r, incme earned in the operat ion of an 
rctivc b u s i m s  involving real estate, fi REIT that distributes 
at lmrrt 95% of its taxable income to investors is allowed a 
dmduction for distributions to its shareholders and thus is 
trxrble rt the regular corporation rate only m retained 

I 
rarnings, 

Under federal law, a REIT nay elect to pay capital gains 
dividends to its shareholders which are t h w ~  treated as lonq-term 
capital gains. Under California law, such gains are taxed ta the 
rhrreholdrr as ordinary income, 

Fhde~al law i m p o m  a 1 0 0  percent tax an net income from 
prohibitrd transactions. In general, a prohibited transaction is 
the sale of property held primarily for sale in the ordinary 
course of business. fi safe harbor is provided for property held 
by the W I T  for at least four years if aggregate expenditures 
<includible in basis) during the last four years do not exceed 20 
p n r r w t  sf the sellinq price o f  the property and the sale is one 
of m t  abew than five sales during the taxable year. 

N E W  F W E M L  L W  (Set. 856, 857, 4981. 6697) 

# m y  of thr pvvrvislons relating ta the requirements for 
qurlifier&im ro and the taxation of REITTs are modified. These 
arwxlifiee.ticsrer -late to the inccsme and asset requirements for 
qualif ica.tion, the definition of rents and interest, distribution 
~uquimmerr?%s, the treatment of capital gains, prohibited 
transact ims, and certain other provisions. 

Gmmrally, RElTs are not permitted to be closely held and must 
have a minimum of 100 shareholders. Since this is a rather 



difficult standard for r m l y  forrnd REIT to meet, the n e w  law 
mrkrr the c l m l y  held t-equiwment inapplicable during the first 
tax year for &ti& a REIT election is made. 

With w g r r d  to a m u n t s  received by a REIT  in connection with the 
k 8 1  of property, sewicsrs that may be prwided by the R E I T  
i t u l f  r w  t h o u  uhict, m u l d  not rersult irr the receipt 
of munrtlrtd busimerr i-'' by an exempt organization. 
P r y m h s  rrcrivrd for such w v i c a r  by the R E I T  would qualify as 
rvrvtr fm rrml propm-ty and would not constitute a prohibited 
trrmrct.ion, 

S1ncr r REIT rust distribute its incorm c u m l y  in cash, the 
m i p t  of d m  i- cm put the REIT in a cash bind. Under 
t h e  nm law, the minimum u o u n t  r E I T  is rrquird t a  distributr 
t o  sharmholdrrr is m ) u d  by the rnrourrk of three kinds of i- 

I that m u l d  not otherwise be recognized under the REIT'S -1 
accounting nathod. T h m  amounts are (1 ) Sect ion 467 deferred 

l v l r t r g  (2) original issue, discount that the REIT is required to 
accrue with respect t o  a Section 1274 loan, and (3) mertain 
i- arising from the disposition of a real estate asset. The 
minimum distribution is reduced by the amount of the sum of these 
itmas rncrcding !5% of the REIT 'S  taxable income d e t e r m i d  
without w g r r d  to the dividends paid deduction and net capital 
prim. 

'i 
To bm drductrd in the current taxable year, distributions by 
REITS have to be declared by December 31 of the current 
calendar year and paid beforr! February 1, rather than declared 
beforr the due date of the return and reported by shareholde~s irr 
the follouing year. 

nondeductible excise tax is imposed which is equal tc, 4% of the 
Qxctsr, if any, of the "required distribution", over the amount 
distributed. This replaces the fommer 3% exc ise  tax on 
undistributed income. 

In determining the maximum amount of capital gains dividends that 
a REXT can pay for a taxable year, a REIT cannot offset its net 
capital gain with any net operating loss. Tu the extent t h e  REIT 
mlrctr to pay capital gains dividends in excess of its net 
incorr, thr REIT can increase C h e  amount of it5 NM, carryover by 
much rr*ount. 

Qn r l t m a t i v e  safer harbor rule is provided whereby a R E I T  can 
h k e  m y  nunkrr of -1- during a taxable year a5 lonu as the 
adjusted brsia of the property sold does nat e n c e e d  10% of the 
rd3ustrd basis of all of the REIT'S assets rt the beginning of  
the REIT'S trxrble year. The value of improvements a R E I T  can 
make without resulting in a prohibited transaction is i n m a s e d  
from 20% t o  30% of the propertyT s adjusted basis. 

! i 
w 



CTIVE M T E  OF FED€RAL PROVISIONS 

Provisions arm effective with taxab lm years b e g i m i n g  on and 
rfter Jmnurry 1, 1987. 

B a w d  on pwn,ations of national estimates prvplrtd by the Joint 
m i t t -  a Tmrtion, the r c r l a t i v e  fiscal impact under state 
conformity would k rrvrnue grim in the a1 million range for  
1966-87, in the S2'00,000 range for 1-7-08, rnd less than 
*100,000 for iPB8-89. There m a n u &  gains reould occur undsl- the 
PITL. The 3-47 rstirwrte reflects rccrlerated estimated tax 
paynmtr by rhrvvholdrw which will occur under the new calandrr 
y m m v  d~clrrmtion r r q u i m  for REITTs. Thr prmation 
p r r c r n t r p r  to Californir (4. t%) ruprrrents the Policy Economies9 
Broup California -timat- relative to the nation for tho- 
p ~ w i s i o m  rnalyzd, The Policy EconomicsT Group did not 
rprcificrlly estimate this provi~ion. 

Since California has elected p~ezviously to permit fE17 sitatus 
undm forrrr federal rules, it is consistent t a x  pol icy to vermin 
in conformity to eliminate taxpayer confusion and administrative 
buvdms associated with a different set of rules. 



T i t l e  V I P P  Corporate T a n r t  ion; Murtgaged-Backed , 
Secur i t ies 

OCT I ON I CREfiTES REMICS (REGL ESTRTE MORTGRGE 
INVESTMENT CONDUITS) 

+ k t  k t  ion 671-674 Conferrnce Rrport Pmge 222 
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kk s w i r l  t r x  rulrs arm applied t o  entities that hold a f i n d  
pool of nortprges and issue multiple classes of interests in 
i t u l f  to invrstorr. Consequent ly, income from m r t  gaged-batcksd 
wcuriti- may k subject t o  more than one level o f  taxation 
dhprndinq upon whether the int-diary entity is treated as a 
rrontrnablr conduit (partnership), partially taxable entity 
itrust), or fully taxable entity <corporation). 

&W FED€- LFIW (SIPS. 856. 860FI-86OG. 1272. 6049. 7701 ). 

I 

I The nan law creates a rpecial tax vehicle for entities which 
' issue multiple classes of investor intersts backed by a pool o f  
' . &gages. The n e w  vehicle is called t h e  Real Estate Mortgage 

Invrstment C d u i t  tREMIC), which, as its name implies, is 
pencrally a conduit entity for tax purposes. There are complex 
rultr covmring qualificatiori as a REMIC, and transfers t o  and 
liquidations o f  the entity. There are two tiers of ownership 
intamemtr in R E M I C s  and each is taxed differently. 

The %#IC is intended to be the exclusive vehicle for issuing 
aultiplm-class h g a g a - b a c k e d  securities. Result: If the 
qualf iicrt ion rrquirernents are met, any corporate, partnership, 
trust, or similar entity is granted pass-thraugh REMIC status, 

Provirionr are generally effective with taxable years begiming 
on or after January 1, 1987. OID rules apply t o  debt 

I instruments isrued after December 31, 1986, 

~ REVENUE IMPCn=T OF CONFORMITY TO FEDERFIL LW 

Bmwd on r proration of the Joint Committee a n  Taxat ion's 
~ t i o n a l  rstimates, the relative California impact under 
conformity mould be w v e n u e  losses under the Bank and Corporation 
Tax L a w  in thm 9900,000 range for 1987-88 and in the 61.5 million 
range for 1988-89. This revenue loss occurs large1 y from the 

: elimination of double taxation of the entity and shareholder. f7 
-J 

proration factor o f  4 percent was used which represer~ts the 

I 
general relationship between California's corporate tax 



collrcfiom and frdmrrl corporate tax collections aver the past 
fm years. 

JFIX POLICY I s s E S  

SprcirP t a x  rules arm hstablished under fcderel law pertaining to 
t h m  irlrurnce of multiple class, wtgage-backad securities. 
Sinca thaw r p e c i r l i x d  invastmcmt activities will have to comply 
w i t h  mm fdursl rulrr, G a x p y e ~  m f u s i o n  and administrative 
burdrm will rrrult if California does not conform. 



Title V I Q :  Corporate Provisions 

n C T I O N :  CHRNGES O U Q L I F I C R T I O N  RULES RND IMPOSES R N  
EXCISE TRX ON REGULQTED INVESTMENT COMPQNIES 

k t  Section 651-657 Conference Report Page 242 
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QJRRENT CFILIFORNIQ LFIW (Scc. 17145, 23701(m)) 

California does not conform to federal law. 

In California, corporations, business or other organizations 
which are! classified as a management campany (and a series within 
such company) under the Federal Investment Company Rct 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 R I C  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 FEDERQL LQW (Sec, 852) 

R corporation that qualifies under the Federal Investment Company 
R c t  of 1940 may elect to be taxed as a regulated investment 
company. The corporation is taxed on1 y on undistri buted income, 
as it may deduct most dividends paid. fit 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 disposition of short-term securities 
must be less than 30 percent of gross income. F1 RIC must 
distribute dividends (not including capital gains dividends) at 
least equal to the sum of: 

o 90 X of investment taxable income, plus 

o 90 X of the excess of the R I C ' s  tax-exempt 
interest over i tT  s disallowed tax-exempt interest 
deductions 

Regulated Investment Companies (RIG) 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 long they held the 



stock- FI RIC is not required to pay any capital gain tax an the 
amaunt distributed- 

If a RIC, organized as a corporation, has several "series" of 
stack, with @asha series of stock representing an interest in the 
income and assets of particular fund, the RIC generally is 
trrated a s  a single corporation- However, under current law it 
is unclear whether RIC property is treated as a single 
corporatian or whether each fund is treated as a separate 
corporation when a RIC is organized as a business trust- 

In the caOe of certain summonses served upon "third party 
r r c c r r d k ~ p r s "  the IRS must notify the taxpayer that a summons 
has baen issued regarding the taxpayer's haoks and records. R 
third party r m r d k e e p e r  can include a bank, barter exchange, a 
broker, brokerage house, accauntant, attorney, or ot her third 
party rccordkeeper, but does not include RIC' 5- 

NEW FEDERRL LRW (Sere BSi,  852, 4982) 

The act provides that a business development company may qualify 
a s  a RIC.  

This act also provides that, in the rase of RICs that have so 
called series funds, each fund is treated as a separate 
corporat icm- 

Fldditionally, a non-deductible excise tax is imposed, for any 
calendar year, on any RIC equal to four percent of the excess o f  
the required distribution over the distributed amount for such 
calendar year- The required distribution amount has been 
increased to: 

o 97% of the investment taxable income, plus 

o 90% o f  the R I C ' s  capital gain net income for the 1 
year period ending on October 31 of such calendar 
year. 

Rn additional amount is added t o  the excise tax if the R I C  
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 R I C 9 s  engaging in hedging transactions. 

The act classifies a RIC as an entity upon which a summons may be 
issued. 



EFFECTIVE DFITE OF FEDERFIL P R W I S I O N S  

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 IMPRCT OF CONFORMITY TO FEDERRL LeW 

Dirrrct State Buduet 1ipact from Federal Chanaes 

Natiorhl srtimatas 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 tw fiscal years. 

B a u d  on a proration of national estimates prepared by the JET, 
the relative fiscal impact would be Personal Income T a x  Law 
rrvenue gains in the S20 million range for 1986-87, S35 million 
range for 1987-06 and in the S6 million range for 1988-89. The 
proration to California (4-1 percent) reflects the Policy 
Economics Group (PEG), California estimates relative to the 
nation for those provisions analyzed. The PEG has not 
specifically estimated this provision. 

Based on a proration of national estimates, revenue gains under 
the Bank and Corporation Tax Law would be in the Q 2 . 5  million 
~ a n g e  for 1986-87, $2 million range for 1987-88, and in the 
C 5 0 0 , 0 0 0  range for 1988-89. R proration factor of 4 percent was 
used which represents the general relationship between 
California's corporate tax collections and federal corporate t a x  
collections over the past few years. 

YL-- 
I I I C L . ~ ~  x t i m a k a s  reflect direct state budget i m p a r t s  since it is 
anticipated they will occur independently of the conformity 
issue. 
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Title VIIRE!: Minimum Tax Provisions-Individuals 

GCT I ON : INCRERSES THE GLTERNRTIVE MINIMUM T R X  RQTE 
FOR INDIVIDUGLS 

k t  Soction 701 Conference Report Page 250 

Form 540 Line No. 73 Form I00 Line No. N/Q 

CURRENT C6lLIFORNIC) LFHJ (Sec. 17062. 17062.1. and 17062.2) 

Current law imposes a separate tax on specified items of tax 
prhfrrcnce in addition to the regular tax imposed on taxable 
incorpr. The tax rate (after exemptions) ranges from 1/2 percent 
to 5 1/2 parcent of preference income. The maximum rate is 
reached at preference income of 6 15,000 (single) , $1 5,500 <head 
of household 1 ,  and 430,000 (joint 1. 

OLD FEDERRL LRbJ (Sect ion 55) 

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 exempt ions>. 

N E W  FEDERRL LRW (Sec. 55)  

H.R. 3838 increases the tax rate on the alternative minirnurn tax 
from 20 percent to 21 percent. 

EFFECTIVE DqTE OF FEDERRL PROVISIONS 

Rpplicable to taxable year-s beginriirrg or or after Jarluary 1, 
1987. 

REVENUE IMPRCT OF CONFORMITY T O  FEDERQL L Q W  

The Federal alternative minimum tax (QMT) dues not conceptual ly 
have a counterpart in state law. California's prefererice tax is 
a separate tax on certain tax a1 lowances 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 f o r  all individual minimum tax provisions. The JET has 
indicated that, for pravisions 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 percent. 

The substitution of an RMT structure similar to federal law in 
place of the state's exist ing preference tax would produce 
significant revenue losses under the PITL. 



Projected state preference tax revenues are 9442 million for 1987 
and 9475 million for 19B8 under the PITL (assuming that capital 
gains will continue to be partially excluded from gross income}. 
Rn approximation of RMT revenues that would be collected under 
the PfTL is 9140 million for 1987188 and $80 million for 19B8 /B9 .  
If the preference tax estimates are subtracted from the GMT 
estimates, the results are net revenue lasses under the PITL of 
$302 million for 1967/88 and $393 million for 1986/83. However, 
if the capital gains preference item under the PITL is repealed 
due to capital gain reform, the net impact from substituting the 
W T  for the preference tax structure would be a net revenue gain 
in the S!56 million range for 1967-88 and a net revenue loss in 
the b10 millim range for 1988-89. 

These estimates are not precise but serve to indicate the 
possible order of magnitude af  revenue effects. The QMT state 
estimates were developed by applying the same relative impact of 
federal CmT revenues, estimated by the JET, compared to total 
federal budget receipts after H. R. 3858 to total state revenue  
projections for 1987/88 and 1480/84 under the PITL. 

TQX POLICY ISSUES 

The new federal law imposes a "flat t a x "  of 21% on alternative 
rninimum taxable income. This rate is equal t c t  75% o f  the maximum 
regular tax rate (28-1)- 

Should California rev is^ its tax on p r e f e r e n c e  items to be  a flat 
tax, rather than graduated? 

Should Califarnia increase its tax on preference items to 
correspond more closely to 75% o f  the r~~axirnurn regular tax rate? 



\ 
Title VIIQ3c Minimum T a x  Provisic~n - Individuals 

FICTION: PHFISES OUT EXEMPTION RMOUNTS F O R  QLTERNRTIVE 
M I N I M U M  TQX 

k t  Section 701 
7 

Form 540 Line No. 73 

Conference Report Page 250 

Form 100 Line No. N/FI' 

WRRENT CQLIFORNIA LGW (Sect ions 17062. 17062, I and 17062.2) 

California law is generally similar to federal law, but there are 
numerous diffsrences 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 ihtent is to impose an additional tax on taxpayers 
who bcmfit substantially from various forms of tax-free income 
or large deductions under the regular income tax rates. The tax 
is computed on tax preference incorne less the exempt ions. The 
exempt i o m  are 94,000 for a single person, 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 
herd of household. Estates and trusts are allowed an exempt ion 
of 94,000 apportioned betweerr the estate or trust and t h e  

J b a n e f i c i a r i e o i n p r o p o r t i o n t o t h e  imomeallocabletoeech. 

OLD FEDERrAL LRW (Sec. 55 (el and ( f  ) 

Federal law requires certain tax preference items to be subject 
to an alternative minimum tax. The tax due for the taxable year 
is the alternative minimurn tax or the regular income tax, 
whichever is greater (adjusted by certain credits). The 
alternative minimum Caxable income, upor1 which the alternative 
minimum tax is determined, is equal to the taxpayer's adjusted 
gross income increased by the tax preference items and reduced by 
certain itemized deduct ions and exempt ion amounts. T h e  e~empt ion 
amounts are *20,000 for a married person filing a separate return 
or an estate or trust, 830,000 for a single person or head of 
household, and $40,600 for a married couple filing a joint return 
or a surviving spouse. 

NEW FEDERGL LGW (Sec. 55 id)  ) 

HR 3838 reduces (but not below zero) the exernpt ion amounts by 
twenty five cents for each dollar of minimum taxable income that 
exceeds +75,OQO for a married person filing a separate return or 
an estate or trust, $112,500 for a single person or head of 
household, and 9150,000 for a married couple filing a joint 
return or a surviving spou5e. 

I I 
1 1  '.J 



EFFECTIVE DRTE OF FEDERFlL PROVISIONS 

The phase out of the exemption amounts apply to taxable years 
beginning on or after January 1, 1907. 

REVENUE IMPQCT OF CONFORMITY TO FEDERaL LhW 

The Federal alternative minimum tax (QMT) does not conceptual1 y 
have a counterpart in state law, Califomia~s preference tax is 
a separate tax on certain tax allowances that is added to the 
~egular tax liability and not used a5 a separate basis for 
calculation of the final income tax liability. 

The Joint Committee on Taxation {JET) has made a single estimate 
only f o r  all individual minimum tax provisions. The JET has 
indicated that, for provisions affecting individuals, the largest 
single item contributing to revenue gains is the passive lass 
provision which diminishes rapidly as the phase-in under the 
regul ar tax structure approaches 100 percent. 

The substitution of an #MT structure similar t o  federal law in 
place of the state's existing preference tax wc~~lld prclduce 
significant revenue losses under the PITL. 

PP~jected state preference tax reverrues are $442 million for 1387 
and C473 million for 1988 under the PITL <assurfling that capital 
gains will continue to be partially excluded from gross income). 
#n approximation af QMT revenues that would be cul lected under 
the PITL is $140 million for 1387/80 arrd $80 millicrn for 1308/69. 
If the preference tax erjt irnates are subtracted from the AMT 
estimates, the results are net rever~ue losses under the PITL of 
8502 million for 1967/88 and 63'33 mill icw~ far 13&3/b9. However, 
if the capital gains preference item under the PITL is repealed 
due to capital gain reform, the net irflpact from substituting the 
QMT for the preference tax structure w c l u l d  be a net revenue gain 
in the $56 million range far 1487-8B and a net revenue loss in 
the 810 mi 1 1  ion range fcsr 1300-83. 

These estimates are nut precise but serve tc* irrdicate the 
possible order of rnagr~itude of revenue ef fec ts .  The RMT state 
estimates were developed by applying the same relative impact of 
federal RMT reverrues, estimated by the JET, cornpared t o  total 
federal budget receipts after H. R. 3538 t o  total state revenue 
projections for 1987/88 and 1988f89 under the PITL. 

T#X POLICY ISSUES 

The federal exempt iorr amounts t$20,000-40,000) are significantly 
higher than the state exempt ions ($4,000-8, U O O ) .  Consequently, 
the need for a phase-out of exemption amounts is not a5 great as 
under fede~al law. 



Title VIIR4a: M i n i m u m  T a x  P r o v i s i o n s  - I n d i v i d u a l s  

fiCTIDN: REPEFILS. FIS FI TFIX PREFERENCE ITEM. THE 
DIVIDEND INCOME EXCLUSION 

k t  -tion 701 

Form 540 Line No. 73 

Conference Report Page -1 

Form 10 0  Line No. N/R 

B e c a u s e  California h a s  not canformed t o  t h e  federal dividrnd 
income enclusion (under the regular income tax provisions for 
individuals), this exclusion is not a tax preference item for 
state purposes. 

I OLD FEDERFU- LFIW (Sec. 57) 

I Federal law required certain tax preference items t o  be included 

in the computation o f  the alternative minimum tax fop 
individuals. One of these items was amount o f  dividends excluded 
frem 9roe5 income (up t o  $ 1 0 0  per individual, $200 for joint 
rct urns) . 

1 
NEW FEDERRL LClW (Sec. 57) 

I H.R. 3838 repeals the dividend inctme exclusior~ for regular tax 
purposes and, accordingly, this exclusion is ncz longer a tax 
preference item. 

I EFFECTIVE DRTE OF FEDERQL PROVISIONS 

Rpplicable t o  taxable years beginning o n  or after January 1, 
1987. 

REVENUE IMPFlCT OF CONFORMITY TD FEDERAL L Q W  

Since California does not have a dividend income exclusion for 
individuals, t h e  issue of repeal is inapplicable. 



T i t l e  VIIF14bt  Minimum Tax Provisions - Irrdividual5 

OCTION o REDUCES THE aMOUNT O F  GCCELERQTED 
DEPRECIQTION ON RE#L PROPERTY TO BE INCLUDED 
fiS T R X  PREFERENCE ITEM 

k t  SQction 701 Conference Report Page 251 

Form 540 Line No. 73 Form 100 Line No. N/F) I 

WRRENT CALIFORNIR LRU (Sec. 17063) 
I 

I 

California law conforms in principle to federal law in including 
as a t a x  prrfrrence illcome item depreciation in excess o f  the 
straight-line amount or1 real property. The amount of this 
excess, however, may be different from federal where there are 
diffcrtnmes in depreciation allowable for regular income tax 
purposes. 

I 
\ 

NEW FEDERQL LRW (Sec. 56) \ 

\ 

H. R. 3838 changes the amount of accelerated depreciat ion to be 
included r s  a tax preference income item to th s of regular 
tax depreciation over the new alternative depreciation provisions 
provided for in the Flct. For real property other than I i  1 
Section 1-0 pr-operty and (2) property with respect to which th e  
taxpayer elects or is required to use a straig1.t-line method f o r  
regular tax purposes, the 150 percent decl irrink bal-ance met hod 
(switching to straight-line in the year necessary to maximize the 
allowance) over the alternative depreciation life of the asset is 
used. For Scct ion 1250 property, it is the excess of regular tax 
deprhciat ion over straight-1 ine depreciation. 

EFFECTIVE DRTE OF FEDERRL PROVISIBNS 

applicable to taxable years beginning on or after January I, 1987 
for real property placed i'rn service on or *fter that date. 
Except ions are provided far certain property constructed 
rmzonrtructed, or acquired " pursuant to a written eontract that 
w a s  binding as of March 1, 1986, and placed in service by a 
spcci f ied date. 

REVENUE IMPRCT CtF CONFORMITY TO FEDERRL LRW 

The Federal alternat ive minimum tax (RMT) 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'I has made a single estimate 
only for all individual minimum t a x  provisions. The JET 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 percent. 

The substitution of an QMT structure similar to federal law in 
place of the statev 5 existing preference tax would produce 
significant revenue losses under the PITL. 

Projected state preference tax revenues are $442 million for 1997 
and $473 million for 1988 under the PITL (assuming that capital 
gains will continue to be partially excluded from gross income), 
Rn approximation af RMT revenues that would be collected under 
the PITL is 9140 million for 1987/88 and %a0 million far 1988/89, 
If the preference tax estimates are subtracted from the QMT 
estimates, the results are net revenue losses under the PITL of 
$302 million for 1987/88 and 8393 million for 1988/89. However, 
if the capital gains preference item under the PITL 3s repealed 
due to capital gain reform, the net irnpact from substituting the 
RMT for the prefernce tax structure would be a net revenue gain 
in the $56 million range fur 1987-08 and a net revenue loss in 
the $10 million range for 1988-84. 

These estimates are not precise but serve to indicate the 
possible order of magnitude of revenue effects, The QMT state 

. estimates were developed by applying the same relative impact of 
) federal ClMT revenues, est irnated by the JET, cornpared to t q a l  

- ' federal budget receipts after H. R. 3858 to total state reverrue . 

projections for 1'387188 and 19881i34 under th e  PITL.  



Title VIIR4c: Minimum Tax Provisions - Individuals ' 

QCTION P CHQNOES THE QMOUNT O F  QCCELERQTEB 
DEPRECIATION ON PERSONQC PROPERTY 70 BE 
INCLUDED QS fi T Q X  PREFERENCE INCOME ITEM 

k t  k t i m  701 Conference Report Page %52 

Form 540 Lirm No. 73 Form 1 0 0  Line No. N/R 

California law conforms in principle to frderal law, including as 
a t a x  pwfermce item depreciation in excess of the straight-line 
amount on leased persbnal 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 FEDERRL LRU (Secs. 56 and 57) 

When computing alternative minimum taxable income, depreciation 
of personal property (other than transition property and property 
depreciated under the straight-line method for regular tax 
purposes) is computed using the 150 percent declining method 
(switching to straight-line in the year necessary to maximize the 
allowance) over an asset's QDR mid-pcint life. 

When property acquired after i986 (other than transition 
property) is disposed of, gain or loss far 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 1367, cr under the 
transitior~ rules of the Qct, accelerated depreciatiort is a 
preference item only to the extent provided under prior law. 

EFFECTIVE WTE OF FEDERRL PROVISIONS 

applicable to personal property first placed in service on or 
after January i ,  1987. For property placed in service before 
1987, or under the transition rules of the Qct, accelerated 
depreciation is a preference item only to the extent provided 
under prior law. 

Transit ion Prooertv 

Transition property generally is property which was (a> subject 
to a binding contract or under construction before 1966 in the 
case of property qua1 ifyir~g for the irlvestmertt 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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\ FIDR midpoint, and whether it i 5  ITC property or recovery 
property. 

REVENUE IMPRCT OF CONFORMITY TO FEDERGL LRW 

The Federal alternative minimum tax (RMT) does not conceptual 1 y 
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 (JET) 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 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 RMT structure similar to federal law in 
place of the state's existing preference tax would produce 
significant revenue Ibsses under the PITL. 

Projected state preference tax revenues are 8442 m i  1 1  ion for 1987 
and 9473 million for 1988 under the PITL tassuming that capital 
gains will continue to be partially excluded from gross income). 
Rn approximation of RMT revenues that would be collected under 

1 the PITL is $140 mil lion for 1387/88 and $85, mi lliclrr fclr- 1988/89. ' If the preference tax estimates are subtracted from the GMT 
estimates, the results are net revenue losses under the PITL of 
$302 million for 1487/88 and $3133 rni lliorr for 1488/6'5. Hoigever, 
if the capital gains preference item under the PITL is repealed 
due to capital gain reform. the net impact from substituting the 
RMT for the preference tax structure w o u l d  be a net revenue gain 
in the 956 million range for 1967-86 and a net revenue loss in 
the 810 million range for 1908-83. 

These estimates are not precise but serve to indicate the 
possible order of rnagnitude of revenue effects. The RMT state 
estimates were developed by applying the same relative impact of 
federal RMT revenues, estimated by the JCT, compared to total 
federal budget receipts after H. R. 3838 to total state revenue 
projections for 1987/08 and 1386/69 under the PITL. 



T i t l e  V I  I F 1 4 d :  M i r ~ i r n u r n  T a x  P r c t v i s i c l r r s  - I r rd  i v i d u a l s  

ACTION: INCREGSES THE GMOUNT OF INTANGIBLE DRILLING 
COSTS INCLUDED A S  Fl TRX PREFEREkCE ITEM 

A c t  Sect ion 701 C o n f e r e n c e  R e p o r t  Page 253- 

Form 540 L i n e  No. 73 Form 100 L i n e  No.  N/FS 

CURRENT CQLIFORNIA LAW ( S e c t i o n  17063) 

U n d e r  C a l i f o r n i a  l a w ,  t h e  excess of i n t a n g i b l e  d r i l l i n g  and 
development costs ( o t h e r  t h a n  costs i n c u r r e d  i n  d r i l l i n g  a 
n o n p r o d u c t i v e  w e l l )  o v e r  t h e  amount  t h a t  would  h a v e  been 
allowable i f  these costs h a d  b e e n  a m o r t i z e d  over 120 m o n t h s  
b e g i n n i n g  w i t h  t h e  morrth p r o d u c t  i o n  from t h e  w e l l  beqi r rs ,  o r  cost 
d e p l e t i o r ~ ,  is a t a x  p r e f e r e r i c e  i t e r n .  T h i s  cprrrputat ic4t-1 is a p p l i e d  
s e p a r a t e l y  w i t h  r e s p e c t  t o  oi 1 arid g a s  p r o p e r t i e s ,  arrd p r o p e r t i e s  
which are geo the r r f l a l  d e p o s i t  5. 

OLD FEDERAL LAW ( S e c t i o n  57) 

U n d e r  o l d  f e d e r a l  l a w ,  t h e  amount of t h e  excess of i n t a n g i b l e  
d r i  1 1  i n g  and developrnerr t  c c ~ - t s  (as d e s c r i b e d  a b o v e )  which 
e x c e e d e d  100 p e r c e n t  af rret cdi l auld g a s  incorne was a t a x  
p r e f e r e n c e  it ern, 

NE# FEDERAL LGW iSect i a n  57i 

T h e  R c t  i n c r e a s e s  t h e  amount  of i n t a n g  i b l e  d r i  3 l i nq and 
development costs i r t c i u d e d  by i n c i u d l n g  t h e  cost& i n  excess of 65 
per-cer~t of t h e  n e t  cli l a r ~ d  g a s  lncc~me a5 a t a x  p ' r e f e ~ e r r c ~  i t e m .  

A p p l i c a b l e  t c f  t ' a x a b l e  y e a r s  b e q i r r n i n g  c1r.1 c ~ r  a f t e r .  J a n u a r y  1, 
1987- 

REVENUE IMPGCT OF CONFORMITY TCJ FEDERAL LAM 

T h e  F e d e r a l  a1 t errrat i v e  m i  r r i  rnurn t a x  ( R M T )  d c ~ e s  ~rcrt corrcept  ua 1 1 y - 
h a v e  a c o u n t e r p a r t  i r ~  state law. C a l i f c w n i a T  5 p r e f e r e n c e  t a x  is 
a separate t a x  or1 certairr t a x  a l l o w a r r c e s  that  is added ta t h e  
r e g u l a r  t a x  l i a b i l i t y  and riot u s e d  as a s e p a r a t e  b a s i s  fo r  
c a l c u l a t i o n  of the f i n a l  incorne t a x  l i a b i l i t y .  

The Joint  Cornrnit tee on T a x a t i o n  (JCT) b a s  m a d e  a s i n g l e  estimate 
o r l l y  fo r  a l l  i r ~ d i v i d u a l  rnir~irnurn t a x  p r c l v i s i c r r ~ s .  The JET h a s  
i n d i c a t e d  t h a t ,  f a r -  p r o v i s i u r ~ s  a f f e c t i n s  i r ~ d i v i d u a l s ,  t h e  l a r g e s t  
s i r ~ g l e  i t e r n  c c l r r t r i b u t i n g  t o  r E V € ? T l U E  g a i n s  is t h e  p a s s i v e  lc lss  
p r o v i s i o n  w h i c h  d i r n l n i s b e s  rapidly a s  t h e  p h a s e - i n  u n d e r  t h e  
r e g u l a r  t a x  s t r u c t u r e  a p p r o a c h e s  100 p e r c e n t .  
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Thesubstitutionof an QMT structure similar to federal law in 
I place of the state's existing preference tax would produce 

si gni f icaht 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). 
Rn approximation of RMT revenues that would be collected under 
the PITL is 9140 million for 1987/88 and 900 million for i988/89. 
If the preference tax estimates are subtracted from the RMT 
estimates, the results are net revenue losses under the PITL of 
S302 million for 1967/68 and S393 million for 1988189. However, 
if the capital gains preference item under the PITL is repealed 
due to capital gain reform, the net impact from substituting the 
GMT for the preference tax structure would be a net revenue gain 
in the $56 mill ion 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 FIMT state 
estimates were developed by applying the same relative impact of 
federal MlT revenues, estimated by the JET, compared tu total 
federal budget receipts after H. R. 3858 to tc~tal state revenue 
projections for 1987108 and 1988183 under the PITL- ' 



T i t l e  VIIR4j: M i n i m u m  T a x  P r o v i 5 i o n s  - Irrdividuals 

RCTION: REPERLS THE NET CRPITCIL GRIN DEDUCTICiN A S  A 
TRX PREFERENCE ITEM 

k t  met ion 701 Conference Report Page 255 

Farm 540 Line No. 73 Form 1W Line No. N\FI 

CURRENT CFILIFDRNIR LRW (Sect ions 17063. 17063.1, 17063.4. and 
17063.11 1 

Under California law, t h e  tax preference item is t h e  difference 
b e t w e n  (1) t h e  taxpayer's total net capital gains and losses 
determined without regard t o  any capital loss carryover, 
<exclusive of gains from sale of principal residence, certain 
residewt ial rental property, and s r n a l  l busirress stock), and (2) 
the taxpayer's net capital gains and losses irrcluded in taxable 
i n c o m e .  . 

NEW FEDERRL LRW (Sections 55 and 57) 

The R c t  w p e a l s  t h e  60 percent net capital gain deduction (excess 
of net long-term capital gains over net short-term capital 
losses) a s  a tax preference item, t o  corrform t o  t h e  repeal of the 
net capital gain deduction for regular tax purposes. Capital 
gains will be taxed a s  ordinary incorne at a rate not to exceed 28 
percent (35 percent during phase out of I5 percerrt tax rate arid 
personal exempt ions). 

EFFECTIVE DkTE OF FEDERUL PROVISIONS 

Qpplicable t o  taxable years begir~nir~g clrt or after January I ,  
1907. 

REVENUE IMPRCT OF CONFORMITY TO FEDERAL LAW 

The Federal alternative minimurn tax (FIMT) does nut conceptual ly 
have a counterpart in state law. Califarrria's preference tax is 
a separate tax orr certain tax allowances that is added to the  
regular tax liability and not used a 5  a separate basis for 
calculation of the final income tax liability. 

T h e  Joirit Committee on Taxation (JET) has made a single estimate 
only f o r  all individual minimum tax provisions. The JCT has 
indicated that, for provisions; affecting individuals, the largest 
single item contributing to revenue gairrs is the  passive loss 
provision which diminishes rapidly a 5  the phase-in under t h e  
regular tax struck ure approaches 100 percent. 



\ The substitution of an GWT structure similar t o  federal law in 
place of the state's existing preference tax would produce 
significant revenue losses under the PITL. 

Proj~ted state preference tax revenues are 8442 million for 1387 
and $473 million for 1988 under the PITL (assuming that capital 
gains 'will continue to be partially excluded from gross income). 
Fm approximation of FlMT revenues that would be collected under 
the PITL is $140 million for 1967/88 and $60 million for 1966/89. 
If the preference tax estimates are subtracted f r m  the FlMT 
estimates, the results are net revenue losses under the PITL of 
C302 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 iwpact from substituting the 
WIT for tho preference tax structure would be a net revenue gain 
in the $56 million range for 1987-B8 and a net revenue loss in 
the t10 million range for 1966-69. 

These estimates are not precise but serve to indicate the 
possible order of magnitude of revenue effects. The FIMT state 
estimates were developed by applying the same relative impact of 
federal RMT revenues, estimated by the JET, 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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CURRENT CRLIFURNIA LRW (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 
i m p o s e  an additional tax on taxpayers who benefit substantially 
from various forms of tax-free income or large deductions under 
the regular income tax provisions, Interest incorne 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 California constitution. 

California has nut adopted the provisions of IRC Sect ion5 103 and 
103Fl that exempt interest on certain state and local government 
obligations, Interest on such bond5 issued by other states is 
already subject to California tax, while irtterest oTt bonds issued 
in California is exempt from tax under other provisions of the 
1 aw- 

NEW FEDERRL LAW (New Section 57, Section iOS amended, Section 
103F) repealed. Sections 141-150 added) 

The R c t  reorganized, as well as amended, the rules governing tax 
exempt ion for interest orr government bonds. I i; arnended Sect i clrt 
103, repealed Sect iclrt I03FL, and added new Sect i arts i41-150. 

Sect ion 103 continues t o  recognize the principle that when bond 
proceeds are used exclu~iively for traditional governmental 
purposes the interest earned on the bortds is excludable frorn 
gross income, Bond interest, however, is taxable when it is 
det-ived from (a) state or local bonds that have not beerr issued 
in registered form, (b) arbitrage bonds, or (c) private activity 
bonds that are not exempt as qualified bonds. 

The new Sections 141-150 organize variccus bond-related topics, 
and impose a number of new limitations. 

Fls a general rule, the ir~terest earned on "private activity 
bonds" is not tax-exempt unless 95 percent or roore of the net 
bond proceeds are related to the governmental use financed by the 
issue av~d the issuarrce of the bc~rtds fa1 1s urtder a cudif ied 
exc~pt iun. New Sect ion 150 {ai (3) defines "net proceeds" as the 
proceeds of an issue reduced by arnourrts irt a reasctnahly required 



reserve or replacement f ur~d. The term does not include t h e  cost 
\ 

o f  issuance. 

Rlternative tests: An obligation is a private activity bond if: 

Z 1) 10 percent or more o f  t h e  bond proceeds are used for 
private business purposes and 1 0  percent or more of the  
debt service is derived from private use or is secured 
by payments or property used in a trade or b u s i m s s  
t*c. 141 ib) (1) 1 ; 

$2) more than five percent of the  bond proceeds are both 
Za) used for private business purposes and Zb) either 
derived from the priva-be use or secured by th e  
privately-used property or payments related t o  t h e  use 

I 
o f  that property (See. 141$b) (2)); 

(3) an amount exceeding t h e  lesser o f  five percent or 65 
million o f  the bond proceeds is used t o  finance loans 
t o  private persons (Sec. 141tc)). 

"Private business useJJ means any direct or indirect use in a 
trade o r  business carried o n  by a n  individual o r  entity other 
than a governmental unit. Business use a s  a member of the 
general public is nut taken into account for this purpose (Sec. 
141 (b) (6) 1. ' In addition, a bond issue will. not be tax exempt unless it meets - -  
three criteria: 

1 The amount of  the issue must fall' within t h e  state 
volume cap tSec. 146) ; 

2 The issue must satisfy each of the requirements in 
Sect ion 147; and 

(3)  The issue must be either <a> an exempt facility bond, 
tb) a qualified mctrtgage bond, (c) a qualified 
veteransv mortgage bond, <d) a qualified small issue 
bond; te) a qualified student loan bond, ( f )  a 
qualified redevelopment bond, or (g> a qualified 
Section 501(c)(S> bond. {Sec. 14ltd)). 

The Act also adds, a s  a new tax preference item, interest that is 
exempt for regular tax purposes o n  qualified private activity 
bonds issued after FIugust 7, 1966. (Sec 157(a)Z5)) bonds issued 
before September 1, 1986 are treated as issued before Flugust 8, 
1986, if they meet t h e  pre-1987 definition o f  governmental bond 
(as modified by an expanding security test), unless these bonds 
would be private activity bonds a s  defined in Section 141, 
c ~ d i f i e d  a s  follows: 25 percent, rather'thar~ 10 percent, of the  
proceeds must be used for private business or as private security 
or payment; the five percent test in cases af unrelated private 
business use and t h e  output facilities test is disregarded; and 
the private loan finar~cir~g test is cornputed without regard t o  t h e  



$5 million limitation in Section 141 (c) (1) (B). (Sec. 
57ia) ( 5 )  ic) ( iv) ) 

#here interest is included a s  a tax preference, but is excludable 
for w g u l a r  tax purposes, Section 265 denying deductions for 
expenses and interest relating t o  tax-exempt income does not 
apply t o  t h e  interest exclusior~ for minimum tax purposes. (Sec. 
57ia) ( 5 )  (a) ) 

Interest cm current or advance refundings of bonds issued before 
august 8, 1986 (or September S, 19BS) is not a tax preference 
item. In the case of a series of current refunding, t h e  original 
bond must have been issued before that date. Interest on 
qua1 if ied Sect ion 501 ic) (3) bonds i5 also excepted. (Set. 

57(a) (5) (c) fii) and (ii<i)) 

6l "qualified W l i c )  (3) bond "is any private activity bond issued 
by a non-profit religious, charitable, scientific, or 
educational, organization (including certain hospital service 
organizations and certain amateur athletic organizations) that is 
a n  exempt organizat ion under Internal Revenue Service Sect ion 
SOltc) t 3 ) ,  if all property t o  be provided by the net proceeds of 
t h e  issue is t o  be owned by t h e  exempt organization ar a 
governmental unit, and t h e  bond would not be a private activity 
bond if {I) these exempt organizations were treated a s  
governmental units with respect t o  their activities which are not 
unrelated trades or busirres5es, and (2) ' 5  percent' is 
substituted for '10 percentT in t h e  tests for private activity 
bonds described above. 

S150 millior~ limitation also applies on these bonds t o t h e r  than 
a qualified hospital bc~nd). 

EFFECTIVE nATE OF FEDERAL PRUViSlONS 

Rpplicable t o  taxable years beginning nn crr a f t e r  J a n u a r y  I ,  
1987. 

REVENUE IMPACT O F  CONFGRMITY TD F E D E R A i  L A k  

T h e  Federal alternative minirnurn tax CRMT) does not conceptual ly 
have a counterpart i n  stake law. Californiavs preference tax is 
a separate tax o n  certain tax allowances that is added t o  the 
regular tax liability and not used as, a separate basis for 
calculation of the  find3 income tax liability. 

! 

The Jo ommittee o n  Taxatfon {JET) has rnade a single estimate 
onl,y for all individual mi^nimum tax provisions. The JCT has  
indicated that, for provisiorjs affecting individuals,, t h e  largest 
single item contributing t o  revenue gains is the passive loss 
provision which diminishes rapidly as the phase-in und$r the 
regular tax structure approaches 100 percent. 



The substitution of an RMT structure similar to federal law in 
\ 

place of the state9 5 existing preference tax would produce 
significant revenue losses under the PITL. 

Projectd state preference tax revenues are S442  million for 1987 
and ,473 million for 1988 under the PITL (assuming that capital 
gains will continue ta be partially excluded from gross income). 
Fh? approximation of FHrlT revenues that would be collected under 
the PITL is +I40 million for  1987/88 and 900 million for 1988/89. 
If the preference tax estimates are subtracted from the FIMT 
estimates, the results are net revenue losses under the PITL o f  
+302 million for 1967/88 and $393 million for 1968/69. However, 
if the capital gains preference item under the PITL is repealed 
due to capital gain reform, the net impact from substituting the 
WIT for the preference tax structure would be a net revenue gain 
in the $56 million range for 1987-68 and a net revenue loss in 
the %I0 million range for 1908-89. 

These estimates are not precise but serve to indicate the 
possible order of magnitude of revenue effects. The RMT state 
estimates were developed by applying the same relative impact of 
federal WrlT revenues, est irnated 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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COMPLETION METHOD O F  RCCOUNTING WITH RESPECT 
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CURRENT CRLIFORNIFI LRU (Sect ion 17063) 

C a l i f o r n i a  l a w  is g e n e r a l l y  s i m i l a r  t o  f e d e r a l  law, b u t  t h e m  are 
n u i n e r a u s  d i f f e r e n c e s  i n c l u d i n g  preference i t e m s ,  e x e m p t i o n  
a m o u n t s ,  a n d  t a n  rates- C a l i f o r n i a  i m p o s e s  a t a x  on " t a x  
preference i n c o m e "  i n  a d d i t i o n  t o  t h e  t a x  imposed  on t a x a b l e  
i n c o m e .  The in ten t  is t o  i m p o s e  a n  a d d i t i o n a l  t a x  or1 t a x p a y e r s  
who b e n e f i t  ' s u b s t a r r t  i a l  l y  f r o m  v a r i o u s  f o r m s  of t a x - f r e e  income I 

o r  l a r g e  d e d u c t i o n s  u n d e r  t h e  r e g u l a r  i n c o m e  t a x  rates. The t a x  
is c o m p u t e d  on t h e  to ta l  of t a x  p r e f e r e n c e  i t e m s  i n  e x c e s s  of a 
base a l  lowance e x e m p t  i o n .  

I 

C u r r e n t  l a w  d o e s  not i n c l u d e  a n y  p a r t  of i n c o m e  from long- te rm 
contracts as  a t a x  p r e f e r e n c e  i tern. 

NEW F E D E R N  LAW (Secticsns 55 a n d  561 

F e d e r a l  l a w  i r n p o s e s  a r ~  a l t e r n a t i v e  rninimurn t a x -  The  t a x  d u e  f o r  
t h e - * t a x a b l e  y e a r  is t h e  a l t e r n a t i v e  rnirtirnum t a x  or t h e  r e g u l a r  
i n c o m e  t a x ,  w h i c h e v e r  is g r e a t e r  ( a d j u s t e d  by c e r t a i n  c r e d i t s ) .  

R l t e r n a t  ive minirnurn t a x  is t h e  t a x p a y e r s  t a x a b l e  inccrne, 
d e t e r m i n e d  w i t h  s p e c i f i e d  ad J us t rner t t s ,  and  i r r c r e a s e d  by t h e  
amount  of i t e m s  of t a x  p r e f e r e n c e ,  

T h e  R c t  r e q u i r e s ,  a s  one of t h e  a d j u s t m e r r t s  t o  r e g u l a r  t a x a b l e  
i n c o m e ,  t h a t  t h e  p e r c e n t a g e  of c o m p l e t i o n  method  af a c c o u n t i n g  
m u s t  be u s e d  w i t h  r e s p e c t  t o  l o n g - t e r m  contracts.  

EFFECTIVE DRTE O F  FEDERAL PRCiVISIUNS 

R p p l i c a b l e  t o  t a x a b l e  y e a r s  b e g i n n i n g  or1 or  a f te r  J a n u a r y  1, 1 
1987, for l o n g - t e r m  contracts  e n t e r e d  into on or a f t e r  March 1, 
1986. 

REVENUE IMPACT OF CONFORMITY TCi FEDERAL LAW 

T h e  F e d e r a l  a l t e r n a t i v e  minimum t a x  CRMT) d o e s  n o t  c o n c e p t u a l l y  I 

h a v e  a c o u n t e r p a r t  irt s t a t e  l a w ,  C a l i f o r n i a v  5 p r e f e r e n c e  t a x  is 
a s e p a r a t e  t a x  o n  certairr t a x  allcswar~ces t h a t  is added  t c ~  t h e  
r e g u l a r  t a x  l i a b i l i t y  a n d  n o t  u s e d  a5 a s e p a r a t e  b a s i s  for 
c a l c u l a t i o n  of t h e  f i n a l  i n c o m e  t a x  l i a b i l i t y .  



, The Joint ComitteeonTaxation (JCT) hasmadeasingle estimate 
only for all individual minimum tax provisions. The JET 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 percent. 

Thw substitution of an nPlT structure similar to federal law in 
place of the state's existing preference tan would produce 
significawt revenue losses under the PITL. 

hjccted state preference t a x  revenues are 6442 million for 1987 
and H73 million for 1988 under the PITL (asewing that capital 
gains will continue to be partially excluded from gross incame). 
Ch? approximation of QPlT revenues that would be collected under 
the PITL is %I40 million for 1987/88 and $80 million for 1986/89. 
If the preference tax estimates are subtracted from the CIMT 
estimates, the results are net revenue losses under the PITL of 
S302 million for 1987188 and 9393 million for 1988189- However, 
if the capital gains preference item under the PITL is repealed 
due to capital gain reform, the net impact from substituting the 
QMT for the preference t a x  structure would be a net revenue gain 
in the 956 million range for 1987-80 and a net revenue loss in 
the 910 million range for 1980-83. 

These estimates are not precise but serve to indicate the 

' possible order of magnitude of revenue effects. The FlMT state 
estimates were developed by applying the same relative impact of 
fede~al FIMT revenues, estimated by the JCT, compared to total 
federal budget receipts after H. R. 3838 to total state revenue 
projections for 1987/88 and 1908/89 under the PITL. 
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CURRENT CRLIFORNIR LAW (Set. 17063) 

California law is generally similar to federal law, but thew are 
numerous differences including preference items, exemption 
amounts, and tax rates. California imposes a tax on "tax 
preference income" in additiorr to the tax imposed on taxable 
income. The intent is to impose an additiorral tax on taxpayers 
who benefit substantially from various forms of tax-free income 
w 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 FEDERRL LAW (Sect ion 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). 

Qlternat ive minimum tax is the taxpayery s taxable income, 
determined with specified adjustments, and increased by the 
amount of items of tax preference. 

I 
The act requires, as one of the adjustrflerrts kc1 regular taxable 
income, that the full gain realized irr the year of disposition on 
dealer sales (stock in trade of the taxpayer or other property of s 

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), I 

and sale5 of trade or business or rental property made after I 

March 1, 1986, where the purchase price exceeds 8150,000, 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 no later than the 
nine-month period beginning with the date of the sale. 11-1 
addition, the aggregate face amount of the obligations that 



' 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 50 percent test). FI seller will be treated as failing 
to meet the 50 percent test only if it fails to meet the test for 
two mmecutive tax years. This exception applies only if the 
taxpayer meets these requirements for its first tax year 
beginning after October 22, 1986. Rlso, 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 
pmport ionate disallowance rule. 

EFFECTIVE DRTE OF FEDERaL PROVISIONS 

Rpplicable to taxable years beginning on or after January 1, 
1987. 

REVENUE IMPRCT OF CONFORMITY T O  FEDERGL LFIW 

The Federal alternative minimum tax {QMT) 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 uf 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 
indicated that, for provisions affecting individuals;, the largest 
single item contributing to revenue gains is the passive loss 
provision which diminishes rapidly a5 the phase-in under the 
regular tax structure approaches 1C)O percent. 

The substitution of an RMT structure.similar to federal law in 
place of the state's exist irrg preference tax would produce 
significant revenue losses under the PITL. 

Projected state preference tax revenues are $442 million fur 1987 
and $473 millian for 1388 under the PITL (assuming that capital 
gains hill continue to be partially excluded from gross income). 
Rn approximation of QMT revenues that would be collected under 
the PITL is $140 rnillion for 1387/88 and 880 million for 1988/89. 
If the preference tax estimates are subtracted from the #MT 
estimates, the results are net revenue losses under the PITL of 
$302 million for 1987/88 and $333 million fur 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 
RMT 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 610 million range for 1988-89. 

) These est iniates are not precise but serve to indicate the 
' pclssible urder of magnitude of reverrue effects. The QMT state 

estimates were developed by applying the same relative impact of 
federal RMT revenues, estimated by the JCT, compared to total 



federal budget receipts after H. R. 3838 to total  state revenue 
project ions for 1987/88 and 1988/89 under the PITL. 
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CURRENT CQLIFORNIFS LFlW tSec, 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 
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 preference items in excess of a 
base a1 lowance exempt ion. 

Current law does not include losses from passive activities 
(activities in which the taxpayer did nut materially participate 
in management or provide substantial personal services) as a tax 
preferer~ce i rrcorne it ern. 

OLD FEDERFIL LQW ~Sec. 58 (b> and, ic> > 

Federal law requires certair~ tax preference items to be subject 
to an alternative minirnurn tax. The tax due for the taxable year 
is the alternative minimurn tax or the regular incorne tax 
whichever is greater (adjusted by certain credits). Losses frorn 
passive act ivi t ies are nc~t a tax pref ererrce i tern. 

NEW FEDERRL LFIW (Sec. 58 (b)  and (c) and Sec. 469 ( i 1 

HR 382% disallows, as a specified adjustment, (1) any net loss 
included in the taxpayerT s taxable income attributable to trade 
or business activities in which the taxpayer did not materially 
participate in management or provide subst ant ial personal 
services (passive activity), (2) and all losses frorn rental 
activities, except losses of up to 925,000 from real estate 
rentals in which the taxpayer is art active participant. The 
If;25,000 exclusion is phased out betweerr $100,000 and $150,000 of 
preference income. 

The amount of the disallowed loss is reduced by the amount (if 
any) by which the taxpayer is insolvent (excess o f  liabilities 
over fair market valve of assets) as of the clclse of the taxable 
year. 



This provision does not apply to certain working interests in oil 
and gas properties. 

EFFECTIVE DRTE OF FEDERFtL PROVISIONS 

Taxable years beginning on or after January 1, 1907. 

REVENUE IMPRCT OF CONFORMITY TO FEDERfiL LQW 

The Federal alternative minimum tax tRMT) 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 
wgular tax liability and not used as a separate basis for I 

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 JET 
has indicated that, for provisions affecting individuals, the 
largest single item contributing to reverrue gains is the passive I 

loss provisian which diminishes rapidly a5 the phase-in under the 
regular tax struck ure approaches 100 percent. For the corporate 
mirrimurfl tax e5t imate, the largest single itern contributing to I 
revenue gains is the inclusion of a portion of book income as 
taxable income. 

The substitution of an RMT structure similar to federal law in 
place of the state's existing preference tax would produce 
significant revenue loes~s under the PITL and significant revenue 
gair~s under the B&C'TL. 

Projected state preference tax revenues are $442 million for 1987 
and $473 rflillion for 1988 under the PITL (assuming that capital 

I 

gair~s will contirrue to, be partially excluded from gross income). 
Rn approximat ion of QMT revenues that would be collected under 
the PITL is 4140 rnillion for 1987/88 and 680 million for 1988/89- 
If the preference tax estimates are subtracted from the RMT 
estimates, the results are net revenue losees under the PITL of I 
6302 million for 1987/88 and $333 rnillion for 1988/89. 

Projected state preference tax revenues are 97 million under the 
B&CTL for 1987 arrd 1988. Qrr approximation of RMT revenues that 
would be collected under the B&CTL are $240 million for 1987/00 
and $230 rnillion for 1988/89. If the preference tax estimates 
are subtracted from the RMT est irnates, the results are net 
revenue gains under the B&CTL of $233 million for 1987/88 and 
8223 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 RMT for the 
preference tax structure would be a net revenue gain in the 856 
milliarr rarrqe for 1987-88 and a net revenue loss in the $10 
mi 11 ion range f OF- 1300-83. 

These @st irnates are r~ot precise but serve to indicate the 
possible order o f  magnitude of revenue effects. The RMT state 



estimates were developed by applying the same relative impact of 
federal QMT revenues, estimated by the 3CT, compared to total 
federal budget receipts after H. R. 383'8 to total state revenue 
project ions fur 1907/88 and 1988189 under the PITL and BBCTL, 
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TION: QDDS NET Lass FROM PASSI~E FARMING QCTIVITIES 
G S  TRX PREFERENCE INCOME I T E M  
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CURRENT CQLIFORNIR LQM (Sec. 17063) 

C a l i f o r n i a  l a w  is g e n e r a l l y  s i m i l a r  to f e d e r a l  l a w ,  but t h e r e  are 
numerou5 d i f f e r e n c e s  i n c l u d i n g  p r e f e r e n c e  i t e m s ,  exempt  ion 
a m o u n t s ,  arrd t a x  rates. C a l  iforrria i m p o s e s  a t a x  o n  " t a x  
preference i n c o m e "  i n  a d d i t i o n  t o  t h e  t a x  irnposed on t a x a b l e  
i n c o m e .  The  i n t e n t  is t o  i rnpuse  a n  a d d i t i o r t a l  t a x  on t a x p a y e r s  
who b e n e f i t  s u b s t a n t i a l l y  from v a r i o u s  f e r r n s  o f  t a x - f r e e  income 
or l a r g e  d e d u c t  ions  u n d e r  t h e  r e g u l a r  irrcorne t a x  rates. The t a x  
i 5  c o m p u t e d  or1 t h e  t o t a l  of t a x  p r e f e r e n c e  items i n  e x c e s s  a f  a 
base a1 l o w a n c e  exempt  i o n .  

U n d e r  C a l i i o r r c i a  l a w  Cbut rtot f e d e r a l  i rtet f a r r i i  105s \ ' u t h e r  t h a n  
f r o r n  certair t  a c q t ~ a c u l t  u r a l  act i v i  t i es) i n  e x ' c e s s  cif $50,000 
1625,000 i n  t h e  case of a r n a r r i e d  t a x p a y e r  f i i  i n g  a s e p a r a t e  
r e t u r n )  w h i c h  is d e d u c t e d  from rti[rt-farm irtcorne is t r e a t e d  as ii 
t a x  p r e f e r e r ~ c e  i t e m ,  u r i l e s s  t w o - t h i r d s  or r r i o r e  of the t a x p a y e r '  s 
g r o s s  i n c o m e  f r o m  a l l  s o u r c e s  f u r  t h r e e  t a x ~ b l ~  y e a r s  out of t h e  
i m m e d i a t e l y  p r e c e d i n g  f i v e  y e a r s  is f r o r 1 1  far i t?ing.  

>2? 

aiD ' F E D E H ~ ~ ~  L F ) W  (Sec .  58 i a j  arid Ccj ) 

F e d e r a i  l a w  r e q u i r e s  cer ta in  t a x  p r e f e r e n c e  items t o  be ~ U ~ J E C ~  

t o  arr a l t e r r t a t i v e  rnir~irnurn t a x .  The tax d u e  f07. tl-IE taxable y e a r  
is t h e  a l t e r r l a t i v e  rninirnurn t a x  or. t h e  r e g u i a i -  lrlcorne t a x ,  
wi- t i chever  is g r e a t e r  ( a d j u s t e d  by c e r t a i r t  credits;. 

1. 
The Flct d i s a l l o w s  arry loss frortl arty t a x  s h e l t e r  f a r m  a c t i v i t y  . 
T h e  d i s a l l o w e d  lo55 r n a y  b e  c a r r i e d  f o r w a r d ,  b u t  rnay a r t l y  b e  
offset a s  a d e d u c t i o r t  a q a i r t s t  irlcorrne a l l o c a b l e  t o  t h e  s a m e  
a c t i v i t y  i n  s u c c e e d i r t g  t a x a b l e  y e a r s -  This p r c w i s i o r i  a p p l i e s  to 

' ~ ~ ~ a n  s h e l t e r  f a r r n  a c t i v i t y "  m e a n 5  arty " f a r m i n g  s y n d i c a t e "  
(a5 d e f  i r e d  irt S e c k i o r t  464 u f  t h e  I n t e r r i a l  Revertue Cc~de)  a n d  a r ~ y  
o t h e r  a c t i v i t y  c o n s i s t i n g  of fa r r r i ing  i n  which t h e  t a x p a y e r  d o e s  
rrot rrnaterial l y  p a r t i c i p a t e  (year-rciurid i rrvoi  uemet -~ ' i  or, a r e g u l a r  
and s u b s t a n t i a l  basls). 



taxpayers other than corporations; however, pereonal service 
corporation will (within the meaning of § 4 6 9 t y )  (i) (c) also be 
subject to this provision. 

Far purposes of computing the minirnurn tax, the amount of any tax 
shelter loss from farm activity is reduced by the amount (if any) 
by which the taxpayer is insolvent (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 o f  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 M T E  OF FEDERaL PROVISIONS 

I Taxable years beginning on or after January 1, 1987. 

REVENUE IMPRCT OF CONFORMITY TO FEDERN LRW 

The Federal alternative minimum tax tf2MT) does not conceptually 
have a counterpart in state law. Califc~rnia'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 estirnate 
only for all individual minimum tax provisions. The JET I~as 
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 percent. 

The substitution of an RMT structure similar to federal law in 
place of the state's existing preference tax would produce 
siqnif icant revenue losses under the PITL. 

Projected state preference tax revenues are $442 million for 1967 
and 6473 million for 1988 under the PITL (assuming that capital 
gains will continue to be partially excluded from gross income). 
Gn approximation of WIT revenues that would be collected under 
the PITL is 8140 million for 1987188 and 880 million for 1988/89. 
If the preference tax estimates are subtracted from the GMT 
estimates, the results are net revenue losses under the PITL of 
$302 million for 1987/88 and S393 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 
RMT 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 810 rni 1 1  ion range for 1388-09. 

These est irnates, are not precise but serve to indicate the 
possible order of magnitude of revenue effects. The RMT state 

- 728 - 



e s t i m a t e s  w e r e  deve loped  by a p p l y i n g  the same r e l a t i v e  impact o f  
f e d e r a l  RMT r e v e r ~ u e s ,  est irnated by the JET, compared to total 
f e d e r a l  budget r e c e i p t s  a f t e ~  H. R. 3838 to total s t a t e  revenue  
p r o j e c t  ions for 1987/88 and 1988/89 under t h e  PITL .  
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CURRENT CRLIFORNIA LRU (Sect i o n s  17063 a n d  17063- 2) 

C a l i f o r n i a  law is g e n e r a l l y  s i m i l a r  t o  federal l a w ,  b u t  there are 
numerous  d i f f e r e n c e s  i n c l u d i n g  p r e f e r e n c e  i t e m s ,  e x e m p t i o n  
amounts ,  a n d  t a x  rates. C a l  iforrria i m p o s e s  a t a x  o n  " t a x  
p r e f e r e n c e  incorne" i n  a d d i t i o n  t o  t h e  t a x  irnposed on t a x a b l e  
incorne. The i n t e n t  is t o  irnpuse an  a d d i t i o r r a l  t a x  o n  t a x p a y e r s  
who b e n e f i t  s u b s t a n t i a l l y ' f r o m  v a r i o u s  f o r m 5  of t a x - f r e e  i n c o m e  
or l a r g e  d e d u c t i o n s  urrder  the r e g u l a r  incorne t a x  rates. The t a x  
i s  computed on t h e  t o t a l  of t a x  p r e f e r e n c e  i t e m s  i n  e x c e s s  of a 
b a s e  a1 1 owance exempt  ion .  

C u r r e n t  l a w  d o e s  n o t  i n c l u d e  t h e  u n t a x e d  a p p r e c i a t  i o n  i n  
c h a r i t a b l e  c o n t r i b u t i o n s  of a p p r e c i a t e d  p r o p e r t y  a s  a t a x  
p r e f e r e n c e  i t e m .  

However t h e  l a w  d o e s  p r o v i d e  t h a t  s p e c i f i e d  i t e m i z e d  d e d u c t  ions, 
i vrcf  ud i n g  corrtri b u t  i lzlns, which  e x c e e d  60 p e r c e n t  of t h e  
t a x  p a y e r 7  5 a d  j c l s ted  g r o s s  irrcurne, r e d u c e d  by i t e r n i  z e d  d e d u c t , i o r r s  
o t h e r  tharr  t h o s e  s p e c i f i e d ,  are a t a x  p r e f e r e n c e  i t e m .  

FEDERAL LAW (Sect ion  57)  

F e d e r a l  l a w  i rnposes  an  a l t e r r ~ a t i v e  rnirrirnurn t a x .  The t a x  d u e  for 
t h e  t a x a b l e  y e a r  is t h e  a l t e r n a t i v e  minimum t a x  or t h e  r e g u l a r  
irrcurne t a x ,  w h i c h e v e r  i s  g r e a t e r .  

Q l t e ~ n a t i v e  minimum t a x a b l e  income is t h e  t a x p a y e r ' s  t a x a b l e  
income, d e t e r m i n e d  w i  t b  s p e c i f i e d  a d j u s t m e n t s ,  a n d  i n c r e a s e d  by 
t h e  amourrt of i t e r n s  of t a x  p r e f e r e n c e .  

The  A c t  a d d s  as a t a x  p r e f e r e n c e  i t e m  t h e  u n t a x e d  a p p r e c i a t i o n  on 
c h a r i t a b l e  c o n t r i  b u t  i o n s  made a f t e r  Augus t  16, 1'386 of p r o p e r t y  
t h a t  has; a p p r e c i a t e d  i n  v a l u e .  FI t a x p a y e r  who makes  a c h a r i t a b l e  
c u n t r i  b u t  i o n  of capital g a i n  p r o p e r t y  mus t  r e d e t e r m i n e  t h e  
d e d u c t i o n  f o r  p u r p o s e s  of t h e  a l t e r n a t i v e  minimum t a x  by a d d i n g  
back t h e  amount by which t h e  t a x p a y e r ' s  r e g u l a r  t a x  c h a r i t a b l e  
c o n t r i b u t i o n  d e d u c t i o n  would be r e d u c e d  i f  a l l  c a p i t a l  g a i n  
p r o p e r t y  w e r e  t a k e n  i n t o  a c c u u r ~ t  a t  i ts  a d j u s t e d  basis. T h i s  
p r e f e r e n c e  d o e s  not a p p l y  t o  c a r r y u v e r s  o f  t h e  d e d u c t i o n  for 
c u n t r i  b u t  i o n s  made b e f o r e  August  3 6 ,  1986. 



EFFECTIVE DQTE OF FEDERRL PROVISIONS 

Rpplicable to taxable years beginning on or after January 1, 
1987. 

REVENUE IMPQCT OF CONFORMITY TO FEDERGL LRW 

The Federal alternative minimum tax (RMT) does not conceptually 
have a counterpart in state law. California3 5 preference tax is 
a separate tax on certain tax allowances that is added to the 
regular tax liability and not used a5 a separate basis for 
calculation of the final income tax liability. 

The Joint Committee on Taxation (JET) has made a single estimate 
only fop 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 a5 the phase-irt under the 
regular tax structure approaches 100 percent. 

The substitution of an RMT structure similar to federal law in 
place of the statey 5 exist inq preference tax would produce 
significant revenue losses under the PITL. 

Projected state preference tax revenues are 8442 million for 1987 
and 8475 million for 1388 under the PITL (assuming that capital 
gains will continue to be partially excluded from gross income), 
Qn approximat ion uf RMT revenues that would be collected under 
the PITL is $140 million fur 1387f86 and $00 million for 1988/89. 
If the preference tax estirnates are subtracted from the fiMT 
estirnates, the results are net revertue losses under the PITL of 
~302"'mil liort fur 1987/88 and $3'33 rni 1 1  iclrt for 1968/83. However, 
if the capital gains preference item under the PITL is repealed 
due tc~ capital qairt reform, the net impact from substituting the 
RMT fur the preference tax structure would be a net revenue gain 
in the 956 rfli lliort range for 1987-88 and a net revenue loss in 
the 610 rni lliort range for 1368-63. 

These estirnatee are rtc~t precise but serve to indicate the 
possible order of magnitude of revenue effects. The QMT state 
estimates were developed by applying the same relative impact of 
federal FIMT revenues, estimated by the JET, compared to tot a1 
federal budget receipts after H. R. 3638 to total state revenue 
project ions for 1987/88 and 1988f89 under the PITL, 
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CURRENT CALIFORNIFl LFIW tSec. 17063.2) 

Under current law, California imposes a tax on tax preference 
income in addition to the tax imposed or1 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 irrcorne tax rates, The tax is 
computed on the total of tax preference items in excess of a base 
allowable exemption. 

Cine of the tax preference items is "excess itemized deductions" 
which is the amount by which total itemized deductions other than 
(1) state and local taxes, (2) medical and dental expenses, and 
(3)  casualty losses, exceeds 60 percent of the taxpayer's 
adjusted gross income reduced by iterns (1) through 13). 

' 

-, NEW FEDER.QL LFIW (Sec. 561b) ( 1 )  ( C ; )  B 1e)) 

Federal law requires certain tax preference items to be subject 
tu arr alternative rnir~irnurn tax. The tax due for the taxable year 
is the alternative rninirnurn tax or the regular income tax, 
whichever is greater Cadjusted by certain credits). 

For taxable years beginning before January 1, 1987, the 
alternative rnir~irnum taxable income, uporr which the alternative 
rninirnurn tax was determined, was equal to the taxpayer's adjusted 
grcrss i rrcctrne reduced by cert a i n it erni zed deduct i orrs and increased 
by specified tax preference items. One of the itemized 
deductions allowable irr deterrninir~g the alternative minimum 
taxable ir~corne, was "qualified interest" which was housing 
interest plus other interest to the extent it did not exceed the 
taxpayer's qualified net investment income (qualified investment 
income less qualified investment expenses) for the taxable year. 
Qualified investment income means the sum of gross income from 
interest, dividends, rents and royalties, and any amount treated 
as ordinary income from the disposition of depreciable property 
to the extent such income, gain, and amounts are not from a trade 
or business. Qua1 if ied irrvestrnent experrses are deduct ions 
directly connected with the production of qualified investment 
income t a the extent those deduct ion5 are a3 lowable in camput ing 
ad J usted gross irrcc~rne and are rrclt iterns ~=lf tax preference. 



For taxable years beginning on or after January I ,  1987, the Flct 
provides that the alternative minimum taxable income is equal to 
the taxpayer's regular taxable income modified by certain 
adjusitments, and increased by specified tax preference i terns. 
The act conforms the def irrit ion of investment interest for the 
alternative minimum tax to the definition used for regular income 
tax purposes;. For minimum tax purposes, qua1 if ied 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 loan is treated as qualified housing interest to the extent 
it does not increase the amount of the loan and it qualified 
under the prior loan as housinq interest. 

EFFECTIVE DATE OF FEDERRL PROVISIONS 

Taxable years beginning on ctr after January 1, 1987. 

REVENUE IMPRCT OF CONFORMITY TO FEDERGL LUW 

The Federal alternative minimum tax (RMT) does not conceptual ly 
have a counterpart in state law. Califarniays preference tax is 
a separate tax on certain tax allowances that is added to the 
regular tax liability and not used a5 a separate basis for 
calculation of the final income tax liability. 

The Joint Committee on Taxation ( JET)  has made a single estimate 
only for all individual rninimurn tax provisions. The JCT has 
indicated that, for provisions affecting individuals, the largest 
single item c:ontributing to revenue gains is the passive loss 
provision which dirflinisbes rapidly as the phase-in under the 
regular tax structure approaches 100 percent. 

The substitution of an QMT structure similar to federal law in 
place of the state's existing preference tax would produce 
significant revenue losses under the PITL. 

Prctject ed st ate preference tax revenues are $442 m i  1 1 i on far 1907 
and $473 million far i40B under the PITL (assuming that capital 
gains will continue to be partially excluded from gross income). 
#n approximation of UMT revenues that would be collected under 
the PITL is $140 million for 1987/88 and 600 million for 1988/89. 
If the preference tax estimates are subtracted from the RMT 
estimates, the results are net revenue losses under the PITL of 
$302 million for 1987/88 and $393 million for i988/89. However, 
if the capital gains preference item under the PITL is repealed 
due to capital gain reform, the net impact from substituting the 
RMT 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 rr~agnitude of revenue effects. The QMT state 
estimates were developed by applying the sarne relative impact of 
federal RMT rever~ues, estimated by the JET, cornpared to total 



federal budget receipts after H. R. 3838 to total  state revenue 
j, projections for 1987/88 and 1588/89 under the PITL. 
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CURRENT CALIFORNIQ LAW ( N o n e )  

C a l i f o r n i a  l a w  is g e n e r a l l y  s i m i l a r  t o  f e d e r a l  law, b u t  there are 
n u m e r o u s  d i f f e r e n c e s  incl  u d i  n g  preference it e m s ,  exempt  ion 
a m o u n t s ,  a n d  t a x  rates. C a l i f o r n i a  i m p o s e s  a t a x  o n  " t a x  
preference i n c o m e "  i n  a d d i t i o n  t o  t h e  t a x  imposed o n  t a x a b l e  
i n c o m e .  T h e  i n t e n t  is t o  impose a n  a d d i t i o n a l  t a x  on t a x p a y e r s  
w h o  b e n e f i t  s u b s t a n t i a l l y  f r o m  v a r i o u s  f o r m s  of t a x - f r e e  income 
o r  l a r g e  d e d u c t i o n s  u n d e r  t h e  r e g u l a r  income t a x  rates. The  t a x  
is c o m p u t e d  on t h e  t o t a l  of t a x  p r e f e r e n c e  i t e m s  i n  e x c e s s  of a 
b a s e  a 1 l o w a n c e  e x e m p t  i o n .  

C u r r e n t  l a w  d o e s  rfctt p r o v i d e  for a n y  t a x  credit a t t r i b u t a b l e  t o  
t a x  o n  p r e f e r e n c e  income. 

Minimurn t a x  p a i d  i n  o n e  y e a r  m a y  b e  c a r r l e d  f o r w a r d  ( b u t  n o t  
back%> i r t d e f i n i t e l y  a s  a c r e d i t  a g a i n s t  r e g u l a r  t a x  l i a b i l i t y .  
The" & r e d i t  rnay not, however ,  reduce t h e  r e g u l a r  t a x  b e l o w  t h e  
a 3  t e r n a t  i v e  m i  rrirnur~l t a x  for  t h a t  y e a r .  
T h e  c r e d i t  for  arry t a x  yea r  is t h e  amount of t h e  t a x p a y e r v  s 
a d j u s t e d  n e t  rnirrlrnurn tax f o r  a l l  t a x  y e a r s  b e q i n r ~ i n q  a f t e r  1986, 
less arnclurrts c r e d i t e d  a g a i n s t  t h e  r e g u l a r  t a x .  The a d j u s t e d  n e t  
rninirnurn t a x  is t h e  t a x p a y e r ' s  rnirrirnurn t a x  r e d u c e d  by the amount I 

t h a t  w o u l d  h a v e  b e e n  t h e  t a x p a y e r ' s  minimurn t a x  had o n l y  t h e  
fullowing p r e f e r e n c e s  ( s o - c a l l e d  e x c l u s i o n  p r e f e r e n c e s )  b e e n  
t a k e n  i n t o  a c c u u n t  : i t e m i z e d  d e d u c t  i o n s ,  p e r c e n t a g e  d e p l e t i o n ,  

I 

t a x - e x e m p t  irkerest, arrd t h e  a p p r e c i a t e d  p r o p e r t y  c h a r i t a b l e  I 

d e d u c t  ion. 

EFFECTIVE DRTE OF FEDERGL PROVISIONS 

R p p l i c a b l e  t o  t a x a b l e  y e a r s  b e g i n n i n g  o n  o r  a f ter  J a n u a r y  1, 
1987. 

REVENUE IMPRCT OF CONFORMITY TO FEDERAL LAM 

T h e  F e d e r a l  a1 terrrat i v e  r n i  r~ irflurn t a x  (RMT) d a e s  rrc~t c o r i c e p t  u a l  1 y  
h a v e  a c o u n t e r p a r t  i n  s t a t e  l a w .  California9 5 p r e f e r e n c e  t a x  is 
a s e p a r a t e  t a x  o n  c e r t a i n  t a x  a l l c ~ w a n c e s  t h a t  is a d d e d  t o  t h e  



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 minirnurn tax provisions, The JCT has 
indicated that, for provisions affecting individuals, the largest 
single item contributing to revenue gains is the passive loss 
provision whi'ch diminishes rapidly as the phase-in under the 
wsgular tax structure approaches 100 percent. 

The substitution of an RMT structure similar to federal law in 
place of the state9 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). 
Rn appraximat ion of RMT revenues that would be collected under 
the PITL is %I40 million for 1987/88 and $80 million for 1988/89. 
If the preference tax estimates are subtracted from the RMT 
estimates, the results are net revenue losses under the PITL of 
8302 rnil lion for 1987/88 and 8393 mi 1 1  ion for 1988/09. However, 
if the capital gains preference itern under the PITL is repealed 
due to capital gain reform, the net irnpact from substituting the 
RMT for the preference tax structure would be a net revenue gain 
in the $56 mi  1 1  ion range for 1387-88 and a net revenue loss in 
the $10 million range for 1968-89- 

These estimates are not precise but serve to indicate the 
possible order of magnitude of revenue effects. The FlMT state 
estimates were developed by applying the same relative impact of 
federal FIMT revenues, estimated by the JET, cornpared to total 
federal budget receipts after H. R. 3838 to total state revenue . 
projections for 1987/88 and 1988/83 under the PITL. 
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C a l i f o r n i a  l a w  is g e n e r a l l y  s i m i l a r  t o  f e d e r a l  l a w ,  b u t  t h e r e  are 
numerous  d i f f e r e n c e s  i n c l u d i n g  p r e f e r e n c e  i t e m s ,  e x e m p t i o n  
amoun t s ,  and t a x  rates, Ca l  i f o r n i a  imposes  a t a x  o n  " t a x  
p r e f e r e n c e  incarfie" i n  a d d i t i o n  t a  t h e  t a x  imposed on t a x a b l e  
income. The i n t e n t  is t o  impc~se  art a d d i t i o n a l  t a x  o n  t a x p a y e r s  
who b e n e f i t  s u b s t a n t i a l l y  f r o m  v a r i o u s  fbrms of t a x - f r e e  income 
or  l a r g e  d e d u c t  i o n 5  u n d e r  t h e  r e g u l a r  income t a x  rates. The t a x  
is c.omputed on $ h e  t o t a l  of t a x  p r e f e r e n c e  i t e m s  i n  e x c e s s  o f  a 
b a s e  a1 lowance  e x e m p t  ion .  

C a l i f o r n i a  a l l o w s  t a x  p r e f e r e n c e  income t o  b e  r e d u c e d  by t h e  
arnount C i f  a n y )  of t h e  t a x p a y e r '  5 n e t  o p e r a t i n g  loss rtot e l i g i b l e  
f o r  c a r r y o v e r  t u  f u t u r e  y e a r s .  R f t e r  t h a t  a d j u s t m e n t ,  Ca l  i f o r n i a  
c o n f o r m s  t o  ~ l d  f e d e r a l  l a w  which  p r o v i d e d  f o r  d e f e r r i n g  a 
p o r t  i o n  of t h e  t a x  imposed o n  p r e f e r e n c e  income t o  t h e  e x t e n t  of 
tb.e,,rtet operat inq loss c a r r y o v e r  tct f u t u r e  y e a r s ,  I n  a n y  
s u c c e e d i n g  incorne y e a r  i n  which t h e  n e t  o p e r a t i n g  105s c a r r y o v e r  
r e d u c e s  rret i r t c o r n e  f o r  t h a t  y e a r ,  t h e  t a x  p r e v i o u s l y  d e f e r r e d  is 
added  tcl t h e  p r e f e r e n c e  t a x  ( i f  a n y >  for t h a t  y e a r -  

- NEW F E D E R R I  LRW (Sec.  56) 

F e d e r a l  l a w  irnposes art a l t e r r t a t i v e  rninirnum t a x .  The t a x  d u e  f u r  
t h e  t a x a b l e  y e a r  is t h e  a l t e r r r a t i v e  rninirnurn t a x  o r  t h e  r e g u l a r  
incorne t a x ,  w h i c h e v e r  is  g r e a t e r  ( a d j u s t e d  by c e r t a i n  c r e d i t s ) .  

a l t e r n a t i v e  minimum t a x a b l e  irrcome is t h e  t a x p a y e r ' s  t a x a b l e  
income, d e t e r m i n e d  w i t h  s p e c i f i e d  ad ju5 tmen t5 ,  and i n c r e a s e d  by 
t h e  amount of items of t a x  p r e f e r e n c e ,  

The Flct r e q u i r e s ,  a5 urre of t h e  a d j u s t m e n t s  t o  r e g u l a r  t a x a b l e  
income, t h a t  n e t  u p e r a t  irrg losses b e  r educed  so  t h a t  t h e y  d o  n o t  
offset m o r e  t h a n  30 p e r c e n t  of t h e  a l t e r n a t i v e  minimum t a x a b l e  
income. Rrncrur~ts n o t  u sed  b e c a u s e  of t h i s  1 imitation may be 
c a r r i e d  f o r w a r d  t o  f u t u r e  y e a r s .  

F o r  rnirtirnurn t a x  p u r p o s e s ,  a s e p a r a t e  rret o p e r a t  irlg loss rnust be 
computed i n  a  rnanner c o n s i s t e n t  w i t h  t h e  adjustments and 
p r e f e r e r t c e s  de f i r t ed  by t h e  rnirrimurn t a x ,  Fire-1987 NtiLs do  n o t  
h a v e  t o  b e  recomputed. Consequently, the arnuurtt o f  the NCtL 



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 DQTE OF FEDERnL PROVISIONS 

gpplicable to tavable year beginning on or after January 1, 1907. 
For purposes of determining an individual's NOL adjustment for 
taxable years beginning after 1982 and before 1987, the loss is 
adjusted with respect to the pre-1987 law rules of Section 
55(d)(2> as effective on October Zi, 1986. 

REVENUE IMPQCT OF CDNFDRMITY TO FEDERRL LQW 

The Federal alternative minimum tax (QMT) does not conceptually 
have a counterpart in state law. California's preference tax is 
a separate tax on certain tax allowances that is added fa the 
regular tax liability and not used as a separate basis for 
calculation of the final income tax liability. 

The Joint Committee on Tanation (JCT) has made a single estimate 
only for all individual mirrimum 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 percent. 

I 

i -') Thesubstitutic~rrof ar1QMT structure similar to federal law in 

place of the state's existirig preference tax would produce 
si gni f icarit 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). 
Rn approximat ion c~f QMT revenues that would be collected under 
the PITL is $140 million for 1367/88 and $80 million for 1988/89. 

, If the preference tax est irnates are subtracted from the FIMT 
estimates, the results are net revenue losses under the PITL of 
6302 m i l l  ion for 1987/88 and 8393 rnilliori for 1388/89. However, 
if the capital gains preference item under the PITL is repealed 
due to capital gain reform, the net impact from substituting the 
RMT 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 410 million range for 1988-89. 

These estimates are not precise but serve to indicate the 
i possible order of magnitude of revenue effects. The RMT state 

estimates were developed by applying the same relative impact of 
federal RMT 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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C a l i f o r n i a  l a w  is g e n e r a l l y  s i m i l a r  t o  f e d e r a l  l a w ,  b u t  t h e r e  are 
numerous  d i f f e r e n c e s  i n c l u d i n g  p r e f e r e n c e  i t e m s ,  exempt ion  
amoun t s ,  and  t a x  rates. C a l i f o r r t i a -  imposes  a t a x  o n  " t a n  
p r e f e r e n c e  income" i n  a d d i t i o r r  t o  t h e  t a x  irnposed o n  t a x a b l e  
income. The i n t e n t  is t o  impose  a n  a d d i t i o n a l  t a x  on t a x p a y e r s  
who b e n e f i t  s u b s t a n t i a l  l y  from v a r i o u s  fo rms  o f  t a x - f r e e  income 
or l a r g e  d e d u c t  i o n s  u n d e r  t h e  r e g u l a r  income t a x  rates- The t a x  
is computed  o n  t h e  t o t a l  of t a x  p r e f e r e n c e  i t e r n 5  i n  e x c e s s  of a 
b a s e  a l 1 owance exempt ion .  

Under  C a l i f o r n i a  l a w ,  t h e  f o l l o w i n g  s p e c i a l  r u l e s  app ly :  

51 > The i t e m s  of t a x  p r e f e r e r r c e  o f  arr e s t a t e  o r  t r u s t  are 
a p p o r t i o n e d  be tween  t h e  e s t a t e  or  t r u s t  and t h e  
berref lciaries or1 t h e  b a s i s  of t h e  rret income of t h e  
estate or t r u s t  al locable t o  each. <Conforms to o l d  
IRC Sect i o n  58(c>. ) 

2 The $4,000 b a s e  a l l o w a n c e  a p p l i c a b l e  ta an estate  or  
t r u s t  is r e d u c e d  i ;~  art arnuur~t which b e a r s  t h e  s a m e  
r a t i c f  t o  $4,000 as  t h e  p o r t i o n  o f  t h e  5urn o f  t h e  i t e m s  
of t a x  p r e f e r e r r c e  a1 l o c a t e d  t o  t h e  e s t a t e  or  t r u s t  is 
t o  t o t a l  i k e r n s  o f  t a x  p r e f e r e n c e .  (Net cornparable  
p r o v i s i o n  i n  f e d e r a l  l a w .  1 

(3) I n  t h e  case of a n o n r e s i d e n t  or p a r t - y e a r  r e s i d e n t ,  
rninimurn t a x  is cornputed o n  total  i t e m s  of t a x  
p r e f e r e n c e  from a l l  s o u r c e s ,  and t h i s  t a x  is t h e n  
r e d u c e d  t o  t h e  r a t i o  of C a l i f o r r r i a  s o u r c e  i t e m s  of  t a n  
p r e f e r e n c e  t o  t o t a l  i t e r n s  of t a x  p r e f e r e n c e .  (Under 
I R C  S e c t i o n  B 3 7 t a )  (21, t h e  a l t e r n a t i v e  minimum t a x  of a 
n o n r e s i d e r r t  a l i e n  is n o t  less t h a n  20 p e r c e n t  of t h e  
lesser o f  C i )  t h e  i n d i v i d u a l ' s  a l t e r n a t i v e  minimum 
t a x a b l e  income, o r  f i i >  t h e  i n d i v i d u a l ' s  n e t  g a i n  f r o m  
d i s p o s i t i o n s  of U n i t e d  States real p r o p e r t y  i n t e r e s t s  
f o r  t h e  t a x a b l e  y e a r .  > 

( 4 )  The i t e r n s  of t a x  p r e f e r e r r c e  cgf a cornrnclrr t r u s t  f und  a r e  
a p p o r t i o n e d  among and  treated a5 i t e m s  of  t a x  
p r e f e r e n c e  of t h e  i r ~ d i v i a u a l  p a r t i c i p a r r t s  o f  t h e  fund. 



(Conforms to old IRC Sect ion 58te) and new IRE Sect ion 
59(d) (1) (b). ) 

(5) Where a return is made for a short period {less than 1 2  
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. 

6 Tax on preference income is not included in the 
computation of estimated tax- ( IRE Sect ion 6654 (d) 
provides for the inclusion of the alternative minimum 
tax in the payment of estimated tax. 

(7) The tax on preference income is not considered in the 
computation of the credit for taxes paid to another 
state, (Old IRC Section 55(c) (2) provided for 
allowance of the foreign tax credit in the computation 
of the alternative minimum tax, limited to the ratio of 
alternative minimum taxable income from sources without 
the United States to total alternative minimum taxable 
i ncome. ) 

(8) 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. ( T a x  benefit rule. > (Conforms to old 
IRC Section 58(h), and new IRC Section 59t9).) 

NEW FEDERRL LaW (Sections 59 and 897) 

Federal law imposes an alternative minimum tax. The tax due for 
the taxable year is the alternative minimum tax or the regular 
income t a x ,  whichever is greater (adjusted by certain credits). 

Alternative minirnurn tax is the taxpayers taxable income, 
determined with specified adjustments, and increased by the 
amount of items of tax preference, 

The Act provides new rules for items (11, ti?), (31, and (7) 
I 

above. 

(1 
and 
2 In the case of an estate or trust, instead of 

a1 locat irrg items of tax preferer~ce between the estate 
or trust and its beneficiaries {old IRC Sec. 5Btc) ), I 

the rnirlirnurn taxable irtcclrne wi 1 i be curnputed by I 

I 
determining taxable incctme under the general rules for 
the regular tax, taking irrtcl accclurrt  any ad J ustmerrts 
required under the rninirnurn tax rules. The 620,009 

i 
I 



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 JRC Section 897(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. 
( IRE See. 59(a).) 

In addition the k t  clarifies that code sections suspending 
losses, and other sections specified in regulations, are 
recomputed for minimum tax purposes, to apply with respect to 
amounts otherwise deductible for purposes of the minimum tax. 
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 sub~eet to 
the at-risk rules. ( I R C  Section 59(h), 

also, since the regular and minimum taxes generally are computed 
separately, relief from the minimum tax under the tax benefit 
rule (IRE Sec, 59(g)) is not appropriate solely by reason of the 
fact that a taxpayer receives no benefit under the regular tax 
with respect to a particular item, 

EFFECTIVE DFITE OF FEDERQL PR13VISIDNS 

Qpplicable to taxable years beginning on or after January 1, 
1987. 

REVENUE IMPRCT OF CONFORMITY TO FEDERQL LAW 

The Federal alternative minimum tax (FIMT). does not conceptual 1 y 
have a counterpart ir~~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 far 
calculation of the final income tax liability. 

The Joint Committee can 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 gains is the passive loss 
provision which diminishes rapidly a5 the phase-in under the 
regular tax structure approaches 100 percent. 

The substitution o f  an AMT structure similar to federal law in 
place of the state's existing preference tax wcruld produce 
5 i  gnif icant revenue losses u n d e r  the PITL. 

Projected state p r e f e r e r ~ ~ e  tax rever~ues are $442 r ~ i i  1 1  ior~ for 1'387 
and 9473 million for 1'388 ur~der the PITL (assuming that capital 



gains will continue to be partially excluded from gross income). 
Rn approximation of RMT revenues that would be collected under 
the PITL is 9140 million for 1987/88 and 980 million for 1988/89. 
If the preference tax estimates are subtracted from the RMT 
estimates, the results are net revenue losses under the P l T L  of 
$302 million for 1987/88 and $393 million for 1988/09. However, 
if the capital gains preference item under the PITL is repealed 
due to capital gain reform, the net impact from substituting the 
f2MT for the preference tax structure would be a net revenue gain 
in the 956 million range for 1987-88 and a net revenue loss in 
the 910 million range for 1988-89, 

These estimates are not precise but serve to indicate the 
possible order of magnitude of revenue effects. The RMT state 
estimates were developed by applying the same relative impact of 
federal RMT revenues, estimated by the JCT, compared to total 
federal budget receipts after H. R. 3038 to total state revenue 
projections for 1987/88 and 1988/83 under the PITL. 
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CURRENT CCILIFORNIF) LRW (Sec, 23400 - 23405) 

C a l i f o r n i a  law is g e n e r a l l y  s i m i l a r  t o  f e d e r a l  l a w ,  b u t  t h e r e  are 
n u m e r o u s  d i f f e r e n c e s  i n c l u d i n g  preference i t e m s ,  e x e m p t i o n  
a m o u n t s ,  and t a x  rates.  C a l i f o r r ~ i a  i m p o s e s  a t a x  o n  " t a x  
preference  income"  i n  a d d i t i o r ~  t o  t h e  t a x  imposed  or1 t a x a b l e  
i n c o m e .  The i n t en t  is t o  i m p o s e  an a d d i t i o n a l  t a x  ort t a x p a y e r s  
w h o  b e n e f i t  s u b s t a n t i a l  1 y  frurn v a r i c a u s  fu r rns  o f  t a x - f r e e  i r r c o m e ,  
l a r g e  d e d u c t i o n s ,  o r  t a x  c r e d i t s  u n d e r  t h e  r e g u l a r  income t a x  
cornput a t  i o n .  

OLD FEIIERAL LFLW (Sec. 55-58> 

F o r  t a x a b l e  y e a r s  beg i r tn i r tg  before J a n u a r y  1, 13B7, c.cw--poratiorts 
{ o t h e r  t h a n  art S c o r p o r a t i o n )  w e r e  s u b j e c t  t o  a n  "add-or!" minirnuro 
t a x  ort t a x  p r e f e r e r t c e  i r t c o r n e ,  s i r n i l a r  to t h e  "add-on" rnirtirnurn t a x  
on p ~ e f  erertce i rtcctrne u n d e r  Ca 1 i f ut-rti a 1 aw. 

NEW FEDERAL LAW iSec.  55-58) 

For t a x a b l e  y e a r s  begir tr t i r tq o r 1  or- a f t e r  J a r t u a r y  i, 1387, HR 3058 
r e p l a c e s  t h e  c u r p n r a t  i o n  add-cli-I rnirtirfiurn t a x  w i t h  arl a i t e r r t a t  i v e  
minimum t a x ,  s i r n i l a r  t o  t h a t  i rnposed or-# i r t d i v i d u a i s .  The 
a l t e r n a t i v e  minimum t a x a b i e  i n c o m e  is e q u a l  kc,  t h e  t a x p a y e r ' s  
r e g u l a r  t a x a b l e  income rnodif ied by a d j u s t r n e r ~ t s  for i t e m s  of t a x  
p r e f e r e n c e .  

R u l e s  s i r n i f a r  t o  t h o s e  u n d e r  t h e  a l t e r n a t i v e  r t~ i r t i r t~ur~~ t a x  for 
i n d i v i d u a l s  a p p l y  t o  i r t c e r t t i v e  c r e d i t s ,  t h e  f u r e i q r ~  t a x  c r e d i t ,  
net o p e r a t i n g  losses, a n d  t h e  c r e d i t  fo r  minimum t a x  l i a b i l i t y  
a t t r i b u t a b l e  t o  t irning p r e f e r e r t c e s .  

EFFECTIVE DaTE OF FEDERAL PRaVISf ONS 

T a x a b l e  years b e g i n n i r t g  o n  o r  a f t e r  J a n u a r y  I ,  1387. 

REVENUE IMPACT OF CONFORMITY TCI FEDERAL iGW 

T h e  F e d e r a l  a1 t e r r ~ a t  i v e  rninirnurn t a x  (WIT) dues rtut, c c ~ r ~ c e p t u a l  1 y 
h a v e  a c o u r t t e r p a r t  irt s t a t e  law- C a l i f o r - n i a 7  5 pre fe r -e r t ce  t a x  is 
a s e p a r a t e  t a x  art c e r t a i n  t a x  a1 l c ~ w a r i c e s  t h a t  i 5  a d d e d  to t h e  
r e g u i a r  t a x  l i a b i l i t y  a n d  not u s e d  a5 a s e p a r a t e  b a s i s  Pctr 
c a l c u l a t i o n  of t h e  f i n a l  irtcctrne t a x  1 i a b i l i t y .  



The Joirrt Committee or1 T a x a t i c ~ n  (JCT) h a s  made a s i n g l e  est i r n a t e  
\ o n l y  for a l l  c o r p o r a t e  minimum t a x  prcavis ions .  F o r  t h e  c o r p o r a t e  

minimum tax e s t i m a t e ,  t h e  l a r g e s t  s i n g l e  item c o n t r i b u t i n g  t o  
r e v e n u e  g a i n s  is t h e  i n c l u s i o n  of a p o r t i o n  of buok income a s  
t a x a b l e  income. 

The  s u b s t i t u t i o n  of a n  AMT s t r u c t u r e  s i m i l a r  t o  f e d e r a l  law i n  
place of t h e  s t a t e '  s e x i s t i n g  p r e f e r e n c e  t a x  would p r o d u c e  
s i g n i f i c a n t  r e v e n u e  g a i n s  u n d e r  t h e  BBCTL. 

P r o j e c t e d  s t a t e  p r e f e r e n c e  t a x  r e v e n u e s  a r e  $7 m i  11 i o n  u n d e r  the 
BBCTL for 1907 and 1988. Rn approximation of RMT r e v e n u e s  t h a t  
w u l d  b e  c o l l e c t e d  unde r  t h e  BELCTL are 9240 m i l l i o r r  for  1987/88 
a n d  $230 m i l l i o n  for  1988/89, If  t h e  p r e f e r e n c e  t a x  e s t i m a t e s  
a r e  s u b t r a c t e d  f r o m  t h e  FIMT e s t i m a t e s ,  t h e  r e s u l t s  a r e  n e t  
r e v e n u e  g a i n s  unde r  t h e  B&CTL of 9233 m i l l i o n  for  1987/88 and  
$223 m i l l i o n  fo r  1388/89. 

These  estimates are n o t  p r e c i s e  b u t  s e r v e  tu i n d i c a t e  t h e  
p o s s i b l e  o r d e r  o f  rnagrritude uf rever rue  e f f e c t s .  The FIMT state  
e s t i m a t e s  w e r e  d e v e l o p e d  by a p p l y i n g  t h e  same r e l a t i v e  impac t  o f  
f e d e r a l  AMT r e v e n u e s ,  est irnated by t h e  JCT, compared t o  t o t a l  
f e d e r a l  budget ~ e c e i p t s  a f t e r  H. R. 3838 t o  t o t a l  state r e v e n u e  
p r o j e c t  i o n s  for 1387/86 and 1388/83 under t h e  E8.CT L a w .  
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CURRENT CFILIFOfWIA LFIW t S e c .  2340CI) 

U n d e r  c u r r e n t  law, C a l i f o r n i a  i m p o s e s  a 2.5 p e r c e n t  t a x  o n  " t a x  
preference income" i n  a d d i t i o n  t o  t h e  t a x  i m p o s e d  on t a x a b l e  
income, T h e  i n t e n t  is t o  i m p o s e  an  a d d i t i o n a l  t a x  on t a x p a y e r s  
who b e n e f i t  s u b s t a r i t  i a l  l y  f r o m  v a r i o u s  f a r m s  of t a x - f r e e  income 
or l a r g e  d e d u c t  ions u n d e r  t h e  r e g u l a r  i r i c o r n e  t a x  c o r n p u t a t  i on .  

OLD FEDERGL LGW (Sec. 55) 

Far  t a x a b l e  y e a r s  b e g  i n n i n g  b e f o r e  J a r i u a r y  I, 1987, c c r r p u r a t  ions 
( o t h e r  t h e n  S c o r p o r a t i o n s )  w e r e  s u b j e c t  t o  a IS p e r c e n t  "add-on" 
minimum t a x  on t a x  p r e f e r e r ~ c e  i r i c o r n e ,  s i r n i l a r  t o  t h e  "add-on" 
miriimurn t a x  o n  p r e f e r e n c e  iric~rne u r ~ d e r =  C a l i f o r r i i a  l aw.  

NEW FEDERAL LRW t S e c ,  55) 

F u r  t a x a b l e  y e a r s  b e g i n n i n g  on o r  af ter  S a n u a r y  1, 1387, HR 3538 
r e p l a c e s  t h e  c o r p u r a t i o r r  add-c~rt  rnirtirilurn t a x  w i t h  ai-t a l t e r n a t i v e  
minirnurn tax,  s i r n i l a r  t o  t h a t  impccsed Cwr individuals. The r a t e  of 
t a x  is i r i c r e a s e d  f r o m  15 p ~ r c e r i t  t o  2O p e r c e n t .  Ccrrput-at  iclris 
w i l l  now u e  r e q u i r e d  to p a y  t h e  h i g h e r  of t h e i r  r e g u l a r  t a x  
l i a b i l i t y  o r  t h e i r  rniriirnurn t a x  1 i a b i  1  i t y .  

EFFECTIVE DGTE OF FEDERAL P R O V I S I E I N S  

T a x a b l e  y e a r s  b e g i r i n i n g  or1 ~ 1 : r u .  after J a r i u a r y  1, 1'367. 

REVENUE IMPACT OF CQNFURMITY TO FEDERfiL LAW 

T h e  F e d e r a l  a1 t e r n a t  i v e  miriirnurn t a x  (FIMT) does n o t  ccrricept u a l  l y  
h a v e  a c o u n t e r p a r t  i n  s t a t e  law.  C a l i f o r r ~ i a ' s  p r e f e r e r i c e  t a x  is 
a s e p a r a t e  t a x  ort c e r t a i r ~  t a x  a1 l u w a r r c e s  t h a t  is a d d e d  to t h e  
r e g u l a r  t a x  l i a b i l i t y  arid n u t  used a s  a s e p a r a t e  b a s i s  fo r  
c a l c u l a t i o n  of t h e  f i n a l  income t a x  l i a b i l i t y .  

T h e  Joint  C o m m i t t e e  o n  T a x a t i o n  I J C T )  h a s  made  a s i n g l e  e s t i m a t e  
on1 y fo r  a1 1 c o r p o r a t e  rniriirnurn t a x  p r c t v i s i o r i s .  F u r  the c o r p o r a t e  
minimurn t a x  estimate, t h e  i a r g e s t  s i n q l e  item c o n t r i b u t i n g  t o  
r e v e n u e  g a i r r s  is t h e  iricl usictr l  o f  a p o r t  i c ~ r ~  of bocrk. i r i c c l r n e  as  
t a x a b l e  i ncome ,  



T h e  s u b s t i t u t i o n  of an RMT s t r u c t u r e  s i m i l a r  t o  f e d e r a l  l a w  i n  
p l a c e  of t h e  s t a t e ' s  e x i s t i n g  p r e f e r e n c e  t a x  would  p r o d u c e  
s i g n i f i c a n t  r e v e n u e  g a i n s  u n d e r  t h e  B&CTL, 

P r o j e c t e d  s t a t e  p r e f e r e n c e  t a x  r e v e n u e s  are $7 m i l l i o n  u n d e r  t h e  
B&CTL f u r  1987 and 1388. Flri apprc in i rnat  i o n  of AMT r e v e n u e s  t h a t  
would  b e  c o l l e c t e d  u n d e r  t h e  B&CTL are  $240 m i l l i o n  fo r  1987/88 
and $230 m i l  l i o n  f u r  198&/83. I f  t h e  p r e f e r e n c e  t a x  e s t i m a t e s  
are s u b t r a c t e d  f r o m  t h e  FIMT e s t i m a t e s ,  t h e  r e s u l t s  are net  
r e v e n u e  g a i n s  u n d e r  t h e  B&CTL of $233 r n i l l i o n  fo r  1987/88 a n d  
$223 m i l l i o n  for  1988/89. 

T h e s e  e s t i m a t e s  are n o t  p r e c i s e  b u t  serve t o  i n d i c a t e  t h e  
p o s s i b l e  o r d e r  of m a g n i t u d e  of r e v e n u e  effects. T h e  RMT state  
est imates w e r e  d e v e l o p e d  by a p p l y i n g  t h e  same relat i ve  i m p a c t  of 
f e d e r a l  RMT r e v e n u e s ,  est i rna ted  by t h e  JCT, compared  t o  t o t a l  
f e d e r a l  b u d g e t  r e c e i p t s  a f t e r  H. R. 3838 t o  t o t a l  s t a t e  r e v e n u e  
p r o j e c t i o n s  for  1 9 8 7 / 8 8  a n d  1388/89 urrder  t h e  BBCT Law. 

TRX POLlCY ISSUES 

< 1) I s  v o l u n t a r y  assessment a n d  payment of i n d i v i d u a l  
a n d i o r  c o r p o r a t e  t a x e s  i n f l u e n c e d  by p u b i i c  p e r c e p t i o n s  
of " e q u i t y "  arid " f a i r n e s s "  arid, more specif ical  l y ,  by 
t h e  marg i r i a i  t a x  rate i m p u s e d  u p n r ~  i t e r n s  o f  c c l r p c r r a t e  
p r e f e r e n c e  income? 

2 )  M i l l  a n  i n c r e a s e  i n  t h e  r n a r g i n a i  r a t e  of t a x  o n  i t e r n s  
of c u r p o r a t  e p r e f e r e r ~ c e  income e r r s u r e  that nu t a x  p a y e r  
w i t h  s u b s t a n t i a l  e c o n o m i c  incorne can a v o i d  s i g n i f i c a n t  
t a x  l i a b i l i t y  Ly  u s i n g  e x c l u s i c ~ i - i s ,  deduc t i cwis ,  a n d  t a x  
c r e d i t s ?  

( 3 )  What i 5  t h e  a p p r c a p r i a t e  r e l a t i o n s h i p  b e t w e e n  i - e g u l a r  
t a x  r a t e s  arid t h ~  t a x  rates irflposed u p o n  i t e r n s  o f  
p r e f e r e n c e  incori~e '?  

F.r,ef / R e q  . - Ratio  

I OLD FEDERAL LAW 15/46 - - . 3 Z 6  

( B >  NEW FEDERUL LGLJ 20134 = -588 

IC> CALIFORNIA LQW 2.5/3.6 = .?SO 
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CURRENT CRLIFORNIR LAW {See. 23400) 

Under c u r r e n t  law, C a l i f o r n i a  i m p o s e s  a t a x  o n  " t a x  p r e f e r e n c e  
i n c o m e "  i n  a d d i t i o r t  t o  the t a x  imposed  or1 t a x a b l e  i r t c o m e .  The 
i n t en t  is t o  i m p o s e  an a d d i t i o n a l  tax o n  t a x p a y e r s  w h o  b e n e f i t  
s u b s t a n t i a l l y  f r o m  v a r i o u s  forms of t a x - f r e e  income or l a r g e  
d e d u c t i o n s  under t h e  r e g u l a r  incorne t a x  computa t io r r .  The  t a x  is 
c o m p u t e d  on t h e  t o t a l  of t a x  p r e f e r e n c e  i t e r n s  i n  e x c e s s  of 
*SCI,OOO. 

For t a x a b l e  year5 beg  i n n i r r q  b e f o r e  J a r t u a r y  1, 1'387, c o r p o r a t i o n s  
(other  t h e n  S c c l r p c ~ r a t  i o n s )  w e r e  s u b j e c t  tcl arr "add-urt " rnirrirnurn 
t a x  on t a x  p r e f e r e r ~ c e  i r t c o r n e ,  s i r n i l a r  t o  t h e  "adti-an" rninimurn t a x  
or1 pref ererrce i rrcorne u n d e r  Ca l i f orrti a 1 aw. T h e  r n i r t i  rnurtl t a x  b a s e  
w a 5  t h e  t o t a l  af t h e  c o r p o r a t i o n y  5 t a x  p r e f e r e n c e  incorfie r e d u c e d  
by t h e  g r e a t e r  of (1) B i r j , O O U  or" (2) t h e  f u l l  arnuctrit ctf its 
r e g u l a r  income t a x .  

NEW FEDERAL LRk CSec. 55 )  

F o r  t a x a b l e  y e a r s  beg i r tn i r tg  on o.r7 a f t e r  S a r ~ u a r y  1, i'387, HR 3838 
r e p l a c e s  t n e  cco-pclrat icwr add-ctrt rnirlirnurn t a x  w i t h  an a 1  te i - r~at  i v e  
rninirnurn t a x ,  s i r n i l a r  to t h a t  i m p m s ~ d  ar1 i r t d i v i d u a f s .  The new 
e x e m p t  lout arnuurrt is 840,000, b u t  is phased clut  a t  t h e  r a t e  o f  25 
c e n t s  an t h e  d o l l a r  w h e n  a l t e r n a t i v e  rninirflum t a x a b l ~  income 
exceeds 8150,000. 

EFFECTIVE DFlTE OF FEDERRL PRUVISIUNS 

T a x a b l e  y e a r s  b e g i n n i n g  o n  o r  a f te r  J a n u a r y  1, 1'387. 

REVENUE IMPACT aF CONFaRMITY TO FEDERAL LRW 

T h e  F e d e r a l  a1 t e r n a t  i v e  rnirtirnurn t a x  (BMT) d o e s  . rmt  cctrrcept u a l  l y  
have a c o u n t e r p a r t  i n  s t a t e  l a w -  C a l i f o r r r i a ' s  p r e f e r e n c e  t a x  is 
a s e p a r a t e  t a x  o n  c e r t a i n  t a x  a l l o w a n c e s  t h a t  is a d d e d  t o  t h e  
r e g u l a r  t a x  l i a b i l i t y  a n d  n o t  u s e d  as  a s e p a r a t e  b a s i s  fo r  
c a l c u l a t i o r r  of t h e  firral i r ~ c o r n e  t a x  l i a b i l i t y .  

T h e  Jo in t  C o m m i t t e e  o n  T a x a t i o n  l J C T j  h a s  made a s i n g l e  e s t i m a t e  
o r t l y  for  a1 i c o r p o r a t e  rnirrirnurn t a x  p r o v i s i o r r s .  F o r  the c o r p o r a t e  
rninirnum t a x  e s t  i r n a t e ,  t h e  i a r q e s t  s i r ~ g l e  i t e r n  cor~tri b u t  i n q  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' 5 existing prefererice tax would produce 
significant revenue gains under the BBCTL. 

Projected state preference tax revenues are $7 million under the 
BBCTL for 1987 and 1988. Rn approximation of QMT revenues that 
would be collected under the B&CTL are $240 million for 1987/&6 
and $230 million for 1989/89. If the preference tax estimates 
are subtracted from the RMT estimates, the results are net 
revenue gains under the %&CTL of 9233 million for 1987/88 and 
S223 million f o r  1988/B9. 

I These estimates are not precise but serve to indicate the 
possible order of magnitude of revenue effects. The FIMT state 
estimates were developed by applying the same relative impact of 
federal F\MT revenues, est irnated by  the JCT, cornpared to total 
federal budget receipts after H. R. 3838 to total state revenue 
projectiorts for l967/85 and 1'368/83 under the b&CT L a w .  

/ The differertce between the st ate e x e m p t  ion (ss'c~, OOl3) and the new 
I 

federal exempt ion ($40,000 with phase-out) is prubabl y rrot 
significant and the administrative burden p l a c ~ d  in the taxpayer 

'1 might be reduced through cunfckr,ni ty.  
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CURRENT CRLIFORNIA LFIW (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 far regular income tax 
purposes. 

NEW FEDERRL LFIW (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 aver 27.5 or 31.5 years) 
over the new alternative depreciation provisions (straight-line 
over 40 years) provided for in the Get. 

EFFECTIVE DRTE OF FEBERRL PRUVISIDNS 

Rpplicable to taxable years beginning on or after January 1, 1987 
for real property placed in service on or after that date. 
Except ions are provided for certain property constructed 
reconstructed, or acquired pursuant to a written contract that 
w a s  binding as o f  March 1, 1986, and placed in service by a 
specified date- 

REVENUE IMPRCT OF CONFORMITY TO FEDERQL LAW 

The Federal alternative minimum tax (RMT) 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 minimum tax provisions. For the corporate 
minimum tax estimate, the largest single item contributing to 
revenue gains is the inclusion o f  a portion of book incame as 
taxable income- 



The substitution of an RMT structure similar to federal law in 
place of the statev s existing preference tax would prociuce 
significant revenue gains under the B&CTL. 

Projected state preference tax revenues are $7 mill ion under the 
b&CTL for 1987 and 1988. Qrr approximation o f  FIMT revenues that 
would be collected under the B&CTL are S240 million for 1987/88 
and $230 million for 1986/89. If  the preference tax estimates 

- are subtracted from the RMT estimates, the results are net 
revenue gains under the B&CTL of 8233 million for 1987/88 and 
4223 million for 1988/89. 

These estimates are not precise but serve to indicate the 
possible order of magnitude of revenue effects. The RMT state 
estimates were developed by applying the same relative impact of 
federal CIMT revenues, estimated by the JET, compared to total 
federal budget receipts after H. R. 3838 to total state revenue 
projections for 1987/88 and 1388/89 under the E&CT Law. 
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CURRENT CALIFoRNIk LRW (Sect i on  23401 

C a l i f o r n i a  i m p o s e s  a t a x  on " t a x  preference income" i n  a d d i t i o n  
to the t a x  imposed  on t a x a b l e  i n c o m e .  The i n t e n t  is t o  i m p o s e  an 
a d d i t i o n a l  t a x  o n  t a x p a y e r s  w h o  b e n e f i t  s u b s t a n t i a l l y  f r o m  
v a r i o u s  f o r m s  of t a x - f r e e  i n c o m e  or l a r g e  d e d u c t i o n s  u n d e r  t h e  
r e g u l a r  income t a x  rates. T h e  t a x  is cornputed Qri t h e  to ta l  of 
t a x  p r e f e r e n c e  items i n  e x c e s s  of $30,000. 

C u r r e v i t  l a w  does rrot i rrcl u d e  a n y  pcrr t  i o n  c ~ f  d e p r e c i a t  i or1 or1 

p e r s o n a l  p r o p e r t y  as a t a x  p r e f e r e n c e  i t e m .  

NEW FEDERQL LFlU (Sect iorrs 55 arrd 56) 

F e d e r a l  l a w  i m p o s e s  a n  aiterriative mirrirnurn t a x .  The t a x  d u e  for  
t h e  t a x a b l e  y e a r  is t h e  a l t e r r r a t i v e  rninirnurn t a x  o r  t h e  r e g u l a r  
i n c o m e  t a x ,  w h i c h e v e r  is g r e a t e r  f a d  j u s t e d  by c e r t a i n  c r e d i t s )  

Q l t e r n a t i v e  minirnurn t a x  is t h e  t a x p a y e r ' s  t a x a b l e  iriccrrne, 
det$+rnirted w i t h  s p e r i f  i e d  a c i j u s t m e r s t s ,  and i r ~ c r - e a s e d  by t h e  
a m o u n t  of i t e m s  of t a x  p r e f e r e n c e -  

F o r  rninirnurn t a x  ' p u r p o s e s ,  d e p r e c i a t  i o n  on  leas& p e r s o r r a i  
p r o p e r t y  or l e a s e d  r e c c t v e r y  p r u p e r t  y i,s n c ~  lc~riqer- t r e a t  eti as art 
item of t a x  p r e f e r e n c e  s o l e l y  f o r  p e r s o n a l  h o l d i n g  compan ies .  
I r ~ s t e a d ,  t h e  A c t  r e q u i r e s  t h a t ;  al l c o r p u r a t  iclris curnput i rrq 
a l ternat  i v e  rninirflurfl t a x a b l e  incorfle d e t e r m i n ~  t h e  a1 l o w a b l e  
d e p r e c i a t  ictrr by us i r rg  t h e  150 p e r c e n t  d e c l  i r ~ i r i q  rnethud ( s w i t c h i n g  
t o  s t r a i g h t - l i n e  i n  t h e  y e a r  r r e c e s s a r y  t o  rflaxirflize t h e  a l l o w a n c e )  
o v e r  arc assetv s FlDR m i d - p o i n t  l i f e  f u r  assets, o t h e r  t h a r i  
t a n g i b l e  p e r s o n a l  p r o p e r t y  fo r  w h i c h  t h e  " a l t e r n a t i v e  RCRS 
( s t r a i g h t - l i n e )  m e t h o d "  is e l e c t e d ,  a n d  t r a n s i t i o n  p r o p e r t y ,  
p l a c e d  i n  service a f te r  1985. 

T r a n s i t i o n  p r o p e r t y  g e n e r a l l y  is p r o p e r t y  w h i c h  (a) w a s  s u b ~ e c t  
t o  a b i n d i n g  c o n t r a c t  or  u n d e r  c o n s t r u c t  i o n  b e f o r e  1386 i n  t h e  
case of p r o p e r t y  q u a l i f y i n g  for t h e  i n v e s t m e n t  t a x  c r e d i t ,  a n d  
before March 1986 i n  t h e  case of r e c o v e r y  p r o p e r t y ;  a n d  Ib) 
w h i c h  is p l a t e d  i n  s e r v i c e  b e f o r e  s p e c i f i e d  d e a d l i r i e s  d e p e n d i n g  
on t h e  flDR m i d p o i n t  a n d  w h e t h e r  i t  is ITC p r o p e r t y  o r  r e c o v e r y  
p r o p e r t y .  



\ F o r  p r o p e r t y  p l a c e d  i n  s e r v i c e  b e f o r e  1'387, or u n d e r  t h e  
t r a n s i t i o n  r u l e s  of t h e  act, t h e  amount  of a c c e l e r a t e d  
d e p r e c i a t i o n  t r e a t e d  a s  a p r e f e r e n c e  i t e m  is d e t e r m i n e d  u n d e r  
p r i o r  l a w .  

When p r o p e r t y  a c q u i r e d  a f t e r  1986 ( o t h e r  t h a n  t ransi t  i o n  
p r o p e r t y )  is d i s p o s e d  of, g a i n  or  l o s s  fo r  rninirnum t a x  p u r p o s e s  
w i l l  be c o m p u t e d  by r e f e r e n c e  to b a s i s  as a d j u s t e d  f o r  
d e p r e c i a t i o n  a l l o w e d  u n d e r  t h e  minimum t a x .  

EFFECTIVE DFlTE OF FEDERGL PROVISIONS 

R p p l i c a b l e  t o  p e r s o n a l  p r o p e r t y  first p l a c e d  i n  s e r v i c e  o n  or  
after January 1, 1987. 

REVENUE IMPaCT OF CONFORMITY TO FEDERAL LRW 

The  F e d e r a l  a l t e r n a t i v e  minimum t a x  (QMT) d o e s  n o t  c o n c e p t u a l  l y  
h a v e  a c o u n t e r p a r t  i n  s tate l a w .  C a l  i f o rn ia ' s  p r e f e r e r r c e  t a w  is 

I 

a s e p a r a t e  t a x  o n  certain t a x  a1 l o w a n c e s  t h a t  is a d d e d  t o  t h e  
r e g u l a r  t a x  l i a b i l i t y  and n o t  u s e d  a s  a s e p a r a t e  b a s i s  f o r  
c a l c u l a t i o n  of t h e  f i n a l  incorne t a x  l i a b i l i t y .  

T h e  J o i n t  C o m m i t t e e  o n  T a x a t i o n  (JCTj h a s  made a s i n g l e  estimate 
o n l y  fo r  a l l  c o r p o r a t e  rnirrirnum t a x  p r o v i s i o r i s .  Fclr t h e  c o r p o r a t e  

-. minimum t a x  est i r n a t e ,  t h e  l a r g e s t  s i n g l e  i t e r n  c o r r t r i b u t  i r ~ g  t o  

) r e v e n u e  g a i n s  is t h e  i n c l u s i o n  of a p o r t  i o n  o f  book i n c o m e  a s  
t a x a b l e  income. 

-. I n e  s u n s t i t u t i o n  of a n  RmT s t r u c t u r e  s imi la r  t o  f e d e r a l  l a w  i n  
p l a c e  o f  t h e  s ta te 's  e x i s t i r i g  p r e f e r e n c e  t a x  wcluld p r o d u c e  
s i g n i f i c a n t  r e v e n u e  g a i n s  u n d e r  t h e  BXCTL. 

1 P r o j e c t e d  s t a t e  p r e f e r e n c e  t a x  r e v e n u e s  a re  87 r n i  1 1  i o n  u n d e r  t h e  
B&CTL f o r  1387 and 1488. fin apprc lx i rnat  i o n '  of FIMT r e v e r r u e s  that 
would  b e  c u l  l e c t e d  u n d e r  t h e  BRCTL are $240 r n i  1 1  iclr~ f o r  1 3 8 7 / B 6  
a n d  $236 r n i  l l i u r r  f o r  i 9 8 B / 8 9 .  If t he  p r e f e r e n c e  t a x  estimates 
a re  s u b t r a c t e d  f r o r n  t h e  FIMT est i r n a t e s ,  t h e  r e s u l t s  a r e  n e t  
r e v e n u e  g a i n s  u n d e r  t h e  BBCTL of B2SS m i  11 i o n  f o r  1987/BB a n d  
6223 r n i l l i o r r  f o r  1388/89.  

T h e s e  e s t i m a t e s  are not p r e c i s e  b u t  serve t o  i n d i c a t e  t h e  
p o s s i b l e  o r d e r  of m a g n i t u d e  of r e v e n u e  effects. T h e  FIMT s t a t e  
est irnates w e r e  d e v e l o p e d  by a p p l y  i n q  t h e  s a m e  r e l a t i v e  i m p a c t  of 
f e d e r a l  RMT r e v e n u e s ,  est i rna ted  by t h e  JCT, compared t o  to ta l  
f e d e r a l  b u d g e t  r e c e i p t s  a f t e r  H. R. 3838 t o  t o t a l  state r e v e n u e  
p r o j e c t i o n s  f o r  1387/88 and  1388/83 u n d e r  t h e  E&CT t a w .  
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CURRENT CRLIFORNIa LAW (Sect ion 23461 1 

Under C a l i f o r n i a  l a w ,  n o  p a r t  of a n y  c o r p r a t i o n T s  i n t a n g i b l e  
d r i l l i n g  and  deve lopmen t  costs is a t a x  p r e f e r e n c e  i t e m .  

OLD FEDERfAL LAW (Sect i o n  57) 

Under  o l d  f e d e r a l  l a w  t h e  amourrt of t h e  excess o f  i n t a n g i b l e  
d r i l l i n g  and  deve lopmen t  costs which exceeded  100 p e r c e n t  of n e t  
o i l  and  gas income w a s  a t a x  p r e f e r e r r c e  i t e r n ,  but  o n l y  for  
p e r s o n a l  h u l d i n s  companies .  Excess casts w e r e  d e f i n e d  as t h e  XTC 
cost 5 ( o t h e r  t h a n  costs i n c u r r e d  i n  d r i  1 l i n g  a n o r ~ p r o d u c t  i v e  
w e l l )  o v e r  t h a t  which  would h a v e  beer1 a l l o w a b l e  i f  t h e s e  costs 
h a d  been  a m o r t i z e d  o v e r  120 months  ( b e g i n n i n g  wi th  t h e  rflontf-i 
p r o d u c t i o n  from t h e  w e l l  b e g i n s )  or cost d e p l e t i o n .  T h i s  
c o m p u t a t i o n  w a s  a p p l i e d  s e p a r a t e l y  w i t h  r e s p e c t  t o  o i  1 and gas 
p r o p e r t  ies, and p r u p e r t  ies w h  i c h  are geothermal d e p o s i t s .  

NEW FEDERAL LAW (Sect ion 57) 

T h e  Rc t  i n c r e a s e s  t h e  arnourrk of i r r t a r ~ g  i b l e  d r i  1 1  irrg arid 
d e v e l o p m e n t  costs by i n c l u d i n g  t h e  c o s t s  i n  e x c e s s  of  65 p e r c e n t  
of the n e t  o i l  artti gas i r ~ c c ~ m e  as a t a x  p r e f e r e n c e  i t e r n  few 
c o r p o r a t i o n s .  

EFFECTIVE DaTE OF FEDEHQL PRUVISIDNS 

a p p l  i c a h l e  t o  t a x a b l e  y e a r s  begirrnirrg or1 o r  a f t e r  Jarruetry 1, 
1987. 

REVENUE IMPfiCT C3F CONFORMITY TO FEDERAL LBW 

The F e d e r a l  a1 t e r n a t  i v e  m i  riirflurfl t a n  (AMT) d o e s  nut  c u r ~ c e p t  u a l  l y  
h a v e  a c o u n t e r p a r t  i n  s t a t e  l a w .  C a l i f o r n i a T  s p r e f e r e n c e  t a x  is 
a s e p a r a t e  t a x  o n  c e r t a i n  t a x  a l l o w a n c e s  t h a t  is added t o  t h e  
r e g u l a r  t a x  l i a b i l i t y  and n o t  u s e d  a 5  a s e p a r a t e  b a s i s  for  
c a l c u l a t i o n  of t h e  f i n a l  income t a n  l i a b i l i t y ,  

The  Jo i r~t  Commit tee  a n  T a x a t i c l r ~  t J C T >  h a s  inade a s i n g l e  e s t i m a t e  
or11 y f u r  a1 1 c c r r p u r a t e  rnirrirflurn t a x  p r o v i  s io r r s ,  For- t h e  c o r p o r a t e  
rninirnum t a x  estimate, t h e  l a r g e s t  s i n g l e  I t e r n  c o n t r i b u t i r ~ g  t o  
r eve r rue  g a i n s  is t h e  i r1~11~s i r - , r l  c ~ f  a  p ~ r r t  irz~rr C I ~  bcr~ lk .  i r~corne as  
t a x a b l e  income. 



The substitution of art FIMT structure similar to federal law in 
place of the stateq s ex istir~q preference tax would produce 
significant revenue gains under the B&CTL. 

Projected state preference tax revenues are $7 mil lion under the 
BBCTL for 1987 artd 1988. An apprctxirnat ion of FIMT revenues that 
would be collected under the BBCTL are $240 million for 1987188 
and +230 milliorr for 1906/89. If the preference tax estimates 
are subtracted from the RMT estimates, the results are net 
revenue gains under the B&CTL of $233 million for 1987188 and 
*22S million for 1988/89- 

These estimates are not precise but serve to indicate the 
possible order of magnitude of revenue effects. The FIMT state 
estimates were developed by applying the same relative impact of 
federal RMT revenues, est irnated by the JCT, compared to total 
federal budget receipts after H. R ,  3838 to total state revenue 
projections for 1987/88 and 1386/83 urtder the E&CT Law. 
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CURRENT CALIFORlslIA LQW (Sect ion 23401 ) 

C a l i f o r n i a  i m p o s e s  a t a x  on " t a x  p r e f e r e n c e  income" i n  a d d i t i o n  
to the t a x  imposed o n  taxable i n c o m e .  The i n t e n t  is t o  impose an 
a d d i t i o n a l  t a x  on t a x p a y e r s  who  b e n e f i t  s u b s t a n t i a l  l y  f r o m  
v a r i o u s  f o r m s  of t a x - f r e e  income ur l a r g e  d e d u c t i o n s  u n d e r  t h e  
r e g u l a r  i n c o m e  t a x  rates. T h e  t a x  is c o m p u t e d  err t h e  t o t a l  of 
t a x  preference i t e r n s  i n  excess of $30,000. 

C u r r e r ~ t  l a w  docs n u t  i n c l u d e  a n y  p o r t i o n  of rn in inq  e x p l c w a t i o n  
a n d  development costs a s  a t a x  p r e f e r e n c e  i t e r n .  

NEW FEDERFIL LAW (Sect i o n s  55. 56, 57 arrd 59) 

F e d e r a l  l a w  imposes a n  a l t e r r ~ a t i v e  minirnurti t a x -  T h e  t a x  d u e  for  
t h e  t a x a b l e  y e a r  is t h e  a l t e r r ~ a t i v e  rnirrirnurn t a x  or  t h e  r e g u l a r  
i n c o m e  t a x ,  w h i c h e v e r  is g r e a t e r  ( a d j u s t e l  by cer ta i r~  c r e d i t  5). 

F l l t e r n a t  i v e  mir~irnurn t a x  is t h e  t a x p a y e r 9  5 t a x a b l e  i r , ' r t r l r n e ,  
d e t e r m i r ~ e d  w i t h  s p e c i f i e d  a d j u s t m e r ~ t  5, a n d  i r ~ c r e a s e d  by t h e  
a m o u n t  uf i t e m s  of t a x  p r e f e r e r r c e .  

T h e  act increases t h e  arnmur~t of e x p e r ~ s e d  r n i r ~ i r ~ g  e x p l c ~ r a t  i or1 a n d  
d e v e l o p m e n t  costs w i t h  r e s p e c t  t ct e a c h  r n i r l e  o r  c ~ t  bet- r r a t u r a l  
d e p o s i t  ( o t h e r  *hart  arr o i l ,  gas, o r  q e c t t h e r m a l  w e l l )  to be  

i n c l u d e d  as  a t a x  prefererrce i t e r n ,  arrd a p p l i e s  t h i s  p r c l v i s i o r r  t o  
a i l  corporations ( f o r m e r l y  it w a s  a p p l i e d  o n l y  t o  p e r s o n a l  
h o l d i n g  c o m p a n i e s ) ,  

I t  does t h i s  b y  r e q u i r i n g  t h a t  a l l  m i n i n g  e x p l o r a t i o n  a n d  
development  costs p a i d  or i n c u r r e d  af ter  1386, a n d  w h i c h  are  
e x p e n s e d  u n d e r  Sect ions 616 a n d  617, o r  a m o r t i z e d  u n d e r  Sect ion 
291, be capi ta l  ized and r e c c t v e r e d  r a t a b l y  o v e r  a 1 0 - y e a r  p e r i o d  
b e g i n n i n g  w i t h  t h e  t a x a b l e  year i n  w h i c h  t h e  e x p e n d i t u r e s  w e r e  
made. ( F o r m e r l y  t h i s  w a s  a t a x  p r e f e r e n c e  i t e r n  o n l y  f o r  p e r s o n a l  
h o l d i n g  c o m p a n i e s .  i 

I f  a lass is s u s t a i n e d  w i t h  r e s p e c t  t o  a r n i n i n g  p r o p e r t y  ie. g,, 
t h e  mine is abandctrred as w o r t h l e s s ,  g i v i r ~ g  rise t o  a l c t s s  u n d e r  
Sectior~ 165i, t h e  t a x p a y e r  is p e r m i t t e d  to d e d u c t ,  for- rninimurn 

' t a x  p u r p o s e s ,  a1 1 rnirl ing e x p l c l r a t  iclrr arrd deve loprner r t  costs 



r e l a t i n g  t o  t h a t  p r o p e r t y  t h a t  h a v e  beerr c a p i t a l i z e d  and not y e t  
w r i t t e n  off under  the minimum t a x .  

The amount of t h e s e  costs  which  w i 11 be  t r e a t e d  a s  a p r e f  erehce 
is i n c r e a s e d ,  s i n c e  S e c t i o n  291 h a s  been  amended t o  r e q u i r e  t h a t  
30 p e r c e n t  of e x p l o r a t i o n  and  deve lopment  costs of c o r p o r a t i o n s  
p a i d  o r  i n c u r r e d  after 1486, b e  c a p i t a l i z e d  and  r e c o v e r e d  o v e r  a 
five-year (60 months)  s t r a i g h t - l i n e  p e r i o d  b e g i n n i n g  w i t h  t h e  
month t h a t  t h e  e x p e n d i t u r e s  w e r e  made. ( F o r m e r l y  20 percent of 
t h e s e  costs w e r e  r e q u i r e d  t o  b e  c a p i t a l i z e d  and  r e c o v e r e d  a t  
v a r y i n g  p e r c e n t a g e s  o v e r  a f i v e - y e a r  p e r i o d . )  In a d d i t i o n ,  
S e c t i o n s  616 and 617 w e r e  amended t o  r e q u i r e  t h a t  a l l  f o r e i g n  
e x p l o r a t i o n  and development  c o s t s  p a i d  or  i n c u r r e d  af ter  1986 be 
r a c o v e r e d  e i t h e r  (1) o v e r  a  10 -yea r  s t r a i g h t - l i n e  amortization 
s c h e d u l e ,  or  (2) at t h e  e l e c t i o n  of t h e  t a x p a y e r ,  as p a r t  of  the 
a d j u s t e d  b a s i s  for  comput i n g  cost d e p l e t i o n .  

EFFECTIVE DRTE OF FEDERfL PRDVISIONS 

R p p l i c a b l e  t o  t a x a b l e  y e a r s  b e g i n n i n g  or, o r  a f t e r  Ja r luary  1, 
1987. 

REVENUE IMPACT OF CUNFORMITY TO FEDERAL LAW 

The F e d e r a l  a l t e r n a t  i v e  minimum t a x  (AMTI d o e s  n o t  c o n c e p t u a l  l y  
have  a c o u n t e r p a r t  irr s ta te  l a w .  C a l i f o r r r i a 7  5 p r e f e r e n c e  t a x  is 
a s e p a r a t e  t a x  or1 c e r t a i n  t a x  allclwarrces t h a t  is added t o  t h e  
r e g u l a r  t a x  l i a b i l i t y  and n o t  u s e d  as a s e p a r a t e  b a s i s  fo r  
c a l c u l a t i o n  o f  t h e  f i n a l  irrcurne t a x  l i a b i l i t y .  

The Joint Committee on T a x a t i o n  (JCT) has made a s i n g l e  e s t i m a t e  
or11 y  for  a1 1 co rpc t r a t e  m i  nirnurn t a x  p r o v i  s i c l r~s .  F o r  t h e  c o r p c l r a t e  
minimum t a x  e s t i m a t e ,  t h e  l a r g e s t  s i n g l e  i t e m  c o n t r i  bu t  i n g  t o  
r e v e n u e  g a i n s  is t h ~  i r 1 ~ 1 u s i c ~ r 1  c ~ f  a p o r t  i o n  c:f bclclk i r~curne a s  
t a x a b l e  income. 

The s u b s t i t u t i o r ~  o f  ari FlMT s t r u c t u r e  s i r n i l a r  tct f e d e r a l  law i r ~  
p l a c e  of t h e  s t a t e '  5 e x i s t  i n q  p r e f e r e r r c e  t a x  would p r o d u c e  
s i q r ~ i f  i c a n t  r e v e n u e  g a i n s  , u n d e r  t h e  BRCTL. 

P r o j e c t e d  state p r e f e r e n c e  t a x  r e v e n u e s  are 67 mil1 , ion  u n d e r  t h e  
B&CTL fo r  1987 and 1988. Fln a p p r o x i m a t  i o n  of fiMT r e v e n u e s  t h a t  
would b e  c o l l e c t e d  unde r  t h e  E&CTL are $240 m i l l i o n  fo r  1987/8& 
and 9230 r n i l l i o n  f o r  1988/89. I f  t h e  p r e f e r e n c e  t a x  e s t i m a t e s  
a r e  s u b t r a c t e d  from t h e  RMT e s t i m a t e s ,  t h e  r e s u l t s  a r e  n e t  
r e v e n u e  g a i n s  under t h e  BgCTL of 8235 m i l l i o n  for  1987/88 and  
$225 m i l l i o n  f o r  1388/89. 

These  e s t i m a t e s  a r e  n o t  p r e c i s e  b u t  s e r v e  t o  i n d i c a t e  t h e  
p o s s i b l e  o r d e r  o f  magni tude  of r e v e n u e  e f f e c t s .  The FIMT s t a t e  
e s t i m a t e s  w e r e  deve loped  by a p p l y i n g  t h e  same r e l a t i v e  impact  of 
f e d e r a l  QMT r evenues ,  est i rnated by  t h e  JCT,  cornpared tc: t o t a l  
f e d e r a l  butiget r e c e i p t s  a f t e r  H. R. 383B t o  total s t a t e  r e v e n u e  
p r o j e c t  i o n s  f o r  1967/Bd and 1306/83 unde r  t h e  B&CT L a w .  
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C a l i f o r n i a  i m p o s e s  a t a x  on " t a x  p r e f e r e n c e  i n c o m e "  i n  addition 
to t h e  t a x  imposed  on t a x a b l e  i n c o m e .  The i n t e n t  is t o  impose an 
a d d i t i o n a l  t a x  on t a x p a y e r s  who b e n e f i t  s u b s t a n t i a l l y  f r o m  
v a r i o u s  f o r m s  o f  t a x - f r e e  i n c o m e  or  l a r g e  d e d u c t i o n s  u n d e r  t h e  
r e g u l a r  i n c o m e  t a x  rates. The t a x  is computed or1 t h e  t o t a l  of 
t a x  p r e f e r - e n c e  i t e m s  i n  e x c e s s  o f  $30,000. 

C u r r e n t  l a w  d o e s  n o t  i n c l u d e  any p o r t i o n  of r e s e a r c h  a n d  
e x p e r i m e n t a l  e x p e n d i t u r e s  as a t a x  p r e f e r e n c e  i t e r n .  

NEW FEDERfiL LAW (Sect i o n s  56. 59, . a n d  1.745 

F e d e r a l  l a w  i r n p o s e s  arr alterrrat i v e  rninirnurn t a x .  The  t a x  d u e  
f o r  t h e  t a x a b l e  year is t h e  a l t e r r~a t i ve  rninirnurfl t a x  or  t h e  
r e g u l a r  i r r c o r n e  t a x ,  whichever -  is g r e a t e r  ( a d j u s t e d  by c e r t a i r ~  
c r e d i t s ) ,  

f i l t e r n a t i v e  rninirnurn t a x  is t h e  t a x p a y e r s  t a x a b l e  i r ~ c u m e ,  
d e t e r m i n e d  w i t h  s p e c i f i e d  a d j  ustrnerrt s, and i r r c reased  by t h e  
amount  of i t e r n 5  u f  t a x  p r e f e r e n c e ,  
Repeals t h e  r e q u i r e m e n t  for p e r s c ~ r r a l  hctld i n g  curnparri es t c ~  i n c l u d e  
t h e  e x c e s s  of r e s e a r c h  a n d  e x p e r i m e n t a l  e x p e n d i t u r e s  p a i d  or  
i n c u r r e d  o v e r  t h e  arnclurrt t h a t  w o u l d  h a v e  beer1 a l l o w a b l e  a s  a 
d e d u c t i o n  if t h e y  h a d  b e e n  c a p i t a l i z e d  and amortized r a t a b l y  over 
a 1 0 - y e a r  p e r i o d .  The former p r c l v i s i o r r s  c ~ f  S e c t i c ~ n  174, 
p r o v i d i n g  for c a p i t a l i z i n g  t h e s e  e x p e n d i t u r e s  and  a m o r t i z i n g  t h e m  
over a 1 0 - y e a r  p e r i o d  fo r  r e g u l a r  i n c c r r n e  t a x  p u r p o s e s ,  h a v e  b e e n  
r e t a i n e d ,  (Sec, 59(e> a n d  1 7 4 < b ) )  

EFFECTIVE DRTE O F  FEDERFtL PROVISIONS - 

Q p p l i c a b l e  to t a x a b l e  y e a r s  b e g i n n i n g  on or  a f ter  J a n u a r y  i, 
1987. 

REVENUE IMPQCT OF CONFORMITY TO FEDERQL LAW 

The F e d e r a l  a l t e r n a t i v e  rnirrirnurn t a x  CFIMT) d u e s  n u t  co r rcep t  u a l  l y  
h a v e  a c o u n t e r p a r t  i n  s ta te  l a w .  C a l . i f c l r n i a v 5  p r e f e r e n c e  t a x  is 
a s e p a r a t e  t a x  o n  c e r t a i r ~  t a x  a l l u w a r r c e s  t h a t  is a d d e d  tc l  t h e  



, 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 corporake minirnum tax provisions. For the corporate 
minimum tax estimate, the larqest. single item contributing to 
revenue gains is the inclusion of a portion of book income as 
taxable income. 

The substitution of an RMT structure similar to federal law in 
place of the state's existing preference tax would produce 
significant revenue gains under the BBCTL. 

Projected state preference tax revenues are $7 million under the 
BBCTL for 1987 and 1988. an approximation of FlMT revenues that 
would be collected under the B&CTL are $240 milliori for 1'387/88 
and +230 million for 3988/89. If the preference tax estimates 
are subtracted from the RMT estimates, the results are net 
revenue gains under the B6CTL of 9233 million for 3987188 and 
$223 million for 1988/89. 

These estimates are not precise but serve to indicate the 
possible order of magnitude of reveriue effects. The RMT state 
estimates were developed by applying the s a r n e  relative impact of 
federal RMT revenues, estimated by the JCT, cornpared to total 
federal budget receipts after H. R, 3838 ta total state revenue 

-) projections for 1987/88 and 1388/89 under the 86CT Law. 
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C a l i f o r n i a  i m p o s e s  an add-on t a x  of 2 1/2 p e r c e n t  on t h e  amount 
of preference income w h i c h  e x c e e d s  S30,C90. Net c a p i t a l  g a i n s  is 
rwt included as a p r e f e r e n c e  i t e m ,  b e c a u s e  net c a p i t a l  g a i n s  are 
included i n  f u l l  i n  t h e  m e a s u r e  of i n c o m e  for r e g u l a r  t a x  
purposes. 

. NEU FEDERFIL LRW (Sect ion 55)  

T h i s  Rck r e p e a l s  the add-on minimurn t a x  for  c o r p o r a t i o n s  and 
r e p l a c e s  it w i t h  an a l t e rna t ive  minimurn t a x ,  s i m i l a r  t o  t h a t  for  
i n d i v i d u a l s .  f i l t e r n a t i v e  rnirrimum t a x a b l e  income is t h e  
c o r p o r a t  ionq s r e g u l a r  t a x a b l e  income (or loss),  as m o d i f i e d  by 
cer ta in  a d j u s t m e n t s ,  p l u s  p r e f e r e n c e  i t e m s ,  a n d  r e d u c e d  by a 
p h a s e d - o u t  e x e m p t i o n  of $40,000. C a p i t a l  g a i n s  a r e  f u l l y  
i n c l u d e d  i r ~  t h e  c o m p u t a t i o n  of t h e  a l t e r r r a t i v e  minimurn t a x a b l e  
income; howeverx, c a p i t a l  g a i n s  w i l l  n o t  g e n e r a t e  a n y  rnirrimum t a x  
r e v e n u e s  s ince,  u n d e r  the Flct, c a p i t a l  g a i n s  are  f u l l y  i n c l u d e d  
irr t a x a b l e  incorrie s u b j e c t  t o  t h e  r e g u l a r  t a x .  

EFFECTIVE DGTE O F  FEDERAL PRUVTSIUNS 

Flppl icable to t a x a b l e  y e a r s  b e g i r ~ r ~ i r ~ g  or1 o r  af ter  J a n u a r y  I ,  
1987- 

REVENUE IMPQCT OF COKFURMITY TO FEDERRL LQW 

T h e  F e d e r a l  a l t e r n a t i v e  rninirnurn t a x  {RMT) d o e s  n o t  c o r r c e p t u a l  l y  
h a v e  a c o u n t e r p a r t  i n  s t a t e  l a w .  C a l i f o r n i a T  5 p r e f e r e n c e  t a x  is I 

a s e p a r a t e  t a x  o n  c e r t a i n  t a x  a l l u w a n c e s  t h a t  is a d d e d  t o  t h e  
regular t a x  l i a b i l i t y  a n d  not u s e d  as  a s e p a r a t e  b a s i s  fo r  I 

c a l c u l a t i o n  of t h e  f i n a l  i n c o m e  t a x  l i a b i l i t y .  - 

The Jo in t  C o m m i t t e e  o n  T a x a t  i o n  (JCT) h a s  made a s i n g l e  e s t i m a t e  
o n l y  f u r  a l l  c o r p o r a t e  rninirnurn t a x  p r o v i s i o n s .  F o r  t h e  corporate 
minimum t a x  e s t i m a t e ,  t h e  f a r g e s t  s i n g l e  i t e r n  c o n t r i b u t i n g  to 
r e v e n u e  g a i n s  is t h e  i n c l u s i o n  of a p o r t  i o n  of book i n c o m e  as  
t a x a b l e  income. 

The s u b s t i t u t i o r r  of a n  RMT s t r u c t u r e  s i r ~ ~ i l a r  to f e d e r a l  l a w  i n  
p l a c e  of the s k a t e ' s  e x i s t i n g  p r e f e r e n c e  t a x  would produce 
s i g n i f i c a n t  revenue g a i n s  u n d e r  t h e  B&CTL. 



Projected state preference tax revenues are 87 million under the 
B8CTL fur 1967 arrd 1388. Rn approximat ion of FLMT rever~ues that 
would be collected under the b&CTL are $246 million for 1987/88 
and $230 million for 198&/69. If the prefet-ence tax estimates 
are subtracted frurn the FIMT estimates, the results are net 
revenue gains under the BdCTL of $233 million f o r  1987/88 and 
S223 million for 1988/89. 

These estimates are not precise but serve t.a indicate the 
possible order of magnitude of revenue effects, The flMT state 
estimates were developed by applying the same relative impact df 
federal FIMT revenues, estimated by the JCT, compared to total 
federal budget receipts after H. R. 3836 to total state revenue 
projections for 1987/88 and 1988/89 under the B8CT Law. 
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C a l i f o r n i a  i m p o s e s  a t a x  on " t a x  p r e f e r e n c e  income" i n  a d d i t i o n  
t o  t h e  t a x  i m p o s e d  o n  t a x a b l e  i n c o m e .  The i n t e n t  is t o  impose  an 
a d d i t i o n a l  t a x  on t a x p a y e r s  who b e n e f i t  s u b s t a n t i a l l y  f r o m  
v a r i o u s  f o r m s  o f  t a x - f r e e  i n c o m e  or  l a r g e  d e d u c t i o n s  u n d e r  t h e  
r - e q u l a r  t a x  p r o v i s i u r r s .  Irkerest on tax-exempt  b o n d s  is n o t  a 
p r e f e r e n c e  i t e r n  b e c a u s e  a l l  s u c h  irrterest is i n c l u d e d  i n  t h e  
m e a s u r e  of incorne for r e g u l a r  t a x  p u r p o s e s  of c o r p o r a t i o n s  
s c t b j e c t  tc* t h e  f r a r r c h i s e  t a x  p r o v i s i o n s  of the l a w .  F o r  
c o r p o r a t i o n s  s u b j e c t  o n l y  t o  t h e  i n c o m e  t a x  p r o v i s i o n s  of t h e  l a w  
( c o r p o r a t i o n s  w h i c h  d e r i v e  i r ~ c m m e  from C a l i f o r n i a  s o u r c e s ,  b u t  
rrut d o i r ~ q  b u s i r t e s s  i n  t h i s  state), i n t e r e s t  incorne is rrot a t a x  
p r e f e r e r t c e  i t e m  a s  i t  is i n c l u d i b l e  i n  r e g u l a r  t a x a b l e  income t o  
t h e  e x t e n t  it i 5 ra t  b a r r e d  u n d e r  t h e  C o r ~ s t  i t  u t  i o n  o r  l a w s  of t h e  
U n i t e d  States ctr by t h e  C a l i f o r n i a  c o n s t i t u t i o n .  

C-a1 i f c ~ r r r i a  h a s  riot adctpted  t h e  p r r t v i s i c l r ~ s  OF IRC S e c t i o n s  103 a n d  
i OSAr t h a t  exempt  irkerest ccrr cert air1 st a t e  arid local government  
u b l i g a t i c l r ~ s .  1rrteres-t; ctn s u c h  bclrrds i s s u e d  by o t h e r  states is 
aiready sctt ject  t c f  Gal i forrria t a x ,  whi l e  i n t e r e s t  ctn b o n d s  i s s u e d  
irr C a l  i f c l r r ~ i a  is exempt  frcrrri t a x  u n d e r  o t h e t ~  p r o v i s i o n s  of the 
1 a w .  

NEW F E D E R A L  LFIW (Sect iorr 57, Sect i cw i03 arnerlaed, Sect i o n  103R 
r e p e a l e d ,  Sect i o r r s  141-150 a d d e d j  

T h e  Act r e o r g a r r i z e d ,  a 5  w e l l  a s  amertded, t he  r u l e s  g o v e r n i ~ r q  t a x  
e x e m p t  i urr fo r  i rrt erest or1 goverrrrnerrt bonds.  I t  arnerrded Section 
103, r e p e a l e d  Sect iorr 103F1, a n d  a d d e d  n e w  S e c t i o n s  141-150. 

Sect i o n  103 carit i r r u e s  to recc lgrr i  ze t h e  p r i r r c i  p l e  t h a t  wherr bond 
p r -uceeds  are u s e d  e x c l u s i v e l y  for t r a d i t i o n a l  g o v e r n m e n t a l  
p u r p o s e s  t h e  i n t e r e s t  e a r r r e d  ctrr t h e  b o n d s  is e x c l u d a b l e  f r o m  
gross incarne. b o n d  i n t e r e s t ,  however ,  is t a x a b l e  when it is 
d e r i v e d  f r o m  ( a )  s t a t e  or  l c t c a l  borrds t h a t  h a v e  rrot b e e n  i s s u e d  
i n  r e g i s t e r e d  form, <b) a r b i t r a g e  bonds ,  o r  i c )  p r i v a t e  a c t i v i t y  
bctrtds t h a t  are n o t  exempt  a s  q u a l i f i e d  bonds .  

The new S e c t i c m s  i4f-i5<) o r y a r r i z e  v a r i c l u s  b o n d - r e l a t e d  t o p i c s  a n d  
irnpctse a nurnber of new l i r n i t  a t  i u n s .  



A s  a ger re ra l  r u l e ,  t h e  i n t e r e s t  e a r n e d  or1 " p r i v a t e  a c t i v i t y  
bonds" is n o t  tax-exempt u n l e s 5  95 p e r c e n t  or m o r e  of t h e  net 
bonds p r o c e e d s  a r e  r e l a t e d  t u  t h e  gove rnmen ta l  u s e  f i n a n c e d  by 
t h e  i s s u e  and t h e  i 5 s u a n c e  of t h e  bonds  f a l l s  unde r  a c o d i f i e d  
e x c e p t  ior~. New S e c t  i o n  1 5 0 ( a )  (31  d e f i n e s  "rtet p r o c e e d s "  as t h e  
p r o c e e d s  o f  a n  i s s u e  r e d u c e d  by amoun t s  i n  a  r e a s o n a b l y  r e q u i r e d  
r e s e r v e  or  r ep l acemen t  fund. The t e r m  d o e s  n o t  i n c l u d e  t h e  cost 
of i s s u a n c e .  

al ternative tests: A n  o b l i g a t i o n  is a p r i v a t e  a c t i v i t y  bond i f :  

1 1 0  p e r c e n t  or m o r e  of t h e  bond p r o c e e d s  are used  for  
p r i v a t e  b u s i n e s s  p u r p o s e s  and 1 0  p e r c e n t  or m o r e  of the 
d e b t  s e r v i c e  is d e r i v e d  f r o m  p r i v a t e  u s e  or  is s e c u r e d  
by payments or p r o p e r t y  u sed  i n  a t r a d e  o r  b u s i n e s s  
(Sec. 141 ( b )  (1) ; 

(2) rnore t h a n  f i v e  p e r c e n t  u f  t h e  bond p r o c e e d s  are b o t h  
IaS used f o r  p r i v a t e  b u s i r r e s s  p u r p o s e s  and  (b)  e i t h e r  
d e r i v e d  f rom t h e  p r i v a t e  u s e  or s e c u r e d  by t h e  
p r i v a t e 1  y-used p r o p e r t y  u r  payrnerlts r e l a t e d  t o  t h e  use 
'of t h a t  p r o p e r t y  iSec.  141 ( b j  (2) 1 ; 

(3)  a r ~  a r n ~ u n t  e x c e e d i n g  t h e  lesser- of f i v e  p e r c e n t  of  $5 
r n i l l i o n  caf t h e  bond p r o c e e d s  i 5  used kc+ f i n a n c e  l o a n s  
t o  p r i v a t e  p e r s u n s  (Sec. 141 t c ) ) .  

-\ 
) " P r i v a t e  b u s i r ~ e s s  u s e "  rnearcs any  d i r e c t  o r  i n d i r e c t  u s e  irt a  

t r a d e  m;lr bus i r tess  cat-riecl iln by art i n d i v i d u a l  clr e n t i t y  o t h e r  
t t i an  a guverrtmerrtal u n i t .  B u s i n e s s  u s e  a s  a rnernber 2f t h e  
q e r ~ e r a l  p u b 1  ic is nett t a k e n  i r r t o  acc t r~u r~ t  f ~ t -  t h i s  p u r p u s e  CSec. 
:41 ( t i 5  i6) 1. 

i n  adcii.t;ic~n, a bond i s s u e  w i l l  r tot t~ t a x  exernpt u n l e s s  i t  m e e t s  
L b h r e e  c r - i t e r i d :  

i i >  The a r ~ ~ o u r ~ t  of  tire i s s u e  r n u s t  fail w i t h i n  t h e  s ta te  
vcll urne cap iSec. 1 4 6 )  ; 

( 2 )  T h e  i s s u e  r n : - 1 s t  s a t i s f y  ~ a c n  o f  t h e  r e q u i r e m e n t s  i n  
S e c t i o n  147;  and 

(3) T h e . i s 5 u e  rnust be e i t h e r  (a> an exempt f a c i l i t y  bond, 
(b) a q u a l i f i e d  m o r t g a g e  borrd, (c) a q u a l i f i e d  
v e t e r a n s 9  mor tgage  bond, ( d l  a q u a l i f i e d  s m a l l  i s s u e  
bortd; te) a q u a l i f i e d  s t u d e n t  loart bond, I f )  a 
q u a l i f i e d  redeve loprnent  bond, o r  t q >  a q u a l i f i e d  
S e c t i o n  501 (c) (3)  bc~nd. (Sec. 141 ( d l  1 .  

The act a l sc l  adds ,  a s  a new t a x  p r e f e r e n c e  i t e r n ,  i n t e r e s t  t h a t  is 
exernpt f u r  r e g u l a r  t a x  purpcqses CO-I q u a l i f i e d  p r i v a t e  a c t i v i t y  
bonds i s s u e d  after A u g u s t  7, 1966. (Sec 157(a) (5) ). Bonds 
i s s u e d  t ~ e f c f r e  September  i ,  1986 a r e  t r e a t e d  a5 i s s u e d  b e f o r e  
a u g u s t  6, 1366, i f  t h e y  meet t h e  pre-1967 d e f i r c i t i o n  of 
gover.r;rner~tal trorld (as meld i f i  ed by arr expand i r ~ g  s e c u r i t y  test ) , 



u n l e s s  t h e s e  bonds  would be p r i v a t e  a c t i v i t y  bonds  as  d e f i n e d  i n  
Sect iuri  141, rnodi f ied  as f o l l o w s :  25 p e r c e n t ,  r a t h e r  t h a n  10 
p e r c e n t ,  of t h e  p r o c e e d s  must  b e  u sed  fo r  p r i v a t e  b u s i n e s s  or a s  
p r i v a t e  s e c u r i t y  or  payrnent; t h e  f i v e  p e r c e n t  test i n  cases of 
u n r e l a t e d  p r i v a t e  b u s i n e s s  u s e  and  t h e  o u t p u t  fac i l i t i es  test is 
d i s r e g a r d e d ;  and t h e  p r i v a t e  l o a n  f i n a n c i n g  test is computed 
w i t h o u t  r e g a r d  t o  t h e  65 r n i l l i o r i  l i m i t a t i o n  i n  S e c t i o n  341 tc) (1) 
I 3  Sec. 57 {a) ( 5 )  (c) ( i v )  

Where i n t e r e s t  is i n c l u d e d  as a t a x  p r e f e r e n c e ,  b u t  is e x c l u d a b l e  
far regular t a x  p u r p o s e s ,  S e c t i o n  265 deny ing  d e d u c t i o n  for 
e x p e n s e s  and  i n t e r e s t  r e l a t i n g  t o  tax-exempt income d o e s  not 
apply t o  t h e  i n t e r e s t  e x c l u s i o n  fo r  minimum t a x  purposes .  (Set. 

57{a) ( 5 )  1n) 

Interest o n  c u r r e n t  or a d v a n c e  r e f u n d i n g s  of bonds i s s u e d  b e f o r e  
n u g u s t  8, 1986 (or S e p t e m b e r  1, 1 9 B 6 )  is not a t a x  p r e f e r e n c e  
i t e m ,  I r t  t h e  case of a series af c u r r e n t  r e f u n d i n g ,  t h e  o r i g i n a l  
bond must h a v e  beer1 i s s u e d  b e f o r e  t h a t  d a t e .  I n t e r e s t  o n  
q u a l i f i e d  Secticrt 501  (c) (3) b a n d s  is also excep ted .  {See. 
57Ca) (51 Cc) i i i )  and  ( i i i ) )  

f i  " q u a l i f i e d  501 (c) (3)  bond "is a n y  p r i v a t e  a c t i v i t y  bond i s s u e d  
by a r turr-prof i t  r e l i g i o u s ,  c h a r i t a b l e ,  scierrtific, or  
educa t i cwta l ,  o r g a r i i z a t i o n  ( i n c l u d i n g  c e r t a i n  h o s p i t a l  s e r v i c e  
~ ~ g a n i i a t  i o n s  and c e r t a i n  a r i ~ a t e u r  a t h l e t i c  o r g a n i z a t  i o n s )  t h a t  is 
a n  exempt o r g a n i i a t  i o n  u n d e r  I n t e r n a l  Revenue S e r v i c e  Sect i o n  
50iCc) (31, i f  a l l  p r o p e r t y  t o  b e  p r o v i d e d  by t h e  n e t  p r o c e e d s  of 
the i s s u e  is t o  be owned by t h e  exempt o r g a n i z a t i o n  o r  a 
g o v e r n r ~ t e r , t a l  u r r i t ,  arrd t h e  bctrrci would r~ot  be a p r i v a t e  a c t i v i t y  
bond if  (1) t h e s e  exempt c w q a r ~ i z a t  ior i5  were t r e a t e d  as 
gc~verrrrnerrtal u n i t s  w i t h  r e s p e c t  te t h e i r -  a c t i v i t i e s  which a r e  riot 
u r r r e l a t e d  t r a d e s  csr & u s i r r e ~ 5 e 5 - ~  and 2 ' 5 p e r c e n t v  is 
s u b s t i t t - r t e d  fo r  ' 1 0  pe rce r r t '  irr t h e  tests f ~ u -  p r i v a t e  a c t i v i t y  
bonds  d e s c r i b e d  above-  

R 8150 m i l l i o n  l i m i t a t i c a r ~  also a p p l i e s  on t h e s e  bonds  i o t h e r  t h a n  
a q u a l i f i e d  h o s p i t a l  burro). 

EFFECTIVE DRTE OF FEDERRL PRUVISIUkS 

R p p l i c a b l e  t o  t a x a b l e  y e a r s  b e g i n n i n g  on o r  a f t e r  J a n u a r y  1, 
1987. 

REVENUE IMPQCT DF CONFORMITY T O  FEDERRL LgW 
I 
I 

- 
The F e d e r a l  a l t e r n a t i v e  minirnurn t a x  (fAMT) d o e s  nut c o n c e p t u a l l y  
h a v e  a c o u n t e r p a r t  i n  sta-t:e law. C a l i f o r r t i a T  s p r e f e r e n c e  t a x  is 
a separate t a x  o n  c e r t a i n  t a x  a l l o w a n c e s  t h a t  is added  t o  t h e  
r e g u l a r  t a x  l i a b i l i t y  and  not  u sed  a5 a s e p a r a t e  b a s i s  f o r  
c a l c u l a t i c r r l  o f  t h e  f i r r a l  incclrne t a x  l i a b i l i t y .  

The J u i r i t  Committee on T a x a t  i o n  (JCTi has made a s i n g l e  est i r n a t e  
orr ly  for a l  i corpu~--a ' ce  m i  nirnum taic pr l~ tv i  siorrs.  Fur- t h e  c o r p o r a t e  
mir~irnurn t a x  estimate, t h e  f a r q e s t  s i n g l e  i t e r n  cco-t tr ibut i n g  t o  



revenue gains is the inclusic*n of a portion of book income as 
taxable incurne. 

The substitution of an RMT structure similar to federal law in 
place of the statev s exist i n q  preference tax would produce 
significant revenue gains under the BBCTL. 

Projected st ate preference tax revenues are 87 mi 1 1 ion under the 
BCCTL for 1987 and 1988. Rn approximation of AMT revenues that 
would be collected under the BBCTL are $240 million for 1987188 
and $230 million far 1908/89. If the preference tax estimates 
are subtracted from the RMT e5t i m a t e s ,  t h e  results are net 
revenue gains under the BBCTL of $233 million for 1987188 and 
$223 mill ion for 1988/89- 

These estimates are not precise but serve to indicate the 
possible order of magnitude of revenue effects. The f4MT state 
estimates were developed by applying the same relative impact of 
federal FIMT revenues, est irnated by the JET, compared to- tat a1 
federal budget receipts after H. R. 3838 to total state revenue 
projections f o r  1967/88 and 1988/89 under the BCCT Law. 
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CURRENT CRLIFORNIA LAW (Section 23401) 

C a l i f o r n i a  i m p o s e s  a t a x  on " t a x  p r e f e r e n c e  i n c o m e "  i n  a d d i t i o n  
t o  t h e  t a x  i m p o s e d  on t a x a b l e  i n c o m e .  The i n t e n t  is t o  i m p o s e  art 
a d d i t i o n a l  t a x  on t a x p a y e r s  who b e n e f i t  s u b s t a n t i a l l y  f r o m  
v a r i o u s  f o r r n s  of t a x - f r e e  i n c o m e  o r  l a r g e  d e d u c t  ions u n d e r  t h e  
r e g u l a r  i r t c o m e  t a x  rates. The t a x  is curnpu ted  or1 t h e  t o ta l  af 
t a x  preference i t e m s  i n  e x c e s s  of 850,000. 

C u r r - e n t  law d o e s  not i n c l u d e  any p a r t  of i n c o r n e  f r o m  i o n g - t e r m  
cclrrtracts as a t a x  p r e f e r e n c e  i t  ern.  

NEW FEDERAL LRW (Section 55 and 56) 

F e d e r a l  law i r n p c ~ s e s  a n  a l t e r n a t i v e  rninirnurn t a x .  The t a x  d u e  for 
t h e  t a x a b l e  y e a r  is t h e  a l t e r n a t i v e  rnir~imurn t a x  or  t h e  r e g u l a r  
incctrne t a x ,  w h i c h e v e r  is g r e a t e r  ( a d j u s t e d  b y  c e r t a i n  c r e d i t s l .  

A l t e r n a t i v e  r1lirtirflurn t a x  is  t h e  t a x p a y e r s  t a x a b l e  i ncome ,  
d e t e r r n i r ~ e d  w i t h  s p e c i f i e d  a d  J u s t r n e r ~ t s ,  arid i r ~ c r e a s e d  by  t h e  
a m o u n t  of items of t a x  p r e f e r e n c e -  
T h e  act r e q u i r e s ,  a s  G r ~ e  of t h e  a d j u 5 t r f l e r r t s  t o  r e g u l a r -  t a x a b l e  
incctrne, t h a t  t h e  p e r - c e n t a g e  of c o r ~ t p l e t  i o n  m e t h o d ,  of a c c c d u n t i n g  
rnust b e  useci w i t h  r e s p e c t  t o  l o n g - t e r m  c c ~ r i t r a c t s  e n t e r e d  i n t o  try 
t h e  t a x p a y e i -  ccrl or a f t e r  March i ,  19236. 

EFFECTIVE DGTE O F  FEDERGL PRUVISIUNS 

R p p l i c a b l e  t o  t a x a b l e  years b e g i n n i n g  on o r  a f t e r  J a n u a r y  1, 
1987. 

REVENUE IMPRCT OF OONFDRMITY TO FEDEFiAL LRW 

The F e d e r a l  a1 ternat  i v e  r11inirnurfl t a x  (RMT) d u e s  not c o n c e p t u a l  l y  
h a v e  a c o u n t e r p a r t  i n  s t a t e  law. C a l i f o r n i a T  s p r e f e r e n c e  t a x  is 
a separate  t a x  o n  certain t a x  a1 lctwartces; t h a t  is a d d e d  t o  t h e  
r e g u l a r  t a x  l i a b i l i t y  and n o t  u s e d  a5 a s e p a r a t e  b a s i s  for 
calcl-llat i u r ~  of t h e  f i r ~ a l  i r r c s r n e  t a x  1 l a b i l i t y ,  

T h e  Jo in t  C o m m i t t e e  clr1 T a x a t i c l r i  (JET> has rnade a s i n g l e  e s t i r n a t e  
o n l y  f u r  a1 i c - o r p c l r a t e  rnir~irnurn t a x  p r o v i s i o r t s .  F u r  the  c c l r p u r a t e  
minirnurn t a x  e s t i r n a t e ,  t h e  l a r g e s t  s i n g l e  I t e r n  c c ~ n t r i b u t i n g  t o  



r e v e n u e  g a i n s  is t h e  i n c l u s i o n  of a p o r t i o n  of book income as 
t a x a b l e  income. 

The s u b s t i t u t i o n  of a n  RMT s t r u c t u r e  s i m i l a r  t o  f e d e r a l  l a w  i n  
p l a c e  o f  t h e  s t a t e ' s  e x i s t  irlg p r e f e r e r t c e  t a x  would p r o d u c e  
s i g n i f i c a n t  r e v e n u e  g a i n s  u n d e r  t h e  b&CTL. 

P r o j e c t e d  s t a t e  p r e f e r e n c e  t a x  r e v e n u e s  are 97 m i l l i o n  under t h e  
BBCTL fo r  1987 and  1988. Fln a p p r o x i m a t i o r 1  of FlMT r e v e n u e s  t h a t  
would be c o l l e c t e d  under t h e  BBCTL are 9240 m i l l i o n  for  1987/88 
and $230 r n i  1 l i o n  f o r  1988/89. If  t h e  p r e f e r e n c e  t a x  e s t i m a t e s  
are s u b t r a c t e d  f rom t h e  RMT e s t i m a t e s ,  the r e s u l k s  are net 
r e v e n u e  g a i n s  u n d e r  t h e  b&CTL of $233 m i l l i o n  fo r  1987/88 and 
6223 m i l l i o n  fo r  1388/63- 

T h e s e  e s t i m a t e s  are not precise but serve t o  i nd i ca t e  t h e  
p o s s i b l e  o r d e r  o f  m a g n i t u d e  of  r e v e n u e  effects. T h e  FlMT state  
e s t i r a a t e s  w e r e  d e v e l o p e d  by a p p l y i r i g  t h e  s a m e  r e l a t i v e  i m p a c t  of 
f e d e r a l  AMT r e v e r ~ u e s ,  est i r n a t  e d  by t h e  JET, cornpared t o  to ta l  
f e d e r a l  b u d g e t  r e c e i p t s  after H. R. 3858 t o  t o t a l  s t a t e  r e v e n u e  
p r o j e c t i u r i s  f o r  1387188 a n d  1 3 B t i / B 3  ur tder  t h e  BBCT L a w .  
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CURRENT CFlLIFORNIFl LRW (Sec. 23401) 

C a l i f o r n i a  l a w  is g e r t e r a l l y  similar t o  f e d e r a l  l a w ,  b u t  there are 
n u m e r o u s  d i f f e r e n c e s  i n c l u d i n g  p r e f e r e n c e  i t e m s ,  e x e m p t i o n  
a m o u n t s ,  a n d  t a x  rates. C a l i f o r n i a  i m p o s e s  a t a x  on " t a x  
p r e f e r e n c e  i n c o m e "  i n  a d d i t i o n  t o  t h e  t a n  imposed  o n  t a x a b l e  
income. The i n t en t  is t u  i rnpose  art a d d i t i o n a l  t a x  on t a x p a y e r s  
who b e n e f i t  s u b s t a n t  i a l l  y f r o m  v a r i o u s  f o r r n s  of t a x - f r e e  income 
car l a r g e  d e d u c t i o r t s  u n d e r  t h e  r e g u l a r  i r i c o m e  t a x  rates. The t a x  
is c o m p u t e d  on t h e  t c ~ t a l  of t a x  p r e f e r e n c e s  i t e m s  i n  e x c e s s  of a 
b a s e  a1 l o w a n c e  e x e m p t  ion. 

C u r r e n t  l a w  d u e s  n o t  i n c l u d e  a n y  p a r t  of d e a l e r  i n 5 t a l l r n e n t  sales 
as a t a x  p r e f e r e n c e  i t e r n .  

NEW FEDERAL LRW i S ~ c ,  56j 

F e d e r a l  l a w  i r i lposes an al ter r la t ive  mirtirnurn t a x .  The t a x  d u e  for 
t h e  t a x a b l e  y e a r  is t h e  a l t e r n a t i v e  rninirflurn t a x  o r  t h e  r e g u l a r  
incorne tax, w h i c h e v e r  is g r e a t e r  i a d  j u 5 t e d  by c e r t a i r t  c r e d i t s ) ,  
Q l t e r i - t a t i v e  rnir~irnurrl t a x  is t h e  t a x p a y e r ' s  t a x a b l e  ir~corne, 
d e t  er-rnir~ed w i t h  s p e c i f i e d  a d  jus t rne r i t5 ,  and  i r i c r e a s e e  by t h e  
arnount  crf i t e r n s  of t a x  p r e f e r e n c e .  

T h e  A c t  r e q u i r e s ,  as  orre of t h e  a d j u 5 t r n e r t t s  t o  r e g u l a r  t a x a b l e  
irtcctrne, t h a t  i r ~  t h e  y e a r  of u i s p c ~ s i t i o r r  t h e  f u l l  pairt ,  less t h e  
arnourit r e c o g n i z e d  irt t h a t  year f o r  r e q u l a r  t a x  p u r p o s e s ,  b e  
i n c l u d e d  i n  t h e  a l t e r n a t i v e  rninirnum t a x a b l e  incorne, T h i s  
p r o v i s i o n  a p p l i e s  t o :  

o s t o c k  i n  t r a d e  uf t h e  t a x p a y e r ' s  i r rver t tory ,  and 
p r o p e r t y  h e l d  f u r  sale t o  c u s t o m e r s  d i s p o s e d  of af ter  
March I, 1986; 

P e r s o n a l  p r o p e r t y  d i s p o s e d  of a f t e r  F e b r u a r y  28, 1986, 
by a p e r s o n  w h o  r e g u l a r l y  sells personal p r o p e r t y  on 
t h e  i n s t a l  l rnent  p f  an; 

Real proper-t;y d i s p o s e d  uf af te r  F e b r u a r y  28, 1'386, t h a t  
w a s  h e l d  fo r  sa l e  t c ~  c u s t u r n e r s ;  a n d  



o R e a l  p r o p e r t y  d i s p o s e d  of a f t e r  FIugust 16, 1906, ( w i t h  
a sales p r i c e  e x c e e d i n g  $150,606) t h a t  is u s e d  i n  t h e  
t a x p a y e r ' s  b u s i n e s s  or  is h e l d  for t h e  p r o d u c t i o n  of 
r e n t  a1 income. 

E x c e p t e d  from t h i s  p r o v i s i o n  are ins t a l lmen t  sales of: 

o P e r s o n a l  u s e  p r o p e r t y  

u Farm p r o p e r t y  

o T i m e s h a r e 5  and  r e s i d e n t i a l  lots, i f  t h e  t a x p a y e r  
e l e c t e d  t o  e x c l u d e  t h e  d i s p o s i t i o n  f r o m  t h e  i n s t a l l m e n t  
sale p r o p o r t i o n a t e  d i s a l l o w a n c e  r u l e s .  

o M a n u f a c t u r e r s  t o  d e a l e r s  i f  (1) t h e  d e a l e r  is o b l i g a t e d  
t o  pay o n  t h e  o b l i g a t i o n  o n l y  when t h e  d e a l e r  resells 
o r  r e n t s  t h e  p r o p e r t y ,  or (2) t h e  manufacturer h a s  t h e  
r i g h t  t o  r e p u r c h a s e  t h e  p r o p e r t y  a t  a f i x e d  or 
a s c e r t a i n a b l e  p r i c e  n o  later  t h a n  t h e  n i n e - m o n t h  p e r i o d  
beginni r tg  w i t h  t h e  d a t e  of t h e  sale. In  a d d i t i o n ,  the 
a g g r e g a t e  face arnaurrt ctf t h e  o b l i g a t i o n s  t h a t  o t h e r w i s e  
q u a l i f y  f o r  t h e  e x c e p t i m r t  rnust b e  e q u a l  t o  SO p e r c e n t  
o f  t h e  t c l t a l  sales t o  d e a l e r s  g i v i r t g  rise t o  t h e  
i r t s t a l l r n e n t  r e c e i . v a b l e 5  i n  b o t h  t h e  c u r r e n t  t a x  y e a r  
and t h e  p r e c e d i n g  y e a r  c'e. g . ,  t h e  5 0 - p e r c e n t  test).  F1 
seller w i l l  be t r e a t e d  as f a i l i n g  t o  m e e t  t h e  
50-percerct test u r ~ l y  i f  i t  f a i l s  t u  rneet t h e ' t e s t  fo r  
two c o n s e c u t i v e  t a  N y e a r s .  T h i s  e x c e p t  iort a p p l i e s  o n l y  
i f  t h e  t a x p a y e r -  meets t h e s e  requirements f o r  its first 
t a x  year- beqirrr t iny a f t e r  Clctober 22, 1386, t h e  Flct's 
ertactrnerti date. 

EFFECTIVE DRTE OF FEDERGi PRGVISIGNS 

Q p p l  i c a h l c  tc t  t a x a b l e  yeai-5 begirrr t i r tg art UP- a f t e r  J a r t u a r y  1, 
1367. 

REVENJE SMPqCT 3 F  CONFORhITY T O  FEDEHGL LRW 

The F e d e r a l  a l t e r n a t i v e  rnirrirnurn t a x  (FIMT) d u e s  ncrt c o n c e p t u a l l y  
h a v e  a c o u n t e r p a r t  i n  s t a t e  l a w .  C a l i f o r r t i a *  5 p r e f e r e n c e  t a x  is 
a s e p a r a t e  t a x  or1 c e r t a i n  t a x  a l l u w a r ~ c e s  t h a t  is a d d e d  t m  the 
r e g u l a r  t a x  l i a b i l i t y  and  n o t  u s e d  a s  a s e p a r a t e  b a s i s  fo r  
c a l c u l a t i o r ~  of t h e  f i n a l  i r t c o r n e  t a x  l i a b i l i t y .  

The  Jo in t  Committee o n  T a x a t i o n  (JET) h a s  made a s i n g l e  e s t i m a t e  
o n l y  f o r  a l l  c o r p o r a t e  rnirtirnurn t a x  p r o v i s i o n s .  F o r  t h e  c o r p o r a t e  
minimurn t a x  est i r n a t e ,  t h e  l a r g e s t  s i n g l e  i t e r n  c u n t r i b u t  i n g  t o  
r e v e n u e  q a i r t s  is , t h e  i r t c l u s i o n  cef a p o r t  i o n  of book i n c o r n e  as 
t a x a b l e  income. 

, > The s u b s t i t u t i c l r t  o f  a n  9 M T  s t r u c t u r e  s i m i l a r  tcl f e d e r a l  l a w  i n  
1, ) 
,.-/ p l a c e  c ~ f  t h e  s ta te7 s e x i s t  i n g  p r e f  e r e r ~ c e  t a x  would p r o d u c e  

s i g n i f i c a n t  r e v e n u e  g a i n s  u n d e r  t h e  b&CTL. 
A 

- 766 - 



P r o j e c t e d  s t a t e  preference tax r e v e n u e s  are $7 m i l  l i o n  unde r  t h e  
B&CTL for 1'387 and 1388. Rrr approximat i o n  o f  GMT r e v e n u e s  that 
would  b e  collected u n d e r  t h e  B&CTL are  $240 m i l l i o n  for  1987/88 
and $230 m i l l  ion for 1388/83, If the preference t a x  e s t i m a t e s  
are s u b t r a c t e d  from t h e  RMT estimates, the results are n e t  
revenue g a i n s  u n d e r  t h e  B&CTL of $233 m i l l i o n  for 1987/86 and 
9223 m i l l i o n  for  1988/89, 

These e s t i m a t e s  are not p r e c i s e  b u t  s e r v e  to i n d i c a t e  t h e  
possible o r d e r  of magnitude of r e v e n u e  effects, The RMT state 
est i m a t e s  w e r e  d e v e l o p e d  by a p p l y i n g  t h e  same relat i v e  impact  of 
federal RMT r e v e n u e s ,  e s t i m a t e d  by the JCT, compared t o  total 
federal budget  r e c e i p t s  after HI R. 3838 t o  to t a l  s ta te  r e v e n u e  
pr-ejections for  1387/88 and  1368/89 u n d e r  t h e  B&CT Law. 
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C a l i f o r n i a  l a w  is g e n e r a l l y  s i m i l a r  t o  f e d e r a l  l aw ,  but t h e r e  are 
n u m e r o u s  d  i f f erences i n c l  ud  i n g  preference  i terns, e x e m p t  ion 
a m o u n t s ,  a n d  t a x  ra tes .  C a l i f o r n i a  i r n p o s e s  a t a x  or1 " t a x  
p r e f e r e n c e  ir~corne" i n  a d d i t i o r r  t o  t h e  t a x  imposed  un t a x a b l e  
income.  T h e  i n t en t  is t u  i m p o s e  art a d d i t i o r l a l  t a x  on t a x p a y e r s  
who b e n e f i t  s u b s t a n t ;  i a l  1 y f r o r n  v a r i o u s  f o r m s  of t a x - f r e e  i n c o m e  
u r  l a r g e  d e d u c t i o r ~ s  u n d e r  t h e  r e g u l a r  incorne t a x  rates. T h e  t a x  
is c o r n p u t e d  or: t h e  t c l t a i  at' t a x  p r e f e r e r l c e  i t e m s  i n  e x c e s s  of a 
b a s e  a1 l c w a n c e  e x e m p t  i o n .  

C u r r e n t  l a w  d o e s  r~o t  i n c l u d e  t tre u n t a x e d  a p p r e c i a t  ion irr 
c h a r i t a b l e  c u n t r i  b u t  i o n s  of a p p r e c i a t e d  p r o p e r t y  as a t a x  
p r e f e r e n c e  it em. 

FEDERRL LQh' ISec. 57) 

F e d e r a l  l a w  i m p o s e s  a n  a l t e r r l a t i v ~  mii-~irnurn t a x .  T h e  t a x  d u e  f u r  
t h e  t a x a b l e  y e a r  is t h e  a l t e r r l a t i v e  mirrirnurn t a x  ur t h e  r e g u l a r  
i r ~ c u r n e  t a x ,  wi-1 i c h e v e r  is g r e a t ~ r .  

R l t e r r ~ a t i v e  rnir,irnurr~ t a x a b l e  incorne is t h e  t a x p a y e r 9 s  t a x a b l e  
i r~corne, d e t e r r n i r r e d  w i t h  s p e c i f i e d  a d  j ustrrterrt 5, arid i n c r e a s e d  by 
t h e  a r n ~ u r r t  o f  i ten~s u f  t a x  p r e f e r e r r c e .  

T h e  Qct adds as a t a x  p r e f e r e n c e  i t e m  t h e  u n t a x e d  a p p r e c i a t i o n  on 
c h a r i t a b l e  c u n t r i  but i o r t s  rnade a f t e r  A u g u s t  16, 1386 of p r o p e r t y  
- t h a t  h a s  a p p r e c i a t e d  ir, v a l u e .  FI t a x p a y e r  w h o  rnakes a c h a r i t a b l e  
c u n t r i  b u t  ion of c a p i t a l  g a i n  p r c r p e r t y  rrtust r e d e t e r m i n e  t h e  
d e d u c t i o n  f o r  p u r p o s e s  of t h e  a l t e r n a t i v e  minimum t a x  by a d d i n g  
b a c k  t h e  arnuunt by w h i c h  t h e  t a x p a y e r 7 s  r e g u l a r  t a x  c h a r i t a b l e  
c o n t r i b u t i o n  d e d u c t i o n  w o u l d  b e  r e d u c e d  i f  all c a p i t a l  g a i n  
p r o p e r t y  w e r e  taker: i n t o  a c c o u r ~ t  a t  i ts  a d j u s t e d  b a s i s .  T h i s  
preference does n o t  a p p l y  t o  c a r r y o v e r s  of C h e  d e d u c t i o n  for 
corltri b u t  ions  rnade b e f o r e  Fluquok 16, 1386. 

EFFECTIVE DRTE OF FEDERQL PHOVISIDNS 

Q p p l i c a b l ~  ta t a x a b l e  y e a i - s  b e g i r r r ~ i r ~ q  clrr O r  a f t e r  J a r l u a r y  1, 
1987. 



REVENUE IMPRCT OF CUNFORMITY TO FEDERRL LAW 

The Federal alternative minimum tax CaMT) does nut conceptually 
have a cour'terpart in state law. Californiay s preference tax is 
a separate tax on certain tax allowance5 that i 5  added to the 
regular tax liability and nut used as a separate basis for 
calculation of the final income t a x  liability. 

The Joint Committee on Taxation (JCT) has made a single estimate 
only for all corporate minimum t a x  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 uf an RMT structure similar tu federal law in 
place of the state3 5 existirrg preference tax would produce 
significant revenue gains under the BBCTL. 

Projected state pt-efererrce tax revenues are 87 m i  11 ion under the 
BBCTL for I387 and 19B8. FIm approxi~atiun of AMT revenues that 
would he collected under the B&CTL are 8240 m i l  lion for 1987188 
and $230 mi lliur~ for i988/89. If the preference t a x  est irnates 
are subtracted f r o m  the FIMT est irnates, the results are net 
revenue gains under t h e  BRCTL of 6233 million for i987/88 and 
$223 m i l l i o n  fur 1300/89. 

These estimates are riot precise but serve  t c h  indicate t h e  
possible order of rnagr~itude o f  reverrue effects. T h e  FIMT state 
estimates were developed by applying the same relative impact of 
federal RMT rever rues ,  est i r n a t e d  by the JCT, ccrrnpared to total 
federal budget receipts after H. R. 5830 to tcr ta i  state revenue 
prctject  ions fur iTj87/6& a n d  i3&B/B3 urrdet- the E&CT L a w .  
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C a l i f o r n i a  l a w  is g e n e r a l l y  s i m i l a r  t o  f e d e r a l  l a w  i n  t h a t  b o t h  
impose an add-on t a x  o n  " t a x  p r e f e r e n c e  income",  b u t  t h e r e  are 
numerous  d i f f e r e n c e s  i n c l  ud i ng t h e  i t  e r n s  of t a x  p r e f e r e n c e ,  
exempt ion amounts ,  and  t a x  rates. C a l  i f o r n i a  i m p o s e s  a n  add-on 
t a x  on  " t a x  p r e f e r e n c e  incorne" w h i c h  e x c e e d s  $50,000, i n  a d d i t  ion 
t o  t h e  t a x  irnposed o n  t a x a b l e  i r i c o r n e .  The  in ten t  is t o  impose an 
a d d i t i o n a l  t a x  on t a x p a y e r s  who b e n e f i t  s u b s t a n t i a l l y  f r o m  
v a r i o u s  f o r m s  clf t a x - f r e e  income,  l a r g e  d e d u c t  iorrs, o r  t a x  
c r e d i t s  u r i d ~ r  t h e  r e g u l a r -  irrcurne t a x  co rnpu ta t  i o n .  

Currer r t  s t a t e  and f e d e r a l  l a w  d o  rtcd i n c l u d e ,  as a t a x  p r e f e r e n c e  
i t e r n ,  a n y  a d j u s t m e n t  reflect i r ~ g  t h e  d i f f e r e n c e  b e t w e e n  t h e  
c o r p o r a t  ic tns  "book income" o r  " p r e - t  a x  e a r n i n g s "  and i ts  i n c o m e  
s u b j e c t  t o  r e q u l a r  t a x .  

The A c t  r e p e a l s  t h e  add-on rniriirnurn t a x  fo r  c o r p c ~ r a t  i o n s  a n d  
r e p l a c e s  i t  w i t h  arb a l t e r n a t i v e  miriirnurn t a x ,  s i r n i l a r  t o  t h a t  f o r  , 

i n d i v i d u a l s .  R l t e r r i a t i v e  rnir~inlurn t a x a b l e  incczrne is t h e  
c o r p o r a t i o r i 7 s  r e g u l a r  t a x a b l e  i n c o m e  (or loss>, a5 m o d i f i e d  b y  
c e r t a i n  a d  justrneri t  s, p i  u s  p r e f e r e n c e  i t e r n s ,  a n d  r e d u c e d  by a  
p h a s e d - c u t  exempt i o n  of $40, OOG. 

F o r  t a x a b l e  y e a r s  begirirrirlg i n  19B7, 1986, arid 1389, t h e  A c t  
r e q u i r e s  t h a t  t h e  a l t e r n a t i v e  minimum t a x a b l e  ir~corne (RMTI) of a 
c o r p o r a t  iorr ( o t h e r  t h a n  a n  S c o r p o r a t  i o n ,  r e g u l a t e d  i n v e s t m e n t  
company, real  estate i n v e s t m e n t  t r u s t  o r  REMIC) must  i n c l u d e  
one-ha1 f of t h e  arnuunt by which  t h e  c o r p o r a t  i o n 7  s ad j ~ s t e d  n e t  
"book income" e x c e e d s  t h e  c o r p o r a t  iorl9 5 RMTI ( d i s r e g a r d i n g  t h e  
b u s i n e s s  u n t a x e d  r e p o r t e d  p r o f i t s  p r e f e r e n c e  a n d  t h e  a1 t e rna t  i v e  
minimum t a x  n e t  o p e r a t i n g  loss  d e d u c t i o n ) .  G e n e r a l l y ,  the book 
incorne o f  a c o r p o r a t  iori is t h e  n e t  i n c o m e  or loss  set f o r t h  o n  
t h e  a p p l i c a b l e  f i n a r r c i a l  s t a t e r n e r i t  t h a t  it p r o v i d e s  t o  s a t i s f y  
r e g u l a t o r y  or c r e d i t  requirements, for  p u r p o s e s  of r e p o r t  i n g  t o  
i ts  s h a r e h o l d e r s  o r  o t h e r  owners ,  o r  fo r  o t h e r  s u b s t a n t i a l  
riclri-t a x  p u r p o s e s .  

Book i r ~ c o r n e  is d e t e r m i n e d  w i t h  r e f e r e n c e  to the c o r p o r a t i o n 7  5 

a p p l i c a b l e  f i r r a n c i a l  staternerit (see b e l o w ) ,  e x c e p t  t h a t  t h e  



ad,) u s t m e r ~ t s  d e s c r i b e d  below mus t  b e  made. I n  add i t iurr, 
a p p r o p r i a t e  a d j u s t m e r ~ t s  must b e  made i f  t h e  f i n a n c i a l  s t a t e r n e n t  
u s e d  t o  compute  book income c o v e r s  a p e r i o d  o t h e r  t h a n  t h e  t a x  
y e a r  for  which t h e  book i n c o m e  p r e f e r e n c e  is b e i n g  computed. 

F e d e r a l  and  forei sn t a x  ad .~us tmer r t .  F e d e r a l  and f o r e i g n  t a x e s  
r e p o r t e d  o n  f i n a n c i a l  s t a t e m e n t s  are  g e n e r a l  1 y d i s r e g a r d e d .  
However, i f  n o  f o r e i g r ~  t a x  c r e d i t  w a s  c l a i m e d  unde r  S e c t  i o n  93% 
for  r e g u l a r  t a x  p u r p o s e s ,  t h e  f o r e i g n  t a x  l i a b i l i t y  may b e  taker1 
i n t o  a c c o u n t  for  p u r p o s e s  of c o m p u t i n g  book income. N o  itw of 
f e d e r a l  or f a r e i g n  income t a x  or b e n e f i t  ( o t h e r  t h a n  f o r e i g n  
t a x e s  deducted i n  l i e u  of c l a i m i n g  a c r e d i t ) ,  i n c l u d i n g  any  
ad J u s t m e n t  of d e f e r r e d  t a x e s  r e s u l t i n g  f rom t h e  c o r p o r a t e  t a x  
rate c h a n g e s ,  is t o  b e  i n c l u d e d  i n  t h e  c o m p u t a t i o n  of p re - t ax  
book income for minimum t a x  p u r p o s e s .  

Related c o r p o r a t  i o n s .  A t a x p a y e r  f i 1 i n g  a cortsol i d a t e d  r e t u r n  is 
r e q u i r e d  t o  a d j u s t  book income by t a k i n g  i n t o  a c c o u n t  i t e m s  o n  
t h e  f i n a n c i a l  s t a t e m e n t  t h a t  are a l l o c a t e d  t o  g roup  members o n  
t h e  c o n s o l i d a t e d  r e t u r n .  I n  t h e  case o f  any  r e l a t e d  c o r p o r a t i o n  
t h a t  is n o t  i n c l u d e d  o n  a c o r r s u l i d a t e d  r e t u r n ,  t h e  e a r r r i n g s  of 
t h e  c o r p o r a t  i o n  a r e  t a k e n  i n t o  accour l t  urrly t u  t h e  e x t e n t  o f  t h e  
d i v i d e n d s  r e c e i v e d  by t h e  t a x p a y e r  f rur~? t h a t  c o r p o r a t  i o n  p l u s  a n y  
o t h e r  amount r e q u i r e d  t o  be i n c l u d e d  i n  t h e  t a x p a y e r ' s  g r o s s  
income f u r  a l t e r n a t i v e  rninirnurn t a x  p u r p o s e s  i n  r e s p e c t  of t h e  
o t h e r  c o r p o r a t  i o n 9  s e a r n i n g s .  

C o u p e r a t  i v e s .  Pa t r c~ r l age  d i v i d e r ~ d s  arid p e r - u n i t  r e t a i r r  
al l c l ca t  icms p a i d  by c o o p e r a t  i v e s  are g e n e r a l l y  d e d u c t i b l e  f u r  t h e  
purpc tse  of cumput i rtq book income. 

D i v i d e r ~ d s  fr-orn p u ~ i s e s s i u r ~ s  c c t r p o r a t  icjr~s. If a d i v i d e n d  i 5  

r e c e i v e d  from a c u r p o r a t i o n  e l i g i b l e  f u r  t h e  p u s s e s s i o n s  t a x  
c r e d i t  u n d e r  Sectiort 336 and is i n c l u d e d  irt t h e  r e c i p i e r r t ' s  book 
income,  t h e  arnourtt of w i t h h c ~ l d i r ~ g  t a x e s  p a i d  w i t h  r e s p e c t  t o  s u c h  
d i v i d e r i d s  is t o  be  i r ~ c l u d e d  i n  d e t e r m i r ~ i r l g  n e t  buok inccme. To 
t h e  e x t e n t  t h a t  A M T I  is i n c r e a s e d  as a r e s u l t  of k h i s  a d j u s t m e n t ,  
t h e  r e l a t e d  w i t h h o l d i n g  t a x e s  are t r e a t e d  as c r e d i t a b l e  f o r e i g n  
t a x e s  p a i d  by t h e  r e c i p i e n t .  

F i r t a n c i a l  statements. The f o l l o w i n g  f i r r a n c i a 1  s t a t e r n e r l t s  are to 
b e  u s e d  t o  compute  t h e  book income p r e f e r e n c e  ( i f  any 1. If a 
c o r p o r a t i o n  u s e s  m o r e  t h a n  o n e  of t h e  t y p e s  of s t a t e m e n t s  
e n u m e r a t e d ,  t h e  f o l l o w i n g  p r i o r i t y  s y s t e m  is f o l l o w e d :  

Cl) FI f i n a n c i a l  s t a t e r n e r r t  used fo r  cornplying w i t h  t h e  
f il  i n g  r e q u i r e m e n t s  of t h e  S e c u r i t i e s  and Exchange 
Comm i ss i on ; 

2 )  A c e r t i f i e d  a u d i t e d  income s ta ternerr t  used fctr (a) 
c r e d i t  p u r p o s e s ,  Sb) a r e p o r t  tct s h a r e h o l d e r s ,  u r  (c) 
a n y  s u b s t  a n t  ial n o n t  a x  p u r p o s e ;  

(5) Arr ir~curne s ta ternerr t  tha t  the corpctt-at i o r ~  r n u s t  subrnit t o  
t h e  f e d e r a l  government ,  t h e  s t a t e ,  a p o l i t i c a l  



s u b d i v i s i o n  o f  t h e  state, a n y  s ta te  o r  f e d e r a l  a g e n c y ,  
o r  any a g e n c y  of a p o l i t i c a l  s u b d i v i s i o n ;  or  

(4)  a n y  f i n a n c i a l  s t a t e m e n t  o r  r e p o r t  u s e d  for t h e  p u r p o s e s  
l i s t e ' d  i n  (2>, above .  

E a r r r i n q s  a n d  o r o f i t s .  C o m p a n i e s  t h a t  d o  not h a v e  a r ~ y  of t h e  
statements d e s c r i b e d  a b o v e  are t o  u s e  t h e i r  e a r n i n g s  a n d  p r o f i t s  
t o  c o m p u t e  book income. Irr a d d i t i o n ,  a c o r p o r a t i o n  t h a t  has o n l y  
t h e  f inancial  s t a t e m e n t  d e s c r i b e d  i n  (41 ,  a b o v e ,  may make an 
i r r e v o c a b l e  elect ion t o  u s e  its e a r n i n g s  a n d  p r o f i t s  to c o m p u t e  
rtet book incorne. T h e  elect i o n  is e f f e c t i v e  so l o n g  a5 t h e  
t a x p a y e r  q u a l i f i e s  u n d e r  t h e  e l e c t i v e  p r o v i s i o n s .  Thus ,  if  a 
c o r p o r a t i o n  e l e c t i n g  t o  u s e  e a r n i n g s  a n d  p r o f i t s  is r e q u i r e d  i n  a 
s u b s e q u e n t  y e a r  t o  f i l e  a n  i r r c o m e  s t a t e m e n t  w i t h  t h e  s t a t e  
f e d e r a l  government ,  t h e  elect i o n  t o  u s e  e a r n i n g s  a n d  prof it5 
would n o  l o n g e r  b e  i n  effect. 

I n  c o m p u t i n g  t h e  p r e f e r e n c e  f u r  buoh income,  a p o s i t i v e  amuunt  
e x c e e d s  arry n e g a t  i v e  arnclur~t C e s p e c i a l  l y  a p p l  i c a b l e  irr cases i n  
which a c o r p o r a t i o n  r e p o r t s  a n e g a t i v e  RMTI b e f o r e  t a k i n g  i n t o  
a c c o u n t  t h e  book i ncclrne p r e f  ererrce) . 
D t  h e r  a d . l u s t m e r ~ t s  m a y  be r e q u i r - e o .  The l a w  g r a r r t 5  . t h e  T r e a s u r y  
D e p a r t m e n t  t h e  a u t h o r i t y  t c ~  i s s u e  r e g u l a t i o n s  r e q u i r i n g  t h e  
a d j u s t m e r t t  of net baclk income t u  p r e v e n t  t h e  o r n i s s i o r ~  o r  
d u p l i c a t i o r r  of a n y  i t e r n .  T h i s  g r a r r t  of a u t h o r i t y  w i l i  be u s e d ,  
f o r  example ,  t o  p r e v e n t  t h e  i-ecordir ig of i t e r n s  d i r e c t l y  t o  t h e  
f i n a n c i a l  statement asset, 1  i a b i  i ; y  o r  e q u i t y  acccturr t s  t h a t  are 
p r o p e r l y  i n c l u d e d  a s  i t r r ~ i s  of  f i r r a i - t r i a l  s taterner~t income o r  
experrse.  

Fctr a n y  t a x  y e a r  b e g  i n r ~ i r r g  a f t e r  i969, t h e  a l t e r r ~ a t  i v e  rninirnurn 
t a x a b l e  incctrne o f  a c o r p c l r a t  ior t  C o t h e r  t h a n  a r ~  S ~ ~ r p o r a t  iorr, 
r e q u ; a t e d  i n v e s t m e n t  compar~y,  real  e s t a t e  i r ~ v e s t m e r l t  t r u s t  car 
REMIC)  i s  i n c r e a s e d  by 75 pe.rcerr t  of t h e  arnctunt by which  i ts  
" a d j u s t e d  c u r r e n t  e a r n i n g s "  exceed A M T I  i d e t e r r n i n e d  w i t h o u t  
r e g a r d  t u  the a d j u s t e d  c u r - r e n t  eari-~i n g s  p r e f ~ r e r r c e  a n d  the 
a1 t e r n a t  i v e  r n i r l i m c t r n  - tax  PdOi d e d u c t  iorr) . The  p r e f e r e n c e  is t o  b e  
'c akert i ntct a c c o u r ~ t  r e g a r d  less ctf w h e t  h e r  t h e  a d  J u s t r n e r ~ t s  are 
p a s i t  i v e  or  n e q a t  i ve.  

N e q a t  ive ad- ius t rnents .  I f  a c o r p o r a t  ior~ '  5 a l t e r r ~ a t  i v e  minirnum 
t a x a b l e  i r t c o r n e  ( p r i o r  tu the a d j u s t m e r t t )  e x c e e d s  a d j u s t e d  c u r r e r ~ t  
e a r n i n g s ,  a r e d u c t  i o n  i n  RMTI of 75 p e r c e r ~ t  u f  t h e  d i f f e r e n c e  is 
p e r r n i t f  ed .  However, t h e  r e d u c t  i o n  c a n n o t  e x c e e d  t h e  a g g r e g a t e  
amuunt by which QMTI h a s  b e e n  i n c r e a s e d  i n  p r i o r  t a x  years as a 
r e s u l t  of t h e  a d  j u 5 t e d  c u r r e r i t  e a r n i n g s  p r e f e r e r t c e  less t h e  
r e d u c t i o n s  a l l o w e d  as  a r e s u l t  of the p r e f e r e n c e  fo r  p r i o r  y e a r s .  
R p a s i f i v e  arnuurrt i 5  a l w a y s  c o n s i d e r e d  t o  be i n  e x c e s s  o f  a 
r ~ e g a t  i v e  arnount . 
Fld:lusted c u r r e n t  ear-rlir~ss. 171 compu-Ling a d j u s t e d  c u r r e n t  
e a r r r i r ~ g s ,  . a t axpayer -  m u s t  qer~er-.a1 ly t rea t  p r e f e r e r r c e  i t e r n s  i n  t h e  
sarne rnarrrter as r e q u i r e d  f o r  coirlput inq a2 t e r -na t  i v e  minirnurir t a x a b l e  



i n c o m e .  I n  t h e  case of d e p r e c i a b l e  p r o p e r t y  p l a c e d  iri s e r v i c e  
aftel- i38'3, t h e  d e d u c t  iorr is t h e  smaller  of  t h a t  computed under  
t h e  a l t e rna t ive  d e p r e c i a t i o n  s y s t e m  or t h e  method used  for  t h e  
corporat ion '  s f i n a n c i  a i  s t a t e m e n t .  

F o r  p r o p e r t y  p l a c e d  i n  service after 1986 b u t  b e f o r e  t h e  first 
t a x  y e a r  b e g i n n i n g  i n  1390, and  t o  which t h e  m o d i f i e d  FICRS systern 
a p p l i e s ,  t h e  d e p r e c i a t i o n  compu ta t  ion is made by t a k i n g  i n t o  
accou r r t  t h e  a d j u s t e d  b a s i s  for  BMT p u r p o s e s  a5 of t h e  close of 
t h e  last t a x  year b e g i n n i n g  b e f o r e  1930 and  u s i n g  t h e  
s t r a i g h t - l i n e  method o v e r  t h e  r e m a i n i n g  m i d p o i n t  l i fe  of t h e  
p r o p e r t y .  

F o r  d e p r e c i a b l e  p r o p e r t y  p l a c e d  i n  service b e f o r e  1387 t o  which 
t h e  o r i g i n a l  BCRS systern a p p l i e s ,  t h e  d e p r e c i a t i o r r  deduc t io r t  is 
d e t e r m i n e d  by t a k i n g  i n t o  accoumt  t h e  a d j u s t e d  b a s i s  of t h e  
p r o p e r t y  as d e t e r m i n e d  f o r  r e g u l a r  t a x  p u r p u s e s  a s  of t h e  ~105e 
of t h e  last  t a x  y e a r  beg i r t n ing  b e f o r e  Jarruary I, 193C) and usirrq 
the  s t r a i g h t - l  i r l e  rnethcrd o v e r  t h e  r e m a i n d e r  o f  the r e c o v e r y  
p e r i o d  t h a t  wouid h a v e  a p p l i e d  t o  t h e  p r o p e r t y  u n d e r  t h e  S e c t i o n  
168Cg) a l t e r n a t i v e  d e p r e c i a t  i o n  systern. Any o t h e r  d e p r e c i a b l e  
p r o p e r t y  p l a c e d  i n  service b e f o r e  1981 is d e p r e c i a t e d  i n  the s a m e  
r n a r ~ r ~ e i -  as u s e d  t c i  curnput e the curporat iorr' s r e g u l a r  t a x .  

I n  t h e  c a s e  of a n y  d e p r e c i a b l e  p r c ~ p e r t y  p l a c e d  I n  s e r v i c e  b e f o r e  
1330, i F t h e  d e p r e c i a t  irllrc rnethcid used f u r  f l n a r l c l a l  staternerrt  
p u r p o s e s  y i e l d 5  a s m a l l e r  depr-ecia t ican d e d u c t i o n  t h a n  t h a t  
d e t e r m i n e d  u n d e r  t h e  a b o v e  rnethctds, s u c h  rnethcrd is t o  be used tct 

deter-mzrre ad j u 5 t e d  c u r r e r i t  e a r r l l ngs .  The de te rmi r l a t  lor1 as to 
which  is t h e  ~ C I W E ? T - -  c a l c u l a t  lr1r1 is t o  be  rnade by cornparing t h e  n e t  
preset-(-5 v a l u e s  of t h e  deal-let ~ o n  ccrlrflpl-tt e d  unde r  eactl rilethcd. 

.- 
For l r ~ t a r ~ g i  b l e  dr-111 ing auld cieveic~prnerlt costs  a1 l o w a b i e  urldei- 
~ e c ' t ; i m r l  2 i j3{d> t h e  d e d u c t i o r ~  is l i m i t e d  t o  t h e  l o w e r  of: Cl) t h e  
p r e s ~ r ~ t ,  v a l u e  u f  t h e  aeuuc-t; l c ~ r t s  on < h e  t a x p a y e r 7  5 f i r i a n c i a l  
s t a t e r n e r r t ,  ur ( 2 )  t h e  r - e s e r i t  value at' t h e  deductictr l  rornputed 
u s i n g  the 60-rnont h ar~iurt l z a t  i o n  p e r i o d  unde r  Sect i o n  312 (n) . 
The d e p l e t  i o r~  ai l o w a r ~ c e  is t ct be  d e t e r m i n e d  by usirtg e i t h e r  c o s t  
d e p l e t i o n  o r  t h e  rne thc~a  u s e d  far f i r rarrc ia l  s t a t emer i t  pu rposes ,  
w h i c h e v e r  y i e l d s ,  on a p r e s e n t  v a l u e  b a s i s ,  t h e  smaller 
a 1 l o w a n c e .  

Items e x c l u d e d  f r o m  RMT or r e s u l a r  t a x  c o m ~ u t a t i o n e .  C e r t a i n  
i t e m s  t h a t  are n o t  t a k e n  ineo a c c o u n t  f o n  p u r p o s e s  of computing 
a l te rnat ive  minirflum t a x a b l e  income may be i n c l u d e d  i n  d e t e r m i n i n g  
a d j u s t e d  c u r r e n t  e a r n i n g s .  E x c l u s i o n  i t e m s  are  t h o s e  i t e m s  of 
income or expense t h a t  are i n c l u d e d  i n  e a r n i n g s  and  p r o f i t s  
c o m p u t a t i o n s  for purposes o f  a c o r p o r a t i o n ' s  regula~ t a x  b u t  a w  
n o t  i n c l u d i b l e  i n  income for p u r p o s e s  of e i t h e r  r e g u l a r  t a x  or 
a3 t e r n a t  ive minimum t a x  c o m p u t a t  i o n s  l i. e. , i n t e r e s t  on 
tax-exempt  bonds )  I n  comput i n g  a d j u s t e d  c u r r e n t  e a r n i n g s  w i t h  
r e s p e c t  t o  e x c l u s i o n  income i t e m s ,  d e d u c t i o n s  r e l a t e d  t o  e x p e n s e s  
i n c u r r e d  w i t h  r e s p e c t  to t h e  income i t e m s  a r e  a l l o w e d ,  t o  t h e  



e x t e n t  t h a t  t h e  d e d u c t i o n s  w o u l d  h a v e  b e e n  a l l o w a b l e  i n  c o m p u t i n g  
RMTI i f  t h e  incorne w e r e  i n c l u d i b l e  i n  g r o s s  income. 

Wi th  r e s p e c t  t o  an e x p e n s e  t h a t  is i n c l u d e d  i n  a c o r p o r a t i o n ' s  
e a r n i n g s  and p r o f i t s  c o m p u t a t i o n s  b u t  is not  a l l o w e d  for p u r p o s e s  
of t h e  r e g u l a r  o r  a l t e r n a t i v e  mirrirnurn t a x ,  no d e d u c t i o r ~  is 
a1 l owed  for p u r p o s e s  of c o m p u t i n g  a d j u s t e d  e a r n i n g s .  This m e a n s  
t h a t  the d i v i d e n d s  r e c e i v e d  d e d u c t i o n  is not  t a k e n  i n t o  a c c o u n t  
i n  c o m p u t i n g  a d j u s t e d  c u r r e n t  e a r n i n g s .  However, i n  t h e  case of 
d i v i d e n d s  q u a l i f y i n g  fo r  a 100 percent d i v i d e n d s  received 
d e d u c t  ion  u n d e r  Sectiorr 243 or 245, t h e  d e d u c t  i o n  w i  11 be a l l o w e d  
t o  the e x t e n t  t h a t  t h e  p a y o r  c o r p o r a t i o n  is s u b j e c t  t o  f e d e r a l  
i n c o m e  kan end so l o n g  as t h e  p a y o r  a n d  r e c i p i e n t  c o r p o r a t i o n s  
would  not q u a l i f y  as members of t h e  s a m e  a f f i l i a t e d  g r o u p  u n d e r  
t h e  r u l e s  c o n t a i n e d  i n  S e c t i o n  1 5 0 4 ( b ) .  

I n  t h e  case o f  d i v i d e n d s  r e c e i v e d  f r o m  Sect i o n  936 c o r p o r a t i o n s '  
( P u e r t o  R i c o  and U. S. p o s s e s s i o r r s  o t h e r  t h a n  t h e  V i r g i n  
I s l a n d s ) ,  t h e  f u l l  amount of t h e  d i v i d e n d  is i r r c l u d e d  i n  t h e  
c o m p u t a t i o n  uf e a r n i n g s  and  prof its, a l o n g  w i t h  75 p e r c e n t  of t h e  
w i t h h o l d i n g  t a x  p a i d  w i t h  r e s p e c t  t o  t h e  d i v i d e n d s .  

O t h e r  e a r n i r i g s  and p r o f  its c o r n p u t a t  i o n s  r e q u i r e d  for r e g u l a r  t a x  
p u r p o s e s  u n d e r  S e c t i o n  312 are tca b~ t a k e n  i r i t u  accourc t ,  s u b j e c t  
t u  r u l e s  r e g a r d i r r g  d a t e s  t h a t  a p p l y  f o r  s u c h  p u r p u 5 e s .  For 
example, i n  t h e  case o f  a p o s t - 1 9 B 9  i r ~ s t a l l m e n t  sale, use u f  t h e  
i n s t a l l m e n t  method t o  cornpute a d j u s t e d  e a r n i n g s  and  p r o f i t s  is 
rrot a l l o w e d ,  e v e n  i f  t h e  u s e  of t h e  i r r s t a i l r n e r ~ t  method a p p l i e s  
f o r  minirnurn t a x  p u r p o s e s .  

F o r  p u r p o s e s  of t h e  Sectiori 312 iri> a d  j ~ ~ t r n e r i t ;  c u n c e r n i r ~ g  t h e  
c a p i t a l  i z a t  i o n  o.F c o n s t r u c t  i u i ~  per-if:16 ca r - ry  i r ~ q  chai-QES p a i d  or 
i n c u r r e d  irt t a x  y e a r s  beq i r~ r i i r ig  a f t e r -  1.385, t h e  " a v o i d e d  c o s - t  
rnethod'! of new S e c t  ic l r~  Z63Fi ( r - e l a i  i rig t u  c a p i t a :  i x a t  i v r ,  of 
s p e c i f i e d  c o s t s  artd e x p e r ~ d i t  ctr-es  1 app l  ies '~o t i e t e r -n i i r~e  the arr;,>ctnt 
of i r~terest  a l l o c a b l e  t o  c o n s t r c t c t i o n .  

Debt  u a a l  e x c h a r ~ s e .  N o  icgss a r i s i r t g  occi: o f  t t i ~  r x c h a n g e  of a;*,y 
pcrol o f  d e b t  u b l  i g a t  ioi-15 f o r -  snclthet. . .  pl=lol u f  deb t  c lb l  i g a t  iorls 

h a v i n g  s u b s t a n t i a l l y  t h e  same  e f f e c t i v e .  i n t e r e s t  rates arid 
m a t u r i t i e s  w i l i  b e  a l l u w e d .  

D w r ~ e r s h i p  chanqes .  I n  t h e  case of a c a r p o r a t  i o n  t h a t  e x p e r i e n c e s  
a n  owrre r sh ip  c h a n q e  a f ter  Gc tc lbe r  Z Z ,  13B6, t h e  date o f  e n a c t m e n t  
of t h e  Tax R e f o r r n  A c t  o f  i 4 t i G ,  t h e  A c t  i i r n i t s  t h e  c o r p o r a , t  i o n v  s 
b a s i s  i n  any  p r o p e r t y  used i n  t h e  c o m p u t a t i o n  of a d j u s t e d  c u r r e n t  
e a r n i n g s  t o  t h e  a l l o c a b l e  p o r t i o n  of t h e  p u r c h a s e  p r i c e  p a i d  
( a f t e r  adjustment f o r  l i a b i l i t i e s  a n d  o t h e r  i t e m s )  a t  
a c q u i s i t i o n .  

St udy of boob incortie auld e a l - r i i r ~ q s  aci.1 c r s t  r i i e . i - ~ t  5. N e w  Sect i c9r.t 59 
d i r e c t s  t h e  T r e a s u r y  S e c r e t a r y  -LEI s t u d y  t h e  i1pei.-.atiun and  e f f e c t  
clf t h e  boclb incurne p r e f e r e r i c ~  a r r ~  the p r e f e i = e r 1 5 e  ;as& . C I ~ I  

a d j u s t e d  e a r r t i n q s .  .Qlso p r i o r -  kc* ?35'(::, r ;~q l . t i a t  i o n s  arid rul i r ~ g s  
w i l  1 be  issue^ t o  pr?ovitie gctic;ari;.e clrf . ' I - -  w , ~ e  i r , . t ~ ~ r . a t  i ~ . - ~  c f  cj 



c o r p o r a t i o n ' s  t a x  r e c o r d s  u s e d  for  r e g u l a r  artd rninirnum t a x  
p u r p o s e s  arrd t h e  r e p o r t  irrg uf ad  J u s t  e d  e a r r i i n g s  arrd prccf i t  5. 

EFFECTIVE DkTE OF FEDERkL P . R U V I S I 0 N S  

The p r o v i s i c l r ~ s  rela$ irig t o  t h e  i n c r e a s i r ~ g  of t h e  a l t e r r r a t  i v e  
minimurn t a x a b l e  i n t o r n e  by o n e - h a l f  of a n y  e x c e s s  of p r e - t a x  book  
irrcorne o v e r  FIMTI a r e  a p p l i c a b l e  f o r  t a x a b l e  years b e g i n n i n g  or1 or 
a f t e r  J a n u a r y  1, 1987 and b e f o r e  January I, 1930. 

The p r o v i s i o n s  r e l a t i n g  t o  t h e  i r ~ c r e a s i r ~ q  tor d e c r e a s i n g )  o f  the 
al ternat ive  minimum t a x a b l e  i n c o m e  by 75 p e r c e n t  of  t h e  amount by 
which a d j u s t e d  c u r r e n t  e a r r ~ i r r g s  are g r e a t e r  Cor less) t h a n  F)MTI 
are a p p l i c a b l e  t o  t a x a b l e  year5 b e g i n n i n g  on o r  a f t e r  J a n u a r y  1, 
1990. 

REVENUE IMPACT OF CDNFURMITY TO FEDERaL Laid 

The F e d e r a l  a l  terriat i ve rninirourn t a x  (RMT) d i e s  n o t  ccrrrceptual  l y 
h a v e  a c o u r i t e r p a r t  i n  state law. C a l i f o r r : i a T  5 p r e f e r e n c e  t a x  is 
a separate t a x  or1 cer-tairl t a x  a l l u w a n c e s  t h a t  is added t o  t h e  
r e g u l a r  t a x  l i a b i l i t y  and riot u s e d  a s  a s e p a r a t e  b a s i s  far 
c a l c u l a t i o n  of the f i n a l  i r ~ c c ~ m e  t a x  1 i a b i  l i t y .  

T h e  Jo i r~ t  Cornr:~itters OT-I T a x a t i o r ~  i J t 'T j  h a s  rnade a c i r t g l r  e s t ima t~  
or11 y for a1 l c u r p u r a ' t e  roinirnum t a x  prov isiccrrz. Fcw ti-$* c o r p c ~ r a t e  
miriirnurn t a x  est i r n a t e ,  the  l a r ~ ~ s t  5ir ty  l e  item con t i -  i b u t  i n s  to 
r e v e r r u e  g a i n s  is t h e  irtcl u s i c ~ n  i - k f  a pcti-.t il-lrr o F  t c ~ o t :  income a s  
t a x a b l e  incorr~e.  

s-; i-.uc."i.iiy E. 5 i r,-, i i ti;... tC, .r - - - . .  - T h e  subst i t  ut icti-I of ai-I Sf.':: ' . e u r r  1z* JI-i 

p i a c ~  of the s - L ~ ~ E '  c: E X  1st i rlq  pi-^. f e r f r l ~ e  i;a:i., i.+t:ei~ 12 pr--odi-,.lce 
5 i g r i i f i c a r 1 t  r - e v e r ~ ~ i ~  ; :s ir is  c l ~ r d ~ i '  - L h e  %Z,C:TL. 

P r o  j e r k e d  state p r e f e r ~ r t c e  ' i s x  i - . C V e Y . i i L e S  d r - e  $7 r n i  1 i i i ~ ~ ~ t  ~-i .r-r le.r '  t h e  
BBCTL f o r -  1367 arld 1968. A;. appi-oxirr!a'iior-i elf X:fT r - r v e u l i - c ~ c  tl-{at 
w ~ , : ~ l d  be col l r c i e d  urldpr- t ; i ~ ~  2 f"TL x i  h ~ - e  e24" I-) r- . '  r l L l l i ~ r - r  f t 1 1 ; -  1 9 S 7 / ' E S  

a n d  9230 m i  1 1  lctrt f of- i1358/'93. I ? the  ;li.,e f r r ; e ~ l i ~  t a x  E S ~  i;~;at ES 
are s u b t r a c t e d  fi-om the FIE- e s l  irnates, t h e  resl.i!t s a v e  I-let 

, t i  ; 5&7.,.'82 at-tc! r e v e n u e  g a i n s  u r t ~ e r  t h e  SBCTL or' 5233 r : l i l l  ior-I " 
8223 i n i l l i o n  for  1 3 8 P / 0 9 .  

T h e s e  e s t i m a t e s  are n u t  p r e c i s e  b u t  s e r v e  to i n d i c a t e  t h e  
p o s s i b l e  c t r d e r  o f  r n a g r r i t u d ~  of r e v e r r u e  effects. The  RMT s t a t e  
est irnates. w e r e  d e v e l o p e d  by a p p l y i n g  the 5arm relative impact of 
f e d e r a l  AMT r e v e n u e s ,  e s t  i rna ted  by t h e  JCT, ccrrnpared t o  t o t a l  
f e d e r a l  b u d g e t  r e c e i p t s  a f t e r  ii. R. 5838 t o  t o t a i   stat^ r e v e n u e  
p r u j e c t i o r ~ s  f o r  1987/80 arrd 1 9 8 B / 8 3  ur lder  t h e  E&XT Law. 



Title VIIb7: Mirrirnum Tax P i - c r v i s i c ~ n s  

RCTIUN: kiLOWS CORPOHATIDNS TO OFFSET 25 PERCENT OF 
MINIMUM TAX L I R E I L I T Y  W I T H  C R R R Y U V E R  CiF 
INVESTMENT T R X  CREDIT 

Rct Sect ion 701 C o n f e r e n c e  R e p o r t  Page 280 

Form 540 L i n e  No. N / A  Farm 160 L i n e  Nu. 20 

CURRENT C F I L I F O R N I A  LAW (Sect i o n s  23400 - 25405) 

C a l i f o r n i a  has no  p r o v i s i o n  for  a l l o w i n g  c r e d i t s  a g a i n s t  t h e  t a x  
on p r e f e r e n c e  i ncorne. 

DL11 FEDERAL LkW (Sec. 56) 

f n c e n t  i v e  t a x  c r e d i t s  are n o t  a l l o w e d  a g a i n s t  rninirnum t a x .  
C r e d i t s  t ha t  d o  r~clt  b e n e f i t  t h e  t a x p a y e r  d u e  t o  rnir~irnurn t a x  car1 

be used as c r e d i t  c a r r y o v e r s  a g a i n s t  r 7 e g u l a r  t a x .  Incerrtive t a x  
c r e d i t s ,  f u r  fedei - .a i  purpuses, irrcl u d ~  the i r ~ v e s t r n e r i t  c r e d i t ,  
t a r g e t e d  j o b s  c r e d i t - ,  alcclncll f u e l s  c r e d i t ,  arrd ESOR c r e d i t .  

Provides + f l a t  tile inve.;tmerl-L Tax  c r - . e d i t  or.1 t i - a n s l i t  iorr >r-opei- ty or  
c a r r i e o  c~vtzr f rom pi'ii~a~-- y e a r s  rnay ' r t2 i j ' c i .c~  r-.ebl.\lar-. t a x  l i a b i l i t y  
ciuwrr t o  75 p e r - c e n t  uf t h e  a l t e r n a i r . i v u  i t i i ? . i i r r ~ i i r ~ l  < e x  l i ; i L i ; i t y ,  car. 
i f  t h e  a l t e r r ~ a k i v e  r~~inin;;-tr.~ t a x  e x c e ~ d i -  k h c  i - ~ q l ~ l a r -  t & x ,  i t  rnay 

. . 
o f f s e t  up t c ~  25 p e r c r r ~ t  o f  the a i t ~ r ; r ~ c . t i ~ ~  I r i ~ . i r i r i n c ~ i t :  ti\>i ; iaL.- . .  ,i 1 i t y .  

AppS i c a b l e  t o  t a x a b l e  y e a r . 5  bey i r ~ r ~ i r l ~  o r ,  i l r  c T t e ; .  Jarj;-,&%r...-y i, 
1387. 

N e i t h e r  t h e  f e d e r a l  rnirrirnurn t a x  p r o v i s i u r ~  rtci.r-. t h e  i r~ves t r t l e r r t  t a x  
c r e d i t  h a v e  been  a d o p t e d  u n d e r  C a l i f o r n i a  l a w .  



T i t l e  VXfB3: M i r ~ i r n ~ ~ r f i  Tax P r u v i 5 i o r r s  - C c l r p u r - . a t i c # r i s  

RCTION: LIMITS Ta 90 PERCENT O F  MINIMUM T A X R E L E  
INCOME THE AMDLiNT OF NET ClPERATIkG LOSS THRT 
CAN BE U S E D  7 G  R E D U C E  P ~ I D I I M U M  T R X A E L E  INCOME 

Qct Sect ion 70 I C o n f e r e n c e  Report Page 282 

Form 340 Line No. N/A Form 100 Line Nu. 20 

CURRENT CALIFORNIS LAW (Sections 23400-23405) 

In California, t a x  p r e f e r e n c e  i n c m r n e  is r e d u c e d  by t h a t  arnount 
(if a n y )  of t h e  t a x p a y e r T s  net o p e r a t i n g  loss  which w a s  used t o  
r e d u c e  t a x p a y e r s  gross i r r c o r n e .  F u l  lowirig t h i s  ad  J us t r t~wr t ,  t h e  
i m p o s i t i o n  of p r e f e r e r r c r  t a x  f o r  t h a t  year is deferr- .ed t o  t h e  
e n t e r r t  o f  t h e  . r a t i c ~  o f  t h e  a l l o w a b l e  rret c l p e r a t  irig l o s s  
c a r r y f o r w a r d  o v e r  t h e  t o t a l  arnount of p r e f e r e r r c r  i t e r n s .  To t h e  
e x t e n t  t h a t  t h i s  net o p e r a t  i n y  l o s s  c a r r y f o r w a r d  reduces n e t  
income i n  a 5 u c c e e d i n g  y e a r ,  the t a x  p r e v l u u s l y  defer-r-ea s h a l l  b e  
added' t o  t h e  p r e f e r e r ~ c e  t a x  (if a n y )  far t h a t  yea:-. 

NEW F E D E R A i  L A 3  (Set. 5 G j  

Net o p e r a t i n g  f u s s e s  may b e  used to reduce up t o  percent  clf 
a l t e r r ~ a t  i v e  m i  r~irnur~; t taxa- l l  a i r l c r - l i n e .  Ari~l-lurlt s riot LiseC; b e c s c t s ~  i ~ f  
t h i s  i i r n i - t a t i u n  rnay be car.r-iel forwai-t i  t o  f ~ t l - ~ i - ~  year's. 

For- rnirrirnurri t a x  pcir-.poses, a separa- le  ne'h opera'b i r,h icrss  musk b r  
cornputeci irr a rnani-rer-. cmsi st ~-r,(lt ~r i t t b  the  &C: J ~ 5 t  r 5 ar.16 

, i. ,J f<C;Ls p r e f e r e r r c e s  d e f i n e d  b y  t h e  m i  nir~~l-lril t a x .  ?re-1""' 
have t o  be r e e a m p u t ~ d .  Cur~s~quer - t i ;  i y, t t - .E ar~:cfic!rst. 4::' tt,e ?JDL 
c a r r y a v e r  for rninirnurn t i i x  p u r p ~ s e s  w i i l  d i f F ~ t -  f i-o~,; t h e  NOi 
c a r r y o v e r  f o r  regular t a x  p u r p o s e s  Lecause of t h i s  s e p a r a t e  NGi 
corriputatimrr and  t h e  90 percr i - i t  r u l e  l i rn i t a t i c t r - I .  

EFFECTSVE DATE DF F E D E R A i  PRSVISIDNS 

G p p l i c a b l e  to t a x a b l e  years b e g i n n i n g  o n  o r  after J a n u a r y  1, 
1337. 

REVENUE IMPRCT CIF CONFORMITY TO F E D E R A i  L#% 

The F e d e r a l  a l t  e r n a t  i v e  rnirrirnurn t a x  CAMT) d o e s  n o t  c o r ~ c e p t  ual 1 y 
h a v e  a c o u n t e r p a r t  i n  s t a t e  l a w .  C a l i f c ~ r r r i a q  5 p r e f e r e r ~ c e  t a x  is 
a s e p a r a t e  t a x  o n  c e r t a i n  t a x  a l l o w a n c e s  t h a t  i s  added t o  t h e  
r e g u l a r  t a x  l i a b i l i t y  a n d  not used a5 a s e p a r a t e  basis f c ~ r  
c a l c u l a t i o n  of t h e  f i n a l  incorne t a g  1 i a b i  1 i t y .  

The Joirrt Cornrnit tee CIYI T a x a t  i u r ~  (-717Tj h a s  r ~ i ~ d ~  2 si ~ I G  le est i r n a t e  
csrtiy f o r  a1 1 c o r p o r a t e  rninirilurn -C a% p r o v i s i o r ~ s .  Foi% t h e  cc l rpa ra te  
r n i r ~ i r ~ ~ u r ~ t  t a x  e5t i r n a t e ,  t h e  iargest s i r - r g l e  iterr; c-cr~t r i i l iu t  ;71q tfi 



r e v e n u e  g a i r ~ s  is t h e  i v l c i u s i o r r  of a p o r t i c t r ~  of book irlcorne as 
t a x a b l e  income. 

T h e  s u b s t i t u t i o n  of a n  RMT s t r u c t u r e  similar t o  f e d e r a l  l a w  i n  
p l a c e  of t h e  s tatey s e x i s t i r r g  p r e f e r e n c e  t a x  woul'd p r o d u c e  
s i g n i f i c a n t  r e v e n u e  g a i n s  u n d e r  t h e  B&CTL. 

P r o j e c t e d  s t a te  p r e f e r e r l c e  t a x  r e v e r l u e s  are 87 r n i  11 i o n  u n d e r  t h e  
BBCTL for  1987 and 1988. k n  a p p r o x i m a t i o n  of AMT r e v e n u e s  t h a t  
would  b e  c o l l e c t e d  u n d e r  t h e  B&CTL are $240 m i  1 1  i o n  for  1987188 
a n d  9230 rnilliori for  1968189. If t h e  p r e f e r e n c e  t a x  estirnatels 
are s u b t r a c t e d  f r o m  t h e  RMT e s t i m a t e s ,  t h e  r e s u l t s  a re  n e t  
r e v e n u e  g a i n s  u n d e r  the EgCTL of 8233 m i l l i o n  fo r  1987/88 and 
8223 m i l l i o n  fo r  1388/83. 

T h e s e  e s t i m a t e s  are n o t  p r e c i s e  but s e r v e  to i n d i c a t e  t h e  
p o s s i b l e  o r d e r  o f  magr r i tude  o f  r e v e n u e  effects. The FIMT s t a t e  
est irnates were d e v e l o p e d  by applying t h e  same r e l a t i v e  impact of 
f e d e r a l  F)MT r e v e n u e s ,  e s t  i rna ted  by t'he 3CT, compared t o  t c t t a i  
federal b u d g e t  r e c e i p t s  after H. R. 3838 t o  total s t a t e  r e v e n u e  
p r o j e c t i o n s  f o r  1987/86 arrd 1386/83 urider  t h e  B&CT L a w .  



T i t l e  VIIEiO: M i r ~ i r n u r n  T a x  P r o v i s i c ~ r r s  - C o r p c r r a t  iorrs 

ACTION: REQUIRES THkT ESTIMRTED TAX PfAYMENTS BE MQDE 
WITH RESPECT TO MINIMUM TRX LIREILITY 

act Sect ion 70 1 C o n f e r e n c e  Report Page 203 

F o r m  540 L i n e  No. N /A  Forrn 100 L i n e  No. 22 

CURRENT CfiLIFORNIFI LRW (Secs. 25561 and 25562) 

C a l i f o r n i a  imposes a t a x  o n  " t a x  p r e f e r e n c e  incorne" i n  a d d i t i o n  
to t h e  t a x  imposed on taxable i n c o m e .  The  in t en t  is to impose  an 
addi t i'onal t a x  o n  t a x p a y e r s  who b e n e f i t  s u b s t a n t  ia l  ly f r o m  
v a r i o u s  forms of tax-free incorne  clr large deductions under the 
r e g u l a r  incclrne t a x  rates. T h e  t a x  is computed c ~ r ~  t h e  t o t a l  o f  
t a x  p r e f e r e n c e  i t e r n s  i n  e x c e s s  of 930,000. 

C u r r e n t  l a w  r c q u i  res t h e  i n c l  usi l=~rt  c l f  t a x  p r ~ f  E ~ ~ ~ I C E  irrccme irr 
t h e  c a m p u t a t  ion of est irna-ted t a x  paymeult s of c u r p a r a t  ior15. 

NEW FEDERAL LAW (Sec .  6154) 

Federal P a w  impcases a n  alterrtat i v e  rninlrilurn t a x .  T h e  t a x  due fctt- 

t h e  t a x a b l e  y e a r  is the a l t r r r l a t i v e  mir~irn~-tr~i t a x  o r  t h e  r e g u l a r  
i r t c o r n e  t a x ,  wb i c h e v e r  is  g r e a t e r .  C a d j u s t e s  by cer-Lair1 c r e d i t s ) .  

a l t e r n a t i v e  mirtirnur~i t a x  is the t a x p a y e r ' s  t sxaz ie  iricctrne, 
d e t e r m i r c e a  w i t h  s p e c i f i e d  a d ~ u s t r n e r t t s ,  a ~ r C  ~ T I C T ' E ~ S F U '  by t h e  
amount  o f  i k e r n s  of t a x  p ~ e f  e i - e r ~ c ~ .  

T h e  A c t  now r e q u i r e s  t h a t  e s t  i r n a t  e d  t zx  payrrr~rrt s o f  c o r p o r a t  ior rs  
be rnade w i t h  r e s p e c t  kc1 rnirtirnurri tali i i a t r i i i . t y .  

REVENUE IMPGCT DF C O N F O R M I T Y  TO FEDERAL LRW 

T h e  F e d e r a l  alterrrat i v e  rnirtimurn t a x  (FIMT) does nctk c u r l c e p t u a l  l y  
h a v e  a c o u n t e r p a r t  i n  s t a t e  iaw. C a l i f o r r r i a 7  5 p r e f e r e r i c e  t a x  is 
a separate t a x  or1 c ~ r t a i r t  t a x  a1 lowarrces that i s  added t o  the 
r e g u l a r  t a x  l i a b i l i t y  and n u t  u s e d  a s  a s e p a r a t e  basis fo r  
c a l c u l a t i o n  of t h e  f i n a l  i r r c o r n e  t a x  l i a b i l i t y .  

The Jair~t Cornrnit tee on T a x a t i o r c  CJCT) has rnade a s i r r g l e  e s t i r n a t r  
or11 y  f o r  a1 i c o t - p c ~ r a t ~  rninirnuro t a x  puov i s i c l r ~ s .  Fclr t h e  cctrporate  
rninirnurn t a x  est irflate, t h e  l a r g e s t  s i r i g l e  i t e r r ;  c.r-lrrti. i bl-it irtq tc. 
r e v e n u e  g a i n s  is t h e  ~~~~~~~~~~~~r O F  i\ pc, i -~; i~r?i  ,:sf ~I:ICIIK ~ ~ I C - C S ~ ~ E  ail 

t axabie incorfle. 



I 
T h e  s u b s t i t u t i o n  c ~ f  art RMT s t r u c t u r e  s i r n i l a r  t o  f e d e r a l  l a w  i n  
p l a c e  of t h e  s tate 's  e x i s t i r ~ g  p r e f e r e r i c e  - t ax  wouid  p r o d u c e  
s i g n i f i c a n t  r e v e n u e  g a i n s  under- t h e  E&CTL. 

P r o j e c t e d  s t a t e  p r e f e r e n c e  t a x  revenues are $7 m i  l l i u r ~  u n d e r  t h e  
B&CTL f u r  1987 arrd 1388. An a p p r u x i r n a t  ic ln of FIMT r e v e n u e s  t h a t  
w o u l d  b e  c o l l e c t e d  u n d e r  t h e  b&CTL are $240 m i l l i o n  for  1'387188 
and $230 m i l l i o n  f o r  l988/8'3. I f  t h e  p r e f e r e n c e  t a x  estimates 
are s u b t r a c t e d  f r o m  t h e  FIMT est i r n a t e s ,  t h e  r e s u l t s  are n e t  
r e v e n u e  gains u n d e r  t h e  BCCTL o f  8235 m i l l i o n  f o r  1987/88 and 
$223 m i l l i o n  f o r  1988183. 

These est i r n a t e s  are n o t  p r e c i s e  b u t  serve t o  i n d i c a t e  t h e  
p o s s i b l e  o r d e r  o f  m a g n i t u d e  of r e v e n u e  effects. T h e  WIT s k a t e  
est irnates w e r e  d e v e l o p e d  by a p p l y i n g  t h e  5arfle re la t  i v e  i m p a c t  of 
f e d e r a l  RMT r e v e n u e s ,  e s t i m a t e d  by t h e  JCT, c o m p a r e d  t o  t o t a l  
f e d e r a l  b u d g e t  r e c e i p t s  af ter  H. R. 3838 t o  t o t a l  s ta te  r e v e n u e  
p r o j e c t  i o r r s  fo r  1987/86 a n d  1388/83 u n d e r  t h e  R&CT L a w .  



The r e x i  p a g ~  o f  this r e p o r t  is page BOO. 
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T i t l e  VIIIR: Q c c a u n t i n g  P r o v i s i o n s  

RCTION: RESTRICTION ON USE OF CRSH METHOD OF  
RCCOUNTING 

k t  Section 601 Conference Report Page 285 
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CURRENT CFlLI FORNIR L F I W  (Set. 17551. 24651, 24652, RND 24653) 

The accounting method rules under California law are basically 
the same as those under federal law. In general, the methods 
are: cash receipts and disbursement 5, accrual, spec i a1 methods 
for certain industries and situations, and with limitations, 
certain hybrid methods. The taxpayer ,adopts a method that is 
best suited t o  its needs and except for the following, there are 
no'restrictions a s  t o  the method that can be used: 1) the method 
must clearly reflect income, 2) 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 FEDERRL LRW (Sec.  4483 

Under the act the cash method of accounting may not be used by a 
tax shelter, a C corporation, a partnership with a C corporation 
as a par-tner-, or- cer-tain trusts. 

Except ions t o  this treatment are provided for: 

o ror-pctrat ions in the farming business, 

o qua1 i f ied personal service corporat ions, 

o certain t y p e s  of businesses with average annual gross 
receipts that d o  not exceed $5 million for the 
3-taxable-year period ending with the prior taxable 
year. 

The foregoing exceptions do not apply t o  'tax shelters, 

Rny adjustments required due t o  the change from the cash method 
are to be taken into account over a period generally not to 
exceed four years- 



- 
E F F E C T I V E  DRTE O F  FEDERRL P R O V I S I O N S  

This act shall apply to taxable years beginning on and after 
January 1, 1987, except that taxpayers who on or before September 
2!5, 1985 have entered into loans or leases, certain real property 
contracts and transactions with certain related party, may elect 
not to apply the provisions of this act, 

REVENUE IMPRCT OF CONFORMITY T O  FEDERFIL LRW 

i It is not known how many entities will elect to change from the 
cash td 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 t o  maintain the 
separate records in order to continue the cash method for 
Cal i fornia, Under this reasoning and based on national estimates 
by the Joint Committee on Taxation: 

o T h e  revenue gain under the Bank and Corporation T a x  L a w  
under conformity would be in the. $24 million range for 
1987188 and $25 million range for 1988/89- 

CI 4 proration factor of 4% was used which represents the 
general relationship b e t w e e n  California's corpo~ation 
tax collections and federal corporation tax collection 
over the past f e w  years. 

CI The impact u n d e ~ ?  the Personal Income Tax Law from 
unincorporated tax shelters would be insigni f icant. 



Title VIIIB: Rccountinq Provisions 

RCTION: CHQNGE THE SPECIQL DOLLaR VRLUE LIFO 
RCCOUNTING METHOD FOR CERTRIN SMQLL BUSINESS 

R c t  Sect ion 802 Conference Report Page 290 

Form 540 Line No- 1 6  Form 100 Line No. 6-2 

CURRENT CFLLIFORNICI LRbJ (Sec, 17551, and 24701 et sea) 

With respect to noncorporate taxpayers, California conforms to 
the federal provision that all- certain small businesses to 
elect a special LIFO accounting method for inventories. Rn 
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 accounting- These small businesses may elect to use a 
single inventory pool to value their inventory instead of the 
variety of pools that are otherwise required. Dnce the election 
is made, it can only be withdrawn with the consent of the 
F~anchise Tax board (or Secretary of the Treasury). 

With respect to corporate taxpayers, California has general 3 y 
conformed to the federal rules for LIFO inventory accounting, but 
has not adopted any provisions tu allow a small business to elect 
to use one inventory pool. 

NEW FEDERRL LAW (Set- 474) 

The act redefines eligible small business as businesses that have 
average annual gross receipts o f  $5 million for the 3 preceding 
taxable years, and the method uf pricing the inventories is 
changed from the single inventory pool to a "simplified" method 
in which separate inventory pools ar-e maintained by major I 
categories as provided in indices published by the Bureau of 
Labor Statiseics. The election to use the new method does not 
require consent of the Internal Revenue Service- 

' I  
I 

EFFECTIVE DQTE OF FEDERRL 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 
electiun remains in effect- 

REVENUE IMPQCT OF CONFORMITY TO FEDERRL LRW 

Eased on a proration of the national estimates that were prepared 4 
by the Joint Committee on Taxation (JET), the relative fiscal 

, impact, for individuals under state conformity, would be revenue 



losses in the 8700,000 range for 1987-88 and $1.1 million range 

'\ 
for 1988-89. The proration to California (4.1 percent 1 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 
JET, the revenue lass 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 1968-89. FI proration factor of 4 percent 
was used, which represents the relationship between Ca 1 i forni a* s 
corporate tax collections and federal tax collections over the 
past few years. 
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CURRENT CFILIFORNlG LRW (Sec. 17551, 17552.5, 24667. 24668 and 
24670) 

Currently under California law a n  individual or corporation may 
elect t o  report installment sales using the installment 
accounting methods, which, general ly, conform t o  the federal 
provisions- Under this method, the income that is reparted for 
any year is that proportion of the payments received during the 
year that is equal t o  the ratio 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 
t o  net income may be required t o  prevent amounts from being 
duplicated or omitted. 

For individuals, California modifies the use of the installment 
method tu the extent that enterprise zone properkies and 
properties in program areas have previously been expensed, 

Of special interest with respect t o  the installment method is the 
enactment of SE 85 (Ch. 66C), Stats. 1986), as it generally 
conformed California's corporation provisions to the Federal 
Reform Rct of 1965, operative for dispositions and/or income 
years beginning on or after January 1, 1988. Rt that time the 
use of the installment method will be restricted and method f o r  
determining the reportable income from installment sales is 
revised. In general, taxpayers making occasional instal lment 
sales could continue t o  use the existing installment method, 
whereas installment oh1 igat ions that are held by corporate 
sel3ers and arise after December 31, 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 
instal lment indebtedness as a payment. The corporation 
provisions that were not conformed to the federal act are 
discussed below: 

Effective date 

Basically, Cal iforni a ' s  law is operative for income years 
beginning an or after January 1, 1988, whereas the federal 



act is effective for years beginning in 1987. However under 
California law, the effective date for the restricted use o f  
the installment method specifically applies with respect t o  
the dispositions, whereas under the federal act, it applies 
with respect t o  taxable years- 

Restriction on the use of the installment method 

Both California law and the federal act limit the use of the 
installment method t o  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 craps or livestock held for slaughter t o  continue t o  be 
reported o n  the installment method. In addition, California 
specifically allows the full gain on the sale of irrigation 
equipment which is used t o  irrigate farmland t o  be reported under 
the installment method. 

Under California law, those taxpayers who used the installment 
method t o  report sales from revolving credit plans on their last 
return beginning 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 t o  four years. 

Determinins the "a1 1 ocable instal lment indebtedness" 

The federal act pro-/ides casual sellers who have no outstanding 
applicable obligaticrns with a special rule so that the 
computatior~ to determine the allocable installment indebtedness 
can be made. 

Def inins "applicable installment obligation" 

In determining what constitutes an applicable instal lment 
obl igatior~, the California act contains a number of provisions 
that are different from the federal act, as follows: 

o Both California law and the federal act provide that 
control led groups, with specific reference to t h e  the 
Internal Revenue Code9 s ( I R E )  definition of control led 
groups, will be treated a s  one taxpayer. I n  addition t o  
specifying this treatment for controlled groups, 
California specifically has a couple of provisions that 
deal with the treatment o f  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 t o  provide 
for the treatment of affiliated groups since the 



definition o f  a controlled group encompasses affiliated 
groups. 

o The interest that will be due on the portion of tax 
that is attributable ta the payments that are received 
after the year of the sale will be computed using the 
federal short term rate on the date of t he sale, 
adjusted at each anniversary date of the sale to the 
federal short term rate on that date. Under the 
federal act, the computatian is made under Section 
1274, which contains provisions for short-term, 
mid-term, and long-term rates depending upon the term 
of  the obligation. 

o The Franchise Tax Board is not specifically required 
under the California act, as the Internal Revenue 
Service is under the federal act, to prescribe 
regulations for the proper treatment of reserves and to 
provide for the disallowance o f  the use of the casual 
sales special rules under certain sit uat ions. However, 
it is noted that existing California law already gives 
the Franchise Tax Board the authority to prescribe any 
rules and regulations necessary to administer the 
personal and corporation tax laws. 

o Does not provide special transitional rules for 
residential condominium projects, qualified buyouts of 
corporat iorss, sales of real property by dealers, sales 
of personal property by dealers, and treatment of 
certain other installmsnt obligations, as the federal 
act provides. 

NEW FEDERRL L Q W  (Sec. 455, 453FI. and 453C) 

In addition to the above discussed changes to the corporation 
provisior~s, the new federaP act also restricts an individualys 
use of the installment method and revises method far reporting 
such income. In general, it affects installment obligations that 
are held by the seller and arise from the disposition of: 1) 
personal or real property after February EB, 1986, by tadpayers 
who regularly sell or rwise dispose of personal or real 
property in the ordin ourse of business, br 2) certain real 
property after Ququst 16, 1986, by taxpayers who used the 
property in their trade or business or for the production of . - 
rent a1 i nkorne. 

R s  the act pertains to individuals, the following federal 
provisions should be taken into consideration: 

an the use of the installment method 

Revolving credit plan obliqations, instal lrnent sales of stocks 
traded on an established securities market, and other commodities 
traded on an established market can not be reported under the 
installment account i nq met hod- 



The chanqe in the accounting method is treated as an approved 
election, and the required adjustments can be made over four 
years, 

Determinina the "a1 locable inst a1 lment 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, 

Definins an "applicable installment oblisation" 

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, chi ldren, grandch i ldren, 
or parents of an individual shall be treated as held by such 
individual, 

EFFECTIVE DRTE OF FEDERGL PROVISIONS 

The federal act generally applies to taxable years beginning on 
or after- Jartuary 1, 1987. Transitional rulee; are provided for 
certain dispositions and obligations resulting from that 
disposition. 

REVENUE IMPQCT OF CONFORMITY TO FEDERQL LRW 

Based on a proration of national estimates prepared by the Joint 
Committee on Taxat ion (JET) the relative fiscal impact under 
conformity would be revenue gains in the 8105 million range for 
both 1987-88 and 1988-69. The proration to California ( 4 ,  1 
percent) reflects the Policy Economics9 Group (PEG) state 
estimates relative to the nation for those provisions analyzed. 
PEG has not specifically estimated this provision- 

Based on a proration of the JCTT s estimate for the nation, 
revenue gains under the Bank and Corporation Tax Law would be i'n 
the 969 million range for 1987-88. FI 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 
1988, this revenue gain occurs independently of the conformity 
issue for 1987. 
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RCTION: RMEND THE CRPITRLIZFiTION RULES RELQTING T O  
INVENTORY 

R s t  Sect ion 803 Conference Report Page 302 
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CURRENT CRLIFORNIR LRW (Set, 17551 & 24701) 
t 

California has generally conformed to the federal accounting 
i 

period and methods of accounting relating to inventories. 

Taxpayers are required to maintain inventories under methods I 
1 

prescribed by the Internal Revenue Service as conforming to the 
best accounting practice in a particular trade or business and 
which clearly reflect income. 1 

I 

In the case of goods purchased for resale (e, q,, wholesalers and 
retailers), a taxpayer must include in inventory the invoice 
price (less discounts) pl us transpar-tation or other necessary 
changes. 

Taxpayers which manufacture property for sale are required to 
include in inventory all direct and indirect production cost in 
accordance with the full absorption method of accounting. 

Dirzct product ion costs required to be incl uded in inventory 
include the costs of materials forming an integral part of the 
product or consumed in the manufacturing process, and the labor 
that is directly involved in fabrication of the product. 

Under the f ull absor-pt ion method, indirect product ion costs are 
divided into rategot-ies, The following eight indirect costs 
must be included in inventory: 

1. repair expense, 6. indirect materials, and 
2, maintenance, suppl ies, 
3. utilities, 7. tools and equipment not 
4. rent, capitalized, and 
5, indireet labor and 8. costs af necessary inspection 

production and qua1 ity control. 
supervisory wages, 

Certain indirect production costs are included in inventory only 
if they are insluded in inventory eosts for purposes of the 
taxpayer9 5 financial reports- 



- 
I NEW FEDERGL LFlW (See. 26361 (a) (b) (2) (c) (dl (e) (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 t o  
be capitalized and built into cost of goods sold. h a n g  these 
are: 

o costs incident t o  purchasing inventory (e. g- , wages or 
salaries of employees responsible for purchasi ng) ; 

o repackaging, assembly, and other costs incurred in 
processing goods while in the taxpayer's possession; 

o storage costs (e. g., rent or depreciation, insurance 
premiums, and taxes attributable t o  a warehouse and 
wages o f  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. 

T h e u n i f o r n ~ c a p i t a l i z a t i o n r u l e s o n l y a f f e c t  inventoriesvalued 
at cost. 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. R u t  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 
expendi tur-es, deduct i ble mi ninq development costs or intangible 
drilling costs, (2) property produced in a farming business where 
the preproductive per-iod is less than two years or consist of 
livestock held for slaughter, (3)  personal property acquired for 
resale if the taxpayer's average gross receipts are %I0 million 
or less for the three prior tax years, (4) to the growing of 
t imber and certain ornanient a1 trees ( i. e., those evergreen trees 
which are more than 6 years old when severed from roots and sold 
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 ,(6) property 
produced under a long-term contract. 

In addition, aggregation rules similar t o  those for determining 
whether- a business's annual gross receipts do not exceed 85 
mi 1,lian for- put-poses ctf the small business exception to the 
accrual method requirement are applied ta determine whether the 



S10 million threshold (under the above exception number three) is 
exceeded, 

S i m ~ l i  f ied 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 t o  use the simplified method are required to use the same 
uniform capitalization rules that are applicable t o  manufactures 
and their election may not be changed without the IRS9s 
permission. 

Under the simplified method, the taxpayer determines the m o u n t s  
o f  additional costs that must be capitalized arid adds such 
amounts, along with amounts of additional costs contained in the 
beginning inventory balances where appropriate, t o  the 
preli,minary inventory balances t o  determine their final balances, 

Taxpayers using the first-in, first-out (FIFO) method who do not 
sell their beginning inventory during the year are t o  include in 
ending inventory a proportionate part of additional cost 
capitalized into the beginning inventory. Likewise, for a 
taxpayer using the last in, first out (LIFO) method, cost 
capitalized under these rules will be added t o  the LIFO layers 
applicable to the various years for which the costs were 
accumulated. 

In general, four categories of indirect costs will be allocable 
t o  inventory under this simplified method: 

*- 1 off-site storage and warehousing casts (including, but 
not limited to, rent o r  depreciation attributable to a 
warehouse, property taxes, insurance premi urns, security 
costs, and other costs directly identifiable with the 
storage facility); 

(2) purchasiwg costs such as buyer's wages or salaries; 

(3) hand1 ing,' processing, assembl y, repackaging, and 
similar costs, including labor costs attributable to 
unloading goods (but not including labor costs 
attributable t o  loading o f  goods for final shipment to 
customers, or labor at a retail facility) ; and 

(4) the portion of general and administrative costs 
allocabl'e to these functions. 

In applying (11, offsite storage and warehousing costs generally 
include' the co5t o f  a facility whose primary function is the 
storage or nq of goads, 

Far purposes of item (31, any reasonable method of apportioning 
labor costs between i nventoriable and noninventoriable functions 



may be used. Detailed records establishing the time spent by an 
employee performing a particular function generally wi 11 not be 
required t o  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 FIFCI method, 

Storage Cost Incurred = $1 million 
Beginning Inventory Balance = $2 million 
Gross Purchases = 3 8  million 
Ending Inventory = $3 million 

The ratio of storage costs equals 10 percent ( B  1,000,000 of 
storage cost divided by ($2 mi 1 lion of beginning inventory plus 
$8 million of gross purchases) ) .  Thus, for each do1 lar of ending 
inventory, the taxpayer must capitalize ten cents of storage 
cost. Rccordingl y, the ending inventory is increased by 9300,000 
(. 10 x 63 million) and the balance af the stc~rage cost which is 
8700,000 (31,000,000 - 9300,000) would be included in the cost of 
goods sold. 

In the case of LIFO taxpayers, tcs the extent that ending 
inventory exceeds beginning inventory, additional capitalization 
storage costs would be calculated by rflultiplyinq the increases in 
inventory for the year by the applicable ratio. 

Purchasing Cast - Put-chasing costs are to be a1 lclcated bet w e e r 1  
inventory and cost of goods sold based or] the ratio of purchasing 
costs to grass purchases dut-ing the yeay-. . - 

In the case of a taxpayer- using the LIFO method for valuing 
inventory, ending inventory consists of a newly acquired items 
only t o  the extent that ending inventory exceeds beginning 
inventory, 

Processing, repackaging, etc-, - Processing, repackaging, and 
other similar costs are allocated based on the ratio of total 
processing, repackaging, etc, , cost to the surn of ( 1 )  beginning 
inventory balance and (2) gross purchases during the year. 

General and administrative expenses allocable to storage, 
purchasing and processing - General and administrative expenses 
that are allocable irr part to stor-age, purchasing, and processing 
activities and in part to activities for- which capitalization is 
required under the simplified method arle allctcated based ctr~ the 
ratio of direct labur costs incur-t-ed in a particular fctnctior~ to 
gt-ass payr-ol 1 cost 5 ,  



The act provides that the uniform capitalizatian rules, including 
those requiring capitalization of interest, will generally apply 
to all crops and livestock (other than animals held for 
slaughter) having a preproduct ive period a f  more than two years. 
For this purpose, the prepr-oductive 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 produetive or is 
sold. The preproductive period o f  animals begins at the time of 
acquisition, breeding or embryo implantat ion, and ends when the 
animal i s  ready to perform its intended function. 

The preproduction period of a plant grown in commercial 
quantities in the United States is to he based on the nationwide 
w e i g h t e d  average preproduction period for such plant. 

The IRS is authorized to issue regulations that permit a taxpayer 
to use reasonable inventory valuation methods to cctmpute the 
amounts that have to be capitalized in the case of plants and 
animals, 

Except ion - Farming carporat ions, farming partnerships with 
corporate partners and tax shelters w h o  are required to use the 
accrual accounting method must capitalize prepk-oduct ion costs 
without regard ts whether the productive period i 5  nmre than two 
years. Consistent with the general capital izat ion r-ules, such 
taxpayers are required to capitalize taxes and, tn the extent the 
preproduct ive period exceeds twit years, interest incur-red prior 
to product i an. 

Replacement of Damaged Crops - The act provides a special rule 
which allows a taxpayer to deduct the east o f  replacing crops 
that at-e last or damaged becaus~ of fr-eezini, disease, drought, 
pests or other casualty and were intended  fit^ humart consurnption 
so long as the replaceeent plants bear the same type of crop as 
was destroyed or damaged. The land on which the r - e p l a n t i n g  takes 
place does not have to be the same land cfn which the lost or 
destroyed plants were located, and the replanting car1 Cake place 
on any parcel ctf land of the s a m e  acreape located anywhe?-e in the 
United States- 

Two conditions must be met to qualify far the pevnlitted 
deduction- First, the taxpayer who owns the pr-opes-ty at the time 
of *he loss  or damage must have an equity- interest of more than 
50 percent in t h e  property. Second, the additional persons 
incurring the costs must hold part of the remaining equity 
interest in the property and must material 1 y participate in the 
planting, cult ivat ing maintenance, or- development. The 
determination of  whether an individual materially participates in 
an activity is to be made in a manner similar to that under 
Sect ion 2032f1 (relating to curt-ent use val (tat i o r ~  of farm 
property). 



Election to oeduct Preproductive Period Expense - The act 
provides an exception to the rules requiring capitalization of 
productive period expenses for certain farmers. Under this 
except ion, a farmer (including producers of 1 ivestock, nursery 
stock, Christmas and other ornamental trees and agricril t ural 
crops), may elect to deduct currently all preproductive cost of 
plants and animals that may be deducted under prior law. I f  the 
election is made, any gain on disposition of the product is 
recaptured (generally treated as Sect ion 1245 depreci at ion) and 
taxed as ordinary income to the extent of expensed deductions 
that otherwise would have been capitalized. Fllso, they are 
required to use the alternative cost recovery system (under 
Section 1 6 B ( 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) (i i), (2) taxpaye~s required to 
use the accrual method under Section 447, (3) farming syndicates 
(as defined in Section 464(c) 1, and ( 4 )  producers of pistachio 
nuts. The election also does not apply to the cost of plant inq, 
cultivating, maintaining, or developing any citr-us or almond 
grove, incurred before the end of the fourth tax year after the 
Crees are planted. If a qrove is planted over- more than one tax 
year, the part of the qrove planted in each tax year is treated 
as a separate grove for deterrl~ining the year of plant inq, 

Partnerships and S corporations make the election at the partner 
or shareholder- level. The election rilust be made in the first tax 
year that begins after- 1986 during which the taxpayer is a 
farmer. TaxL3ayers making the elect ion may (accor-ding to the 
House Cornrni tl:ee Report) est irnate the amount of preproduct ive 
period expenses that at-e subject to r-ecapture using rilethods 
similar to one of the simplified inventory methods permitted to 
accrual method taxpayers under current law. The election car, be 
revoked or changed only with IR S  consent. It's binding or) the 
taxpayer-' 5 spouse and minor- eh i ldr-en " f ami 1 y members" ) , and on 
any corporatians and their control led qt-oups ard partnerships i r ~  
which the taxpayer car his "family meuber-s" own at least a 50 
percent direct or indirect interest by val ue. Minclr7 chi 1 dr-en are 
defined as those who haven' t attained age lB before the close of 
the tax year. 

Farming Business. - For purposes of these rules, a farming 
business includes the trade or business of operating a nursery or 
sod farm or the raising or harvesting of trees bearing fruit, 
nuts or other crops; it does not include the raising, harvestin'q 
or growing of timber or'ornamented evergreen trees that are more 
than six years old at the time they are severed from the roots. 

EFFECTIVE DATE OF FEDERRL PROVISIONS 

The act relating to capitalization of inventory cost is generally 
effective for- costs incur-r-ed on or- after- Januar-y 1, 1967. 

The new rules for inverctor-y take effect fur- tax year-=. beginrring 
on or after- Januar-y 1, 1987, Rdjustmerrts resulting f r - m n ~  the 



change i.n inventory accounting must be spread aver a period o f . n o  
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 o f  an affiliated 
group OF ccrrpcrrations on October 22, 1986, the parent which ( 1 )  
was incorporated in California on FIpril 15, 1925, (2) adopted the 
LIFO method of accounting an December 31, 1950, and (3) was, (on 
May 22, 1986) merged into a Delaware corporation incorporated on 
March 12, 19B6 ,  the amendments made by this section are t o apply 
under a cutoff method whereby the uniform capitalization rules 
are applied only an costing layers of inventory acquired during 
taxable years beginning on or after January 1, 1986. 

m e  special ruleafor casualty losses is to apply to expenses 
incurred on or after October 22, 1906. 

REVENUE IMPGCT OF CONFORMITY TO FEDERRL LRW 

Based on a proration of national estimates prepared by the 3oint 
Committee on Taxation (JET) the relative fiscal in~pact under 
state conformity for the 3 provisions D-1 thru D-3 FD-1 Rrnend the 
Capitalization Rules Relating to Inventor-y, D-2 Self-construetion 
Property and Noninventory Property Produced for Sale, and D-3 
Expand the Types of Rssets which have Interest Rules - 
Capitalization) would be revenue gains in the 820 n~illion ranqe 
for 1987-86 and 824 million range for- 1968-89 under the Personal 
Income Tax Law. FI proration factor of 4.1 percent t o  California 
was used which reflects the Policy Eeonomic Gr-oup (PEG) estimates 
for California relative to the nation fat7 those provisions 
analyzed, PEG has not s p e c 1  fical l y estimated this pr-ovision. 

- 
Based on a proration of the Joint Committee on Taxation estimate 
for the nation revenue gains under the Bank and Carpor-at ion Tax 
Law from conformity would be in the $280 million range the 
1387-88 and in the $295 n~illion r a n g e  for 1988-8'3. R pr -u ra t  ion 
factor of 4 percent was used which represents the general 
relationship between California coy-po~~ation tax collect ions and 
federal corporate tax collections over the past few years. 

It i s  not know to what extent business taxpayers will use the 
same accounting methods far Gal i,fornia repctr-t inq purposes even if 
California does not actually conform. 
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RCTION: RMEND THE C G P I T Q L I Z Q T I O N  RULES RELRTING T O  

I SELF-CONSTRUCTED PROPERTY OND NONXNVENTORY 
I PROPERTY PRODUCED F O R  SOLE 

I Qct Sect ion 803 Conference Report Page 302 
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CURRENT CRLIFORNIR LFlW (Sec. 17201, 17551, 24373.5. 24673, & 
24703) 

I California has generally conformed to federal law regarding the 
capitalization of the cost of acquiring, constructing, or 
improving buildings, machinery, equipment or other assets having 
a useful life beyond the taxable year. Construction period 
interest and taxes are required to be capitalized and amor-tized 
over a 10 year period, except for low-income housing, nonbusiness 
real property, or real proper-ty held by a cooperative housing 
corporation, California also exempts fr-c~ni this rule residential 
real property held by curporat ions. 

In capitalizing these expenses, the cost may be recctverable 
through an offset against the an~ount realized if the py-operty is 
sold or through depreciation or amnrt ization deductiorrs if the 
property is held for business or inve.stment purposes. Fclr- 
individuals, product ion ct=lsts o f  f i lmi;, books, records, arid 
similar property must be deducted over the income period of t h e  
asset. 

Rlthough it is clear- that direct expenses rrlccst be capital ized in 
these instances, the treatment c~f indirect cc~sts associated with 
constructing an asset for the taxpayer-7 s own use or- a 
noninventory asset produced for sale have not beer1 tr-eated 
consistently by the courts. 

NEW FEDERRL LRW (Sec. i89 (Repealed) 2 6 3 R  (bl ( 1  > & EBO (Repealed) > 

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 f i lm, sound recording, 
video tape, book or sirnilat- property. 

These rules require the capitalization o f  the direct costs of 
producing or acquiring property and of an allocable par-tion of 
those indirect costs (including taxes) that benefit the assets. 
The cost allocation r-ules are to be patterned after- the 
regulations which apply current1 y to extended per-iod lorlo-term 
contracts, The special rules relating t c l  the rapitalizatil-7~1 ctf 



construction period interest and taxes and the production costs 
of f i lrns, books, records and simi lar property have been repealed. 

EFFECTIVE DGTE OF FEDERRL PROVISIONS 

The effective date applies to cost incurred on or after January 
1, 1967 unless incurred with respect t o  property on which 
substantial construction occurred before March 1, 1986. 

REVENUE IMPACT ClF CONFORMITY TO FEDERQL LAW 

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

The Joint Committee on  axa at ion has included this item in its I '  

impact estimate of VIII-D1 inventory. It is not possible, 
\ 

however, t o  isolate this item; therefore, the revenue effect for 
this part icular provision is indeterminable. 



Title VIIID3: Recounting Provisions 

1 
QCTION: EXPRND THE TYPES O F  RSSETS TO WHICH THE 

Ci2PITf2LIZRTIClN OF INTEREST RULES W I L L  RPPLY 

act Section 803ia) and 804 Conference Report Page 302 

Form 540 Line No. 1 6  Form 100 Line No. 6-38 

CURRENT CRLIFORNIR LRW (Sec. 17201 (1, 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 
requires a taxpayer to capitalize (in addition to interest 
directly traceable to construct ion indebtedness) any interest 
expense during the construction period that could have been 
avoided if funds had not been expended for construct ion. 

The construction period commences with the date on which 
construct ion of the brti lding or other- improvement begins 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 cunforrned to 
federal law except that it does not require the capitalization of 
interest and taxes with respect to any residential Y-eal propertyc 
acquired, constructed or carried by any bank or corpuration and 
interest and taxes are deductible when paid or incurred with 
respect to those properties- 

NEW FEDERAL LAW (Sec. ,2631 (f > and 4GO Ic) ( 2 )  ) 

The act repeals the capitalization rules for construction period 
interest and taxes along with the i O  year arlmrtization rules. ~ 
Under the new capitalization rules, interest C I ~ I  debt must be I 

capitalized if the debt is incurred or continued to finance the 
construct ion, bui lding, instal lat ion, manufacture, development or I 

improvement of real or tangible persona3 property that is 
produced by the taxpayer and that has ( 1 )  a long-useful life 

I 
I 

(e.g., real estate or any other property that has a class life of I 

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 I 

that production begins and ends on the date the property is ready 
to be placed in service or ready ts be held f a y -  sale. 



EXPWSION OF INTEREST CRPITGLIZRTION 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 
canstruction of the property, Excluded from the capital i zat ion 
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 te. g . ,  partnerships and their 
partners, S corporations and their shareholders, and estates and 
trust and their beneficiaries), the interest capitalization rules 
are t o  be applied first at the entity level and then at the 
beneficiary level. 

Interest Rllocation Rules 

The act provides that interest on a debt that financed production 
or construction cost of a particular asset is first allocated and 
capitalized as part of the cost of the item, In addition, if the 
production or canstruction costs for an asset exceed the amount 
of this direct debt, interest on other loans is also subject to 
capitalization under- the avoided cost method but only to the 
extend of this excess amount. Far this purpose, the assumed 
interest rate would be computed as an average of the rates of the 
taxpayer's outstanding debts (excluding debt speci f ical 1 y 
traceable to production or construct ion). 

Under the interest capitalization rules applicable tu property 
that is produced for the taxpayer undet- a contract, the taxpayer 
capiTtalizes interest casts attributable to the payments to the 
contracts while the contractor must capitalize interest only with 
respect to indebtedness relating to the excess of its accumulated 
contract cost over the accumulated payments received by the 
contractor- during the year. 

EFFECTIVE DQTE OF FEDERRL PROVISIONS 

The effective date of the provision applies to interest incurred 
after December 31, 1986 in 'taxable years ending after that date. 
Special transition rules are provided. 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LQW 

No relevant state tax data is available t o  estimate thi\s 
provision. 

The Joint Committee on Taxation has included this item in its 
impart estimate of VIIIDl Inventory. It is not: possible, 
however, to isolate this item; therefore the revenue effect for 
this particular provision is indeterminable. 



Title V I I I E :  R c c o u n t i n g  Provisions 

QCTION: RMEND THE CRPITQLIZfiTION RULES RELQTING TO 
LONG-TERM CONTRRCTS T O  R E S T R I C T  THE BENEFITS 
OF THE U S E  OF T H E  C O M P L E T E D  CONTRRCT METHOD 
OF RCCOUNTING 

Rct Sect ion 804 Conference Report Page 310 

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

CURRENT CRLIFORNIR LFIW (Sec. 17551, 24673, 8 24701 

California generally has conformed to the federal special 
accounting rules applied to long term contracts, 

f7 long-term contract for this purpose is a building, installation 
construction, or manufacturing contract that is not completed by 
the end of the taxable or income year in which it is entered 
into. 

Manufacturing contracts qualify as long-term contracts only if it 
invoives the manufacturing of either unique items of a type not 
normally carried in the finished goods inventory of the taxpayer, 
or items'that normally require more than 12 months to 
manufacture, regardless of the length of the contract ti1 make the 
product . 
The rules common to both the California and the federal systems 
are as follows. FI taxpayes- with income from "long-term 
contracts" may report under the traditional cash 0)- accrual 
methods or elect to report income and expense under the 
percentage of cornplet ion method my- the completed contract method. 

Under the completed contr-act method, all income and expenses are 
reported upon the completion 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 cont ract 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 o ,  research and 
development cost) need not be capitalized under nonextended 
period contracts but are to be capitalized under extended period 
contracts. 

California has a special rule for corporations engaged in the 
performance o f  a contract in California that will take more than 
one year- to complete. 'Under- this rule the Franchise Tax bclar-d 



may require a corpoPation doing business in more than one state 
t o  use the percentage of completion method, even if the taxpayer 
normally employs the completed contract method of accounting, 
This rule is intended t o  prevent tax avoidance- 

NEW FEDERGL LRW (See. 460) 

The act modifies the tax accounting methods for long-tern1 
contracts available t o  the taxpayer, Taxpayers may elect t o  use 
either a new percentage-of-ccunpletion method o r  the 
"percentage--of-completion capitalization method. Is 

In general, the act also requires that all costs that directly 
benefit o r  are incurred because o f  a long-term contract are to be 
allocated t o  the contract in accordance with the regulations that 
current ly apply t o  extended period long-term contracts. 
Moreover, additional general and administrative costs 
attributable t o  cost-plus contracts and t o  Federal government 
contracts requiring certification o f  costs are treated a s  
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 expertditures. 

In addition any incorrect total cost or incowe estimates using 
the above long-term contract methods will generally give rise to 
interest liabilities or income (look-back rule) upon completion 
of the contract. The completion p'ercerltage carmot be determined 
on the basis of the estimated percentage of work completed, 

Qn exception from the long-term contr-act rules and the cost 
allocation rules (except for the production interest rulesJ 
provides that these rules are not to apply to contracts far the 
construct ion or improvement of real ps-opert y if the contract ( 3  I 
is expectedL t o  be completed within the two-year- per-iad beginning 
o n  the commencement date, and (2) is performed by a taxpayer with 
average annual gross receipts of 610 million or- less for the 
three tax years preceding the tax year in whi>ch  the contract is 
entered into. Gross receipts of all commonly controlled trades 
or businesses (including partnerships and proprietorships) and 
members o f  a controlled group of corporations during the three 
years are taken into account. 

percent aae-of-~omplet ion Capit a1 ized-Cost Method 

In the case a f  any long term contract & reported under the 
percent age-of-complet ion method, the taxpayer is to  use the 
percentage-of-completion capitalization-cost method which is a 
cornbinat.lcm o f  the percentage of completion method and the 
completed contract method. Accordingly, the taxpayer must take 
into account 40 percent of the items with respect ta the contract 
using the percentage o f  completlon methad and the remaining 60 
percent o f  the items are t o  be taken into account under the 
talxpayery s normal method of account ing. 



I 

4 I 
1 

Percentaqe-of-Com~letion Method 
1 

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 into 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 
taxpayer 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 to 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 
t h e  previously reported tax 1 iability. If the cumputat ions 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 (compocrnded dai 1 y 1. 

Long-% erm Cont r-act 5 

The act adopts the definition of long-term contract 'and 
manufacturing contracts under current law. 

In addition, the Treasury Depar-tnlent is given author-ity to issue 
regulations treating two or- more contr-acts as one and one 
contract as two or more separate contr-acts. 

Controlled Group of Corporations 

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 central, In determining whether corporations 
are controlled, only 50 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 independent research and 
development other than ( 1 )  expenses dir-ectly attributable to a 



long-term contract in existence when the expenses are incurred, 
and (2) any expenses under an agreement to perform research and 
development, 

Product ion Period Interest Ql locat ion to Contract 

Interest incurred in connection with a longer term contract 
generally must be allocated under the same rules as those that 
apply to property which is not produced under a long-term 
contract. However, on1 y product ion period interest is a1 located 
t o  a long-term contract, 

In general, product ion period interest begins on the cornencement 
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 5 percent of the 
total estimated costs (including design and planning costs) under 
the contract have been incurred, 

In addition, 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 2 6 3 ( 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 capital izat ion 
rules are to be applied on a property-by-property basis. 

EFFECTIVE DQTE OF FEDERRL PROVISIONS 

The effective data, of the provision is for  contracts entered into 
on or after February ZB, 19BG. The treatment of independent 
research and development costs (as includible in the contract 
price but not includible in capitalizable contract rusts) applies 
t o  all open taxable years of taxpayers. 

REVENUE IMPRCT OF CONFORMITY TO F E D E R f i L  LRW 

Based on a proration of national estimates prepared by the Joint 
Committee on Taxation (JCT) the r-elative fiscal impact under 
state conformity would be Personal Income Tax revenue gains in 
the $4 million range for 1987-88 and 1988-89. Q proration factor I 

of 4.1 percent for California was used which reflects the Policy 
Economic Group (PEG) estimates for California compared to the 
nation for those provisions anaGlyzed, PEG has not specifically 
estimated this provision. 

I 

Basedl on a prorakion of the JCTT s estimate for the nation, 
revenue gains under the Bank and' Corporation Tax Law from 
conformity uould'be in the $127 million range for 1987-88 and in 
the $87 million range for 1988-89. R proration factor of 4 
percent was used which represents the general relat ionship 
between California corporate tax collections and federal 
corporate tax collections over- the past few years. 

- 823 - 



1 It is not known to what extent business taxpayers will use the 

\ same accounting methods for Cal i fornia report ing purposes even if 
I California does not actually conform, 



T i t l e  VIIIF: accounting P r o v i s i o n s  

RCT ION: DISQLLOW THE RESERVE METHOD OF ACCOUNTING FOR 
BQD DEBTS FDR QLL TQXPQYERS OTHER THQN CERTGIN 
BQNKS RND THRIFT INSTITUTIONS 

Rct Sect ion 605 Conference Report Page 314 

Form 540 Line No. 1 6  Form 100 Line No. 6-15 

CURRENT CbLIFORNIFl LRW (Sec. 17201 & 24348) 

California is in general conformity with federal law regarding 
the account inq 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- 

Under the reserve method, the taxpayer may be allowed a deduction 
for- an reasonable addition to a reser-ve for- bad debts, Whether 
a n  addition t o  the reserve account is reasonable depends 
primarily on the loan loss experience of the particular business. 

Rn actual debt must be owed to the taxpayer i n  order to support 
the >reation of a reserve for bad debts. Far this reason, no 
deduction is generally allowed for potential losses of taxpayers 
who guarantee, endorse or provide indenini ty ags-eernerrt 5 with 
respect t o  debts owed t o  other-s, 

Rn exception to this rule is made for dealers in pr-operty who 
are allowed to establish a reserve for losses to the extent that 
these guaranteed obligations arise from the sale of real or 
tangible property- 

Under SB 85 {Stats. 1986, Ch. 660), effective for income years 
beginning on or after January 1, 1988, the availability of the 
reserve method o f  deducting bad debts for all taxpayers, other 
than savings and loan associations, banks, or financial 
corporations is t o  be eliminated. Included in the act is also 
the disallowance of the reserve method for dealers in real and 
tangible personal property. Transitianal rules provide that the 
existing reserve is t o  be taken into income ratably over a period 
of five years. 

NEW FEDERAL LRW ,tSec. 166) 

The ark repeals the availability of the reserve method in 
computing the expenses arising from bad debts for all taxpayers 



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 DFlTE OF FEDERFIL PROVISIONS 

The provision is effective for taxable years beginning on or 
after January 1,1987. 

REVENUE IMPRCT O F  CONFORMITY TO FEDERQL LRW 

Based on a proration of national estimates, the relative fiscal 
impact under state conformity would be a Personal Income Tax 
revenue gain in the 84 million range for both 1987-88 and 
1988-89. FI proration of 4.1 percent was used which reflects the 
Pol icy Economic Group (PEG) estimates, state vs, the nation, for 
those tax provisions analyzed, PEG has not speci f icall y 
estimated this provision. 

R~garding the ef fec t  of this provision under the Bank & 
Corporation Tax Law, California has recently repealed the reserve 
method for nonfinancial corporations in SB 85 (Chapter 660, 
Stats. of 1987) effective with income years beginning cln or after 
January 1, 1988. Inasmuch as corporations will have t c ~  make this 
change for federal purposes in 1987 and for state purpo:ses in 
1988 it is anticipated that these corporations will initiate the 
state change in 1987 as well. Therefore, a corporate estimate 
for 1987-88 is provided below which will occur independently of 
whether or not California actually conforms to the 1987 effective 
date. 

Based on a 4 percent proration factor of the Joint Committee on 
Taxation ( JCT)  estimate for the nation, it is estimated that the 
revenue gain under the Bank and Corporation Tax Law (BBCTLI 
revenue gain will be in the range of 870 million for 1987-88. 



T i t l e  VIIIG: accounting Provisions 

QCTION: REQUIRE THE USE OF THE CRLENDfiR YEQR QS THE 
TRXQBLE YEaR OF PFIRTNERSHIPS. PERSONCSL SERVICE 
CORPORFITIONS, RND S CORPORRTIONS 

Rct Sect i on 806 Conference Report Page 317 

form 540 Line Na- N/CI Form 100 Line No. N / R  

CURRENT IXLIFURNIR LRW (Set- 17551, 17851. 24431. & 24631) 

California has generally conformed to federal law in that taxable 
income is calculated on the basis of the taxpayer3 s annual 
accounting period which may be either the calendar year or a 
fiscal year, 

R 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 each year (a 52-53 week 
year), 

The taxable year for mast 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 I 

of their owners. 

fl partnership entity is required to use the same taxable or 
i~c-cune year as all its principal partners. If all principal 
partners do not have the sarne taxable or- income year, the 
calendar year is used unless the partnership establishes to the 
satisfaction of the Franchise Tax Board a business purpose for 
selecting a different taxable or income year. 

Q principal partner means one who has an interest of five percent 
or more in the partnership profits or capital. 

R special provision applies to certain "personal service 
corporations", This provision allows the Franchise T a x  Board to 
allocate tax benefits between a personal service corporation and 
its employee-owners if substantially all of t h e  services are 
performed for one other entity and its principal purpose is tax 
avoidance or evasion. 

R "personal service corporation" is a corporation whose principal 
activity is the performance of personal services substantially by 
employ-ners (employees owning more than 1 0  percent of the 
corporations outstanding stock) , 

For California purposes, an S corporation is taxed as a 
corporation and dividends p a i d  to shareholders are included in 
the shareholder's income based upon the sharehc~lde~~" t a x a b l e  



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 operat ing 
losses. 

NEW FEDERRL LQW (Sec. 267, ,269. 441, 706, & 13781 

The act requires that all partnerships, S corporations, and 
personal service corporations conform their taxable years ta 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 partnership profits and capital greater than 50 percent. In 
applying the majority interest rule, the partners must have o w n e d  
a majority interest in the partnership for the three preceding 
taxable years of the partnership or the period of partnership 
existence. If such partners do not have the same taxable year, 
the partnership is required to adopt the taxable year of its 
principal partner-s. R principal partner is a partner who has at 
least a five percent interest in partnership profits or capital. 
R partnership not cover-ed by either of the above rules is 
required tct adopt the calendar year as its tax year. 

For both S cot-parat ions and personal service coy-porat ions, the 
provisictn wi i l  generai ly require +,he adoption of the calendar 
year. For the accounting period rules the 1 0  percent ownership 
requirement that applies in def ining a personal service 
corpor7at ii~n f o ~  purposes of giving the Internal Revenue Service 
reallocation powers does not apply. The constructive ownership 
r-ules do apply except that attr-i butior~ is applied without regard 
t o  the 50 percent ownersh i p requirement . 
Rn exception will still be provided in each case where a 
pat-tnership, S corporation or personal service corporat ion seeks 
a taxable year other than that required by this provision if it 
can establish, to the satisf-action of the Secretary o f  the 
Treasury, a business purpose for doing so. However, the present 
law rule that accepts as satisfying the business purpose 
s-equit-ement, the use of a taxable year which provides deferral ,of 
income uf 3 months or less will no longer apply. 

The act also extends 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 
o f  the amount of the car*poration7s stock owned, directly or 
indirectly, by the employee owners, rather than having the : 
provision only apply if the employee owns nlor-e than 1 0  percent of 
the carporat ions outstanding stock. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The provision is effective for taxable years beginning on or- 
after Jariuary 1, 1987. Partners o r -  shar-eholdet-s of a partner-sh i p 



or S corporations that are required to include items from more 
than one taxable year of the partnership ar 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 
beginning an 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 shot-t taxable year), The 
election is applicable to income from an S corporation only if 
such corporation was an S corporation for a taxable year 
beginning in 1986, 

DIRECT STRTE BUDGET FROM FEDERRL 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 
committee on Taxation CJCT), the relative fiscal impact would be 
a PIT revenue gain in the 824 million range for 1987-88 and $18 
million r-anqe fur 1988-B9. A proration t c ~  California of 4.1 
percent was used which reflects the Policy Economic Group (PEG) 
estimates for California relative to the nation for those 
provisions analyzed. This estimate allows for the fact that 
Cal i f ornia doesny t provide f o r -  special ' S3 corporation pass-thru 
treatmer~t, Rccclr-ding to the JCT, the ' S' corporation component 
of their e s t i r t ~ a t e s  n ~ a k e  up less than five percent of the total 
impact. 



T i t l e  VIIIH1: F l c c o u n t  i 'ng P ~ o v i s i o n s  . 
, \ 

QCTION: REPEQL THE PROVISION O F  THE LRW RELRTING TO 
QURLIFIED DISCOUNT COUPONS 

Q c t  Sect i o n  823 C o n f e r e n c e  R e p o r t  P a g e  321 

Form 540 L i n e  No. 16 Form 100 L i n e  No. 6-26 

CURRENT CRLIFORNIa LRW ( S e c ,  17551 8 24687) 

C a l i f o r n i a  l a w  c o n f o r m s  t o  f e d e r a l  r e g a r d i n g  t o  q u a l i f i e d  
d i s c o u n t  coupons ,  

Rn i s s u e r  of q u a l i f i e d  d i s c o u n t  . c o u p o n s  u s i n g  t h e  a c c r u a l  m e t h o d  
of a c c o u n t i n g  may elect t o  d e d u c t  t h e  cost o f  r e d e e m i n g  q u a l i f i e d  
d i s c o u n t  coupons .  

The d e d u c t i ~ n  a l l o w e d  is t h e  sum of t h e  cast of r e d e m p t i o n s  
d u r i n g  t h e  t a x a b l e  o r  i ncome y e a r  p l u s  t h e  cost of r e d e e m i n g  t h e  
c o u p o n s  o u t s t a n d i n g  a t  t h e  c l c ~ s e  of t h e  t a x a b l e  o r  i n c o m e  y e a r  
which  are  r e c e i v e d  for  r e d e m p t i o n  by t h e  t a x p a y e r  w i t h i n  s i x  
m o n t h s  f o / l o w i n g  t h e  c l o s ~  of t h e  t a x a b l e  or income y e a r ,  

F4 d i s c o u n t  c o u p a n , i s  a sa les  p r o m o t i o n  d e v i c e  used  t o  e n c o u r a g e  
t h e  p u r c h a s e  o f  a s p e c i f i c  p r c ~ d u c t  by al lclwirrq a  p u r c h a s e r  of 
t h a t  pr-uduct t o  r e c e i v e  a  d i s c o u n t  or1 i t 5  p u r c h a s e  p r i c e .  

Q q u a l i f i e d  d i s c o c t r ~ t  coupor!  is a c c ~ u p c v ~  which  I I )  is i s s u e d  by 
t h e  t a x p a y e r ,  2 )  is r e d e e m a b l e  b y  t h e  t a x p a y e r ,  and  ( 3 )  a l l o w s  a 
d i s c o u n t  on  t h e  purchase p r i c e  of rnerchand ise o r  o t h e r  t a n q i  b l e  
pe r - sona l  p r o p e r t y .  A c o u p o n  is n o t  c o n s i d e r e d  a q u a 1  i f  i e d  
d i s c o c t r ~ t  c o u p i ~ f i  i f  ( 1 )  t h e  f a c e  c+f t h e  c o u p o n  is more  t h a n  f i v e  
d o l l a r s  (2) t h e  coupon  nlay be u s e d  i n  c c r n j u r ~ c t i o n  w i t h  o t h e r  
c o u p o n s  to b r i n g  a b o u t  a price d i s c o c t r ~ t  c ~ f  m o r e  t h a n  f i v e  d o l l a r - s  
ar  i f  ( 3 )  t h e  CitC(pori is r e d e e m a b l e  d i r e c t l y  by t h e  i s s u e r  (1. e., 
a d i r e c t  ciinsuriler r e b a t e )  . 
Under  c e r t a i n  s i t u a t i o n s ,  a t a x p a y e r  is r e q u i r e d  t o  e s t a b l i s h  a 
s u s p e n s e  a c c o u n t  i n  t h e  y e a r  of e l e c t i o n  i n  o r d e r  t o  l i m i t  t h e  
b u n c h i n g  o f  d e d u c t i o n s  i n  t h a t  y e a r .  

The  e l e c t i o n  must be rmde w i t h  r e s p e c t  t o  e a c h  t r a d e  or b u s i n e s s  
of t h e  t a x p a y e r  and c o n s t i t u t e s  a method  of a c c o u n t i n g .  

The t a x p a y e r  must s e c u r e  a c o n s e n t  f r o m  t h e  F r a n c h i s e  T a x  B o a r d  
t o  r e v o k e  a n  e l e c t i o n .  / 

NEW FEDERRL LFIW (Sec. 466) 

The act  r e p e a l s  t h e  p r o v i s i o n  which  a l l o w s  a c u t - r e n t  y e a r  
d e d u c t  i c t r~  for- t h e  cost o f  r e d e e m i  ng q u a 1  i f ied d i s c c i u n t  c o u p o n s  



received after the close of the taxable .year. Only redemption 
costs actually incurred before the end of the taxable year can be 
deducted currently. 

Qny adjustment required to be made as a result of the change in 
method of accounting will be reduced by the amount af any 
suspense account and included in income over a period not longer 
than four years. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The provision is effective for taxable years beginning on or 
after January 1, 1987. 

REVENUE IMPBCT OF CONFORMITY TO FEDERRL LRW 

based on a proration of the Joint Committee on Taxation (JCTI 
estimate for the nation, revenue gains under the Bank and 
Corporatian Tax Law from conformity would be in the $1.2 million 
range for 1987-88 and in the $1-4 mill inn range for 1908-89. FI 
proration factor sf 4 percent was used which represents the 
general relationship between California's carporate tax 
cal lect ions and federal corporate tax collect ions over the past 
few years, 

Nu meaningful impact under t h e  Personal Income Tax Law is 
expected, 



Title VIIIH2: Rccaunting Provisions 

' )  
RCTION: RESTRICT RCCOUNTING METHOD FOR UTILITY 

SERVICES 
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CURRENT CRLIFORNIR L F I W  (Sec. 17551. 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 allowed 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. 

Califor-nia is also similar- to the federal law with respect to 
changing uf accounting meth~ds, in that: 1 )  a change must be 
approved, and i2j adjustments ts net income may be required to 
prevent amounts from being duplicated or omitted. ,/ -) 

\ 
NEW FEDERRL LRW (Sec. 45: )  

Under- the act, taxpayers using an 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 no later1 than the taxable year in which the 
services were pr-uvided t o  the custor~~er-s. The ter-rrl ut i 1 ity 
services includes: 

o the providing of electr-ical energy, water, or sewage 
disposal, 

u the furnishing of gas or- steam thrccugh a local 
distribution system, 

o telephone or other communicat ion services, and 

o the transporting of gas or steam by pipeline. 

R change in the accounting method required by this provision will 
be treated as an approved election and the required adjustments 
can be taken proportional1 y over- a four year period beginning 
after December- 31, 1986. 



The act specifically provides that if a taxpayer used the cycle 
meter method for taxable years beginning before Qugust 16, 1966, 
the method would be considered proper for those years, 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

This provision is effective for taxable years beqinning on or 
after January I, 1987. 

REVENUE IMPRCT OF CONFORMITY To FEDERRL LQW 

Based on a proration of the Joint Committee on Taxation estimate 
for the nation by the revenue gains fr& this corporate provision 
under state conformity would be in the 921 million range for 
1987-88 and in the $20 million range for 1988-89. F)  proration 
factor of 5.5 percent was used which represents the relationship 
between California's corporate tax collections from electric and 
gas utilifies corporations and the federal tax collections from 
similar utility corporations fur the 1983 income year. 



T i t l e  VIIIH3: Rccounting Provisions 

ACTION: REPERL THE SPECIRL RULE THRT TRERTS 
CONTRIBUTIaNS I N  RID OF CONSTRUCTION TCI 
REGULRTED PUBLIC UTILITIES RS EXCLUDRBLE FROM 
INCOME 
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CURRENT CQLIFORNIFS LFIW (Sec. None) 

California has conformed to federal law which provides that 
certain contributions made to regulated public utilities t o  the 
aid in construction are contributions to capital and therefore, 
excluded from gross income. Qlthough there is no comparable 
provision in the Revenue and Taxation Code fur California, the 
Franchise Tax Roard has ruled under legal Ruling 362 dated 
December 14, 1973, that California will follow federal law in 
this area. 

The cor-pctrate regulated public utilities which qualify f o ~  this 
treatment are those that provide electric energy, g a s  (through 

'7 \\ .. -., local distribution systems or transportat ion by pipeline), water, 
or sewage disposal services. Such contributionr; are treated a s  a 
contribcction to capital {rrot included in gross ~r~eome) and may 
not be included in the utility's rate base for rate making 
purposes. Proper-ty received or- purchased with the proceeds of a 
contribution to capital has no depreciable basis for Federal or 
Cal ifor-nia income t a x  purposes. In addi t ion, fctr- federal 
purposes, the property will not be eligible f o r -  the investment 
tax credit. 

NEW FEDERRL LRW (Sec, 118) 

The act repeals the provisiun o f  present law which allows 
contributions in aid o f  construct ion received by a corporate 
regulated public utility to be excluded from gross income. 
Property, including money, that is received to encourage the 
provision of set-vices to or for the benefit of the transferor 
must be included as an item of gross income. 

I EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The amendments made will generally apply to amounts received on 
or after January 1, 1987- 

REVENUE IMPRCT DF CCiNFORMITY 7-5 FEDERRL LAW 

id Eased co-I ' a prorat ictn of nat ional est imat es pr-epar-ed by the Joint 

I Cmmmittee on Taxat ion (JET), the s-elat ive fiscal impact under 



state conformity under the Bank and Corporation Tax Law would be 
revenue gains in the 85 million range for 1987-88 and $4 million 
range for 1988-89. The proration to California (4  percent) 
reflects the general relationship between California corporate 
tax collections and federal corporate tax collections over the 
past few years. 
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T i t l e  V I I I H 4 :  R c c u u n t i n g  P r o v i s i o n s  

QCTION: REPEAL T H E  EXCLUSION FROM INCOME FOR T H E  
DISCHQRGE OF QURLIFIED B U S I N E S S  INDEBTEDNESS 
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CURRENT CFILIFORNIFI LRW (Sec- 17131 1L 24307) 

C a l i f o r n i a  is conformed t o  f e d e r a l  l a w  which p r o v i d e s  g e n e r a l l y  
t h a t  i f  a d e b t  o f  a s o l v e n t  t a x p a y e r  is c a n c e l e d  or  d i s c h a r g e d  by 
a  payment of less t h a n  t h e  p r i n c i p a l  amount of t h e  d e b t ,  t h e  
taxpayer- r e a l i z e s  income i n  t h e  amount of t h e  d e b t  c a n c e l e d .  

E x c e p t i o n s  t o  t h e  g e n e r a l  r u l e  a r e  p r o v i d e d  i n  c a s e s  where  t h e  
d i s c h a r g e  o c c u r s  i n  a c a s e  a r i s i n g  unde r  t i t l e  11 of t h e  U n i t e d  
S t a t e s  Code ( r e l a t i n g  t o  b a n k r u p t c y ) ,  where t h e  t a x p a y e r  is 
i n s o l v e n t ,  or wher-e t h e  i n d e b t e d n e s s  d i schar -ged  is q u a l  i f  i e d  
b u s i n e s s  i n d e b t e d n e s s .  

Rn i n d e b t e d n e s s  is t r - ea t ed  a s  q u a l i f i e d  b u s i n e s s  i n d e b t e d n e s s  i f  
and o n l y  i f  (1 1 i n d e b t e d n e s s  was i n c u r r e d  or assumed (a) by a 
corpor-at  i o n ;  o r  (b)  by art i r rd iv idua l  i n  c o n n e c t  i o n  w i t h  p r o p e r t y  
used i n  a  t r a d e  o r  b u s i n e s s ;  and ( 2 )  t h e  t a x p a y e r  makes a n  
elect i o n  t o  t r e a t  t h e  i n d e b t e d n e s s  as q u a l  i f  i e d  b u s i n e s s  
i n d e b t e d n e s s .  

I n  t h e  c a s e  o f  d i s c h a r g e  itf q u a l i f i e d  bctsiriess i n d e b t e d n e s s ,  t h e  
amount o f  income e x c l u d e d  m u s t  be  a p p l i e d  t o  r e d u c e  t h e  b a s i s  o f  
d e p r e c i a b l e  pr-ope?-ty of t h e  taxpayer-.  I f  t h e  d i scha r -ge  e x c e e d s  
t h e  b a s i s  o f  t he  taxpayer- '  s d e p r e c i a b l e  pt-oper ty ,  t h e  e x c e s s '  is 
i n c l u d e d  irt qt-ilss irrcorne . for-  t h e  y e a r  i r ~  which t h e  d i scha r -ge  
o c c u r s ,  

NEW ' F E D E R R L  LRW (Sec.  1 U8) 

The act r e p e a l s  t h e  p r o v i s i o n  t h a t  a l l o w s  a s o l v e n t  t a x p a y e r  a n  
e l e c t i o n  t o  r e d u c e  t h e  b a s i s  o f  d e p r e c i a b l e  p r o p e r t y  r a t h e r  t h a n  
c u r r e n t  l y  r e c o g n i z e  income f  r -om the d i s c h a r g e  o f  qua l  i f i e d  
b u s i n e s s  i n d e b t e d n e s s .  Thus, t h e  e x c l u s i o n  from income w i  11 o n l y  
a p p l y  t o  d i s c h a r g e s  i n  b a n k r u p t c y  or when t h e  t a x p a y e r  is 
i n s o l v e n t  or  is a farmer t r e a t e d  a s  be ing  i n s o l v e n t .  

E F F E C T I V E  DRTE OF FEDERRL P R O V I S I D N S  

The p r o v i s i o n  is appl  i c a b l e  t o  d i s c h a r g e s  o f  i n d e b t e d n e s s  
o c c u r r i n g  on  o r -  a f t e r -  Jar~uar-y 1, 1967. 



REVENUE IMPRCT O F  CQNFURMITY TO FEDERGL LRW 

Eased on a proration of national estimates prepared by the Joint 
Committee on Taxation (JET), the relative fiscal impact under the 
Personal Income Tax Law under state c~nformity would be a revenue 
gain in the $200,000 range for 1987-88 and $100,000 range for 
1988-89- F) proration of 4.1 percent to California was used which 
reflects the Policy Economic Group (PEG) estimates far California 
relative to the nation for those provisions analyzed. PEG has 
not specially estimated this provision, 

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 83 million range for 1987-88 and in the 92.5 million range 
for 1988-89. R proration 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. 

T h e  next page of t h i s  r e p ~ r t  is page 900. 

- 837 - 



Commrcial Banks 

Thrift Institutions 

Intarrrt On Debt U d  To Purchase Or C a w y  
Tan-Enmpt Obligations By Financial Qrganizations 

Rsorganizations O f  Financially 
Troubled Thrift Imt itutions 

Losses On Deposits In Insolvent 
Financial Institutions 

Pane 



Title I X Q 1 :  Financial Institutions 

RCTION: REPERLS THE USE OF THE BUD DEBT RESERVE METHOD 
FOR BfiD DEBTS O F  LQRGE BGNKS 

kt Grction 9 0 1  Conference Report Page 326 

F o r m  540 Lime No. N/FI Form 100 Line No. G-15 

R E N T  CCKJFORNIR L f i W  (Sec. 24348) 

Cllifmir law has no s-ific prwisions comparable to the 
drtriled federal rules covering additions to reserves for bad 
debts for banks. California law conforms to federal law 
raquiring recovery of bad debts to be included in income in the I 
year of recovery to the extent the bad debt deduction in the 
prior year reduced the income subjeet to tax in that year. 

I 

Under California law, a reasonable addition to the reserve for 1 
bad debts of any bank or savings and loan association (including 
thrifts) for the incctme year may not exceed the amount necessary 
to increase the reserve at the close of the income year to the I 

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 fur 

-A+> recoveries of bad debts for that period to (b) the sum 
.,- of loans outstanding at the close of those six income 

years, ISt the opt ion 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 
si x-year period, 

2 the amaunt which the taxpayer establishes as necessary 
to absorb current anticipated losses i n  light of 
prevai ling condit ions relating to the taxpayer' 5 
portfolio. This provision is intended tu 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 
t h e  close of the income year, the amount expected to be I 

realized from the portfolio in the normal course of 
busimess is less than its basis minus the reserve. 

I 

In computing the amount of loans outstanding at the end 
of the current year or any of the preceding five years, 
government insured loans, and unearned interest or 

I 

discount on out standing loans are excluded. 



PLD FEDERFK LW (Section 585) 
'I 

Undrr prior law, coa~rac~rcial banks could compute their bad debt 
dduction 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 
mthod). Commercial banks using the reserve method used either 
the Hbank experience method" or the "percentage of eligible loans 
method" to compute a rewrve. Under the Hexpecrience method, ' the 
taxpayer~r rnding rcscrve balance was determined by reference t o  
its own rvrrrgr experience for the current year and the five 
prmcmding pars. Under the "percentage of eligible loans 
enthod," thr reserve balance at the end of the year w a s  the 
amount nrtcessary t o  increase the reserve to 0.6 percent of 
outstanding loam. 

NEW FEDERFU. L W  (Sec. 585) 

Effective for tax years beginning after December 31, 1986, large 
banks are not allowed to use the reserve method of computing 
dductiorm for bad debts, Instead, for accounts and loans that 
"go badu in tax years beqinning after 1986, the specific 
charge-off method must be used by large banks, The reserve 
methad for computing had debt deductions is still available for 
small banks. 

Laroe bank defined. R bank is considered a "larqe bank" if, for ) t h e c u r r e n t t a x a b l e y e a r o r a n y t a x a b l e y c a r b e g i n n i n g a f t e r  
December 31, 1486, the sum of the average adjusted bases of a1 1 
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 mi 1 lion. The 
adjusted basis of an asset is generally eonsidered to be the tax 
basis of the asset, adjusted by those amcrnts allowed a s  
adjustments to basis by Section 1016. In determining the sum of 
the average adjusted bases of all assets of a controlled 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. 

R controlled group as used in this provision is a 
parent-subsidiary controlled group of corporations described in 
Smction 1563ia) (1). For the purpose of determining the sum of 

I the adjusted bases of the assets of a controlled group, all 
corporatiam includible in the group under the ownership tests of 
Shction 1563(a) ere included, without regard to their status as 
an "excluded member" of a controlled group as a result of the 
application of Section 1563(b) (21, and whether or not the 

I corporation meets the definition o f  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 



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 ycar for which the provision is 
mffw=tive (although the taxprymr may elect to recapture up to 100 ' 

-?-cent in the first year); (2) 219 of the balance remaining 
rftrr the first year in the next succeeding year; (3) 1/3 of the 
balm- remaining after the first year in the second succeeding 
year; and (4) 419 of the balance remaining after the first year 
in thr third rumxwding year. If the brnk elects t o  include 10 
pmr-nt of income during the first year, the above fractions 
t r a m l r t r  into the following year-by-year percmtagts: second 
p a r ,  20 pmrccrnt (219 of 90 percent) ; third year, 30 percent (313 
of 90 percent) ; and fourth year, 40 percent (419 of 90 percent 1. 
This rrcapturr rule applies t o  banks that have "larpe bank" 
status for 1967 and to banks that attain this status in 
rubsrquent tax years. 

Honcver, t h e m  is no recapture o f  existing reserves for any ycar 
in which a bank was financially troubled. FI bank is considered 
t o  be "troubled" if the m o u n t  of its non-performing loans 

I 

c x m s  75 percent of its equity capital for the tax year. 
Nonpcrforming loans include (1) loans that are "past due 90 days , 

or moan@ and still accruing, " (2) "nonaccrual" loans, and (52 
"rtrnaqot iated ' t roubled9 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 balance 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 kaxable year that the bank is required to report for 
regulatory purposes. In the case of a bank that is a member of a 
control led group described in sect ion 1563 (a) (1 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 recapture rule, the non-performing 
loan percentage of a troubled bank is the percentage determined 
by dividing (1) the -?urn o f  the outstanding balances of 
nonperforming I'oans of the bank at the close of each quarter of 
the taxabFe year by (2) the sum o f  the, amounts of equity of the , I 

brnk at the close 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 wkth respect to the group, 

8 

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 raserve will be recaptured as follows: 3987 - 0 
percent; 1968 - 1 0  percent (the minimum elective percentage); 
1989 - 0 percent; 1990 - 20 percent; 1991 - 30 percent; and 1992 
- 40 percent. 
The provisions allowing a financially troubled bank to suspend 
the inclusion of its bad debt reserve in income does not affect 



the rquivur*ent that a large bank account for its bad debts using 
the rphci f i c--charge off method. 

Y t--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 w e r  the four-year 
prriod, a large bank may elect to continue to maintain the 
rcrrrrrve accouwt and to charge bad loans and credit recweries t o  
the account balance under what is called the "cut-off method. " 
Hcmrvrr, the cut-off method is available cmly for those loans 
that nnr held by the bank on the first day o f  the tax year whm 
it kc- a larpc bank. Such loans that become worthles~ reduce 
the balmc+ in the reserve account and collect ions on accounts 
incrrrrc it. Honcvrr, the charge off or recovery of loans can 
only k u u d  to reduce the balance in the bank's reserve account 
to zrro. Onre an accourrt has a zero balance, any collections 
will give rise to income and any further bad debts will create a 
drduction in the amaurrt of the loan being charged. The use of 
the cut-off method means that no income will be realized through 
rollrctiom <or becau- of the recapture of the reserve) and that 
no drductiom will be available for losses on such loans. This 
option is first available for tax years begirming in 1987 if the 
bank maintained a reserve for bad debts in 1986. 

EFFECTIVE M T E  OF FEDERFIL PROVXSIMJS 

Qpplicable to taxable years beginning or1 or a f t e r  January 1, 
1987. 

REVENUE IMPRCT OF CONFORMITY TO FEDERFIL L m  

Bad Debt Reserves - Financial Corporation 

If California were to conform to federal law by repealing the bad 
debt reserve method and recapt ur ir~q pr i or year reserves of 
commercial banks, the revenue effects are est irnated as follows 
(in millions): 

Bad Debt Recapture Preference 
Fiscal Year Repea 1 Prov i s i Tax Total 

The nat impact for 1987-88 would be a revenue gain in the +15 
million ranpe and for 1988-89 a revenue gain in the 920 million 
range. It is anticipated that additional revenues from the 
recapture provision will increase to 920 million for 1989-90, and 
to a million for 1990-91. 

The bad debt deduction estimate was developed frorn audi,t data for 
1978 through 1984 on the nine largest California banks which 
account for 98 percent of total net income for the industry. 



This detail includes srlf-assessed information for those years on 
allowable additions to reserves, additions claimed, charges to 
thr reserve and outstanding and--of-year balances, Since repeal 
of thr rrurvr method would eliminate the preference tax on this 
itam, %his wvenus loss is also provided, 

Thrae estimates are on the conservative side given the 
"finamially troubled" exception to the recapture provision and 
thr rrthrr poor economic performance of a number of key 
~cwrrrrcial banks currently. 



T i t l e  I X R 2 :  F i n a n c i a l  I n s t i t u t i o n s  

RCTION: REDUCES MQXIMUM PERCENTQGE OF INCOME THQT Q 
T H R I F T  I N S T I T U T I O N  MQY QDD TO Q RESERVE FOR 
BFID DEBTS 
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Deduction is allowed for bad debts under either the reserve 
rwthod or the specific charge off method. 

California law has no specific provisions comparable to the 
drtaild federal rules covering additions to reserves for bad 
debts for thrift institutions (mutual savings banks, savings and 
loan associations and cooperative banks). California Regulation 
24340(b) provides special rules governing additions to bad debt 
reserve accounts for banks and savings and loan associations, 
There are three alternative methods: 

(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 +he 
income year and the five preceding years, adjusted for 
recoveries o f  bad debts for that period, to (b)  the sum 
of loans outstanding at the close of those six income 
years. F l t  the option o f  the taxpayer, in 1 ieu of the 
ratio obtained by this formula, the ratio may be 
computed by using an average of annual averages for the 
si x-year period, 

R newly organized bank o r  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 
rat i o. 

In the case of a merger, consolidation or the 
rcquirit ion of a1 1 the assets. of a predecessor bank or 
savings and loan association occurring within the 
six-year period, a new loss ratio, combini'ng the ratio 
of the banks or savings and loan associations involved 
in the merger, consolidat ion or acquisition 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 



i- year a d  the two p-inq years, adjusted for 
rscoverias of &ad debts for that period, to (b) the sum 
of loam outstanding at the close of those three income 
years. Rt the opt ion of the taxpayer, in lieu of the 
ratio obtaimd by this farmula, the ratio may be 
computed by using an average of annual averaqes far the 
thrae-year prriod- 

(3) For incame years -ginning before January I, 19B9, the 
amount of the bad debt rarrrrve determined as of 
Dmcemkr 31, 1976, provided that for incc#e years 
kginning on or after January 1, 1985, the addition 
shall not ~ x c s c d  the amount necesrrry to incrrase the 
w u r v e  to an amaunt of five times the amount of the 
nmaxiwum reserve determined under (11, above, 

If the taxpayer is able to establish that the additions to the 
rrrarvc pravidd by any of the above three methods are 
insufficient t o  absorb anticipated losses, it may claim an 
rdditian to its reserve in an amount necessary to absorb such 
lorn- providdd that the amount of the reserve may not exceed the 
rrrllsr of (a) the amount of the reserve required by or reported 
to bank and savings a d  loan association regulatory agencies and 
rrf l k t e d  in the taxpayer9 s published financial statements, or 
(b) one percent of the amount of the loans out standing at the 
close o f  the income year, 

In cmputing the amount of loans outstanding at the end of the 
current year or any of the preceding five years, bonds, 
government insured loans, and unearned interest or discount on 
ouesianding loans are excluded. 

"*l.{ 

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 either'the specific charge-off method or the reserve 
method in computing their deduction for bad debts for federal 
income tax,purposes, For thrift institutions using the reserve 
method, the masonable addition t o  the reserve for bad debts was 
q u a 1  t o  thr additgon to the reserves for losses computed under 
the "bank crxperience" method, the "percentage of el igi ble loans" 
mthod, or, if a sufficient percentage of the thrift's assets 
constitutrd "qualified assets," the "percenkage of taxable 
i n c k "  mathod- 

The bank exkrience and percentage of eligible loans methods for 
thrift institutions 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 



1 
i n c m  . The statutory percentage for tax years beginning after 

'I 
1978 was 40 psrcant. 

Thm full 40 percent of taxable income deduction was available 
only w h e w  82 portent (72 percent in the case of mutual savings 
bank8 without capital stock) of the thrift institut ion9 5 assets 
mwu qualified. Whew the 82 percent test was not met, the 
statutory rate was reduced by three-fourths of one percent age 
point for each on= percentage point of such shortfall. For 
mutual mavings banks without capital stock, the statutory rate 
war w d u d  by 1 1/2 percentape points for each percentage point 
that qualifid assets failed to reach the 72 percent requirrlsent. 
Fl t  r minimum, 60 percent of a thrift inst itut iony s assets must 
hrvr km qualifying (50 percont far mutual savings banks without 
r tock)  in order to be elipible for deductions under the 
prmntrgr of income wthod. 

R thrift institution could switch between methods of determining 
t h e  addition to its loan loss reserves from one year to another, 

The act provides that thrift inst it ut ions (mutual savings banks, 
domestic building and loan associations and cooperative banks) 
will cowtinue to be able to compute bad debt deductions using the 
bank c?xperiznce method and the percentage cf taxable income 
method. The percentage of eligible loans method ha5 been 
repealed. In the case of the percentage of taxable income 
method, the portion of taxable income which may be deducted as an 
addition to a reserve for bad debts is reduced from 40 percent to 
B percent. The rules reducing the amount of the percentage of 
taxable income deduction available to a thrift institution which 
holds 60 percent of its assets in qualifying assets, but fails to 
hold a sufficient percentage of qualifyinq assets to use the 
maximum percentage of taxable income deduction, are eliminated. 
Fh?y institution meeting the definition of a thrift institutiurr 
and holding at least 60 percent of its assets as qualifying 
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. 

'~or purposes of determining the deduct ion under the 
percentage of income method, taxable income was computed without 
repard to any deduction allowable for any addition ta the reserve 
for bad debts and exclusive of 18/46 of any net long-term capital 
pain, 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. 



EFFECTIVE DRTE UF FEDERRL PROVISIONS 

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

REVENUE IMPQCT UNDER CONFORMITY TO FEDERRL LRW 

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 relat ivc 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 range annually. 



Title IXB: Financial Institutions 

QCTION: DENIES DEDUCTIONS BY FINRNCIOL INSTITUTIONS 
FOR INTEREST EXPENSE RLLOCnBLE TO TRX-EXEMPT 
PBLIGGITIONS 

k t  Section 902 Conference Report Page 332 
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RREJW CWXFORNICI LC)W (Sic, 24271, 24344. 24370. and 24425) 

California Ian gwnerally conforms to federal law provisions 
denying a deduction for interest expense allocable to incorne not 
includible in the m a s u m  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. 
kordingly, none of the interest expense allocable thereto is 
dimallowed. Fllso, in the case of mutual savings banks, a 
ddudicm is allowed for all interest paid to depositors having 
no proprietary interest in the institution or its surplus, and 
for interest on deposits of members possessing a proprietary 
fnfsrsst in t h e  institution or its surplus at a rate determined 
by the State Superintendent of Banks to be the going rate of 
interest on savings deposits in the state. 

OLD FEM.RQL LClW (Sect ions 265 and 291 > 

No deduct ion was a1 lowed for interest payments on debt incurred 
or continued to purchase or carry tax-exempt obligations. 
ticawever, under a long--standing judicial and administrative 
interpretat ion, financial inst it ut ions general ly were permitted 
to invest deposited funds in tax-exernpt obl iqat ions, whi le 
ront inuing to deduct interest paid to depositors. 

Rlso, the corporate t a x  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 allocable to tax-exempt 
obligations was deemed to be equivalent to the ratio of (1 )  the 
average annual ad just& basis of tax-exempt obl igat ions acquired 
after 1982 and held by the financial institution, to (2) the 
rvmrrge annual adjusted basis of the financial institution's 
total assets. 

FEDERQL LClU (Sections 265 and 295)  

Banks, thrift institutions and all other financial institutions 
are not allowed to deduct any port ion af their interest expense 
that is ellacable to tax-exempt interest (including amounts paid 



in respect o f  deposits, investment certificates, or withdrawable 
car repurchasable share) acquired after Ruqust 7, 1986, in taxable 
years ending after 1986, For purposes o f  the disallowance rule, 
the acquisition date of an obligation is the date on which the 
holding period begins with respect t o  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 a s  a 
new acquisition for purposes of this provision. 

Fllso, the special rule of prior law regarding face-amount 
certificate companies (contained in Sec. 265(2) is repealtd. 
These campanies are therefore subject t o  the 100 percent 
disallowance rule in the same manner as other financial 
institutions. 

The prior 20 percent disallowance rule under Section 291 
continues t q  apply with respect t o  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 Ruqust 
8, 1986. Under the 20 percent rule, the portion of interest 
expense attri bcrtable t o  indebtedness o n  tax-exempt obl i gat ions 
that could otherwise be deductible for the year must be reduced 
by 20 percent, 

Rl locat ion. The port ion of the taxpayer9 s interest expense that 
i s  allocable t o  tax-exempt interest i s  an amount that bears the 
same ratio t o  such interest expense a s  the taxpayergs average 
adjusted bases of tax-exempt obl i gat ions acquired after Ruqust 7, 
1986, bear to such auzraqe adjusted bases for all assets of the 
ta.xgayer. For purposes o f  this provision, "interest expense" 

,' 4 . 
means the aggregate amount allowable t o  the taxpayer as a 
deduction for interest for the taxable year, determined without 
regard t o  Sections 265(b) and 291. 

R permanent exception .to the provision is provided for qualified 
tax-exempt obl igat ions acquired by a financial inst it ut ion, This 
except ion appl ies whether the obl igation is acquired at the 
ori q inal issuance or by a secondary purchaser, Qua1 i f i ed 
tax-exempt obliqatians inglude any obligation which (1) is not a 
private activity bond and (2) is issued by an issuer which 
reasonab.1~ anticipates t o  issue, toget her with subordinate 
entities, not more than 810 million of tax-exempt obligations 
<other than private activity bonds), during the calendar year. 
Qua1 if ied tax-exempt obl igat ions must be designated as such by 
the issuer; not more than $ 3 0  million of obligations may be so 
designated by any issuer (including subordinate entities) for any 
calendar year. Ref undings of outstanding bonds may qua1 ify for 
this exception, and count toward the 9i0 million limitation, 
under the same terms a s  new issues. 

For purposes of the exception for qualified 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 



or solid waste authority created by a city or county in ardrr to 
issue bonds for that city or county is considered a subardinate 
entity. Rn 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 derivas 
its powers independently of the larger entity and is not subject 
to significant control by the larger entity. 

Qualified tax-exempt obligations are treated as acquired by the 
financial institution before nugust 8, 1986. Interest allocrbls 
to such obligations rereaim subject to the 20 perecnt 
disallowance contained in present law. 

For purposes of this provision only, qualified section SOl(c) 13) 
organization bonds are not treated as private activity bands. In 
the case of bonds issued before Rugust IS, 1986, for purporrs of 
this provision only, bonds are not to be treated as private 
activity bonds if they are not IDES, mrtgaqe subsidy bonds, 
student loan bonds, or other private ("consumer") loan bonds for 
which tax exemption is permitted under present 1 aw. 

EFFECTIVE DQTE OF FEDERRL PROVISIONS 

This provision is effective for taxable years beginning on or 
after January 1, 1987. Thus, bonds acquired after Qugust 7, 
1986, in taxable years ending in 1986 are subject to the 20 
percent disallowance rule of prior law for the taxable year 
ending in 1986, but are subject to the 100 percent disallowance . 
rule for subsequent taxable yearc;. 

R transitional exception is provided for tag-exempt obligations 
acquired after Flugust 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. 
Obligations qualifying for this exception are treated as if 
acquired before Flugust 8, 1986; interest allocable to such 
obligations thus remains subject to the 20 percent disallowance 
contained in prior law. The Flct also provides certain 
transitional rules fur specified identified projects. 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL 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 Budoet Impact from Federal Chanue 

To the extent financial corporations reduce their investments in 
tax-exempt obligations due to the federal law change, other 
taxpayers (nonfinancial corporations and individuals) will 
increase their share uf holding tax-exempt securities- Based on 
a proration of national estimates for individuals, the increase 



in individual holdings could result in revenue losses in the t15 
million range for 1987-88 and in the $28 million range f o r  
1988-89 under the Personal Income Tax Law. 



Title IXD: Financial Institutions 
\\ 

RCTION : REPERLS SPECIOL REORGQNIZflTION RULES FOR 
FINRNCIQL INSTITUTIONS 

I 
I Rct Sect ion 904 Conference Report Page 336 
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CURRENT CFILIFORNIR LRW (See- 24562) 

California did not the adopt the special provision (rrperlrd by 
the Tax Reform Rct of 1986) which relaxed certain requirmmentr 
applicable to financially troubled thrift institutions for 
qualification as a tax-free bankruptcy reorganization, a d  for  
the exclusion from income of certain payments f r m  the Federal 
Savings and Loan Insurance Corporation IFSLIC) to the troubled 
thrift institution- 

OLD FEDERRL LFlW (Sec. 368 (a> (3) (Dl and 597) 

Former 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 n 
tax-free bankruptcy reorganization under the Internal Revenue 
Code (IRC). Thus, the requirements need not be met that ( 1  1 the 
acquired corporation undergo formal receivership or simi lar 
proceedings and (2) the shareholders and creditors of the 
acquiring corporation receive stock in the acquiring corporation. 
In addition, these provisions relaxed the rules regarding the 
survival of net operating loss carryovers following a merger, and 
excluded certain payments from the Federal Savings and Loan 
Insurance Corporation (FSLIC) to the troubled thrift institution 
from income, and from the requirement that basis in property be 
reduced by the amount of nonshareholder contributions to capital. 

NEW FEDERQL LQW (Sec. 368 (a) ( 3 )  (Dl amended: Sec. 597 repealed) 

The Qct repealed the special provisions, above, applicable to 
financially troubled thrift institutions. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The special reorganization rules for troubled thrift institutions 
are repealed effective for acquisitions and mergers after 
December 31, 1988, The repeal of the special treatment for FSLlC 
payments is effective for payments after December 31, 1988, 
unless such payments are made pursuant to an acquisition or 

i') merger occurring or, or before that date. V' 



REVENUE IMPRCT OF CUNFORMITY TO FEDERIU, L Q W  

No impact,  as C a l i f o r n i a  never adopted  the special federal rules 
applicable to financially troubled t h r i f t  institutions for 
q u a l i f i c a t i o n  as a tax free bankruptcy reorganization, 



.-. Title IXE: F i n a n c i a l  I n s t i t u t i o n s  

ACTION: QLLOWS INDIVIDUQLS TO TREQT LOSSES ON DEPOSITS 
IN RN INSOLVENT OR BRNKRUPT FINRNCIRL 
INSTITUTION RS R CRSURLTY LOSS RRTHER THRN RS 
R SHORT-TERM CRPITRL LOSS 

- 
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CURRENT CRLIFORNIa L F I W  (Sect ions 17201. 17206, 24343. 24344. m d  
24370) 

California conforms t o  federal law with respect t o  the loss o f  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 o f  the 
taxpayer, the loss is treated a s  a short-term capital loss. 
Financial institutions are allowed t o  deduct interest accrued and 
credited o n  depositorT s accounts. 

NEW FEDERRL LRW (Sections 451 and 165) 

The Flct gives a "qualified individual" an election t o  deduct ., 
losses on deposits in a "qualified financial institutionn as a 
personal casualty loss at the time the loss can be reasonably 
estimated if the loss arises a s  a result of bankruptcy or 
insolvency of the financial institution. FI taxpayer may not take 
a deduction for a bad debt for any loss which the taxpayer elects 
to take as a casualty loss under this provision, 

1 R casualty 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 individual3 s adjusted gross income. 

Under the bad debt rules, the loss is treated as a short-term 
capital loss and is subject t o  a maximum deduction limit o f  
S3,'000 per year, with the excess available a s  a carryover. 

The Rct also provides that accrued, but unpaid, interest on a 
"frozen deposit". in a financial institution for any taxable year 
is not includible in the "qualified individual's" taxable income 
f o r  that taxable year if the interest is not available far 
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 beginning January 1, 1963, and ending December 31, 

. 1987, a "qua1 ified financial institution" may deduct interest 
( accrued on a "frozen account, even though such interest is not 
\_ ,' includible in the depositor's taxable income until it becomes 

available for wi thdr-awal. Beginning January 1, 1968, no 



drduction is allonrblrc to any "qualified financial institutionD1 
for intewst accrued on a Hfrozen account" unt i 1 such interest is 
imcludibfs in the depcsitorvs taxable income, 

R "qualified individualU means any individual except one: 

(1) m o  orms orbe percent or m o r e  in value of the 
outstanding stock of the financial institution, 

(2) Wo is an officer of the financial institution, or 

(3) Who ir related to en individual described in paragraphs 
(1) a d  (2). 

FI nqurlified financial institutim" means any conrmcercial bank, 
thrift institution, insuwd credit union, or similar institution 
chart& or supervised under federal at- state law. 

"Frozen deposit" means any deposit, if at the close o f  the 
calendar yral-, any portion of the deposit may not be withdrawn 
k c a u w  of (1) the bankruptcy or insolvency (or threat thereof) 
of the qualified institution, or (2) any requirement imposed by 
the state in which the institution is located by reason of the 
bankruptcy or inscrlvency (or threat thereof) of one or mare 
financial institutions in the state. 

F F E C T I V E  M T E  OF FEDERC)L PROVISIONS 

The amendrents to Sections 3 6 5  of the Internal Revenue Code 
(relating to the deduction for losses on deposits) apply to 
tsxabEe years beginning on or after January I, 1'385. This is a 
retroactive application which allows for the filing of amended 
&urns for taxable years not barred by the statute uf 
1 imitat ims, 

The amendments to Sectim 451 {relating to interest on frozen 
deposits) apply to taxable years beginninq on or after January 1, 
1983. Mowever for taxable years beginning on or after January 1, 
198.3, and before January 1, 1967, these prc~visicrrts; apply only if 
the qua,lifi& individual elects to have the amendments apply far 
all much taxable years, 

IMPFH=T OF CONFORMITY TO FEDERFK LRW 

Basmi an the Joint Committee on Taxationvs estimate for the 
nut ion, revenue losses under the PITL from confo~rnity would be 
very ninar, lrnss then 9100,000 annually. 

The next page o f  this 3-ieport is page 1000. 
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Title XRl: Insurance Products and Companies 

FtCTION: REPEAL THE 61,000 EXCLUSION ON INSTQLLMENT 
PRYMENTS OF LIFE INSURRNCE PROCEEDS 
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CURRENT CClLIFORNIA LRW (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' 5 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 is permitted to use mortality tables which 
distinguish among individuals based upon gender. 

When 1 i fe insurance proceeds are disbursed through i nst a1 lrnent 
payments, a pro-rated amount, deemed to represent the nontaxable 
death benefit continues to be excluded from income, while the 
remainder must be included. However, current law a1 so provides 
an exclusion for the first 61,000 of the otherwise taxable 
port ion of payments received, amounts paid to the beneficiary in 
excess of the death benefit sum are generally considered to be 
payments made by the insurance company f o r  the use o f  the 
beneficiaryTs money (the unpaid death benefit). This is likened 
to the interest paid by other financial institutiuns for the use 
of deposi torsy funds. 

NEW FEDERQL L Q W  (Sec. 1 0 1  > 

Flll amounts payable to any beneficiary that are in excess of the 
amount deemed 'to be the death benefit, are includable i r ~  the 
benef iciary9 s gross income. The $1, OOCI 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 a5 
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 DRTE OF FEDERRL PROVISIONS 

This provision is effective for amounts received with respect to 
deaths occurring after the date of enactment in taxable years 
ending after that date. 



\ 
? REVENUE IMPRCT OF CONFORMITY Tf3 FEDERQL LRW 

The Joint Committee on Taxat  ion estimates that revenue gains for 
the nation will be very minor, less than 95 million annually. 
Based on this low level of impact for the nation, conformity 
would result in very minor state revenue gains annually under the 
Personal Income Tax Law of less t h a n  $200,000. 
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Title X Q 2 :  Insurance Products and C o m p a n i e s  

t4CTION: L I M I T  USE OF  STRUCTURED SETTLEMENT AGREEMENTS 
TO CL#IMS INVOLVING PHYSICQL INJURY OR 
PHYSICQL SICKNESS 

act Sect ion 1002 
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CURRENT CFILIFORNIR LRW (Sec. 17131, 24271) 

California conforms t o  federal law which excludes from income the 
amount o f  any damages received o n  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 damages may assign that obligation 
t o  a third party (a structured sektlement company) tc~ pay the 
damages in a series of periodic payments. The payment received 

. by the structured settlement company for agreeing to the 
assignment is not included in income t o  the extent that it is 
used to purchase "qualified funding assets" to fund the 
liability. However the basis o f  the "qualified funding assets" 
must be reduced by the amount excluded from income. Upori 
disposition o f  the qualified funding asset ( 5 1 ,  any gain is 
included as ordinary income. 

The ,taxpayer liable for damages t o  an injured party is allowed t o  
deduct the amount of damages as if they were paid in a lump sum. 

NEW FEDERQL LRW (Sec, 150) 

Favorable treatment of structured set t lement agreement 5 is 
1 imi t cd  t o  assignments requiring payment for damages on account 
of a claim for personal injuries involving the claimant's 
physical injury or sickness, including damages for wrctngf ul death 
arising from physical injury or sickness. 

EFFECTIVE DRTE OF FEDERAL PROVISICINS 

For assignmen-ts entered into on or after January 1, 1987 and for 
taxable years commencing on o r  after that date. 

REVENUE IMPGET OF CONFORMITY 10 FEDERGL LAW 

The Joint Committee on Taxation estimates that revenue gains for 
the nation will be very minor, less than $5 rnillion annually. 
Consequently, there would be no meaningful impact for Cal ifornia 
under the Personal Income Tax or the Bank and Corporation Tax 
Laws. 



Title X G 3 :  Insurance Products and Companies 
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QCTIDNz LIMIT INTEREST DEDUCTION ON POLICYHOLDER LOQNS 
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h inrurrncr.conapany may permit r policyholder to borrow against 
t h e  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 surrender, or the amount 
paid to the beneficiary in the event of the policyholder's death. 

California generally conforms to federal law, which treats 
policyholder loans as bona f ide loans, and not as withdrawals 
from the policy. R s  such, the interest paid on the loan is 
deductible by the policyholder, provided that the indebtedness is 
not 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 FEDERFIL LFIW (Sec. 264) 

Deduction of interest on policyholder loans is denic!d 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 loans exceed $50,000. In addition, current law is 
restated reqardinq the rule that no amount paid or accrued on 
indebtedness incurred or continued to purchase or carry a sinqle 
pmmium life insurance contract is deductible. 

EFFECTIVE BRTE OF FEDERGL PROVISIONS 

Qppl ies to insurance policies (contracts) purchased after 
6/20/66, 

REVENUE INPFICT OF CONFORMITY TO FEDERFIL LRW 

The Joint Committee on Taxation estimates that revenue gains for 
the nation will be very minor: 827 million over the five year 
pariod analyzed. Based on this low level of impact for the 
nation, conformity would result in very minor state revenue gains 
undrr the Personal Income Tax Law of perhaps 9200,000 annually. 
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The originel fhderal provision relating to Individual Retirement 
h u n t s  (IRFI) was enacted in 1975; California conformed in 1976. 
The fmdm-a1 law was extensively revised in 1981, effective 
gmmrrlly in 1982, to extend the coverage to individuals who were 
rctive participants in employer ret irement plans, increase the 
deduction limits, and make other changes. California conformed 
in I982 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 conformed 
in 1985 to 1984 federal amendments, including the provision that 
alimony is treated as compensation for purposes of making IRG 
m n t r i b u t  ions. 

CURRENT CALIFORNIR LAW (Sec. 17272, 17501. 175071 

California allows a deduction for an IRR u p  to the lesser- ctf 
%1,500 or 15 % of the individual's compensation or earned income 
with an additional deduction for a nonwcrrkirrq spouse, up to an 
overall limit of 91,750 while federal allows a deduction up to 
the lesser of $2,000 or 100 percent of compensation with an 
additional deduction fur a nonworking spouse, up to an ovet-all 
limit of 92,250. For state purposes, no I R I ?  deduction is allowed 
to individuals who are active participants in an employer pension 
plan including qualified voluntary employee contributions. 

The additional spousal deduction is allowed only if (1) the 
spouse has no compensation for the year, (21 the spouse has not 
attained age 70 l/Z, (3) the couple files a joint income tax 
return for the year, and (4) for state purposes, neither spouse 
is m active participant in an employer pension plan. If a 
spouse has a small amount of compensation, including amounts less 
than *2!50, the spousal IRR deduction is not available. 

Under both federal and state laws, when an IRR acquires any 
collectibles, the collectibles are treated as a distribution from 
the IRCI equal to the cost of the collektibles and is included in 
the IRa owner's income for the year deerfled distributed- GI 
collectible includes any stamp or coin regardless of the country 
of issuance. 



NEW FEDERRL LFIW (Sec. 219.408. 6693) 

The a& provides that all taxpayers are able to contribute up to 
the 1 ~ s ~ r  of 92,000 or 100% of compensation to an IRQ. The 
dduction for the amount contributed by individuals who are 
active participants in employer-maintained retirement plans is 
phaud down to zero on adjusted gross income between ( 1) %25,000 
and %35,000 for single individuals, 12) $40,000 and $50,000 for 
married individuals filing a joint return, or (3) $0 and 910,000 
for married individuals filing a separate return. 

The phase out of the deductible portion of the contribution is 
made on the basis of adjusted gross income before reduction for 

I 
I 

m IRFL contribution. For married taxpayers filing a joint 
return, thm phase-out and loss of deduction would apply where 
either spouse is an active participant in an employer-provided 
wt i-nt 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 
ruleas kuld provide for a lesser contribution. 

f i  special rule applies to married individuals filing separate 
returns where either taxpayer is an active participant in an 
employer-provided ret irement plan. The above ment i oned phase out 1 
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 uf $2,000 or I 

160% of compensat ion). 

Nondeductible IRA Contributions 
% -p 

i 

To the extent the IRlA deduction is reduced or eliminated by the 
active participant phase out rule, a taxpayer may elect to make 
nondeductible IRFI con%ribut ions, In addit ion, the act permits a I 

taxpayer to elect to treat deductible IRF) contributions as 
nondeductible- Total combined eontribut ions to both types of 
IRR' s (deductible and nondeduct i ble) may not exceed the $2,000 
(92,250 spousal) limitat ion on I R G  contributions. 

Contributions that exceed either the deductible limit or the I 

nomjductible limit, whichever applies, are subjeet to an annual 
6 percent excise tax on "excess contributions" under Sec. 4973. 
However, excess contributions made &n one year may be applied 
against the contribution limits in a later year if the I 

contributions in the later year are less than the limit. 

The dersignat ion of a contribution as nondeductible must be made I 

on the individual's tax return for the taxabde year to which the 
d ~ i g n a t  ion. relates. Fin individual who f i les an amended return 
for a taxable year may change the designation of IRR 
contributions from deductible to nondeductible 0)- vice versa for 
the year being amended. 



Distri'but ions 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 designated nondeductible 
contributions for all preceding taxable years which have 
not previously been withdrawn, 

(3) the aggregate balance of all IRR9s. of the individual as of 
the close of the calendar year, 

(4) the amount of distributions from IRR9s during the taxable 
year, a d  

( 5 )  such other informat ion as the Secretary may prescribe. 

If this nquired information is not provided, then all IRR 
contributions are presumed to have been deductible and, 
therefore, are taxable upon withdrawal from the IRG. 

If the required information is not provided on the individual's 
tax return for a taxable year, then all IRR contributions are 
presumed to have been deductible and, therefore, are taxable upon 
withdrawal from the IRQ. 

Rn individual who overstates the arnount of designated 
nondeductible contributions made for any taxable year is subject 
to a 9100 penalty for each overstatement unless the individual 
can demonstrate that overstatement was due to reasonable cause. 

Rmounts withdraw, from an IRGI during a taxable year are 
includible in income for the taxable year under rules sirnilar to 
the rules applicable to qualified plans under sectior~ 72. Under 
the rules applicable to IRFls, for purpose of Section 72, (1) all 
IRCls of an individual are treated as one contract, ( 2 )  all 
distributions during a taxable year are treated as one 
distribution, (3) the value of the contract (calculated after 
adding back distribut ions 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 
ends, 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 
provid~s that, if an individual withdraws an amount from an IRR 
during a taxable year and the individual has previously made both 
deductible and nondeductible IRR contributions, then the amount 
includible in income for the taxable year is the p u r t  iurl of the 
amount withdrawn which bears the same ratio to the amount 
withdrawn for the taxable year as the individua17s aggregate 



nondeductible IRFl contributions bear to the aggregate balance o f  
all IRnc of the individual (including rollover I R R s  and SEPs).' 

Rctive 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 annuity plan (sec. 403(a) ), (3) a simplified employee 
pmion (uc, 408(k>), ( 4 )  a plan established for its employees 
by thm United States, by a state or political subdivision, ( 5 )  a 
p l m  dcu-ribmd in section SO1 ic) (183, or (6) a tax-sheltered 
a m u i  t y  (see. 403 (b) ) . 
Thm dvtrrainrtion whether an individual is an active participant 
drprnds on the type of plan in which the individual participates 
crr is eligible to participate, Generally, an individual is an 
active participant in a defined contribution plan if any employer 
contributicm 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 planT 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 benefit plans for a year even 
though they accrue no benefits during the year. Fln individual is 
also treated as an active participant in a plan for any tax year 
during which that individual makes a voluntary or mandatary 
employcre contribution, whether the employer contri butes or not. 
The determination of whether an individual is an active 
participant is made without regard to whether the individualy s 
rights under a plan are vested. 

brt,ain members of reserve components of the firmed Forces and 
volunteer fire-fighters are not treated a5 active participants 
solely because of such service. 

S~ousal Deduction Qllawed 

The rules relating to spousal I R R  contributions are amended to 
eliminate the requirement that the spouse have no earned income 
for the year in order to be  eligible for the spousal I R R  
contribution, however, the spouse must elect to be treated as  
having no compensation, Thus, those spouses with small amounts 
of cvmpcmrtion have the option of establishing their own IRFI or 
king included in a spousal IRR, If a spousal IRFI deduction is 
claimed on a joint return for a tax year, the spouse is deemed to 
have electhd to be treated as having no compensation. 

The trustee of an I R R  must report annually the amount of 
contribution to and distributions from the IRFL and the account 
balances at the end of the year to the individual as well a5 to 
the Secretary of the Treasury. The information is required to be 
reported by the January 31 following the end of the calendar 
year. In the case of a failure to report the required 
information, as under present l a w ,  the penalty for the failure is 



925 for rrch day during which the failure occurs but the total 
amount i m p o m  on any person for a failure ta report is not to 
e x c e e d  *15,000. 

Thm act also repeals the provision which allowed a deduction for 
a qua1 if i d  voluntary employee contribution to an employer plan. 

In addition, the act provides that the rules relating to IRCI 
invostmmntr in collectibles do not apply to any gold or silver 
coins isrued by the' United States. 

&t-kCTIVE DCITE OF FEDERRL PROVISIONS 

The provision relating to the election of a spouse to be treated 
ir having no compensation is effective for taxable years 
beginning before, on, or after December 31, 1985. 

G11 other IRR provisions are effective for taxable years 
beginning on or after January 1, 1987. 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL L F I W  , 

Two possible conformity positions are identified. The first 
position would include new el Ygibles under current state dollar 
limits, i -e . ,  those taxpayers with qualified pension plans that 
nrat the new federal income test for the IRA deduction, with 
retent ion of the existing 61,500 state maxirnum deduct ion. The 
second position would include the new eligibles and existing 
state eligibles at the higher $2,000 federal maximum deduct ion. 

It is estimated'that (1) the first position would result in 
revenue lasses in the 968 million range for 1907-88 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 1907-86 
and in the $107 million range for 1988-89. 

These estimates are based on both state and federal data 
pertaining to IRF) deductions. The number of new state eligibles 
meeting the federal income test was derived from prior Policy 
Ecomics9 Group (PEG) runs on the number of returns with IRFI 
deductions by state adjusted gross income class. This number for 
1987 is projected to be 600,000 returns. The number of returns 
with IRR daduct ions under current state law is estimated to be , 

720, OOO for 1907. 

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 IRflTs 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 



also rrflrcts dual IRCIgs on joint returnsT, times an assumed 
average marginal tax rate of 6 percent. 

These calculations resulted in the following revenue effects: 

First Position - New Eliaibles fit 91.500 

Taxable Years 

1987 1986 1989 

C59 million $59 million 959 million 

Fiscal Years 

1987-88 1988-69 

-8 million 959 million 

Second Position - New and Existina Eliuibles at $2.000 

Taxable Years 

9105 million 9106 million 8108 million 

Fiscal Years 

1987-88 1968-89 
.C 

. . S121 million 9107 million 

Fiscal year estimates include a 15 percent allocation from the 
subsequent taxable year estimate to a1 low for adjustments to 
est irnated tax payments and withholding. 
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RRENT CRLIFORNIfi LBW (Sec, 17561 and 17510) 

California h a s  conformed to federal law which allows an employee 
under r qualified cash or deferred arrangement (commonly referred 
to rr r 401(k) plan) to elect to have compensation deferred under 
r profit sharing or stock bonus plan (ar certain pre-ERISR 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 cannot exceed the lesser of $30,000 or 
25 percent of the employees nondef erred cornpensat ion. 

In addition, a special nondiscrimination test is applied to 
elective deferrals to assure that a plan does not discriminate in 
favor of highly compensated employees. The plan qualifies if: 
(1) the actual deferral percentage for tile 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 percentage for the highly paid employees does not exceed 
the lesser of (a) the actual percentage far other eligible 
employees plus 3 percentage points, or (b)  250 percent of the 
actual deferral percentage for the other eligible employees, 

an mployee is considered highly compensated if  the employee is 
one of the most highly compensated 113 of all employees eligible 
to defer under the arrangement. 

FI participant in a qualified 401 (k> plan is not permitted to 
withdran elective deferrals (and earnings thereon) prior to 
death, disabi 1 ity, separation from service, ret irement, or 
(except in the case of a pre-ERISR money purchase pension plan) 
the attairvnent of age 59 1/2 or the occurrence of a hardship, 

Under pvrsent law there is no statutory provision which states 
that tan-exempt and public employers may establish a cash or 
defrrred arrangement. However, under General Counsel Memorandum 
(G. 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 prof it 
sharing plan if the plan is adequately limited and safeguarded. 



NEW FEDERFIL LF)W (Sec. 402. 4979 and 6051) 

The act provides a maximum annual "cerleetive deferral" of rb7,000, 
adjurtrd for inflation, for an employee under all cash and 
drferred arrangements in the individual's tax year (rather than 
the plan's limitation year). This limit is determined without 
rcgard to any community property laws and is reduced by elective 
deferrals under Sec. 403(b) tax deferred annuities. 

Elect ivr Deferrals 

The act provides that the term elective deferral is the sum of 
(a) m y  mmployer contribution under a qualified cash or deferred 
arrangnrrnt to the extent not includible in gross income 
<drtrrmi& without regard to contributions made by the employer 
on behalf of the employee to a trust which is a part of a 
qualifimd cash or drfrrred arrangement), (b) any employer 
contribution to the extent not includible in gross income 
(determined without rcgard to contributions made by the employer 
on behalf of the employee to a simplified employee pension plan), 
and (c) m y  employer contribution to purchase an annuity contract 
under a salary reduction agreement. 1 

fmatment o f  Excess Deferrals 
i 

The act provides that deferrals in excess of the $7, OOO 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 
follswing March 1. The plan or plans to which the excess 
deferrals are allocated may then distribute the excess 
allgations <plus earnings) to the employee by the following . > -.* 
FIpril 15. 

This timely distribution of excess deferrals and related income 
to the employee will not be 5ubject to the additional tax on 
early withdrawals and may be made despite plan provisions to the 
contrary. The amount of income earned by the plan wi 1 1  be 
allocated to the excess deferrals on a pro-rata basis, In 
addition, elective deferrals in excess of the annual limit are to 
be treat& as elective deferrals for purposes of applying the 
special nondiscrimination requirements for qualified cash or 
deferred arrangements, if not distributed during the taxable year 
of deferral. E x c e s s  deferrals and related income not returned to 
the employee by Fipril 15 of the year following contributions, 
will not be treated as' after-tax employee contributions that is, 
they will not be treated as an investment in the contract. FI 10 
percent rxcise tax is assessed against an employer on excess 
contributions not returned to the employees within 2 112 months 
after the close of the plan year. 

The act also prohibits taw-exempt organizations and State or 
local governments (or a political subdivision of a State or local 



g o v e r m t  from ertabl ishing qua1 i f ied cash or deferred 
arrangements under Sect ion 401 (k) of the Code. 

Information regarding these elective deferrals are required to be 
cantrid on the annual withholding statement supplied by 
wnployrvu to employees. 

EFFECTIVE DClTE OF FEDERAL PROVISIONS 

In pmnrrrl the act is affective for taxable years beginning on or 
after January 1, 1987. 

In the case of a plan maintained pursuant to 1 or more collective 
bargaining agreements betwwn employee representatives and 1 or 
mom map lo ye^ rat if ied before March 1, 1986, ' the amendments are 
not effective, with r-pect to employees cowered by the 
aarmrmt, for plan years beginning before the earlier of (1) 
January 1, 1989, or (2) thr date on which the last of the 
collrctive bargaining agreement terminates (determined without 
wgrrd to m y  extensions in the collective bargaining agreement). 
However deferrals by employees under a collectively bargained 
plan will count against the 87,000 maximum with respect to any 
other employer plan which is not collectively bargained. 

In the case of the taxable year of any partnership which begins 
before January 1,1987, and ends after January 1, 1987, elect ive 
deferrals made on behalf of a partner will be treated as having 
been made ratably during such taxable year. 

The elective deferral reporting r~aquirements are effect ive on 
October 22, 1986. 

REVENUE IMPQCT OF CONFORMITY TO FEDEHRL LRW 

The following revenue estimates are composite estimates based on 
a proration of national estimates prepared by the Joint Committee 
on Taxation (JET) combining XI-Q2 Qualified Cash or Deferral 
Rrrangements, XI-R3 Nondiscriminative Tests and X I 4 4  Deferred 
Compensation Plans. The relative fiscal impact under state 
conformity is revenue gains in the $26 million range for 1'387-88 
and 628 million range for 1988-69. These revenue gains would 
occur under the Personal Income Tax Law. The prorat ion to 
California used (4.1 percent reflects the Pol icy Economic 
Group9 s (PEG) conformity est irnates 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 IRQ 
deducting switching to 401th) arrangements to maintain tax 
benefits. This interaction, therefore, is included in the 
composite estimates above. 
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CURRENT CRLIFORNIGI LRW (Set, 17501) 

California law has conformed t o  federal law which permit 
employees t o  make either after-tax or pre-tax contributions to a 
qualified plan. These contributions may be voluntary or 
mandatary, Mandatory employee contributions include those made 
as a condition of obtaining employer-derived benefits (e. q., 
employee contributians made as a condition of obtaining employer 
matching contributions). 

Under present law, a qualified plan must satisfy the 
nondiscrimination requirement which provides that a plan may not 
discriminate in favor of employees who are officers, 
shareholders, or high1 y compensated, Employer rnatchi rig 
contributions arc? also required to satisfy the usual 
nondiscrimination rules applicable ko qualified plans which 
prohA+bit a plan frurn discriminat ing in contr-ibut ions and 
benefi ts, 

In the past, voluntary employee contr-ibut ions have been permitted 
if all participants are eligible tcl make such contr-ibutions and 
if no employee is permitted tu contribute more than 1 0  per-cent of 
compensat ion, determi ned based or1 rctml-tl at i ve cont r i but ions and 
cumulative compensation during the period of par-ticipation. 

NEW FEDERFIL LFIW (Ser. 401) 

The act provides that a special nondiscrimination test be applied 
t o  (11 all types of employer matching contributions and employee 
contributions under qualified defined contribution plans, and (2) 
employer contributions under a defined benefit p e n s i o n  plan to 
the' extent contributions are allocated to separate accounts on 
behalf of individual employees. These rcrles a p p l y  in lieu of the 
usual nondiscrimination tests. 



Stuscia1 Nondiscrimination Tests 

The act provides that a defined contribution plan (and the 
employee contribution portion of a defined pension plan) wi 11 be 
treated a s  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 w t i s f y  the second nondiscrimination test if the 
contribution percentage for highly compensated employees does not 
exceed the lesser o f  200 percent o f  the contribution percentage 
for all other eligible employees, o r  such percentage plus two 
percentage points. 

Gontri but ion Percent aues 

The contribution percentage for a specified group o f  employees is 
the average of the ratios tcalculated separately for each 
employee) of the sum of matching contributions and employee 
contributions to the employees9 cornpensat ion for the plan year- 

Under regulations t o  be issued, an employer will be permitted t o  
elect to take into account in computing the contribution 
percentage any elective deferrals and qua1 if ied nunelect ive 
eonkributions under the plan or any other plan of the employer. 
The Secretary of the Treasury is to prescribe regulations t o  
prevent the multiple use of the alternative nondiscrimination 
test for any highly compensak=d employee. 

Highly compensated employees are defined the same as for purposes 
of the general nondiscr-irninat ior r-ules. In plans which require 
employee contributions as a condition of participation, otherwise 
eligible employees who do not make contributions are treated a s  
participants on whose behalf no contributions are made for 
purposes of the special nondiscrir~~ination tests- 

Rqqreqatiun Rules 

The act provides that if two or more plans of an employer t o  
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 fur 
purposes of applying the special nondiscrimination test. If a 
highly compensated employee participates in two or more plans df 
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 hiqhly 
compensated employee participates. 

Excess Contribut Sans 

The act provides that excess contr-i but ions which are 
contributions by itrt behalf of high1 y compensated er~~ployees which 



are in excess of the contributions which could he made for such 
individuals without violating the special nondiscrimination 
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 
contri but iorw or may be real located among other part ici pants. 
However, no highly compensated employee who has been determined 
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 not be subject to the additional 
tax on early withdrawals from qualified plans, R n y  distributions 
attributable to employee contributions will not be included in 
gross income except to the extent attributable to income on such 
cont r i but ions. 

Excise Tax 

The act provides that if the contribution percentaqe test is not 
met, the employer will be subject to an excise t a x  equal to 10 
percent of the excess contr-i but ions (including excess 
contributions to a simplified employee plan or a 501 (c) (18) 
plan). This tan will he waived if the excess contributions 
together with any earnings, are distributr?d within 2 I / ?  months 
after the close of the plan year in which the excess 
cgntyi but ions arose. 

y ' ,  

EFFECTIVE DRTE OF FEDERRL PROVKSIUNS 

The provision is generally effective for plans on at- after 
January 1, 1987, or in the case c~f tax-sheltered annuities, 
January 1, 1989. However, a special. effective date applies tct 
plans maintained pursuant to a col lect ive bargaining agreement. 
Under this special rule, for a plan maintain pursuant to a 

I 

col lect ive bargaining agreement between employee represent at i v e s  
and one or more employers ratified before March 1, 1986, the 
amendments are not effective for plan years beginning before the 
earlier of (1) the later of ( i )  January 1, 1989, or ( i i )  the date 
on which the last of the collective bargaining agreements 
terminates; or (2) January 1, 1991. Extensians.or renegotiations 
of the co,llective bargaining agreement, if ratified after 
February 28, 1986, are disregarded. 

REVENUE IMPQCT OF CONFORMITY TU FEDERRL LRW 

The Joint Committee on Taxatimn has included this item in its 
impact estimate of XI-Ri? Qualified Cash or Deferral Qrranqernents. 
It is not possible to isolate this item; therefore the revenue 
effect for this particular- provisicln is indeter-minable. 



Title X I R 4 :  Pensions and Deferred Compensation 

QCTIONz CHQNGE RULES R E L R T I N G  T O  E L I G I B L E  DEFERRED 
COMPENS#TION PLRNS RND UNFUNDED DEFERRED 
COMPENSRTION PLRNS 
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California has conford to federal law which allows state and 
local govrrmaemt or tax-exempt rural electric cooperatives to 
rrtrblirh a deferred compensation plan under which a part of an 
l ~ p l c b y ~ ~  s collpensat ion is not taxed unt i 1 distributed or made 
available. The maximum that can be deferred each year is the 
lesser of 27,500 or one-third of employee' s compensation. 
Flrounts contributed to a tax-sheltered annuity (both elective and 
nonrlrctive) are taken into account in calculating whether an 
mployee9s deferrals exceerd the limits. 

Undcr m eligible deferred compensation plan distributions are 
required 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 
employe@ separates from service. Payments made before the 
m~ployrr~~ s death are required to satisfy a total benefit schedule 
under which the benefits projected to be paid to the participant 
must be more than 50 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 
employ~e~ 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 
prid. 

The act provides that the limitations and restrictions applicable 
to d e f a r d  cornpensat ion plans of State and local governments are 
e x t m d d  to unfunded deferred compensat ion plans maintained by 
nongovcrrvmental tax-exempt organizations. Rccordingly, the 
maximum amount that can be deferred annually is the lesser of 
*7,- or 33 1/3 percent of the employee9 s compensat ion (net of 
the drfcrrrd amount). However, the maximum deferral may increase 
to as much as 915,000 a year for the last three years before the 
tax year in which the participant reaches the normal retirement 
age under the plan. 



In addition, the act provides that the amount a participant may 
defer under an eligible deferred compensation plan must be 
reduced, dollar for dollar, by elective deferrals under a 
qurlif ied cash or deferred arrangement (except a qualified cash 
or deferred arrangement maintained by a rural electric 
cooperative), Rn elective deferral under a simplified pension 
plm, or deductible employee contribution to a 501(c) (18) plan, 
also reduce the amount the employee may defer under an eligible , 
deferred cornpensat ion plan. Qs under prior law, amounts 
contributed to a tax-deferred annuity are taken into account in 

I 

figuring whether the employee's deferrals under an eligible 
deferred compensation plan exceed the limits on such deferrals. 

I I 

Minimum Distri but ion Reuuirement 5 - 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 Zi) provides that amounts payable 
under the plan will be made available to participants or other 
beneficiaries not earlier than when the participant is separated 
from service with the employer or is faced with an unforeseeable 
emergency and (21 meets certain 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 participant are at least 66 2/3 percent of the 
total benefit payable with respect to the participant. If 
distributions (pre or past-death) are to be made over a period 

1 
extending beyond one year, the distribution must be made in 
subst ant ial ly nonincreasinq periodic payments not less frequent ly 
than annually. 

, . .- . 
1r1>* additiort, if the employee dies after beginning to receive 

I 

payments, but before the total deferred amount has been 
distributed, the remaining arnount must be distributed at least as I (  

rapidly a5 under the original payout schedule. 

In the case of an employee that dies before beginning to receive 
benefits, the entire deferred amount must be distributed to the 
employee's beneficiary over a period not greater than 15 years, 
except that if the beneficiary is the employee's spouse, benefits 
may be paid over the life expectancy of the spouse. 

In any event, payment must begin to commence no later than Qpril 
1st of the year following the year in which the employee either 
reaches 70 1/2 or retires. 

- 

Constructive Recei~t - The act provides that benefits under such 
a plan won't be considered 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 amount payable to the employee is not 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 to an employee exceed 83,500, and the employee has the 



option to elect to receive a lump-sum benefit, the entire amount 
of the benefit would be immediately includable in the employee's 
taxable income even though the employee declined to exercise the 
opt ion. 

Transfers Between Plan - Under the act transfers between eligible 
plans are allowed. F)ccczrdingly, 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 o f  a state or local 
government or tax-exempt organization. The amount transferred 
will not be included in the participant's income solely as a 
result of the transfer. 

State -1udicial ulans - Qualified state judicial plans and certain 
other plans of tax-exempt organizations are exempted fram the n e w  
rcquivements for eligible deferred compensation plans. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The act relating to application of the unfunded deferred 
compensation plan rules to tax-exempt organizations is effective 
for years beginning on or after January 1, 1987. 

Rn exception is provided 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 Rugust 16, 1986, and i i i >  provided for annual 
deferrals of a fixed amount or an amount determined pursuant to a 
fixed formula 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 on which the 
amount or formula is modified after Qugust 16, 1986. Providing 
the participant with any discr-et ion regarding the a r ~ ~ o u n t  of the 
deferral constitutes a modification fot- t h i s  purpose. 

For purposes of the grandfather rule, amounts are co)?sidered 
deferred from a taxable year if, but for the deferral,, they would 
have been paid in that year. Rlso, i r ~  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 compensatian plans generally are 
effective for taxable years beginning on or after January 1, 
1989. However, the provisions t 1) permitting transfers between 
eligible unfunded.deferred compensation plans and (2) permitting 
cashduts of certain benefits without constructive. receipt are 
effective with respect to transfers or distributions in years 
beginning on or after January 1, 1986. 



REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

The Joint Committee sn Taxation has included this item in its 
impact estimate an XI-Ri2 Rualified Cash or Deferral Rrrangements. 
It is not possible, however, to isolate this item; therefore, the 
revenue effect for this pr-ovision is indeterminable. 
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RCTION: RPPLY RESTRICTIONS ON DEFERRED RNNUITY 
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CURRENT CRLIFORNICI LRW (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. Flmounts received by the 
owner of the annuity before the annuity 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. CI 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 arnount under an annuity contract before the age of 59 112, is 
required to pay an additional tax equal to 5 percent of the 
amount included in income, 

This additional tax does not apply if the distribution is (1) one 
c ~ f  a series of equal periodic payments made for the life of the 
taxpayer ur over a period extending for at least 60 months after 
the annuity starting date- or ( 2 )  is allocable to investment in 
the contract before Rugust 14, 1982. 

NEW FEDERRL LRW (Sec. 72 ( b i  > 

Income on the Contract 

The act provides that income from annuity contracts for any 
taxable year held by a person that is not a natural person te. g. 
corparat ions, 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 accruqd 
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 
nat ural 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 arnount of premicrrns paid under t h e  contract- minus 



policyholder dividends or the aggregate 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. Bnnuity contracts acquired by the estate of a decedent by 
reason of the death of the decedent. 

2. Flnnuity contracts under a qualified plan, a 
tax-shelter annuity or under an Individual Retirement Plan. 

3. Dual i f ied funding assets purchased by structured settlement 
companies and annuity contracts (which meet the definition 
of a qualified funding asset) purchased and held dirrrctly by 
a property or casualty insurance company to fund periodic 
payment 5 for damages. 

4. # deferred annuity that is purchased by an employer upon the 
termination of a qualified plan and held by the employer 
until the employee separates from service with employer. 

5. FLn immediate annuity which is an annuity purchased with a 
single premiurfi or annuity consideration with an annuity 
starting date commencing no later than 1 year from the date 
o f  purchase. 

Early Withdrawal Tax 

Under the act, the early withdrawal tax on deferred annuities is 
increased from 5 to 1 0  percent. 

The early withdrawal tax is not imposed if the distribution is 
(1) a part of a series of substantially equal periodic payments 
made for the life (or joint lives) of the taxpayer and the 
taxpayer3 5 beneficiary, (2 i  under an immediate annuity contract 
or (3) annuity cor~stituting a qualified funding asset. 

In addition, the act provides that the tax will be imposed if the 
individual changes to a distribution method prior to age 59 1/2 
to a method that does not qualify 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 indivi'dual is more than 59 l/2 years old when the 
modification is made. 

EFFECTIVE DRTE OF FEDERRL PRDVISIONS 

The a c t  relating to the taxation on income or a deferred annuity 
contract is effective for amounts invested after February 28, 
1986. 



The act modifying the additional income tax on early withdrawals 
is effective for distributions in taxable years beginning on or 

\ 

1 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 IMPGCT OF CONFORMITY TO FEDERQL LRW 

+ The Joint Committee on Taxation estimates relatively minor gains 
of $12 million for 1987-88 and $27 million for 1980-89 for the 
nation. Based on this projected low level of impact, conformity 
would result in minor revenue gains of less than %500,00C, 
annually under the Bank and Corporation Tax Law. The effects 
resulting from partnerships and other entities under the Personal 
Income Tax Law would be negligible. 



Title X I R 6 :  Pensions and Deferred Compensation 

GCTION: REDUCE THE LIMITS ON CONTRIBUTIONS TO TRX 
SHELTERED QNNUITIES 
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CURRENT CALIFORNIR LAW (Sec. 17501 1 

California has conformed to federal law where public schools a d  
certain tax-exempt organizations (including churches and certain , 

organizations associated wit'h 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 company (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 employee'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 service with that employer, 
reduced by amounts already paid by the employer to purchase the 
annuity. 

However, since employer payments to purchase a tax-sheltered 
annw5ty contract for an employee are Subject to the overall 
1 i'mysts on contribut ions 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 lirnits in certain years. The 
eatch-up election is available only to employers of an 
educat ional orqanizat ion, a hsspi tal, a home health service 
agency, or a church, convent ion or association of churches. 

NEW FEDERRL LRW (Sec. 402 ti 

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 annuities in which the employee participates would 
be limited to the greater of $9,500 or the cash or deferred 
arrangement cap, as indexed ti. e., 97,000 for 1987). 

The act also provides that the elective deferrals under a cash or 
deferred arrangement, simplified employee pension plan and 
certain deductible contributions under a pre-1959 employee-only 
contribution plan reduce dollar for dollar the employee's 89,500 
maximum elective deferrals under a tax sheltered annuity. Thus, 



7 the employee's elective deferrals will be combined to achieve 
coord inat ion. 

In addition the act provides an exception to the 99,500 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 99,500 limitation is increased by the 
least of the following amounts: 

2. +15,000 reduced by amounts not included in gross income 
in prior years under this special rule, and 

3. 95,000 multiplied by the number of years of smrvice of 
the employee with the qualified organization over the 
employer contributions made to the annuity 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 control led or 
associated with a church or convention of churches, 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The provisions are effective for years on or after January 1, -1 -A, 1987. 

With regard to a plan maintained pursuant to one or more 
collective bargaining agreements between employee representatives 
and one or more employers rat if ied before March 1, 1986, the CIct 
does not apply to contributions made before the earlier of (1) 
the date on which the last of collective bargaining agreements 
terminates (determined without regard to any extension thereof 
after February 28, 1906) or (2) January I, 1989. However, for 
purposes of applying the 89,500 1 imit to employees who 
participate in collectively bargained plans and one or more other 
plans, elective deferrals under the collectively bargained plans 
are taken into account in limiting the amount that the employee 
is permitted to defer under any other plan. 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

No specific national estimate was developed by the Joint 
Committee on Taxation for this particular provision indicating a 
very minor or negligible impact for the nation. ?iny revenue 
impact that would occur under state conformity would be 
negligible. 
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FOR EMPLOYEES PRRTICIPQTING IN R SIMPLIFIED 
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CURRENT CCLLIFORNIR LRW (Sec. 17513. 17501. 17272, 17507 and 
17510) 

California has generally conformed to federal law which allows an 
employer to establish a simplified employee pension (SEP). These 
plans are usually established by the employers who are not 
willing or able to deal with the complexities of qualified 
retirement plans. S E P s  are basically individual retirement I 

accounts < I R R )  or annuities. Rn employer may contribute up to I 

$30, 000 to the SEP on behalf of an employee. Flmounts contributed 
to the SEP by an employer are includible in the employee's gross 
income and specific amounts are allowed as deduct ions under both 
state and federal law. 

Deduct ions of Contri but ians I 

For federal purposes, an employee is entitled to deduct (in 
addition to his/her IRfi deduction) up to (1) lesser of the amount , 
contributed by the employer to the SEP and includible in the 
employee9 5 gross income or (2) iS percent of compensation 
determined without regard to the employer contribution to the SEP I 

up to $30,000, I 

I '  

California allows a deduction for either an I H R  or a SEP but not 
both. The SEP deductiorr in California is limited to the lesser 
of the amount contributed by the employer to the plan includible 
in the employee's gross income or 15 percent of compensation 
determined without regard for the employer contributions to the 
SEP up to b2,500. In addit ion, California provides that earnings 
on the nondeductible contributions are not currently taxed but 
will be taxed on distribution. The taxpayer is also granted 
basis in the account to the extent of the difference between the 
amount put into the account and the Cal ifornia deductible amount. 
Upon distribution, the basis will be fully recovered before any 
portion of the distribution is taxable. Rny early withdrawals 
are Subject to a 2 1/2 percent penalty. 

Participation Reauirements 

Rn I R R  will not qualify as an SEP unless the employer 
cantribut ions are made on a nondiscriminatory basis on behalf of 
employee who (1) have attained age 25, and (2) have performed 



services for the employer during at least three of the 
immediately preceding five calendar years. 

Employer contributions are considered t o  be nondiscriminatory if 
they are reasonably proportionate t o  the total compensation of 
each employee covered by the pension. The contributions may not 
be based on annual compensation' in excess of 8200,000. 

In order t o  qualify on an SEP, the employer's contribution must 
be made according t o  a definite written allocation formula that 
specifies the requirements an employee must satisfy in order to 
+participate and the manner in which allocated amounts are 
collaputed, The funds contributed on behalf of an employee must 
also vest immediately and are t o  be non-forfeitable. 

Intauration Rules 

Generally, an employer's contributions to the SEP may be 
integrated with Social Security and other public benefits with 
special provisions for owner-employees, However, in applying 
nondiscrimination requirement, SEP contri but ions may be combined 
with employer OQSDI contributions if the employer does not 
maintain any other integrated plan. Thus for those employers who 
maintain other integrated plans, SEP contributions may not be 
combined with Social Security. 

NEW FEDERRL LRW (Sec. 219, 402, 404. 408) 

In general, the act reviscs the qua1 if icat ion requirements 
relating to SEPs to permit employees to elect to have SEP 
contributions made on their behalf or t o  receive the cornpensat ion 
in cash. Rn election to have the employee make an SEP 
contribution would be treated as an elective deferral, 

R qualified elective deferral would be subject to the 97,000 
(indexed) rap similar to deferrals under a qualified cash or 
deferred arrangement (401 ( k )  plans>. 

The above election is available only if (1)  at least 50 percent 
of the employees have elected to have deferred amaunts 
contributed to the SEP, (2) the deferral percentage for each 
highly compensated employee does not exceed the average deferral 
percentage for all other nonhiqhly compensated eligible employees 
by more than 125 percent, and (3) is only available in a taxable 
year in which the employer does not have more than 25 employees 
at any time during the prior taxable year-, 

The provision will not apply to a simplified employee pensions 
maintained by a state or local government or a tax-exempt 
organizaC ion. The act also' makes nliscel laneous changes Co SEP 
requirements to decrease the administrative requirements 
applicable to an employer maintaining a SEP. 



Distributions of Excess Contributions . - -  

Rules similar to the excess contribution requirements for 
qualified cash and deferred arrangements apply to excess 
contributions made t o  a SEP, In addition, a penalty tax will be 
imposed on excess contributions which are not distributed before 
two and a half months after the close of the plan year. 

SEP Deduct ion Converted t o  ~ x c l u s i o n  From Income 

The act provides that amounts contributed to a SEP by an employer 
o n  behalf of an employee and the elective deferrals under SEP are 
t o  be excluded from grass income rather than deducted as under 
-sent law 402(h)(2), The amount excludable is the lesser of 1 5  
percent of compensation or 930,000 reduced in the case o f  a 
highly compemated employee by the amounts taken into account 
contributions and benefits under Chapter 2 of the Internal 
Revenue Code (relating t o  tax on self-employment income, . Chapter 
21 (relating t o  Federal Insurance Contribution kt), Title 11 of 
the Social Security Flct, or any other Federal or State law 
(Social Security Taxes), FIny excess o f  the amount excludible is 
treated a s  distributed or made available to the employee. In 
addition, the act provides that the ezective deferrals are to be 
included as wages for the purpose of employment tax. 

Participation Requirements 

The SEP participation requirements are modified by the act to 
require that an employer make contributions f o r  a year on behalf 
o f  each employee (100 percent participation> w h o  (1) has attained 
the age o f  21, (2) has performed service for the employer during 
at least three o f  the immediately preceding five years, and (3)  
received at least $300 in compensation from the employer for the 
year, 

In addition, the art provides that the 100 percent participation 
requirement apply separately to elective art-angements and, for 
purposes of such elective arrangements, an individual who is 
el igihle is deemed ta receive an employer cantri hut ion. 

For purposes of the SEP participation requirements, employees 
covered by a collective bargaining aqreement and nonresident 
aliens w h o  receive no earned $ncome are excluded from 
considerat ion, 

In addition, employees w h o  are eligible t c r  have contributions . 
made on their behalf under a salary reduction SEP are treated, 
for purposes o f  the SEP participation requirements, as receiving 
a n  employer rantri but ion. 

Cost-of -Livins Rd.1 ustment 

Under the act, the 6200,000 limit on cc:n~pensation and the 6300 
employee wage requirement are ti1 be indexed at the same time and 

- in the same m a n n e r  as dollar l i r ~ ~ i t s  under a defined benefit 



pension pl an. 

Com~utat ion Period 

The act permits an employer to elect to use a computation period 
other than calendar year for purposes of determining contribution 
to a SEP, 

In the case of a SEP maintained on a calendar year basis, 
contributions made in a calendar year are deductible for the 
taxable year with which or within which the calendar year ends. 

In the case of a SEP maintained on a taxable year basis, 
contributions are deductible for the taxable year, 

I ntaorat ion Rules 

The act eliminates the current rules under which nonelective SEP 
contributions may be combined with employer ORSDI contributions, 
for purposes of the applicable nondiscrimination requirements. 

The new rules will permit nonelective SEP contributions to he 
tested for nondiscrimination under the new rules for qualified 
defined contribution plans permittinq a limited disparity between 
contribution percentages applicable to compensat ion below and 
compensat ion above the sccial security wage base. 

EFFECTIVE DRTE OF FEDERQL PROVISIONS 

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

REVENUE IMPRCT OF CONFORMITY TO FEDERAL LQW 

Based on data from the departments tax model, conforming to the 
higher federal deduct ion 1 imits far SEP7 5 would result in revenue 
losses in the $5 mil lion range for 1987-88 a n d  1968-89, 

The relative fiscal impact from canforming to the various other 
changes in this provision is revenue losses in the $1 mi 1 lion 
range for 1987-88 and in the $1.5 million range for 1988-89. The 
basis for these 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 
Fblicy Economic's Group (PEG) conformity estimates for California 
for those provisions analyzed relative to the nation. The PEG 
has not specifically estimated this provision, 

The combined revenue loss under the Personal Income Tax Law is in 
the 96 million range for 1987-88 and $6.5 million for 1988-89- 

Tax Policy Issue: 

Two policy issues need to be consider-ed. First, since the state 
restricts the tax benefits available for contribution to a SEP to 



a maximum deduction of 92,500 rather than the federal maximum of 
*30,000 s h o u l d  the state a l l o w  an e x c l u s i o n  from income under t h e  
n a w  s t r u c t u r e  o f  530,000 or some lesser amount? 

Slcond, since the maximum bemf it to a SEP in California is 
%2,500 should t h e  new celeetive deferrals be allawed at the 
federal level of S7 ,000  or some lesser amount? 



Title XIRB: Pensions and Deferred Compensation 

1 
RCTION: RLLOW CONTRIbUTItiN DEDUCTIONS FROM fiN EMPLOYEE 

FUNDED TFIX-EXEMPT TRUST W I T H I N  L I M I T S  

Qct Section 1109 8 1107 Conference Report Page 408 

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

CURRENT CRLIFORNIFI LFIW (See. 23701s) 

California generally conforms to federal law where a trust or 
trusts created before June 25, 1959 forming part of a pension 
plan funded solely by employee contributions are exempt from 
income tax if certain nondiscrimination requirements are met. 

Under Rev. Rul. 54-190, contributions to a pension plan from a 
trust receiving tax-exempt status are deductible as union dues by 
an employee. These contributions were held to be deductible as 
union dues since members from a union were required to pay the 
assessment in order to remain in the union and keep their union 
jobs. . However, after 1982, the Rev. Rul.. 54-190 was declared 
obsolete by the Internal .Revenue Service. 

- 
) 

NEW FEDERFIL LFiW (Sec. 215. 501) 
- .+ 

The act permits employees who participate in a tax-exempt trust 
pension plan to elect to make deductible contributions up to the 
lesser of $7,000 or 25 percent of compensation. 

The amounts contributed to the plan reduce the $7,000 annual cap 
on elective deferrals under 4 0 1 t k )  plans and simplified employee 
pensions but do not reduce deferrals under tax sheltered 
annuities for employees of schools or tax-exempt charitable 
organizations. 

IYI addition, the provision will provide that the election to make 
deductible contributions to tax-exempt trust pension plans is 
subject to a nondiscrimination test similar to the test 
applicable to qualified cash or deferral arrangements. If the 
test is not satisfied, rules similar to the rules applicable to 
excess contributions under a qualified cash or deferred 
arrangement are to apply. 

EFFECTIVE DaTE OF FEDERRL PROVISIONS 

The provision is effective for taxable years beginning on or 
after January 1, 1987. 



REVENUE IMPRCT O F  CONPCIRMITY TiJ FEDERflL LfAW 

No national estimate was developed by the Joint Committee on 
Taxation for this particular provision indicating a very minor or 
negligible impact for the nation. Rny revenue losses under state 
conformity would be negligible. 



Title XIB1: Pensions and Deferred Compensation 
I 

FICTION: REVISE THE COVERGGE TEST FOR QURLIFIED PLUNS 
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California has conformed to federal law under which a qualified 
plan is required to cover employees in general rather than merely 
employees who are officers, shareholders, or highly compensated. 

FA plan generally satisfies the coverage rule if (1) it benefits a 
significant percentage of the employer's workforce (percentage 
test), or (2) it benefits a classification of employees 
determined by the Secretary of the Treasury not to discriminate 
in favor of employees who are officers, shareholders, or highly 
compensat ed (classification test ) . 
The Internal Revenue Service regulations provide that in 
determivring whether the classification test 1s satisfied, all the 
surrounding faets and circumstances must be taken into account, ' )  
allowing for a reasonabledifference betweentheratioof highly 

_.A compensated employees who are benefited by the plan to a1 1 such 
employees and the corresponding ratio calculated for employees 

. who are not highly compensated. 

In accordance with published rulings (e. g., Rev. Hul. 83-56) 
other relevant facts and circumstances include (1 ) the percentage 
of total employees covered, and (2) the compensation of the 
covered employees and compensat ion of the excluded employees. 

The regulations also d o  not consider the existence of separate 
lines of business or of benefits provided under other plans as a 
fact or circumstance in determining whether a justified disparity 
exists. 

Rsurepat ion Rules 

In applying the qualification rules (including the coverage and 
nondiscrimination test) the following employees are aggregated ' 

and treated as employed by a single employer: 

I (1) R11 employees of corporations that are members of a 
I control 1 ed group of corporat ions, 

(2) Qll employees of.trades and businesses (whether or not 
incorporated) that are under common control, 



(31  Q11 employees of emp1,oyers that are members o f  an 
af f i 1 i at ed service group. 

Other persons who perform services and meet certain requirements 
are also treated as employees for purposes of certain rules 
applicable to qualified plans and simplified employee pensions. 

Employers may designate two or more plans as a single plan for 
purposes of satisfying coverage requirements under present law as 
long as the combined plans considered as a unit provide 

I 
comparable contributions or benefits that do mot discriminate in 
favor of highly compensated employees. 

Revenue Ruling 81-202 provides guidance that may be applied to 
determine whether the amount of employer-derived benefits or 
cantributions provided under several plans discriminate in favor 
of highly cornpensat ed employees. 

Excludable Employees 

I 

In determining what classifications are permissible, employees I 

excluded by the plan3= minimum age or service conditions must be 
taken into account even though they are disregarded in applying 
the percentage test. Employees covered by collective bargaining 
agreements and nonresident a1 ieny s however, are excl uded from 
considerat ion. 

NEW' FEDERRL LQW (Sec. 401,410, and 414) 

The act modifies the present-law coverage rules by requiring a 
plan to pass at least one of the following tests: (a) at least 
70 percent o f  a1 1 nonhighly compensated employees must De covered 
by $he plan (percentage test) ; (b) the percentage of covered 
nonhighly compensated employees must be at least 70 percent of 
the percentage of highly compensated employees co3ered by the 
plan ( ra t io  test) ; or tc)  t h e  plan meets the average benefits 
test, 

Rverase benefit Test 

Under the average benefit test, (1) the average benefits provided 
for non-highly compensated employees (as a percentage of 
compensation) must be at least 70 percent of the average benefit 
provided to highly compensated employees (as a percentage of 
compensation), and (21 the plan benefits such employees that - 
qualify under a class~ification. set up by employer and found by 
the Internal Revenue Service not to be discriminatary in favor of 
highly compensated employees (classification test). 

Far purposes of determining whether average benefit provided to 
nonhighly compensated employees is at least 70 percent of the 
average benefit provided to highly compensated employees, all 
employer-provided benef kt 5 and employer contributions, including 
elective deferrals are taken into account. 



The term "average benefit percentage" means, with respect to any 
group of employees, the average of each employee's "benefit 
percent age". 

The term " benefit ageu means the employer-provided 
contributions (including forfeitures) or benefits of an employee 
under all qualified plans of the employer, expressed as a 
percentage of that employee9 s compensat ion. 

Period of Comput at i on Percent ape 

The act provides that each employee's benefit percentage is to be 
computed, at the election of the employer, on the basis of 
contributions or benefits for (a) the current plan year, or (b) a 
period of consecutive plan years (not in excess of 3 years) 
ending with the current plan year. 

The period of consecutive plan years chosen by the employer is be 
uniformly applied and may not be changed without consent of the 
Secret ary. 

Exclusion of Certain Employees 

For purposes of determining whether a plan benefits employees 
under the (a) percentage test, (b> ratio test or (c) satisfies 
the average benefit test, the act generally permits the employee 
to exclude from consideration certain classes of employees. Us 
in present law, employees covered by collective bargaining 
agreements and nonresident a1 iens are excl uded from 
considerat ion. 

Fln employer is to disregard employees in applying the minimum 
coverage rules if all employees who do not satisfy the 
part ici pat ion requirements prescribed by a plan are excluded. 

Rn employer may elect to exclude employees who do not meet 
part icipat ion requirements from considerat ion in determining 
whether any plan of the employer meets the percentage or ratio 
test if they are covered under a separate plan of the employer 
which meets either of the new coverage tests. In addition, the 
employer may take into account all employees or, alternatively, 
can exclude only those employees who have not satisfied the 
minimum age and service requirements (with respect to a plan with 
the lowest age and service requirements for any plan), for 
purposes of determining the average benefit percentage in ~ 

applying the average benefits test. 

The act permits an employer to elect to test all excluded 
employees separately even if such employees are not covered by a 
separate plan. Fllternatively, an employer may elect to test one 
group of excludable employees separately without testing all 
excludable erflployees separately if such group is defined in a 
nondiscriminatory manner si~lely by refer-ence t c i  the age ilt- 

service req uirernent . 



Line of Business Exception 

The act generally requires the percentage test, ratio test, and 
the average benefit test be satisfied on an agqregate basis. 
However, exceptions are provided for an employer who establishes 
to the satisfaction of the Secretary of the Treasury that the 
employer operates separate lines of business or operating units 
for b o w  f ide business reasons. R plan maintained for employees 
in one line of business or operating unit may satisfy the 
coverage requirements separately with respect to those employees 
provided certain requirement are met. The act also provider a 
safe - harbor rule which states that a line of business will be 
treated as a separate line of business if it is a separate, self 
sustaining unit and it has (1) at least 50 employee who do not 
perfom service for any other line of business; (2) the employer 
notifies the Secretary of the Treasury that the line or business 
is to  be treated as a separate line of business and (3) the 
employer receives the Secretary's approval, 

However, if the highly compensated employee percent age is not 
less than one-half and not more than twice the percentage of all 
employees, the employer may be considered a5 having a band fide 
business reason far operating separate lines of business without 
receiving the approval of the Secretary of the Treasury under 
(31, The term "hi qhl y compensated employee percentaqe" (as 
defined by IRE § 414(q) means the percentaqe which highly 
compensated employees performing services for the line of 
business are of all employees per-forming services for the line of 
business. The highly compensated employee percentage of a 1 ine 
c ~ f  business will be tr-eated as not less than one-half of the 
percentaqe af all er~~ployees of the employer who are highly 
eomgensated if at least 1 0  per-cent of all high1 y-rompensated 
emp1'oyees of the employer are employed by the line of business or 
operating unit. Qrj opey-ating unit in a separate geographic area 
operated separately for a bond fide business reason will be 
consider-ed to be a separate line of business. 

The separate line c ~ f  business exception wi 1 1  n o t  apply in the 
case of arr affiliated service gr-aup. 

S~ecial Rules For Certain Dispositions and Requisitions 

The act contains special transition rules for employers who 
become or ceases to be a member of a cantrolled group or 
affiliated s e ~ v i c e  group.. During the transition period, the 
coverage rules will be deemed satisfied provided that (1) the 
ccaverage rules were satisfied immediately before the acquisition 
or disposition, and (21 the coverage under the plan does not 
change significantly during the period beginning on the date of 
the acquisition or disposition and ending on the last day of the 
first plan year beginning after the acquisition or disposition. 



Special Rules for Tax Credit ESOPs 

G tax-credit employee stock owner plan (ESOP) that is the only 
plan of an employer will be treated as meeting the minimum 
coverage requirements if: (1) the plan benefits 50 percent or 
more of all employees who are eligible under a nondiscriminatory 
classification under the plan and (21  the sum of the amounts 
allocated to each participant's account for the year does not 
exceed two percent of the compensation of that participant for 
the year, 

Eliqible to Contribute 

The act provides than an employee generally will be treated as 
benefiting under the plan only if the employee is a participant 
in the plan for purposes of the minimum coverage test. However, 
in the case of a cash or deferral arrangement {Code Section 
40l(K)) or the portion of a defined contribution plan to uhich 
employee contribution and employer matching contributions are 
made (Code Sec. 401 Cr17) 1, an employee will be treated as 
benefiting under the plan (other than for purposes of the average 
benefit percentage component of the average benefit test) if he 
or she is eligible to make contributions to the plan. 

Sanct ion . ' 

The act provides that a plan that does not satisfy the new 
coverage rules will be treated as exempt from tax only with 
respect tct the employees that are not high,] y compensated. 
High1 y compensated employees wi 1 1  be taxed or) the present value 
of  their eri~ployer-derived vested accrued benefits and income on 
any subsequent cuntributionc to the extent such amounts have not 
previously been taxed. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The pr-ovisians are gener-ally effective for- plan years on or after 
January 1 1989. 

For- plans maintairied pitrsuant to a cclllective bargaining 
agreement between employee representatives and one or more 
employers ratified before March 1, 1966, the act is not effective 
for plan years beginning before the earlier of (1 )  the date on 
which the last of the collective bargaining agreements terminates 
or (2) January 1, 1991. 

REVENUE IMPRCT OF CONFORMITY TO FEDERQL LQW 

The Joint Committee on Taxat ion est iniates revenue gains for the 
nation of less than 85 million annually. Based on this pr~jected 
low level of impact for the nation, conformity would result in 
minor revenue gains, less than BEOU, 000 annual 1 y ur~der- the 
Personal I ncor~ie Tax  Law- 
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P R R E N T  CRLIFORNIFI LRCJ (Sec. 17501 arid 23701) 

California has conformed to federal law where a qualified plan is 
rrrquiwd to meet nondiscrimination requirements which ensure, that 
a plan does not favor employees who are officers, shareholde.rs;, 
or highly compensated as to coverage and as to contributions and 
benefits provided under the plan. 

However, no coverage or nondiscrimination rules prohibit a 
tax-exempt charitable, educational or religious organization or 
state or local educational employer9 s tax sheltered annuity 

i 
program from favoring high 1 y compensated employees. 

NEW FEDERRL LCIW (Sec. 4031 

The act generally applies the coverage and nondiscrimination 
I 

rules that apply to qualified plans (as modified by the act) to 
nonelective and matching contributions or benefits of 
tax-sheltered annuity programs other than those maintained by a 
ch u r ~ h  . , 

The term church is defined to include a church under the Internal 
Revenue Code 501 (c) (3)  or a qua1 if ied church-control led 
organization. These terms generally have the same meaning as 
they do for purposes of exclusion from SEER and FICR taxes (Sec. 
1402 and 31211. 

The applicable rules are those that relate to the minimum 
coverage requirements under 410(b), the exclusion of employees 
not meeting the age' and service requirements under 401 (a) (4>, the 

I 

line of business except ions under 401 (a) (51, and the addieiondl 
participation requirements under 401 (a) (26). These rules, 
however, will not apply to contributions made under salary 
reduct ion agreements. - 

Minimum Coveraoe Reauirements 

Fls under a qualified plan, the act provides that a tax-sheltered 
annuity program (other than those maintained by a church) must 
pass one of the following tests: (1) at least 70 percent of all 
non-highly compensated employees are covered by the plan 
(percentage test) ; (2) the percentage of non-highly compensated 
employees cowered is ad least 70 percent of the highly 



compensated employee covered (ratio test); or (3)  the group of 
employees covered by the plan satisfies the non-d iscrimantory 
classification test- 

FI tax-sheltered program, standing alone, fai 1 ing to satisfy any 
of the above tests may elect to treat the tax-sheltered annuity 
program, and a qualified plan or other tax-sheltered annuity 
program as a single plan solely for purposes of demonstratinq 
that the tax-sheltered annuity program satisfies the minimirn 
coverage requirement but only if the aggregated arrangement does 
not provide contributions that discriminate in favor of highly 
cornpensat ed emp 1 oyees. 

However,. a tax-sheltered annuity program may not be aggregated 
with a qualified plan for purposes of determining whether the 
qualified plan satisfies the applicable coverage and 
nondiscrimination rules, including the average benefit test. 

Excludable Employees 

The act excludes the same categories of employees In applying the 
coverage rules to tax-sheltered annuities as those applying to 
qualified plans, except that, an employee student who normally 
works less than 20 hours a week may also be excluded. 

This rule only applies if the employer excludes all students 
working less than 20 hours. 

Employers ~ub.i'ect to the Nclndiscrirflirrat ion Rule 

The act provides that all employers eligible to sponsor a 
tax-sheltered annuity progrartl (other than those rt~sintained f a r  
church employees) are subject to the nondiscriminat i o n  rules 
added by the act. In addition, the other nundiscrirflinatian rules 
regarding aggregation of employers and testing on a 1 ine of 
business or uperat ing unit basis are to apply under r u l e s  
prescribed by the Secretary. 

Elective Deferral's 

The act provides that special coverage and rtond iscrirflinat ion 
rules apply to the elective deferrals permitted ur~der a 
tax-sheltered program. 

-- me elective deferrals permitted are those under a salary 
reduct ion agreement providing for contributions over $20v, if the 
option to make elective deferrals is made available to all 
employees of the entity sponsoring the tax-sheltered program. 

In applying the special test for deferrals the following 
employees may be excluded; (1) any employee who is a participant 
in an eligible deferred compensation plan, qualified cash or 
deferred arrangement of the organization or another tax-she1 tered 
annuity; (2) any nonresident alierc with the U. S. s~:~urce earned 



incsme; and (3) student that normally work less than 2v hours a 
week. 

EFFECTIVE DRTE OF FEDERAL PROVISIONS 

The provisions are generally effective for plan years on or after 
January 1, 1989. 

Fl special effective date applies to plans maintained pursuant to 
a collective bargaining agreement. 

REVENUE IMPQCT OF CONFORMITY TO FEDERRL LRW 

No specific estimate was made by the Joint Committee on Taxation 
for this particular item indicating a very minor or negligible 
impact far the nation. Rny revenue impact that would occur under 
state conformity would also be negligible 
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CURRENT CRLIFORNIFI LBW (Sec. 17501 and 17510) 

California has conformed to federal law where an employer may 
rjssignate two or more plans as a single plan for purposes of 
rptisfying the minimum participation coverage requirements 
applicable to qualified plans. 

If several plans are designated as a single plan, the plans 
(considered as unit) must be provided fur the exclusive benefit 
of employees and also must provide contributions or benefits that 
do not discriminate in favor of highly compensated employees, 

Rev. Rul. 81-202 provides guidance that may be applied to 
determine whether the. amount of employer-derived benefits or 
contr-ibut ions provided under- several plans discriminate in favor 
of highly compensated employees by providing a means of comparing 
the benefits or- contr-ibutions of different plans. This ruling 
a1 lows either cuntri but ions or- benefits to be compared regardless 
of the type of plan involved. 

The act provides that a p l a n  is nut a qualified plan unless it 
benefits the lesser- of (a) 50 employees or- ( b )  40 per-cent of all 
of an eraplclyet-s nonexcl udable employees. The requit-ernent may not 
be satisfied by aggregating comparable plans nor can the $est be 
applied on a line of business or operating unit basis. 

Multiemployer plans are qenerally exempt from the minimum 
part icipat iun requirement, however plans covering professionals 
or1 unions for professionals (e. q., dockers, lawyers) are not . 

exempt, 

In the case of a cash or deferred arrangement (401 K plan) sr the 
portion of a defined cctntribution plan in which employee 
contributions or employer matching contributions are made under 
Code Sec, 401Cm1, an employee will be treated as benefiting under 
the plan if the efnployee is eligible to make contributions to the 
plan. 



Rddit ional Particiuat ion Requirements 

The act provides that the same categories of employers may be 
disregarded in applying the minimum participation rules as are 
excluded for purposes in applyinq the general coverage, In the 
case of a plan covering only employees included in a unit o f  
employees covered by a collective bargaining agreement, all 
employees not included in such a unit for purposes of the 
minimum participation rule may be disregarded, 

The act also explains haw the minimum participation rules apply 
with respect to coverage of employees who could be excluded under 
the age or service rules from participation in a qualified plan. 
Generally, the excludable employees will not be considered in the 
application of the minimum participation rule, However, these 
excludable employee must be taken into account if: 

1 the benefits for such excludable employees are provided 
under the same plan as benefits for other employees, 

2 the benefitsprovided tosuchexcludableemployeesare 
not greater than comparable benefits pr-ovided to other 
employees under the plan, and 

3, any highly cornpertsated employee (within the meaning of 
section 414(D>) is included in the group of such 
excludable employees fc~r- more than ore year. 

Waiver o f  Excise Tax an Reversions 

Under section 4980 art excise t a x  of 10 percer~t of the amount of 
any employer- t-evet-sitln fronl a qua1 if ied plan is to be intposed on 
rever-sions occur-r-ing or, or after- January 1, 1966, 

The act provides that a plan may be terminated withactt having the 
1U percent excise tax imposed 
employer for a plan that does 
par-ticipation rule if ( 1 )  the 
1986, (2) the plan would fail 
minimum participation rule if 
6 ,  1986, and (31 there is no 
liabilities from, the plar~, 0 3  

plan, after Ruqust 16, 1986. 

on the reversion of assets to an 
nut comply with the minimum 
plan is in existence on august 16, 
to meet the requirements of the 
such rule were in effect on R u q u s t  
transfet- of  assets to, or 

,- merger- or spinoff involving the 

In determining the amount of the employer reversion, the present 
value of the accrued benefit of any highly compensated employee, 
is to be determined by using an interest rate that is equal to 
the maximum interest rate that may be used for purposes o f  
calculating a part icipantT 5 accrued benefit under sect ion 
411 (a) (11) CBI. 

In addition, the art pr-ctvides a special rule for- plans which may 
not terminate under- title IV  of the Employee Retirement Income 
Secur-ity of 1'374 before the fir-st year- ' s  tc l  which the additional 



minirnunl participation rule would apply. The special rule, to the 
extent provided in regulations prescribed by the Internal Revenue 
Service, provides that the excise tax waiver will apply before 
the first year in which the plan is able to terminate. 

EFFECTIVE DRTE OF FEDERFIL PROVISIONS 

The provisions are effective for plan years beginning after on or 
after January 1, 1989. 

- 
, ', . . 
For plans maintained pursuant to a collective bargaining 
agreement between employee representatives and one or more 
employers ratified before March 1, 1986, the act is not efJfect ive 
'for plan ycrvs beginning before the earlier of (1) the data on 
which the ' last  of the collective bargaining agreements terarinatcs 
or 4 2 )  January 1, 1991. 

REVENUE IMPQCT OF CONFORMITY TO FEDERRL LRW 

No specific national estimate was developed by the Joint 
Committee an Taxation for this particular provision indicating a 
very minor or negligible impact for the nation. Qny revenue 
impact that would occur under conformity would be negligible, 
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CURRENT CFlLIFORNIFl LCSW (Sec. 17501 1 

California has conformed to federal law which provides vesting 
standards to ensure that employees with substantial periods of 
service with the employer do not lose plan benefits upon 
separat ion from employment. 

One of the requirements under the code is that an 
employer-provided benefits vest at least as rapidly under one of' 
the following 3 alternative minimum vesting schedules: (1) full 
vesting is required upon completion of 10 years of service (no 
vesting is required before the end of the 10th year), (21 vesting 
begins at 25 percent after completion of 5 years of service and 
increases gradual ly to 100 percent after cori~plet ion of 15 years 
of service, (3) requires 50 percent vesting after 5 years of 
service, when the sum of age and years of service in 45, an 
additional 1 0  percent vesting for each additional year of 
service, until 100 percent vesting is attained after 15 years of 
service (commonly known as the rule o f  45). These vesting 
requirements also apply to multiemployer plans. 

Fl more rapid vesting schedule may be required fur an otherwise 
qualified plan if it is determined that there has been a pattern 
of abuse under the plan tending to discriminate in  favor o f  
employees who are officers, shareholders, or highly compensated, 
or if there has been or there is reason to believe there will be 
an aecrual of benefits or forfeitures under the plan tending to 
discriminate in favor or officers, shareholders, ur highly 
compensated employees. 

For top-heavy plans, an employee's right to accrued benefits 
become nonforfeitable (vested) under the following 2 schedules: 
(1) full vesting after completion of at least 3 years of service, 
or (2) 20 percent vesting after 2 years of service , 40 percent 
at the end of 3 yearti of service, 60 percent at the end of 4 
years of service, BU percent at the end of t; years of service, 
and 100 percent at the end of 6 years of service. 

Rn alternative vesting method is also allowed for class plans 
which are prof it-sharing, stock bonus, or money purchase plans 
that provide for the separate vesting of employee's rights to 
contributions on a year by year basis. The vesting requirements 
for class year plans are satisfied i f  each enipiayee9s right to 



benefits attributable to employer contributions become 
nonforfeitable before the fifth year following the year the 
contri but ion was made. 

In addition, a qualified plan may be amended to change the 
vesting schedule provided that (1) the new schedule does not 
reduce any employee9 s vested interest under the old schedule, and 
(2) employees with at least five years of service can elect to 
have the non-forfeitable percentage of their benefit accruals 
calculated under the old schedule. 

NEW FEDERRL LRW (Sec. 410.411) 

The act provides that an employer-provided benefit under a 
qualified plan (other than multiemployer plan) would have to vest 
at least as rapidly as under one of the following two vesting 
schedules: (1) full vesting is required upon completion of five 
years of service (5  year vesting) ; or (2) vesting must begin at 
20 percent after completian of three years and increase by 20 
percent per year, unt i 1 full vesting occurs after seven years of 
service (3  to 7 year vesting). 

The act also requires the following additional vesting standards 
for the plans listed below: 

1. Multiernployer Plan - Fln employee who (aj le covered by 
a collect ive-bargaining agreement and ( b)  has completed 
at least 10 years of service will have a nonforfeitable 
right to 100 percent of his or her accrued benefit 
derived from employer contributions. 

2. Top-Heavy Plans - H plan that becomes top heavy is 
required to satisfy one of the two alternative vesting 
schedules applicable under present law to top-heavy 
plans (either 3 year vesting or 2 to 6 year vesting). 

3. Classyear plans-Ci plan will meet thequali'fication 
standards only if ,under the plan' s vesting schedl-lle, a 
part ici pant' s total accrued benefit becomes 
nonforfeitable under either the new 5 year or 3 to 7 
year vesting as specified in the act. 

Chanues in Vest ins Schedule 

The act also modifies the rules relating to the ehanges In the 
vesting schedules. Fln employee with less than 3 years of service 
(instead of 5 years) must be able to elect within a reasonable 
period after t h e  adoption of the amendment to have their benefit 
accruals calculated under the old schedules. 

Vest inn Eliaibilitv Rule 

The act provides that a plan may require, as a condition of 
participation, that an employee complete a period of set-vice with 
the employer of not more than two years (instead of s years). 



Qlso, a plan that requires an employee to complete more than one 
year of service as a condition of participation must also provide 
for full and immediate vesting of the accrued benefit at the time 
of accrual. 

EFFECTIVE DRTE OF FEDERQL PROVISIONS 

The provisions are generally applicable for plan years on or 
after January 1, 1989 with respect to participants who perform at 
least one hour of service in a plan year to which the new 
provisions apply. 

I 

Special effective dates apply to plans maintained pursuant to a 
c o l l e t i v e  bargaining agreement. Under this special rule, in the 
case of a plan maintained pursuant to a collective bargaining 
agreement ratified before March 1, 1986, the amendments are not 
effective for plan years beginning before *he earlier of (1) the 
date on which the last of the collective bargaining agreement 
terminates, or (2) January 1, 19'31. 

REVENUE IMPRCT OF CONFDHdITY TO FEDERQL LQW 

Nu identifiable revenue impact can be attributed to this change 
in the vesting of pension plans. 

It ie possible that some employers will drop plans or reduce 
contributions result ing in smal ler expense deduct ions but the 
size of revenue gains from this reaction is indeterminable. 
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CURRENT CFILIFORNIA LFLW (Sec. 17501 ) 

California has conformed to federal law which provides that a 
plan is not considered qualified unless contributions or benefits 
do not discriminate in favor of employees who are officers, 
shareholders, or highly compensat ed. 

6enerally, in applying the nondiscrirnination to benefits under a 
plan, the benefits that are provided by the plan for highly 
compensated participants (as a percent age of their compensat ion), 
is compared to the benefits that are provided for other 
participants. A similar test may be applied to employer 
contributions. 

However, in determining whether defined benefit pension plan 

) 
benefits (as a percentage of compensation) discriminate in favor 

/ of employees who are highly compensated, the portion of each 
employee's social security benefits that is considered to be ,3aid 
by the employer may be taken jnto account. For this purpose 
social security means old age, survivors, and disability 
insurance (OASDI) benefits provided unaer the social security 
system. 

The fa1 lowing are Internal Revenue Code Sect ions which provide 
guidelines on the methods of integrating plans: 

1. Section 401(e) - Provides guiaance in calcuiating the 
maximum amount of social security benefits that may be 
taken into account. 

2. Section 4iIi(a)(25) - Prevents increases in social 
security benefits after an employee3s separation from I 

service. I 

3. Section411(b)(l)(G) -Provides that an employee's 
accrued benefit under a defined benefit plan may not be 
reduced on account of any increase in the employee's 
age or service. 

4. Section 441 (d) (b)  - Provides that, with limited 
exceptions, the accrued benefit of a participant may 
not be decreased by plan amendments. 



Fi plan is referred to as an integrated plan if it meets the 
nondiscrimination standards of the code and if social security 
benefits are taken into account, 

The basic theory of social security integration in a pension or 
profit-sharing plan is that the employer may provide an increased 
benefit, based upon compensation, above the taxable wage base for 
those employers whose benefits under Social Security are limited 
by the taxable wage base. Either benefits or contribution under 
r plan may be integrated, 

Inteuration of Defined Benefit Pension Plans 

Two basic approaches to integrat ion of defined benefit pension 
plans have been developed: (1) the "offset approach", and (2) 
the "excess approach", The basic concept is to convert the value 
of the benefits provided by the plan into the value of comparable 
benefits provided by the Social Security Act in orcler to show 
that a plan is not discriminatory. 

Offset Plans 

Fln offset plan is a definecl benefit plan that integrates under 
the offset approach. Fln offset plan initially provides each 
employee with an annual pension benefit which (as a percentage of 
compensation) does not discriminate in favor of highly 
compensated employee. For each employee, this initial benefit is 
then reduced, or offset, by the employer-provided port ion of that 
employee9 5 social security benefit to arrive at the actual 
pension benefit under the plan. 

In 1971, the Internal Revenue Service determined the value of 
employer-provided social security benefits is equal to d3 1 /3  
percent of the annualized primary insurance amount ( P I P I )  to which 
an employee is entitled under Social Security Rct. 

In addition, the 83 1/3 percent factor is to be reduced if an 
offset plan provides employees with integrated ancillary benefits 
(e.q,, normal retirement benefits not in the form of an annuity, 
pre-ret irement death benefits, and early ret irement benefits). 

Excess Plans 

Excess plans are pension plans that integrate under the excess 
approach. The basic theory underlying the excess approach is 
that the social security system provides benefits based on only a 
certain pot-tisn of employee earnings. Cin excess plan properly 
integrates if the benefits with respect to compensation in excess 
of the integrated level are not greater (as a percentage of pay) 
than the benefits provided by social security or compensation up 
to the integrated level. 

The Internal Revenue Service determined the employer-provided 
portion of benefits under social security averages 37 i/Z percent 



of the average annual maximum wages on which social security 
benefits are based (covered compensation). 

Rn excess plan may provide benefits at a higher rate than 37 112 
on pay above the level of covered compensation if a plan provides 
brmfits on compensation up to covered eorapensation. However, 
the rate above covered compensation cannot exceed the benefit 
rate (on covered compensat ion) by more than 37 1/2 percent. 

Under an excess plan an ad justmgnt to the 37.5 percent factor 15 
required only if: 

1. . The plan has integrated ancillary benefits, 

2. The plan uses an integrated wage level higher than 
covered compensat ion. 

3. The participants final average compensat ion is . 
determined on the basis of a period shorter than five 
consecutive years. 

FI defined benefit plan formula may be either' a flat benefit 
formula or a unit benefit formula under which the benefit is 
based on the number of an employee's years of service with the 
employer. 

Under present law, the integration rules allow an employer to 
implicitly take credit far the Old Qge Security and Disability 
Insurance (OFISDI) contributions of former employers of an 
employee since those benefits are earned over the entire working 
career of the employee. 

Inte~ration of Defined Contribution Plans 

Defined contribution plans are integrated by taking into account 
the employer-paid,portion of social security taxes. Since 1983, 
an employer has been.able to integrate a defined euntribution 
plan by reducing contributions on behalf of an employee by no 
more than an amount equal ta the empioyee9s taxable wage base 
multiplied by the act.ua1 OQSUI t a x  rate. 

Top Heavy Plans 

FI qualified plan that is top-heavy must provide a minimum 
nonintegrated benefit or contribution derived from employer 
contributions for each non-key employee who is a participant to 
the plan. F) plan is considered to be top-heavy if more than 60 
percent of the benefits it provides are for key employees. 

R defined benefit pension plan satisfies this minimum benefit 
requirement if (on a cumulative basis] the accrued benefit of 
each participant who is not a key employee (when expressed as an 
annual retirement benef itj is not less than 2 percent of the 
employee's average 'annual compensation from the employer, 
multiplied by the number of the employee's years ot service with 



the employer. However, an employeeq s minimum benefit is not 
required to exci;d'20 percent b* such average-annual' compensation 
and may not be eliminated or reduced on account of the employee9 s 
social security benefits. 

For r plan year for which a defined contribution plan is a 
top-heavy plan the employer generally must contribute on behalf 
of rrch plan participant who is not a key employee an amount not 
leas than 3 percent of the part icipant9 s compensat ion. However, 
if the employee9s contribution rate +or each participant who is a 
key mmplayee for the plan is less than 3 percent, the required 
minimum contribution rate for each non-key employee generally is 
limitd to the highest contribution rate for any key employee. 
The rrquirrd miniwum contribution must be a nonintegrated 
cont ri but ion. 

NEW FEE- LFIW (Scc. 401 1 

The act provides that a plan is not to be considered I 

discriminatory merely because the contribut ions and benefits 
under the plan favor highly compensated employee9s if the plan 
meets the n e w  requirements <i.e., the disparity limits) of the i 
act relating to the integration of contributions or benefits 
u d e r  qualified plans. 

Permitted Disparity in Defined Contribution Plans 

R defined contribution plan meets the disparity limits for 
integrated plans only if the excess contribution percentage does 
not exceed the lesser of 200 percent of the base contribution 
percentage or the sum of (1) base contribution percentage and (2) 
the greater of 5.7 percentage points or the percentage equal to 
the '*ij;brtion of tax imposed on employers under the Federal 
Insurance Contribution Rct <in effect as of the beginning of the 
year) which is attributable to old-age insurance. 

Defined Benefit Excess Plans 

FI defined benefit pension plan meets the disparity limits for 
intmgrated excess plans if ( 1 1  excess benefit percentage does not 
exceed a "maximum excess allowance" (2) any optional form of 
benefit, pre-ret irement benefit, actuarial factor, or other 
benefit or feature under the plan provided with respect to 
compensation in excess of an amount specified in the plan for the 
year is provided with respect to compensation below the 
integration level, and (3) benefits are based on average annual 
cornpensat i bn. 

Maximum Excess Rllowance 

In the case of an exress plan, the "maximum excess allowance" 
with respect to benefits attributable to any year o f  service 
taken into account under the plan is the lesser of (1) tne base 
benefit p@rcentage, or (2.1 3/4 of a percentage point. The 
maximum exress allowance for such a plan with respect to total 



benefits is the lesser of (1) the base benefit, or (2) ,314 of a 
percent age point times the part icipant' s years of service (not in 
excess of 35) taken into account under the plan. 

These limits apply to excess plans that base benefits on final 
average compensation as well as excess plans that base benefits 
on career average compensat ion. In addit ion, the act provides 
that an integrated final pay plan may not base plan benefits on 
less than 3 years of service (or for a participant's full period 
of service, if less). The maximum excess allowance is to apply 
to both a flat benefit final pay plan and a unit benefit final 
pay plan- 

Offset Plans 

The act provides that a defined benefit pension plan will meet 
the integration requirements for offset plans if the plan 
provides that (1) a participant9 s accrued benefit attributable to 
employer contributions may not be reduced (by reason of the 
offset) by more than the maximum offset allowance and (2) 
benefits are to be based an average annual compensation for at 
least the lesser of a 3 year period or the total number of the 
participant's year of service. The term "offset plan" means any 
plan which the employer-provided benefit for each participant is 
reduced by an amount specified in the plan not in excess of the 
maxirnurfl offset allowance for such participant. 

Maximum Offset Rl lowance 

The maximum offset allowance with respect to a participant for 
any year uf service taken into account under the plan is the 
lesser of (11 50 percent of the benefit that would have accrued 
without regard to the offset reduct ion, or (2) 3/4 percent of the 
participant9 s final average compensat ion times the part icipant7 s 
years of service with the employer (not in excess of 35) taken 
into account under the plan. 

Reduct ion of the 3/4 Percent Factor- 

The IRS is directed to prescribe regulatior~s requiring the 
reduction of the. 3/4 percent factor in the maximum excess 
allowance for plans (both final average and career average plans) 
using integration levels'in excess of covered compensation. FLny 
reductions are to be based on the percentages of compensation 
replaced by the employer-derived portions of primary insurance 
amounts under the Social Security Rct for participants with 
compensation in excess of covered compensation. 

Other Definitions and Special Rules 

The tern1 "average annual compensation" means the greater of (1) 
t h e  part icipantsT final average compensat ion (without regard to 
the limitation that prevents taking into account in any year 
compensation in e~xcess of the Social Security taxable wage Dase 
for such year) or- ( 2 )  the participant7 s highest average annual 



compensation for any other period of at least three consecutive 
years. 

The term "covered compensation" has the same meaning as under 
current law, that is, with respect to an employee, the average of 
the taxable wage bases in effect for each year during the 35-year 
period ending with the year the employee attains age 65, assuming 
no increase in the taxable wage base for years after the current 
year and before the employee actually attains age G5- 

The term "integration levelI1 is the dollar or formula amount of 
compensation specified under the plan at or below which the rate 
at which contributions or benefits are provided (expressed as a 
percentage) is less than such rate above such amount- The 
integration level may not exceed the contribution and benefit 
base under %he Social Security Rct (that is, the taxable wage 
base) in effect at the beginning of the plan year (942,000 for 
plan years beginning in 1966). The integration level must apply 
with respect to all participants, 

The IRS is directed to provide rules under which an excess plan 
may use two or more integrat'ion levels. 

I 

For years beginning after 1385, compensation means compensation 
for service performed for an employer which is currently 
includible in gros5 income. The IRS m a y  prescribe regulation for 
the determination ~f the compensatiqn of an employee who is a 
self-employed individual based on the foregoing rule. The IRS 
also may provide for aiternat ive methods of determining 
cornpensat ion which may be used by an employer except that these 
regulations must provide that an employer may not use the 
alternative method if its use discriminates in favor of highly 
compensated employees. A ~ I  ernplayer may elect to include as 
compensation any amuunt which is contri buted by the employer 
under a salary reduction agreement and which is not includible In 
the ernp l myee3 s gross income. 

The act also provides a special rule for plans maintained by 
railroads which provides that benefits of rai lroad employees are I 

to be computed by takinq into account their benefits under the 
plan, their Tier 2 Railroad Retirement Benefits and any 
supp.lernenta.1 annuity under the Rai lroad Retirement Uct of 1974 in 
determining whether the plan meets the integration requirements. 

EFFECTINE DQTE OF FEDERUL PROVISIONS 

- 
The provisions are effective for plan years beginning on or after 
January 1, 1989. 

U special effective date applies to plans maintained pursuant to 
a collectivr bargaining agreement. Under this special rule, in 
the case of a plan maintained under a collective bargaining 
agreement ratified before March 1, 1985, the minimum coverage 
rules are not effective fur plan years beginning before the 
.earlier of (1) the later of (a) January 1, 1383, or (bj the date 



i on which the last of the collective bargaining agreements 
terminates, or (2) January 1, 1991. However, extensions or 
renegotiations of the collective bargaining agreement ratified 
after February 28, 1986, are disregarded. 

REVENUE IMPQCT OF CONFORMITY TO FEDERQL LQW 

No specific national estimates w e r e  developed by the Joint 
Committee on Taxation for this provision indicating a very mikr 
or negligible impact for the nation. Any revenue impact that 
would occur under state conformity would be negligible. 



Title XIBG: Pensions and D e f e r r e d  Compensation 

QCTION: RPPLY G UNIFORM BENEFIT FICCRUQL RULE 7Ci R 
QUBLIFIED DEFINED BENEFIT PLRN 

fict Sect ion 1 1 la Conference Report Page 440 

Form 540 Line No. N/Q Form 160 Line No. N/# 

CURRENT CRLIFORNIR LAW (Set- 17501) 

California has conformed to federal law which provides additional 
qualification requirements for plans that primarily benefit an 
employer3 s key employees (top heavy plans). These add i t ional 
requirements (1 1 1 imit the amount of a part icipant9 s compensat ion 
that may be taken into account; (21 require more rapid vesting; 
(3) provide minimum nonintegrated contributions or benefits for 
plan participants who are non-key employees; and (4) reduce the 
aggregated 1 imit on contributions and benefits, Thus, the 
employer ml-1st first determine whether the plan is top-heavy, and 
if so, whether it meets the special qualification requirements 
for top-heavy plans. 

Top-Heavy Plan Calculation 

R defined benefit plan or a defined contribution plan is 
considered to be top heavy if- for the determination date, the sum 
of the prfsent values of the key employees5 cumulative accrued 
benefits under the defined benefit plan within the aggregated 
group and key employeesT account balances under defined 
eontri but ion plans within the aggregation group exceed bO percent 
of these amounts for all participants in each aggregated plan. 

Qccrued benefits 

In gerter-al, a def iried benefit pertsior~ plan is cunsiaered 
qualified if the  participants accrue benefits at a rate that 
meets one of three alternate schedules which provide the extent 
that an employer may defer (i.e., "backload") benefit accruals. 

However, irl determining whether a qualified plart is top heavy, 
cumulative accrued benefits are calculated using the benefit 
accrual method selected by the plan. 

NEW FEDERRL LRW (Sec. 4 i t ; (q>  ( 4 )  ( F ) i  

The act provides that if an employer uses the same accrual method 
for all plans, then that method may be used to determine whether 
a plan is top heavy. 

However, a uniform accrual rule 1s to be usea In testing whether 
a qualified plan is t~ztp heavy ior super top heavy as defined 



under IRC 416(h)) ) when all of the employer's plans do not use 
\ the same method of accrual. This uniform accrual rule is termed 

the fractional benefit accrual rule which provides that each 
participant's accrued benefit at the end of any year must be at 
least equal to an amount determined by dividing the participant's 
years of participation by the total number of years of- 
part icipat ion to normal ret irement age. 

FI plan will be top-heavy if, as of the determination date, the 
present values of the cumulative accrued benefits for 
participants who are key employees exceeds 60 percent (90 percent 
for  super top-heavy plans) of the present value of the cumulative 
accrued benefits for a1 1 employees under the plan. 

EFFECTIVE DRTE OF FEDEHQL PROVISIONS 

The provision is effective for plan years beginning oh or after  
January 1, 1987. 

REVENUE IMPRCT OF CONFORMITY TD FEUEhRL LRW 

No specific national estimate was developed by the Joint 
Committee or]. Taxation for this particular provision indicating a 
very minor or negligible impact for the nation. Flny revenue 
impact that would occur under state conformity would be 
negligible. 



Title X T B 7 :  Pensions and Deferred Compensation 

fiCTION: CRERTES UNIFORM RULES FOR FOHFElTURES UNDER 6 
DEFINED CONTRIBUTION PLnN 

A c t  Section 1119 Conference Report Page 442 

Form 540 Line No. N/FI Form 100 Line No. N/R 

CURRENT CFILIFORNIR LFIW (Sec. 17SC)l) 

California has conformed to federal law in the treatment of 
forfeitures in a defined contribution plan. 

In a defined contribution plan that is not a money purchase 
pension plan (such a5 a profit'sharing or stock bonus plan), 
forfeitures may be reallocated to the remaining participants 
under a formula that does not discriminate in favor of employers 
who are officers, shareholders, or highly compensated. These 
reallocations result in an increase in the benefits ot the 
remaining participants. Rlternatively, the forfeitures may be 
used to reduce future employer contributions or to offset plan 
administrative expenses. 

In a money purchase plan, forfeitures must be Used to reduce 
future employer contributions or to offset plan administrative 
expenses and may not be reallocated t~ the remaining 
participant 5. 

NEW FEDERRL LFiW (Sec. 401) 

The act provides that forfeitures arising in a defined 
contribution plan (including a money purchase pension] plan may 
be either reallocated to rerflaining participants in a 
nand i scrirflinat ory manner or used to reduce future employer 
contributions or administrative costs. 

EFFECTIVE DGTE OF FEDERGL PROVISIUNS 

The effective date of the provision is for plan years beginning 
on or after January 1, 1986. 

REVENUE IMPRCT OF CONiaRPl ITY TD FEDERfiL LRW 

No specific estimate was developed by the Joint Committee on 
Taxation for this particular provision indicating a very minor or 
negligible impact for the nation. Rny revenue impact that would 
occur under state conformity would be negligible. 



I 

, Title XIBB: Pensions and Deferred Compensation 
i 

QCTION: RDOPT 0 UNIFORM DEFINITION OF HIGHLY 
COMPENSGTED EMPLOYEES 

1 R c t  Section 1 1 1 4  Conference Report Page 442 

i 

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

CURRENT CRLIFORNIFI LRW (Sec. 17501) 

California has conformed to federal law. Rn employee who is an 
officer, shareholder, or highly compensated is considered a 
highly compensated individual in whose favor plan benefits may 
not discriminate. 

based on judicial and administrative precedent, the level of 
compensation that makes an employee highly compensated depends on 
the facts and circumstances of each case. 

NEW FEDERRL LRW (Sec. 414) 

The act provides a new uniform definition of highly compensated 
employees that generally appl ies for purposes of the 

) nondiscrimination rules for qualified plans and statutory 
employee benefit plans. 

Art employee is treated as highly compensated w i r ; h  respect to a 
year if, at any time during the year or preceding year, the 
employee ( 1 )  was a f ive-percent owner of the employer; (2) 
received more than 975,000 in annuai compensation from the 
employer; (3) received more than 950,000 from the employer and 
was a member of the top-paid group of employees for the year, 
i. e., the top 2C) percent ctf employees by pay during the same 
year; or (4) was an officer of the employer and received 
cumpertsat ion greater than 150 percent ot the dollar l irflit on 
annual additions to a defined contribution plan. For purposes of 
this fourth category, more than 50 employees (or if lesser, the 
greater of 3 employees or 10 percent of the employees) are 
treated as officers. If 1-10 officer of the employer received 
compensation in excess of 150 percent of the defined contribution 
plan dollar limit, then the highest paid officer of the employer 
is treated as a highly compensated employee. 

In addition, the $50,000 and $75,000 amounts are indexed at the 
same time and in the same manner as the dollar limit on benefits 
under a defined benefit plan. 

C-. R ~ I  exception to the rule is provided for certain employees. 
Specifically, an employee that is not a 5 percent owner or within 

-, - ' ' the top 100 employees by pay for the current year ano was rtot a 
highly curnpensateo employee in the preceding year t wlthuut regard 



to this special rule) will not be treated as highly compensated 
for the year, but will be treated as highly compensated for the 
following year if the employee otherwise falls within the 
definition of highly compensated empl~yee. 

Ton-Paid Group 

The act provides that the following employees may be excluded for 
purposes of determining the size of the top-paid group: 

1, employees who have not completed six months of service, 

2. employees who normally work less than 17 112 hours per 
week, 

3. employees who normally work fewer than six months 
during a year, 

4. employees who have not attained age 21, 

r d. except to extent provided i r ~  regulations, employees who 

are 'included in a unit of employees covered by a bona 
fide collective bargaining agreement, and 

6 .  employees who are nonresident aliens and receive no 
U. S. source earned income. 

For purposes of the excludable employees rule, an employer may 
substitute a shorter period of service or lower age than that 
specified in ( I ) ,  2 ,  (3) or i 4 )  provided that the employer 
applies the test uniformly in determining its top-paid group with 
respect to all its qualified plans and employee benefit pians and 
for purposes of the line of business rules. 

Treat rnent of Famiiv Members 

The act provides a special rule for treatment of famiiy members 
of certain highly compensated employees. Under the special rule, 
an employee whc~ is a family member of (i) either a 5 percent 
owner or one of the top 10 highly compensated employees by 
compensation is to aggregate any compensation paid to them 
including contributions or benefits under the plan made on their 
behalf) with the compensat ion paid and amounts contributed on 
behalf of the 5 percent owner or the highly compensated employee 
in the top 10 employees by pay- Therefore, such family member 
and employee is treated as a single highly compensated employee. 

FI family member is defined as an employee's spouse, parent and 
lineal descendant, or spouse of a parent or lineal descendant of 
the employee. 

Former Empl ovees 

The act provides that a former employee 1s to be treated as 
. high ky compensated if the employee was highly compensated (a) 



upon separation from service or (b)  at any time after the 
employee attained age 55. 

Com~ensat ion 

For purposes of the definition af "highly compensated" employees, 
compensation means the compensation received from the employer 
for the year determined without regard to elective contributions 
to a cafeteria plan, a qualified cash or deferred arrangement 
(401 (k) plan), simplified employment pension (SEP) and employer 
contributions made under a salary reduct ion agreement for 
employees of tax exempt organizations or public schools. In the 
case of a self-employed individual compensation means that 
person's earned income far the year. 

EFFECTIVE DFlTE OF FEDERFIL PROVISIONS 

The new definition of "highly compensated employeell is generally 
effective for years beginning on or after January 1, 1987, except 
to the extent that the substantive rule to which ~t relates is 
effective at a later date. The minimum coverage rules, for 
qualified plans, to which the rules for highly compensated 
employees apply, are effective for plan years beginning after 
December 31, 1988. 

REVENUE ZAPACT OF CONFORMITY TO FEDEhRL LQk 
-- 

) No specific estimate was made by the Joint Committee on Taxation . 
. ._.* for this particular item indicating a very minor or negligible 

impact for the nation. Rny revenue gains that would occur under 
state cunforrnity would also be negligible. 



Title XIC1:- Pensions and Deferred Compensation 

QCTION: PROVIDES UNIFORM MINIMUM DISTRIBUTION RULES 
WITH RESPECT Ta COMMENCEMENT DQTE QND THE 
RMOUNT DISTRIBUTEU 

Rct Section 1121 Conference Report Page 449 

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

CURRENT CFILIFCIRNIA LRW (Sec. 17501 1 

California has conformed to federal law which requires that a 
qualified trust distribute the participant's entire interest no 
later than the participant's required beginning date which 
generally is Rpril i of the calendar year following the calendar 
year in which (11 the participant attains age 70 1/2 or (2) 
participant ret ires, whichever is later. 

However, for 5-percerrt owners anti a1 1 Individual Het irement 
Rrrangement ( I R B )  owners, benefit distributions are required to 
commence at age 70 i / E  without regard to the date the participant 
ret ires. 

In respect to the amount of distributions, minimum distributions 
are required under a qualified plan. Failure to satisfy the 
requirement may disqualify the plan. 

NEbd FEDERRL LRW (Sec. 401.402.408 and 4974) 

The act establ ishes a uniform commencement date for benefits 
under all qualified plans, individual retirement arrangements, 
tax-sheltered annuities, custodial accounts, and unfunded 
deferred compensation plans of State and locai government and 
tax-exempt employers. 

Distributions under a qualified retirement plan must commence no 
later than Rpril d of the calendar year following tne calendar 
year in which the participant or owner attains age 70 1/2, 
without regard to the actual date o f  retirement or termination of 
empl oyment . 
In addition, the sanction for failure to make a minimum - 

requirement distri but ion to a particular participant under a 
qualified retirement plan wi 11 be 50 percent nondeduct ible excise 
tax (in lieu of plan disqualification) on the excess in any 
taxable year of the amount that should have been distributed (the 
"minimum required distribution") over the amount that actually 
was distributed. This tax will be imposed or1 the individual 
required to take the distribution. 



The act also authorizes the Secretary of the Treasury to waive 
the tax if the taxpayer is able to establish that any shortfall 

\ 
between the minimum required distribution for that year and the 
amount actually distributed during the year is due to reasonable 
error and reasonable steps are being taken to remedy the 
shortfall. 

Minimum distribution requirements in any given taxable year are 
to be determined under regulations to be issued by the Secretary 
o f  Che Treasury. 

EFFECTIVE DRTE OF FEDERFIL PROVISIONS 

The provisions generally apply to distributions made on or after 
January 1, 1989, with an exception for (1) distributions made 
pursuant to a designation made in accordance with section Z42 
(b) (2) of the Tax Equity and Fiscal Responsibility Rct of 1982 

I and (2) individuals who are not 5-percent owners and who have 
attained age 70 l/2 by January 1, 1968 who may defer commencement 
of benefit payments. The second exception applies only l f  the 
individual is not a 5 percent owner in the plan year ending in 
the calendar year in which the individual attains age bb I / 2  or 
any succeeding plan year. 

In the case of a plan maintained pursuant to one or more 
callective bargaining agreements between employee representatives 
arid one or more employers ratified before March I, 1586, these 1 - I \  

\ provisions will not apply to distributions to individuals covered 
I 

' by such agreements in plan years beginning before the earlier of: 
(I) January 1, 1991 or ( 2 )  the later of (a) the date on which the 
last of the collective bargaining agreemertts terminates 
(determined without regard tu arty extension after- February 26, 
1'386) or ( b )  January I, 1'369. 

REVENUE IMPQCT OF CONFORMITY TU FEDERAL LQW 

Since ret irertient plan distributions wi 1 1  be governed by the 
change in federal law, revenue effects at the state levei will 
occur directly as a result of the federai change. The magnitude 
of the state budget impact will correspond to the estimates 
below. I .  I 

The Joint Committee on Taxation estimates minor revenue gains for 
the nation of l ess  than 85 million annually. Based on the 
projected low level of impact for the nation, this provision 
would result in minor revenue gains annually of less than 
8200,000 under the Personal Income T a x  Law. 

This estimate does not reflect the excise tax provisions. I 



Tit l e  X I C i 2 :  P e n 5 i o n s  and Deferred Cornpensat ion 

RCTION: PROVIDE UNIFORM WITHDRRWRL RESTRICTIONS RND 
EXTEND THE TQX ON PREMRTURE DISTRIBUTIONS T O  
GUQLIFIED CASH RND DEFERRRL QRRRNGEMENTS 

act Section lllGb, 1123, 1124 Conference Report Page 452 
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CURRENT CCILIFORNlFl LRW (Sec. 17082 and 175071 

California has conformed t o  federal law where benefits may be 
distributed to a participant in a qualified pension plan only on 
account of plan terminaf ion or the employee' 5 separation from 
service, di'sability or death, 

Withdrawal Restrictions 

Under present law plans are subject to different restrictions for 
early withdrawals, These plan restrictiorrs (other than plan 
restrictions for a qualified pension plan) are listed below: 

1 .  Qualified profit-sharing or stock bonus plans - 
Withdrawal of employer contributions are permitted 
after the expiration o f  a skated period o f  time (e.g,, 
2 years or lclnget-i i ~ r  after the occurrence of a stated 
event (e. g. ,  hardship) - 

' S  

C. 

c . Qualified cash or- deferred arrangement - 
R participant is perr~~itted to withdraw elective 
deferrals (or earning on such deferrals) only if the 
participant dies, becomes disabled, separates from 
set-vice, Lit- (except ir~ the case of a pr-e-ERISB money 
purchase p e n s i c ~ n  plan) attains age 59 l/Z or encounters 
har-dsh i p. 

3, Q tax-sheltered annuity pr-ogk-am invested in a custodial 
account of a regulated investment company (i. e. , mutual 
fund)  - 
an account owner is permitted to make withdrawals when 
the owner attains age 59 112, dies, becomes disabled, 
separates from service or encounters financial 
hardship. 

4. Tax-sheltered annuities - 
Rmounts invested in tax-she1 tered annuities are not 
subject to any withdrawal restrict ions, 



Rdditional Income Tax on Early Withdrawals 

Under California law, a 2 l/2 percent additional income tax i s  
imposed on withdrawals from an individual retirement arrangement 
(IRR) or from a qualified plan ( b y  or on behalf o f  5 percent 
owners) before the owners attain the age of 59 112, dies, or 
become disabled. This differs from federal law which is a 10 
percent additional income tax. 

NEW FEDERRL .LW (Sec. 408F and 721 

In general the act revises the withdrawal restrictions on 
distributions and extends the 10 percent additional income tax to 
early withdrawals made by a participant from a qualified cash and 
deferral arrangement (including a tax-sheltered annuity)- 

Withdrawal Restrictions 

The act provides that a qualified cash or deferred arrangement 
may make distributions on account of the plan's termination 
(provided no successctr plan is established) as well as on account 
of the employee's death disabi 1 ity, separation from service, or 
(except in the case of a pt-e-ERISR money purchase pension plan) 
attainment o f  age 59 1/2, In addition, distributions may be made 
on account of the sale i~f substantially all o f  the assets used by 
a corporation in its business if the employee continues in 
employment with the pur-chaser. 

Distributions clrt account of hardship at-e permitted only to the 
extent of an emp:oyee7c  elective deferrals. H-ardship withdrawals 
are not per-mi t ted f r-ctm inconle on any cont r-i but i ons or- from 
employer matching or nonelective employer contributions taken 
i rrto account for- pur-pclses of the special rsondiscri rni nat i cr test. 

Tax-Sheltered Onnuit ies - The withdrawal restrictions currently 
applicable to tax-sheltered custodial accounts general ly are 
extended to other- tax-sheltered arlrtuit ies. Thus, early 
distributions from a tax-sheltered annuity are prohibited unless 
the withdraws: is made on account of death, disability, 
separation from set-vice, or- attainn~ent of age 59 1/2. In 
addit ion, the act per-rt~i ts withdrawals on account of hay-dshi p f ron1 
a tax-sheltered annuity or custodial account but only to the 
extent of the contributions made to a salary reduction agreement 
(does not include earning on contributions). 

For both a qualified cash or deferred arrangement and 
tax-sheltered annuities, the present-law standard defining 
"hardshipa' for purposes of a qualified cash or defined 
arrangement will apply. 

Qddit ional Incor~ie Tax on Early Withdrawals 

The 10 percent additional income tax currently imposed on early 
withdrawals from an I R R  by the c~wner- pr-ior to the attainment of 
55 1/E, death, or disability is exter~ded to early withdrawals 



made by a participant from any "qualified retirement plan", Thus 
the t a x  applies t o  amounts distributed from plans qualified under 
section 401 (a) of the Code (e.g=, a qualified pension, profit 
sharing, or stock bonus plans), tax sheltered annuities and 
custodial accounts, and IRR's but does not apply t o  amounts 
distributed from unfunded deferred compensat ion plans of 
tax-exempt or state and local government employers- 

The act includes the following exceptions t o  the tax: 

1. a distribution that i s  part of a scheduled series of 
substantial equal periodic payments for the life of the 
participant (or the joint lives of the participant and 
the participant's beneficiary) or the life expectancy 
af,the participant (or the joint life expectancies of 
the participant and the participant9 5 beneficiary) ; 

2- a distribution to an employee who has attained age 55, 
separated from service, and met the requirements for 
early retirement under the plan; 

3. a distribution which is used to pay medical expenses to 
the extent that the expenses are deductible under 
section 213 (determined without regard t o  whether the 
taxpayer itemizes deduct ions) ; 

4.  a distr-ibution made to a beneficiary (ctr to the estate 
sf an employeel on or after the employee7 s death; 

C J. a distr-ibuti~n attr-ibutable to the ernploye,17s 
disability; 

. . ,  6. a distr-ibuticin made to an employee from an employee 
stock ownership plan (ESDPI before January 1, 1990 t o  
the extent that, iin average, a major-ity of assets in 
t h e  plan have beer1 invested in employer- securities for 
the 5 p i a n  year- period immediately pr-eceding the plan 
year- in which the distribution occur-s. Where arr ESOP 
has not been in existence for less than f i v e  years, the 
plan must have been s o  invested during the entire 
period prior t o  distr-ibution; 

7. distribution payments made t o  or on behalf of an 
alternate payee pursuant t o  a qualified domestic 
re1 at ions order; 

8. c e r t a i n d i s t r i b u t i o n s u f e x c e s s c o n t r i b u t i o n s  to and 
excess deferrals under a qualified cash and deferred 
arrangement ; 

9. lump-sumdistributions made prior to March 15, 1987, if 
the distribcrk ion is made on account of separation from 
service in 1906 and the er~~ployee treats the 
distribution for- fedet-a1 tax purposes a 5  paid in 1986; 



10. dividend distributions under section 4 0 4 ( k )  which 
relate t o  dividend paid deductions; 

11. a distribution to an employee on or after he has 
attained the age of 59 112, 

Limitations - 
In the case of distributions from 1RR9s, the early retirement, 
medical expense, and ESOP exceptions d o  not apply. The exception 
for distributions pursuant t o  a qualified domestic relations 
order applies to an individual retirement arrangement only to the 
extent the arrangement is subject t o  qualified domestic relations 
order. 

The exception for substantial equal payments applies only t o  
distributions from a plan qualified under 401(a) and tax 
sheltered annuities and custodial accounts only if the 
distribution is made after separation from service. 

Change in Substantial 1 y Equal Payments - 

Individuals who change the distribution method prior to age 59 
i/i? to a method which does nut qualify for exception will be 
subject to the early withdrawal tax even if the substantial equal 
payment exception applies, The additional tax will be imposed in 
the first taxable year which the modification is made and will 
equal the tax (as determined under regulations> that would have 

) been imposed had the exception not applied (plus interest). -- 

In additic~n, the recapture tax will apply if an individual does 
not receive payments under a method that qualifies for the 
exception fur- at least 5 years, ever1 if the method of 
distribution is modified after- the individual attains 59 l/Z- 
This 5-year minimum payout rule is waived upon the death or 
disabi 1 i ty o f  the employees. 

EFFECTIVE DRTE OF FEDERGL PRDVISIONS 

The provisions relating to the withdrawal restrictions apply tu 
years beginning on ar after-' Januar-y 1, 1909. 

The provisions permitting distributions upon plan termination, 
the sale of corporate assets, and the sa,le of a subsidiary are 
effective for distributions occurring in years beginning after 
1984. 

The provisions relating to the additional income tax on early 
withdrawals apply t o  taxable years beginning after December 31, 
1986. However, there is an exception to the tax f o r  individuals 
who, a s  of March 1, 19815, separated from service and began 
receiving benef its under a written elect ion designat inq a 
specific schedule c 7 f  benefit payments. In additic~n, if the 
participant failed t ct make a wr-i tterr election, the requirement 



that benefits be paid pursuant to a written election designating 
a specific schedule of benefit payments for the distribution of 
the entire accrued benefit of the participant will be deemed to 
be satisfied where t h e  plan from which the benefits are paid 
provides far only one form of distribution, or where (1) the plan 
provides that, in the absence of an election to the contrary, a 
participant will be paid benefits according to the automatic form 
of payment specified in the plan and (2) the individual is, in 
fact, receiving benefits in that form. 

Furthermore, an exception is provided for certain individuals who 
made grandfathered designations under the T a x  Equity and Fiscal 
Responsibility Rct of 1982 (TEFRR), TEFRR provided a special 
transitional rule under which a plan would not be disqualified 
under t h e  before-and-after death distribution rules of Code Sec. 
401(a3 ( 9 ) ,  as amended by TEFRR, because of distributions made 
pursuant to an employee's designation made before January 1, 1984 
of a method distribution which did not meet the requirements of 
TEFRF1-amended Code SEE. 401 (a) (91, but which would not have 
disqualified the plan under- former Code Sec. 401(a) 19) .  

REVENUE IMPQCT CIF CDNFDRMITY TO FEDERBL LBW 

The relative fiscal impact under state conformity is revenue 
gains in the 89 million range for 1987-88 and $10 million range 
fur 1988-89. These revenue gains would occur under the Personal 
Income Tax Law. The basis fur1 the state estimates is the 
nat ional est imates prepared by the Joint Committee on T a x a t  ion 
pr-orated to Califot-nia by a 4. 1 percent f a c t o r .  This f a c t o r  
reflects t h e  Policy Ecc~nof~lit G r o u p ' s  (PEG) conformity estimates 
for Gal i fl~t-rtia f13r  those provi sictns arralyzed s -e la t  ive to the 
nation, The PEE has nclt specifically estimated this pr-ovisiun, 
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Glthough California has generally conformed to federal law where 
a distribution of benefits from a tax-favored retirement 
arrangement is included in gross income several differences exist 
and are discussed below. 

Distri but ions In General 

Cls under federal law, irt the case of a tax-sheltered annuity, 
benefits are included in California income when paid or made 
available. Thus benefits are taxable when constructively 
received even though the payments have not been received. 

,-) R d i s t r i b u t i o n f r o r n a q u a l i f i e d  pensionplanoran individual 
., retirement arravrgement ( I R R )  , is included in grctss incon~e in the 

year in which it is paid or distr-ibutea, except that for 
California purposes, the fo l  lc~wirrq I R R  distri bl-it iorrs are 
recovered tax-free: 

1. Contributions to I R Q 9 s  that are not ailowed a5 
deduct ions under Cal i forr~ia law. 

2. Interest on ret irernent bonds. 

3. Interest earned in 1375 st- 1'376 on a 15'75 contribl-lt ion 
which was subject to Caiifurnia tax. 

Special Gverauinu Method 

When an employee receives a lurilp-sum distribution from a pension 
plan, a part or all of which is not entitled to capital gain 
treatment and does not elect to roll it over into another 
account, California law provides a special seven-year averaging 
formula for calculating the tax due on the ordinary income 
portion of the distribution. 

For self-employed persons receiving distributions from H. R. 1 0  
(Keogh) plans, the averaging formula is based on five years 

2. 

i '  rather than seven years, This differs from federal law under 

~j which both employees and self-employed individuals may elect a 



special 10-year forward averaging method tor the above types of 
d istri but ions. 

Capital Gain Treatment 

for California purposes the portion of the lump-sum distribution 
attributable to the period before January 1, 1974 is entitled to 
capital gain treatment using a more than five year holding 
per i od , 

This differq from federal law since the pre 1974 element of the 
lump-sum distribution is apportioned between long-term capital 
gains and ordinary income plus an option is provided to combine 
both the capital gain and the ordinary income portions together 
as ordinary income for purposes of the 10-year averaging 
cunputat ion. . 

Tax-Free Roll-Overs 

For both California and federal law, qualifying distributions can 
be rolled over into another qualified plan, an annuity plan, or 
an individual retirement account, annuity, or bond, under certain 
conditions which provide a deferral of taxes, 

Participants receiving a qualifying roll-over distribution ctf the 
balance of their entire account in a qualified plan are allowed 
60 days in which to reinvest, in another qualifyinq plan, all or 
part of the amount received. 

R partial distribution is eligible for a tax-free rollover if it 
is: 

. , 

I. at least 56% of the balance to an employeeT 5 credit in 
a qualified trust; 

2. not part of a series o f  periodic payments; and 

3. covered by a special employee election to have the 
tax-free rol lover treatment apply. 

Basis Recovery Rules 

Under both state and federal law, special rules are provided for 
treatment of basis (e. g., employee contribution) when an 
individual receives a distribution before or after the annuity 
starting date from a tax-favored retirement arrangement. 

Distributi~~~s prior to the 'annuity starting date are treated as 
being made first out o f  nontaxable employee contributions and 
then out of taxable amounts (employer cantri but ions). 

Distributions after the annuity starting date are treated under 
the following rules: 



1. In general, each payment is treated in part as a 
payment of taxable income and part as a recovery of 
employee contributions which are nontaxable. The ratio 
of taxable and nontaxable portions of the distribution 
is calculated on the annuity starting date and is not 
subject to change, Thus, it is possible either to 
recover more than the employee's contribution when an 
annuitant 1 ives longer than actuarial estimates or to 
recover less than the full amount of employee's 
contributions when the annuitant does not live a5 long 
as actuarially assumed. 

2. Under a special rule, if an individual will receive an 
amount equal to all of the employee's contributions 
within the first three years after the annuity starting 
date, then all distributions are considered a return of 
employee contributions until the individualT 5 basis has 
been recovered. Thereafter a1 i distributions are fully 
taxable. 

NEW FEDERAL LRW (See. 72,401,402.403.408, & 408) 

Distributions In General 

The act provides that benefits under a tax-sheitered annuity will 
not be taxed when constructively received but are includible in 
income only when benefits are actually received. 

Special Rveraqin~ Method and Caoikai Gain Trea3rlient 

The act (1) phases out pre 1574 capit~i gains treatnent over a 
six year period beginning on January 1: I13d7, and ( 2 j  elimirrates 
10 year forward averaging far taxable y e a r s  begirlnino 071 c ~ r  after 
January 1, 1987, and instead permits a rllrle-t irne elect ion mlf 
f ive-year forward averaging for a iiwip-sum distr-i but icln received 
after attainment of age 5'3 i/2. 

Under a transition rule, a participant whct has attained age SO 
before January i, 1986 is permitted i i j  to make one eiection of . . 

five year forward averaping (under the new tax rates> or 10 year 
forward averaging (under the new tax ratesj without regard to the 
requirement of attainment of age 59 112, and (21 to retain the 
capital gains character o f  the pre-1974 portion of a lump sum 
distribution and that capital gain would be taxed at a rate of 20 
percent. Rn election made under the transitional rule makes the 
taxpayer ineligible for an election under the general rule after 
age 59 l/2. 

Tax-Free Roll-overs 

The act modifies the eligibility of partiai distributions for 
rollover treatment. Partial distributions, irrciuding 
distributions which are part of a series of periodic payments may 
be roiled over only i f  the distt-ibuticln is due to the death, 
separation from service (inci uding the separat i o n  frnr17 service st 



a self-employed individual) or is maae after the employee has 
become disabled. 

The act also establishes a special rule in which a distribution 
in satisfaction of the diversification requirements under a 
employee stock ownership plan may be rolled over even ~f the 
distribution does not otherwise qua1 i fy for rollover treatment. 

In addition, the act permits rollovers from frozen deposits in a 
bankrupt or insolvent saving and loan association to be made even 
after the 60-day rollover election period has expired. The 
individual has a minimum of 1 0  days after the release of the 
funds to complete the rollover. 

Basis Recoverv Rules 

The act modifies the basis recovery rule for amounts distributed 
prior to a participant's annuity starting date to provide for 
pro-rata recovery of employee contributions. In determining the 
portion of employee benefits attributable tu employer 
contribution only those employer contributions that have vested 
will be considered. For amounts received after the annuity 
starting date, the act eliminates the special three-year basis 
recovery rule. 

In computing the port ion of each payment that 1s excludable from 
income the employee9 s expected total return is to be deterrtiined 
as of the date of payment. 

The act limits the total excludable amount to the total amount ot 
the employee's contributions. in addit ion, if an employee7 s 
bew'eFits cease prior to ful i r-ecuvery of en~pioyee contri but ions, 
the -amount of unrecovered contr i but ions is al lowed as a ded clct ion 
in the annuitant5 s last year. 

The act also treats as a separate contract, the eoployee 
contributions to a def inea contr-ibut ion pian or a sepak-ate 
account of a defined benefit plan Cand the inc~~rne attributable 
thereto3 for purposes of taxirig anlourit5 received tr-om empluyee7s 
annuities. Withdrawals of ernployee cuntri but ions from s u c h  plan 
or account will be ~0nEiidered to be in part a nontaxable return 
of employee contributions, and in part a taxable distribution of 
earnings on those contributions and will not be considered a 
distribution attributable to employer contributions. Gn employee 
may recognize a loss if a withdrawal of all amounts attributable 
to employee contributions is less than the employee's actual 
contributions. 

In addition, the act provides basis recovery rules for 
distributions from an I R Q  to which nondeductible c~ntributions 
have been made which are similar to the qualified plan annuity 
rules discussed above. 



EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The basis recovery rules are generally effective with respect to 
distributions received on or after January 1, 1387. 

The repeal of the 3-year basis recovery rule is effective with 
respect to individuals whose annuity starting date is on or after 
July 2, 1986. 

The provision limiting the income exclusion to the amount of the 
@mplcryee~s investment in the contract applies to individuals 
whose annuity starting date 1s on or after January 1, 1987. 

The new rules with respect to partial distributions are effective 
with respect to amounts distributed on or after January 1, 1987. 

The special rule for frozen deposits is generally effective with 
respect to distributions after October 22, 1986. With respect to 
amounts which were frozen but released prior ta October 22, 1586, 
the rollover must be completed within GO days followiny Dctober 
22, 1986. 

REVENUE IMPRCT OF CONFORMITY TO FEDEHRL LAW 

S~ecial Rverapinu Method 

The relative fiscal impact under state conformity is 'revenue 
gains in the 31 million range annually for 1367-88 and 1988-89. 
These revenue gains would occur under the Persortai Income Tax 
(PIT).Law. The basis for the state estimate is the national - est irnates preparea by the Joint Con~rnittee ilrt I a x a t  ion (JET> 
prorated to California by a 4.1 percent factor-. This factor 
reflects the Poi icy Economic Group (PEE)  conformity estimates tor 
California relative to their national estimates fot- those 
provisions analyzed. The PEG has not specifically e5t imated this 
provision. The conformity estimate also reflects an adjustrt~enr 
of 57. i percer~t to allow for the proportional dif ferertce between 
Californiav s current seven year period arid the l v  year pericla 
under former federal law. 

basis Recovery Rules 

The relative fiscal impact under state conformity is revenue 
gains in the 972 million range for 1987-86 and $82 million range 
for 19BB-89. These revenue gains would occur under the P I T  Law. 
The basis for these estimates is the national estimates prepared 
by the JCT prorated to California by the same 4.1 percent factor 
as above. 

Other changes that would have a revenue impact, such as the 
tax-free rollover change, are relatively rnincjr and were not 
separately identified ur estimated by the JCT. 
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C a l i f o r n i a  con fo rms  t o  f e d e r a l  l a w  which a l l o w s ,  unde r  n a r r o w l y  
d e f i n e d  c o n d i t i m r ~ s ,  an  e x c l u s i o n  f o r  amounts borrowed f r o m  a 
q u a l i f i e d  p l a n  i n  which t h e  i n d i v i d u a l  p a r t i c i p a t e s .  G e n e r a l l y ,  
a l o a n  t o  a p l a n  p a r t i c i p a n t  is t r e a t e d  a s  a t a x a b l e  d i s t r i b u t i o n  
of p l a n  b e n e f i t s .  R l o a r ~  t o  a  p a r t i c i p a n t  is o n l y  p e r m i t t e d  i f  
the i r ~ d i v i d u a l  is a  q u a l i f i e d  p a r - t i c i p a n t  i n  t h e  p l an ,  t h e  l o a n  
bears a reasc rnab le  r a t e  t=1f i n t e r e s t ,  p r o v i d e s  a reasc tnable  
r epaymen t  s c h e d u l e ,  is a d e q u a t e 1  y  secur-ed ( h i s  o r  hey- a c c r u e d  
b e n e f i t  i n  t h e  p l a n  is used  a s  s e c u r i t y  f o r  t h e  l o a n ) ,  and is n o t  
made a v a i  1 able it-. a martne.r. t h a t  d i s c r - i m i n a t e s  ~ r - J  fav13r of 
e m p l o y e e s  whcl a r e  o f f i c e r s ,  s h a r e h o l d e r s ,  or h i g h l y  compensated.  
R loart is n o t  per-mlt ted tcl be made t o  ari ctwner--empioyee from a 
q u a l i f i e d  p i a n .  

The except iitr-s t i t  t h e  rearr l r -emer~t  t h a t  l o a n s  t o  a p l a n  p a r t  l c l p a n t  
a r e - t a x a b l e  d i s t r - l b u t l o n s  a p ~ l l e r  wher~ t h e  l o a n  (when added t o  
t h e  outstar- ding b a l a n c e  of a l  l i ~ t h e r -  Iclanc, t o  t h e  par-t ~ c l  pant  
from a 1  1 p l a n s  n ~ a i n t a i n e d  by t h e  ~ m p l i ~ y e r - )  does  not  exceed  t h e  
lesser- ctf: I $50, 000, or- !E" t h e  gr-eater- o f  SIC', <)0cJ ar one  
h a l f  o f  t h e  p a r t  i c l p a n t '  s a c c r u e d  benef  i C  urrder t h e  plari. 

T h i s  e x c e p t i o n  a p p l i e c  c l r~ ly  i f  t h e  l oan ,  by i t 5  t e y - m s ,  n ~ u s t  b e  
t -epa id  i n  f i v e  y e a r s .  H c t w e v e r ,  i f  t h e  l o a n  is fur- t h e  put-pose o f  
pu t - chas ing  o r -  m a k i r ~ c  inlpr-ovements tea t h e  p a r t i c i p a n t  ' s p r i n c i p a l  
p l a c e  o f  r e s i d e n c e  ( o r  t i t  t h e  p r i n c i p a l  p l a c e  o f  r e s i d e n c e  of  a 
m e m b e r -  of t h e  p a r t i c i p a n t 7  s f a r n i l y )  t h e  e x c e p t  i o n  a p p l i e s  i f  t h e  
loan m u s t  be r e p a i d  w i t h i n  a  r e a s o n a b l e  amount of  t i m e .  

NEW FEDERRL LAW (Set, 7E'(P> (2)) 

She  e x c e p t i o n  t o  t h e  income e x c l u s i o n  r u l e  is modi f ied  by 
r e d u c i n g  t h e  850,OC)U l i m i t  a n  a p a r t i c i p a n t  loan by the e x c e s s  
( i f  a n y )  of t h e  h i g h e s t  o u t s t a n d i n q  b a l a n c e  a n  any l i ~ a n s  from t h e  
p l a n  dur - ins  the o r ~ e  yea?- perictd e n d i n g  on t h e  day hefctr-e t h e  d a t e  
t h e  l o a n  is made, itver- t h e  o u t s t a n d i n g  b a l a n c e  o f  l o a n s  from t h e  
p l a n  i t r~  t h e  da t - e  t h e  l oa r .  is roade- 



The extended repayment provision is applicable only to the 
purchase of a principal place of residence of the plan 
participant. Loans incurred for making improvements to the 
principal residence of the participant, to purchase a second 
home, or to finance the purchase of, or improvements to the home 
of a member of the participant's fhily, are subject to the five 
year repayment rule. 

Plan loans must be amortized in level payments over the term of 
the loan, and made not less frequently than quarterly. This 
amortization rule does not apply when an employee is on an unpaid 
leave of absence for up to one year; nor is this provision 
intended to inhibit repayment or acceleration of the loan prior 
to the end of its commitment period- 

The deduction of interest on a loan from a qualified plan or 
tax-sheltered annuity is subject to the general limits on 
deduct ibi 1 ity of interest. For loans made, 'renegotiated, 
extended or renewed on or after January 1, 15B7, no interest 
deduction is allowed as a result of (1) loans secured with 
elective deferrals under a qualified cash or deferred 
arrangement, or a tax-sheltered annuity, or (2.) loans to a key 
employee. 

EFFECTIVE DQTE O F  FEDERRL PRDVISIONS 

These provisions are general 1 y effective fur loans made, extended 
or revisea on or after January 1, 1967. No basis is allowed for 
any interest paid on a loan frc~r~i a qualified plan on 
tax-shelterea anrtuity effective on or- after- January 1, 1967. 

REVENUE IMPGCT OF CONFDRMITY TU FEDERGL LUW 

The Joint Committee on T a x a t  ion estimates revenue gains for t h ~  
nation of less than 95 rtlil lictn anrtctally. Based un this pt-ojected 
iow level of irnpact for- the naticlrr, confc~rrrrity wouid resuit in - minor revenue gains annual ly nut exceeding $200,0i):,0. ! hese - revenue gains would occur under the Personal Income I ax Law. 
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C a l i f o r n i a  l a w  g e n e r a l l y  c o n f o r m s  t o  f e d e r a l  p r o v i s i o n s  l i m i t i n g  
benefits and  c o n t r i b u t i o n s  u n d e r  q u a l i f i e d  p e n s i o n  p l a n s .  
S p e c i f i c  p r o v i s i o n s  t o  which C a l i f o r n i a  d o e s  n o t  ron fo rm and 
s p e c i a l  l i m i t a t i o n s  o n  p l a n s  f o r  s e l f - employed  o r  owner-employees 
w i l l  be d i s c u s s e d  below. 

Curr-ent  ly, ci tnt r - i  b u t  i o n s  and b e n e f i t s  p r o v i d e d  t o  p a r t i c i p a n t s  i n  
q c r a l i f  i e d  p l a n s ,  t a x  s h e l t e r e d  a n n u i t y  programs ,  and S impl  i f  i e d  
Emp 1 ctyee P e n s i  c t r~s  C SEP7 s) ar-e s u b j e c t  t cl over-ai  1  1 i m i ts, The 
ar lnual  a d d i t  iiln t o  a 1  1 d e f i n e d  c o n t r i  b ic t ion p l a n s  m a i n t a i n e d  f o r  
arJ employee  by t h e  same ernplclyer-: and t h e  a r t r~ua l  b e n e f i t  t h a t  may 
b e  p r o v i d e d  f o r -  a n  employee ccnder a l l  d e f i n e d  b e n e f i t  p l a n s ,  a r e  
also s u b j e c t  t i t  l i m i t a t  i o n s .  

Def i ned  Cont t- i  but, i ilr~ P i  a n s  

A d e f i n e d  cctntr-ibctt ;on p l a n  is o n e  which pr-ovides  for- a n  
*.L.. 

i rid i v i  d u a l  a c c o u n t  f c ~ r  e a c h  p a r t  i c  i pan t  and for- b e n e f i t s  based 
sill e: y itn t h e  amount ci intr-i  b u t e d  t o  t h e  p a r t  s ci  pant * s a c c o u n t ,  
n l  UE a n y  incor~le ,  e x p e n s e s ,  q a i n s  and l o s s e s ,  and any f o r f e i t u r e s  
o f  accc tun t s  itf o ther .  p a r - t i c i  p a n t s ,  t h a t  may be a1 lc tcated t o  t h e  
pat-ticipant' s a c c u u n t .  The a r ~ n i l a l  a d d i  t icln t o  an employee 
d e f i r ~ e d  c o n t r - i b ~ - ~ t i o n  p l a n  is i i r n i t e d  t o  t h e  lesser- of $30,000, itr.  
Z5 per-cent  o f  cctmpensat i or: for- t h e  y e a r .  The annua 1  add i  t i  i1r1 
c c , n s i s t s  i ~ f  employer. c i tn t r - i  bu t  i o n s ,  cer-t .ain erilployee 
c l ~ n t r i b u t i o n s  and r e a l l o c a t e d  f a r - f e i t i e r e s  ! t h e  artlount of  employer- 
c u n t r i b c r t i o r ~ s  t h a t  a n  emplctyee f o r f e i t s  when h e  clr s h e  d o e s  not 
s a t i s f y  t h e  r e q u i r e m e n t s  o f  t h e  p l a n ) .  Employee c o n t r i b u t i o n s  
t h a t  a r - e  used t o  d e t e r m i n e  t h e  a n n u a l  a d d i t i o n  ar-e l i m i t e d  t o  t h e  
lesser- o f  l/2 o f  t h e  employee  c o n t r i b c c t i o n ,  ctr a l l  employee 
c o n t r i b u t i o n s  i n  e x c e s s  o f  6 p e r c e n t  o f  t h e  employees  
r o m p e n s a t  ion .  F o r  Gal  i f o r n i a  p u r p o s e s ,  i f t h e  p l a n  p r o v i d e s  f o r  
r o n t r i  b u t  i ~ n s  for- i n d i v i d u a l s  who ar-e s e l f - employed  o r  
owner-empl o y e e s ,  d e d u c t  i b l  e c o n t r  i b u t  i o n s  c a n  n o t  exceed  t h e  
lesser o f  82,500 or 10 p e r c e n t  o f  e a r n e d  income- 

U l su ,  C a l i f o r - n i a  d o e s  n o t  conform t o  t h e  f e d e r a l  s p e c i a l  
l i n ~ i t a t i o n  on c o r ~ t t - i b u t i o r r s  t o  Emplityee St i tck Ownership P l a n s  
(ESOPYs)  o f  t h e  l e s s e r -  o f  $30, 000 o r  t h e  amoirnt ctf employer  
s e c u r - j  t ies  cctnt r - i bu t ed ,  i l t -  pier-chased w i t h  c a s h  cont r - i  bu t ed  t i t  t h e  



ESOP per year, If a defined contribution plan does not meet the 
special limitation far an ESOP, under Federal law it shall not 
fail to be qualified under California law. 

Unlike federal law, California law provides that the amount of 
income that is attributable to the nondeductible portion of a 
defined contribution plan shall not be included in the employee's 
gross income for the taxable year or succeeding taxable years. 
However, this nondeductible portion will be included in the 
employee's gross income upon distribution to the employee (as a 
result of a provision of the plan, or operation of law). 

Defined benefit Plans 

R defined benefit plan is the same as a defined contribution plan 
except that the limitation is applied to the annual benefit the 
participant may receive, rather than the annual addition to the 
plan. The limit on the annual benefit derived from employer 
contributions is the lesser of $90,000, or 100 percent of average 
compensation for the employee9 s 3 high years (the period of not 
more than 3 consecutive calendar years during which the 
'participant was both an active plan participant, and had the 
greatest aggregate compensat ion from the employer). If the plan 
provides benefits for individuals who are self-employed or 
owner-employees, the basic benefit of that 'plan tor that 
individual can nut exceed the sum of (1) annual cornpensat ion not 
over 925,000 plus, (2) a percentage determined by the age at 
which participation began. 

Retirement benefits that commence before age d2 reduce the' 
$90,000 1 irnit (or the lower sel f.-employed or owner-employee 
limit] so that the lirnitatiun, when reduced, equals an annual 
benefit equivalent to $90,000 (or the lower self-employed or 
owner-employee l irflit j at age 62.  However, r-et irement berief its 
for employees other than self-employed or owner-employees that 
commence before age 62, and on or after age 55 wi 11 be reduced to 
a limit nu lower than 875,000, For ret irernent benefits that 
begin before age 55, the $90,000 limit is actuarially reclucea 50 

that is the equivalent of $75,000 at age 55. Conversely, 
retirement benefits that commence after the participant reaches 
age 62 are actuarially increased- 

The limit is also reduced by .short duration of plan 
participation. For participants with 10 years of service or 
less, the limit on annual benefit is reduced by 1 0  percent for 
each year of plan participation less than 10. 

Limit on a Combined Plan 

Qmounts contributed on behalf of an employee who participates in 
both a defined contribution plan and a defined benefit plan, when 
those plans are offered by the same employer, are also subject to 
limitation. The limitation is calculated by deterriiirring the sum 
of the defined benefit pi an fraction and the defined contri but ion 
fraction, which may not exceea 1.0 ( T h e  aef ined ber~ef it plan 



fraction is determined by dividing the projected annual benefit 
for the defined benefit plan by certain factors; and the defined 
contribution plan fraction is determined by dividing the annual 
addit ions to the part icipant' 5 defined cantribut ion account by 
the close of the year by certain factors. The sum of the 
vesulting 2 fractions may not be greater than 1.01. Currently, 
there is no limit on employee's benefits from combined plans 
offered by more than one employer. If contributions are made to 
two or more plans for a self-employed individual or 
owner-employee, aggregate deduct i ble amounts and l imited to the 
ltrser of %2,S00 or 1 0  percent of earned income from all trades 
or businesses with respect to which plans are established. 

Tax Sheltewd Rnnuitv Propram 

CIrtain tax-exempt organizations, including public schools, 
churches, and some organizat ions associated with churches, may 
m a k e  payments on behalf of an employee to purchase a 

11 

trx-sheltered annuity contract. Fll so permitted are payment s to a 
custodial account investing in stock of a regulated Investment 
company (a mutual fund, for example). I I 

Like contribution and benefit plans, employer contributions to 
tax sheltered annuity programs are subject to an overall 
1 imitation. Generally, tax shelterea annuity programs are 
defined contri but ion-type arrangements. Qs such, annual 
additions to tax sheltered annuity programs are limited to the 
lrrorr if 930,000, or 25 percent of the employee's annual I 

c o m - n s a t i o n ,  paid by the employer- 

R special "catch up" election is provided for certain lower paid 
empzeyees, in order to increase the overall limit for the year of 
elect ion. Catch up payments are included in the employeey s 
income exclusion allowance, on account of prior years of service. 
However, they are not permitted with respect to the overall 
annual limit on additions to the plan ($30,000 or 25 of 
compensat ion for t h e  year>. 

NEW FEDERFIL LFIW (Sec. 401. 402, 415. 416 & 4383i 

Defined Benefit Plans 

The normal ret irernent age under a defined benefit plan is raised 
from 62, to the social security retirement age CSSRR) which is 
currently age 65; however, it will be incrementally raised to age 
67 over a twenty year period. Present law 1 imits or1 annual 
benefits are retained: the lesser of 850,000, or 100 percent of 
compensation for the year. If, however, a participant retires 
before attaining the SSRR, the $90,000 limit must be actuarially 
reduced 50 that it is equivalent to 850,000 at SSRR. 

The 890,OOi) limit is reduced by shortness of duration of service, 
rather than duration of plan participation. For participants 
with 10 years of service or less, the $90,000 lirnit on arrnual 
benefit is reduced by 10 percent for each year ctf service less 



than 10. It will never be less than 99,00W (10 percent of 
$90,000> . 
The reduction of the benefit limitation for retirement prior t o  
reaching the SSRR, does not apply to airline pilots, police and 
firefighters, or participants in government and tax-exempt plans 
who retire early. 

Phase in of maximum benefit limit 

The m a x i m u m  benefit limitation,phased in over 10 years, is also 
to be applied to any benefit increases of a qualified defined 
benefit plan as if such increase were a new plan. It is 
anticipated that regulations will be drafted to provide for the 
application of a concentration test under which this phase-in 
would not apply to a benefit increase, if the increase in 
benefits is not primarily for highly compensated employees, (1-e, 
update of compensation scales, cost of living increases for 
retirees, etc. > 

Qualified Cost of Livinq Qrrannenients 

The new law allows a defined benefit plan ro maintain a qualified 
"cost of living ar-rangernent" which permits a certain amount of 
employer and employee contributions to be appl ied toward 
providing cost-of-living increases to the primary benefit under 
the plan. Such an arrangement permits certain contributions t o  

1 , ) be designated as applying only toward the provision of increases 
in benefits, and not toward the prvvision o f  benefits themselves. 
Ernplc~yee contr-i but ions under- these arrangerflerrts are rrot tr-eated 
as an annual addition in applying the separate limit on zlnnual 
add it ions, but cur~tr-i but iens t cs these art-ar~gements are treated as 
an annl~ai addit ion fmr purpctses of applyir~g tne combined plan 
1 inii tat iori caf $i 12, 5(j(I1 (d iscusseo in the sect ion on combined 
plarrs) . H o w e v e r ,  any benefit at t r i ljutabl e t o ar~ e ~ p l  oyer 
conti.-ilutiun will be tr-eateo as a benefit derived from an 
erilployer contr-i but ic-t-I fclr purposes of tne 1 imit at ion on annuai 
benefits. 

Key ernpieyees may not part icipate in a qua1 if ied arrangement if 
the plan is a top heavy plan. 

Def iried Contri but imr~ Plans 
/ 

Under prior federal law, the amour~t of nondeductible employee 
contributions taken into account as annual aadit ions was limited 
to the lesser of i/2 of the employee's total contributions, or 
total employee contributions in excess of 6 percent of 
cornpensat ion. Now, a1 1 empioyee contributions are included in 
the annual addition, as well as employer contributions and 
forfeitures. 

Cost of Living Rdjustments (COLA>  to the defined contribution 
plan i imit ar-e ternporaril y susper~dea urrt i 1 the 930, 0Uo 1 irni t is 
25 percent of the defined ber~ef it piar~ dcl i iar i irnit ($lZ'O,OcjC)j - 



The COCA will be determined by reference to the Consumer Price 
Index, and will not be tied to the social security wage base. 

Cerasbimd Plans 

The overall limit on the amount of benefits received from any 
combination of tax favored plans by an individual is the greater 
of  125 percent o f  the defined benefit plan dollar limit or 

I 

*112,500, If the participant receives a lump sum distribution 
~ u b j ~ c t  to long term capital gains treatment, or subject to the 5 
y r r r  r w r a p i n p  method, the overall $112,XS0 limit is raised. If 
the participant elects lump sum treatment, or long term capital 
pains treatment, the $112,500 limit is applied separately ta the 
lump rtm distribution and the limit is increased t o  5 times the 
gmnmrrlly applicable limit ($562,5001. 

Rny amount in excess of the overall limit is subject to a 15 
parcrnt excise tax ,  

Tax Sheltered Rnnuit ies 

Employers that are health and welfare service agencies are 
iaeludod in the class of employers whose employees are entitled 
t o  t h e  special catch-up election. The rules governing the 
catch-up election are clarified to emphasize that they apply 
before separation from service. 

Includible Conmensation 

Under prior federal law, the limit on compensation that could be 
taken into account for SEP9 s and top heavy plans was 1 imited to 
+200,OOO. This 8200,000 limit is now extended to all qualified 
plans, The includible compensation l imit wi 11 be ad J usted for 
inflatian in the same manner as the dollar limits on defined 
benefit plan benefits. 

The I200,000 limit also applies for purposes of computing , 

allowable deductions for employee's trust or annuity plans, and 
deferred compensat ion plans. The $200, CIOC] 1 imit applies as we1 l 
far purposes of determining the qualified status of a plan. 

For defined benefit plans, the $200,000 limit applies tu each 
year9 s compensat ion {including years prior to 19871, not solely 
to the final average or career average compensation of an 
individual. 

In the case of bond fide collective bargaining agreements, this 
provision applies t o  benefits accruing on or after the earlier 
of: (1) January 1, 1991, or (2) the later of: January 1, 1909, 
or the date the agreement ends. For benefits accruing from all 
other plans, the 9200,000 limitation applies to benefits accruing 
in years beginning on or after January 1, 1989, 



F F C T I V E  DRTE OF FEDERRL PROVISIONS 

\ 
T h e w  provisions are generally effective for plan years beginning 
on or after January 1, 1987, For distributions made an account 
of plan terminartion prior to January 1, 1987, the provisions will 
not apply to distributions made before January 1, 1988. 

E f f e c t i ~  Date Transition Rules 

Plans rubject to bow fide collective bargaining agreements that 
mrr rrtifimd before March 1, 1986, do not have to apply the new 
limits on banefits and contributions until the last of those 
contracts terminates, or until January 1, 1989, whichever is 
urlirr. This is without regard to contract extensions or 
rmndmnts, 

For participants in defined benefit pension plans that were in 
rwirtence prior to May 6, 1986, the benefit that was accrued is 
not r d u c d  lnewly bcecause the dollar limits on benefits payable 
under the plan have been reduced, or because the period required 
to earn the maximum benefit has been increased, However, 
krmfits that accrue in plan years beginning on or after January 
1, 1987 are not protected by this tr-ansitian rule. 

I REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

The relative fiscal impact under state conformity is revenue 
,- . ) gains in the $36 million range for 1987-88 and $39 million range 

for 1988-89. These revenue gains would occur under the persc~nal 
Income Tax Law. The basis for the state estimates is the 
natianal estimates prepared by the Joint Committee on Taxation 
prorated to California by a 4.1 percent factor. This factor 
refleets the Policy Economic Groups (PEG) conformity estimates 
for California for those provisions analyzed relative t i t  the 

1 
I nation- The PEG has not specifically estimated this provision- 
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California conforms t o  federal law as it applies to employer 
dmductions t o  qualif i d  plans. Such contribut ion5 are deduct ib3e 
in thr yrar paid providing that they are either a necessary and 
ordinary business expense, or an expense for the production af 
inconr, 

Certain ovarall limitations on the amounts contributed apply, 
deprnding upon whether or not the employee is also covered by 
anothrrr plan o f  the same employer, and upon the type of plan to 
which the contribution is made- While the contribution deduction 
for a given year may not exceed the overall limits on benefits or 
contributions, if a contribution ex'ceeds the deduction limits, 
the r x c e s s  may be carried forward and deducted in subsequent 
ycsarls. 

Profit Sharinu and Stock Bonus Plans 

CIS it pertains to profit sharing and stock bonus plans, employer 
contributions are deductible for the year paid, to the extent 
that the contributions d o  not exceed 15 percent of the aggregate 
compensation of covered employees, In a given year, if employer 
contributions exceed the 1 imitation, the excess amount may be 
carried over and deducted in subsequent years. Conversely, if a 
given year's contribution is less than the overall 15 percent 
limitatian, the unused limitation percentage may be carried 
forward to subsequent years. However, the accrrmul ated limitation 
percentage may not exceed 25 percent of the aggregate 
compensation of employees covered by the plan during that year. 

Dcf i d  Benefit Pension Plans 
- 

Employer deduct ions for contributions t o  defined benefit pension 
plans are subject to a minimum funding requirement, and are I 

l i m i t d  to the largest of the following amounts: ( 1 )  the 
contribution amount that is necessary for meeting the minimum 
funding rmquirement for plan years ending with or within the 
taxable or income year; (2) the level amount or percentage of 
compensation that is required to cover the remaining unfunded 
present and past service credits for all employees under the plan 



- 
for the duration of their future service (if however, the 
remaining unfunded cost attributable to any three persons 1s more 
than 50 percent of the total employee cost, then the cost 
attributable to each of the three employees must be spread over a 
period of five or more taxable years) ; or (3) an amount equal to 
the normal cost of the plan plus an additional amount necessary 
to amortize past service or certain other credits, if *provided, 
in equal annual payments over a 10 year period. This rule 
permits contributions in excess of the amounts requirea by the 

4 minimum fundi ng standard. 

The minimum fuhding standard provides that an employer need not 
make additional contributions during a period when the plan is 
fully funded (the full funding limitation). This provision does 
not, however, prevent the employer from making contributions in 
excess of the full funding limitation. Such excess contributions 
are not deduc'tible, but may be carried forward ta subsequent 
years. 

Other Pension Plans 

Employer contributions to money purchase pension plans are 
generally deductible under the same provisions that apply to 
defined benefit plans. in this case, the amount requirea in 
order to meet the minimum funding standard is the contribution 
r-ate specified by the piari. 

FI combination of plans providea by an employer for an employee 
pension plan (such as defined benefit or .money purchase plan), 
and a profit sharing ilr stock bonus plan for the same year is 
subject to a deduction limitatiiin of the the greater of: C l i  25 
percent c~f the aggregate compensaticlr~ of errlplayees covered by the 
plans fur the year, or ( 2 )  the contribution amount necessary in 
order to meet the pension piarj9s r11inimun-r funding requirement- in 
the case of a combinat ion of plans, deduct ion and 1 i m i  tat ion 
carryovers apply. 

NEW FEDERRL LRSJ (Set. 404(aj ( 3 i  (Rj, 404(aj ( 7 5 )  

The deduction li m i t '  carryforwar-a is repealed, as it applies to 
prclfit sharing and stock bonus plans. The combined plan 
deduction limit is extended to a combination of defined benefit 
and defined contri but ion plans. F1 10 percent nondeduct ible 
excise tax is imposed on employer contributions in excess of the 
deductible limits. The excise tax also applies to tax exempt 
employers making excess contribut ions to a qualified plan that . 
would be nondeductible if the employer were not otherwise. exempt. 
R limit of $200,000 is imposed on the amount of compensation that 
may ,be taken into account for the purpose of computing deductions 
for plan contributions. Fully insured plans are deemed 
equivalent to defined benefit plans for the purpose of the 
comoined plan deduct ion 1 imit. The annual premium payments in 
this case are considered to be the amounts required to meec the 
mininlum funding reql-lirernent of a f 1-11 1 y insured plan. 



EFFECTIVE DRTE OF FEDERRL PRDVISIONS 

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

REVENUE IMPRCT OF CONFORMITY TO FEDERQL LRW 

No specified national estimate was developed by the Joint 
Committee on Taxation for this particular provision indicating an 
insignificant impact for the nat ion. CSny ,revenue gains that 
would occur under state conformity would be minor. The excise 
tax would probably not apply under state law. 
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California conforms to federal law which requires that a 
qualified plan must be for the exclusive benefit of employees- 
Employers are prohibited from using the assets held under a 
qualified plan for any purposes other than for the exclusive 
k m f i t  of the employees and their beneficiaries. However, 
assets remaining in a defined benefit plan after the termination 
of the plan (due to actuarial error) may revert to the employer 
rfter plan benefits accrued to the date of plan termination have 
been distributed- FIssets received by the employer must be 
included in the @mpl.oyer9s gross income, 

N E W  FEDERRL LFIW (Sec. 4980) 

FI 10 p@rcent nondeduct'ible excise tax is imposed on the employer 
upon asset reversions from a qua1 if ied plan. Exempted from the 
excise tax are employers who have been continuously t ax -exempt -  
Fllclio, the e x c i s e  tax does not apply to a return of mistaken 
contributions, nor does it apply to the portion of a reversion 
that is transferred, under certain circumstances, to an Employee 
Stock Ownership Plan (ESOP), or to amounts returned when covered 
by the Employee Retirement Income Security R c t  of 1974 (ERISR). 

EFFECTIVE DRTE OF FEDERUL PROVISIONS 

Generally, the provision applies to reversion amounts received or) 
or rfter January I., 1986. However, if a reversion is received on 
or rfter January 1, 1986, but the termination date of the plan is 
before January 1, 1906, the reversion is excepted from the excise 
tax. Regarding transfers to an ESOP, the provision applies for 
(2) revcrriom occurrinq on or after January 1, 1986 and before 
January 1, 1989; and (2) reversions received wherein the 
termination of the plan occurred on or after January 1, 1986 and 
kfore January 1, 1989. 



ø VENUE IMPQCT OF CONFORMITY TO FEDERfL LRW 

Since California does not normally i m p o s e  an excise t a x  of this 
sort, r conformity estimate is not provided. 



T i t l r  XIElr Pensions and Deferred Compensation 
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RRENT C3kIFORNfFI LCUJ (Sac, 17501) 

California pmnrrePPy conform to fcdrral law regarding the level 
of rsrployar contributions to a profit-sharing or stock bonus 
plan. Currently, the amount that an employer contributes may 
v r r y  fram ymar to year, at his or her discretion. However,, this 
dircwtionary contribution is limited by the requirement that it 
may not exceed the employerv s current accumulated profits. 

Esployer contributions to profit-sharing or stock bonus plans are 
not limited t~ the employer's current or accumulated p r o f i t s -  

FFECTIVE DFLTE OF FEDERFlL PROVISIONS 

Effective for years beginning on or after January 1, 1986. 

REVENUE IMPRCT OF CONFORMITY T O  FEDERRL LRW 

No specific national estimate was developed by the Joint 
Committee on Taxation for this particular provision indicating a 
vrry minor or negligible impact for- the nation. R r ~ y  revenue 
. i m p a c t  that.would occur under the Personal Income Tax Law from 
conformity would be negligible. 



T i t l a  X I E S o  P e n s i o n s  and Deferred Compensation 

fiCT1ONg RFQUIRE TWT C O L L E C T I V E  BClRGCIINING CIGREEMENTS 
BE BMJFI FIDE 
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RRENT t%LIFOl?NIR CFIW (Sec, 17020.7) 

California conforms to federal law with respect to effective 
d r t n  a d  nondiscrimination standards as they apply to plans or 
proprams instituted under the auspices of a collective bargaining 
rq-nt, Currently, many of these dates' and standards apply 
rsprratrly (or do not apply at all) t o  plans that are held to be 
the m u l t  of a collective barqaining agreement, where retirement 
knmfits were the subject of good faith bargaining between 
mployae representatives and t he employer. Plans determined to 
be th* w s u l t  of collective bargaining agreen~ents are often 
s u b j e t  to delays in instituting effective dates, while certain 
rmplaycr benefits are excluded from some of the nondiscrimination 
s t a n d a r d s  that apply to other qualified plans, Current law 
pravid- no cmprehensive definition of a collective bargaining 
agremment. 

NEbJ FEDERFIL LRW (See. 7701 

Federal law is clarified by providing that no agreement will be 
treated as a collective bargaining agreement unless it is 
undertaken as a bona fide agreement, entered into by bona fide 
employee representatives and one or more employers. 

EFFECTIVE DRTE O F  FEDERRL P R O V I S I O N S  

This provision is effective on October 22, 1986. However, 
because  this provision is a clarification of present law, it is 
thr intent of the committee that this provision be given 
retroactive affect where applicable. 

REVENUE I M P K T  OF CONFORMITY TO FEDERRL LRW 

There is no apparent revenue effect under Personal Income T a x  Law - 

from this collective bargaining clarification. 



Title X I E 3 :  Pensions and Deferred Compensation 

OCTION: TRERT CERTRIN FISHERMEN RS SELF-EMPLOYED 
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WRRENT fXLIFORNIFI L W  (Sec. 621 - Unemplovrnent Insurance Code) 
California conforms to federal law, which provides special rules 
for trrrting commercial fishermen as self employed for purposes 
ad mmp9oyamnt tax-. However, commercial fishermen are treated 
rr maployrrr for  the purpose of determining whether a pension, 
profit--rhrrinp, or stock bonus plan is a qualified plan. 

NEW FU)ERF#, LRW (SCC. 401 

Members of  fishing boat c r e w 5  are treated as self employed for 
the purpose of determining whether a pension, prof it-sharing, or 
stock bonus plan is qualified. 

EFFECTIVE DRTE OF FEDERFIL PROVISIONS 

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

REVENUE IMPQCT OF CONFDRMlTY TO FEDERRL LRW 

No rp~cific national estimate was developed by the Joint 
Committee on Taxation for this particular pr-@vision, indicating a 
very minor or negligible impact for the nation. Rny state 
revenue effect that would occur under conformity would be 
w~ligilble. 



Title XIE4: P a n s i o n s  and Deferred Compensation 

QCTION: MnDIFY INTEREST RRTE REQUIRED T O  BE USED T O  
ETERMINE PRESENT VFILUE O F  CERTQIN FICCRUED 
BENEFITS 
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California pemrrlly conforms to federal law regarding 
rmquirrmnnts for detemininq the present value of an employee9 s 
rccruad b m a f  its, qua1 i f ied pre-retirement survivor annuity, or 

. qualif i d  joint and survivor annuity, When the present value of 
r participant3 s accrued benefit exceeds +3,500, the pension, 
profit-sharing, or stock bonus plan is prohibited from 
immmdiately disbursing any portion of the amount upon the 
rraployeer's separation from service, without his or her consent. 
b u r s t s  a4 83,500 sr less may be cashed out without obtaining the 
part ici pant s consent - 
P l a n s  that are subject to the automatic survivor benefit 
rrquirr#rnks must obtain the approval of the participant and the 
participant9s spouse in order t o  make immediate distribution of 
any portion of accrued benefits where present value is in excess 
of $3,500. In the case where the participant is deceased, the 
conscnt of the surviving spouse is required. 

The inter-t rate that is used to calculate the present value of 
a lump sum distribution may ncrt exceed the interest rate that 
would be used by the Pension Benefit Guaranty Corporation (PBGC) 
as of the date of distribution- The PBGC rate that is in effect 
at the beginning of a plan year may be used thr-oughout the 
wpnainder of the year if the plan so provides. 

For purposes of determining whether: ( 1  a part icipant9 s accrued 
h n c f  it can be cashed out without the part iripantT 5 consent 
k c r u s e  the present value of the vested benefit is lass than 
.3,500, and (2) the present value of a participant's vested - 
rcsrumd hnefit is less than 925,000; a plan is required to use 
an i n t e m t  rate that would be used by the PBGC (as of the date 
of  dirtribut ion) upon the plan9 s terminat ion. I 

When the present value of the vested accrued benefit is 925,000 
or less the amount to be distributed to the participant is to be 
calculated by using the PBGC rate. The interest rate used by the 



PbGC at the beginning of the plan year may be used throughout the 
plan year. When present value of accrued benefits exceeds 

I $25,000 the amount to be distributes to the participant is to be 

calculated by using an interest rate no greater than 120 percent 
of the deferred or immediate interest rate (whichever is 
appropriate) that would be used by the PBGC (as of the 
distribution date) upon termination of the plan. However, in no 
case is the amount to be distributed to be less than ~25,000 when 
the 120 percent rule is used. 

This provision is generally effective for distributions for plan 
years beginning on or after January 1, 1985. However, this 
provision does not apply to distributions beginning after 
December 31, 1984 and before January 1, 1966, which were made in 
accordance with temporary regulations issued under the Retirement 
Rct of 1984, 

REVENUE IMPGCT O F  CCiblFOAMi7i '  TO FEUERUL LhW 

No specific natisnai estimate was developed by the Joint 
Committee on Taxation for this particular pr-ovisiori, indicating a 
very minor ilr- negligibie impact for- tne nation. Rny revenue 
impact that wouia occur under- the Personai Ir~corne Tax iaw ir-or11 
conformity would be negligible. 



T i t l e  XIE5: Pensions and Deferred Compensation 

FICT I ON o ESTRBLISH TIMEFRQMES R E O U I R E D  FOR PLRN 
fiMENDMENTS. I SSURNCE OF REQULCITI  ONS, CIND 
BEVELOPM&NT OF CQSH OR D E F E R R E D  aRRBNGEMENT 
{SECTION 401K) MODEL PLFINS 
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California eonforms to federal law regarding changes made to plan 
qua1 if icat ion provisions. Under present law, i f a pension, 
profit--rharing, or stcrck bonus plan is qualified, it must satisfy 
crrtrin specific requirements, and the plan must comply with 
thrrcr rrquiwnrents in operation as well as form. If changes in 
the qualification requirements are made in the tax laws, the 
conforming plan amendments must be adopted no later than the last 
day of the first plan year to which the change applies; and the 
m n d m e n t  m u s t  be effective, for all purposes, no later than the 
first day of that plan year. 

NEW FEDERFK. LRW (Sec, 401) 

Changes in the qualification requirements of pension, 
profit-sharing, and stock bonus plans resulting from enactment of 
the Tax Reform Rct of 1986 will not affect the qualified status 
of a plan, or require the plan amendment to be made prior to the 
first plan year beginning on or after January 1, 1989, providing: 
(1) the plan complies in operation with the required changes a5 
of the effective date (generally, years beginning on or after 
January 1, 19871, (21 the plan is amended to comply with the 
required changes no later than the last day of the first plan 
year that t=ommer?ces on or after January 1, 1989, and (3) the 
amndment is effective retroactively to the applicable effective 
date. 

This pmvision allows for delay of effective dates far certain 
callactiv~ly barqained plans. Such collectively bargained plans 
to which the delayed effective dates apply will not fail to be 
qualified for any year beginning before the later o f :  ( 1 )  January 
1, 1989, or (2) the earlier of (a) January 1, 1991, or (b) the 
ffrrt plan year heginning after the termination of the collective 
bargaining rqwement. 

The e r e t a r y  of the Treasury is required to issue final 
regulations covering certain qualified plan provisions by 
February 1, 1908. These provisions are: (1) rules covering the 



integration of benefits (plan benefits considered in conjunct ion 
with social security benefits), (2) the coverage requirements for 

\ qualified plans, (3) nondiscrimination requirements applicable to 
tax sheltered annuity programs, (4) the definitions of highly 
compensated employees, and the 1 0  percent excise tax orr excess 
distributions; ( 5 )  separate lines of business and definition of 
compensat ion, (6) the minimum vesting standards, (7) amendments 
applicable to qualified cash or deferred arrangements, and (8) 
the non-discrimination rules for employer matching and employee 
contri but ions. 

The Internal Revenue Service is required to begin issuing opinion 
letters by May 1, 1987 regarding master and prototype plans for 
cash or deferred arrangements, and is required to begin accepting 
opinion letter requests by May 1, 1387 relating to model plans 
for cash or deferred arrangements. 

EFFECTIVE DRTE OF FSDERRL PROVISIUNS 

The provisions affecting opinion letters and r-egulatiuns are 
effective as of October 22, 1386. The effective dates fot- 
required plan amendments are discussed above. 

REVENUE IMPRCT OF CDiuFCJRMIT'< TL FEDERCL LRW 

No specific rlat iorlai est irnate was asiie:c~ped by the > o i n k  
Curnr~iittee or, Taxatiorr f i s tT this a t - t i c u l a i -  pi-clvisil>rr: iiidicatirrq a 
very minor or negligible impact for the nation. Rrly 5tst~ ' 

revenue impact that woulc i k c c u r  frar11 cnniurr~:ity aeuid be 
. 

negligible. 



T i t l r  XIE6: P e n s i o n s  and Deferred Compensation 

QCTIONP PROVIDE FI PENFILTY FOR OVERSTQTEHENT OF PENSION 
LIQBILITIES 
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CIlifornir law u~~*)(~rally  onf forms t o  fmdwral law which provides 
for r l i n i t d  rmployer deduction for contributions to r trust 
that is part of a qualified plan, or to plans funded with annuity 
~ o n t  racts. 

Undcr present law, there is no provision for imposition of a 
pmnrlty whcm it is determined that the actuarial assumptions used 
to drtrrrairm the employer deduction are unreasonable. In this 
event, the limit on hmployer deductions is recalculated using 
rrrsonable assumptions and the excess deduction is denied. 

The act provides for assessment of a penalty an addition to tax, 
for ovrrlitatement of the deduction for pension liabilities. Qs 
an addition to tax, the penalty is to be assessed, collected, and 
paid in the same manner as the tax. 

The following percentages are t o  be used to determine the penalty 
when them is an overstatement o f  deductions for pension 
liabilities: 

If the valuation claimed is the following The applicable 
prcentage of the correct valuation: percentage is: 

Less than 150 percent 0 

150 percent or more, but not 
nore than 200 percent 

M o r e  than 200 percent, but not 
nore than 250 percent 20 

More than 250 percent 30 

If the underpayrmznt attributable to pension liability 
ovarrtatrrnmnt is less than 91,000 for a taxable year, the penalty 
shall ncrt apply. Addit ionally, at the Treasury Secretary7 s 
discration, all or part 05 the penalty may be waived if the 



4 
I taxpayer demonstrates that the deduct iun was claimed in nood 

faith, and that there was a reasonable basis for the claim. 
I I 

Reliance by the employer upon an enrolled actuary ur other 
professional in the determinatiun of the proper deduction amount 
will not constitute grounds for a good faith claim my the 
employer. 

EFFECTIVE DaTE OF FEDEHflL PROVISIONS 
I 

For valuation overstatements occurring on or after Octuber 22, 
- 1986. 

REVENUE IMPRCT OF CONFDRMIlY TO FEUERQL LRW 

No specific national estimate was developed by the Joint 
Committee on Taxation for this provision, indicating a very minor 
or negligible impact for the nation. Rny additional penalty 
collections that would occur under conformity would be minor. 



Titlr X I E 7 :  Pensions and D r f l r r e d  Compensation 

FICTION: FFFECTIVE DCITE OF 0 PROVISION OF THE 
RETIREMENT EQUITY RCT OF 1984 
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California generally conforms t o  fderal law, which provides that 
r pmwion plan ir t o  extend automatic survivor benefits ( 3 )  in 
thm form o f  a qualifisd joint and survivor annuity, where the 
partici prnt rrtirrs under the plan, and (2) in the form of r I 

qurlif i d  prcratirement survivor annuity benefitting the 
rurvivin~ o p u u  of a vested participant who dies prior ta the 
annusty starting date ,  These provisions, as part of the 
Reti-nt Equity k t  o f  3984 (REFI) apply t o  any participant who I 

performs at least one hour of service under the plan, on or after 
the RER9 s enactment date- 

For participants who separate from service prior to the date of 
anactmmnt, and whose benefits were not in pay status, RER 
provides a % v i a l  transition rule, This rule covers 
participants who: ( 1 )  completed a minimum o f  one h o u r P s  service 
under the plan after September 1, 1974, (21 separated from 
scrvica prior to the first day o f  the plan year beginning on or 
after January 1, 1976, and (3)  are covered by plans required to 
provide a qualified joint and survivor annuity. This special 
rule prrnits the participant ta elect to receive benefits in the 
form of a qualified joint and survivor annuity. I 

GI plan is exempt from the RER survivor benefit requirements if 
(1) under the! plan, participation is substantially limited to 
participants who ceased employment covered by the plan prior to 
January 1, 1976, and (2) the plan was established before January 
1, 1-4 8s a result of an agreement between employee 
wpreowntativ- and the federal government during a period af 
gov~mnmmnt operation, under seizure powers, of a major part of 
thr idua&ry5s productive facilities. - 

F E C T I V E  WTE OF FEPERFIL P R U V I S I O W  

This provision is effective as of October 22, 1986. 



REVENUE IClPFICT OF CONFORMITY TO FEDERFIL LW 

i No specific national estimate was developed by the Joint 
Corrrittmm on Taxation f o r  the provision, indicating a very minor 
or m g l i g i b l r  impact for the nation, Rny state revenue impact 
that would occur under conformity would be minor. 



T i t l e  XIEBs Pawsions and Deferred Compensation 

RCTIOIJt PlODIFY EMPLOYEE LEFISING RULFS 
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California ~cmform!s to federal law rmgrrding the provision of 
pemion k w f  its t o  leased employees. fi leased employre is any 
pmrrron h o  ir not m employee of the recipient and who provides 
wrvi-r to the recipient while meeting three requirements. (1) 
The u r v i m  must be providd to the recipient through an 
ag-nt k t w r o n  the recipient and the leasing organization (the 
organization providing the services of the leased employee). (2) 
T h m  leared mployee must have provided the services to the 
rrcipimt on r substantially fulltime basis for a period of at 
lrrrt o w  yrar, (31 The services provided by the leased employee 
m u s t  be of a type historically performed in the recipient's field 
of businarr, by employees. The pension requ i rernents re1 at i ng to 
l c a s d  employses treated as employees of the recipient are, in 
gmmral, *he rules covering nondiscrimination, vesting, benefit 
a d  contribution 1 imitations, top heavy plans, and simp1 if ied 
employee pensions (SEP' 5 ) .  

Clhen a leased employee is covered by a safe harbor plan through 
the.-leasing organization he or she is & treated as an employee 
of the recipient. R safe harbor plan is a money purchase pension 
plan thee provides for immediate participation, and full and 
immediate vesting. R safe harbor plan must have a nonintegrated 
contribution rate of at least 7 1/2 percent. 

NEW FEDERFIL LOW (Sec. 444) 

Thr coverage provided under a safe harbor plan is modified by 
raising the required contribution rate from 7 1/2 percent to 10 
pmrcmt. To qualiPy as a safe harbor the plan must also cover all 
rrrploy~s of the leasing organization other than (1) employees 
rrho substantially performed all of their services for the leasing 
organization rather than f he recipient, and (2) employees whose 
total cotapemation from the leasing organization is less than 
$1,000 during the plan year, and during each o f  the three prior 
plan years. 

With respect to the 1 0  percent cankribution rate, and the $1,060 
rulr, ccrrrrpnsation is defined as having the same meaning used for 
purposes of the limitation on benefits and contributions ( I R E  
-c. 4151, and additionally, elective deferrals under a qua1 ified 
cash at- deferred arrangement (CODR' s) , simp1 if ied employee 



- 
pension plan SEP, tax sheltered annuity program, or elective 
contributions under a cafeteria pian are to be added tcl 
cornpensat ion amounts. 

Retained by the act is the provision from prior law, which 
requires that an employee covered under a safe harbor plan 1s to 
receive the mandatory allocation regardless of: (1) the number of 
hours of service credited to the employee for the year, (2) 
whether he or she is employed by the leasing organization on any 
specified date during the year, and (3) the participant's age, 

Under the act, each leased employee is to be treated as an 
employee of the recipient, regardless of the existence of a safe 
harbor plan, when more than 20 percent of an employee's nonhighly 
compensated workforce are leased employees. FI "nonhighly 
compensated workforce" consists of the number of persons (other 
than highly compensated employees) who are: (1) employees of the 
recipient, other than leased employee, who have performed 
services for the recipient an a substantially full time basis for 
a period of at least orre year, ar~d ( 2 )  leased empiuyees with 
respect to the recipient. "Leased employee" includes any persour 
who performs services fur the recipient as both an employee and a 
norrempioyee, and who would be a leased enlpluyee ~f ail such 
services were perforrfled as a nonemployee. 

The employee leasing rules are aiso appiied to certain ewpl~yee 
benefit requirements. Leasing organizations that maintain safe 
harbor plans are normal iy exernpt ed fr-or11 treat ir~g 1 eased employees 

. as employees of the recipient, huwever- this exempt ion does not 
1 apply to empiclyee benefits. Fit?gar-ding cot-e health ber~ef its, the 

normal pericld during which an empioj/ee nius; perfilrrn sei-vices ot I a 
substantialiy fuil-time aasis is lower-ed fr-t~~ir; ~zlne yeai- t o  six 
months. 

i EFFECTIVE DRTE O F  FiaERRi P R O J I S I C J K "  Lo 

These pruvisiorrs are gerteraliy effective fot- services pei-f~zlr-r~~et 
.i:r~ or after- January 1, 1387. 

REVENUE IMPRCT O F  CONFORMITY .iL: F t D E R R i  L A A  

The Joint Committee un Taxat iori est in~ates revenue gains fur the 
nation of less than $5 mil 1 iorr anrrually. Based un this projected 
low level of impact fur the rlatiitn, ci~rtf~rri~ity would result in 
minor revenue gains annual ly nut exceeding 92i)0,000. 
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California ~ m w r a l l y  conforms t o  f d s r a l  l a w 9  which provides thrt 
incorr is not %ubjmXt t o  t a x  until it is rrrceived. Thus, 
e a a p r n u t i o n  t h r t  is deferred is not t a x e d  until it is 
distributed to the employee. 

PRIOR FEDERRL LW (See. 401. 501) 

Under fedaral law bath preceding and subsequent to the passage of 
thm 1986 k t ,  en employee is allowed Co contribute up to fO 
percant of his or her rate of basic pay to the federally 
maintained Thrift Savings Plan, beginning in 1987. These 
n n p l a y m  contributions are t o  be included in employees income 
t&m they arc distributed from the plan, not in the year in which 
the d r e Q m r ~ a 1  crcrurs. how eve^-, this intended tax treatment was 
mat u p e ~ i f i ~ a l l y  referred to in the Internal Revenue Code prior 
t o  the passage of the 1986 Rct. 

' i  

N E W  FEDERRL LUW (Sere. 7701 {.I ) 

The act clarifies the tax treatment oP compensation deferred to 
the Thrift Savings Plan maintained by the Federal government. Rn 
m p l o y ~ c g s  contribution is not treated as made available (and 
thus t o  brP included in income) merely because the employee had an 
e l m t i o n  to receive the amounts in cash. This provision 
smpharsiz~s that amounts deferred are not includible in an 
mploycaeq s incase unt i 1 they are distributed. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

This  pravfrrion is effective October 22, 1966. 

REVENUE I M P K T  QF CONFORMITY TO FEDERRL LUW 

T h r w  its no a p p a w n t  impact on revenues from this codification of 
currrnt f a x  treatment. 
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California hrr  ronfommd to fderal law rrgrrding specific income 
rxclurionr for specific benefits provided by an employer to 
mmploymms- T h r r m  benefits are (1) prepaid legal services, (2) 
c.*rployrr providrd transport at ion, (3) empl oyce educat ion 
assirrtrvlce and (4) dependent rare assistance, The exclusion from 
i- of mmploy116 is allowed only if the employer-provided 
k m f i t  is provided on r nondiscriminatory basis. Each employee 
k m f i t  is not available unless nondiscrimination rules are met. 
This prrvents the benefits from favoring certain categories of 
~ploycas who area officers, owners, or highly compensated. 

Currently separate nondiscrimination rules apply with respect to 
each of the following: 

Health benefit plans 

Group-term 1 ife insurance plans, 

Group legal service plans, 

Educational assistance plans, 

Dependent care assistance programs, 

blfare benefit plans, 

Cafetrria plans. 

The act provides strict nondiscriraination rules to ensure 
conrimtent and uniform treatment of all employee benefits. 
Coaprehenrive nondiscrimination rules have been established for 
the following statutory fringe benefit plans: 

Group term life insurance plans; and 



~eeident or health plans. 

Group legal service plans, educational assistance programs and 
dependent care assistance programs will be considered as 
statutory employee benefit .plans, subject to the 
nondiscrimination rules, only if an employer elects to treat thenr 
as such. The statutory employee benefit plan will be considered 
nondiscriminatory if both the nondiscrimination eligibility test 
and nondiscriminatory benefit test are met. 

Eliuibilitv Test 

The three part nondiscrimination eligibility test for statutory 
fringe benefit plans is to be applied in the following order: 

(1) The 50 percent eligibility test; 

(2) The 90 percent/50 percent eligibility test; and 

(3i The benefits test, 

To meet the 50 percent eligibility test, at ieast 5v percent of 
the employees eligible to participate in the plan m u s t  be 

~yees. north i gh ly cornpensat ed emp lc- 

To meet the 90 percent/50 per-cent eligibility test, YV per-cenc o f  
the employer's nonhiqhly compensated employees must be eligible 
for a benefit that is at least 50 percent as valuaole as the 
benefit available to the highly cclr~~pensated employees to w h o m  the 
r11ost valuable benefits are made available. 

T o  meet the nundiscriminat ion benefits test, the average 
employer- provided benefit received by nonh i ph iy compensated 
employees under all pians of the empiuyer o f  the sarne Type r~iust 
be at least 75 percent o f  the average suci-I benefit received by 
high 1 y compensated ertipiuyees. 

Rlternate Test 

For health pians ana gritup tern life insurance plans therr is a 
special rule which specifies that if at least Yu percent af 
nonhighl y compensated employees are CC~Vered during the plan year 
the plan meets the nondiscriminatory eligibility test and benefit 
test, 

G~careuation of Comparable Health Plans: 

Qn employer m a y  treat a group of comparable health plans as one 
plan far purposes of applyir~q the eiigibility test and the 
alternative nondiscriminat ion test. fi group of ccsmparable plans 
is any group of plans uf the same type selected by the empioyer 
if the srnallest ernplnyer- provided benefic available to any 
participant is at ieast 35 percent of the largest empioyer 
provided berref it avai l a ~ l e  t i t  any part icipar~t if1 any 51-tch plan. 



- 
Soecial Rules for Family Coverape: 

For purposes of the benefits test an employer may elect to 
disregard any employee from accident or health plan coverage it 
the employee, the employee9 s spouse .and dependent are covered by 
a health plan that provides core benefits and is maintained by 
another employer, Any employer who uses the above election must 
obtain sworn statements, in accordance with rules prescribed by 
the Internal Revenue Service, attesting that the employee has a 
spouse or dependents and the core health benefits under a plan of 
another emplayer. 

FI highly compensated employee may not be disregarded under this 
exception if the coverage provided to her/him is valued at more 
than 33 1/3 percent higher than the average benefit provided to 
nonhighly compensated employees. If family coverage is tested 
separately, the family of a highly compensated employee may not 
be disregarded if the coverage provided to the family is valued 
at over 33 1/3 percent,higher than the coverage provided to 
families of nonhighly compensated empiuyees. 

Rn employee is considered highly ci~r~~pensated if at any time 
during the year or the preceaivrg year, the eriiployee: 

(1) Was a five percent ctwner 1=6f tne business: 

(21 Earned rnore than 875, 000 in annual cr-~rt~pensat ic~n trorn 
the employer; 

(3) Earned more than 850, 000 in annl~ai cornpensat iui-I tr-om the 
ernpluyer and was a mernbet- of t h e  t o p  paid group of the 
employer during the same year: or 

(4 )  Certain company c ~ f  f icers. 
I 

Excludable Employees i 

Employees which may be excluded fr-orn curtsiderat ion w h e n  applying 
the nondiscrirninat ion ruies are: 

I. Employees who have not completed one year of service 
(six months for core benefits under a health plan) pr a 
shbrter period as may be specified in the plan. Flrt 
employee will be excluded Prom consideration until the 
first day of the first month following completion of 
the required service. 

2. Employees who normally work less than 17 1/2 hours per 
week (or fewer hours as may be specified In the plan). 

3. Employees who rtor-mally work no more tharr six months 
during any year ior a shorter period may be specif iea 
in the plartj- 



4. Employees who are included in a unit o f  employees 
covered by a collective bargaining agreement between 
employee representatives and one or more employers and 
the type of benefits provided under the plan was the 
subject of good faith bargaining as determined by the 
Internal Revenue Service. 

5. Employees who have ;not reachea age 2.1 (or an earlier 
age as may be specified in the plan). 

6. Employees who are nonresident alien and who received no 
earned income from the employer that constitutes income 
from sources within the United States. 

cafeteria Plan: 

The definition of cafeteria plan has been modified to include a 
plan under which an employee may only choose among qualified 
benefits and may not choose cash or a taxable benefit, as well as 
a plan under which an employee may choose between cash and one or 
more employee herrefits. R plan that provides for deferred 
compensation is not included in t h ~  definition of a cafeteria 
plan, except a profit sharing or- stuck bonus plan that includes a 
qualified cash or deferred plan ur a retirement plan ilf an 
educational institut iun. Cafeteria plans must satisfy the 
eligibility ilk7 concentration test and the benefits test. 

Line of Business Exception: 

If an employer establishes to the satisfactiun uf the Internal 
Revenue Service that separate 1 ines o f  business at- vpet-at inp 
units are operated for bond fide busirress r-easctns, the eniployer- 
may ,apply the nondiscrirninat isjn tests separate1 y t i 3  employees in 
each lirre of busirless or operating unit- 'She iine o f  busirress 
exception will not apply unless t h ~  plan is availasle tin a group 
of ernpioyees whcl qualify under- a ciassification set up the 
employer and found not tit be discriniinatnry 1r1 favor o f  highly - compensates employees, i he Interrral Revenue Service has zhe 
final determination whether a business wili be tr~atea as a 
separate iine of business, 

Employer Notification Reuuirement 

Rn employer is required to provide enipluyees with notification of 
any amounts which are to be included in the employeesy gross 
income. 

If any employer dues nut report the discriminatory excess to the 
affected employees and the Internal Revenue Service on Forms W - 2  
on or before the due date, the employer is subject to penalty 
whether or not the empkoyees report sctrfle or all itf the benefits 
as income. The penalty the employer is liaoie fu r  1s an excise 
tax equal tu the highest individual t a x  rate for t ne  year in 
ques-ti'on rflulti'plied by the amount of the tutai value of en1pll:tyer- 
provided benefit for the affected empioyees for the same type of 



benefit. This tax is not deductible and may not be offset by 
credits or deductions in any manner. However, if the employer 
can demonstrate the failure to report was due to reasonable cause 
the penalty will not be assessed. 

Inclusion in Income of Employee Benefits 

Employer provided benefits must be included in an employee's 
gross income unless the plan meets five conditions: 

(1) The plan must be in writing. 

(2) The plan must provide employees with reasonable 
notification of benefits available under the plan. For 
dependent care assistance plans, the not if icat ion must 
include a description of the dependent care credit and 
circumstances under which the credit is more 
advantageous than the exclusion. 

(3) The plan must be maintained tor the exclusive benefit 
of employees or spouses and dependents o f  empioyeer; 
where permissible. 

( 4 )  The employee's rights under the plan must be legally 
enforceable. If a plan is discret iunary with an 
employer it will usually be ct~nsiderea tu be not 
legally enforceable. 

(5j  The ernployer must have intended t c l  maintain the pian 
indefinitely when it was established. 

Plans, in addit iort to the statutur-y ertlpioyee benefit pians, which 
are required to meet the these five condition are: qualified 
tuition reduct ion prugr-arns: cafeteria plans 5 fr-inge benefit 
programs providing no additional c~~jst services, ql-talified 
empioyee discounts or er~lployer-ope?-.ated eat inq faci i it i ~ s  wh ich 
are excludable from gross income; plans o f  vuluntary erflpioyees7 
assuciat ions for payrnent of accident or- other bertef its, tr-usts 
fur unemployment compensat iclr~ berref i t s : and trusts f ut-med for 
qualifies group legal service plans. 

If a plan does not' meet these condit ions, the value of the 
employer provided benefit (which is to be included ln ~ncorne) 
will be the value of the benefits provided rather than the value 
of the coverage under the plan. 

Employee benefits that favor key ur highly compensated employees 
must have the discriminatory excess included in the key or highly 
compensated employees7 gross income in the employees7 taxable 
year or the year within which the plan year ends. The 
d iscrirflinatctry excess is deterr~~ined by reducing the tax-favored 
do1 iars of high i y cempensat ed employees i beg 1 nning with empioyees 
with the greatest nontaxable benefits) untii the plan ior plans) 

(_) being taxed wuuid not oe alscriinlnazot-y. 



EFFECTIVE DGTE O F  FEDERRL PROVISIONS 

The effective date for nondiscrimination rules is the later of: 

(1) Plan years beginning after 1987, or 

(2) Plan years beginning at least three months following the 
issuance of Internal Revenue Service regulat ions, or 
after 19B8, whichever is earlier. 

fl special effective date applies to plans maintained pursuant to 
a collective bargaining agreement. For employees covered under a 
plan maineained pursuant to a collective bargaining agreement 
between employee representatives and one or more employers 
ratified before March 2, 1986, f he new law does apply to 
employees covered by the agreement in years beginning before the 
earlier of January 1, 1991, or the date on wnich the last of the 
collective bargaining agreements terminates. 

The effective date for a church plan that maintains an insured 
accident or health plan is January 1, 138'3. 

REVENUE IMPRCT OF CONFORMITY 7-5 FEDEkhL LkW 

- 
ihe relative fiscal impacc under state conformicy is revenue 
gains in the $3 million range for 19677-86 and in the 85 miilion 
range for 1986-69. These revenue gains from various strict 
nand iscriminat ion rules wouid occur : under the Personai Incorne 
Tax law. The basis for the state estir~iate is the nat iorrai 
estimates prepared by the Joint Cornrr~ittee on Taxat ion pr70rated t o  
Califorr~ia by a 4. 1 percent factor. This factoi-  refiects the 
Policy Economic Group (PEGS conforrnlty estimates for Lalifernia 
on those provis~sns analyzea relat l v e  c a  the nat iorr. Tne PEL;' has 
not specifically est ir~~atea this prc~visii~n. 
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CURRENT CRLIFORNIG t F ) W  (Sec, 17261 B .17210) 

C a l i f o r n i a  is conformed  t o  f e d e r a l  law which  a l l o w s  a c o r p o r a t e  
employer9 5 r o n t r i b u t  i e n  tu a p l a n  p r o v i d i n g  a c c i d e n t  or h e a l t h  
b e r e f i t s  f o r  e rnp loyees  t o  b e  e x c l u d e d  f r o m  t h e  e m p l o y e e T  s g r o s s  
irtcorne. However, a self e m p l o y e d  i n d i v i d u a l  is not  al lcawed a 
s i m i  l a r  e x c l u s i o n  f o r  a r ~ ~ o u n t s  p a i d  f o r  a c c i d e n t  o r  h e a l t h  
i n s u r a n c e  f o r  t h e r ~ ~ s e l v e s  and  t h e i r  d e p e n d e n t s  and  rnust  t rea t  
t h o s e  payrnents  as r n e d i c a i  c a r e  ' e x p e n s e s  . M e d i c a l  e x p e n s e s  a re  
d e d u c t i b l e  o n l y  to t h e  e x t e r ~ t  t i tat  % h e y  exceed S p e r c e r r t  of t h e  
t a x p a y e r 5  5 f ec jera l  ad  J u s t  e~ qrl:~ss i r.lc..or~le. 

T h i s  act p r o v i d e s  for a d e d u c t i u n  f r o m  g r o s s  income for 25 - .. p e r c e r ~ t  o f  t h e  amo~-irtts p a i d  for-  h e a l t h  i r ~ s u r - a n c ~  far.. a t a x a b l e  
y e a r  or1 b e h a l f  o f  a self empiclyec i n t i i v i d u a i ,  t h e  i r i ~ i ~ i d  bzl= 5 

SpclI-isE anti d e p e r ~ d e r ~ t  s. R 5e; f employed  i r ~ d  i v i d u i \ l  r i ~ e a r ~ s  , 

i n d i v i d u a l  . w h o  h a s  e a r n e d  iricorti~ w h  i ci-, rriee'; s t h e  F E ~  1-i i i--er~ier~% 5 O F  
t h e  d e t ' i k - ~ i t i o r ~ s  ai-td i --ules  r - ~ l a t i r ~ r ,  t o  s e l f  eriipli~yeC . i i r ~ ~ i v i t i l - \ a : 5  

L ; l e  a c t ,  nc, d z k ~ ~ c l i c g f i  is &l;,:av~sS;~ ' a r r ~  o w r t e r  empioyees .  L i i - I G ~ I -  ,, CZ~ 

t h e  e x t e n t  t h e  dedl-ict i ctr, E X C E ~ ~ " ; ~  t h e  self E . T I I G ~ C ~ ~ E G  i r ~ d  i . d i  d l - \a i8  s 
- .  . .  . - - . . 

e a r n e d  irtcorne frorir ~ e i  f e m ? ;  t~~yrilizr-~'i. 6 :  L i I , ;I::# u2tii;ct. i c.r, 
- .  . .  . 15 5:lowable t c ,  a r ly  taxpayer .  wFlo  is  itit. it. ti, phi-': A,:ipd-Lf i r.1 

arly s u b s i d i z e d  h e a l t h  p l a n  rnair-lt ~ i i - ~ e d  b y  a f l  eri~;lclye; c i f  ;:he 
-. 

t a x p a y r t -  i l ' r -  of  t h e  S ~ O C I S E .  ~ f  t t 7 ~  t a x  pdy el- . i f i f  dECl-\Liil:tr'r 15 
a 1  lowed o n l y  if t h e  c o v e r a g e  is g?-ov i d e c  urrGei- Corrz C A I -  iiiC1T.E .p;arr~. 
m e e t  i n g  t h e  a p p l  icatl e r~clrld i scr i m  i n a t  i t-eq 1-\ i ~ ~ f i i ~ r i t  s, a5 i f t h e  
c o v e r a g e  were e m p i c ~ y e i -  p r o v i d e d ,  Fii-~y a r ~ ~ o u n t  pa i t i  by a t a x p a y e i -  
fo r  self employed h e a l t h  insut-ar1c.e car~vlclt be takei-I  a s  a d e d u c t  iclr ,  
f o r  m e d i c a l  or d e n t a l  e x p e n s e s .  

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

T h i s  p r o v i s i o n  of t h e  act a p p l i e s  t u  t a x a b l e  years b e q i r ~ n i r i g  or1 

or  a f t e r  J a n u a r y  1, 1367 a n t  s u r r s e t s  Decenlber. 31, 1383. 

R E V E ~ U E  IMPGET O F  COPiFORXITY T C  FEDERAL L A 4  

- - .-t 2, 1 i-l i ::, i j j  ; 6 The ?-el a t  i v e  f i s c a i  i r l ~ p a c t  , under- t RE F ' E I ; ~ . -  i a w  I f  . - 
C a l i  fc t r - r~ia  cc t r~ f~r r i l ed  t o  t h i s  , ~ r - a . ~ i ~ i . i ~ i - ~  a, -ctni;.f;l - ' ~ 5 . ~  ._,c-i 1 ^;S:? 

.- r t e a i t h  ir~sr-t.lr7ance cus'is by 5 ~ i f - - ~ . : l l p l ~ ~ ' e . C '  ~,-Iz;.~.:.c:I-I~~.:.::, . I =  r ' ~ v e i ~ : - ~ ~  



losses i n  t h e  80 m i l l i o n  range for f i s c a :  y e a r  1387-86 ar!d 83 
m i l l i o n  i n  f i s ca l  year 1988-84. T h i s  e s t i r n a t e  is based un t i l e  
national est i m a t e s  prepared  by t h e  J o i n t  Cornrnit tee un Taxat i u n  
p r o r a t e d  to C a l i f o r n i a  by a 4 . 1  percent factor. T h i s  f a c t o r  
reflects t h e  P o l i c y  Economic  Group's  (PEG) c o n f o r m i t y  e s t i r n a t e  
fop C a l i f o r n i a  o n  those p r o v i s i o n s  a n a l y z e d  r e l a t i v e  ta t h e  
rrat iori.  The PEG has rrut s p e c i f  i c a l l  y est  irnated t h i s  p r u v i s i o n .  



Title XIF3z Pensions and D e f e r r e d  Compensation 

nCTI ON: EXTENDS THE EXCLUSION FOR EDUCRTIONRL 
e8SI STRNCE PRQQRFIHS. QU- I F  ZED BROUP LE8FIL 
PLONS QhlD L I M I T S  DEPENDENT CQRE RSSISTQNCE 
PROGRFIMS 
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California law has conformed to federal law regarding the 
exclurion from income for educational assistance, group lrgal 
mmrvicrr and drpmndrnt care assistance programs. 

I gducat ional ksist ance 

Fhr ~ p l o y o e  is required to include in income the value of 
ducational assistance provided to the employee by an employer, 
unlrpr t h e  cost of the assistance qualified as a deductible job 
relatd exprnse of the employee. Under prior law, which 
sunsettd Dcrerabar 31,1985, the maximum amount of educational 
rrristrnce an employee could receive tax-free in any taxable year 

I -- 
1 G w u o  Leaal Services 

Under prior law which sunsetted December 31, 1985 amounts 
contributed by an employer to a qualified legal services plan for 
-ploy- or their families were excluded from gross income. 
This mxclusion also applied to any services received by an 
mmployw or any amounts paid to an employee under a plan a5 
rrimbu-nt for employees or their families for the cost of 

legal services. 

klditionally, an organization whose exclusive function was to 
provide lrgal services or indemnification against costs of legal 
wrvices as part of a qualified group legal serviees plan was 
ent i tlmd to tax ~xernpt status. 

wndent C a r e  bristance Procjrams 

Under current law amounts paid or incurred by an employer for 
depndrnt care areistam pr~vided to an employee through a 
deprndrnt cmrc assistance program are excludable from income. 
The amount rxcludable is limited to the employee's earned income 
for the year or, for married couples, the lesser of the 
wployw'a earn& income or the earned income of the employee's 

\Cj rpouu. R dependent care assistance program m u s t  be a written 



plarr  f o r  t h e  e x c l u s i v e  b e n e f i t  o f  erirplclyees, must n o t  
d i s c r i m i n a t e  iri f a v o r  of emplclyee5 who are  of fi rers, sha>-ehc~lder-s  
or h i g h l y  cornpensated and meet cat h e r  r e q u i r e r ~ l e n t s .  

NEW FEDERAL LAM (Sec. I 127 &129) 

The new f e d e r a l  l a w  e x t e n d s  for t w o  y e a r s  (1386 and 13871 t h e  
e d u c a t i o n a l  assistance and g r o u p  l e g a l  assistance e x c l u s i o n s  and 
t h e  t a x  exempt s t a t u s  uf g r u u p  l e g a l  s e r v i c e s  o r g a n i z a t  ions .  
A d d i t i o n a l l y  t h e  new f e d e r a l  law i n c r e a s e s  t h e  cap on a n n u a l  
e x c l u d a b l e  e d u c a t  ional  a s s i s t a n c e  b e n e f i t s  f r o m  $5,000 t o  85,250-  
A t r a n s i t i o n  r u l e  f o r  g r o u p  l e g a l  s e r v i c e s  b e n e f i t s  p rov ided  
u n d e r  a cafeteria p l a n  p r o v i d e s  t h a t  a n  employee is p e r m i t t e d  t o  
revoke an election tu t a k e  c a s h  or a q u a l i f i e d  b e n e f i t  o t h e r  t h a n  
g r o u p  l e g a l  s e r v i c e s  and  make a new e l e c t i o n  to t a k e  g r o u p  l e g a l  
services. The r e v o c a t i o n  and n e w  elect i o n  must be  make nu  l a t e r  
t h a n  60 d a y s  after t h e  d a t e  ct f  t h i s  l a w ' s  enac tmen t ,  Oc tobe r  22, 
1986, and  rnay re la te  t o  any  p e r i o d  a f te r  Iiecernber 31, 1'385. 
T h i s  t r a r ~ s i t i o n  r u l e  is l i m i t e d  to c a f e t e r i a  p l a n s  t h a t  p r i o r  to 
Augus t  16, 1'366, d i d  neat a l l o w  ert lployee5 to elect group l e g a l  
s e r v i c e  b e n e f i t s  w i t h  r e s p e c t  t o  a p e r i c d  a f t e r  Decernber 31, 
1985. 

The  new f e d e r a l  l a w  1 i m i z 5  t he  empicayee7 s e x c l u s i c ~ n  F o r  dependent  
care a s s i s t a n c e  pt-ograrns t o  95, 000 a year- (SZ, 5 i X l  f ilr- rirarr i ed 
f i 1 irrg s e p a r a t e l y > .  Fllso, f o r  O i p l - s i t ~  f a c i l i t i e s  t n e  ar~lc~unt 
e x c l u d e d  w i t h  r e s p e c t  to any  aepender j t  rilust be  baseti or1 a c t i t a l  
u t  i 1 i za t  ion and t h e  v a l u e  of t h e  s e r v i c e s  p r u v i a e a .  

EFFECTIVE DATE CIF FESERfiL PZO 'J l  Si ONS 

The e d u c a t i u r ~ a l  assistarlce and qr7c14-ip ; ~ g a L  acs l s t ; t r i c e  pr- .c~i/ isions 
h a d  s u n s e t t e a  D e c e r n b e r  31, 1985, arid x . h ~  ~ I E W  f ~ o e r - a 1  1 ah ~ x t r r r d s  

L 7, .y 7 t h e  s u n s e t  d a t e  t o  December 51, A 2 ~ ~ .  

-. 
I h e  effect i v e  d a t e  o f  impcls2ng t n E  1  ~ i i l i ~ 5  on deper~ t ie r~e  car-e 

assistarice prograrris is for t a ~ a t l l e  year-5 he5 1 fir-iinG a f t e r -  fiecemher 
31, 1'366, 

E d u c a t i o n a l  Q s s i s t a n c e  and G r o u p  Lesa l  S e r v i c e s  

The  1987-68 r e l a t i v e  f i s c a i  impac t  u n d e r  state c o n f o r r ~ ~ i t y  fa r  
e d u c a t i o n a l  a s s i s t a n c e  is r e v e n u e  l c ~ s s e s  i n  t h e  $3 r i ~ i  l l  i o n  r a n g e  
and  also lasses i n  t h e  $5 r n i l  l i o n  r a n g e  f o r  qroup legal s e r v i c e s -  
T h e s e  r e v e n u e  lasses wctctl d  c ~ c c u r  ~~r~cier  t h e  Persclnal  I ncr~rne Tax 
Law (PITLI. The b a s i s  f o r  t h e  s t a t e  estimates is  t h e  n a t i o n a l  
est i r n a t  es p r e p a r e d  by the J o i n t  Cclrnrni t tee  or, Taxat  iun.  I J C T )  
p r o r a t e d  tu C a l i f o r n i a  by a  4. 1. pe rce r r t  f a c t c ~ r .  T h i s  f a c t o r  
reflects f h e  P o l  i c y  Eccrnc~r~~i c Gri lup  I PEG) confo i7mi ty  est ir11at e f o r  
C a l i f o r r i i a  on  t h 1 5  P T - O V ~ S ~ O Y J  r e l a t i v e  tci t h e  r~a",:ion f~ l r '  ~ ~ O S E  

p r o v i s i o n s  a n a l y z e d .  The PEG h a s  ric1-L s p e r i f i c a l  l y esr irnaked t h i s  
p r u v  i s i un. 



- 
Dependent Care Rssistance Prouram 

The JCT estimates revenue gains for the riat ior~ of less t h a n  85 
rnillion annually. Eased on this projected low level o f  impact 
for the nation, conformity would result in minor revenue gains of 
probably less than $200,000 under the PITL. 

This effect results from smaller employee exclusions for 
dependent care assistance paid by employers. 



FU=TIONr TREOTS FULL-TIME INSURRNCE SRLESPERSONS M 
WPCOYEES FOR CfiFETERICI PLFLNS 
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California l a w  conforms in substance to federal law, the 
exemption k i n q  the mffertivc date for California law. Thc law 
providms that for purpoc.cs of providing certain emplayrre bcnef its 
r full ti- insurance salesperson qualifies as as an employee if 
the -man is considered an cfffployee for the Federal Insurance 
Contributions k t ,  or in the case of services performed before 
January 1, 1953, for California (January 1, 1951 for federal 
purposes), w h o  would have been considered an employee if his or 
her smrvices nerc performed during 1953 I1951), 

The substance of the law is that a full time insurance 
srlmqxwson is treated as an employee for the following employee 
k m f i f  exclusions, (1) compensation for injuries ar sickness, 
4E) amounts m i v d  under accident or health plans and (3) 
contributions by an employer to accident and health plans. 
Howaver, ev.m if the salesperson is eligible to receive benefits 
provided under a cafeteria plan, he or slle is not treated as an 
mployme for purposes of cafeteria plan provisions. 

NEW FEDEML LCIW (Set. 7701 (a) (20)) 

Fklds a provision to the law so that a full time insurance 
salrrprrsmn is treated as an employee for purposes of eligibility 
for cafeteria plan provisions. 

EFFECTIVE DRTE O F  FEDERRL PROVISTUNS 

The ntrr foderal law applies for years beginning after December 
31, 1985. 

ENUE I W W T  OF CONFORMITY TO FEDERRL LAW 

sprrcific national estimate was made by the Joint Committee on 
Taxation (JCP) for this particular item indicating a very minor 
<less thrn (15 million) impact for the nation. Revenue lasses 
that would occur under state conformity would be very minor, less 
thrn %200,000 annua 1 1 y on a comparable basis. 



i 
T i t l e  XIF6r P ~ n r i o n s  rnd D a f e r r ~ d  Compensation 

f iCTION 1 %LOWS FOR POST-RETIREMENT GRQUP TERM LIFE 
JNFiLLRWW€ IINDFR FI CCIFETFRI FI PLRN FOR 
EMPLOYEES O F  QUQLZFIED EDUCnTIONRL 
JNSTXTUTIONS 
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Currrnt  California law conform to frderal law. 

Under current law the cost of permanent benefits under a life 
imurrnce policy provided by an mmployer to an rmploycs is 
includibla in income, fi pernamnt benefit is a benefit with an 
rconorrric value extending beyond a policy year, such as a paid-up 
policy for futuw years, 

NP amount is includible in the gross income of a participant in a 
cafrt-ria plan meeting certain requirements solely because, under 
the plan, the participant may choose amanq the benefits. Except 
w i t h  rrrprct to elective contributions under a qualified cash or 
defer& arrangcmrsnt, the term "cafeteria plan" does not include 
any plan which provides for deferred compensation. 

NEW FEDERFIL LFIW I-. 125 (c) (2) (C> ) 

Under the n e w  federal law with respect to employees of 
rducational institutions a cafeteria plan may allow participants 
to choorc among cash, qua1 i f ied benefits or post-ret irement group 
life insurance coverage.. Rll contributions for the insurance 
would have to be made before retirement and have no cash 
surrender value at any time prior to retirement from the service 
of the employer. Rdditionally, the coverage must be treated as 
term insurance for purposes of the exclusion for group-term life 
insurance, 

EFFECTIVE DRTE OF FEDERaL PRDVISIDNS 

The new federal law is effective beginning after the later of ' 

December 31, 1987 or the earlier of the date on which is three 
months after the date the Internal Revenue Service issues 
regulations necessary to carry out the new nondiscrimination 
provisions, or December S t ,  1988, 



REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

The Jaint Committee an Taxation did not make a specific estimate 
far this particular item, indicating a very minor or negligible 
impact for the nation. The impact of California conformity, 
therefore, is that any revenue losses that would occur would be 
neqliqible- 



Title XIF7: Pensions and Deferred Compensation 

RCTION: CODIF IES THE T R X  TREnTMENT O F  QUQLIFIED CQMPUS 
HOUSING BY ESTQBLISHING R STRTUTORY MQXIMUM 
RENTRL VRLUE 
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Several federal court decisions have held that on-caapus housing 
furnished to faculty or other employees by an educational 
institution at below fair-market value does not qualify for 
exclusion from income under Section 119 of the IRC, relating to 
meals and lodging for the convenience of the employer. However, 
the Deficit Reduction Rct of 1984 (P.L. 98-369) prohibited the 
Treasury Department from issuing, prior to January 1, 1986, any 
income tax regulations that would provide for inclusion in gross 
income of qualified campus housing- This moratorium applies only 
to lodging furnished after Deeember 31, 1963 and before January 
1, 1986. 

The purpose of the moratorium was to allow further time for 
considerat ion c l f  arguments by schools and universities that 
special tax ru:.es governing treatment of housing furnished their 
employees should be provided by st at ute. 

Qualified campus lodging is lodging lorated on or near the campus 
of an educational institution that is provided to an employee of 
the inst it ut ion or spouse or dependent of the employee. 

CURRENT CRLIFORNIG LQW (See. 1 7 1  31 1 

Califurnia is conformed to federal law and regulations relating 
to meals or lodging furnished for the convenience of the 
employer. However, since the moratori urn prevented changes to the 
federal regulations and California has not adopted separate 
regulations dealing with the excludability af qualified campus 
lodging, federal case law would be applied for California 
purposes. This means that the difference between the arnoun-t: paid 
for the lodging and the fair-market value of the rental would be 
included in the gross income of the faculty member or other 
employee for Cal i f orni a purposes. 

NEW FEDERRL LFIW (Sec. 1 1 9 )  1 

Generally, gross income will not include the value of qualified 
- campus lodging. However, the value of the housing will be 



i n e l u d e d  i n  incurne t o  t h e  e x t e n t  t h e  a c t u a i  rent p a i d  i s  t h e  
lesser of: (1) f i v e  p e r c e n t  ( a n n u a l i z e d )  clf t h e  a p p r a i s e d  v a l u e  
of t h e  l o d g i n g ;  o r  (2) t h e  average r e n t s  p a i d  by o t h e r  persctrrs 
(not e m p l o y e e s  or 5t u d e n t s i  t o  t h e  i n s t  i t u t  i a n  fa r  ca r f lpa rab le  
h o u s i n g .  T h e r e f o r e ,  i f  the r e n t  p a i d  is equal to or  exceeds t h e  
lesser of (1) or (2>, t h e  v a l u e  of  t h e  l o d g i n g  is e x c l u d i b l e  f r o m  
income.  

Q u a l i f i e d  c a m p u s  l o d g i n g  means lcrdgirrg which is l o c a t e d  on, o r  i n  
t h e  p r o x i m i t y  of t h e  c a m p u s  and is f u r n i s h e d  t o  t h e  e m p l o y e e ,  t h e  
employee7 s spouse and any d e p e n d e n t s  by or  o n  b e h a l f  o'f t h e  
i n s t i t u t i o n  for u s e  as a r e s i d e n c e .  

EFFECTIVE DRTE OF FEDERGL PRCIVISIONS 

T h e  effective d a t e  of t h i s  p r o v i s i o n  of t h e  act is f u r  t a x a b l e  
years b e g i n n i n g  a f te r  December  31, 1385, 

REVENUE IMPRCT OF CONFDRMITY TO FEDERAL LAW 

The revenue irnpart o f  rorlformity, under Fersmnai i n c o r ~ ~ e  Tax iaw,  
w o u l d  r e s u l t  irr rflirrc~r r e v e n u e  losses i n  t h e  6200,C)00 r a r r g e  
a r ~ r 1 u a 3  ly, T h e  Joirrt Cumrni t tee o n  T a x a t  i o n  est i r n a t e s  r e v e n u e  
losses for  t h e  rratictrr of less thai.1 $5 r r l i l l i on .  C a l i f o r n i a  
revenue losses are based on t h i s  projected l o w  l eve l  of i m p a c t  
f o r  t h e  n a t  i o n .  



- 
Tit 1 e X I F3 : Pens i ons and Def ert -ed  C u m p e n s a t  i on 

FICTION:  L I M I T  THE TIME PERICiD F O R  COMPUTING THE 
DEDUCTION FOR RDDITIONS TO R E S E R V E  RCCOUNT 
FOR Vf iCQTION PQY 
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CURRENT CRLIFORNIF I  LRW (Sec. 17061, 17551. 24274 a n d  24685) 

C a l i f o r n i a  h a s  c o n f o r m e d  t o  t h e  f e d e r a l  l a w  as t o  t h e  t i m e  period 
for c o m p u t i n g  t h e  d e d u c t i o n  fo r  a d d i t i o n s  t o  t h e  r e s e r v e  a c c o u n t  
fo r  v a c a t i o n  pay. C u r r e n t l y  a n  e m p l o y e r  i 5  e n t i t l e d  t o  a 
d e d u c t i o n  f o r  v a c a t i o n  pay i n  t h e  t a x a b l e  y e a r  of t h e  of t h e  
employee  for  which t h e  v a c a t i c l n  pay  (1) v e s t s  ( i f  t h e  v a c a t i o n  
pay p l a n  is f u n d e d  by t h e  employer-)  or ( 2 )  is p a i d .  I n  a d d i t i o n ,  
a n  e m p l o y e r  may elect t o  d e d u c t  r e a s o n a b l e  a d d i t i o n s  t o  t h e  
v a c a t i o n  pay  a c c o u n t  fo r  v a c a t i o n  pay e a r n e d  b e f o r e  t h e  close of 
t h e  c u r r e n t  y e a r  arid e x p e c t e d  t o  b e  p a i d  by t h e  close of t h a t  
y e a r  o r  w i t h i n  12 mcviths f o l l c l w i r ~ q  t h e  c i c r s e  of t h e  t a x a b l e  or 
incorne y e a r .  

1 ) NEW FEDERAL LAW (Sec. 455) 

..., 

! The n e w  f e d e r a l  l a w  p r o v i d e s  t h a t  a d e d u c t i o n  f u r  a d d i t . i o n s  t c ~  a 
r e s e r v e  accourr t  fur-  . v a c a t i o n  pay is l inli teo t o  t h ~  v a c a t  iorr p a y  
t h a t  is p a i d  dcrrirrg t h e  t a x a b i e  y e a r  or-  w i t h i r r  eight arrti c ~ r r e - h a l f  
months  a f t e r  t h e  c l o s ~  o f  t h ~  t a x a b l e  year-  o f  t h e  ei~lpil:~yer-. 

-. 
I n e  view f e d e r a l  pr -ovis ior r  i s  a p p i  i c a b i ~  f o r  taxabic yeai. ,s 
begirrnirrg on  or a f t e r  Januai-y 1, i587. 

REVENUE IMPRCT DF COkFURMITY TB FEEERAL iGW 

- 
The r e v e n u e  i m p a c t ,  u n d e r  t h e  Fersclrral Irrcorne 1 a x  i aw,  i f  
C a l i f o r n i a  corrforrned to t h e  new f e d e r a i  l a w ,  t - e g a r d l n q  t h e  
d e d u c t  i o n  f o r  a d d i t  i o n s  t o  a r e s e r v e  a c c c ~ u n t  for v a c a t i o n  pay ,  
would b e  r e v e n u e  g a i n s  i n  t h e  8300,000 r a n g e  f o r  t h e  1387-86 
fiscal  y e a r  and  i n  t h e  $100,000 r a n g e  f o r  t h e  1SEiB-EiS f i sca l  
y e a r .  T h e s e  estirnates a r e  b a s e d  o n  t h e  n a t i o n a i  estiinates 
p r e p a r e d  by t h e  J o i n t  Commi t t ee  o n  T a x a t i o n  (JET) and  p r o r a t e d  t o  
C a l i f u r r i i a  by a 4.1 p e r c e n t  factor.  T h i s  f a c t o r  re f lec ts  t h e  
P o l i c y  Economic Group  (PEG> c o n f o r m i t y  est i m a t e  for Cal i T o r r r i a  
f o r  t h u s e  p r o v i s i o n s  a n a l y z e d  r e l a t i v e  tcl t h e  n a t i i ~ n .  The  PEG 
h a s  rmt  s p e c i f i c a l  i y  e s t i m a t e d  t h i s  p r o v i s i o u ~ .  

--7 - - 
I h e  r e v e n u e  i m p a c t ,  u n d e r  t h e  B a n k  and Corpor-.at l o u i  r a x  law,  wcluld 

( -  . be r e v e n u e  g a i n s  i n  the 53 m i i l i o n  r a n g e  f o r  i'387-68 f l e c e ;  y e a r  



and i n  t h e  $700,000 r a n g e  for t h e  1'388-89 fiscal year. These 
e s t i m a t e s  a r e  also based on t h e  J E T  e s t i m a t e  for t h e  n a t i o n  u s i n g  
a prorat i o n  factor  of  4 percent  which represercts  t h e  genera l  
r e l a t i o n s h i p  bet ween Cal i f o r n i a 7  s c o r p o r a t e  t a x  cul lect ions  and 
t h e  federal c o r p o r a t e  t a x  c o l l e c t i o n s  o v e r  t h e  l a s t  f e w  years. 
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RCTION: ENUMERQTES MILITQRY FRINGE BENEFITS 
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C a l i f o r n i a  h a s  c o n f o r m e d  t o  f e d e r a l  l a w  as t o  t h e  i t e m s  i n c l u d e d  
i n  g r o s s  i n c a m e  for m i l i t a r y  p e r s o n n e l .  C u r r e n t l y ,  a v a r i e t y  of 
benef i t s  are p r o v i d e d  t o  m i l i t a r y  p e r s o n n e l  a n d  t h e i r  d e p e n d e n t s  
a n d  are e x c l u d a b l e  f r o m  g r o s s  incorne. T h e s e  e x c l u s i o n s  are b y  
f e d e r a l  s t a t u t e ,  r e g u l a t i o n ,  o r  l o n g  s t a n d i n g  administrative 
p r a c t  ice. 

NEW FEDERliL LF)W (Sec. 134) 

T h e  n e w  f e d e r a l  l a w  d e f i n e s  a q u a i i f i e d  m i l i t a r y  b e n e f i t  
e x c l u d a b l e  f r o r n  income as  any a1 l o w a n c e  o r  i n - k i n d  b e n e f i t  w h i c h  
is r e c e i v e d  b y  a n y  r~iernber or  f u r r n e r  rnember c:f t h e  U n i t e d  S t a t e s  
u n i  forrnecj s e r v i c e s ,  or a n y  d e p e n d e n t  ctf t h e  mer~~ber -  arid w a 5  
e x c l u d a b l e  frctrn g r o s s  incorne  ctr~ S e p t e m b e r  3, 13BG u n d e r  a n y  

) p r o v i s i o n  o f '  l a w  or r e g u l a t i o n  w h i c h  w a s  i n  e f f e c t  on t h a t  date 
( o t h e r  t h a n  a p r u v i s i o n  o f  t h e  Tax R e f a r r 1 1  Rct o f  1326). 

Berref its are e x c l u d a t . l e  u n i y  t c l  t h e  e x t e n t  of t h e  arnclurri; 
a u t h o r i z e d  a r ~ d  e x c l u d a b l e  irrr Sep tember -  13, 1386, e x c e p t  t h a t  
a d j u s t r n e r 1 t 5  rflay be rnade p u r s u a n t  t o  a p r c w i ~ . i c ~ r ~  o f  iaw o r - ,  
r e g u l a t i o n  i n  effect cln S e p t e m b e r  '3, 1'386, i f  t h e  a c i j u s t r ~ ~ e r r t s  a r e  
d e t e r r n i r r e d  by  r e f e r e n c e  t o  f 1 u c t  u a t  i u .~ - IS  i n  cos t ,  pr- i ce, c u r r e n c y  
or o t h e r  s i r n i  lar i n d e x .  

EFFECTIVE DQTE O F  FEDERAL P R W " S I O N 3  

T h e  new f e d e r a l  i a w  a p p l i e s  t o  t a x a b l e  y e a r s  b e y i ~ l n i r ~ g  i8r1 ilr-  
a f ter  J a r ~ u a r y  1, 14ti7. 

REVENUE IMPACT OF CONFORMITY TO FEDERAL LRW 

T h e r e  would be n u  r e v e n u e  impact i f  C a l i f o r n i a  c o n f o r m e d  t o  t h i s  
p r o v i s i o n .  T h i s  act c o r l s o l i d a t e s  e x i s t i r ~ g  r u l e s  for - .  t h e  t a x  . 
t r e a t m e n t  of m i l i t a r y  b e n e f i t s  i n t o  a s t a t u t c t r y  p r o v i s i o n .  
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Title XIPRr Fomign Tax Provisions 

ClCTION: CreQXFIES CCILCULATION Df FORElGN Tax CREDIT 

#kt Saction 1201 

Form 540 L i m  No. N/fi 

Conference Report 561 

Foma 100 Line No. N/R 

The fdera1 pwsmme?nt taxes all the inconre of U. S. incorporated 
mtititr < r r r i d e n c y  based) and allows a credit for taxes paid to 
forhip- rountrics to the extant income is "sourcmd" in that 
country. T h i s  c d i t  is allo~ed to relieve international double 
taxation. Califurnia, in general, taxes only income "saurcedn in 
California and therefore has no need for a tax credit mechanism 
r i m e  it d m  not tax income "saurced" in foreign countries. 

NEW FEERFU, LFUJ {Set. 864. 9U4. 954) 
- 

Farripn tax credits have been calculated by comparing foreign 
i- to wcrall income and allowing a credit fur all foreign 
taxes to the e x t e n t  the total does r& exceed the federal 
crffsctive rate on such income. The new law divides foreign 
imme in to a number of separate baskets based upon the type of 
inrxme m i v e d  in an effort to reduce the unintended shielding 
of certain intome from U.S. taxatiorr. 

~he'~do~tior1 of new, tighter, federal rules will lead to arr 
increase in federal audit activity in the area and a more 
thorough examinat ion o f  transact ions betweerr U. S. and foreign 
incorporated en* it ies. The cl assi f icat ion of income a5 Sub-part 
F incame will also be affected. 

EFFECTIVE DRTE OF FEDERFIL P R U V I S I ~  

The provision ape effective for taxable years begirrrting or1 or 
sftar January 1, 1987. 

INDIRECT REVENUE IMPnCT FRC3M FEDERRL CHRNGE 

Tightening up of 'federal rules in the Sub-part F area will result 
in i n c r e a s e d  revenue to the state of an unknown amount for 
amtities elercting to file on a wate~'5 edge basis. 

PXRECT REVEWE JMMCT OF CONFORMITY TO FEDERaL U.)W 

lVcrt applicable to Califarnia. 



- 
Titlr XIIB1: Forhign Tax Provisions 

FlCTlCMs W X F J E S  W S  FOR SOURCING ItdCWllE FRMrl SClLES 13F 
PERSQlrYIt PROPERTY 

CIct M i o n  1211 C o n f e r e n c e  Report -5 

Fcrrr 540 L i m  No. N/F) Form 1 0 0  Line No. 6-1 

California has no rules for sourcing of individual items of 
inc#r. 7%- rules w i l l  have application under the recently 
met& SIction 2 5 1 1 0  for those taxpayers electing a water's edge 
group ieffrctiva 1/1/89). 

The Im aourcer incone to the sellerT5 place of residence rather 
than the place title passes. 

EFFECTIVE WTE OF FEDERFlL PRt3VISIONS 

-ally efflrctive for taxable years on or after January 1, 
1987. 

REVENUE IMPRCT OF CONFORMITY TO FEDERGL L M  

Minor nat revenue gain ur 1055- 



Title XIIB4: Foreign Tax Provisions 

ClCTIONz MODIFIES RULES FOR MTERMINING THE SOURCE OF DIVIDENDS 
D INTEREST 

M k - b i e p t n  I214 

F o m  540 L i m  No. N/R 

Canf ere- Report 600 

Farm 1 0 0  Line No. 0-4 

Cllifomia in g m r r a l  docs not source incare by statutory rules- 
For thort t a x p a y e r s  clccting a water's edge group (Section 2!5110, 
r f f rc t ivc  January 1, 19881, the federal sourcing rules will have 
sorrr ripnificancr for a limited number of entities. 

F-WH, LRW (Sac. 8 6 1 .  871. Wl. 1441. 6049) 

Interest and dividends received from U. S. incorporated entities 
a m  t ~ e a t d  as U. S. sou~re, iwcwme subject to a "f low-through1' 
r x c r p t  ion, Previously an 80/= test allowed a1 1 interest arrd 
dividmd incone to be treated as foreign source. 

EFFECTIE DRTE W FEDERnL PROVISIONS 

E f feive generally for taxable years beginning on or after 
January 1, 1987 with outstanding debt obl i gat iorrs grand fathered 
in, 

IWIRECT REVENUE IMPRCT FRCM FEDERRL CXRNGE 

Tightening of federal rules and increased federal audits will 
give rise to a slight increase in state revenues of an unknown 
amount. 

DIRECT REVENUE IMWCT OF CONFORMITY TO FEDERaL LRW 

Not applicable to California. 



Title XIIBSz Foreign Tan Provisions 

CW=T ION3 V S  FOR f4&OCCITINO WRIWS EXPENSES TO 
FOREIQN 3UURCES 

k - t  Saction 1215 Conference Report 604 

Farm 54 Linr No. N/R Form 100 Line No. G-10 

I California has no rules for the w u r c i n g  o f  individual e x p e n s e s ,  
California domr have rtatutes limiting the deductibility of 
intwrrt r x p h m e  sprcifically a d  e x p e n s e s  generally as they 
relrtr t o  i- not included in California tax base. These 
rules nil1 have application under recently enacted Section 25110 
for t h w e  taxpayer9 s elect ing a water7 5-edge group (effective 
1,'1/88) . 

Enpcnsc allocations are made on an overall basis rather than 
entity by entity. 

Generally effective for taxable years beginning on or after 
January 1, 1987 with phase-in rules for  previous1.y outstanding 
debt. 

REVENUE I # M C T  OF CONFORMITY TO FEDERaL L W  

It is estimated that conformity (through regulations) will yield 
a %I. 7 million revenue gain in 1987/88, $9.6 rnilliorc gain in 
1988/89 and $12.0 milliort gairr in 1989/90. 



Titlr X X I B G :  Foreign Tax Prov-isions 

ClCTION: WQO- FOR TlNG REEWW3-i EXPENSES BETMEEN 
y. 8, CWD FOREION SOURCE INCOME 

Clct M i o n  1216 Conference Report 608 

Forn 540 L i m  No. H/FI Form 1 0 0  Line No- 6-26 

Crliformir hrr no rulme for the sourcing of irtdividual expenses. 
Califomir dens have statutes limiting the deductibility of 
interest r x p m s e  sprcifically and e x p m s e s  generally as they 
w l r t e  to i- not included in California tax base, Thase 
rulrs will have applicatian under recently enacted Sediun 2 5 1 1 0  
f o r  those taxpayerT s elect ing a water' s-edge g ~ o u p  (effective 
1/1/08>. 

N E W  FEDERFK LFIU (Set. 861. 062, 863) 

Fifty p r m t  of research expenses are a1 located directly to U.S. 
incofth and the ~ a i n i n q  fifty percent is apportioned on the 
baris o f  cithcr grous sales or gross income. This is another 
deferral of  application of current regulations (deferred since 
1983 1 which a1 locate 30 percent of such expenses to U. S. income. 

F F E C T I V E  M T E  OF FEDERRL P R W I S I O N S  

Effective far taxable years beginning after Qugust 1, 1486 and on 
or before Rugust I ,  1907. 

REVENUE IMPUCT OF CONFORMITY TO FEDERRL LCltJ 

Hot applicable to the 1'387 income year, since the water's-edge 
election is not effective until l/l/BB. 

For i- yeaw beginning on or after 1/1/88, there are two 
possible effects (revenue est imates in conet arrt 1987 do1 lars) : 

1 If Congress does not extend the provision enacted in 
the 1986 Tax Reform k t ,  and California conforms t o  
existing federal regulations, there would be an ongoing - 

r w e n u e  lass of S8, 4 milliwl per year. This result is 
baud upon the 50 percent allocation required by 
current regulat ions. 

2, If Cwlgress extends the provieion enacted in the 1986 
T a x  Refom Rct, and Cal ifornia conforms to federal law, 
there would be an ongoing revenue loss of 914 million 
per year. This result is baaed upon a 50 percent 
a1 locat ion. 



Titlr XIIC1: Foreign Tax Provisions 

CICTImr EX-ON OF RULES PROVIDXW FOR CURRENT TCIXRTXDN CF TCIX - 
f k t  Section 1221 Conferme R e p o r t  609 

+ Form 540 Line No. N/FI Form 1 0 0  Lime N o .  6-1 

t M m r  c u m t  l r n  California has no provirion for special 
errrtlllrrt of tax havm imcame. For those taxpryerrs electing a 
nrtrr'r mdgc group, m w l y  enacted Section 2 5 1 1 0  (effective 
1/1/68) nil1 pick-up Subpert F Tax  Haven income. 

NEW FEDERFlC LCIW C8hc. 864, %2-955) 

The nm law expands categories of Subpart F income, tightens 
mcrptions and modifies thresholds w h i c h  together result in an 
increase i n  Subpart F income. 

I EFFECTIVE DFITE OF FEDERGL PROVISIONS 

) -ally effective for taxable years beginning on or after 
January 1, 1987. 

I R E W N U E  IPIPMT OF CONFORMITY TO FEDERQL L Q W  

The revenue impact is estimated to be a $0.5 mi 1 1  ion gain for 
1987188, s . 0  m i l l i m  ga in  for 1988/89 and 92.2 r n i l l i m  gain for 
1969/90. 



FlCTlON: WICUE I N T f W f 3 1 ~ S  TWSFERRU) TO RELflTED 
RTXES TO BE DETERMINFl) BY REFERENCE TO INM#rlE 

g€NEMTED 

Canferme Report 637 

F m  100 L i n e  No, 6-8 

Undrr currcmt Im t r a n s f e r s  k t n t c n  r e l a t e d  partics are I 

d i  rrrprrdd. For those t axpsycrs  = l e t  i ng a w a t e r '  s-cdge group 
<-t ion -110 r f f ~ c t i v e  1/1/88>, the treatment o f  such t r a n s f e r s  I 

w i l l  be significant. 

CkYturl c a r  de& royalty paymerrts are adjustable periodically to I 

rrf 1-t submrtant i el increases i r ~  the actual income gwiera t ed by 
ths irrtmgible- 

EFFECTIVE M f E  OF FEI)ERC#, PROVISIONS 

Ikmrrl'ly effective f o r  taxable years beginning OTI or after 
Jmurry  1, 1987 for transfer made after 1) November 16, 1985 to 
f owigr i  pm-sons, 2) Rugust 16, 1986 to U. S, persons and 3) all 
transfers to Section 936 entities. 

R E V E M  IMMCT W CONFORMITY TO FEDERW LRW 

The revenue effect is estimated to be a 90.2 million gain for 
1967/B8, S1.1 m i l l i o n  gain for 1986/89 and $1.5 m i l l i o n  gain for 
1989/90- 



Titlm XIIFi: F o w i p n  Tax Provisions 

FICTIONr g&DPTS STFITUTORY W E S  FOR ETER)IIININTi THE SHrHXHJT RNI) 
TfMIl!&QF # I N  OR L W S  ffl CURRENCY FLUCTWTIOffi 

CIct M i o n  $261 

Form 540 L i m  No. N/C) 

C o n f  crme Report 659 

Form 1 0 0  Line No. G-1 

G a l  ifornir, by rmgulrt ion, has adopted a functional currency 
rpprorh. 

$4 "functional currency" approach is adopted to provide f o r  
uniform treatment of gains and l o s ~ s  from foreign currency 
position. 

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

I '- ', 
' , i 

RFVENUE IMPFICT OF CONFORMITY TO FEDEWL LRW 

Minor nwt revenue ga in  or. loss. 



Title XIIF28 Foreign Tax Provisions 

FlCTIUUr m P T S  W S  FOR PRESCRIBING WHEN AND HQW EXCWNWE RCITE 
INS FWD LOSES $IRE TO BE REPORTED 

Fk-t SIction 1261 

F o m  540 L i m  No. N/R 

Cwlference R e p o r t  662 

Form 100 Lint No. 6-1 

California v v g u l r t i o m  p r w i d r  for nonrecognition of gain or loss 
until r trrmrctiwr is c l d .  

b i n  or loss is recognized on certain transact ions, even though 
not c l d .  

eFFECTJVE DCITE OF FfZDERC# LRW 

Effective for taxable years beginning on or after January i, 
1987, 

REVENUE IMPACT 5F CtHVFORWITY TO FEDERFLL LFIW 

. . 
Minor ncct revenue gain or loss, 



I Titlr XIIF3t Foreign Tax Prwisions 

RCTIUUs -3FIC ROCES @RE ESTCUBtISHED FOR THE PETl+QJl OF 
TRM#LRTION <PROFIT/LOSS). COMPUTFITXON DF E R R N I W S  CUJD 
PROFITS OF fl SUB!SIDJfiRY tWD TRCINSLflTIMJ OF B R N H  INCOME 

Confcwnce Report 670 

Forw 100 Line No. G-1 

Cllifmir ruquircr the u u  o f  the profit and loss &hod in a 
corporation functional curwncy with some modification. No rules 
aru d r d  for determining a subsidiary's earnings and profits or 
thr m u l t r  of branch activity. 

NEW FED€- L W  ( S ~ C ,  985-9f39) 

Tho m*r fdcral law, in general, restricts a corporation to use 
o f  the profit/loss. method calculated in its functional currency. 

I EFFECTIVE DRTE [X= FEDERRL L W  

'-) Eff- for taxable years beginning in or a f t e r  January 1, 1987. I -/ 

I REVENUE IMPRCT OF CUNFORMITY TO FEDERGL LRW 

M i n o r  nPt revenue gain or 1055. 



The n e x t  page o f  this report is page 1300. 
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TITLE X I 1 1  

T F S X - E X E M P T  BONDS 

QCTION: RESTRICTIONS QPPLIED TO TRX-EXEMPT BONDS 

Flct Section 1301-1318 

Form 540 Line No. N/R 

Conference Report Page 683 

Form 100 Line No- N / R  

CURRENT CRLIFORNIt4  LF)W (Sec. 17143 and 24272) 

California has not conformed to federal law which provides that 
interest on bonds of the United States, its agencies or its 
instrumentalities is fully taxable and interest on state and 
local bonds of any state and certain industrial development bonds 
is tax exempt. Instead, the California Constitution excludes 
from income interest on bonds issued by California or a local 
government in California while statutory law excludes from gross 
income interest the state is prohibited from taxing under the 
U. S. Constitution and federal  law or clr~der the Constitution of 
California. 

-') based un the above, the new federal law wocild not be applicable 
/ for California purposes. Rccor-dingly, an analysis is not 

required, 

I REVENUE IMPACT O F  CONFORMlTY TO FEDERRL  LBW 

Since this prclvisi our represents a nun-cc\n.formi t y issue, no 
revenue effects apply. 



The next page of t h i s  r epo r t  is page 1400. 
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TRUSTS GbND t S T C S T E S 5  

MINOR C H X L l 3 R E N q  

G X F T  RND E S T C S T E  T Q X E S 5  

TRBLE OF CONTENTS 

Income Taxation O f  T r u s t s  Rnd E s t a t e s  

Taxable Year 

G r a n t o r  T r u s t s  

Payment  Of E s t i m a t e d  I n c o m e ' T a x  by T r u s t s  Rnd Estates 1406 

U n e a r n e d  Income O f  R Minor Child 



T i t l e  XIVR1: Trusts and Estates; Minor Children; Gift 
and Estate Taxes;  Generation-Skipping 
Transfer T a x  

RCTION: NQRROWS T R X  BRRCKETS RPPLICRBLE TO TRUSTS QND 
ESTQTES 

Qct Sect ion 1401 Conference Report Page 763 

Farm 540 Line No, N/Q Farm 300 Line Na- N/R 

CURRENT CFILIFORNIFI LQW (Set, 17041 (el 

California law is similar ta current federal law as it has 
various tax rate brackets for trusts and estates. However, 
California tax rate brackets are different fram the federal tax 
rate brackets, The federal rates range from 11 percent to 50 
percent ; the California rates range from 1 percent to 1 1  percent. 

NEW FEDERRL LRW (Sec, 101) 

This provision of the act provides that the rate schedule 
applicable to trusts and estates is modified to have a top 
individual rate of 2 B  percent, This means, taxable income of 
trusts and estates from 30 to not over $5,000 is taxable at 15 
percent and the taxable income over 65,000 is taxed at 26 
percent. The benefit of the 15 percent bracket phases out 
between 813,000 and %26,000. FI transitional rate schedule is 
provided far taxable years beginning in 1987, 

Qdjustments for inflation for 1989 and subsequent years to the 
tax rate schedules are to be made no later than December 15, 1988 
and each subsequent calendar year thereafter. 

EFFECTIVE DQTE OF FEDERGL PROVISIONS 

This provision is effective for taxable years beginning on or 
after January 1, 1967, 

REVENUE IMPRCT OF CDNFORMITY TO FEDERRL LRW 

Tax revenue effects in this area depend on tax policy decisions 
reached regarding the extent to which , if any, California elects 
to modify its tax rate structure pertaining to fiduciaries in 
liqht of federal tax law changes. 

No revenue estimates,. therefore, can be provided at this time. 



T i t l e  XIVQ2: T r u s t s  a n d  Estates; Minor Ch i l d r e n ;  Gift 
a n d  Estate Taxes; Generation-Skipping 
T r a n s f e r  Tax 

RCTION: CHRNGES TQXRBLE YEQR OF TRUSTS TO THE CRLENDnR 
YEFlR 

Qct Sect ion 1403 Conference Report Page 763 

Farm 540 Line No, N/R Form 100 Line No. N/FI 

CURRENT CFILIFORNIR U b J  (Sec. 17731) 

California has conformed to federal law as to taxable year of a 
trust- Currently a trust may establish its taxable year in any 
month. When a trust has a taxable year different from the 
taxable year ctf its beneficiaries, the amounts includible in the 
gross income of the beneficiaries are determined by reference to 
income of the trust for its taxable year ending with or within 
the taxable year of the beneficiary. Thus, in the case of a 
taxable year of trust ending on January 31 and the taxable year 
of the beneficiary ending on December 31 (the calendar year) the 
taxation of trust income which is distributed to the beneficiary 
is deferred eleven months. 

NEW FEDERRL LRW (Sec, 645) 

The act provides that both new1 { created and existing trusts (but 
not estates) are required to adopt a calendar year as their 
taxable year. However, tax-exempt trusts and who1 ly charitable 
trusts are not required tc~ adopt a caler~dar year. 

Rddit ional ly, a tr-ansitional rule is pr-ovided that any trust 
beneficiary who is required to include in gross income any 
distribution from a trust in the fir-st taxable year of the 
beneficiary beginning after December 31, 1986, because the trust 
was required ta file a short taxable year return, the income 
shall be ratably included in the income of the trust beneficiary 
over the four taxable year period beginning with the first 
taxable year. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The effective date of this provision is for taxable years 
beginning on or after January 1, 1987. 

DIRECT STRTE IMPQCT FROM FEDERRL PROVISIONS 

Since trusts will be making taxable year changes for state tax 
purposes whether or nut California actually conforms, the state 
estimates below reflect the change in budget receipts that will 
autamatically .occur under the Personal Income Tax Law (PITL) . 



Based on a proration a f  naticmal estimates prepared by the Joint 
Committee on Taxation, the relative fiscal impact would be a PIT 
revenue gain in the 84 milliosi range for 1987-88 and 1908-89. R 
proration to California of 4. i percent was used which reflects 
the Policy Economic Group's (PEG) estimates for California 
relative to .the nation for those provisions analyzed. The PEG 
has not specifically estimated this provision. 



T i t l e  XIVRG: T r u s t s  a n d  E s t a t e s ;  M i n o r  C h i l d r e n ;  G i f t  
and E s t a t e  Taxes; G e n e r a t i o n  - S k i p p i n g  
T r a n s f e r  T a x  

RCTION: REPEALS TEN Y E N ?  EXCEPTION #AND TRERTS TRUST QS 
GRRNTOR TRUST 

R c t  S e c t i o n  1401 & 1402 Confe rence  Repor t  Page 763 

Form 540 L i n e  No. N/R Form 100 L i n e  No. N l F I  

CURRENT CFILIFORNIFI LFIW ISec, 17731) 

C a l i f o r n i a  l a w  has conformed t o  f e d e r a l  law r e g a r d i n g  the 
t r e a t m e n t  of g r a n t o r  t r u s t s .  Under c e r t a i n  c i r c u m s t a n c e  t h e  
g r a n t o r  Ior o t h e r  p e r s o n  h a v i n g  t h e  power t o  r e v o k e  t h e  t r u s t )  is 
t a x e d  d i r e c t l y  on t r u s t  income. The g r a n t o r  is n o t  t r e a t e d  a s  
having  a  r e v i s i o n a r y  i n t e r e s t  i f  t h e  t r u s t  p r o p e r t y  r e v e r t s  t o  
t h e  g r a n t o r ' s  s p o u s e  (a s p o u s a l  r e m a i n d e r  t r u s t  1. The g r a n t o r  
g e n e r a l l y  is t r e a t e d  a s  t h e  owner of a l l  or a p o r t i o n  o f  t h e  
t r u s t  i f  t h e  a s s e t s  w i l l  r e t u r n  t o  t h e  g r a n t o r  w i t h i n  10 y e a r s  or  
t h e  g r a n t o r  r e t a i n s  s i g n i f i c a n t  c o n t r o l  of t h e  t r u s t  a s s e t s .  

NEW FEDERFIL LRW ( S e c .  672. 673, 674, 676 % 677) 

The a c t  t r e a t s  t h e  g r a n t o r  a s  h o l d i n g  t h e  s a m e  power o r  i n t e r e s t  ' 
i n  t r u s t  p r o p e r t y  t h a t  is h e l d  by t h e  g r a n t o r ' s  s p o u s e  i F t h e  
spouse  was l i v i n g  w i t h  t h e  q r a n t o r  on t h e  d a t e  o f  t r a n s f e r .  

The a c t  f u r t h e r  p r o v i d e s  t h a t  t h e  1 0  y e a r  e x c e p t i o n  is r e p e a l e d .  
The g r a n t o r  is c o n s i d e r e d  t o  be t h e  owner of a n y  p o r t i o n  of  a  
t r u s t  i n  which h e  or s h e  h a s  a r e v i s i o n a r y  i n t e r e s t  o f  m o r e  t h a n  
f i v e  p e r c e n t  i n  e i t h e r  t h e  c o r p u s  or t h e  income o f  t h e  t r u s t .  
Q g r a n t o r  w i l l  no t  be  c o n s i d e r e d  t h e  owner i f  h e  or s h e  h a s  a 
r e v i s i o n a r y  i n t e r e s t  i n  a  t r u s t  t h a t  t a k e s  e f f e c t  o n l y  upon t h e  
d e a t h  ctf a minor  who d i e s  b e f o r e  a g e  21 and w h o  is a  l i n e a l  
descendan t  of t h e  g r a n t o r .  

Conforming amendments are made t o  t h e  I R E  s e c t i o n s  which r e l a t e  
t o  ( 1 )  t h e  power t o  c o n t r o l  b e n e f i c i a l  en joyment  o f  a  t r u s t ;  (2) 
t h e  power t o  r evoke  a t r u s t ;  and (3)  income. f o r  t h e  b e n e f i t  o f  a 
g r a n t  or, 

The above  p r o v i s i o n s  d o  n o t  a p p l y  f o r  any  t r a n s f e r  i n  t r u s t  made 
a f t e r  March 1, 1986 where a b i n d i n g  p r o p e r t y  s e t t l e m e n t  ag reemen t  
was e n t e r e d  i n t o  o n  or  b e f o r e  March 1, 1986 which r e q u i r e d  t h e  
t a x p a y e r  t o  e s t a b l i s h  a  g r a n t o r  t r u s t .  The s e t t l e m e n t  ag reemen t  
must p r o v i d e  f o r  t h e  t r a n s f e r  o f  a s p e c i f i e d  s u m  o f  money t o  t h e  
t r u s t  by t h e  g r a n t o r .  The exempt ion  a p p l i e s  o n l y  t o  t h e  amount 
r e q u i r e d  t o  be t r a n s f e r r e d  by t h e  agreement -  



EFFECTIVE DOTE OF FEDERRL PRUVISIDNS 

This provision is effective far transfers in trust made after 
March I ,  1986, 

REVENUE IMPRCT OF CONFORMITY T O  FEDERRL LRW 

No specific national estimate was developed by the Joint 
Committee o n  Taxation for this particular provision indicating a 
very minor or negligible impact for the nation. Rny revenue gain 
that would occur under state conformity would be minor. 



Title XIVQB: Trusts and Estates; Minor Children; Gift 
and Estate Taxes; Generation-Skipping 
Transfer Tax 

QCTION: REPEALS ELECTION FOR ESTRTE T O  PRY TRX I N  
FOUR EQURL I N S T R L L M E N T S  QND R E Q U I R E S  T R U S T S  
GND ESTRTES TO MQKE PRYMENTS OF ESTIMRTED 
INCOME TFIX 

Rct Sect ion 1404 Conference Report Page 763 

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

CURRENT CFILIFORNIR LFIW (Sec. 18682. 18551 1 

California has conformed to federal law and does not require 
trusts and estates to make payments of estimated tax- California 
has not conformed to a federal law provision which allows an 
estate to elect to pay its income tax in four equal installments 
beginning with the due date of the return and for each three 
month period thereafter. 

NEW FEDERRL LRW (See. 643. 6152 (repealed) and 6654) 

This provision of the act requires trusts and estates to make 
payments of est irnat.sd tax, however, estates are not required to 
pay estimated tax f ~r their first two taxable years. 
Qdditiunally, a trust making estimated payments may have the 
trustee elect to assign any amount of its quarterly payments to a 
beneficiary or beneficiaries. The election must be made on the 
income tax return of the trust which is filed within 65 days 
after the end of the trust's taxable year. If the trustee makes 
this election, the amount of credits assigned to a beneficiary is 
considered a distribution under the 65 day rule, which means the 
amount shall be considered paid or credited to the 
beneficiary(ie5) on the last day of the trust's taxable year. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

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

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

Estimated Tax Payments by Trusts 

Based on a proration of national estimates prepared by the 
Joint Committee on Taxation, the.relative fiscal impact 
would be a Personal Income Tax  (PIT) revenue gain in the $27 
million range for 1987-68 and 61 million range for 1988-89. 
FI proration to California o f  4.1 percent was used which 
reflects the Policy Econon~ic Group7 s (PEG) est imates for 



California relative to the nation for those provisions 
analyzed. The PEG has not specifically estimated this 
provision. 

Estimated Tax Payments bv Estates 

No relevant state data is available to estimate this item. 
However, the Joint Committee on Taxation indicate a very 
minor impact far the nation, Therefore, any revenue gains 
that would occur under state conformity would be minor under 
the PIT Law, 



I 1 
Title X I V B :  Trusts and Estates; Minor Children; Gift 

and Estate Taxes;  Generation-Skipping 
Transfer Tax  

I FlCTIONr ESTQBLISHES SPECIFIL RULES FOR 
UNERRNED INCOME O F  M I N O R  CHILDREN 

1 

Rct  Section 1411 Conference Report Page 767 

Farm 540 Line No. 13, 14 Form 1 0 0  Line No- N/Q 

CURRENT WLIFDRNIFI LFlW (Sec. 17041) 

California has conformed to federal law as to the tax liability 
of a minor child. Generally the gross income of a minor child is 
computed in the same manner as an adult, FI minor child is 
allowed a personal exemption deduction for federal purposes and a 
persona 3 exempt ion credit for st ate purposes. 

California does not conform to federal law which provides that if 
the child is claimed or may be claimed by another taxpayer the 
zero bracket amount is limited to the childv s earned income ar~d 
cannot be used to offset unearned income. - -7 

,I Currently parents may transfer income producing property to a 
child and that income is then taxed at the child9s lower marginal 
rates, 

NEW FEDERAL LAW (Sec, 1. 63 & 6103) 

The act provides that the net unearned inconie over $5510 of a 
child under 14 years of age regardless of the source of the 
assets generating the income will be taxed ta the child at a rate 
equal to the marginal rate the parent would be required to pay if 
the unearned inconle were included in the parenty s taxable income. 

Net unearned income means unearned income less the su m  of $500 
and the greater of: (1) 8500 of the standard deduction or $SO0 
of itemized deduction, or (51) the deductions allowed the child 
that are directly connected with the production of the child's 
unearned income, For example, if the child has 3900 of unearned 
income and no earned income, the childy s standard deduction for 
1988 is $500 which is subtracted from the $900 leaving a net 
unearned income of 9400. This 6400 would be taxed at the child's 
(lower) rate because the net unearned income is less than 4500. 
If however, the child has 81,500 of unearned income and no earned 
income, the child's standard deduction of 9500 is allocated 

i against his unearned income so that his unearned income equals 
I ,/ x, 

61,000.. The first 8500 of that amount is taxed at his rate and 

L) the remaining $500 of unearned income is taxed at the top rate of 
I 
I 

the parents. 



~ d i t i o n a l l ~ ,  the taxpayer icrtentification number of the parent is 
required to be provided to the child or the child's legal 
representative for inclusion on the child's tax return, 

F F E C T I V E  DQTE OF FEDERRL PRDVISIDNS 

This provision is effective for taxable years beginning on or 
aPtar January 1, 1987. 

REVENUE IMPBCT OF CONFORMITY T O  FEDERAL LAW 

The relative fiscal impact under state conformity is revenue 
qrim in the *5 million range for 1987-88 and 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 Policy Economic 
Group (PEG) conformity estimates for California relative to the 
nation far those provisions analyzed. The PEG has not 
specifically estimated this provision- The estimate above allows 
for the fact that California does not currently provide a zero 
bracket amount deduction for minors. 

The n e x t  paqe af this r e p o r t  is paqe 1500. 
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CDMPLICINCE CIND T R X  FSDMINISTRCSTION 

TRBLE OF CONTENTS Pane 

hnaltics Relating To Information Returns 
Or Statements 1502 

Penalty For Failure To Pay Taxes 

Negligenccp Rnd Fraud Penalties 

Penalty For Understatement O f  Tax Liability 

Differential Interest Rate 

Information Reporting O n  Real Estate 

Information Reporting On Persons 
Receiving Federal Contracts 

Information Reporting On Royalties 
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Tax-Exempt Interest Required 
To Be Shown On Tax Returns 

Modify Separate Mailing Requirement For 
Certain Informat ion Returns 

Tax Shelter Registration 
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Tax Shelter Interest 
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Uaiver O f  Est imated Tax Penalties 
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T i t l e  X V G i :  C o m p l i a n c e  and T a x  A d m i n i s t r a t i o r 1  

RCTION: S I M P L I F Y  kNU CONSULIDGTE PENRLTIES FOR FRILURE 
TU FlLE 1NFOHMRTION R E T U R N S  O R  STf iTEMENTS 

R c t  Sect i o n  150i C o n f e r e n c e  R e p o r t  P a g e  777 

Form 540 L i n e  No. N/FI Form 100 L i n e  No. N/FI 

CURRENT CQiIFORhlIU LAM (Sec. 17932. 16681. i-1868i. 9, 16665.07, 
18802. 18862.1-18662.9. 18803) 

C a l i f o r n i a  h a s  g e n e r a l l y  c o n f o r m e d  t o  f e d e r a l  l a w  w h i c h  r e q u i r e s  
a t a x p a y e r  t o  f i l e  i n f o r m a t i o n  r e t u r n s  a n d  t o  f u r n i s h  a c o p y  t o  
t h e  t a x p a y e r .  T h e  i n f o r m a t i o n  r e q u i r e d  relates t o  salaries,  
o t h e r  cumpensa t  i o n ,  d i v i d e n d s ,  r e n t s ,  a n d  o t h e r  s p e c i f i e d  
paymer~ t  s. 

The p e n a l t i e s  imposed u n d e r  s t a t e  a n d  f e d e r a l  l a w  are somewhat  
d i f f e r e n t .  F o r  C a l  i f o r n i a  p u r p o s e s ,  t h e  p e n a l t y  imposed  f o r  
f a i l u r e  t o  p r o v i d e  t h e  i n f o r m a t i o n  t o  e i t h e r  t h e  F r a n c h i s e  Tax  
Board or  t h e  t a x p a y e r  is 850 f o r  e a c h  f a i l u r e  n u t  t o  e x c e e d  
$iO,O00 d u r i n g  arry c a l e n d a r  y e a r .  T h i s  d i f f e r s  f r o m  f e d e r a i  law 
which p r o v i d e s  t h a t  t h e  p e n a l t y  is $50 fc l r  i a c h  f a i l u r e ,  rrot t o  
e x c e e d  $50,000. I f  t h e  p e r l a l t y  1s i rnposed f o r  i n t e n t i o n a l  
d i s r e g a r d  o f  the f i l i n g  r e q u i r e r n e r r t ,  t h e  6 1 0 , 0 0 0  l i m i t a t i o n  (or  
6 5 C ) ,  000 f o r  f e d e r a l  p u r p o s e 5 )  d o e s  riot a p p l y .  

C a l i f o r r ~ i a  l a w  a l s o  imp~ztses a $100 p e n a l t y  f o r  e a c h  f a i l u r e  t o  
p r o v i d e  a c o p y  ctf f e a e r a i  i n f o r r f l a t i u n  r e t u r n s  w i t h  r e s p e c t  t o  
mot-tgage i n t e r e s t ,  c a s h  r - e c e i v e d ,  a n d  f o r e c l o s u r e s .  O n l y  t h e  850 
p e n a l t y  is a p p i  icable fur f e d e r a i  p u r p o s e s ,  
I n  a d d i t  i o n ,  Cai i f o r r ~ i a  l a w  p r o v i d e s  t h a t  a p e n a l t y  b e .  i m p o s e d  of 
e i t h e r  85 or  $10 < d e p e n d i n g  or1 t h e  n a t u r e  o f  t h e  f a i l u r e j  fo r  
f a i  l u r - e  t 1 2  s u p p l y  i ae r r t  i f y i r r g  numbers  ( soc ia l  s e c u r i t y  number  on  . , 

FEIr\lj  n o t  t o  exceec;  B i i i , C ) 0 0  d u r i n g  arry c a l e n d a r  y e a r  i m p o s e d  o n  
e a c h  p e r s o n .  Federai law p r o v i d e s  a p e n a l t y  o f  e i t h e r  $5 or $50 
n o t  t o  e x c e e a  850 ,000 .  

F o r  b o t h  f e d e r a l  and s t a t e  l a w ,  no p e r s a l t y  is imposed  f o r  
irtcl u d i n g  i n c o r r e c t  i n f  o r m a t  i o n  o n  arr i n f o r r n a t  i o n  r e t u r n .  

NEW FEDERRL LRW (Sec. 4997. 6031, 6034, 6034F1, 6037-6045, 6049. 
6050FI-605Cjri, 6052,  6652. 6676, 6676, 8 672i-6724 

T h e  R c t  s i r n p l i f i e s  and c o n s c l l i d a t e s  t h e  c o d e  p r o v i s i o n s  re la tin^ 
t o  f a i l u r e  t o  f i l e  arr i r t f o r r n a t i o r r - r e t u r n  w i t h  t h e  I n t e r n a l  
Revenue S e r v i c e  and  f a i l u r e  t o  s u p p l y  a c o p y  o f  t h e  i n f o r m a t  i o n  
r e t u r n  t o  t h e  taxpayer- .  

The maxirnur~l p e n a i t  i es  f o r  t h e s e  f a i l u r e s  are r a i s e d  f r o m  $50,000 
t o  6100,00(:), w h i l e  r e t a i r r i r r g  t h e  e x c e p t i o n  t h a t  there is rto l i m i t  



o n  t h e  amount o f  these p e n a l t i e s  i n  t h e  case o f  i n t e n t i o n a l  
d  i s r e g a r d .  

The p e n a l t y  f o r  f a i l u r e  t o  r e p o r t  c a s h  t r a n s a c t i o n s  t h a t  exceed  
$10,000 is i n c r e a s e d  t o  10 percevr t  of t h e  amount t h a t  s h o u l d  have 
been r e p o r t e d .  R l s o ,  t h e  p e n a l t y  fo r  f a i l u r e  t o  r e p o r t  exchanges  
of c e r t a i n  p a r t n e r s h i p  i n t e r e s t s  or f a i l u r e  t o  r e p o r t  c e r t a i n  
d i s p o s i t i o n s  of d o n a t e d  p r o p e r t y  is 5 p e r c e n t  of t h e  amount t h a t  
s h o u l d  h a v e  been  r e p o r t e d .  

0 new p e n a l t y  o f  85 is also imposed for  e a c h  i n f o r m a t  ion r e t u r n  
(or c o p y  t o  t h e  t a x p a y e r )  t h a t  c o n t a i n s  i n c o r r e c t  i n f o r m a t i o n ,  up  
t o  a $20, OOC, maxirnum, e x c e p t  i n  cases of i n t e n t i o n a l  d i s r e g a r d  
( n o  maximum). The new p e n a l t y  w i l l  n o t  be a s s e s s e d  f o r  f a i l u r e  
t o  s u p p l y  a correct t a x p a y e r s  i d e n t i f i c a t i o n  number, i f  for the 
s a m e  t a x  y e a r ,  t h e  p e r s o n  f i l i n g  t h e  r e t u r n  is a l r e a d y  s u b j e c t  to 
t h e  p e n a l t y  for f a i l u r e  t o  s u p p l y  a correct i d e n t i f i c a t i o n  
number. 

T h e s e  p r o v i s i o r i s  a l s o  have been r e d r a f t e d  t o  c l a r i f y  w h e n  a 
p e r s o n  is r e q u i r e d  t c ~  f u r n i s h  a w r i t t e n  s t a t e m e n t  t o  t h e  
t a x  paye r .  

I n  a d d i t i c m ,  stricter r u l e s  a p p l y  to i n t e r e s t  and d i v i d e n d  
r e t u r n s  or s t a t e m e n t s .  Whi le t h e  i n f o r m a t  i o n  r e p o r t i n g  p e n a l t i e s  
d o n 9  t a p p l y  t o  f a i l u r e s  t h a t  are due t o  r e a s o n a b l e  c a u s e  and n o t  
w i  11 f u l  r t e g l e c t ,  i n t e r e s t  and d i v i d e n d  r e p o r t  inq f a i  l u r e s  w i  11 b e  
e x c u s e d  o n l y  i f  t h e  t a x p a y e r  e x e r c i s e d  due d i l i g e n c e .  FInd t h e  
maximum amctunt 1 i m i t a t i o n s  appl i c a b l e  t o  t h e  o t h e r  p e n a l t i e s  
d o n 9  t a p p l y .  

EFF'ECTIVE DFiTE UF FEIiEHGi PRDVISIDNS 

- 
I h e  p r o v i s i o n  is e f f e c t i v e  f o r  ln fo r rna t  i o n  r e t u r n s  d u e  t w l t h o u t  
r e g a r d  to ex tens i c l r r s j  on or  a f t e r -  Ja r iuary  i, 1987. 

A c c o r d i n g  t o  t h e  J o i n t  Commit tee  on  T a x a t i o n  ( J C T j  t h e  ~ m p a c t  f o r  
t h e  n a t i o n  w i  11 be a d d i t  i o r ~ a l  p e n a l t y  c u l  lect i o n s  less t h a n  $5 
m i l l i o r i  a n n u a l l y .  Based ori t h i s  l o w  level of impact, c o n f o r m i t y  
would r e s u l k  i n  m i n o r  i n c r e a s e s  i n  p e n a l t y  c o l l e c t i o n s  o f  less 
t h a n  6200,000 a n n u a l  ly. 



- 
I 
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WRRENT CRLIFORNIFI LFIW (Sec. lBM31.10604.2.25931,25931.3, 8 
34.23 

Under current California law, a penalty nay be imposed on 
t r x p a y r r s  for failure to pay taxes by the due dates. 

The penalties imposed under the California Personal Income Tax 
L a w ,  Bank and Corporation Tax Law, and Federal f nternal Revenue 
Code are someuhat different. 

Under the California Personal Income Tax Law, the penalty is 5 
percent of the total unpaid tax plus an amount computed at a rate 
of .5  percent per month for the period the tax is unpaid (maximum- 
of 36 months). This is the same as the federal law, except that 
federal law does not include the initial 5 percent of unpaid tax 

- -- and the maximum is 25 percent (50 months). 
') 
/ Under the Bank and Corparation Tax Law, the penalty is 5 percent 

of the total unpaid tax with a minimum penalty of 85 and a 
maximum of 91,000. This differs from the federal penalty which 
is .5  percent per month for a maximum of 50 months. Fllso, there 
is no minimum or maximum dollar amount under federal law. 

Under federal law, but not state law, the penalty for failure to 
pay the tax a150 applies to assessments not paid within ten days 
after notice and demand. 

Under both California Personal Income Tax Law and the Bank and 
Corporat ion Law, the penalty for failure to pay the tax is not 
assessed if the penalties for failure to file, or failure to file 
after demand are equal to or greater than the penalty for failure 
to pay the tax, This differs from federal law which does not 
take the greater of the penalties but rather reduces the failure 
to file penalty by amounts assessed for failure to pay tax shown 
on the ref urn and for failure to pay tax not shown on the return 
after notice and demand for payment of such tax. 

. . 

Under the federal and state laws, each of the above penalties may 
be waived if the taxpayer can show that failure was d u e  to a 
reasonable cause and not willful neqlect. 



The act increases the penalty to pay taxes when due from - 5  
parcent per month t o  one percent per month (up to a maximum of 25 
prcrcrnt) when the collection of  tax is in jeopardy or after the 
taxpayer has been notified that the Internal Revenue Service will 
levy upon the taxpayer's assets t o  collect the past-due taxes. 

Thr act alsa repeals a special offset rule (unique to federal 
l a w )  which can result in the imposition of a smaller penalty to a 
trxpayrr that never files a return than to a taxpayer who files a 
wturn, but d m  not pay on assessment within 10 days after the 
notice and demand has been made. 

EFFECTIVE DRTE OF F E D E W  PROVISIONS 

The prevision is effective for the amount assessed on or after 
January 1, 1987. 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

In comparing the current state penalty assessment with the n e w  
frderal computation formula, it appears that conformity would 
result in reduced penalty collections under the PITL and 
increased amounts under the BBCTL. 

Ba-d on a proration of national estimates adjusted to allow for 
differences between current state law and former federal law, the 
amount o f  reduced PITL penalty collections under conformity could 
amount to 97 million annually. 

Based on a departmental recap report an corporate penalties for 
failure to pay, additional penalty collections under conformity 
could amount to $1.2 million annually under the ERCTL. 

TRX POLICY ISSUES 

The California penalty for failure to pay the tax applies to the 
amount of tax shown on the return, whereas federal law alsc~ 
includes a separate penalty for the amount of tax not shown on 
the return. That California law does not apply to the total 
unpaid tax SBSJITS t o  be an omission rather than an intentional 
dif fsrence. 
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CURRENT CRLIFORNIU LfiW (Sec. 18684,18685.16698.5 25934. & 25955) 

Under c u r r e n t  C a l i f o r n i a  l a w ,  a t a x p a y e r  may be s u b j e c t  to a 
n e g l i g e n c e  or  f r a u d  p e n a l t y .  T h e  amount  o f  t h e  p e n a l k y  a n d  
c o m p u t a t i o n  r u l e s  are i n  c o n f o r m i t y  t o  f e d e r a l  law. 

Nes 1 i sence P e n a l t y  

I f  a t a x p a y e r  h a s  u n d e r p a i d  a n y  p a r t  of a d e f i c i e n c y  d u e  t o  
n e g i i g e r l c e  o r  i n t e n t i o r r a i  d i s r e g a r d  of the r u l e s  a n d  r e g u l a t i o n s  
w i t h o u t  t h e  i n t e r t t  t o  d e f r a u d ,  t h e  F r a r t c h i s e  Tax B o a r d  may i m p o s e  
a rteg 1.i g e n c e  p e n a l t y .  

The n e g l i q e r t c e  p e r t a i t y  is 5 p e r c e n t  of' t h e  t o t a l  amount  o f  t h e  
d e f i c i e n c y .  T h e r e  is a n  a d d i t i o n a i  p e n a l t y  of 50 p e r c e n t  of t h e  
i n t e r e s t  d u e  o n  t h e  p o r t i o n  uf t h e  u n d e r p a y m e n t  t h a t  is 
a t t r i b u t a b l e  t o  n e g l i g e n c e  o r  i n t e n t i o n a l  d i s r e g a r d  o f  r u l e s  a n d  
r e g  u 1 a t  i o n s .  

I n  o r d e r  t o  a v o i d  t h e  n e g l i g e r l c e  p e n a l t y ,  t h e  t a x p a y e r  mus t  
p r e s e n t  clear and c o n v i n c i n g  e v i d e n c e  t h a t  n u  n e g i  i g e n c e  w a s  
i nvo l vea. 

F r a u d  Penal r v  

I f  a t a x p a y e r  has u r t d e r p a i d  a n y  p a r t  of t h e i r  d e f i c i e n c y  d u e  t o  
f r a u d  w i t h  i n t e n t  t o  e v a d e  t a x e s ,  t h e  F r a n c h i s e  Tax b o a r d  may 
irnpose t h e  f r a u d  p e n a l t y .  

The  f r a u d  p e n a l t y  is 50 p e r c e n t  o f  t h e  t o t a l  amount of d e f i c i e n c y  
a l o n g  w i t h  art a d d i t i o n a l  p e n a l t y  of 50 p e r c e n t  of t h e  i n t e r e s t  
d u e  o n  t h e  p o r t i o n  o f  t h e  u n d e r p a y m e n t  t h a t  is a t t r i b u t a b l e  t o  
f r a u d .  The a d d i t i o n a i  p e n a l t y  d u e  t o  f r a u d  is i n  l i e u  of t h e  
a d d i t i o n a l  p e n a l t y  d u e  t o  n e g l i g e n c e  o r  d i s r e g a r d  of r u l e s  a n d  
r e g u l a t  i o n s .  

b e f o r e  t h e  f r a u d  p e n a l t y  earl b e  i m p o s e d ,  o n  t h e  t a x p a y e r ,  t h e ,  
F r a n c h i s e  Tax .Board has the b u r d e n  of p r o v i  rtg f r a . u d u l e r t t  i n t e n t .  

NEW FEDERRL LQW (Sec. 6653) 

T h e  Tax  Reform Act of 1966 e x p a n d s  a n d  r n o d ~ f  ies t h e  n e g l i g e n c e  (1 ,- , an* f r a u a  p e n a i t  les. 

I 



Nesliqence Penalty 

The provision will expand the scope of the negligence penalty by 
making it applicable to all taxes under the code. 

The scope of the definition of negligence will include any 
failure to make a reasonable attempt to comply with the 
provisions of the code as well as any careless, reckless, or 
intentional disregard of rules or regulations. 

The bill will also expand the negligence provision so that it 
will be applicable to failures to show properly on the taxpayer's 
tax return any item reported to him on an information return (as 
defined by newly enacted code section 67241d) 1 1 )  of the Internal 
Revenue Code) or on any af certain specified income tax returns 
(returns of partnership income, return of S corporat ion, return 
by estate or trusts, return relating to unemployment 
comperrsation, arrd return relating to state and local income tax 
vefunds). 

Fraud Penalr; y - - -  

The provision will modify the fraud penalty by increasing the 
amount from 50 to 75 percer~t. application of the penalty will be 
1 irnited to the amount of the underpayment attributable to fraua 
(same as the interest componentj. 

The act also provides that if any fraud is found, the taxpayer 
has the burden of showing what part of an underpayment isn? t 
attributable to fraud. 

In *he case where a joint return 1s filed and there has been a 
fraudulent failure to pay tax, the fraud penalty will not apply 
tc. a spouse  signing the return uriiess at least some or part of 
the underpayment is th e  resulz of fraud committed by that spouse. 

The provision is effective fur returns required tu be filed on or 
after January 1, 1967 (determined without regard to extensions). 

REVENUE IHPGCT OF COPJFORdITY TU FEDERAL Lab4 

The Joirlt Committee on Taxation ( J C T )  feels this provision will 
have a minor impact on penalty collections o f  less than $5 
miilion annual'ly. Basea or1 this low level of impact for the 
nation, conformity would result in very minor additional penalty 
col lect ions of less t hart 8200, OUO' annual ly. 
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CURRENT CFILIFUH~\~IF.I LUW (Sec. 181504.4 & 25934.4) 

Under c u r r e n t  C a l i f o r n i a  law f o r  b o t h  i n d i v i d u a l s  a n d  
c o r p o r a t i o n s ,  t h e r e  is a p e n a l t y  for  s u b s t a n t i a l  u n d e r s t a t e m e n t  
o f  t a x  l i a b i l i t y ,  computed  i n  a c c o r d a n c e  w i t h  s e c t i o n  6661 of the 
I n t e r n a l  Revenue Code. 

The p e n a l t y  is 1 0  p e r c e n t  of t h e  t a x  a t t r i b u t a b l e  t o  t h e  
u n d e r s t a t e m e n t  and is imposed o n l y  when t h e  t a x  r e t u r n  c o n t a i n s  
a n  understatement t h a t  e x c e e a e  t h e  g r e a t e r  of iO p e r c e n t  af t h e  
t a x  l i a b i l i t y  ar  $5,000 (910,000 f o r  c o r p o r a t i o n s ) .  

T h e  p e n a l t y  g e n e r - a l l y  does  n o t  a p p l y  t o  a m o u n t s  i n  r e s p e c t  t o  
w h i c h  ( i j  t h e r e  w a s  s u b s t a r ~ t i a i  a u t h o r i t y  f o r  t h e  t a x  t r e a t m e n t  
o f  t h e  i t e r n  a t  issue o r  ( 2 )  the r e l e v a n t  f a c t s  a f f e c t i n g  the 
i t e m ' s  t a x  t r e a t m e n t  a re  a d e q u a t e l y  d i s c l o s e d  i n  t h e  t a x  r e t u r n ,  

Under t h e  B a n k  and C o r p o r a t i a n  law, t h e  p e n a l t y  a p p l i e s  o n l y  when 
t h e  uncierstaternzrt t  is a t t r i b u t a b l e  t c l  a t a x  s h e l t e r ,  t h e  
promotior1 o f  w h i c h  woulo b e  s u b ~ e c t  t o  p e r t a l t  ies. u n d e r  the 
I n t e r n a i  Revenue Code 6700. 

The Tax Reforrt~ A c t  o f  1966 i n c r e a s e s  t h e  p e n a l t y  fur s u b s t a n t i a i  
u n d e r s t a t e r n e n t  of  t a x  1 iabi 1 i t y  frorn t e n  p e r c e n t  t c t  20 p e r c e n t  o f  
t h e  amount o f  t h e  urrderpayrnent a t t r i b u t a b l e  t o  t h e  
u n d e r s t  at  ertient . 
The Omnibus budget Reconc i  l ia t  i o r ~  A c t  of 1986 irtcreasecj t h e  
p e n a l t y  f rom 10 p e r c e r t t . t o  25 p e r c e n t  a n d  r e p e a l s  t h e  p r o v i s i o n  
i n  t h e  Tax R e f o r m  hct  o f  198t5. 

EFFECTIVE DaTE OF FEDERRi PROVISIONS 

The increase i n  t h i s  a d d i t i o n  .to t a x  u n d e r  t h e  Clrnrtibus b u d g e t  
Reconci  1 ia t  i o n  kc t  o f  1966 is e f f e c t i v e  for  p e n a l t  ies a s s e s s e d  o n  
or a f t e r  U c t o b e r  22, 1586. 

REVENUE IMPACT OF COdFORdlTY TO FEDERW LQW 

~ a s e d  o n  d e p a r t m e n t a l  reports o n  penalt , ies d u e  tc, u n d e r  st at ernerr* 
of t a x ,  t h e  arnount uf a d d i t i o n a l  p e n a l t y  c o l  i e c t i o n s  u n d e r  t h e  



Personal Income Tax Law from conformity could amount to the 812 
million range annually. 

Based on the same reports, the amount of additional penalty 
collections under the Bank and Corporation Tax Law could amount 
to t h e  $5 million range annually. 
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CURRENT CRLIFURN~A LAW (Sec. 1&6&6. 19051. 19062. 19269. 26071. 
26080 i 

C a l i f o r n i a  is g e n e r a l l y  c o n f o r m e d  t o  f e d e r a l  law i n  t h a t  t h e  
i n t e r e s t  rate t a x p a y e r s  p a y  t o  t h e  s ta te  a n d  t h e  r a t e  t h e  s t a t e  
p a y s  t o  t a x p a y e r s  are t h e  s a m e .  

The  ra te  of i n t e r e s t  is d e t e r m i n e d  s e m i a n n u a l l y  f o r  s i x  month  
p e r i o d s  e n d i n g  on  September 30 a n d  March 31 a n d  is a d j u s t e d  
J a n u a r y  i a n d  J u l y  I, r e s p e c t i v e l y .  T h e  ra te  u t i l i z e d  is t h e  
p r i m e  rate  q u o t e d  by l a r g e  c o m m e r c i a l  banks a s  d e t e r m i n e d  by t h e  
Board  o f  G o v e r n u r s  of t h e  F e d e r a l  R e s e r v e  System.  

NEW FEDERGL I U W  (Sec. 66ii, G621 j 

This act p r o v i d e s  t h a t  t h e  i n t e r e s t  rate t h a t  T r e a s u r y  p a y s  t o  .?-) t a x p a y e r s  on o v e r p a y m e n t s  is  t h e  f e d e r a l  s h o r t - t e r m  ra te  p l u s  t w o  
I__,. p e r c e n t a g e  p o i n t s ,  rourtded t o  t h e  n e a r e s t  f u l l  p e r c e n t .  T h e  act 

a l so  p r o v i e e s  t h a t  t h e  i n t e r e s t  ra te  t h a t  t a x p a y e r s  pay  t o  t h e  
T r e a s u r y  o n  underpayrnenks is t h e  f e d e r a l  s h o r t - t e r m  rate  p l u s  
t h r e e  pe rce r l t a .ge  p o i n t s ,  7 - o u n a e ~  to t h e  n e a r e s t  f u l  1 p e r c e n t .  

' he  f e d e r a i  short tern1 r a t e  is d e t e r m i n e d  by t h e  S e c r e t a r y  b a s e d  
o n  t h e  a v e r a g e  nlar-ket y i e l d  c7n u u t s t a r l d i n g  m a r k e t a b l e  o b l i g a t i o n s  
of t h e  b n i t e d  S t a k e s  wich r e r t ~ a l n i n g  p e r l o d s  kc1 m a t u r i t y  of t h r e e  
y e a r s  cgr less. 

The i n t e r e s t  r a t e s  a r e  t o  b e  a d j u s t e d  q u a r t e r l y .  The rates a re  
d e t e r r n i n e d  d u r i r ~ n  t h e  firsr; month of a c a l e n d a r  q u a r t e r ,  a n d  
become e f f e c t i v e  for t h e  f o l l o w i n g  c a l e n d a r  q u a r t e r .  

The act p r o v i d e s  t h a t  t h e  S e c r e t a r y  of t h e  T r e a s u r y  may p r e s c r i b e  
r e g u l a t i o n s  p r o v i d i n g  t r a n s i t i o n a l  r u l e s  t o  c o o r d i n a t e  t h e  
d i f f e r e n t i a l  i n t e r e s t  rates f o r  n e t t i n g  of t a x , u n d e r p a y m e n t s  a n d  
o v e r p a y m e n t s  (IHC 5 66Ol{fi; PIT. 5 IS6'31; B&C 5 25102). T h e s e  
r e g u l a t i o n s  would a p p l y  t h r o u g h  t h e  p e r i o d  e n d i n g  t h r e e  y e a r s  
a f t e r  t h e  d a t e  o f  e n a c t m e n t  of t h e  b i l l .  I t  is a n t i c i p a t e d  t h a t  
b y  t h a t  t i m e  the I n t e r n a l  Revenue  S e r v i c e  w i l l  h a v e  d e v e l o p e d  
d a t a  p r o c e s . s i n g  c a p a b i l i t i e s  t o  n e t  u n d e r p a y m e n t s  and  
c lverpaytner~t  s a u t o m a t  ical  l y .  



EFFECTIVE DRTE OF FEDEHRL PHC. JTGLDI\IS 

This provision is effective ia r  purposes of determining interest 
for periods after Decembet- 31. 1966. 

REVENUE IMPQCT OF CONFORMITY TO FEUEHRL LRW 

Estimating the net revenue effect of conforming to the new 
federal procedure for tax interest rate determinat i err= < i. e., 
quarterly periods based on federal short-term rates with a 1 
percent different ial on underpayments) is extremely difficult due 
to unknowns related to taxpayer response, future interest rate 
levels, and other interactive effects. The Joint committee on 
Taxat  ion has est imated average net revenue gains to the Treasury 
in the $170 million range from individuals and in the 9250 
million range from corporations over the five year period ending 
in 1991- Rpproximate state revenue gains under conformity based 
on these national estimates would be in the $5 mi 1 1  iorr range from 
individuals, and in the $ i C l  m i  1 l i on  range from corporations. 
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CURRENT CRLlFOHNlCi LRW (Sec. I & & O ~ .  3.' 186QZ. 4) 

C a l i f o r n i a  and  f e d e r a l  l a w  b o t h  r e q u i r e  b r o k e r s  a n d  b a r t e r e r s  t o  
f i le i n f o r m a t i o n  r e t u r n s ;  however ,  t h e s e  r e p o r t s  d o  not i n c l u d e  
t h e  r e p o r t i n g  of real estate t r a n s a c t  i o n s .  Cal i f o r n i a  law does 
c o n t a i n  a p r o v i s i o n  t h a t  real estate t r a n s a c t  i o n s  b e  r e p o r t e d  

I upon w r i t t e n  r e q u e s t  by t h e  F r a n c h i s e  T a x  board .  

I NEi4 FEDERAL LAW (5ec. 6045)- 

The r e p o r t  i n g  r e q u i r e m e n t  f o r  b r o k e r s  a n d  b a r t e r e r s  is e x p a n d e d  
t o  i n c l u d e  real e s t a t e  t r - a n s a c t i o n s .  The p e r s o n  who h a s  p r i m a r y  
r e s p o n s l  b i  1 i t y  f o r  r e p o r t i n g  t h e  rea l  estate t r a n s a c t  i o n  is t h e  
cine r e s p r r n s i  b i e  f o r  c l o s i n g  t h e  t r a n s a c t  i o n .  G e n e r a l  l y  t h i s  is 

,--< the p e r s o n  c o n a u c t i n g  t h e  s e t t l e m e n t ,  i n c l u d i n g  a n y  t i t l e  company 
j o r  a t t o r n e y  who c loses  the  t r a n s a c t i o n .  

,. ' 

I f  ' ; h e r e  i 5  n o  p e r s o n  r e s p o n s i b l e  for  c l o s i n g  t h e  t r a n s a c t i o n ,  
the r e p a r t i n g  must be dorte by t h e  m o r t g a g e  l e n d e r ,  t h e  sel ler 's  
broker - ,  o r  t h e  b u y e r ' s  b r o k e r ,  lrl that o r d e r  of' r e s p o n s i b i l i t y .  
N h e n  there  are no persons f u l f i  11  i n g  a n y  o f  t h e  a b o v e  ' o b l  i g a t  i o n s  
the r e p o r t  i n s '  is t o  b e  a o r ~ e  Irt a c c o r d a r ~ c e  w i t h  r e g u l a t  i o n s  t o  b e  
p r e s c r i b e d  by t h e  S e c r e t a r y  of the T r e a s u r y .  

T h i s  p r o v i s i o n  a f f e c t s  real estate  t r a n s a c t  i o n s  f o r  which  t h e  
c l o s i r t y  d a t e  o c c u r s  on o r  a f t e r  J a n u a r y  1, 1987. 

Based o n  a p r o r a t i o n  of natlonal e s t i m a t e s  p r e p a r e d  by  t h e  J o i n t  
Committee o n  T a x a t  i o n ,  t h e  relat  i v e  s t a t e  i m p a c t  urrder  c o n f o r m i t y  
would be r e v e n u e  g a i n s  i n  t h e  814 m i l l i o n  r a n g e  for 1987-88 a n d  
i n  t h e  $21 m i l l i u r r  r a n g e  fo r  13B6-dTj. These es t ima tes  a p p l y  
u n d e r  t h e  P e r s o n a l  Income Tax Law. The p r o r a t i o n  u s e d  (4.1%) 
reflects t h e  P o l i c y  Economics3  Group e s t i m a t e s  f o r  C a l i f o r n i a  
r e l a t i v e  t o  t h e  n a t i c r n  f o r  t h o s e  p r c l v i c i o n s  a r t a l y r e d .  The PEG 
d i d  n o t  s p e c i f i c a l l y  e s t i m a t e  t h i s  p r o v i s i o n .  



This reporting requirement, as it is provided for in the Clct, 
wi 11 place an administrative burden on state governmental 
entities in their conformity effort. Specifically, informatior1 
that is provided to the federal government by brokers and 
barterers reporting on real estate transact ions, wi 11 be of 
limited use to California if it lacks identification of the state 
in which the property transfer occurs, the transferrer' 5 state of 
residency, and the transferrer' s ident if icat ion number). 

Including information on the state in which the property transfer 
occurs, where the transferrer mai nt ains residency, and the 
transferrervs identification number, as well as the date of 
transact ion, the full sales amount, and the transferrer' s name 
and address, would enable California to effectively use a copy of 
the federal i nf ormat ion return. 

These concerns were forwarded to assistant commissioner Percy 
Woodard, Inkernai Revenue Service, on November 17, 1386. 



Tit ie XVCZ: Corflpl iance and Tax Gdrninistrat ion 

QCTION: REQUIRE INFURMUTION REPURTING F O R  P E R S O N S  
RECEIVING CONTHRCTS FROM CERTRIN FEDERQL 
AGENC I E S  

I Qct Sect ion 1522 Conference Report Page 787 
* 

Form 540 Line No. N/G Form 100 Line No. N/R 

CURRENT CRLIFOHNIU LAW (None) 

Neither state nor federal law has a provision requiring 
information reporting on persons receiving contracts from federal 
or state agencies. However, current California law does 
generally require that copies of federal information returns be 
filed with the Franchise Tax Board. 

NEW FEDERRL LRW (Sec. 6050M) 
I 

I 

The head of each Federal executive agency is required to file an 
inforrnat ion returr~ furnishing the Taxpayer Ident if icat ion Number, 
name and address of each person with whom the Federal agency 

, --L. 
enters into a contract, subcontract or 1 icense. Minimurn amounts 

, '  'j for the reporting requirement shall be established by the 
i __.,  Secretary of the Treasury. 

EFFECTIVE DATE OF F E x t i k ~  PHOV1510N5 

Thi s  provision is effective fur all contracts in effect on 
Jar~aury 1, 1967 o r  thereafter, 

Nu ident if iable revertue ef feet exists for a sirni lar requirernerit 
at the state or locai governmental level. 

TAX POLICY ISSUES I 

1 
I 

It would be inappropriate for the state to require information 
reports from federal agencies, however, sim i  lar reports could be 
required of state and/or local government agencies. 
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CURRENT CRLIFORNIA LAW (Sec. iBEcO2) 

California generally conforms t o  federal law, which requires that 
an informat ion return be filed w h e n  income received from 
interest, dividends, rent, salaries, wages, premiums, annui t ies, 
cornpertsat iorls, rernunerat ions, ern01 urnerrt s, or other fixed or 
determinable gains, profits, and income exceeds a specified 
amount durirtg any year, For Califurrria law the amour~t 1s 
generally $600. Under federal law reports must be filed on 
interest, dividends and certain other transact ions if amounts 
received during the year exceed $10. Uther items are subject to 
a 8600 reporting floor ur~der feaeral law. 

Cal i fornia makes no specific ment ion of informat ion reporting on 
royalties, 

NEW FEDERRL LA& (Sec .  6C)Sf3hl. 6041) 

Income received frorti royalties is specifically included in the 
irtformatiort report irtg requirerner~t . Royalt ies paid to any persor~ 
irr the aggregate arflount of 8i0 or more in a calerrdat- year, m u s t  
be reported t o  the Interrral Revenue Service by the payor of the 
royalty lies). If a person makes payments to a nominee, the 
rlorninee must report the infc~rrnat iorr to the taxpayer and tcl the 
Irttet-nal Revenue Service. 

Examples of roya?t y payments required to be reported include 
royalties paid for the right t o  exploit natural resources such a s  
oil, timber, gas, coal, sartd, gravel, and other mineral 
interests. also included are royalties paid for the right to I 

exploit intangible property such as copyrights, trademarks, trade 
names, franchises, books, artci other 1 i terary and musical 
cornposit ions; art ist ic works, secret processes or formulas, and 
patents. 

I 

- 
The rules that generally apply t o  the filing of informat ion 
returns for payments of interest and dividends also apply to this 
provision, ir~clrtdir~g requirements artd penalties relatir~g to the 
furnishing of identification numbers and provisions relating to 
backup withholding. g 



EFFECTIVE DGTE O F  FEDERAL 9RCIJISIClNS 

This provision is effective for royalty payments made on or after 
January I ,  1967. 

REVENUE IMPkCT OF CONFORM17Y TO FEDERAL LQW 

The  Joint Committee on Taxation has issued a single estimate for 
a1 1 informat ion reporting provisions. Their evaluat iort of the 
various components of t h e  estimate ranks the royalty income 
reporting requirement change as a very minor revenue gain (i. e., 
less than 65 million annually). 

Conforming to this informat ion reporting change at the state 
level would not result in any meaningful revenue gain. Indeed, 
in many cases the state will automatically receive this 
informat ion on federal 1099 forms submitted by payors, 
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CURRENT CRLIFOHNIR LFIW iSec. 1 b934. lB6BS. 07) 

C a l i f o r n i a  is g e n e r a l l y  conformed t o  f e d e r a l  l a w  w i t h  respect t o  
t h e  allowance of an a d d i t i o n a l  e x e m p t i o n  for q u a l i f i e d  d e p e n d e n t s  
s u p p o r t e d  by t h e  t a x p a y e r .  Under b o t h  laws,  t h e s e  a d d i t i o n a l  
e x e m p t i o n s  are c l a i m e d  on t h e  first page o f  t h e  t a x  r e t u r n  by 
l i s t i n g  t h e  names and r e l a t i o n s h i p s  of t h e  d e p e n d e n t s  i n  t h e  
s p a c e  p r o v i  aeu.  

T a x p a y e r s  are r e q u l r e d  t o  r e p o r t  or1 t h e  t a x  r e t u r n ,  t h e  t a x p a y e r  
i d e n t  i f  icat l c ~ n  nurnbers of d e p e n d e n t s  c l a i m e d ,  who are f l v e  y e a r s  
o f  a g e  csr older-.  7-he u e n a l t y  tor  f a l l u r e  to z n c l u d e  t h e  number 
w i  1 1  be  55 f o r  e a c h  s u c h  f a i  i u r e .  

EFFECTIVE UQTE OF FE:_UE&kL P H t i V i S I O N S  

T h i s  p r o v i s i o n  1s e f f e c t i v e  f o r  r e t u r n s  d u e  on  or a f t e r  J a n u a r y  
1, i9b8 ( w i t h o u t  r e g s r d  t c f  e x t e n s i o n s ) .  

REVEbillE I dPRZ-;-  il; C c I ~ i i S R i 4  l Ti' T O  FEDERGL LGK 

N a t  lctrtal est i r n a t  e.; of r-everrcre ' g a i n s  f run1 r e d u c e d  d e ~ e n d e r ~ t  
e x e m p t i o n  d e d u c t i o n s  and t h e  $5 p e n a l t y  f o r  f a i l u r e  t o  p r o v i d e  
i n fo r rna t  iort are $350 r n i  11 i o n  t o r  19BE-B'3 and S365 r n i  1 i i o n  f u r  
1984-30. Fi s t r a i g h t  p r o r a t  i c ~ n  of n a t  i u n a i  est irnatea for  a  
c o n f o r m i t y  estimate is nu t  appropriate s i n c e  t h e  b e n e f i t  o f  
Cal iforfiiaT s d e p e n d e n t  credit is o n l y  one-twent i e t h  t h e  b e n e f i t  
o f  t h e  n e w  feciera.1 d e p e r ~ d e r ~ t  exe rnp t io r~  on t h e  a v e r a g e .  If t h e  
4. 1 p e r c e n t  C a i i f o r r ~ i a  p r - o r a t i o n  ( b a s e d  on P o l i c y  Ecortomics Group 
Cal i f  o r r~ la  e s t i m a t e s  on  t h o s e  p r o v i s i o r r s  a n a l y z e d  vs. t h e  n a t i o n  
w e r e  a d j u s t e d  by a f a c t o r  o f  o n e - t w e n t i e t h ,  t h e  Confo rmi ty  
est i m a t e  would be $;750,000 f o r  1985-90. 

Fls a n  a l t e r n a t i v e  methodology ,  i f  i t  is assumed t h a t  5 p e r c e n t  o f  
t h e  current number o f  d e p e n d e n t  exempt i o n s  c l a i m e d  I n  C a l i f o r n i a  
(6 m i l l i o n  o n  t a x a b l e  r e t u r n s )  w e r e  s u b j e c t  t o  t h e  $5 
r ~ a n r e p c ~ r - t  r r ~ g  pertai t .y,  s ta te  reve r~c t e  g a i n s  would be irr t h e  $1. S 
m i  1 l i u r ~  r a r ~ g e  a n n u a l  1 y. Fldciit i o n a i  unknown r e v e n u e  g a i n s  would 
r e s u l t  f r o m  a n y  d e n l e d  d e p e n d e n t  e x e m p t i o n s  t h a t  were n o t  
s u b s e q u e n t  iy s u b s t  a n t  i a t e d ,  



Based on these methodologies, state conformity would result in 
annual revenue gains in the 91-2 million dollar range. 

I 
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CURRENT CCkIFORNIR LRW (Set. 10401 ) 

Under c u r r e n t  California law interest on tax-exempt bonds and 
other exempt obligations is not required to be reported on the 
t a x  return, This is different from current federal law which 
requires that taxpayers with taxable social security benefits 
report the tax e x e m p t  interest they receive. 

NEW FEDERF~L LFIW tSec. 6 O i i 2 )  

Rny p e r s o n  required to f i l e  a tax return must report on that 
return the amount of t a x  exem~t i n t e r e s t  r e c e i v e d  or accrued 
during the taxable year. 

EFFECTIVE DATE OF TEDERRL PHUVISIONS 

Taxable or incurt~e years b e g i u ~ r r i r i g  or1 c7r after J a r ~ u a r y  1, 1987. 

R E V E N U E  IMPGC'T O F  CCjNFgRirl I TY i C 3  FEDERRL LGG: 

Nu directly  dent if i a b : ~  revenue zmpact e x i s t s  1-[rider the Personal 
f ncome Tax  L a w  f r u m  t h 1 s ~ r t z g v l 5 . i  c t i - . .  
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CURRENT CFILIFtIRNIFI LRW (Sec. 18802. 18802. 1 ) 

C a l i f o r n i a  conforms t o  f e d e r a l  law which  r e q u i r e s  t h a t  p a y o r s  of 
d i v i d e n d s ,  i n t e r e s t ,  and p a t r o n a g e  d i v i d e n d s  r e p o r t  the a m o u n t s  
p a i d .  I n  a d d i t i o n ,  p a y o r s  are  r e q u i r e d  t o  p r o v i d e  a c o p y  of t h i s  
i n f o r m a t i o n  r e p o r t  t o  a l l  p a y e e s .  

Under  f e d e r a l  l a w ,  t h e .  i n f o r m a t  lor1 r e p o r t  m a y  b e  p r o v i d e d  t o  t h e  
t a x p a y e r  e i t h e r  irr pe r sa r i ,  )or- i n  6. s e p a r a t e ,  first class m a i l i n g .  
I f  t h e  l a t t e r  method is u s e d ,  n o t h i r r g  o t h e r  t h a n  t h e  i n f o r m a t i o n  
r e p o r t  may be  e n c l o s e d  i n  t h e  e r rve lupe .  T h i s  p t - o v i s i o r t  a p p l i e s  
or r ly  t o  pat r -onage d i v i d e n d s  under- c u r r e n t  C a l i f o i - r t i a  law. For  
a l l  o t h e r  d i v i d e n d s  a n d  inkeGest, it is o n l y  r e q u i r e c ; '  t h ~ t  a 
w r i t t e n  r e p o r t  DE p r o v i d e d  t12 t h e  t a x p a y e r .  The me:',i?l=~d a:- 
p r o v i s i o n  is n u t  s p e c i f i e d .  

-.,t urlage ~ i v i t i e n ~ i c ,  m u s t  ahen p a y o r s  o f  i n t e r e s t ,  d  i v i a e n d s ,  arid p - A  
p r o v i d e  c o p i e s  o f  i n f o r - m a ~  iorr ret; crrrls t c ~  t h e  taxpayer, t h e y  a t - ~  
r e a r r i r e a  t o  e i t h e r  f u r r r i s h  +:-hem I Y ,  aer-soul, or- in c? ~-ks . t ; e rne r~ t  

. . 
m a i l i n g  s e n t  Dy  firs^; u 1 a . s ~  i f~z . l i .  S.k.at~rr?EZi*l.i i ~ l a i l i r l q s  rl?aj. i r r c l u d ~  
a check, a l e t t e r -  e x p i s i r ~ i n g  w h y  TIC c h ~ i ' i i  i~ e n c l o s e c ,  cay- s, 
s t a t e m e n t  of t h e  t s x p a y e r T 1  5 zcccal-~r~i .  T ~ E  mai 1 i rt; m:-~s.k i rtcl uc'e 
a d e q u a t e  r ~ o t  ice t h a t  t h e  s t a t e m e r l t  1s e n c l c l s e d  t, st s.5 i r , g  c ~ r .  t h e  
o u t  s i d e  o f  t h e  er1vell:tpe " I n i ~ o r ' c  ant. T5.q RE'; 1-tt-r-I 3C.c~i.l:rl~-rlt Er-I- 5 ;z l sed  '!. 

The p r o v i s i o n  is e f f e c t i v e  f m r  i n f o r m a t  i o n  r e t u r r ~ s  f i l e d  a f t e r  
the d a t e  o f  e n a c t m e r ~ t ,  f o r  t h o s e  r-et  u r n s  r e p o r t  ing i n t  e r - e s t ,  
d i v i d e n d s ,  and p a t r o n a g e  d i v i d e n d s .  

REVENUE IMPHCT OF CONFORMIT-Y TU FEDERAL LRW 

N o  i d e n t i f i a b l e  r e v e n u e  effect war-(16 r - e s u l  t under- c a n f o r m i  t y .  



T i t  ie XVUZ:  Cornpi i a n c e  and T a x  f i d i ~ ~ i r t i s t r a t  i o n  

ACTION: MClDIFICkT10N OF T h X  SHELTER RGiTlG TEST F U R  
P U R P O S E S  O F  THE T G X  REGISTRATION REQUIREMENT 

A c t  Sect ion  1531 

F o r m  540 L i n e  N o .  N/?4 

C o r ~ f e r e n c e  R e p o r t  P a g e  793 

Form iOij L i n e  N o .  N/R 

CURRENT CRLZFORNlA LQW tSec. 16&03.1) 

C u r r e n t l y ,  any p e r s o n  r e q u i r e d  tu r e g i s t e r  a C a l i f o r n i a  t a x  
s h e l t e r  w i t h  t h e  S e c r e t a r y  of the T r e a s u r y  as r e q u i r e d  by t h e  
I n t e rna l  R e v e n u e  Code m u s t  s e n d  a d u p l i c a t e  of t h e  r e g i s t r a t i o n  
i n f o r m a t i o n  tu t h e  F r a n c h i s e  T a x  B o a r d .  

T h e  r e g i s t r a t  i o n  i n f o r r f l a t  i o n  rflusc be s e n t  tu t h e  F r a n c h i s e  Tax 
B o a r d  no later t h a n  t h e  d a y  urt w h i c h  t h e  first o f f e r i n g  f o r  s a l e  
of i n t e r e s t  in t h a t  t a x  s h e l t e r  occurs, 

F1 Cal lf o r n i a  t a x  s h e l t e r -  is d e f i n e d  a s  any i r tvectrneri t  c l r q a n l z e d  
i n  C a l i f o r n i a ,  fo t -  w h i c h  t h e  r a t  i l ~ s  of t h e  d e d u c t i c t r ~ s  p l u s  ZOO 
p e r c e n t  uf t h e  c r e d i t s  t o  t h e  c a s h  a . c t u a l i y  i n v e s t e d  i t  p r - o j e c t e d  
t o  be g r e a t e r  t h a n  2 t l : ~  1. T h i s  d e f i n i t i c ~ n  i c -  i n  c o r ~ f c ~ r m a r ~ c e  
w i t h  F e d e r a l  law, T h e  i n v e s t r n e r t t  also m u s t  be s u b j e c t  t o  Federa: 
or  State s e c u r i t y  k - e q u i r e m e n t s  ur be p r i v a t e l y  p l a c e d  w i t h  5 
m o r e  i n v e s t o r s .  

T a x  shei-her o r g a r ~ s z e r s  a r e  r e q u l r e a  to r e ~ l s t e r  w i  t ~ - I  the  Tr-~Cer-r~al 
A e v e r t l ~ e  Se rv ice  ai i " t a x  s h e 1  t e v s "  t h e y  c t rgar -~ i  ze, d e v e l   IF: ut- 

sei 1. 

T h e  act r e d e t i r ~ e s  a " t a x  s h e i t e u "  i t c 1  co r~ fc l rm to t h e  i r ~ l i v i d u a i  
t a x  r a t e  c h a n g e s i  t5) rfleat-I art ir1ve5tr11er1i; foi" w h i c h  t h e  r - a t i u  o f  
t h e  d e d u c t i o r t s  p i u s  5S<! p e r - c ~ r ~ t ,  i i n s t e a d  uf 200 p e r c e r ~ t  i of t h e  
c r e d i t s  to t h e  c a s h  a c t u a l i y  i r ~ v e s t e d  is p r - o j e c t e d  t o  b e  g r e a t e r  
t h a n  2 t o  i. 

EFFECTIVE DATE OF FEDEkhL PRUVISIONS 

T h e  amendmen t  m a d e  by t h i s  sect i o n  w h i c h  t a k e  e f f e c t  o n  J a n u a r y  
i, 1987, w i l l  a p p l y  t o  a n y  t a x  s h e l t e r  i w i t h i r ~  t h e  mea r l i r~g  of  
s e c t i o n  6 l I i  o f  t h e  I r l te r r~al  R e v e n u e  C o d e  o f  1 9 8 G )  i r l t e r e s t s  irr 
w h i c h  are first of te rea  for sale a f t e r  Lieceriiber Si, 1586. 

REVENUE IMPACT OF  CONFORMITY TO FEDERRL LRbi 

T h e  J o i n t  C o m m i t t e e  or1 T a x a t  i c w  has not  s p e c i  f l ca i  1 y est i n.ratec! 
t h e  i n i p a c t  of t h i s  c h a n g e  i n  t a x - s h e i  t el- report i r ~ g  si si.1; f-ylr'lg 
+ h a t  a r ty  r e v e n u e  oair15 t h a t  m i g h t  be ~ e r -  i v d  ii-orl; 15 hi-E 



considerecj to be v e r y  mir~or. Revenue gains under  state 
conformity would most 1 ikely be negligible. 



T i t  le XVD3FI : C o m p l  iarrce a r i d  Tax C ? d ~ n i r r i s t r a t  iorr 

ACTION: INCHEQSE -i-HE PEf\AL-i 'u' FOR F k l i U h ' E  TU REGISTEF. A 
T A X  SHELTEH- 

R c t  Sect ion  1552 

F o r m  540 L i n e  Nu. N/U 

C o n f e r e n c e  R e p o r t  Page 794 

Form 100 L i n e  N o .  N/Q 

CURRENT CRLIFCIHNIU LRW (Sec. i&681.&) 

C a l i f o r n i a  i m p o s e s  a p e n a l t y  o n  those p e r s o n s  who f a i l  to f u r n i s h  
in format ion  i n  connection w i t h  t h e  r e g i s t r a t i o n  of a C a l i f o r n i a  
t a x  shelter. 

Under both C a l i f o r r t i a  and federal law, t h e  p e n a l t y  is t h e  lesser 
of 810,000 o r  I p e r c e n c  of t h e  a g g r e g a t e  a r t ~ o u n t  i r ~ v e s t e d  i n  t h e  
s h e l t e r  b u t  i n  no event w i l l  t h e  p e r l a i t y  be less t h a n  $500. I 

T h e  act r e p e a l s  t h e  % ~ C J ,  (1100 ' laxir~iu.m and i r ~ c r - e a s e s  t h e  i e v ~ i  of 

t h i s  p e n a l t y  t o  t h e  u r e a t e i -  of one percenL of t h e  aggregate 
a m o u n t  inves tea  i n  t h e  t a a  s h e l t e r  ur $500, 

T h e  r e v i s e o  p e r l a i t y  appl le= t :s i ~ i  l u r e s  t o  reg1 stet ta.; 5 h e : t e r . s  
i n  w h i c h  i n t e r - e s c s  are  f i r s 5  off~red f ~ r i '  s a i ~  a f t e r -  O c t o b e r  Z2' '-9 

i 3 8 L .  

.The J n i r t t  C a r n r n i t t e ~  isrl T a x a t  il-lrt f e e l s  t h a t  t h ~  IFVE.; c ~ i  

cc l rnp l i a r r ce  wiii be  h i g h  arid t h a t  a n y  irtcr-ease lr-I p e n a l t y  
c n l i e c t i c s n s  t h a c  r ~ i i g n z  i-lccui- w i l l  be n e g l i g i b l e  fo r .  tile r ~ a t i o r ~ .  

ber  i f  ~ri-!is. C o n f o r r i r i t y  wiii a i s c t  p r - i ~ a u c ~  r ~ e g i i g i b l e  r e s u l t s  f o r -  "-' 



FICTICiN:  I r \ lC 'REASES THE FrENFiLTY F O H  FGILURE TD REPCSAT 
THE T k t X  SHELTER I~ENTIFICU770N NUMBER O N  THE 
RETURN_ 

R c t  Sect i o n  1553 C o n f e r e n c e  H e p o r t  P a g e  734 

Form 540 L i n e  No.  N/U Form 100 L i n e  No. N / A  

CURRENT CRLIFORNIR LRW (Set. 1668i. 8) 

C a l i f o r n i a  has c o n f o r m e d  t o  federal l a w .  Gl t a x p a y e r  is r e q u i r e d  
t o  pay a penalty i f  h e  o r  she d o e s  n o t  r e p o r t  the t a x  s h e l t e r  
i d e r r t  i f  i c a t i o r ~  n u m b e r  o n  t h e  r e t u r r r  i n  w h i c h  a deduct i o n ,  c r e d i t  
or  o t h e r  b e n e f i t  is c l a i m e d  w i t h  r e s p e c t  t o  t h a t  t a x  s h e l t e r .  

F o r  both f e d e r a l  a n d  s t a t e  law, t h e  p e n a l t y  f u r  e a c h  f a i l u r e  t o  
i n c l u d e  t h e  t a x  s h e l t e r -  r e g i s t r a t i u r ~  nurnber- is $50 u r r i e s s  t h e  
f a i i u r e  is d u e  T;U r e a s c n a b l ~ .  cause. 

1 NEW FEDERAL LRbJ ( S e e .  t7f:f;' ( b) j 

The acr increases t h e  p e n a l t y  for f a i i u r e  t o  report a t a x  s h e l t e r  
-1 i d e n t i f i c a t i o n  number o n  a t a x  r e t u r n  'ram 350 t o  ~ 2 5 0 .  T h e  

p r e s e n t - l a w  e x c e p t  lor1 from p e n a i t y  w h e r e  t n ~  f a i  i ccre tu r e p o r t  
the r~u rnbe r  is d u e  t o  r e a s u n a s i  e cause r e r n a l r r s  urlc.-la.r~geC. 

The  Joint committee a n  r a x a t i c l n  i r r d i c a t e s  a r ~ e p i i g i b l e  irnpacr f o r -  
t h e  n a t i o n .  Qny c h a n g e  11-1 p e r ~ a l t y  coi lect iclns, p i  c i s  or r i l i r ~ l - \ s ,  a t  
t h e  state l e v e l  u n d e r  c o n f o r r ~ ; i t y  would  aisa  be n e g l  i g i b l ~ .  



T i t  le X V D 3 c :  Cumpi iance and T a x  R d m i n i s t r a t  ion  

ACTION: INCREUSES THE P E N f i L T V  FUi3 FklLUHE TO M A l l v f R 1 ~  
iiSf3 O F  INVESTUHS 

#ct Section 1534 C o n f e r e n c e  R e p o r t  Page 795 

F o r m  540 L i n e  No.  N / A  Form iOU L i n e  No. N /A  

CURRENT CRLIFCIRNIR LRW (Sec. ibEiBi-  4) 

C a l i f o r n i a  g e n e r a l l y  c o n f o r m s  t o  f e d e r a l  l a w  which i m p o s e s  a 
p e n a l t y  for f a i l u r e  t o  main ta in  list of investors however ,  the 
C a l i f o r n i a  p e n a l t y  is s u b s t a n t i a l l y  g r e a t e r  t h a n  t h e  federal 
penalty, A t a x  s h e l t e r  p r o m o t e r  w h o  is subject t o  information 
r e t u r n  f i l i n g  r e q u i r e m e n t s  wno f a i  is to k e e p  r e q u i r e d  records is 
s u b j e c t  t o  a p e n a l t y  u n l e s s  IC is shc~wrr t h a t  s u c h  a f a i l u r e  is 
due t o  r e a s o n a b l e  c a u s e .  

T h e  penalty f o r  e a c h  p r o m o t e r  w h o  f a i l s  to comply is 9.i, OOQ 
m u l t i p l i e d  by t h e  number  of i n v e s t o r s  p e r  c a l e n d a r  year-. 

If the n u m b e r  of ir~vestclrs carinat he d e t e r m i r r e d  by t h e  Frar rchis tz  
Tax  b o a r d ,  t h e  p e n a l t y  is 8100,00C~ p e r  c a l e r r d a r  y e a r .  

Feder.aI  l a w  p r o v i o e s  t h a t  o r q a r ~ i i e r s  and sellers crf spec~fic- t z x  
shelters are r e q u i r e d  c o  r n a i n t a i  r~ 1 i sz 'OF i n v e s t o r s .  T ~ E  pens! ty 
f o r  f a i l u r e  t o  dcl so 1s 6%) Tor- each rlarile rniss ir~g  fr-or11 t h e  ' list, 
u n l e s s  t h e  failure is d u e  t111 r e a s o v ~ a b i e  cause, u p  t o  a maximl-~m ctf 

$50,v00 p e r  year, 

T h e  act ir~creases t h e  rnaxirnum p e r l a i t  y t a 3i00, ~ C J C  per- c a l e n d a r  
y e a r .  

The i n c r e a s e  irr t h e  rnaxirnum arncmur~t t h i s  p e n a l t y  is a p p l i c a b l e  t o  
f a i l u r e s  o c c u r r i n g  o r  c o n t i n u i n g  a f t e r  Cict o b e r  22, 1966. 

R e d u c t  ions i n  penalty collect i o n s  from cor r fo rming  t o  t h e  n e w  
f e d e r a l  assessment are unknclwrr b u t  would  be vet-y niinor-. 



T i t  ir XVD4 :  Cornp l  iarice auld  T a x  R d n ~ i n i s t r a t  iurt 

QCTION: EXPAND T H E  ThX S'HEL-I'EK -f-h'&NSfiCTlUNS Clh bdkfICt4 
120 P E R C E N T  OF THE NCJR~RL INTEREST RRTE W I L L  
BE CHFtRUED 

R c t  Sect ion  1535 C o n f e r e n c e  R e p o r t  P a g e  795 

Form 540 L i n e  No. N/R Forrn 100 ~ i n e  No. N/R 

CURRENT CRLIFORNIR LkW (Sec. 19263) 

C a l i f o r n i a  d i d  n o t  conform t o  t h e  1364 f e d e r a l  p r o v i s i o n  which 
imposed  a h i g h e r  i n t e r e s t  ra te  on aef i c i e n c i e s  w i t h  r e s p e c t  t o  

i 
I s u b s t a n t i a l  underpayment  of t a x  as d e t e r r r i i r ~ e d  by t h e  t a x  c u u ~ t  t o  

be a t t r i b u t a b l e  t o  t a x  m o t i v a t e d  t r a n s a c t  ions. However, i n t e r e s t  
tcompounded d a i  l y  j is c h a r g e d  upon d e f i c i e n c i e s  o r  o t h e r  
d e l i n q u e n t  payments  of t a x  a t  a r a t e  a d j u s t e d  or1 J a . n u a r y  i artd , 

J u l y  1 t o  reflect t h e  a v e r a g e  p r e d o m i n a n t  b a n k  r a t e  f o r  t h e  s i x  
m o r t t  h p e r i o d s  end irig S e p t e m b e r  30 a r ~ d  March 31, r - e s p e c t  i vel y. 

Since i964, t h e  f e d e r a l  iaw h a 5  p r o v i o e d  t h a t  a h igher -  i n t e r e s t  "'3 rake equai t o  120 p e r c e n t  of t h e  normal  i n t e r e s t  r a t e  must be 
p a i d  by t h e  t a x p a y e r  a u e  t o  s u b s t a r l t i a l  urrderpayrnertt o f  - t a x  irnc,re 
t h a n  $i,OC(>) as d e t e r m i n e d  3y t h e  talc c o u r t  kc1 b c  a t t r i b t ~ t a l i e  kc, 
a t ax-rflot i v a t e o  t r a n s a c t  ion, .  

I T a x - m ~ t  i v a t e a  t r a n s a c t  i o n s  are d e f  i n s d  a s  t hose  i r ~ v l s l  v i  i-19 : 

2. Gny loss d i s a l l o w e a  by of t h e  a p p l  icat iclrt I:,? t h e  a t - i - i sb .  
r u l e s  t o  a loss or ~ r ~ v e s t r t i e r ~ t  t a ~  c r - e d i t .  

1 3. Tax s t r a d d l e s .  

4. U s e  o f  a n y  a c c o u n t i n g  method  which results i r ~  a 
s u b s t a n t i a l  d i s t o r t i o n  o f  incorne f o r  a n y  p e r i u d .  

5. Qny d e d u c t i o n  d i s a ' l l o w e d  relating t o  a n  a c t i v i t y  or 
t r a n s a c t i o n  no t  e n t e r e d  i n t o  f o r  a p r o f i t .  

Based  on Tax C o u r t  d e c i s i o n s  (DeMar-t i n o  v. CornrnT r. , T. C. tiernla 
1386-263 ( J u n e  30,  1966) ; F o r s e t  h  v. Curnrn' r. , T. C. Mer~ica 1985-273 
( J u n e  11, 1965) sham t r a n s a c t  i o n s  are n o t  subject t o  t h e  special 
i n t e r e s t  ra te  s i n c e  t h e  t r a n s a c t  i c ~ n s  a r e  nclt c o n s i d e r e d  g e r ~ u i r t ~  
t r a n s a r t  i o n s .  

0 



NEW FEDERAL LAW (Sec. 662i 1 

T h e  act, consis tent  w i t h  t h e  o r i g i r t a l  l e g i s l a t i v e  i n t e n t ,  e r ~ a c t e d  
i n  1984, e x p l  ici t l y  adds t h a t  u n d e r p a y r n e n t s  r e s u l t  i n g  f t - o m  sharn 
or f r audu len t  t ransac t ions  w o u l d  b e  made s u b j e c t  t o  i n t e r e s t  a t  
120 percent of t h e  a p p l i c a b l e  rates a s  a re  u n d e r p a y r n e n t s  
a t t r i b u t a b l e  t o  t a x - m o t i v a t e d  t r a n s a c t i o n s .  

EFFECTIVE DkTE OF FEDERAL PRCWISIONS 

T h e  p r o v i s i o n  is effect ive for i n t e r e s t  a c c r u i n g  on or af ter  
J a n u a r y  I, 1385; e x c e p t  i n  t h e  case o f  a n y  underpayment  where  
t h e r e  w a s  a f i n a l  c o u r t  decision b e f o r e  O c t o b e r  22, 1986- 

REVEflUE INPACT OF C O N F ~ ~ R P ~ I T Y  TO FEDERAL LAW 

Based on Jo in t  C o m m i t t e e  on T a x a t i o n  e s t i m a t e s  of a n  earlier 
p r o p o s a i  t h a t  would h a v e  r a i s e d  t h e  a d d i t i o n a l  i n t e r e s t  f r o m  is0 
p e r c e n t  t o  200 p e r c e n t ,  c o m p a r a b l e  r e v e n u e  gain'=. t o  -the s t a t e  
f r o m  a d o p t i n g  a 12u p e r c e n t  i n t e r e s t  rate d i f f e r e n t  i a l  wctuld b~ 
I n  t h e  $1 m i l l i o n  range a n n u a l l y .  

T A X  POLICY ISSUES 

C a l i f o r n i a  d i d  n o t  c o n f o r m  t o  t h e  Tax Reform A c t  o f  1984 s e c t i o n  
144 w h i c h  a p p l i e d  a h i g h e r  i n t e r e s t  rate d u e  t o  s u b s t a n t i a l  under- 
p a y m e n t s  a t t r i b u t a b l e  t o  t a x - m o t i v a t e d  t r a n s a c t i o n s .  Gcccrrd in_u 
to t h e  C o n g r e s s i o n a l  C~rnmi t tee r e p o r t s  t h e  p u r p o s e  i n  e n a c t i n g  
t h e  p r o v i s i o r t  w a s  to g i v e  t h e  7 . a ~  Court art a d a i t i o n a f  tcgol i n  
rflanayirrg its l a r g e  b a c k l o g  m i  pendinr l  t a x  shelter case and 
C a l i f o r r ~ i a  d i d  rrot h a v e  this l a . r g e  t t a c k l c t g  at  t h e  Board of 
E q u h l i z a t i o r r  ( t h e  s t a t e  a p p e a l  b o d y ) .  ( I t e r n  91a a r d  '3?0 c ~ f  t h e  
Fts~iernbly Cornmi ttee on R e v e r ~ u e  and  Taxat  i m - t  Repr~rt d a t e d  Febr -u . a ry  
i 4 ,  ir385j. 

Cis of S e p t e m b e r  is, 1Yb6, x h e r e  are 29 t a x  shelter cases under  
a p p e a l  a t  t h e  Bqard caf E q u a i i z a t  i o n  foi- a r e v e n u e  anioctnt o f  
$1,048, Xi&,. 25. There are arl a a d i t  i c ~ n a i  i 10f: cases i r ~ .  t h e  prclcess 
of b e i n g  a f f i r m e d  by t h e  Franchise T a x  F c ~ a r d  which h a v e  a h i g h  
p r o b a b i l i t y  of b e i n g  a p p e a l e d  t o  t h e  board of E q u a i i z a t i o n .  

Cor j fo rming  t o  t h i s  t'ederal p r o v i s i o n  would n o t  si q r ~ ~ f  i c a n t  1 y 
i m p a c t  t h e  o p e r a t i o n  of t h e  depar th7en t .  
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CURRENT CRLIFORNIFI LRW (Set- 16682) 

California generally conforms to the federal exceptions that 
pertain to the imposition of the penalty for the underpayment o f  
estimated tax by individuals. In order tto avoid the imposition of 
the penalty, at least 80% of the current year's t a x  must be paid 
in four equal installments. In addition, under Cal iflarnia law, 
no penalty will be Imposed lf: 

o . tii>% of the precedirtg or curt-ent year's t2.x was paid by 
withholding u F  tax on wages. 

u 807. of the current yeary 5 aojusted arcass - income 
consists of wages su~jecl; ts withhuiding. 

Caliiornia law also differs frctrti rederai law in thai Califurnia 
dues nut : 

o i m p o s e  a penalty i t  the total unpaid T a x  15 iess than 
9 100, whereas the f eder-a 1 t hreshol ci is $S(:lC) ; and 

o require the payrnerlts ut estimated tan tc. ~r~ci~~.cie t h e  
Cai iforriia p r e f  ~ r e n c e  t a x ,  whereas, federal law 
requires est irnateo payrner~is o f  t h e  aiterr~at i ve rnirlinrum 
tax, when appl ieabie. 

Under this act at least '30% of  the current yeari 5 tax (1-enular or 
alternative minimum) m u s t  be paid in four equal installments in 
order to avoia the underpayment penalty. 

EFFECTIVE DATE,UF FEDERAL PRUVISIDNS 

This act is effective f o r  taxable years begir~r~ing on or after- 
January i ,  1'387. 

Flssurning tnis provisiur~ i s  effective f o r  esilrilated t a x  payments 
that are due for taxable years beginr~ir~g U ~ I  or i i f t e r -  Jar11-iary 1, 
1588, the 12.5% increase in payments (80% to TjO'i-j w c l u l d  result in 



a p e r s o n a l  i n c o m e  t a x  r e v e n u e  g a i n  of $62 m i l  l i o n  f o r  1987-68, 
t h e  first fiscal. y e a r  affectej, a n d  $E; m i l l i o r ~  fur 1'388-89. 

T n e  g a i n  i n  the first fiscal y e a r  is s i g n i f i c a n t l y  l a r g e r ,  
because t h e  R p r i l  a n d  J u n e  p a y m e n t s  t h a t  are d u e  fo r  t a x a b l e  y e a r  
i9B6 are p a i d  d u r i r r g  t h e  19d7-86 fiscal y e a r ,  however ,  t h e  r e t u r n  
is n o t  f i l e d  u n t i l  the s u b s e q u e n t  fiscal y e a r .  fifter t h e  first 
year, the revenue g a i n  w i l l  l e v e l  o f f ,  a c c o r d i n g l y .  

These e s t i m a t e s  are b a s e a  o n  t h e  f o l  l o w i n g  a s s u m p t  i o n s :  

1 P r o j e c t e d  t o t a i  e s t i m a t e d  t a x  p a y m e n t s  
for  t a x a b l e  y e a r  1966 (1904 p a y m e n t s  o f  
92.656 b i l l i o n  i n c r e a s e d  10% p e r  y e a r ) , .  $3.089 b i l l i o n  

2) 40% of t h e  estimate t a x  p a y m e n t s  are 
p a i d  b a s e d  u p o n  the  c u r r e n t  y e a r ' s  t a x ,  
a n d  t h e r e f o r e ,  wou ld  be a f f e c t e d  ......,. Si.556 b i l l i o n  

31 The i n c r e a s e  i n  t h e  est i m a t e d  t a x  
p a y m e n t s  w o u l a  a v e r a g e  8% r a t h e r  t h a n  
t h e  f u l l  12.5%, b e c a u s e  there are t h o s e  
w h o s e  p a y m e n t s  c u r r e n t l y  e x c e e d  &O%...... . $ i Z 4  m i l l i u n  

TRX POLICY ISSUE% 

I n  r e v i e w i r ~ g  t h i s  o r c w x s i o n ,  c u n s i a e r a t i o n  c o u l d  aiso b e  giver1 as 
t o  w h e t  h e r  : 

u t h e  est i m a t e o  t a x  r e q u i r e w e n t  s s h o u l d  a p p i y  to 
C a l  i f  o r n i a 9  5 t a x  itr~ p r e f e r e n c e  income : 

CI t h e  w i t t l h c t l a i r ~ g  arnml-~nt shol-[ld be ~ r ~ c r e a s e o  frcgrri 80% t o  
'30% of t h e  t a x  t o  a v o i d  t h e  p e n a l t y  fm- ur~derpayrnerrt  o f  
est i m s t e a  t a x ,  

I t  s h o u i o  be n o t e a   hat ~f c o n f u r m l t y  1s a p p l i c a b l e ,  t h e  f e d e r a l  
act s h o u l d  a l s o  b e  f o l i o w e d  w i t h  r e s p e c t  t u  t h e  e f f e c t i v e  d a t e  i n  
The C a l i f o r n i a  p r u v i s l o n  s h o u l d  be o p e r a t i v e  w i t h  r e s p e c t  t o  
payments for t h e  t a x a b l e  y e a r  f o l l o w i n g  e n a c t m e n t .  O t h e r w i s e :  

i > the  d e p a r t m e n t  may i n c u r  i n c r e a s e d  a d m i n i  s t r a t  ive cost 5 

t o  r e s o l v e  undet-payment p e n a l t i e s  t h a t  would result. 
The p e n a l t y  would  r e s u l t  b e c a u s e  p r i o r  p a y m e n t s  f o r  t h e  
s a m e  t a x  y e a r  would  be b a s e d  o n  t h e  80% r e q u i r e m e n t  
arid, t h e r e f o r e ,  t h e  amount  o f  the i n s t a l l m e n t s  would 

b e  e q u a l ,  The irrstailmerrts mc\st, a l s o ,  be e q u a l  i n  
amount  t o  a v o i d  the  u n d e r p a y m e n t  p e n a l t y :  and, 

2) i r f l p l e m e n t a t i ~ = t n  p r o b l e m s  m a y  occur i f  t h e  Office uf 
S t a t e  P r i n t  inp could n o t  a c c o m r n o a a t e  t h e  p r i n t i n g  of 
t h e  r e v i  sea est irirated t a x  payrner~t  i r t s t r u c z  1clt-I r'ctrr!i a t  
t h e  p a r t  l c u l a r -  x i m e  o f  the  yeat- w h i c h  woulo be r e q u ~ t - e c  



to facilitate the increase in the estimate payments 
that would b e  payable during the remainder of the 
taxable year of enactment. 

In addition, there is concern that since the payments are due and 
payable within relatively short periods of  time during the year 
(basically quarterly), t h e r e  would be insufficierrt tirne a f t e r  
enactment to notify the taxpayers before the next installment 
would be due. 
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CURRENT CRLIFORNIR L f i W  (Sec. 25561 ) 

California currently does not conform to federal law with respect 
to the payment of estimated taxes on unrelated business income of 
exempt organizations or net investment income that is s u b j e ~ t  to 
excise taxes. Unl i ke federal law, Cal iforrtia requires exernpt 
corporations that have unrelated business income t o  m a k e  est imate 
tax payments, California does r~ot impose an excise t s x .  

NEW FEDERGL LQW (Sec. 6154) 

The act requires certain private toundat ions that are subject to 
excise tax on net investment income and exempt organi z a t  Ions t h a t  
have unrelatea business incorne to r11a.ke est  irnateti payment 5 on t h e  
tax that is due on that income. 

EFFECTIVE DRTE SF FEUEHaL PHSVlSIONS 

This provisiorr is effective for taxable years b e g i n r ~ i r ~ g  or1 clr 

after January I ,  1967. 

REVENUE IMPACT O F  CONFORdITY TD TEDERGL LGw 

T h i s  provisior~ has rtu impact on California9 5 revenue since 
California already requlres est imated tax paymlents on unrelated 
business income ot exempt corporat ions. 
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CURRENT CQLIFORNIA LAW ( N o  provision) 

No p r o v i s i o n .  

NEU FEDERRL LfAW ( R c t  Sec. 1543) 

T h e  act p r o v i d e s  t h a t  r ~ o  p e n a l t y  fo r  underpayment of t h e  
e s t i m a t e d  t a x  w i l l  be imposed f o r  p e r i o d s  p r i o r  t o  R p r i l  16, 
1967, w i t h  r e s p e c t  t o  i n d i v i d u a l s ,  a n d  March 16, 1987 f o r  
c o r p o r a t i o n s ,  t o  t h e  e x t e n t  that t h e  u n d e r p a y r n e r ~ t  w a s  c r e a t e d  b y  
or  t h e  r e s u l t  of c h a n g e s  i n  l a w  made by t h e  Tax Reform a c t  o P  
1906. 

I REVENUE IMPACT O F  CONFURM17Y T U  FEDERRL LkW 

k o  s p e c i f i c  n a t i o r r a l  e s t i m a t e  w a s  d e v e l o p e d  by t h e  J o i n t  
Commit tee  on T a x a t i o n  f o r  t h i s  w a i v e r  o f  t h e  u n d e r p a y m e n t  

, _.I p e n a l t y .  Flny r e d u c t i o r r  irr p e r t a i t i e s  c o l l e c t e d  under- s t a t e  
c o n f o r m i t y  is unknown but  woc t f  d pr-obably  n o t  b e  si gnif icartt. 

If  C a l i C o r n i a  d e s i r e 5  t o  c o n f o r m  t~ the  p r i r ~ c i p l ~  of t h i s  issue, 
t h e  e x c e p t i o r t  s h o u l d  a p p l y  t o  p e r i o d s  prictl- to Gpril 16: 1986 
(March 16, 19a6 for  co rpo ra t e  t a x p a y e r s j  w i t h  respect t o  t h e  
e x t e n t  t h a t  a n y  underpayrneni; w a s  c r e a t e d  or i r ~ c r e a s e d  by t h e  
p r o v i s i o n s  of t h e  b i l i  c o n f o r r ~ ~ i n g  t o  t h e  federal c h a n g e s .  
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QCTICIN: REVISE RCIJARDS OF UTTORNEYS' FEES 
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CURRENT CFILIFDRNIFl LUW (Sec. 14420 and 26491) 

California is conformed t o  federal law with respect to civil 
proceedings commenced on or after July 28, 1983 and on or before 
December 31, 1965, in that a taxpayer can be awarded reasonable 
litigation costs, by court order or an aareemerlt of the parties, 
if the taxpayer can prove that the State9 s position in the 
proceeding was unreasonable ana the taxpayer prevailed with 
respect t o  the amount in controversy or with respect to the mast 
significant issues or sets of issues. 

In cunforrnir~g, California did nut extend this pruvisic~r~ to the 
proceedings before the State Board of Equalization, w h i c h  has a 
role comparable t o  the U. S. Tax Court, ir~ that it hears the 
appeals o f  tax issues. 

Under this act: 

o an award by the Tax Court is specificaily payabie in 
the same rnanrler as an award by the d i s t r l c - ,  court. 

o the $25,00C) maxirnur~~ amount that cart be awaraed for  
reasonable litigation costs is lifted, arrd inztead, the 
reasonable expenses of an expert witness can not exceed 
the highest rate of campensat ion paid f o r  expert 
witnesses pala by the United States, and the r-easonable 
fees paid fur an attorney can not exceed $75 per hour 
unless the court determines that an lncrease in the 
cost o f  living or special factor justifies a higher 
rate. 

o the award will be denied if the taxpayer unreasonably 
extends the proceedings- 

o t o  be subject t o  an award, the taxpayer has to 
establ ish that the government s posit ion was not 
"substantially justified" rather than "unreasonable". 
In addition, in general, the irrdividuai, at the time 
the proceeaing is initiated, cannot have a net worth 
that exceeds 82 raillion, and the owners of bclsir~esses 
(other than sole proprietorships) cannat h a v ~  a net 



wor th  t h a t  e x c e e d s  $7 m i  1 l i o n  n o r  m o r e  t h a n  500 
employees .  

o t h e  December 31, 1965 s u n s e t  d a t e  is removed. 

EFFECTIVE DRTE DF FEDERRI P R O V I S I O N S  

T h i s  act a p p l i e s  t o  a m o u n t s  p a i d  af ter  S e p t e m b e r  30, 1986 i n  
p r o c e e d i n g s  commenced o n  o r  a f t e r  J a n u a r y  1, 1986. However, t h e  
c h a n g e  t h a t  makes t h e  t a x  c o u r t  awar 'ds  p a y a b l e  i n  t h e  s a m e  m a n n e r  
as t h o s e  of t h e  d i s t r i c t  c o u r t ,  is r e t r o a c t i v e .  

In  cases where  t h e  p r o c e e a i n g  w a s  commenced o n  or after J a n u a r y  
'1, 1986 b u t  is d i s p o s e d  o f  p r i o r  t o  U c t o b e r  22, 1986, a r e q u e s t  
for  a t t o r n e y ' s  fees c a n  b e  made w i t h i n  t h e  30-days i m m e d i a t e l y  
f o l l o w i n g  O c t o b e r  22, 1986. 

REVENUE IMPRCT OF CONFURMITY T U  FEDERUL LkW 

The J o i n t  Commit tee  o n  T a x a t i o n  h a s  n o t  p r o v i d e d  a s e p a r a t e  
e s t i m a t e  o n  t h i s  c h a n g e ,  which s i g n i f i e s  a r a t h e r  mirror- i rnpac t  
for t h e  n a t i o n  and  n o  s t a te  d a t a  is a v a i l a b l e  tcl e s t i m a t e  t h e  
s t a t e  i m p a c t  of t h i s  p r o v i s i o n .  T h e r e f o r e ,  s t a t e  c o n f o r m i t y  t o  
t h e s e  c h a n g e s ,  would r e s u l t  i n  arr unkncawi-I impac t .  
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CURRENT CRLlFORNIFL L C I W  (See. 19414) 

C a l  i f  ornia d o e s  not conform t o  t h e  f e d e r a l  ' s a p p e a l  p r o c e s s .  
U n d e r  C a l i f o r n i a  l a w ,  the r e v i e w  l eve l s  for  t h e  p r o t e s t  a n d  t h e  
appeal of a p r o p o s e d  assessment  are a d m i n i s t r a t i v e  o n l y ,  i. e., a 
t a x p a y e r y  s p r o t e s t  of a p r o p o s e d  a s s e s s m e n t  is f i l e d  w i t h  t h e  
F r a n c h i s e  Tax B o a r d ,  w h i c h  is art adrn i r l i s t  rat i v e  r e v i e w ,  arrd t h e n ,  
the t a x p a y e r  is a b l e  tci  a p p e a l  t h e  d e p a r t m e r t t T s  f i n d i n g s  t o  t h e  
B o a r d  of E q u a l  i z a t  i o n  ( C a l  i f o r n i a '  s c o u n t e r p a r t  t u  t h e  U. S. Tax 
C o u r t ) ,  w h i c h  is also arl a d m i n i s t r a t i v e  r e v i e w .  

Oal i f c r r r r i a  c o n f o r m s ,  h o w e v e r ,  t o  t h e  f e d e r a l  pertal  t y  fc~r-  
u n r n e r i t o r i o u s  p r o c e e d i n g s ,  In t h a t  t h e  Board  o f  E q u a l  i z a t  i o n  (or 
a n y  c o u r t )  s h a l l  irflpose a 95,000 p e n a l t y  when i t  d e t e r r n i n e s  t h e  
t a x p a y e r T s  p r o t e s t  serves rta p u r p o s e  e x c e p t  t o  d e l a y  or t h a t  it 
is f r i v o l o u s  or  g r o u n d l e s s .  

NEW FEDERQL LAW (Sec. Sib751 

F e d e r a l  l a w  a l i o w s  t h e  t a x p a y e r  t o  c h o o s e  w h e t h e r  to r e q u e s t  an 
a d m i n i s t  r a t  i v e  r e v i e w  of t h e  p r o t e s t e d  p r o p o s e d  assessment p r i o r  
t o  art a p p e a l  t o  t h e  Tax C o u r t  o r  whether-  t o  a p p e a l  d i r e c t i y  to 
t h e  T a x  C o u r t .  Tihis  act a u t h c t r i z e s  t h e  Tax C o u r t  t o  c o n s i d e r  
i m p o s i n g  t h e  p e n a l t y  f o r  u n r n e r i t o r i o u s  p r o c e e d i n g s  i f  t h e  c o u r t  
f i n d s  t h a t  t h e  t a x p a y e r  w a s  u n r e a s o n a b l e  i n  f a i l i n g  t c ~  p u r s u e  t he  
a v a i l a b l e  a d r a i n i s t r a t  i v e  r e m e d i e s  p r i o r  t c l  i r ~ i t  iat irtg t he  Tax 
C o u r t  p r o c e e d  i ng. 

EFFECTIVE DATE OF FEDER~L PRDVI510kS 

T h i s  act is e f f e c t i v e  f o r  proceedings commenced o n  or a f t e r  
O c t o b e r  22, 1986. 

REVENUE IMPGUT OF CUNFORMITV TU FEDERAL LRW 

S i n c e  C a l  i f o r n i a 9  s a p p e a l  p r o c e s s  is n o t  c o m p a r a b l e ,  t o  f e d e r a l  
l a w ,  w i t h  r e s p e c t  t o  t h e  d i s c r e t i o n a r y  a d m i n i s t r a t i v e  r e v i e w  
p r o c e d u r e ,  no i d e n t ;  i f  i a b l e  r e v e n u e  effect c a n  b e  a s s i g n e d  to t h i s  
p r o v i s i o r l .  



T i t l e  X V F 3 :  Cumpl iance a n d  T a x  G d r n i n i s t r a t  i o n  
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ACTION: REPORT 1-0 C O N G R E S S  ON T a X  C D U R T  INVENTORY 

act S e c t  i o n  1552 C o n f e r e n c e  Repor t  Page 603 

Form 540 L i n e  No.  N/R Form 100 L i n e  No. N/FI 

CURRENT CGLIFORNIU LFlW (Mo p r o v i s i o n )  

C a l i f o r n i a  uses t h e  State Board of E q u a l i z a t i o n  {SBE) as t h e  
a p p e l l a n t  body fo r  t a x  i s s u e s ,  i n s t e a d  o f  a t a x  c o u r t  as t h e  
f e d e r a l  does. 

NEW FEDERFlL LR~J (Sec. r\tone) 

The a c t  r e q u i r e s  t h e  l n t e r n a l  Revenue S e r v l c e  and the Tax  C o u r t  
t o  p r e p a r e  a r e p o r t  t o  t h e  c o n g r e s s i o n a l  f i n a n c e  c o m r o i  ttees f o r  
1987 and fo r  e a c h  2 - c a l e n d a r  y e a r  p e r i o d  t h e r e a f t e r  on t h e  
inver t to ry  of c a s e s  i n  t h e  T a x  Cour t  and t h e  rneasures  to close 
c a s e s  more e f f i c i e n t l y .  

R E V E W E  IMPQCT OF CoNFURdI l -Y TO FEDERRL LRW 

-) T h i s  p r o v i s i o n s  is n o t  a p p l i c a b l e  t o  t a x  r evenue .  



T i t l e  X V F 4 a :  Compliance and Tax  k d r n i r ~ i s t r a t  ion 

FICTICIN: ESTFLBLISH A TAX COURT PRACTICE FEE 

A c t  Sect ion 1553 

Form 540 L i n e  No ,  N/F) 

C o n f e r e n c e  Report  Page  805 

Form 100 L i n e  No. N/U 

CURRENT CRLIFORNIR  LRW (None) 

C a l i f o r n i a  l a w  does n o t  h a v e  a t a x  c o u r t .  I n s t e a d  t h e  t a x p a y e r  
a p p e a l s  t h e  d e p a r t m e n t ' s  f i n d i n g s  t o  t h e  State boa rd  o f  
E q u a l i z a t i o n .  

T h e r e  is no r e q u i r e m e n t  t o  a p p l y  f o r  a d r n i s e i o r ~  to p r a c t i c e  b e f o r e  
t h e  Board  of E q u a l  i z a t  i o n ,  t h e r e f o r e ,  anyone  can r e p r e s e n t  a n  
a p p e l l a n t .  

NEW FEDERAL LAW (Sec. 7475) 

T h i s  act a u t h o r i z e s  t h e  T a x  Court t o  impose a p e r i o d i c  
r e g i s t r a t  i o n  fee, n o t  t o  e x c e e d  sSO per y e a r ,  on p r a c t  it i o r ~ e r s  
t h a t  are a l l o w e d  t o  p r a c t i c e  b e f o r e  it. T h i s  fee is i n  a d d i t i o n  
t o  t h e  825 a p p l i c a t i o n  fee t h a t  is c u r r e n t l y  r e q u i r e d  p r i o r  t o  
a d m i s s i o n  t o  p r a c t i c e .  The T a x  Cour t  is t o  USE the fee t o  employ 
i n d e p e n a e n t  c o u n s e l  t o  p u r s u e  d  i sci p l  i n a r y  m a t t e r s .  

E F F E C T I V E  DATE O F  FEDERAL P R O V I S I O N S  

T h i s .  act is e f f e c t i v e  January I ,  i-567. 

REVENUE IMPACT O F  CUNFORdITY TO FEDERAL LfW 

No i d e n t i f i a b l e  r e v e n u e  efiect c a n  be assigneo t o  t h i s  p r o v i 5 l o n  
u n d e r  t h e  P e r s o n a l  Incorne T a x  Law clr Bank auld C u r p c ~ r a t  i o n  Tax 
Law. 



T i t l e  XVF4b:  C o m p l i a n c e  arid T a x  n d m i n i s t r a t i o n  

FICTION: ~ L f i R I F I C R T I O N  OF TGX COURT'S 
J U R I S D I C T I O N  OVER LnTE PGYMENT PENRLTIES 

k t  Saction 1554 Conference Report Page 804 

F o r m  540 Line No, N/R Form 100 Line No, N/R 

Undarr California and federal law, a deficiency assessment is 
i r r u d  if it is determined that the tax disclosed on the original 
-turn is less than the? tax that i s  required t o  be shown. Rny 
interest, penalty or addition to tax, may also be assessed as a 
def iciancy, 

Under California law, the amount of any deficiency assessment m a y  
be protested and is subject t o  an appeal. In addition, denied 
c l a i m  for refund are subject to appeal. Taxpayers appeal to the 
State Board of Equalization however, the manner in which the 
penalty tor tax) is imposed determines the method of appeal : 

1) Late payment penalties are imposed as deficiency 
assr+ssments if a deficiency in tax is also at issue. 
Under this method of assessment the Board of 
Equalization has jurisdiction over the imposition of 
the late payment penalty (and tax) if a timely protest 
and appeal is filed. 

2) If a tax deficiency is not at issue (or* the additional 
tax is due as a result of a math error), the late 
payment penalty is imposed through a notice and demand. 
Under this method, the Board of Equalization has 
jurisdiction aver the late payment penalty land tax1 
only after the amount is paid and a claim for refund 
has been denied. 

NEW FEDERQL LRW (Sec. 6214) 

This change is clarification of the Tax Court's authority to 
I determine whether anv addit ions t o  tax should be assessed. The I 

use of the word "any", makes the jurisdiction inclusive of I 
I 

I penalties. This amendment is in response to a Tax  Court 
I decision, Estate of Young v Commissioner, 81 1. C. 879 (1983), 

I 

which held that althouqh a tax court had jurisdiction to I 

redetermine a deficiency it did not have ~urisdiction tu impose 1 
penalties for failure to pay the tax owed. I 

i 



EFFECTIVE DnTE OF FEDEOKIL PRWIISIDNS 

This change would apply t o  any decisions of the f a x  Court that  
are not f inrl before October 22, 1986. 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

Thorr would be pw apparent revenue impact. 



Title XVF4c:  Compliance and Tax Rdminiatration 

FICTION: SPECIFICFILLY RUTHBRIZE TFIX COURT T O  USE U. S. 
MRRSHFILS 

Rct Sect ion 1555 Conference Report Page 804 

Form 540 Line No. N/R Form 100 Line No. N/Q 

CURRENT CRLIFORNIR LRW (None) 

California does not have a tax court. Instead of a tax court, 
the taxpayer appeals the department's findings to the State Board 
of Equalization. 

NEW FEDERFIL L F I W  (Sec. 74561 

T h i s  act s p e c i f i c a l l y  r e q u i r e s  the U. S. Marshal to attend any 
session. of the T a x  Court when requested to d o  so by the Chief 
Judge. 

EFFECTIVE DRTE OF FEDEHRL PHOVISIUNS 

This provision 1s effective Cjctober 22, 1386. 

REVENUE IMPGCT GF CONFURMIT\ TO FEDEHQL LRW 

No i d e r t t i f i a b i e  tax r e v e r ~ u e  e f f e c t  can be attributed to this 
provision under state law, 



Title XVF4d:  C o m p l i a n c e  and l ' ax  Udrninistratiun 

F I C T I 5 N :  INCRSRSE REIMBUk3EMErJ7 FOH EXPENSES O F  SPECIkL 
THIGL JUDGES MIL PROVlUE FOR SRLRRY - 

act Sect ion 1556 

Form 540 Line No. N/A 

Conference Report Page 805 

Form 100 Line No. N/FI 

CURRENT CRLIFORMIA LkkJ (None) 

California does not have a tax court. Instead o f  a  tax court, 
the taxpayer appeals the department's findings to the State Board 
of Equalization. ' The members of the board are  elected officials 
whose salaries are statutorily established. 

NEW FEDERUL LRW (Sec. 7443'F,) 

This change adds a provision that authorizes the Chief Judge of 
the T a x  Court to appc~int Special Trial Judges to hear 
decl aratory judgement pr-oceeoinqs, c e r t a i n  disputes involving 
$10, tSOO or -  less, and arty ctth~k- proceeding which the Chief Judge 
m a y  designate. The salary ctf the special triai j u d g e s  is set at 
90 percent o f  the saiary of a judge of the t a x  court and the 
special t r l a l  judges will be entitled to the  same travel and 
suosistence allowances as a judge nf  t h e  tax court. 

EFFECTIVE DQTE OF cEDEHRL P R ~ V l S I O h S  

T h e  prclvisictr~s r e l a t i v e  t c ~  th'E salary ctf the Special Trial Judges 
w o u l d  be effective c m  the FIT-.s t  day of the first month beginning 
a f t e r  CSctc~ber. 22, 19aE.. The c~ther- provisions w o u i d  be effective 
CIctober 22, i9bL. 

REVENUE IMPQCT GF Cf3NFORKIT.y TU F E D E R N  LQbd 

Sirlce C a l i f c ~ t - n i a  has a different judiciai systeni at the trail 
court ievel, t h i s  feder-a.1 provision carrnot be directly applied to 
California. 



Tit le  XVF4e :  C o n ~ p l  iance and T a x  R d m i n i s t ~ a t  ion 

ACTICIN: FILLUrJ RET1RED T'FlX COURT JUDGES TU PRRCTICE QNlj 
RECEf VE RET I REMENT PRY 

R c t  Sect i o n  1557 C o n f e r e n c e  R e p o r t  P a g e  805 

Form 540 L i n e  No. N/Q Form 100 L i n e  No. N/R 

CURRENT CRLIFORNIR LRW (None) 

C a l i f o r n i a  d o e s  n o t  h a v e  a t a x  c o u r t .  I n s t e a d  o f  a t a x  c o u r t ,  
t h e  t a x p a y e r  a p p e a l s  t h e   department*^ f i n d i n g s  to  t h e  State B o a r d  
of E q u a l i z a t i o n .  Members of t h e  B o a r d  are e l e c t e d  o f f i c i a l s  a n d  
are not j u d g e s  o f  a c o u r t .  As a r ~  e l e c t e d  o f f i c i a l ,  a B o a r d  
member may become a member of t h e  L e g i s l a t o r s T  R e t  i r e m e n t  S y s t e m .  
R b o a r d  member's r e t i r e m e n t  pay  1s n o t  c u n t z n p e n t  u p o n  or 
r e s t r i c t e d  by s u b s e q u e n t  p r a c t i c e  of t a x  l a w  o r  a c c e p t a n c e  of 
ano-k h e r  government  p o s  i t i uri. 

Th i 5 act r e v i s e s  t h e  re+ i r e m e n t  r e q u i r e r ~ i e n t s  +or t a x  c o u r t  j u d g e s  
so  t h a t  judges w i t h  less t h a n  15 y e a r s  of s e r v i c e  can retire, i f  

,--\ 

1 t h e y  are  o l d e r  t h a n  65 y e a r s  , I = I ~  age .  
\ ,,..., ., 

I f  a t a x  cl>ui.t J I ~ ~ J E  eiects t l - 1  f r e e z e  h i s / h e r  ret i r e r n e  ?t p a y  so  
t h a t  i t  is rrct l o r l g e r  tieci to t h e  s a l a r y  o f  a c t i v e  t a x  c o u r t  
j u d g e s  t h e n  t h e  judge cart r e c e i v e  c u m p e n s a t i o r r  f o r  s e r v i c e s  i n  
any ccsvil office or- f c ~ r  t h e  f e a ~ t - a i  g o v e r r ~ m e n t ,  a n d  t h e  
k - e t  it-errier~t pay is r1c8 i o n y e i -  f o r - f e i  t e d  b u t  i n s t e a d  is  s u s p e n d e d  
f o r .  t h e  d u r a t i c l r ~  clt tile period for which  compensat ic l r i  is 
r e c e i v e d .  I n  a d d i t i o r ~ ,  t h e  r e t i r e d  j u d g e  may p r a c t i c e  t a x  l a w  
p r i v a t e l y  and cclrlt l r i c t e  t o  r e c e i v e  t h e i r  ret i r e r n e r ~ t  pay .  

T h i s  act is e f f e c t i v e  O c t o b e r  22, 1966. I t  i s  expressly p r o v i d e d  
t h a t  t h i s  act d u e s  rtclt a p p l y  t o  a n y  i n d i v i d u a l ,  who p r i o r  t o  

. O c t o b e r  22, 1'366 e l e c t e a  r~o t  t o  receive h i s  or h e r  re-k i r e m e n t  
Pay - 
REVENUE TMPRCT OF CONFORMIT\ TO FEUEHRL LkW 

. B e c a u s e  C a l i f o r n i a  l a w  is not c o m p a t i b l e  w i t h  t h i s  f e d e r a l  
p r o v i s i o n  n o .  i d e n t  i f  i a b l e  r e v e n u e  effect c a n  b e  a s s i g n e d .  



T i t l e  X V F 4 f :  Compliance and 1-ax ~ d m i r t i s t r a t i o r t  

UCTION: SPECIFICRLLY PROVIDE FUR THE QPPERL FROM A 
I 

TClX COURTv S IN7-EHLOCUTURY ORDER 

Rct Sect i o n  I556 C o n f e r e n c e  R e p o r t  Page 006 I 

Form 540 L i n e  No.  N/A Form 100 L i n e  No.  N / k  

CURRENT CQLIFORNI~ LRd ( N o  P r o v i s i o n )  

T h e r e  are no p r o v i s i o n s  i n  C a l i f o r n i a  law t h a t  a u t h o r i z e  
C a l i f o r n i a  c o u r t s  or t h e  State B o a r d  of E q u a l i z a t i o n  
( C a l i f o r n i a ' s  c o u n t e r p a r t  t o  the U. S. Tax C o u r t )  t o  grant 
i n t e r l o c u t o r y  o r d e r s  a1 l o w i n g  t h e  a p p e l  lank c o u r t  t o  d e c i d e  a 
c o n t r o l l i n g  question of l a w  t h a t  is n e c e s s a r y  t o  t h e  decision 
t h a t  is b e f o r e  t h e  c o t t r c  t h a t  g r a n t e d  t h e  o r d e r .  Irt a d d i t i o n ,  
t h e r e  is no a u t h o r i t y  that a l l o w s  C a l i f o r n i a  courts j u r l s d i c t i o r t  
over a p p e a l s  f r o m  s u c h  o r d e r s .  

C u r r e n t  f e d e r a l  l a w  s p e c i  f ical l y  a u t n c w i z e s  t h e  j u d g e  of a 
d i s t r - i c - k  c o u r t  to g r a n t  a n  ir~ter l o e u t o r y  o r d e r  and p r o v i d e s  the 
C-out-t of Bppeai with j u r i s d i c t i o r t  over s u c h  art o r d e r .  C a s e  l a w  
has h e i d  t h a t  t h e  C o u r t  o f  Appeai5 d o e s  n o t  have  t h e  a u t h o r i t y  t o  
heat- art a p p e a ;  f r o r t ~  art i r t t e r i c ~ c u t c ~ r y  o r d e r  1 = 1 f  t h e  T a x  C o u r t .  
T h i s  act s p e c i f i c a l l y  p r c t v i d e s  t h e  Tax C o u r t  w i t h  t h e  a u t h o r i t y  
t o  i s s u e  s u c h  i r t t e r i o c u t o r y  c ~ r d ~ r s  artti tu a1 l o w  t h e  U. S. C o u r t  of 
gppeais , j u t - . i s c ; i c t i o n  over- t h e  o r t i e r -  if a. j u d g e  of' t h e  t a x  cclurt  
i n c l  u a e s  i n  t h ~  irtt e r l o e ~ ~ t ~ t - y  o r d e r -  a s t a k e r n e r ~ t  t h a t  a 
c o r t t r c t 2 l i r t g  q u e s t i o r t  of  l a w  1s l n v o l v e a ,  t h a t  t h e r e  if; 
s u b s t  a n t  i a l  grriclnd for d i f f-erertce' r-~f u p  i v t i o r t  r e g a r d i n g  t h e  
g u e s t  icrrt o f  l a w ,  a n d  t h a t  a n  in l rnedia te  a p p e a l  migh t  r n a t e r i a i i y  
a u v a r t c e  t h e  a l t e r - r ~ a r ; ~  t e r m i r t a c  ictrt of k n ~  1 i t  igat ion.  

EFFECTIVE DRTE FELjEKGL PHUViSiahS 
I 

T h i s  act is effect  i v r  f o r  o r d e r s  of t h e  Tax C u u r t  e n t e r e d  a f te r  
Uc tober -  22, 19&6. 

REVENUE IMFRCT OF CONFOHMS7Y TO FEUEkUL LUW - 

Because C a l i f o r n i a  l a w  is n o t  c o m p a t i b l e  w i t h  t h i s  f e d e r a l  
p r u v l s i o n  no i d e n t  i f i a b l e  r e v e r t u e  effect c a n  be a s s i g r t e d .  



T i t l e  X V H i :  C u m p l i a r ~ c e  and Tax  U d m i r ~ i s t r a t i o r ~  , 

RUTIUN: EXPRND SUSPENSION OF RUNNING OF STRTUTE OF 
L 3 . M I J ' U T l O N S  

R c t  Sect i o n  1561 

Form 540 L i n e  No.  N/FI 

C o n f e r e n c e  R e p o r t  P a g e  609 

Form 100 L i n e  No. N / A  

C U R R E N T  CALIFDRNIA LAW ISec. 1 & 5 B L ,  7, i9254, 2 5 6 6 3 d ,  26423) 1 

C a l i f o r n i a  conforms t o  f e d e r a l  law w i t h  r e s p e c t  t o  s u s p e n d i n g  
t h e  r u n n i n g  of t h e  s t a t u t e  of l im i t a t i ons  t o r  a d e f i c i e n c y  
a s s e s s m e n t ,  f a 1  s~ or f r a u d u  i e n t  r e t u r n ,  or c r i r n i  n a l  p r o s e c u t  i o n ,  
i f  a t a x p a y e r  i n i t i a t e s  a m o t i o n  t o  q u a s h  a s u b p o e n a  or  s u b p o e n a  
d u c e s  tecurn. The  r u r ~ r ~ i r ~ ~  of t h e  s t a t u t e  of l i r n i t a t i o n s  is 
s u s p e n d e d  f o r  t h e  p e r i u c l  d u r - i r ~ g  w h i c h  t h e  er~forcemerit of t h e  
s u b p o e n a  is p e n d i n g .  

C a l i i o r r ~ i a  l a w  is a i s o  s l r n i l a r -  t o  f e d e r a l  i a w  i n . t h a t  t h e  
F r a n c h i s e  i -ax B o a r d  h a s  t h e  a u t h o r i t y  t o  demand a t a x p a y e r ' s  
r e c o r d s  f r o r n  p a r t  ies o t h e r -  t h a n  t h e  t a x p a y e r  ( t h i r d - p a r t  iesj who 

,.' 1 h a v e  c o r ~ t r o l  ,elf s u c h  r e c u r a s .  I n  a d d i t i o r t ,  t h e  F r a n c h i s e  Tax  

I, . . ./. 1 B o a r d  h a s  t h e  a u t h o r i t y  t o  ' i s s u e  art a d m l n i s t r a t  i v e  s u b p o e n a  o r  
s u b p o e n a  d u c e s  tecurn t o  o b t a i n  t h e  r e c o r d s  ( w h e r e a s  t h e  I R S  u s e s  
a n  a d n : l r ~ i  s t r a t  i v e  sur~imortsi . 
i l r tdcr  C a l i f o r r ~ i a  i a w ,  6. d e l a y  oy a t h l r d - p a r t y  t o  p r o d u c e  the 

recclt-dc or- c ~ t h e r w i s e  resolve t h e  matter, w i  i i nclt s t o p  t h e  
r u n n i r t q  ctf t h e  statute of i i n ; i t a t i c r ~ s .  

Unde r  t h e  new -i;eci~r*a.l i aw,  ~ f  a t h i r o - p a r t y  is surnrnor~ed t c l  
p r o d u c e  t h e  t a x p a y e r ' s  r e c o r d s ,  the t h i r d - p a r t y  h a s  6 mctnths  f t - o r n  
t h e  d a t e  t h e  surnrnor~s was ser -ved  tu co rnp iy  o r  o t h e r w i s e  resolve 
t h e  r~latter a t  i s s u e ,  o t h e r w i s e  t h e  r u n n i n g  o f  t h e  s t a t u t e  of 
l i m i t a t i o n  f o r  a d e f i c i e r ~ c y  a s s e s s m e n t ,  false or f r a u d u l e n t  
r e t u r n ,  o r  crimirlai p r o s e c u t  i u r ~  is s u s p e n d e d  b e g i n n i n g  on t h e  d a y  
a f t e r -  t h e  e x p i r a t i c l r t  of t h e  6-rncar~th p e r i o d  u n t i . 1  t h e  f i n a l  
r e s u l u t i o r ~ .  u f  t h e  m a t t e r  a t  i s s u e .  

I n  a d d i t i o n ,  . i f  t h e  rur l r l ing  o f  t i r e  s t a t u t e  mi I i r n i t a t i o n s  is 
s u s p e n d e d  because of a t h i r d - p a r t y  d e l a y  a n d  t h e  summons is one 
i n  w h i c h  t h e  t a x p ~ y e r -  is  r~c t t  i c i e r ~ t i f ' i r d ,  t h e  t h i r d - p a r t y  m u s t  
n o t i f y  t h e  p e r s o r ~  d e s c r i b e d  i n  t h e  sumrllons o f  t h e  s u s p e n s i o n .  

EFFECT I VE DKTE cjF FEl)EzkL PRalJ; s,'I D?d;IS' 

These c h a r ~ g e s  a re  effective O c t o b e r  22, 1966. 



REVENUE IdPaCT O F  C O N F O R P ~ I T Y  TO FEDEHUL LRd 
I 

Nu state d a t a  exists t o  est i r n a t e  t h e  irnpact under state 
corrformity. However, based or1 the negligible r e v e n u e  g a i n  t o  the 
nat iorc  a r ~ t i c i p a t e d  by the J o i n t  C o m m i t t e e  on T a x a t i o n ,  any I 

result i n g  s t a t e  r e v e n u e  ga ir t s  are unknown, but m o s t  1 i k e l  y would 
b e  very minor  i n  a n y  g i v e n  year. 



Title X V H 2 :  C o r n p l  iar~ce ar~d T a x  R d r n i r ~ i s t r a t  i o r~  

QCTIUN: PROVIDE U U T H O R I I Y  Tti RESCIND STGTUTURY NCiTICE 
OF DEF 1 C I ENCY- 

R c t  Sect i o n  1562 

Form 540 L i n e  No. N/CS 

C o n f e r e n c e  R e p o r t  P a g e  810 

Form 100 Line No. N/A 

CURRENT CFILIFORNIR Lf iU (Sec. ibS92, 25666) 

C a l i f o r n i a  law d i f f e r s  from t h e  f e d e r a l  law w i t h  r e s p e c t  t o  t h e  
p r o t e s t  of a d e f i c i e n c y  a s s e s s m e n t .  Under C a l i f o r n i a  law, the 
d e p a r t m e n t  is t h e  first l e v e l  of r e v i e w  ( r a t h e r  t h a n  a t a x  c o u r t )  
a n d ,  t h e r e f o r e ,  t h e  d e p a r t m e n t  h a s  t h e  a u t h o r i t y  t o  r e s c i n d  t h e  
n o t  i re  of d e f i c i e n c y  a s s e s s m e n t .  

NEW FEUERQL LAG i5ec. 6212j 

The act  p r o v i d e s  t h e  I n t e r n a l  R e v e n u e  Service w i t h  t h e  a u t h o r i t y  
t o  r e s c i n d  a n c t t i c e  of d e f i c i e r r c y  w i t h  t h e  taxpayer's c o n s e r t t .  
Currently only t h e  l a x  C o u r t  c a n  cause a de.f i c i e n c y  assessrner~t t o  
be r e s c i n d e d .  

T h i s  p r o v i s i o n  is e f f e c t i v e  w i t h  r e s p e c t  t o  r i o t i c e s  of 
d e f i c i e r ~ c i e s  i s s u e d  on UY after- J a . r ~ u a r y  i ,  icJB€. 

T h i s  prclvis iclr l  wl=lu;u nut; i r i ipact  t s x  r e v e n u e  since u n d e r  s t a t e  i a w  
the d e ' p a r t m e n t  c a n  rest irto d e f l c i e r r c y  assessrfler~ts o n  i t s  o w r ~  
a c c o r d .  
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The f o l i o w i n g  are C a l i f o r n i a ' s  p r o v i s i o n s  t h a t  relate t o  i n t e r e s t  
t h a t  may a c c r u e  as a result of errors made by the Franchise Tax 
b o a r d  : 

cl E f f e c t i v e  or1 o r  af ter  J a n u a r y  i, 1987, t h e  d e p a r t m e n t  
h a s  t h e  a u t h o r i t y  ttzl abate i n t e r e s t ,  i n  c e r t a ~ r ~  cases 
w h e r e  a t a x p a y e r  1s d e l i n q u e n t  i n  p a y i n g  t h e  r e q u i r e d  
t a x  b e c a u s e  o f  re1 i a n c e  u p o n  t h e  F r a n c h i s e  Tax B o a r d ' s  
w r i t t e r ~  a d v i c e .  ( R B  2615, Ch. 535 Stats. 1986) 

C a l i f o r n i a  i a w  d o e s  nctt  s p e c i f i c a l l y  a u t h o r i z e  the I cc 
d e p a r t m e n t  to c o m p l e t e  a t a x p a y e r 7  s t a x  r e t u r n ,  b u t  
a d m i n i s t r a t i v e l y ,  u n d e r  1 i r n i t e d  c i r c u m s t a n c e s ,  t h e  
d e p a r t m e n t  w i l l  Cu so, C a l i f o r n i a  law is c o r n p a r a b i e  t o  
t h e  fed.et-ai, i h  t h a t  ir; c o n t a i r r s  n o  s p e c i f i c  a u t h o r i t y  
t o  w a i v ~  i r ~ t e r - e s t  t h a t  a c c r u e s  as  a r e s u l t  of t h e  error 
by t h e  depav . t r i le r~ i  i r ~  c l -~rnple t  i n g  a t a x p a y e r 7  s r e t u r n .  

1- 1 U r ~ d e ; .  cur-i-er.~i: or-act ice, z r ~ t e r e s t  a c c r u e s  an a r ~  
e r r c l r l e c ~ u s  r e f u r l d  made  tct  .at-, i n d i v i d u a l ,  f  r i m  t h e  d a t e  
t h e  depa r - i rneu~ t  i s s u e s  a. dder~iarld f c t r  payment  urlt i 1 t h e  
d a c e  p a i d  ; f c~t-  err-oner-flus r e f u n d s  t o  c o r p o r a t  i o n s ,  
i n t e r - e s t  accuc t .es  f r o r ~ i  t h e  t i a t e  t h e .  e r r o r ~ e u u s  r e f u n d  w a s  
iss t - led u n t  i i t h ~  d a t e  m a i d .  

E f f e c t i v e  J a r l u ~ r - , y  I ,  1987 by l a w ,  i n t e r e s t  w i l l  a c c r u e  or1 

e r r o n e o u s  t -e fur rds  rfladE to l n d  i v i d u a l s  a n d  c o r p o r a t  i u n s  beg i n n i n g  
50 d a y s  af ter  t h e  date t h a t  t h e  derflar~d f o r  payrnent is m a i l e d  
u n t i l  t h e  arnount  is p a i d  ( i r r e s p e c t i v e  of w h e t h e r  t h e  t a x p a y e r  
c a u s e d  t h e  r e f u n d ,  o r  t h e  a rnount  of t h e  r e f u r ~ d ) ,  IAB 2891, Ch. 
550 Stats .  i % G j  

W i t h  r e s p e c t  t o  claims for r e f u n d  or c r e d i t ,  C a l i f o r n i a  a l l o w s  
such c l a i m s  t o  . b e  f i l e c !  f o u r  y e a r s  f r -om t h e  d u e  d a t e  of t h e  
r e t u r r ~ ,  o r  o re  y e a r  f r o r n  t h e  d a t e  o f  payment ,  wh ich  ever is 
later,  w h e r e a s  under- f e c i e r a l  l a w  i t  is, g e r ~ e r a l  l y ,  t h r e e  y e a r s  
f r c r r n  t h e  r e t r r r r r  o r  t w o  y e a r s  f r o n l  t h e  d a t e  p a i d .  U n d e r  b o t h  
laws, clair~ts  f l i e d  u i l t t s i d  t h e  s t a - c u t e  uf l i m i t a t i o n s  are b a r r e d .  



NEW FEDERFSL LRbi (Sec. 6404, 6 S O 2 i  
\ 

The federal act provides ,the lnterrlal Revenue Service (IRS) with 
the authority to abate all or any part of the interest that 
results from its error or delay in the performance of ministerial 
acts? which includes the completion of tax returns for taxpayers. 

In addition, the act requires the SRS to abate any interest on 
erroneous refunds that accrues prior to the date the demand for 
payment is made, unless the taxpayer has in any way caused the 
erroneous refund or the refund exceeds $50,000. This provision 
is retroactively applied, whereas; California's similar provisiort 
(FIB 2091, Ch. 550 Stats. 1986) is prospective in application. 

The statute of lirnitatiorts for refunds or credits resulting from 
these retroactive abatement provisions is mod if ied, so that any 
resulting refund or credit is not barred if the claim is filed by 
October 22, 1967. 

These provisions are effect ive with respecc to deficiencies or 
payments for taxable years beginning on or after January 1,. 1975-. 

The net irnpact on interest coi lect ions as a result of these 
various interest provisions is unknown. However, since the Jol nt 
Committee or1 Taxatiorl dia not specifically estimate this itern, 
wh ici; signifies a very m i  not- irnpact? these pruvi siorrs, under 
conformity, wc~uid a l s ~  be mirtlr11a.l. 

T o  confcwm to the f euer-a i  act s retr-cmct ive effective date wauid 
be in viola ti or^ of the California Constitution as prclviding fur a 
gift of public funds. 
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C a l i f o r n i a  h a s  a p r o v i s i o n  t h a t  is s i m i l a r  t o  t h a t  of the f e d e r a l  
law w i t h  respect t o  the s u s p e n s i o n  of t h e  a c c r u a l  of interest 
when t h e  d e p a r t m e n t  d e l a y s  i n  i s s u i n g  a n  i n d i v i d u a 1 9 s  d e f i c i e n c y  
a s s e s s m e n t .  However u n d e r  Cal i f  o r n i a  law, 

o s u s p e n s i o n  b e g i r r s  46 d a y s  af ter  t h e  d e p a r t m e n t 2  s f i n a l  
r e v i e w  of t h e  a u d i t o r v  s f i n d i n g s ,  w h e r e a s  for f e d e r a l  
p u r p o s e s ,  t h e  s u s p e n s i o r r  b e g i n s  3i days af te r  t h e  
t a x p a y e r  a g r e e s  w i t h  the  a u d i t o r 7 s  f i n d i n g s  by w a l v i n g  
h i s  or h e r  r i g h t s  t u  p r o t e s t  t h e  d e f i c i e n c y  a s s e s s m e n t ;  
a n d  

cr d u r i n g  t h i s  pe r iod  of suspertsicrrt ,  the a c c r u a l  of a l l  
i n t e r e s t  t h a t  relates t o  t h e  d e f i c i e n c y  a s s e s s m e n t  is 
s u s p e r t a e d ,  w h e r e a s  under- t h e  f e d e r - a l  law, t h e  
s u s p e n s i ~ ~ n  KIP ~ n t e r e s c  w a s  s p e c i f i c a l l y  a p p l i c a b l e  t o  
u r ~ i y  t h a t  a c c r u l r ~ g  an t h e  def ic~ertcy rather t h a n  a n y  
i n t e r e s t  t h a t  is r e l a t e d  t o  t h e  d e f  i c i e r r c y .  

O L 3  FEijERQi LUL4 ( S e c t  lor1 GZij, GLtSi j 

F e d e r a l  l a w  allows a t a x p a y e r  tl3 w a l v e  h i s / h e r  r i g h t  t u  a p p e a i  a 
d e f l c i e - n c y  t c s  t h e  T a x  Cour-i. Following s u c h  w a i v e r ,  t h e  I r r t e r n a l  
R e v e n u e  S e r v i c e  i s s u e s  a n o t  x c e  a n d  demand f o r  payment. I f  t he  
r~c t t  lce artd derflana 15 rtcd i s s u e d  w i t h l r r  30 d a y s  o f  t h e  w a i v e r ,  the 
a c c r u a l  of i n t e r e s t  is s u s p e n d e u  from t h e  3 0 t h  d a y  u n t i l  t h e  
notice a n d  dernand is i s s u e d .  However,  t h e  ct>mpoundinq of 
interest upon  the p r e v i o u s 1  y  c l ccured  i n t e r e s t  is n o t  s u s p e n d e d .  

NEW FEDERAL LGW (Sec. 6 6 0 1 j  

T h e  act p r o v i d e s  t h a t  d u r i n g  t h e  p e r i o d  when t h e  a c c r u a i  o f  
i n t e r e s t  is s u s p e n d e d  because of t h e  Internal Revenue S e r v i c e *  5 

d e l a y  i n  i s s u i n g  a n  i n d i v i d u a l ' s  or c o r p o r a t i o n ' s  d e f i c i e n c y  
assessmer~t, i n t e r e s t  will a150 not  be lmposed d u r i n g  the 
s u s p e n s i o n  p e r i o d  o n  a n y  i n t e r e s c  t h a z  is a c c r u i n g  r e l a t i v e  t o  
t h e  d e f i c i e n c y .  

T h e  s t a t u t e  of l imi ta t ions  for r e f u n d s  or c r e d i t s  r e s u l t i n g  f r o m  
t h i s  p r o v i s i c t r ~  is mctdi f i e d  i f cert a i r s  c i r c u r n s t a r r c e s  p r e v e n t  t h e  



timely issuartce of the refund or credit, for the claims filed by 
0ctober 22, 1967. 

EFFECTIVE DQTE OF FEDERkL PHUVISIUNS 

This provision is effective with respect to interest accruing 
after December 31, i962. 

I 

REVENUE IMPACT OF CONFORMITY TO FEDERAL LRW 

Since complete conformity would require other changes in 
California law and practice, no revenue estimate has beerr made. 
With respect to suspending the compoundinq of interest during the 
period for which California currently suspends the accrual of 
interest, there would be no revenue effect.  

RDMINISTHRTIVE CONCERNS 

Current Califur,nia law does r ~ o t  allow a taxpayer to waive his/her 
rights to protest and appeal.  Thus cornplete conformity to this 
provision would requlre other changes in California law and 
pract ice. 
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C a l i f o r n i a  law h a s  a l e v y  p r o v i s i o n  s i m i l a r  k o  t h a t  of f e d e r a l  
l a w  i n  t h a t  the d e p a r t m e n t  has t h e  a u t h o r i t y  to l e v y  { O r d e r  t o  
W i t h h o l d )  o n  p a y m e n t s  d u e  t o  a t a x - d e b t o r  f r o m  v a r i o u s  income 
s o u r c e s ,  u n l e s s ,  t h e  paymert t s  are e x e m p t  f r o m  l e v y  t h r o u g h  o t h e r  
l a w s .  T h e  l e v y  u n d e r  C a l i f o r n i a  l a w ,  however ,  is n o t  as f a r  
r e a c h i n g  as  t h a t  of f e o e r a l  l a w ,  b e c a u s e  t h e  C a l i f o r n i a  l e v y  cart 
o n l y  a t t a c h  t o  p a y m e n t s  w h e r e  t h e  p a y o r  is s u b j e c t  t o  C a l i f o r n i a  
law. For e x a m p l e ,  payrnerlts t h a t  are d u e  f r o m  t he  f e d e r a l  
g o v e r n m e n t  at-e no t  s u b j e c t  t o  t h e  d e p a r t m e n t 7  s l e v y  b e c a u s e  the 
f e d e r a l  g o v e r n m e n t  is n o t  s u b j e c t  t o  C a i i f o r n i a  law. a n o t h e r  
e x a m p l e  o f  t h e  d i f f e r e n c e  i n  t h e  r e a c h i n q  a f f e c k  of t h e  l e v i e s  is 
w i t h  r e s p e c t  to v e t e r a n '  s b e n e f i t s  ( w h i c h  i n c l u d e s  
s e t - v i c e - c o n n e c t e d  b e n e f i t s j  u n d e r  t h e  U n i t e d  S ta tes  Code (USE). 
Urider the USC, creciltors ( w h i c h  ~ r ~ c i u d e s  t h e  Franchise Tax Boaraj 
are p r o h i b i t e d  f porn l e v y l n q  on t h e  p a y m e n t s  of v e t e r a n '  s 
b e r i e f l t s ,  bur, a l evy  u n d e r  t h e  i K C  i-5 e x p r e s s l y  a i l o w e a .  

NEW F E U E K R i  LRkJ (Sec. G334i 

T h e  act s p e c 1  f icall y exer i~p t  s a r ~  i r1d1v ldc ta i '  5 s e r v ~ c e - c o n n e c t e a  
v e t e r a n  d i s a ~ i  1 i t y  o e n e f  its f r m r 1 1  l e v y  under t h e  I n t e r n a l  Revenue 
Code. 

T h i s  p r o v i s i o n  is e f f e c t i v e  for a m o u n t s  p a y a b l e  on  or  a f t e r  
J a n u a r y  i, i4&7. 

REVENUE IMPQCT OF CObIFDRMllk T O  FEDEKM LQh 

Th is  p r o v i s i o n  is n u t  applicable under C a l i f o r n i a  law. N o  s t a t e  
r e v e n u e  impact e x i s t s  f rom t h e  f e d e r a l  change .  



Title XVH7: C a m p 1  iarrce and T a x  f i d m i r ? i 5 t r a - t ; i u r 1  

G l C T I U N :  EXEMPT II\1TERNFIL REVENUE SERVICE FlGENTS F R O M  
C E H T G t l N  RECORUKEEPING REQUIREMENTS 

R c t  Sect i o n  1 5 G 7  C o n f e r e n c e  R e p o r t  P a g e  8 14 

Form 540 L i n e  No. N/FI Form 100 L i n e  No. N/FI 

CURRENT CRLIFCIR~JIA LGW (Set- 17131, 17201, 17270.5) 

C a l i f o r n i a  conforms t o  t h e  f e d e r a l  l a w  t h a t  p r o v i d e s  t h a t  u n d e r  
c e r t a in  c o n d i t i o n s  t h e  u s a g e  of a n  u n m a r k e d  l a w  e n f o r c e m e n t  
v e h i c l e  is e x c l u d e d  from g r o s s  i n c o m e  a n d  t h a t  t h e  l a w  
e n f o r c e r n e r ~ t  o f f i c e r  is e x e m p t  f r o m  t h e  s u b s t a n t  ia t  iorr r u l e s .  F o r  
t h i s  p u r p o s e ,  a l a w  enforcement o f f i ce r  m e a n s  an i n d i v i d u a l  who' 
is e m p l o y e d  on a f u l l - t i m e  bas is  by a g o v e r n m e n t a l  u n i t  t h a t  is 
r e s p o n s i b l e  f o r  t h e  p r e v e n t i o n  o r  i n v e s t i g a t i o n  of c r i m e  
i r ~ v u l v i r r g  i n j u r y  to p e r s o n s  or  p r o p e r t y ,  a n d  w h i t  is a u t h o r i z e d  by 
1 a w  t o  ca r ry  f irearrrrs (and r e g u  l ar 1 y  carries firearms, u r r l e s s  
w o r k i n g  u n d e r c o v e r ) ,  e x e c u t e  s e a r c h  w a r r a n t s  a n d  make  arrests. 

T h e  t e r r n  l a w  en fc l r ce rnen t  o f f i c e r  d o e s  not i n c l u d e  a n  I n t e r n a l  
Revenue  S e r v i c e  s p e c i a l  a g e r r t .  The F r a n c h i s e  Tax  b o a r d  u s e s  
i n v e s t  i g a t  i cm s p e c i a l  istc, a n d  t a x  c c m p i  iance r e p r e s e n t a t  ives t o  
i n v e s t i g a t e  c r i r f l i r ~ a i  t a x  i a w  v l o l a t  i o n s ,  h o w e v e r ,  t h e  . 
a e p a r t r n e n t '  5 l r ~ v e s t  l g a t u r s  are ncst a u t h o r i z e d  t o  c a r r y  f i r e a r m s ,  
e x e c u t e  s e a r c h  w a r r a n t s ,  or niaue arrests a n d  are  n o t  c o n s i d e r e d  
t o  be  l a w  e n f o r c e r n e r ~ t  o f f i c e r s .  

T h e  act; s p e c l f  i c a i i y  e x c l u d e s  tram g r o s s  i r l c o r n e  a n d  t h e  u s u a l  
s u b s t a n t  i a t  i o n  r e q u i r e m e n t s  f o r  a n  e r n p l u y e r  p r o v i d e d  a u t o m o b i  le 
u s e d  i n  t h e  e m p l c ~ y e e s  a c t i v i t i e s  c~f a r ~  a u t o r n o b i i e  b y  a s p e c i a i  
a g e n t  of t h e  I r ~ t e r r ~ a i  Fievenue S e r v i c e .  

T h i s  p r o v i s i o n s  is effect i v e  beg  i n n i n g  o n  or a f te r  J a n u a r y  1, 
1985. 

REVENUE IMPACT OF CONFOHMi7'V TO FEDERRL LRW 

Any p e r s o n a l  use of  v e h i c l e s  t h a t  a re  a s s i g n e d  t o  e i t h e r  s t a t e  or  
f e d e r a l  t a x  e n t o r c e r n e r l t  e r n p i c ~ y e e s  w o u l d  r e s u l t  i n  t a x a b l e  income 
u n d e r  c u r r e n t  Gtate  l a w .  

o C o r r t c l r m i n ~  tu t h e  f e d e r a l  e x c i  u s i o r l  wcluld p r o d u c e  
unknowrl b u t  r ~ l i  r~ i n l a  i r e v e n u e  105s u n d e r  t h e  P e r s o n a  1  
Incclrne Tax  Law,  



o I f  C a l i f o r n i a  were ;o conform g& extend t h e  p r o v i s i o n  
t o  include t h e  depca-trnentT s i n v e s t i g a t i o n  s t a f f ,  t h e  
reverrue i r n p a c t  w o u i  A ,  a g a i n ,  be unknowrr but mirrimal. 

-. 
T h e  e l i m i n a t i o n  o f  t h e  r e c o r d  k e e p i n g  requirements  does not have 
a dlrectly i d e n t i f i a b i e  r e v e n u e  impact.  
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The C a l i f o r n i a  d i s c l o s u r e  l a w s  a re  s i m i l a r  t o  t h e  f e d e r a l  
p r o v i s i o n s  i n  t h a t  t h e  d e p a r t m e n t  is p r o h i b i t e d  f r o m  d i s c l o s i n g ,  
u n l e s s  o t h e r w i s e  s p e c i f i c a l l y  p r o v i d e d ,  a n y  informat  i o n  c o n t a i n e d  
o n  arry r e t u r r ~ s ,  r e p c l r t s ,  o r  d o c u r a e r ~ t s  r e q u i r e d  tcl be f i l e d .  

T h e  d e p a r t m e n t  is a u t h c l r i z e d  t o  d i s c l o s e  t a x  r e t u r n  i n f o r m a t  i o n  
t o  cet-tairc s tate a g e n c i e s  f o r  p u r p o s e s  su s p e c i f i e d  a n d  tci stat€ 
a n d  f e d e r a l  t a x  o f f i c i a l s  f o r  t a x  p u r p o s e s .  

W i t h  r e s p e c t  t o  t h e  n e e d  t~ d i s c l c l s e  i n f o r r n a t i o r ~  t o  c i t y  
o f f i c i a i s ,  t h e  d e p a r t r n e r ~ t  is n o t  a u t h o r i z e d  t o  rnake s u c h  
d i s c l o s u r e  a t  t h i s  time, a n d  t h e  Rever lue  arid T a x  C o d e  p r o h i b i t s  
c i t i es  frorn irnpl=rsing a t a x  ccr~ i n c o m e .  

T h e  act a c r t h u r i r e s  t h e  lrlterrcal Heverlue S e r v i c e  t~ d i s c l o s e  t a x  
r e t u r n  i n f o r r l ~ a t i u n  t o  c e r t a i n  c i t y  o f f i c i a l s  i f  t h e  c i t y  h a s  a 
p c l p u l a t i c t r ~  1r1 e x c e s s  c ~ f  2 r n i i l i c l r ~  s r ~ d  i m p o s e s  a t a x  clri income. 

- 
i h l s  p r o v i s i c l r ~  i s  e f t e c t i v e  c j c k o b e r  22, ITjEIL. 

T h i s  p r o v i s i o r ~  is r ~ o t  a p p i i c a b i e  C a l i f o r n i a ,  g i v e r 1  t h e  e x i s t i n g  
s t a t u t o r y  p r o h i b i t  i o n  on  local i n c o m e  t a x e s .  

T h e  F r a n c h i s e  Tax  B o a r d  i n  i ts  R e s o l u t i o n .  of March  4, 1966 s t a t e d  
its o p p o s i t i o r i  to a n y  l e g i s l a t i o r c  t h a t  b r e a c h e s  t h e  
corrf iaent i a l  i t y  o f  incorae  t a x  r e t u r n  ir~forrnat iorr f o r  nontax 
p u r p o s e s .  
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The P e r s o n a l  Income and bank a n d  C o r p o r a t i o n  Tax Law, w i t h  
r e s p e c t  t o  t a x  l i e n s ,  g e n e r a l l y  c o n f o r m s  t o  t h e  f e d e r a l  l a w  i n  
t h a t  it creates a l i e n  upon a n y  p r o p e r t y  i n t e r e s t s  of a t a x p a y e r  
a t  t h e  t i m e  a n  u n p a i d  t a x  l i a b i l i t y  becomes d u e  and p a y a b l e .  
Once t h e  l i e n  is r e c o r o e d  or f i l e d  i t  takes p r i o r i t y  over t h e  
u n r e c o r d e d  1 i e n s  of g e n e r a l  c r e d i t o r s  and  c e r t a i n  o t h e r  
i n t e r e s t  5. 

Urrder c e r t a i n  La1 i f o r n l a  l a w s  (e. p . ,  c o n t r o l  l e d  s u b s t a n c e s / H e a l t h  
a n d  S a f e t y  Code;  c r i m i n a l  p r o f  i t e e r i n q  act i v i t y / P e n a i  C o d e ) ,  when 
p r o p e r t y  is u s e d  irr, a c q u i r e d  o r  a c c u m u l a t e d  t h r o u g h  t h e  
c o n i r n i s s i o r r  of c e r t a i n  c r i m i n a l  o f f e n s e s ,  a l a w  e n f o r c e m e n t  a g e n c y  
h a s  t h e  a u t h c l r i t y  tu p e t i t i o n  t h e  c o u r t  tu h a v e  t h e  seizea 
p r o p e r t y  forf  ei t e d  upon convict i o n .  

Under  t h e  P e r s o n a ;  Income and Bank and C o r p o r a t i o n  T a x  i a w  a 
s ta te  t a x  l i e n  t h a t  is r e c o r d e d  o k -  P i l e d  a f t e r  the p r o p e r t y  is 
s e l z e a  for ? u r f e i t u r e  by t h e  isw e n i c ~ r c e m e n t ,  1s n o t  g i v e n  
p r i o r i - c y  o v e r  t h e  l a w  e n f o r c e m e n r ;  agency's i n t e r e s t  i n  t h e  s e i z e d  
p r o p e r - t  y -  

NEW FEDERRL LAW (Sec. 63255 

T h e  acf p r o v l a e s   hat art Int'isrnal h e v e n u e  S e r v l c e  t a x  i l e n ,  that 
is r e c o r d e d  or  f i l e d  after  t h e  s e i z u r e  o f  t h e  p r o p e r t y  by a l o c a l  
l a w  e n f o r c e r n e n t  a g e n c y ,  does n o t  T a k e  p r i o r i t y  o v e r  t h e  a g e n c y v  s 
i n t e r e s t  i n  t h a ~  p r o p e r t y ,  u n l e s s  t h e  l o c a l  l a w  p r o v i d e s  that 
s o m e o n e  w i t h  a n  i n t e r v e n i n g  claim h a s  p r i o r i t y  i n  t h e  p r o p e r t y .  

The act a l so  p r o v i d e s  t h a t  the local law e n f o r c e m e n t  i n t e r e s t  i n  
t h e  p r o p e r t y  is a c q u i r e d  at t h e  t i m e  t h e  p r o p e r t y  1s s e i z e d .  

EFFECTIVE DATE O F  FEDERAL PROVISIONS 

T h i s  pr-avisicrrr was e f f e c t  lve O c t o b e r  22, 1986. 

T h e r e  is rro ~ a e r ~ t i f i a b l e  r e v e n u e  i m p a c t  frorn t h i s  p r o v l s l u n .  



TAX POLICY ISSUES 

It should be noted that from the department's standpoint, the 
most significant aspect of this provision is the establishment of 
when a law enforcement agency' 5 Interest in the property for 
forfeiture is acquired. Currently there is no such law and local 
law enforcement agencies (as well as federal agencies) argue that 
the interest is acquired at the time of the criminal offense, 
which may be years prlor to seizure. 

The department is not currently pursuing the enforcement of its 
tax liens against this type of seized property, as the property 
ultimately benefits the law enforcement programs and does not 
benefit the taxpayer. Even though this provision would not 
impact the priority of a tax lien with respect to its priority at 
the time of seizure, this provision could be viewed by the 
department as indirectly beneficial because it codifies the 
establishment of a t irne -chat the law enforcemerit agency9 s 
interest is acquires. This could be beneficial to the department 
if it was found necessary to enforce a i ier~ that was recorded or 
f i lea prior to the law enforcement agencyy s seizure, because 
codifying the titlie of the seizure as the t i m e  of acquirino 
interest in the property implies that the law enforcement agency 
does not have ar~ interest prlor to the seizure, and, therefore, a 
tax lien recorded or filed prior to that time would be senior to 
the forfeiture. 

Drl the other hand, cor~tormlty would undclubtedly be opposed by the 
lucal law enfcrcement agencies inci ud i ng the State Department of 
Justlcej if they reaiiie the ~rnpllcation that exists. 
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The P e r s o n a l  Income Tax  Law ( P I T L j  d o e s  not conform to the 
f e d e r a l  l a w  w i t h  r e s p e c t  t o  t h e  a u t h o r i z a t i o n  to s e i z e  and sell 
p r u p e r c y  of a t a x  d e b t o r ,  irr t h a t  t h e  d e p a r t m e n t  can  not make 
such s e i z u r e s  arid sales ~ t s e l f .  I t  is o n l y  a u t h o r i z e d  t o  
i n s t r u c r ;  a l a w  e n f o r c e r n e n c  o f f i c e r  t o  d o  so, w h e r e a s  t h e  f ede l -a1  
l a w  authorizes t h e  I n t e r n a l  Revenue S e r v i c e  (IRS) t~ make t h e  
s e i z u r e  a n d  saie. U n d e r  C a l i f o r n i a  law, t h e  l a w  en fo rcement :  
o f f i c e r  is r e q u i r e d  t o  sell  t h e  p r o p e r t y  t h r o u g h  t h e  a u c t i o n  
p r o c e d u r e  t n a t  is o u t  l i n e u  i n  t h e  Code o f  C i v i l  P r o c e d u r e ,  which  
is b a s i c a l l y  t h e  p roceou t -e  t h a t  is o u t l i n e d  i n  t h e  i n t e r n a l  
Reverrue Code. I n  f u l l o w i n g  t h l s  p r o c e d u r e ,  i f  a b i d  which  e q u a l s  
or e x c e e u s  t h e  e s t a b l i s h e d  rnirtlr1>urt1 a c c e p t a b l e  p r i c e  15 n o t  
r e c e i v e d ,  t h e  p r o p e r t y  c a n  b e  r e l e a s e d  tct t h e  t a x  d e b t o r ,  u r r l e s s  
t h e  d e p a r t m e r i t  t a k e s  a d d i t i o r r a l  a c t i o n s  < e . g . ,  i s s u e s  a n o t h e r  
w a r r a n t  t o  h a v e  t he  of f  i c e k -  r e t a i n  p c e . s e s s l o r i  o f  t h e  p r o p e r t y :  
L i d s ,  w i t h  a r~ authorized p r e - a p p r o v a l ,  t h e  e s t a b l  ished mirrlrnum 
p r i c e  a n d  p u r c h a s e s  t h e  p r o p e r t y  f o r  t h e  State.  1, 

T h e  iaw fcti.- c a r p o r - a t i p r ~ s  with t - e s p e c t  t o  the  s e i z u r e  arrd sa ie  of 
p r o p e r t y  uf a t a x  d e b t ~ z t r  b a s i c a i l y  conforrf ls  t o  t h a t  of t h e  
feder-a.1 law, irt t h a t  t h e  depar t r r i en t  is a u t h o r i z e d  t o  make t h e  
s e i z u r e  a n &  a u c t i o n  sale i tself .  However, t h e r e  is r1c1 p r o v i s i o r ~  
w h i c h  p r - o h l b i t s  t h e  release of t h e  p r o p e r t y  t o  the t a x  d e b t a r .  
I n  a d d i t  i o n  u n d e r  c o r p o r a t  i o n  t a x  l a w ,  t h e  department is p r o v i d e d  
w i t h  t h e  same a u t h o r i t y  a5 p r o v i d e d  u n d e r  PITL, which  is t o  
i n s t r u c ~  a l a w  e n f o r c e r n e n c  o f f  leer t o  s e i z e  a n d  s e l l  p r o p e r t y .  
Urrder c u r r e n t  p r a c t  ice, t h e  d e p a r t m e n t  uses t h e  l a w  e n f o r c e m e n t  
officer t o  s e i z e  a n d  seli t h e  p r o p e r t y  of c o r p o r a t e  t a x  d e b t o r s ,  
r a t h e r  t h a n  i n i t i a t e  t h e  acticlrr itself. 

A p r o v i s i o n  is a d d e d  t o  teaera l  l aw to a l l o w  t h e  I R S  t o  release 
s e i z e d  p r m p e r t y  t o  t h e  t a x  d e b t o r ,  i f  t h e  mlrtirnurn p r i c e  is n o t  

- b i d  a t  t h e  a u c t i o n  sale arrd t h e  S e c r e t a r y  d e t e r m i n e s  t h a t  
p u r c h a s e  at  t h e  minimum p r i c e  is noc i n  t h e  b e s t  i n t e r e s t  o f  t h e  
U r ~ l t e d  States. However-, the pr -oper ty  w c ~ u l d  s t i l l  b e  s u b j e c t  t c t  a 
governrnerrt  1 i e n  aria arty e x  pe r l se  i ncut - red  i n  t h e  1 e v y  p r o c e s s  
wou.ld be a d d e o  t o  t h e  e x i s t i r i g  l i e n  a.rnourtt- 



EFFECTIVE DQTE OF FEDERAL PHoVISIONS 

This change a p p l i e s  t o  p r o p e r t y  s e i z e d  a f t e r  Clctober 22, 1966 and 
p r o p e r t y  s e i z e d  priot -  to but  n o t  sold by O c t o b e r  22, 1986. 

REVENUE TMPRC?' O F  CONFORMI7J T U  FEDERAL L f i W  

There is nu apparent revenue impact  in as much a s  the authority 
to release s e i z e d  p r o p e r t y  to the t a x  d e b t o r  already e x i s t s  u n d e r  
state law. 
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C a l i f o r n i a  law d i f f e r s  f r o m  t h e  f e d e r a l  law w i t h  respect t o  t h e  
. r e p o r t i n g  of income i r ~ f o r r n a t i o n  i r ~  that u n d e r  C a l i f o r n i a  l a w  t h e  

F r a n c h i s e  Tax  Board  a d m i n i s t e r s  t h e  r e c e i p t  of s o m e  o f  the 
in for ma ti or^ b u t  t h e  r n a j u r ~ t y  o f  t h e  i r ~ f o r m a t i o n  a s  it relates t o  
e m p l o y e r s / e r n p l o y e e s  is a d m i n i s t e r e d  by t h e  Empl uyment 
Developmeri t  D e p a r t n i e n t  (EDS). T h e  Personal lncurne Tax L a w  
r e q u l r e s  certal n  p a y o r 5  of lncorfle t u  r e p o r t  i n f o r r n a t  i o n  
pertaining tc. t h e  payrnerri; t o  t h e  F r a r ~ c h  lse Tax Board ,  however ,  
t h e  r e p o r t l r ~ g  of t l p s  i s  s p e c i f l c a l i y  e x c l u d e d  f rom t h i s  
p r o v r s i a n .  The l a w  r - e l a t l r l g  t o  the r e p o r t i n k  of t l p s  is 
admi  nistet-er by ED3. 

T h e  act restricts, LO e s t a b i  l s h r n e n t s  employing less t h a n  25 
f u l l - - t  i r n e  e m p i u y e e s ,  p e r m i s s i o n  t u  u s e  t h e  o p t  iorlal rnethud of 
s u b s t i t u t i n g  t n ~  number of h c t u r s  wear-kea by a t i p p e d  eri ipluyee fo r  
t h e  p o r t  i o n  q r - o s s  r e c e l p t s  a t  t r - i  t u t a b l e  tc1 t h a t  employee .  

T h l s  c h a n g e  is ettectlve f o r -  a n y  u a y r u l l  p e r l u d  beg ln r r lng  o n  o r  
a f t e r  J a n u a r y  1, 196-7. 

Nu estimates u f  p o s s i ~ i e  r e v e n u e  e f f e c t s  f r o r i ~  t h i s  p r u v i s i o n  are 
p r o v i t i e d  by t h e  J o i n t  Cornrnlt tee o n  l ' a x a t i o n  which s i g n i f i e s  a r ~  
i n s i g n i  f icar~t i m p a c t  f o r  t h e  n a t  iurr. T h e r e f o r e ,  c o r ~ f o r r n i n g  t o  
t h i s  p r o v i s i o n  woulo nave a n e g l i g i b l e  s t a t e  r e v e n u e  ~ r n p a c t .  
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The P e r s o n a l  Income artd Bank a n d  C o r p o r a t i o n  Tax Laws (PITL/BCTL) 
d o  not c o n f o r m  t o  t h e  f e d e r a l  p r o v i s i o n  t h a t  s p e c i f i c a l l y  
r e q u i r e s  n c ~ t i f i c a t  i o n  o f  sales of p r o p e r t y  i n  o r d e r  t o  h a v e  t h e  
l i e n  e x t i n g u i s h e d  or  d i s c n a r g e a  a n d  t o  p r e v e r r t  t h e  property from 
r e rna i r t i ng  s u b j e c t  t o  t h e  l i e n .  However ,  t h e r e  is a r e q u i r e m e n t  
t h a t  mortgagees o r  k r - u s t e e s  n u t  i f y  t h e  s t a te  t a x i n q  a g e n c y  o f  
p e n d i n g  f o r e c l o s u r e  sa i  ec, when t a x  1 i e n s  are  r e c o r d e d .  R l  so, 
urrtier Cal i f  o r n i a Y  s cc t r r - e r~ t  b u s i r ~ e s s  p r a t t  ices, t h e  d e p a r t m e n t  is 
rrvt i f  i e c  of must peridirtq reai  p r l 3 p e r t y  sa ies  w h i c h  h a v e  r e c o r d e d  
t a x  i i e n s  scs that t h e  l i e n  car1 b e  s a t i s f i e d  a n d  t h e  p r o p e r t y  so la  
f r e e  a n d  c i e a r  pf a l i  l i e n s .  

' With r e s p e c t  t n  sales o f  real p r o p e r t y  u n d e r  l a n d  sales 
,, 

c c l n t r a c t s ,  C a l i f o r n i a  l a w  d i f f e r s  f ru rn  the Wash ing to r t  s t a t e  l a w  
which  r - e s u i t e o  i r .  t h i s  D r o v l s i o n  irl t h e  t e d e r a i  act.  Ur tder  
C a l i f o r - n i a  i a w  a default i n  s u c h  a ia r ra  s a l e  c o n t r a c t  is e n f o r c e d  
by a l i c t w i n g  t h e  c o n t r a c t  t o  e x p i r e  o r  by c i e a r i n g  t i t l e  t h r o u g h  a 
j r - l d i c i a l  ~ r - c l c e e d i n ~ .  i i r taer  b Jash ing tc ln  state law, a d e f a u l t  
r e s u l t s  i n  a f o r f e i t u r e  back t o  the se l i e r  withcaut  a j u a i c i a i  
pt-.clceeu'i rig. 

Urrder C a l  xf or-rila, l a w ,  t n e  PZTL/ 'EcTL  i iert 1s ertf  o r c e a  t h r o u g h  t h e  
p r o v l s i c ~ n s  of the C l v i  1 Code  artd C o d e  of C i v i l  P r o c e d u r e  a n d  is 
u s u a l  i y s a t  i s f  i e o  throu ._sh  j u d i c l a i  p r o c e e d i r r g s  b r o u g h t  by o t h e r  
p a r t  ies w h i c h  i n c l u d e s  q u i e t  t i t  ie act i o n s  or  act i o n s  t o  
d e t e r r n i r t e  l i e n  priority. 

a d d i t  
i c i a l  
i s s u e  

i o n ,  a s ta te  t a x i r r g  agency h a s  f h e  a u t h o r i t y  t o  bring a 
proceeding t o  f o r e c l o s e  o n  its t a x  l i e n  t h r o u g h  a sale,  

' a w a r r a n t  t o  have a l a w  enforcement officer sell t h e  t a x  
d e b t o r ' s  i n t e r e s t  i n  t h e  p r o p e r t y  a t  a r ~  a u ~ t i ~ n  sale.  G e n e r a l l y ,  
a f o r c e d  sa le  would b e  c o n s i d e r e d  o n l y  i f  t h e  t a x  d e b t o r ' s  
i n t e r e s t  is c l e a r l y  d e f i n e d  a n d  s u f f  i c i e n k  t o  w a r r a n t  t h e  act i o n ,  
a1 1 o t h e r  c o l l e c t  iort r e m e d i e s  have been e x h a u s t e d .  F S t  an duct ion 
sa le ,  t h e  d e p a r t m e n t  has t h e  a u t h o r i t y ,  upon  p r e - a p p r o v e d  
request, t o  p u r c h a s e  t h e  t a x  d e b t o r ' s  i n t e r e s t  i n  t h e  p r o p e r t y  a t  
i s s u e .  

I n  a l l  a c t i o n s  i n  w h i c h  a s t a t e  t a x i r r g  agency ( e . g . ,  FTB) is a 
p a r t y ,  t h e  S t a t e ' s  i n t e r e s r ;  i n  t h e  p r o p e r t y  is p r o t e c t e d  i n  t h a t  



upon a pre-approved request the taxing agency can bid upon and 
purchase the tax debtorq s interest in the property at issue. 

NEW FEDERClt LClW (See. 7425 (c) ) 

This provision requires sellers of land sales contracts to notify 
I 'RS  of defaults prior to forfeiture when I R S  tax liens are 
recorded at least 30 days prior to the declaration of f~rfeiture. 
This notification enables the IRS to review the case at that time 
to determine whether the tax debtor's interest in the property is 
sufficient to warrant the IRS' s purchase of the interest. 

This amendment is in response to the effect of the application of 
Washington state law upon the IRS. Qpplication of this local law 
resulted in the I R S 7 s  failure to be notified of the pending 
forfeiture because it was deemed a sale and, thereby, restricted 
its opportuniky to purchase the tax debtorv s interest in the 
contract or otherwise assert its t a x  lien. 

EFFECTIVE DRTE OF FEUEkhL PROVISIONS 

This provision appl ies tc. f c i r f e i  t u r e s  a f ter  Nc,vember 21, 13bL. 

REVENUE IMpGCT O F  C O N F O R X : ~ Y  TO FE3ER%L LRX 

N o t  appl icable to Cal ifut--nia.  



T i t l e  X V I r  C o m p l i a n c e  a n d  T a x  R d m i n i s t r a t i o n  

RCT I ON : MODIFY EMPLOYEE WITI-H-JOLDING 
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R E N T  CXLIFORNIR LOW (Set. 18806. 18806.5; U. I ,  Code Sec. 
13024. 13040. 13041) 

California has laws governing the withholding of taxes which are 
similar t o  the federal laws. However, the authority and 
responsibility for administering the state's withholding 
provisions is split between the Franchise Tax Board (FTB) and the 
Employment Development Department IEDD). 

The FTB must annually prepare and make available to the EDD, a 
wage withholding table for determining the appropriate amount of 
tax t o  be deducted and withheld from the employee. The 
withholding table is to specifically reflect a tax, s o  far as 
practicable, that wi 11 be representative of the taxpayer's actual 
tax liability. Unless other specifically provided, the 
provisions of any law effecting changes in withholding begin with 
withholding in the calendar year succeeding the year that the 
provision was chaptered, or operative, whichever is 1 ater-. 

.Under certain circumstances, as prescribed under EDD9s 
regulations, the employee can request additional withholding. 

Fln employer, generally, uses the withholding exempt ion 
certificate filed by the employee and the withholdinq table 
prepared by FTB t o  compute the amount of withholdinq. Generally, 
the certificate remains in effect until a new one is filed. If a 
certificate is not on file or is improper, no withholdinq 

. exempt ions are a1 1 owed. 

NEU FEDERQL LFIW (Sec, 3402 ( i 1 

The act m q u i r e s  the Internal Revenue Service ( I R S )  t o  revise the 
withholding schedules and withholding exemption certificate ( W - 4 1  
t o  approximate the actual tax liability that will be due a s  a 
result of this act. In addition, the act removes the I R S 9  
discwtionrry authority t o  issue regulations t o  allow a taxpayer 
t o  decrease the withholdinq otherwise required. 

If a taxpayer does not file a revised withholding allowance 
certificate as provided, the employer must withhold income taxes 
based on the maritial status reflected an the taxpayer's previous 
certificate. 



F F E C T I V E  DRTE OF FEDERRL PROVISIONS 

This provision is effective October 22, 1986. However, the 
revised withholding certificate is to be filed with the employer 
kfore October 1, 1907, 

NUE IMPCICT OF CONFORMITY TO FEDERFU, LFIW 

The nm fedaral withholding guidelims have been developed within 
the framework of the new federal law. These federal 
rodificatians to employee withholding are not applicable to 
currrnt state law. To the extent California conforms to the new 
frdmral law, rppropriete modifications for state withhoding 
purposes will be initiated as prescribed by current state law. 

Since withholding changes are designed to reflect tax law 
lirbiliti-, their is no identifiable revenue effect. 



Title XVJ: Compl iance and T a x  Qdrninistrat ion 

FICTION r QEVELOP FI RETURN-FREE SYSTEM FOR INDIVIDUFILS 

F)ct Section 1572 Conference Report Page 821 
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Under current California law, taxpayers are required to file an 
individual tax return for each taxable year. The principal forms 
urcd a m  Form 540 (the wsident long form), Form S40R (the 
individual short form), and Form 540NR (for nonresidents and 
part-year residents). 

N E W  FEDERFIL LFIW (net. Sec. 563) 

The act requires a report from the Internal Revenue Service to 
the tanwriting committees on implementation of a return-free 
system which uould state <a> who can participate and who cannot, 
(b) how the proposal would be phased in, (cl what resources are 
needed, and (dl the types of changes to the Code that would 
inhibit or enhance the use of the return-free system. 

The Irternal Revenue Service would also be directed to consider 
whether an in-house test, using previously filed informat ion 
returns and individual income tax returns to test the 
pract ice1 it y of the proposed system. 

EFFECTIVE DATE OF FEDERRL PROVIS IONS 

The report would be due s i x  months after October 22, 1986 (Rpri 1 
22, 1987) to the Senate Committee on Finance and the House 
Caaunittee on Ways and Means. 

REVENUE IMPRCT DF CONFORMITY TO FEDERRL LRW 

No identifiable revenue impact exists from a study of this sort. 
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BFICKGROUND 

Charitable and other tax-exempt organizations are subject to a 
tax on income 'from an unrelated trade or business (the UBIT), 
i. e. + a business, the conduct of which is not substantially 
related to the exempt functions of the organization ( I R E  Secs. 
511-514; Rev. R Tax, Code Secs. 23731-23741 1. 

The U. S. Court of Clainrs has held that income received by the 
Disabled Gmerican Veterans fron~ other exempt organizations and 
from cornmet-cia1 businesses for the use of its mailing lists 
ronst i t ~rtes unrelated business taxable income, and does not 
constitute royalties exempted from the UEIT under I R C  Section 
512 (b) (2) (Rev. Ec Tax. Code Sec. 23732<b> (2) ). The court found 
that the DFIV operated in a corrlpetitive, commercial manner with 
respect to taxable firms in the direct mail industry; that the 
organization regularly carried on the mailing list activities; 
and that these activities were not substantial ly related to 
accompl i shrn~ent of exempt purposes. 

CURRENT CQL IFORNIR LRW (Set, 23734) 

California law cunfo rms  to federal law (Sec. 513(a)) in the 
definition of "unrelated tr-ade or business", for purposes of the 
tax c1r1 trnrelated business income of a tax-exempt organization. 

NEW FEDERAL LGW (Sec. 513) 

The R c t  amended Section 513 by adding subsection Ih) providing 
that the exchanging or renting of membership or donor lists 
between tax-exempt organizations eligible to receive 
tax-deductible charitable contributions is not an unrelated trade 
or business", i, e., a business the conduct of which is not 
substantially related ta the exempt functions of the 
organiiat ion. 



E F F E C T I V E  DRTE OF FEDERAL P R O V I S I O N S  

This provision applies to exchanges and rentals of membership and 
donor lists occuring after October 22, 1986, the date of 
enactment of the Tax Reform Rct  of 1986, 

REVENUE IMPRCT OF CONFORMITY T O  FEDERQL LRW 

Based on a proration of the Joint Committee on Taxation's 
estimate for the nation, the revenue loss under the Bank and 
Corporation Tax Law from conformity would be in the 9300,000 
range for 1987-88 and for 1988-89, R proration of 4 percent was 
used which represents the general relationship between 
California's corporate tax collections and federal korporate tax 
col lect ions over the past few years. 



Title XVIB: Exempt and Nonprofit Organizat ions 

RCTION: C O D I F I E S  FEDERnL REGULRTIONS RELQTING TO THE 
DISTRIBUTION OF LOW COST QRTICLES BY CERTQIN 
TQX-EXEMPT ORGQNIZRTIQNS 

Rct Sect ian 1601 Conference Report Page 822 
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Charitable and other tax-exempt organizations are subject to a 
tax on income from an unrelated trade or business (the UBIT), 
i. e., a business the conduct of which is not substantially 
related to the exempt functions of the organization (IRC Secs. 
511-514; Rev. L Tax. Code Secs. 23731-513741). Under federal 
regulations, the UBIT does not apply where an organizat ion "sends 
out low cost items incidental to the solicitation of charitable 
contributions" (Reg. sec, 1 . 1 3 -  b 1 . The regulations do not 
provide a definition of low cost articles. 

CURRENT CQLIFDRNIR LRW (Set. 23734) 

California law conforms to federal law (Sec. 51S(a)) in the 
defirritiorr of "unrelated trade or business", for purposes of the 
tax on unrelated busir,ess income of a tax-exempt orqani zat ion. 
The California administration Code (Title 18, Subchapter 3.5) 
does not include a regulation for Section 25734 of the Revenue 
and Taxatiorr Code- In the absence of a state regulation and 
where Cal ifctrr~i a 1 aw cunforms to federal law, the federal 
regulation applies (Sec. 23051.5). 

I 

NEW FEDERRL LAW (Sec. 5131 

I 

The Flct amended Sect inn 513 by adding subsection I h )  providing 
that in the case of a tax-exempt organization eligible to receive 
t ax-deduct i ble charitable contri but ions, the term unrelated 
business income does not include activities of that organization , 
relating to the distribution of low cost articles incidental to 
the solicitation of charitable contributions. 

I 

For this purpose, an article is law cost if its cost to the i- 

organization distributing the item (or on whose behalf the item 
is distributed) is nut more than $5 (adjusted for inflation 
beginning in 1988) - If more than one item is distributed by or I: 

on behalf of an organization to a single distributee in any 
calendar- year, the tcltal cost of the items distributed is treated 
as one article for purposes of the dollar- limitation, 



R distribution of law cost articles qualifies only if: 

1. the distribution is not made at the request of the 
distributee; 

2. the distribution is made without the express consent of 
the distributee; and 

3. the articles distributed are accompanied by a request 
for a charitable contribution to the organization, and 
also by a statement that the distributee nay keep the 
low cast article regardless of whether the distri butee 
m a k e s  a charitable contribution to the organization, 

This provision codifies current federal regulation 1.513-1 ib) ,  
and defines "low cost article". 

EFFECTIVE DRTE OF FEDERaL PROVISIONS 

This provision applies to distributions of low cost articles 
occurrinq after Dctober 22, 1986, the date o f  enactment of the - 

Tax R e f o r m  Rct of 1986- 

REVENUE IMPRCT OF CONFORMITY TO FEDERQL LRW 

There is no revenue effect under the Bank and Corporation T a x  Law 
from this provision that codifies current practice. 
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Charitabl,e and other tax-exempt organizations are subject to a 
tax on income from an unrelated trade or business (the UBIT), 
i e ,  a business the condrrct: of which is not substantially 
related to the exempt functions of the organization ( I R C  Secs. 
51 1-514; Rev, 8 Tax. Code Secs. i?Z731-i?5741> - 
Gn exception frbm the UEIT is provided for income derived by 
trade associatiou~s (IRC Sec. 501(c3 ( 6 1 1 ,  or by labor, 
aqr-icul tural, ctr- hmt-t icul tus-a1 organizations ( I R C  Sec. 
501(c) (5)), fr-om qualified trade show and convention activities 
of which m e m b e k - s  of the sponsoring organization sell products or 
services (IRC Sec, 513(d>I. 

CURRENT CRLIFQRNIR LGW (Sec. 23734b) 

Cal ifur-r~ia confor-n~s t a  federal law exempting from the UEIT income 
derived by trade associations (See- 23701f1, or by labor, 
agrirultural, or hot-ticultur-a1 orgar~izatians (Sec, E5701a1, from 
quali f i ~ d  trade show and ec~nvention activities at which members 
elf the spctnsor-ir~c_ or-gani =at ion sell pt-ctducts or- services (Sect ion 

I c 

23734b). 

NEW FEDERRL LQW ( S e c t  ic l rs  51 31 

The act amends Section 5i3 by expanding the exception from the 
UEIT tu include (1) qualified t r-ade shows or conventions at which 
suppliers to the sponsoring organization's members sell products 
or services related to the exempt activities of the orqanizat ion, 
and (2) qualified trade show and convention activities af 
charitable organizations including churches and schools ( I R C  Sec, 
501 (c) (31, Rev, R Tax. Code Sec. 23701d) and social welfare ,- 
organizations (IRC See- 501 (c) (41,  Rev- 8 Tax. Code Sec. 23701f I, 
This provision simp1 ifies and equalizes the tax treatment of 
trade show income received by these organizations with that 
received by tr-ade assclciat ions and by labor, agricultural and 
hart icul t c r r a l  or-gar~i eat ions, 



EFFECTIVE DRTE O F  FEDERRL PROVISIONS 

These provisions are effective for qualified trade show or 
convention activities conducted in taxable years beginning on or 
after October 23, 1986. 

REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

Eased on a proration of the Joint Committee on Taxation's 
estimate for the naticm, the revenue loss under the Bank and 
Corporation Tax Law from conformity w u l d  be in the *300,000 
range for 1987-88 and $500,000 range for 1986-89. R proration of 
4 percent was used which represents the general relationship 
between California's corporate tax collections and federal 
corporate tax col lections over the past few years- 
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RCTION: GRRNTS TAX EXEMPTION FOR CERTQIN TITLE HOLDING 
COMPFINIES 
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R corporation organized t o  hold title to property, and t o  
distribute the income therefrom t o  one or more related tax-exempt 
organizations, may itself be tax exempt (IRC Sec. 5 0 1 1 ~ )  (21, Rev. 
and T a x .  Code Sec- 23701h). The IRS has taken the position that 
such a title-holding company is not tax exempt if two or more of 
its parent orqanizat ions are unrelated. 

Rny income of an exempt organization from debt-financed property 
generally is subject t o  the unrelated business income tax ( I R E  
Sec, 514, Rev. and Tax. code Sec. 23735). However, under an 
exception in the law, certain educational institutions and 
pension plans qenerally are not subject to the unrelated business 
income tax o n  income from certain debt-f inanced real property 
IIRC Sec. 514<c) (91, Rev. and Tax. Code Sec. 23735(c) (8) 1, 
sc19ject tu specific limitations (including these limitations 
applicable t o  pass-thruuqh entities pursuant t o  IRE Section 
514(c) (9) (Dl, Rev. arid Tax .  Code Section 2373Cj(c) (8) (Dl 1. 

CURRENT CQLIFORNIF1 LFIW ( S e c t  i ~ n s  17631, 17651, 23701-23701 t, and 
93'735) 

Cal i forni a does not provide a t ax-exempt st at us for- any 
orqanization which issues stock or which distributes its net 
earnings to private sharehcilders, individuals, or t o  another 
entity which is not a tax-exempt orqanization, 

In addition, current law does not provide for ar~ exception from 
the unrelated business income tax imposed on deb?-f inanced 
property (now granted t o  certain pension plans and educat ional 
orqanizations) t o  title-holding companies. 

NEW FEDERBL LRW (Sections 501 and 514) 

The Rcf adds a new category of Section 501(c) tax-exempt 
organizations, consisting of certain corporations or trusts that 
are organized for the exclusive purposes of acquiring and holding 
title to property, col lectinq income from the property, and 
remitt inq the income t o  certain tax-exempt organizations. 
Tax-exempt status in this categot-y applies ,only if the 
corpot-ation or trust (1) has nu wore than 35 shareholders or 
beneficiaries, (2) has only ore class o f  stock or beneficial 



I interest, and (3) is organized for the exclusive purpose of 
acquiring property and holding title to, and collecting incame 

1 from, such property, and remitting the entire amount of income 
from such property (less expenses) to one or more eligible 

I tax-exempt organizations that are shareholders or beneficiaries 
of such corporation or trust, 

R corporation or trust that meets all of the* requirements also 
I is entitled to use the exception to the tax on unrelated business 
i income under the debt-f inanced property rules for real property 

I (Section. 514(c) ( 9 )  1, subject to the limitations contained in 
Section 514 (c) (9) (B), as applied to pass-through entities 
(Section 514 (c) ( 9 )  (Dl 1. 

In order to qualify for exemption under the new category, a 
title-holding company must permit its shareholders or 
beneficiaries (1) to dismiss, after reasonable notice, the 
corporation9 s or trust9 s investment adviser by majority vote of 
the shareholders or beneficiaries, and (2) to terminate their 
interest by (a) selling or exchanging their stock or beneficial 
interest (subject to federal or state securities law) to any 
other eligible organization, as long as such sale or exchange 
would not increase the total number of shareholders or 
beneficiaries to more than 35, or (b) redeeming their stock or 
beneficial interest after providing 90 days notice to the 
corporation or trust. 

The tax-exempt organizations eligible to hold interests in a 
title-holding company under the Rct are ( 1 )  a qualified pension 
profit-sharing, or stack bonus plan (Section 401 (a) 1 ; (2) a 
governmental pension plan (Sect ion 414 (d) ; (3)  the United 
States, a state or political subdivision, or governmental 
agencies or instr~~mental i t ies; and (4) tax-exempt charitable, 
educational, re1 igious, or other organizat ions described in 
Sect ion 501 (c) (3). 

The Rct does not amend present law with respect to t itle-holding 
corporations (described in Section 501(c) (2)) holding title to 
property fur one or more related tax-exempt organizations. 

E F F E C T I V E  DRTE OF FEDERRL PROVISIONS 

These provisions apply for taxable years beginning on or after 
January 1, 1987. 

REVENUE IMPQCT OF CONFORMITY T O  FEDERRL LRW 

It appears from the administrative concerns expressed below that 
the conformity issue may be inappropriate. However, if 
California were to conform, the fiscal impact would be revenue 
losses in the 8200, OOO range for 1987-88 and 8500,000 range for 
1988-89 under the Personal Income Tax (PIT) Law, and revenue 
losses in the $500,000 range for 1987-88 and, 890C),000 range for 
1988-89 under .the Bank and Corporation (BRC) Tax L a w .  The basis 
for the state estimates is the national estimates prepared by ,the 



Joint Committee on Taxation (JCT). f2 4.1 percent factor was used 
for the PIT estimate which reflects the Policy Economic Group's 
(PEG) conformity estimates for California far those provisions 
analyzed relative to'the nation. The PEG has not specifically 
estimated this provision. R 4 percent proration factor was used 
far the BtC estimate which represents the general relationship 
between California's corporate tax collections and federal 
corporate tax collections over the past few years. 

RDMINISTRRTIVE CONCERNS 

The exempt corporation provisions of the Bank and Corporation Tax 
Law provide that one o f  the qualifications far exemption is that 
na part of net earnings of the organization inure to any private 
shareholder; i . e., it cannot issue stock. 

IRC Sect ion 501 (c) (251, added by the k t ,  provides in part in 
subparagraph ( R )  thereof that an orqanizat ion qua1 if ies for 
exemption if it has no more than 35 shareholders and has only one 
class of stock. 

In addition, conformity to the new federal provisions would 
conf 1 ict with the Corporat ions Code. 

I R C  Section 501 (el (25) provides, in subparagraph ( R )  ( i i i )  (11) 
thereof, that all income (less expenses) derived from real 
property be distributed to the shareholders or beneficiaries of 
the exempt title-holding organization; and subparagraph 
(Dl (ii) ill) thereof, provides that the exempt title-holding 
organization must permit its shareholders or beneficiaries to 
terminate their interest in the organization by having their 
stock or interest redeemed by the organization after the 
shareholder or beneficiary has provided 90 days notice to the 
orqanizat ion. 

Sect ion 741 1 of the Corporations Code prohi bits any distributions 
except upon dissolution; Section 7412 also prohibits a 
distribution if such distribution would result in the 
organization's failure to meet its liabilities; and Section 7413 
imposes restrictions on the purchase or redemption of a 
membership of the parent or subsidiary if the articles of the 
corporation contain a provision requiring that, upon dissolution, 
the assets of the corporation be distributed to the head 
organization. 
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RCTION: ODDS EXCEPTION T O  MEMBERSHIP ORGRNIZaTIONS 
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BQCKGROUND 
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GI membership organization generally may deduct expenses relating 
to the furnishing of goods or services to members only from 
income derived from members or transactions with members ( I R C  
Sec. 277). This rule does not apply t o  certain financial 
institutions, insurance companies, securities or commodity 
exchanges, ar certain other organizations. 

The Rssociated Press (RP) is a taxable nonprofit membership 
cooperative devoted principally to the gathering and 
dissemination of n e w s .  It is subject to both federal and state 
income tax and specifically to the provisions of I R E  Section 277 
(Rev. & Tax. Code Sec. 24437). 

Other news organizations against which RP competes are entitled 
to pool revenues and expenses regardless of their- source and pay 
taxes on the net results. 

L i k e  many other- news organizations, in recent years FIP has 
expanded its inforr~~ation distribution activities beyond the 
tradit ic~nal newspaper and broadcasting industr-ies- AP now 
derives revenue from domest i c nonr~~edi a companies and from 
distr-i but ing f inancia1 infor-mat ion abroad. Under- pre-1986 T R R  
law, FlP could not cor~lpete on the same basis a5 its competitors. 
The amendment to I R E  Sect ic~r~ 277 el iminates a compet it ive 
disadvantage and allows RP to compete on the same basis as its 
cctmpet it ors. 

C U R R E N T  C R L I F O R N I R  LBW (Set, 24437) I 

California law conforms to federal law (Sec. 277(a>) in limiting 
k h ~  derJfictic~ f c 8 ~ -  expen=e= r e l - t l ~ n  a tc '"= f - y - : & i ~ z  c f  q=&= =r 
services to members on1 y to incame derived from members or 
transactions with members. The exceptions to this rule, 
applicable to financial institutions, insurance companies, 
secccrities and commodity exchanges, etc. are the same as in 
federal law (Sec. 277(b)). 

NEW FEDERRL LRW (Ser. 277) 
I 

I ~ 
The Rct adds an additional exception to I R E  Section 277(b) which 
permits membership organizations engaged primari 1 y in the 
gathering and distribution af news to their raembers for 



publication t o  deduct expens- relating to the furnishing of 
goods end services t o  members from income whether or not derived 
from members or transactions dith members, 

EFFECTIVE DFITE OF FEDERRL PROVISIONS 

This provision is effective for taxable years beginning on ar 
after  January 1, 1987. 

REVENUE IMPACT OF CONFORMITY TO FEDERRL LRW 

The Joint Committee on Taxation estimates revenue losses of less 
than *5 million annually, Based on this projected low level of 
impact for the nation, conformity would result in minor revenue 
lasses annually of less than +200,000 under the Bank and 
Corporation Tax Law. 

The next page of this report is page 1700. 
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T i t l e  XVIIQ: M i s c e l l a n e o u s  P ~ o v i o i o n s  

RCTfONo EXTEND WNSET fWW LIMIT SCOPE OF TBRGETED J O B S  
T R X  CREDIT 

IPct -tion 9701 Confern- W ~ p o r t  Page 828 

Farm 540 Line No. 71 Form 1 0 0  Line Fk. 1 8  

CURRENT CCKIFORNIR LFWlJ (Set. 17053.7. 24330) 

Olthaugh similar in intent and structure, Californirvs jobs t a x  
credit does not conform t o  federal law. 

Current California law allows employers t o  claim a crcdit against 
net tax for wages paid t o  certain economically disadvantaged 
employees. These employees must be certified by the Employment 
Development Department a s  meet ing the requirements of Sect ion 328 I 

o f  the Unemployment Insurance Code. , 

The credit is 1 0  percent o f  the amount of wages paid t o  each 
certified employee, during the first 24 months of employment, 
limited t o  6300 per taxable year and S 6 O O  per employee, In 
addition t o  taking the credit against the net tax, the employer 
may deduct the salaries on which t h e  credit is computed. There 
is no carryover or carryback feature provided for excess credits 
not used during the taxable year, Taxftayers who qualify for the 
credit may elect to take the credit, or revoke their election, at 
any time during the four year statute of limitations for that 
year. 

The California Jobs Tax Credit provisions will expire after 
December 31, 1989. 

NEW FEDERRL LRW (Set=, 51 
I 

The targeted jobs tax credit is extended for three years. The 
credit for second year wages is repealed. The credit for first 
year wages is reduced from 50 percent t o  40 percent of the first 
C6,000 of qualified wages. In t h e  case of qualified summer youth 
employees, the credit is equivalent t o  85 perrcent of up to %3,000 
a f  wages. The act also adds a new minimum employment rrquirrraent - 
that qualified (employees must be employed for at least 90 d r y s  
(14 days in the case of qualified summer youth), ar have 
completed 120 hours of work performed for the employer (20 hours 
in t h e  case o f  qualified summer youth) in order for the employer 
t o  claim the credit- 

EFFECTIVE DRTE OF FEDERRL PRDVISICNS 

These provisions apply t o  qualified persons who begin work for 
the employer between January 1, 1986 and December 31, 198B. 



REVENUE IWPRCT OF C W O R M I T Y  TO FEDERFIL L W  

'\ Since California has targeted its own eligible group of employees 
independently of federal law and at appropriate levels of state 
tax relief, conformity is not strictly applicabls. 

The existing state jobs tax credit has recently been r x t r n d d  
through December 31, 1989. Revenue losses under the Fkrsonal 
Income Tax and Bank and Corporations Tax Laws have been estimated 
at W, 000 - SB00,000 annual ly. 

TRX POLICY ISSUES 

Qlthough there are numerous differences between state and federal 
law, California could give consideration to conforming in t h e  
following areas: 

(1) Limiting .the credit to the first 1 2  months of 
employment irathrr than 24) ; and 

2 Rddinq a minimum employment period. 

Conformity to the minimum employment period would not 
significantly affect revenues; however, limiting the credit to 
the first 1 2  months of employment would probably reduce current 
revenue losses by 25 to 35 percent, 
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R C T I O N :  ELIMINRTE DETOILED RECORD KEEPING REQUIREMENT 
P E R T R I N I N G  TO EXPENSES INCURRED BY CaRE 
PROVIDER FOR EGCH FOSTER CHILD 

Qct sect i on 1707 

Form 540 Line No, 27 

C o n f m w n c e  Report Page 858 

Form 100 Line No. N/F1 

CURRENT CRLIFORNIR LGW (Sec. 17131) 

Current Califamia law confams to fadoral law which prmits 
certain reimburseraents received fram a state or political 
subdivision for expenses incurred in caring for a foster child, I 
to be excluded from gross income. In order for the income to be 
eligible for exemption, it must be paid to the foster care 
provider for a child under age 19, who has been placed in the I 

foster home by a qovernment agency or a state-licensed, 
tax-exempt child placement agency. The exclusion also applies to 
certain difficulty of care payments paid for providing care to a 
handicapped foster child, but not to the extent that they are 
made far more than 10 childen in the foster home for the sawe 
period of time. 

Because the exclusion applies to reimbursement paid for qualified 
Foster case expense, the foster child care provider is required 
ko maintain a detailed accounting of all expenses incurred on 
behalf of each foster child in his or her care. 

NEW FEDERRL LRW (Sec. 131) 

The requirement of detailed record keeping is eliminated, by 
providing that the exclusion applies to amounts paid for 
qualified foster care. The requirement that the foster child be 
age 1 9  or younger is also eliminated. However, foster care 
payments, includinq difficulty of care payments, are not 
excludible to the extent that they are received for more than 
five such recipients over the age of 1 9  for the same period of 
time. This extension of the exclusion for pravidinq adult care 
is limited to those foster care recipients who have b-n plrecd 
in the caretaker-s responsibility by an agency of the state, or 
by a political subdivision of the state which is responsible for 
this placement function- The exclusion does not apply to adults 
who have been placed in a foster care environment by any other 
means than through an agency of the state or political 
subdivision thereof. 

EFFECTIVE DRTE OF FEDERRL PRDVISIUNS 

This provision is effective for taxable years beginning on or 
after January 1, 1986. 



REVENUE IMPRCT OF CMJFORMITY TO FEDEML LW 

Revenue I w s e s  under the Personal Income Tax Law would be minor, 
estimated to be in the C300,000 - C!500,000 range annually. This 
estimate was based on a proration of national a p t i m r t r r s  prepared 
by the Joint Committee on Taxation. The proration t4 ,3%) 
reflects The Policy Economics Group (PEG), California wtinatcre 
relative to the nation for those provisions analyzed. The PEB 
did not specifically estimate this provision. 



T i t l e  XVIIG2: MiscellaneouL P r o v i s i o n s  

RCTION: REINSTGTE RULES FOR SPOUSES O F  VIETNRM M I a s S  

Rct Section 1708 Conference R e p o r t  Page 839 

Form 540 Line No, 12 Form 100 L i m  No. N/FI 

CURRENT C R L I F O R N I F I  LFIW (See, 17046, 17131, 18434. 18470. 18471 1 

California was generally conformed t o  federal law which pravided 
tax re1 ief t o  members of the United States Rrmed F o r c e s  listed as 
missing in actian (MIRI in the Vietnam conflict- Both Irwr 
exempt from income tax, for all taxable yearms ending after 
entering the combat zone, a member of the Rrmed Forces determined 
t o  have died while in MIR status. Both laws limit the 
forgiveness o f  taxes with respect t o  Vietnam t o  taxable years 
ending prior t o  January 1, 1983- 

Both laws also allow the spouse of an MIR to file a joint return 
and postpone the filinq of tax returns, and payment of taxes- 
Federal (but not California) law also limits the filing of joint 
returns, postponement of f i 1 ing returns, and payment of taxes t o  
taxable years ending prior to January 1, 1983- 

NEW FEBERRL LRW (Sec. 2, 692. 6013, 7 5 0 B )  

The expired provisions pertaining t o  Vietnam Mia-s and their 
spouses are retroactively reinstated and made permanent. 

EFFECTIVE DRTE OF FEDERBL PROVISIONS 

Taxable years beginning on or after January 1, 1983- 

REVENUE IMPQCT OF CONFORMITY TO FEDERRL L W  

The Joint Committee, on Taxation estimates revenue losses for the 
nation of less than +5 million annually- For reasons stated 
below under Tax Policy, the impact under conformity would be 
neg 1 i g i b l'e revenue 1 osses. 

TRX POLICY ISSUES 

On the surface it appears that conformity to federal law would 
require the forgiveness of taxes for the 1983, 1984, 1985, and 
1986 taxable years. However, a California resident who is rbsrnt 
from California under military orders is considered to be a 
nonresident. Thus, there may be no tax t o  be forgiven. Only a 
few persons, if any, would be affected, since they would have to 
have significant nonmilitary income subject to California tax- 
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1 Titlr XVIIG3: Miscellaneous Provisions 

RCTION: EXEMPT CERTnIN REINDEER RELQTED INCOME FROM 
FEDERRL TQXQTION 

I Rct Sect ion 1709 
I 

1 Form 540 Line No. 27 

Conference Report Page 839 

Form 1 0  Line No. N f R  

The Reindeer Industry Rct of 1937 provided that all rrindrnr 
herds and improvements held by non-Rlasken natives were to be 
purchased end held in trust by the United States Oovrrnmnt for 
Rlaskan natives. Until 1985, income derived from the herds 
managed by the Rlaskan natives was not taxable to them, In 1985, 
the United States Court of Rppeals ruled that reindeer-relrtrd 
income derived by Rlaskan natives from herds held in trust by the 
United St at es Government is not exempt from taxat ion. 

CURRENT CRLIFORNIQ LQW (Sec, 17631) 

--, While California does not specifically conform to the federal 
) provision that income received by an Rlaskan native from reindeer 
herds is exempt from taxation, federal prr!emption of state law 
provides that all income earned by Native hericans on native 
1 ands ( i . e. reservation source income earned on reservat ion 1 and 1 
is exempt from taxation. Fllaskan natives a m  not general 1 y 
California residents, Rs nonresidents, they are subject to 
taxation only on California source income. 

NEW FEDERFlL LRW (Sec. 8 of the 1937 Reindeer Industry Qct 

Income derived by native Qlaskans from the sale of reindeer or 
reindeer products is exempt from taxation, for the duration of 
the trust held by the United States Goverrunent. 

EFFECTIVE DRTE W FEDERFIL PROVISIONS 

This provision applies as if it had been originally included in 
the 1937 Reindeer Industry Rct. Thus, this provision is 
immediately and retroactively effective. 

I 
REVENUE IMPRCT OF CONFORMITY TO FEDERRL LRW 

Not applicable to California. 
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- 1707 - 



The following section of this report relates'to technical 
correct ions which add, change, and clarify specific sections of 
the: 

o Tax Reform Qct of 1984 

o Deficit Reduction Qct of 1984 

o Federal Unemployment Tax act 
1 

o Trade and Tariff Schedules 

o Consol idated Omni bus budget Reconci 1 iat ion Rct of 1985 

o Chi ld Support Enforcement Rmendrnent.~ of 1984 

This section is comprised of twe parts. The first is arl analysis 
of the technical corrections that are applicable to California 
Law. The second part includes those correct icsrts that are rlc~t 
applicable to California, 

The format of the analysis is different from the previous 
seekions of this report in that: 

I >  ~al=fornia law is not discussed 

2 the revenue diseussed in this introduction applies to 
a1 1 technical correct ions 

3) effective dates are not discussed 

REVENUE DISCUSSION 

No specific data, state or federal, is available to estimate the 
impact of these provisions. The Joint Cclrnmi t tee clrt Taxat ion 
provided a single estimate for all technical correction 
provisions pertaining to prior federal l e g i s l a t i o u t .  The national 
estimate for individuals was a 668 million loss for 1987-88 and 
for corporations was a $9'3 mi llior~ loss for- 1987-86, but cannot 



TITLE XVIII - TECHNICGL CORRECTIONS 
be prorated to California since it includes the nonapplicable 
it ems.  r 

SECTION ONE-- RPPLICRBLE CHRNGES 

See Table o f  Contents on page 1604. 

SECTION TWO-- NONQPPLICfiBLE CHRNGES 

She Table o f  Contents on page 1611. 



TITLE XVIII -, TECHNICRL CORRECTICINS 

TadLE OF CONTENTS 

\ 

PRRT I--RPPLICRBLE TECHNICRL CORRECTIONS 

Su b.1 ect 

Debt-Financed Portfolio Stock 

Page No. 

1808 

1806 Holding Period Rules For Dividend 
Rece i ved Deduct ion 

Rpplication O f  R e l a t e d  Party Rule To 
Sect ion 265 (2) Of The Code 

Exempt-Interest Dividends From 
Regulated Investment Companies 

Accumulated Earnings Tax 

Definition Of Offiliated Group 

Effective Date Of fiffiliated Group 
Prov i si ons 

Complete ~i~uidati'ons Of Subsidiaries, 
Et c. 

Earnings Rnd Prof its 

Treatment Of Transferor Corporat ion 

Collapsible Corporations . . 

Golden parachutes 

Corporate Tax Preferences 

1 B0S Retroactive Qllocations 

1805 Disguised Sale Transactions . 

Transfer O f  Partnership Interests By 1614 
Corporat ions 

Distributions Treated #s Exchanges 1814 
For Purpose Of Partnership Provisions 

Li ke-Kind Exchanges 1814 

Multiple Trusts 1816 

Trust Distributions 1616 

Set t l e m e n t  s Funds 

- 1602 - 



TITLE XU111 - TECHNICRL CORRECTIONS 
Sub.lect Paoe No. 

i81B 

1819 

1819 

1 S2O 

Premature Accrua.3 s 

Tax Shelters 

Mine Reclamation and Similar Costs 

Nuclear Power Plant Decommissioning 
Expenses 

Treatment O f  Deferred Payment 5 For 
Services 

Treatment O f  Subchapter S Corporat ions 

Treatment O f  Rmounts Received For 
Loaning Securities 

Clarification O f  The Exception For 
Loaning Securities 

Treatment Of Losses From Pre-1961 
St radd les 

Straight-Line Election For Low-Income 
Housing 

Mid-Month Convention For Real Property 

board-Financed 18-Year Real Property 

Treatment of Certain Transferees O f  
Recovery Property 

Fi lms, Videotapes Flnd S O U ~ I ~  Recordings 

Investment T a x  Cred it 

Reporting, Penalty, And Other 
Compliance Provisions 

Tax Benefit Rule 

Low Interest Loans 

Transact ions With Related Persons 

Federa 1 Home Loan Mort gage Corporat ions 

Personal Use Property 

Definition O f  Life Insurance Contract : 
Cornputat ional 



TITLE XVIII - TECHNICRL CORRECTIONS 

Sub.~ect Pase No. 

Reduct ion In Future Benefits 1830 

Treatment Of Contracts That Do Not 1832 
Qualify Q 5  Life Insurance Contracts 

Treatment of Flexible Premium 1832  
Contracts Issued During 1984 Which 
Meet New Requirement 5 

Treatment O f  Cert din Contracts Issued 1632 
Before October 1, 1984 

amendments Related To annuity Contracts 1834 

amendment s R e 1  ated to Group-Term 1836 
Insurance 

Policy Exchanges 183B 

Rrnendment To Taxabi 1 it y O f  Corporat i o n  3 833 
Distribution 

Rrnendments Related t o  Title I V  O f  The 1840 
Rct 

Funded Welfare Benefit Plans 1842 

Coord inat ion of Post-Ret ,rement 1844 
Medical benefits With Lir,~its On 
Contributions Under Qualified Plans 

Separate Rccourct ir~g Required For 1844 
Rmount 5 

Reserves For Discriminatory Post - 1844 
Ret i rement Benefits Disregarded 

Rccount Limit Fur Life Insurance i 845 
Benefits 

Rctuarial Certification 1845 

Rggregat ion Of Funds 1846 

Transition Rules 1846 

Tax On Unrelated business Income 1847 

Tax On Disquaiified Benefits Provided 1847 
Under Funded We1 fare Benef it P 1 ans 

Rpplication O f  Qccount Limits To 1847 
Collectively bargained Plans 



TITLE XVIII - TECHNICRL CORRECTIaNS 

Qpplication O f  Rccount Limits To 
Welfare Benefit Plans Funded Solely 
With Employee Contributions 

Qualified Pension Profit Sharing Rnd 
Stock Bonus Plans 

Treatment O f  Distri but ions If 
Substantially a11 Contributions 
#re Employee Contributions 

Provisions Relating To Top-Heavy 
Plans 

Provisions Related To Estate Rnd Gift 
Taxes With Respect To Qua1 if ied 
Plan benefits 

Rffiliated Service Groups find Employee 
Leasing Rrrangernents 

Discrimination Standards Rpplicable To 
Cash Or Deferred Rrrangements 

Treatment Of Certain Medical, Etc., 
Benefits Under Q Pension Plan 

Transitional Rules For Effective Date 
Df Multi-Employer Pension Plan 
Rmendments Rct Of 1400 

Clarification Of Line Uf business 
Req ui rement s 

Definition Of Dependent Children 

Clari f icat ion O f  Cross-Reference 

Cross-Reference Definition Of 
Gust orner 

Excise Tax on Certain Fringe benefits 

Rpplicability Of Certain Fringe 
Exclusions To Certain Pre-Divestiture 
Retired Telephone Employees 

Cafeteria Plans 

Paue No. 

1848 

Working Condition Fringe 1857 

Clarification Of Deminirnis Fringe ~ B S B  
Benefits 



TITLE X V I I I  - TECHNICQL CORRECTIONS 
Sub.1 ect Pane No. 

1858 . Transit i ona 1 Ru 1 es For Treatment 
Of Certain Reductions In Intuition 

Incentive Stock option Provision 

Time For Making Certain Elections 
Where Property Is Transferred 

Miscellaneous Corporate Provision 

~ i s ~ l l a n e o u s  Pension Provisions 

Certain He1 icopter Uses Exempt From 
Rviation Excise Taxes 

Acqui sit i'on Indebtedness Of Certain 
Exempt Organizations 

Military Housing Rollover 

Regulated Investment Companies 

Waiver Of Est imated Tax. Penal t ies 

Orphan Drug Qct 

Credit For Producing Fuel From 
Nonconventional Source 

Reports Of Refunds By Joint Committee 
O f  Congress 

Rural Electric Cooperat ive Cash Ur 
Deferred Rrrangements 

Definition Of Newly Discovered Oil 

Refunds With Respect To Med i c i na 1 
Qlcohol 

R l  lrmance Of Investment Tax Credit 
To Members Of Certain Tax-Exempt . 

Religious Organizations 

Reorganization'of Investment Companies 

Mutual Savings Banks 

Subchapter S Provisions 

Qualified Terminable Interest Property 

Windfall Profit Tax 



TITLE XVIII - TECHNICRL CCiRRECTIaNS 

Act Sec. Sub.1ec-k Pase No. 

Suspension Of audits, Time To File 1866 
Pet it ions And Interest Qnd Penalties 

Minimum Participation, Vesting and 1869 
Benefit Rccrual Standards 

Coordination Between Qualified Pre- 1871 
Ret irement Survivor Annui t y Fh?d Joint 
find Survivor annuity 

Transferee Plan Rules 1872 

Rules Relating To Qualified Pre- 1872 
Retirement Survivor Qnnuity 

Spousal Consent Requirements Of R 1873 
Qualified Joint Qnd Survivor Rnnuity 

Notice Requirements For Individuals 1874 
Who become Qualified Joint Qnd Survivor 
Rnnuity Participants Rfter 35 

Rule For Subsidized Benefits Of # 1874 
Defined Plan 

Definition O f  Rnnuity Starting Date 1875 

Change In Reporting Income From 1875 
Pensions Subject To Domestic Helat ions 
Order 

Changes For Qualifying A Domestic i 875 
Relations Order 

Clarifies Payment Of benefits Through 1876 
R Qualified Domestic Relations Order 
Regarding A Qualified Joint And Survivor 
Rnnuity 

Clarifies Rpplication Of Domestic 1876 
Relations Orders To Plans Not Subject 
To Uss i gnment Or R 1 i enat ion 

Clarifies Payment Of Benefit Through R 1877 
Qualified domestic Relations Order Is 
Not The Same Rs R Garnishment Of Wages 

Clarifies Requirements Of Distribution 1877 
Df Benefits Of R Pension Plan Through 
Q Qualified Domestic Relations Order 

Changes The Term "Earliest Retirement 1877 
Rge" Regarding A Qualified Domestic 
Relat ions Order 



TITLE XVIII - TECHNICRL CORRECTICJNS 

SUMMRRY OF FEDERFU- TECHNICRL CORRECTIONS -- 1986 

Title XVIII: Technical Corrections 

k t  Sect ion: 1804 Sect ions Affected : 246, 246G, ZBOG, 
291, 312, 332, 
337, 338, 341, 361, 
368, 562, 652, o f  the 
Code ; 

3.60 of the 84 Tax 
Reform Rct 

SUBJECT: Debt-Financed Port fol io Stock I 

EXPLRNRTION 

The act clarifies the rules for reducing the deduction in cases 
in which dividends are received from certain foreign corporations 
engaged in business in the United States. 

SUBJECT: Holdinq Peribd Rules For Dividend Received Deduction 

EX PLRNRT I ON I 
/ 

The act disallows the dividend received deduct ion where the ' 

holding period requirement is not met, without regard to whether ' 

I the stock has been disposed of. Therefore, when the holding 
period requirement has not been met on the 45th day (30th day in 
the case of certain preference dividends) after the ex-divldend I 

date, the dividend received deduction will not be allowed. 

In addition, the act clarifies that the 1984 Qct did not change 
the principle that the dividend received deductictn is not 
disallowed by reason of an out-of-money call opticlrj that affords 
the corporation no protection against loss in the event the stock 
declines in value. 

SUBJECT: Rpplication of Related Party Rule to Section 265.{2) of 
the Code 

PRIOR FEDERRL LQW 

The '84 Tax Reform Rct (Code sec. 7701 ( f )  provides that the 
Treasury Department is to prescribe such regulations as may be 
necessary or appropriate to prevent the avoidance of Federal tax 
provisions which deal with ( i )  the linking of borrowing to 

1 1  investment, or (2) diminishing risks, through the use of related '. persons, pass-through ent i t  ies, or other ~ntermed iaries. This 



TITLE XVIII - TECHNICRL CORRECTIDNS 

provision was specifically intended to apply to (but not to be 
limited to) the disallowance rule for deducting expenses and 
interest relating to tax-exempt income. 

Under the 1984 k t ,  the provision regarding related persons, 
pass-through ent it ies, and other intermediaries was effect ive on 
the date of enactment (July 18, 1984). 

Under the act, the provision regarding related parties, 
pass-t hrough ent it ies, and other intermediaries genera 1 ly remains 
rrff-tive as of July i8, 1984 (i. e., the date of enactment). 
However, it clarifies that this provision, insofar as it relates 
to the disallowance of deductions for certain expenses and 
interest relating to tax-exempt income only, is effective for (1) 
term loans made after July la, 1984, and (2) demand loans 
outstanding after July 18, 1984 (other than any loan outstanding 
on July 18, 1984, and repaid before September 18, 1984). "Demand 
loans" mean any loan which is payable in full at any time on the 
demand of the lender. For purposes of this effective date rule, 
any loan renegotiated, extended, or revised after July 18, 1964, 
is treated as a loan made after such date. 

SUBJECT: Exempt-Interest Dividends From Requlated Investment 
Comoan i es 

Under the act, if a taxpayer holds stock of a regulated 
investment company for 6 rnonkhs o f  less, any loss O ~ I  the sale or 
exchange of that stock is disallowed to the extent the taxpayer 
received exempt-interest dividends with respect to that stock. 
Conforming amendments are made, and an except ion is provided for 
dispositions pursuant to a periodic 1 iquidat ion plan. 

In addition, the Secretary is given authority to shorten the 6 
months requirement to a period of not less than the greater of 31 
days or the period between regular dividend distributions where 
the RIC regularly distributes at least 90 percent of its net 
tax-exempt interest. The distribution period is to be shortened 
only where the purpose of the holding period requirement can be 
adequately fulfilled without requiring that the stock be held 6 
monk hs. 

SUBJECT: Rccumulated Earninqs Tax 

EX PLRNGT ION 

This provision is not applicable to California law. 
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SUBJECT: Definition of Qffiliated Group 

The act excludes from the term "stock", as it relates to 
a f f  i 1 iated groups, stock that has redemption and 1 iquidat ion 
rights which do not exceed the issue price of such stock (except 
for a reasonable redemption or liquidation premium). 

Under the act, any DISC or any other corporation that has 
accumulated DISC income derived after 1984 will not be an 
includible corporat i,on. 

SUBJECT: Effective Date of Rffiliated Group Provisions 

EXPLRNGTION 

The act makes several technical changes with respect to the 
effective date rules as follows: 

o provides that the grandfather rule ceases to apply as 
of the first day after June 22, 1384, or! which the 
corporation involved would not qualify as a member of 
the group under prior law. 

CI clarifies the "sell-down" exception to the grandfather 
rule. Therefore, the except ion does nut apply, and the 
grandfather rule cont ir~ues to apply, if the percentage 
irrterest ( b y  fair market value) in the stock of the 
involved corporation that held by other members of the 
qroup), in qerreral, does not decline as a result of the 
saie, exchange, ar redempt ion of that corporat ionT 5 
stack. 1 ,  t he act provides that the "sell down" 
exception applies in certain cases where there is a 
letter 1 = 1 f  i rrtent bet ween a corporat ion and securities 
cinder-wr 1 t er- er-~t ered i nt cl on clr before June 22, 1964. 

o aliows a common parent corporation to elect to have 
this provision apply tcl taxable years beginning after 
December 31, 1983. 

o delays the effective date for one specified corporati'on 
until the earlier of January, 1, 1994, or the date on 
which the voting power of certain preferred stock 
terminates, and exempts one specified corporation from 
the new rules. 
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SUBJECT: Complete iisuidat;ions of Subsidiaries. Etc. 

Under the act, a corporation will not be subject to the gain or 
loss rules for distribution as a result of liquidation, unless, 
among other things, the corporation receiving the liquidating 
distribution was, on the date of the adoption of the plan of 
liquidation, and continued to be at all times until receipt of the 
liquidating distributions, the owner of stock in the liquidating 
corporation meeting the ownership requirements of an affiliated 
group. The . n e w  rule applies even if one (or both) of the 
corporations involved is not an includible corporation. Fllso 
under the act, the term: 

o "distributee corporation" is changed to mean any I 

corporation which receives a distribution in a complete 
liquidation of the selling corporation, including each 
other corporation "up the line" which receives a 
distribution in complete liquidation of another 
d ist ri butee corporat ion. 

o "qualified stock purchase" as it relates to certain 
stock purchases treated as asset acquisitions is 
conformed to the definition as it relates to affiliated 
groups. The change will apply where the 12 month 
acquisition period begins after March 1, 1986. 

SUBJECT: Earrtinss artti Prof its 

Tie act pr-ovides that the distribution by a corporation of 
property the fair rflarket vaiue of which exceeds its adjusted 
basis, increases the earnings and profits of the distributing 
corporation by the amount crf such excess. 

fn addition: 

1) with respect to distributions of appreciated property, 
the amount of decrease is determined by using the fair 
market value the property instead of the adjusted 
basis, 

2 )  with respect to adjustments for installment sales, the 
moratori urn is extended for foreign corporat ions. 
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SUBJECT: Treatment of Transferor Corporation 

. EXPLRNRTION 

The act provides that the transferor corporation does not 
recognize gain or loss on the transfer to the acquiring 
corporation pursuant to the plan of reorganization, without 
regard to whether propert ies received are distributed pursuant to 
the plan of reorganization. 

In addition it: 

o clarifies that certain dispositions relating to 
liquidations are not applicable to transfers of 
property pursuant to the plan of reorganization, but 
that rules requiring recognition of gain, is applicable 
to distributions of property pursuant to a plan of 
reorganization by any corporation which is a party to 
the reorganization; 

u provides that: (1) any property received by a 
transferor corporation in a reorganization will have a 
fait- market value and (2) in the ease of a C 
reorganization, nu gain or loss will be recognized on 
any disposition pursuant to the reorganization of stock 
or securities which were received pursuant to t h e  plan 
of reorgani zat ion and which are in another corporation 
that is a party to t h e  reorganization. 

o ciarif ies that the distribution requirement relating to 
reor-ganizaticlns wiii b e  satisfied where distributions 
are made tcl creditors, as well as shareholders of the 
transferal- corporat iun. 

o clarifies that a reclrganiiation, involving a 
"drop-down" of assets to a subsidiary, which qualifies 
as a "C"  reorgani zat ic~n, without regard to certain 
r-eorganizations ruies, will continue to qualify as a 
reorgani zat ion. 

SUBJECT: Collapsible Corporations 

The act applies the collapsible corporation provisions whether or 
not the stock has been held C months. 
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SUBJECT : Go ldew Parachute s  

EXPLGNQTION 

T h i s  p~ovisian is not a p p l i c a b l e  to California l a w .  

SUBJECT: Corporate Tax Preferences 
+i 

EXPLRNRTION'~ 

This provision is not applicable to California L a w .  
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SUMMRRY OF FEDERQL TECHNICRL CORRECTIONS -- 1906 

Title XVIfI: Technical Corrections 

Rct Section: 1805 SectionsRffected: 368, 706, 707, 761, 
1031, of the Code 

SUBJECT: Rmtroact ive Ql locat i'ons 

The act clarifies that the rule described in present law applies 
to all cases in which the rule is necessary to allocate cash 
basis items to the period to which the items are attributable, 
even though no change in partnership interests occurs during the 
current taxable year. 

SUBJECT: Dissuised Sale Transactions 

The act specifies that "disguised sale" treatment is to apply to 
cases in which the transfers to and from the partnership (as 
described above), when viewed together, are properly 
characterized as an exchange of property, as well as to cases in 
which such transfers are properly characterized as a sale. 

SUBJECT: Transfer of Partnership Interests by Corporations 

The act changes miscellaneous corporation provisions to 
specifically limit the amount of gain recognized by a corporation 
upon a distribution of a partnership interest in a nonliquidating 
distribution to which taxation of corporation on distribution 
applies. The maximum amount of gain recognized is the gain that 
would have been recognized upon the sale of the distributed 
interest at its fair market value. Thus, for example, a 
corporation that acquired its interest by makinq a cash 
contribution to an existing partnership would recognize no gain 
if it immediately distributed the interest to its shareholders, 
regardless of the basis of the partnership property attributable 
to its interest. 

! The amendment to miscellaneous corporate provisions does not 
affect the recogr~i t i1zo-1 of recapture income by a dist ri but inq 

I 
I corpurat ion. Under unrealized receivable, a partner is required 
1 to treat the sale and inventory items of a partnership interest 

1 ) as a sale or exchange of property other than a capital asset to 
_ the exter~t of the unreal i zed receivables (including recapture 
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property) and inventory of the partnership attributable to the 
transferred interest. Thus, a corporat ion making a distribution 
of a partnership interest will recognize depreciation recapture 
with respect to the partnership recapture property attributable 
to the distributed interest. 

SUBJECT: Distributions Treated as Exchanues for Purpose of 
Partnership Provisions 

The act limit5 the application of the sale br exchange treatment 
rule to partnership .interests which are distributed. The act 
also allows the Secretary to provide exceptions to these rules. 

SUBJECT: iike-din0 Excnanoes  

The act specifies that like-kind property includes property 
identified as the property to be received by the taxpayer on or 
before {rather than only before) the date which is 45 days after 
the date on which the taxpayer relinquishes property. 
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SUMMLIRY OF FEDERUL TECHNICRL CORRECTIONS' -- 1986 

Title XVIII: Technical Corrections 

R c t  S e c t i o n :  1606 S e c t  i o n s  R f  f e c t e d :  643 

7 SUBJECT: d u l t i p l e  T r u s t s  

EXPLQNRTION 

The act p r o v i d e s  t h a t  t h i s  p r o v i s i o n  is not a p p l i c a b l e  to any 
t r u s t  which w a s  irrevocable on March 1, 1984, except t o  t h e  
e x t e n t  corpus is t r a n s f e r r e d  to  t h e  t r u s t  after t h a t  d a t e .  

SUBJECT: Trust Distri but ions 

EXPLQNaTl ON 

The act clarifies t h a t  t h e  e l e c t i o n  applies to  a1 1 d i s t r i b u t i o n s  
during a taxable year u n l e s s  t h e  election is revoked  w i t h  t h e  
consent o f  t h e  S e c r e t a r y .  
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SUMMRRY OF FEDERRL TECHNICRL CURRECTIONS -- 1986 

Title XVIII: Technical Corrections 

Rct Sect ion: 1807 Sect ions Rffected: 461, 467, 468, 
4680 and 468B 

SUBJECT: Settlement Funds 

P R I O R  FEDERQL LRW 

Prior law provided that liabilities were not treated as incurred 
prior to the time when economic performance.occuw. 

In the case of the taxpayer's liability to another person, 
arising under any workers compensation act or any tort, economic 
performance occurred as payments to such person are made, except 
to the extent provided in regulations. It was unclear whether an 
irrevocable payment to a court ordered settlement fund, which 
extinguishes the tort liability of the taxpayer to a person (or 
class of persons), constitutes economic performance under the 
Flct . 

The act clarifies that under certain 1 imited circumstances, an 
irrevocable payment to a court -ordered set t lement fund that 
extinguishes tort liabi 1 ity c ~ f  the payor (the "taxpayer") 
const it utes economic performance with respect to such 1 iabi 1 i ty. 
Th,is provision applies only to qualified payments made to a 
designated sett lernent fund. 

A designates settlement fund means a fund ( 1 )  which is 
established pursuant to a court order, (2)  which extinguishes 
completely the taxpayer's tort liability with respect to a class 
of claimants, as determined by the court, (3) which is managed 
and controlled by persons unrelated to the taxpayer, ( 4 )  in which 
t h e  taxpayer does not have a beneficial interest in the income or 
corpus, and ( 5 )  to which rtcll amount may be transferred other than 
qua1 if ied payments. 

Fl quali-fied payment means cash or property, other than the stock 
or indebtedness of the taxpayer (or  a related party), which is 
irrevocably contributed to a designated settlement fund pursuant - 

to a court order. 

Q designated settlement fund is not qualified if- the taxpayer may 
benefit from the corpus or income of the fund. Thus, if the 
taxpayer-9s future liability tcg claimants (or other parties) is 
contingent on the income of a settlement fund created by the I 

taxpayer, them the taxpayer rnay benefit from the fund's income, 
and the fund is nclt qccalifiea. 
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R d e s i g n a t e d  s e t t l e m e n t  f u n d  is; t a x e d  as a s e p a r a t e  e n t i t y  a t .  t h e  
maximum t r u s t  rate. G r o s s  i n c o m e  o f  a d e s i g n a t e d  s e t t l e m e n t  f u n d  
i n c l u d e s  income f r o m  i n v e s t m e n t  of f u n d  assets, b u t  e x c l u d e s  
q u a l i f i e d  p a y m e n t s  made t o  t h e  f u n d .  N o  d e d u c t i o n s  are p e r m i t t e d  
e x c e p t  fo r  c e r t a i n  a d m i n i s t r a t i v e  a n d  i n c i d e n t a l  e x p e n s e s -  T h u s ,  
d i s t r i b u t i o n s  t o  c l a i m a n t s  are n o t  d e d u c t i b l e .  

c o n t r i b u t i o n  o f  p r o p e r t y  t o  a d e s i g n a t e d  s e t t l e m e n t  f u n d  is 
t r e a t e d  a s  i f  t h e  t a x p a y e r  s o l d  t h e  p r o p e r t y  for f a i r  m a r k e t  
v a l u e  a n d  d o n a t e d  t h e  p r o c e e d s  t o  t h e  f u n d .  Thus ,  t h e  t a x p a y e r y  s 
d e d u c t i o n  is l i m i t e d  t o  f a i r  m a r k e t  value. T h e  t a x p a y e r  
r e c o g n i z e s  g a i n  o r  loss  a t  t h e  t i m e  p r o p e r t y  is c o n t r i b u t e d ,  and 
t h e  f u n d  takes a f a i r  m a r k e t  v a l u e  b a s i s  i n  t h e  p r o p e r t y .  

N o  d e d u c t i o n  is a 1  lowed  u n d e r  t h i s  p r o v i s i o n  fo r  p a y m e n t  to a 
f u n d  csf art arliuurrt r e c e i v e d  f r o r n  t h e  s e t t l e m e n t  of a n  i n s u r a n c e  
clairfl, i f  t h e  arnour~t  r e c e i v e d  is e x c l u d e d  f r o m  t h e  t a x p a y e r ' s  
g r o s s  irlcume. T h e  act c i a r i f  ies t h a t  p a y m e n t s  t o  a t r u s t  or 
e s c r o w  f u n d ,  o the r -  t h a n  a d e s i g n a t e d  s e t t l e m e n t  f u n d ,  d o  no t  
c o n s t  it u t e  e c o n o m i c  p e r f o r m a n c e  w i t h  r e s p e c t  tc* a n y  t o r t  
l i a b i l i t y  o f  t h e  t a x p a y e r .  

T h e s e  p r o v i s i o n s  d o  n o t  a p p l y  to l i a b i l i t y  a r i s i n g  from any 
w o r k e r s  cornpensa t  i o n  act or- c c w t  est e d  l i a b i  1 I t ies m o r e o v e r ,  n o  
i r t f e t - e r t ce  abclt-rt t h e  pr-ic1.r- l a w  t r - e a t r r ~ e n t  of s u c h  l i ab i  1 i t  ies is 
i n t e n d e d ,  

T r a n s i t i o n  r-u1e.--FS c o r - p o r a t i c t n  t h a t  f i l e d  f o r  r e a r g a n i z a t i o r t  
u n d e r  c h a p z e r  I i  o f  t h e  B a n k r u p t c y  Reforrn f i c t  u f  1976 o n  R u g u s t  
6 ,  1383, a r ~ d  w h i c h  f i l e d  with t h e  U. S. b a n k r u p t c y  Cc lu r t  a f i r s t  
zmerrded and  r e s h t e d  p l a n  o f  r e s r - g a n i z a t  iorr p r i o r -  t o  Marcn 1, 
4 7 -  
A dejS, may elect to be t a x e a  t_!ntier% a tr-.s.n.;lt icar rl-11~. 

T h e  a c t  c l a r i f i e s  i h a - c :  ( 1 )  tne  p r o v i s i o r t  does nett a f f e c t  t h e  
t r - e a t n i e r ~ t  of ~a~raerrt  s rnade f  clr- certazrr p e r s o n a l  irrj ur-y l i a b i  1 i t  y 
a s s ig r r rnen t  ; (2)  paymerrt s fr-or11 a d e s i g n a t e d  se t t  lerrient f ursd t o  a 
clalinartt a r e  t r e a t e d  a 5  h a v i r j g  beer1 rriade tsy t h e  t a x p a y e r  f o r  
, p c t r p a s e s  o f  d e t ~ r r n i  n i r ~ g  t h e  c'l airnart t  ' s t a x a b l e  irlcome: arra (3 )  
t a x p a y e r s  may nu t  b u t h  e x c i u c i e  arr arnclurrt r e c o v e r e d  arrd d e d u c t  
( u n d e r  t h i s  p r o v i s i o n )  art amcturtt p a i d  t l : ~  t h e  e x t e n t  s u c h  a m o u n t  
is a t t r - i b u t a b l e ,  t o  t h e  same l i a b i l i t y .  

The act p r o v i d e s  t h a t  e x c e p t  a5 p r o v i d e d  i n  r e g u i a t  i o n s  e s c r o w  
a c c o u r r t s ,  sett l e r n e r t t  f u n d s ,  o r  s i m i l a r  f u n d s  are s u b j e c t  t o  
c u r - r e n t  t a x a t i o r ~ .  I f  t h e  c o n t r i b u t  i c ~ n  t c ~  s u c h  a n  a c c c l u n t  o r  f u n d  
is n o t  d e d u c t i b l e ,  t h e n  t h e  a c c o u n t  o r  f u n d  is t a x a b l e  as a 
g r a n t o r  t r u s t .  T h i s  p r o v i s i o n  is e f f e c t i v e  f o r  a c c o u n t s  o r  funds 
e s t a b l i s h e d  a f t e r  R u g u s t  IG, 1'386. 



SUBJECT: P r e n ~ a t  u r e  k c c r u a  1s 

EXPLRNUTION 

T h e  act p r o v i d e s  t h a t  a c c r u a l  b a s i s  t a x p a y e r s  which h a v e  made a 
payment  t u a n  i n s u r a n c e  company t o  i n d e m n i f y  t h e m s e l v e s  f r o m  t o r t  
c l a i m s  a r i s i n g  f r o m  p e r s o n a l  i n j u r y  or  d e a t h  c a u s e d  by t h e  
i n h a l a t  i o n  or  i n g e s t  i o n  of d u s t  from a s b e s t o s - c o n t a i n i n g  p r o d u c t s  
w i l l  b e  t r e a t e d  as h a v i n g  s a t i s f i e d  the economic p e r f o r m a n c e  test 
i f  t h e  payment is p a i d  t o  a n  u n r e l a t e d  t h i r d  p a r t y  i n s u r e r  p r i o r  
t o  November  28, 1965, a n d  s u c h  payment is n o t  r e f u n d a b l e .  The 
p rov i s ion  is not t o  a p p l y  t o  any company w h i c h  mined a s b e s t o s .  

SUBJECT: Tax  S h e l t e y - s  

PRIOR FEDERFiL LAW 

G e n e r a l l y ,  a c a s h  b a s i s  t a x  s h e l t e r  is n o t  a l l o w e d  a d e d u c t i o n  
w i t h  r e s p e c t  t u  arb arnount a n y  e a r l i e r  t h a r t  t h e  t i m e  a t  wh ich  
ecunorr i ic  p e r f  or-rnance o c c u r s .  A n  e x c e p t  i o n  is p r o v i d e d  u n d e r  
w h i c h  p r e p a i d  e x p e n s e s  a r e  d e d u c t i b l e  when p a i d  i f  e c o n o m i c  
p e r f d r r n a n c e  occurs w i t h i n  30 d a y s  a f t e r  t h e  close of t h e  t a x a b l e  

I y e a r ,  

I n  t h e  case o f  t h e  t r a d e  or b u s i n e s s  c ~ f  f a r m i n g ,  t h e  f a r m i n g  
s y n d i c a t e  r u l e s  a p p l y  tcl  arry t a x  s h e l t e r  d e s c r i b e d  i n  s e c t i o n  
&GI i b >  l i. e. , t h e  p 7 - . l r ~ c i p a l  pl-lr*psse o f  whlch is t h e  a v c ~ i a a n c e  or  
e v a s i o r ~  $=ti F e d e r a l  irtcc~rne t a x  i . Fur- pctrpcrses o f  a p p l y  irtg f a r m l n g  
syndic at^ i i m i t a t i u n s  t o  t h e s e  t a x  s h e l t e r s ,  ~t is u n c l e a r  
w h e t h e r  t . k ~  e x c e p t i c * r r s  r e i a t l n g  r L c 3  h t > i d i n g s  a t t r i b u t a b l e  t o  
act  i v e  rnarragerner~t a p p i  y .  

T h e  act clar i f ies  t h a t  t h e  3 0 - a a y  e x c e p t i o n  a p p l i e s  ~f economic  
pet-flztrrnance occurs aefclr-e t h e  c i c l s e  cl+ the '30th d a y  a f t e r  t h e  
close crf t h e  taxable year... T h u s ,  for- example ,  i f  a w e l l  is 
s p u d d e d  irt t h e  l a s t  r~icrrith o f  the  taxable y e a r ,  t h e  requirement 
t h a t  ecorl~m 1c per-f clrnlance occur. b e f  o r - e  t h e  ci oee of t h e  90t h  d a y  
a f t e r  t h ~  close of t h e  t a x a b l e  y e a r ' s  s a t i s f i e d .  

T h e  b i l l  also c l a r i f i e s  t h a t  a n y  t a x  s h e l t e r  d e s c r i b e d  i n  s e c t i o n  
6661tbj w i l i  g e r ~ e r a l i y  be t r e a t e d  as a f a r m i n g  s y n d i c a t e .  
However ,  arty p e r s o r ~  meet l r ~ g  t h e  r e q u l r e r n e n t  s o f  v i o i a t  i o n s  
a t t r i a u t a c t l e  t o  a c t i v e  rnanagernent w i l l  n o t  b e  s u b j e c t  t o  t h e  w i t h  
r e s p e c t  t o  that p e r s o n *  s i n t e r e s t  i n  a t a x  s h e l t e r .  

SUBJECT : M i n e  Hec 1 ama t i c ~ n  aria S i rn i 1 at- C u s t  s 

T h e  1984 T a x  R ~ f o r m  9c-b ~ t - -ov ided  ~iectirrrj t a x p a y e r s  w i t h  a 
urti  form rnethud for- dedl-tct ;rig, pr-ic~r- tct e c u n o m i c  p e r f o r m a r ~ c e ,  
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c e r t a i n  rec 1  a m a t  i o n  costs w h i c h  are  m a n d a t e d  by F e d e r a l ,  State, 
or local l a w .  D e d u c t i o n s  a c c r u e d  u n d e r  t h i s  me thod  m u s t  be 
a c c o u n t e d  fo r  i n  a book reserve a n d  are s u b j e c t  t o  r e c a p t u r e  t o  
t h e  e x t e n t  t h a t  reclamat i o n  costs are  less t h a n  a c c u m u l a t e d  
r e s e r v e s .  

T h e  act clarifies t h a t  a reserve b a l a n c e  m u s t  b e  i n c r e a s e d  b y  t h e  
amoun t  of d e d u c t i o n s  a c c r u e d  i n  each y e a r  that are  a l locab le  t o  
t h e  reserve. The act a l s o  c lar i f ies  t h a t  t h i s  p r o v i s i o n  is ' 

e f f e c t i v e  f o r  t a x a b l e  y e a r s  e n d i n g  a f t e r  J u l y  16,. i984. 

SUBJECT: N u c l e a r  Power P l a n t  D e c o m m i s s i o n i n s  E x p e n s e s  

PRIOR FEDERfiL LkW 

P r i o r  l a w  p e r m i t t e d  e l e c t i n g  t a x p a y e r s  t o  a c c r u e  a d e d u c t i o n  f u r  
c o n t r i b u t i o n s  r n a d ~  t o  a q u a 1  i f  i e d  n u c l e a r  d e c o m m i s s i o n i n g  f u n d  ( a  
" f u n d " ) .  

T h e  act c l a r i f i e s  t h a t  a t a x p a y e r  s h a i i  b e  deemed to n a v e  made  a 
payment  t o  a f u n d  a t  t h e  e n d  o f  a t a x a b l e  y e a r  p r o v i d e d  t h a t  
payrner~t  is rnade w i t h i n  2 1/2 rnc~r~t!-1s a f t e r  t h e  close of t h a t  
t a x a b l e  year-.  Urrtier a t \ . a r r s i  t i o n , a l  r u l e ,  the S e c r e t a r y  of t h e  - 

I r e a s u r y  is prclvi dec r - e g u l a t  icsr-I a ~ - t t n u r i  t y t o  r e l a x ,  a n d  
a p p r - o p r i a t e i y  a d j l J s t ?  t h i s  2 i / 2  month  r u i ~  f o r  p a y m e n t s  
a l i c c a b l e  t o  a t a x a b l e  year-  b e g i n r l i r ~ _ o  b e f o r e  J a r r u a r y  1, 1'387, a n d  
t o  p r o v i t i e  . t h a t  ncl i r ~ t r r e s t  w i l l  b e  a l l o w e d  w i t h  r e s p e c t  t o  

- per- . iuds  b e f u r - e  payment  is m a d e .  Ine act c l a r i f i e s  that t h e  t a x  
tt-eatmefit. o f  fur-,C ir1cun.i~ p r - o v i a e o  is l n  i i e u  o f  any  o t h e r -  F e d e r a l  
irlcorne t a x ,  t h a t  a f ~ l n d ' ~  t a x  i i a b l l i t y  1s n o t  d e d u c t i b l e  f r o r n  
i t s  o rc t s s  i r rcome, .  arid t h a t  f o r  p u r p o s e s  C I ~  s u b t i t l e  F ( " F ' r c ~ c e d u r e  
a n d  Rdmini  s t r - a t  i o n "  j a f u n d  s h a  i l b~ t r - e a t e d  a s  a cco-pora t  1 or1 a n d  
t a x e s  imposed  o n  t h e  f u n d  s h a l  i D E  t r e a t e d  s i r n i  i a r l y  t c ~  c o r p o r a t e  
ir~corne t a x e s .  T h e  ac t  c l a r i f i e s  t h a t  a fur td  rnay i n v e s t  o n l y  i n  
t h o s e  assets i n  w h i c h  t h e  Code  p e r m i t s  a b l a c k  Lung T r u s t  F u n d  t o  
i r ~ v e s t .  T h e  act a l s c l  c l a r i f i e s  t h a t  t h i s  provision is e f f e c t i v e  
f o r  t a x a b l e  y e a r s  e n d i n g  a f t e r  J u l y  16, 1364. 

SUbJECT : T r e a t m e n t  of Def er-,reti  P a y m e n t s  F o r  S e r v i c e s  

The act c l a r i f i e s  t h a t  t h e  r e g u l a t i o n s  t o  b e  i s s u e 0  r e l a t i n g  t o  
d e f e r r e d  p a y m e n t s  for s e r v i c e s  w l  i i n o i  a p p l y  t o  amctunts  d e d u c t e d  
far c o r t t r - i  b u t  i o n s  'cdf a n  ernplctyer  t c l  a n  e m p l o y e e s '  t r u s t  o r  
anrru i t y  p i  a n  arid co rnpensa t  i.lz1r1 u r tde r  a d e f e r r e d  payrnent p l a n ,  a n d  
d e d u c t e d  For- certairr f or-ei  _or: ae f  e r - r . ~ d  cornperrsat  icm p l a n s ,  car t o  
arnl=~urrts s u b j e c t  t o  a n y  o t  he?- p r o v  i s 1 l=ln s p e c i  f  i e d  i n  r e g u  l a t  i o n s .  
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In addit ion, the act permits a specified taxpayer w h o s e  primary 
business is providing architectural reserves t o  use the cash 
m e t h o d  o f  accounting. 
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SUMMRRY OF FEDEHRL TECHNICAL CORRECTIONS -- 1986 

Title XVIII: Technical Corrections 

Rct Section: 1808 Sections Affected: 108, 263(g), 109Ztd) 
.of the Code 

SUBJECT: Treatment of Subcha~ter S Corporations 

EXPLRNQTION 

This provision is not applicable to California law. 

SUBJECT: Treatment of Qmount s Received for Loani nq Securi t ies 

The act provides for the inclusion of compensating payments to a 
lender of securities used in a short sale in those taxable 
amounts that reduce interest and other costs required to be 
capitalized under, certain interest and carrying costs in the 
case of straddles. 

-'l 
J 

SUBJECT': Clarification of the Exception for Stra.jdles Consistino 
of S t o c k  

EXPLQNRIIOQ 

The act clarifies that the exception for stock does not operate 
to except straddles involving exchange traded stock options 
(other than qualified covered calls that offset stock). 

SUBJECT: Treatment of Losses from Pre-1381 Straddles 

EXPLANQTION 

This provision is not applicable to California law. 
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SUMMRRY OF FEDERRL TECHNICQL CORRECTIONS -- 1986 

Title XVIII: Technical Corrections 

Rct Sect ion: 1809 Sections Qffected: 48, 57, 167, 160, 312 

SUBJECT: Straight-Line Election For Low-Income Housinq . 
EXPLRNRTIDN 

The act clarifies that taxpayers may elect to recover the cost of 
low-income housing using a straight-line method of depreciation 
over 15 years (but not 18 years). 

SUBJECT: Mid-Month Convent ion for Real Property 

The act clarifies that the mid-month convention is to be applied 
whenever a depreciation computation with respect to i0-year real 
property is required under RCRS (relating to accelerated cost 
recovery deduct ions as items of tax preference), or earnings and 
profits depreciation (relating to the effect of depreciation on 
earnings and profits). Thus for example, if a taxpayer elects 
different recovery period to depreciate 16-year real property on 
a straight-line basis over 18, 35, c ~ r  45 years, the mid-month 
conventiort applles in computing the deductions. Similarly, the 
mid-month convent ions appl ies i n  determining what cost recovery 
deduct iurts "would have been a1 lowabie" under RCR deduct ion. 
Numerous conforming changes are also made. 

SUBJECT : Boar-d-Finartced 18-year Real Propert v 

The act clarifies that, in general, the cost of 16-year real 
property (which does not include low-income housing) financed by 
the proceeds of an industrial development bond cannot be 
recovered more rapidly than on a straight-line basis over 1 8  
years, using a mid-month convention. This rule does not apply if 
the property is either ( i )  low-income housing, or C i i )  property 
which is placed in service in connection with a project for 
residential rental property financed with the proceeds of 
obligations of certain exempt activities but which is not 
low-income housing. Costs of the former can be recovered on an 
accelerated basis under RCRS over 15 years, using a first-of-the 
rncznth convent ion, and costs of the latter can be recovered on an 
accelerated basis under ACRS over 1P years, using a mid-month 
convent ion. 
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\ The  act a l s o  c la r i f i es  t h a t  t h e  p r o v i s i o n  of t h e  act r e l a t j n g  t o  
p r o p e r t y  f i n a n c e d  w i t h  t a x - e x e m p t  b o n d s  does n o t  apply t o  c e r t a i n  
p r o p e r t y  e x c e p t e d  from t h e  bond  r u l e s  a d d e d  i n  3 9 8 2 .  

SUBJECT : T r e a t m e n t  o f  C e r t a i n  T r a n s f e r e e s  o f  R e c o v e r y  P r o p e r t  Y 

T h e  act amends  t ransferees bound  by t r a n s f e r o r  r u l e s  with r e s p e c t  
t o  r e c o v e r y  p r o p e r t y  p l a c e d  i n  s e r v i c e  by  t h e  t r a n s f e r o r .  I n  a 
case where the a c q u i s i t i o n  is from a r e l a t e d  p e r s o n  or a 
l e a s e b a c k  p r e s e n t  l a w ,  t h e  t ransferee s t a r t s  d e p r e c i a t i n g  the 
p r o p e r t y  a s  wou ld  a n y  o t h e r  n e w  o w n e r  of it. However ,  t o  the 
e x t e n t  of t h e  a d j u s t e d  b a s i s  of t h e  p r o p e r t y  i n  t h e  h a n d s  of t h e  
t r a n s f e r o r ,  t h e  t r a n s f e r e e  1s t r e a t e d  as h a v i n o  made a n y  elect i o n  
made by  t h e  t r a n s f e r o r  w i t h  r e s p e c t  to t h e  p r o p e r t y  undei- 
elect i o n  of d i f f ererit r e c c l v e r y  p e r  i clds a n d  p e r c e n t  a g e s .  F o r  
p u r p o s e s  of t h i s  r u l e ,  i f  t h e  t r a n s f e r o r  w a s  d e p r e c i a t i n g  1 5 - y e a r  
real p r o p e r t y  o n  a s t r a i g h t - l i n e  b a s i s ,  t h e  t r a n s f e r e e  w o u l d '  b e  
t r e a t e d  as  h a v i n g  e l e c t e d  1 8 - y e a r  s t r a i g h t  l irre d e p r e c i a t  i o n .  I f  
t h e  t r a n s f e r e e '  s b a s i s  e x c e e d e d  t h e  trarcsf eror' s a d  J u s t e d  b a s i s  
t h e  t r a n s f e r e e  c a n  d e p r e c i a t e  t h e  e x c e s s  u n d e r  t h e  g e n e r a l  r u l e s .  
T h e  act  is riclt i n t e n d e d  t o  affect  t h e  t r e a t m e n t  of t r a n s a c t i o n s  
b e t w e e n  mernber-s of art a f f  i l i a t e a  g r o u p  o f  c u r p a r a t  i o n s  f  i l i r ~ g  a 

I c o n s o l  i d a t e a  ret c!rr-I. 

With cme e x c e p t  i o n ,  the act  d u e s  rtot amerld t r a n s f e r e e  bourrd by 
t ransf r r e r o r 7  s p e r i o d  artd rnethcld i n  c a r - t a i r i  cases. T h u s ,  fo r -  
e x a m p l e ,  i n  a t r - a r ~ s f  e?- t c l  c o r p ~ r - a t  i o r i s  c o r ~ t r - u i  led by transferor,  
t h e  t r a r r s f e i - e e  s t e ~ s  i n i i t  t h e  t r a r t s f e r c l r '  5 s h o e s  ti* t h e  e x k e r t t  
b a s i s  does ric~? i rtcr-ease. t-fowever-, i h e  act a r n . e r ~ a s  t h e  i a w  'to 
p r o v i d e  that i t  drtes nclt a p p i y  1rt t h e  case c ~ f  t h e  t e r r n i n a t l o r t  of 
a par-+,net-st) i p reis t  i rtg ti* t h e  sa . le  or. e x c h a r ~ g e  of 5i:) , p e r - r e r ~ i  o r  
roore ctf t h e  t u t a i  i n t e r e s t  i r ~  a p a r t n e r s h i p 7  s c a p l t a l  arid p r u f  its 
w i t h i n  a i2-month p e r i o c .  

SiJbJEC-i : F i  l r n s ,  V i d e o c a o e s  arid Saurtd 2ecl:~ra inqs 

Untie?- t h e  act, f i l m s ,  videotapes, a n d  s u u n d  r - e c o r d i n g a  are n o t  
e l i g i b l e  f o r  t h e  a c c e l e r a t e d  d e p r e c i a t i o r ~  m e t h o d s  a v a i l a b l e .  
T h o s e  m e t h o d s  are t h e  d e c l  i r i i n g  b a l a n c e  m e t  hod, surn-of - the  y e a r s  
d i g i t s  a n d  a n y  o t h e r  method p r o d u c t  i v e  ' o f  ari a n n u a l  a 1  l o w a n c e ,  a s  
s p e c i f i e d .  However,  t h e  i n c o m e  forecast m e t h o d  ur s i m i l a r  
m e t h o d s  o f  d e p r e c i a t  ictn a r e  a v a i  l a b l e .  
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SUBJECT: Investment Tax Credit 

The act reinstates the provision that section 38 property t h e  
reconstruckion o f  which is completed by the taxpayer qualifies a s  
new 88 property. The act also provides that the 3-month rule is 
not applicable to sect ion 3 B  property the reconstruct ion of which 
is completed by the taxpayer. Thus, property reconstructed by a 
taxpayer and then sold and leased back by the taxpayer within B 
months o f  t h e  date actually placed in service is to be treated as 
placed i n  service o n  t h e  date actually placed in service- 

T h e  act also clarifies t h e  applicability of the 8-month rule in 
the case o f  certain sale-leasebacks. 

Under the act, the 3-month rule does not apply if the leasee and 
lessmu so elect. 



TITLE XVIII - TECHNICQL CORRECTIONS 

SUMMQRY OF FEDERkL TECHNICQL Cf3RRECTIONS -- 1986 

Title XVIII: Technical Corrections 

Rct Section: 1811 Sect ions R f  f ected : 6031, 6050H, 6050K, 
6652, 6660, 6678, and 
7502. 

SUBJECT: Report inq. Penal t Y .  and Other Ccompl iance Provisions 

The act makes the following changes to these compliance 
provisions: 

( I) Requires thak a cooperative housing corporat ion must report 
to 

both its tenant-stockholder and the Internal Revenue Service 
on the tenant -stockholder3 s proport ionate share of mortgage 
interest paid to the cooperative housing corporation. The 
act also corrects the effective date of a related penalty 
provisior~. 

2 Corrects the provision relating to reporting on exchanges of 
certain partnership interest. 

(3) Makes a confornling amendment to the law that provides for 
penalties for failing to file statements to include failures 
to report the substitute payrner~ts. The act also clarifies 
that the penalty for intentional disregard of the 
requirement to report these substitute payments to the I R S  
is I(:) percent of the aggregate amount required to be 
reported. 

( 4 )  Provides a cross-reference to the definition of underpayment 
for purposes of the penalty for valuation understatements 
with respect to estate or gift taxes. 

(5) Clarifies that the new deposit rules apply to any taxpayer 
required to deposit any tax more than once a month (e, g. 
employers depositing withheld income taxes). 

(6) Improves informat ion reporting by partnerships where a 
partner's interest is held by a nominee. . 
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SUMMRRY OF FEDERRL TECHNICQL CORRECTIONS -- 1986 

Title XVIII: Technical Corrections 

Qct Section: 1612 Sections Qffected: ill, 246? 267, 
2BOF, 1351, 1398, 
7872, 4941, 707, 
4064 

SUBJECT: , Tax Benefit Rule 

The act provides that an amount is excludible from income only to 
the extent that it does not reduce a taxpayer9s income tax. 
Therefore, where a deduct ion reduces taxable income but does not 
reduce tax (because, for example, the taxpayer is subject to the 
alternative minimum tax>, recovery of the amount giving rise to 
the deduction may be excludible from income under the law 
relative to recovery of tax benefit items. 

SUBJECT: Low Interest Loans 

EXPLRNQTION 

These provisions are not applicable to California law. 

SUBJECT: Transactions With Related Persons 

The act directs the Secretary of the Treasury fo issue 
regulations applying the matching principle generally applicable 
to related party transact ions in cases where the person to whom 
the payment is to be made is not a Unitea States person. 

The act a150 provides that the special except ion with respect to 
the loss deferral rules between related taxpayers for sales of 
inventory to or from foreign corporations applies where the party 
related to the for-eiqrr corporation is a partnership. 
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For transfers after September 27, 1985, the act provides that the 
provisions relating to transactions between partner and 
partnership will apply whether or not the person constructively 
holding a 50-percent partnership interest was himself a partner. 
In addition, the act provides that the deferral provisions 
relating to transact ions between related taxpayers will apply to 
two partnerships in which the same persons hold a more than 
50-percent of the capital interests or prof its interests. 

SUBJECT: Federal Home Loan Mortuaue Corporations 

EXPLRNRTION 

The act makes several adjustments in the dividends received 
deduction for dividends allocable to post-1984 Freddie Mac 
income, as follows: 

1) It adds an explicit statutory rule stating that no dividends 
received deduction is to be allowed with respect to 
dividends paid by Freddie Mac out of earnings and proflts 
accumulated before January 1, 1965 (i. e., the date of 
taxability). In conjunction with this amendment, the act 
repeals the rule under which Freddie Mac is treated as 
having no accumulatec profits as of January 1, 1985. 

2 1 In the case of income distributed via a Federal Home Loan 
Bank t h e  act clarifies that no dividends paid by Freddie 
Mac may serve as the basis for more than one deduction for 
divider~cis received from a Federal Home Loan Bank. This 
clarification applies both to dividends paid by a Federal 
H a m e  Loan Bank lrt di f ferent years, or when t w c l  or more 
dividends are paid duriny the same year, 

3) In the caseof dividends paid directly by Freddie Mac to 
taxable corporate shareholders, the act permits a deduction 
for dividends received in 1985, as well as later years. 

4 )  It provides that the earnings and profits of the Federal 
Home Loan bank, for purposes of sect ion 246(a) i2),  is to be 
determined as reported in its annual financial statement. . 

In addit ion the act provides that the distribution of preferred 
stock by Freddie Mac to the Federal Home Loan Banks to their 
member institutiorts in January, 1985, are to be treated as if 
they were distributions of money in an amount equal to the fair 
market value of the stock on the date of the distribution by the 
Federal Home Loart barrks, followed by the payment of such money by 
the member institutions to Freddie Mac in return for its stock. 
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Under the special rule, the earnings and profits of Freddie Mac 
will be reduced by the amount deemed distributed to the Federal 
Home Loan Banks. It' Freddie Mac later makes distributions to the 
member institutions out of its pre-1985 income, these 
distributions will be treated as dividends (and will not qualify 
for a dividends received deduction) to t h e  extent (if any) that 
pre-1985 earninus and profits of Freddie Mac exceeded the amount 
deemed distributed at the time of the preferred stock 
distribution. 

SUBJECT: Personal Use Property 

The act clarifies: 

1 The definition of passenger automobile by providing that the 
weight of the automobile shall not include the weight of the 
passengers or the weight of any cargo. R similar 
clarification is made for purposes of the gas guzzler excise 
tax. 

2) The therequlrerner~ts that, i n o r d e r t o t a k e a d e d u c t i o n o r  
credit, employee use of listed property be for the 
convenience of the ernplo,/er and required as a condition of 
employment also apply to the amount of any deduction 
allowable ,to the employee for rer~tals or other payments 
under a lease of listed property. 

3 That computers eligible for the exception from the 
definition of listed property must be owned or leased by the 
person operating the business establishment, in addition to 
being used exclusively at a regular business establishment. 

In addition, the act provides that, except to .the extent provided 
in regulations, listed property used as a means of transportation 
(with respect to credits and deductions for luxury automobiles) 
does not include property substantially all the use of which is 
in the business a f  providing unrelated persons services 
consisting of the transportation of persons or property for h i r e .  
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'1 SUMMRRY OF FEDERQL TECHNICQL CORRECTIONS -- 1986 . 

Title XVIII: Technical Corrections 

Act Sect ion : ' 1825 Sect ions Rffected: 7702 of the Code and 
221 of 84 TRR 

SUBJECT: Definition of Life Insurance Contract: Computational 

The act: 

o clarifies the second computationa1,rule by specifically 
stating that the maturity date shall be deemed to be no 
earlier than age 95 and no language of the second 
computational rule to that of the first and third. 

o adds an additional cornputat ion rule which provides that 
for purposed of applying the second computational rule 
and for purposes of determining the cash surrender 
value on the maturity date under the third 
computational rule, the death benefits shall be deemed 
to be provided until the maturity date described in the 
second computational rule. This rule combined with the 
second cornputat ilzanal rule wi 1 1  seneral'l y prevent 
contracts endowing at face value before age 95 from 
qualifying as life insurance. However, it will allow 
an endowrtient ber~ei i t at ages before 95 for amounts less 
than face value. 

o clarifies that these computat iclnal rules do not apply 
for purposes of deterniirling qua1 i'f icat ion under the 
cash value corridor test. 

SUBJECT : Red uct ion In Fut ure benefits 

Under the act, a portion of the cash distributed to a 
policyholder as a result of a change in future benefits will be 
treated as paid first out of income in the contract rather than 
as a return of the policyholder's investment in the contract, 
only if the reduction in future benefits occurs during the 
15-year period following the issue date of the contract: 

o Changes during the first five years--For the first five 
years following the issuance of the contract, the 
amount that will be treated as having been paid first 
out of income in the contract wi 1 1  be equal tcl the 
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amount of the required distribution. This amount will 
depend on whether the contract meets the cash value 
accumulation test or the guideline premium/cash value 
corridor test. In the case of a contract to which the 
cash value accumulation test applies, the excess of the 
cash surrender value of the contract over the net I 

single premium determined immediately after the 
reduction shall be required to be distributed to the 
policyholder. In the case of a contract to which the 
guideline premium/cash value corridor test applies, the I 

amount of the required distribution is equal to the 
greater of (1) the excess of the aggregate premiums 
paid under the contract over the redetermined guideline 
premium limitation, or (2) the excess of the cash 
surrender value of the policy immediately before the 
reduct ion over the redetermined cash val ue corridor. I 

The guide1 ine premi um limitation shall be redetermined 
by using an "at tained-age-decrement" method. 

I 

Under this method, when benefits under the contract are I 

reduced, the guideline level and single premium 
limitations are each adjusted and redetermined by 
subtracting from the original guideline premium 
1 imitation a "negative guideline premium limitation" 
which is determined as of the date of the reduction in 
benefits and at the attained age of the insured on such 
date. The negative guideline premium limitation is the 
guideline premium limitation for an insurance contract 
that, when combined with the original insurance 
contract after the reduction in benefits, produces an 
insurance contract with the same benefit as the 
original contract bef are such reduct ion. 

To the extent that the redetermined guideline premium 
iimitation requires ax distribution from the contract, 
the amount of the distribution will also be an 
adjust merrt t ct prernl urns paid under the contract, to be 
specified in regulations. Qny adjustment to premiums 
paid as part of the definitional determinations will be 
independent of, and may differ in amount from, the 
determirtat ion of inves.t;mer~t in the contract for 
purposes of computing the amount of income in the 
cctntract . 

o Changes during years six to f ifteen--For cash 
distributions occurring between the end of the fifth 
year and the end of the fifteenth year from the 
issuance date of the policy, a single rule applies for 
all contracts. Under this rule, the maximum amount 
that will be treated as paid first out of income in the 
contract wi-11 equal the amclcfnt by which the cash 
surrender vaFue of the contract (determined immediately 
b e f  or-e the real-tct ~ o n  ~n 'benetits) exceeds the maximum 
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c a s h  s u r r e n d e r  v a l u e  t h a t  wou ld  n o t  v i o l a t e  t h e  c a s h  
v a l u e  corridor ( d e t e r m i n e d  i m m e d i a t e l y  a f t e r  t h e  
r e d u c t i o n  i n  b e n e f i t s ) .  

R n y  d i s t r i b u t i o n  u p  tu t w o  y e a r s  b e f o r e  a r e d u c t i o n  i n  
b e n e f i t s  o c c u r s  w i  1 1  b e  t r e a t e d  a s  h a v i n g  b e e n  m a d e  i n  
a n t i c i p a t i o n  of s u c h  a r e d u c t i o n .  T h e  Secretary of t h e  
T r e a s u r y  is a u t h o r i z e d  t o  i s s u e  r e g u l a t i o n s  s p e c i f y i n g  
o t h e r  instances when  a d i s t r i b u t i o n  is i n  an t i c ipa t ion  
of a r e d u c t i o n  of f u t u r e  benef i t s .  I n  a d d i t i o n ,  the 
r e g u l a t i o n s  may s p e c i f y  t h e  e x t e n t  t o  w h i c h  t h e  rules 
g o v e r n i n g  t h e  c a l c u l a t i o n  of t h e  maximum a m o u n t  that 
w i l l  be  treated a s  p a i d  first o u t  of i n c o m e  i n  t h e  
c o n t r a c t  w i  11 be a d j u s t e d  t o  t a k e  i n t o  a c c o u n t  t h e  
p r i o r  d i s t r i b u t i o n s  made  i r ~  a n t i c i p a t i o n  o f  t h e  
r e d u c t  i o n  of b e n e f i t s .  

U n d e r  t h e  act, premicirns p a i d  w o u l d  b e  c o m p u t e d  i n  t h e  
s a m e  m a n n e r  as u n d e r  p r e s e n t  l a w ,  e x c e p t  t h a t  t h e  
preri~iurris a c t u a l l y  p a i d  u n d e r  t h e  cor~tract  w i  11 b e  
f u r t h e r  r e d u c e d  by a m o u n t s  t r e a t e d  as p a i d  first o u t  of 
irlcurne i n  t h e  c o n t r - a c t  u n d e r  t h e  r e v i s e d  a d  J u s t  m e n *  
r u l e .  T h i s  r e d u c t i c l r r  i n  premiurns  p a i d  i s . i i r n i t e d  t o  
t h e  a rnc lur~ ts  t h a t  are  i n c l u d e d  irr g r o s s  iricorne of t h e  
po l  i c y h o i d e r -  s c l l e l y  by reasorr of t h e  f a c t  t h a t  a 
r - e d u c t i o n  i n  b e n e f i t s  has b e e n  made. 

SiJ23ECT : T r e a t m e n t  ~ c t f  Curit i -act s Thac 3 1 - 1  Nctt Gua i  i f y Fls L l  f e 
I r r s u r a n c e  C o n t r a c t  s 

U n d e r  t h e  ac t ,  i r tcome i n  t h e  ccvnt r -ac t  is c o m p u t e d  w l t h b u t  
r e d u c t  i o n  by t h e  arnctclr~t o f  p o i  i c y h c l l d e r  d  i v i d e r ~ d s  p a i d  u n d e r  t h e  
c o n t r * a c %  dur - iny  t h e  t a x a b l e  y e a r .  . 

SUBJECT: Tt-eat merit of F l e x i b l e  P r e m l  urii C o n t r a c t s  I s s u e d  D u r i n q  
1984 Wh i c h  M e e t  N e w  Rea u i  r e rnen t  s 

T e e  act c lar i f ies  t h e  d e f i n i t i o n  of l i f e  i n s u r a n c e  trartsitiort 
r u l e s  su t h a t  a n y  c o n t r a c t  i s s u e d  d u r i n g  1564 w h i c h  m e e t s  the 
d e f  irtit i o n a l  requirements of p r e s e n t - l a w  w i  1 1  be t r e a t e d  a5 
m e e t i n g  t h e  r e q u i r e m e n t s  of p r i o r - l a w ,  w h i c h  w a s  e x t e n d e d  t h r o u g h  
1984. , 
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SUBJECT: Treatment sf Cert din Contracts Issued Before October 1, 
1964. 

The act clarifies the transitional rule so that, in applying the 
cash value accumulation test by substituting S percent of 4 
percent a5 the minimum interest rate, the taxpayer should not 
only assume that the r a t e  or rates guaranteed on issuance of the 
contract can be determined without regard to any mortality 
charges, but should be determined without regard to any initial 
interest rate guaranteed in excess af the stated minimum rate. 
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SUMMQRY OF FEDERGL TECHNICRL CORRECTIONS -- 1986 

Title XVIII: Technical Corrections 

Rct Sect ion: 1826 Sections affected: 72te1, ( q ) ,  and 
( 5 )  of the Code 

SUBJECT: Rmendment 5 Related to Qnnuit Y Contracts 

The act: 

o clarifies: 

1) the requirement that an annuity contract need not 
include distribution provisions in order to be 
treated as an annuity if the contract is one that 
is used as part of a qualified pension plan or for 
an IkR by adopting a specific statutory exemption 
for these purposes. 

2 the application of the required distribution 
rules, which provides that the primary annuitant 
shall be treated as the holder of the contract, if 
the contraetholder is not an individual. For 
these purposes, the term "primary annuitant" means 
the individual whose events in his or her life are 
of primary importance in affecting the timing or 
amount of the pay-out under the contract. 

3) the applicationof the penalty exception for 
distributions at death so that the penalty does 
not apply to any distribution made on or after the 
death of the contractholder or, if the 
contractholder is not an individual, the death of 
the primary annuitant. Therefore, the add it ional 
income tax on early withdrawals is not imposed on 
the required after-death distri but ion. 

adds a provision that states if an individual holding 
an annuity contract transfers it by gift or, in the ' 

case of a holder other than an individual when there is 
any change in the primary annuitant, then such transfe~ 
or change shall be treated as an assignment of the 
contract. The value of the assigned contract, in 
general, wi 1 1  equal the net surrender value of the 
contract, determined with regard to any policy loan. 

o addresses the issue of h o w  joint contract holders should 
be treated when one holder dies and clarifies that the 
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a f t e r - d e a t h  d i s t r i b u t i o n  r e q u i r e m e n t s  apply upon t h e  
d e a t h  of a n y  h o l d e r  to  s u c h  c o n t r a c t .  

o p r o v i d e s  t h a t  any a n n u i t y  u s e d  as a q u a l i f i e d  f u n d i n g  
asset i n  a s t r u c t u r e d  s e t t l e m e n t  w i  1 1  not be s u b j e c t  to  
t h e  5 p e r c e n t  a d d i t i o n a l  income t a x  imposed on t h e  
p o r t i o n  of a n y  prematurg d i s t r i b u t i o n  f r o m  a n  a n n u i t y  I 

that is i n c l u d e d  i n  g r o s s  income. 
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SUMMRRY OF FEDEHRL TECHNICRL CORRECTIONS -- 1986 

T i t l e  X V I I I :  T e c h n i c a l  C o r r e c t i o n s  

Q c t  Sect ion: 1827 Sect i o n s  R f  f e c t e d :  73 a n d  83 ( e l  of t h e  
C o d e  

SUBJECT: Rmendments  R e l a t e d  t o  Group-Term I n s u r a n c e  

EXPLANRTION 

T h e  act: 

o p r o v i d e s  t h a t ,  i n  t h e  case of a d i s c r i m i n a t o r y  g r o u p - t e r m  
l i fe  i n s u r a n c e  p l a n ,  t h e  cost of group-+err11 l i f e  i n s u r a n c e  
o n  t h e  l i f e  of a n y  k e y  e m p l o y e e  s h a l l  be t h e  g r e a t e r  of t h e  
a c t u a l  cost of t h e  i n s u r a n c e  o r  t h e  cost d e t e r m i n e d  based o n  
t h e  u n i f o r m  premium t a b l e .  

o r e v i s e s  t h e  d e f i n i t i o n  of k e y  e m p l o y e e  to i n c l u d e  a n y  former 
e m p l o y e e  i f  s u c h  e m p l o y e e ,  a t  t h e  t i m e  of s e p a r a t  i o r~  from 
s e r v i c e ,  w a s  a k e y  e m p l o y e e .  FLrl e n l p l o y e e  is a k e y  e m p l o y e e  
a t  s e p a r a t i o n  f r o m  s e r v i c e  i f  t h e  e m p l o y e e  w a s  a k e y  
e m p l o y e e  f o r  t h e  y e a r  i n  w h i c h  s e p a r a t  i c ~ n  o c c u r s  or f o r  a n y  
of t h e  4 p r e c e d i n g  y e a r s .  For- p u r p o s e s  of a p p l y i r t q  t h e  
nond  i s c r i m i n a t  i o n  requirements o f  t h e  gr-oug-ter-r~r 1  i f e  
i n s u r a n c e  provisions, t h e  act a l s c t  c l a r i f i e s  t h a t ,  t c ,  t h e  
e x t e n t  p r o v i d e d  i n  r e g u l a t  i o n ,  c lz lverage a n d  berlef i t  tests 
are a p p l i e d  s e p a r a t e l y  t~ a c t i v e  z r ~ d  for-mer emplc lyees .  

o m a k e s  a c l e r i c a l  carrect i c l r ~  so t h a t ,  W ~ P Y I  a r ~  e m p l o y e e  
retires, t h e  pr-eserlt  va i  u e  caf a n y  f u t  ur-e gruc ip- t  e r - m  1 i f €  
i n s u r a n c e  c o v e r a g e  wh i c h  rnay become  n o n f  ur f e i t a b  1 e uport 
r e t i r emen t  (o r  t h e  v a l u e  of  a n  arflour~t set a s i ce  by a n  
e m p l o y e r  tct  furtd s u c h  c o v e i - a q e )  w i l l  n o t  b e  t a x e e  
i m m e d i a t e l y  t o  t h e  e m p l o y e e  upor1 r e t i r e m e n t .  R a t h e r ,  i f  t h e  
c 0 v e r a g . e  c o n s t i t u t e s  g r o u p - t e r m  1  i f e  i n s u r a n c e  ( E .  q. ,  t h e  
e m p l o y e e  d o e s  n o t  r e c e i v e  a p e r m a n e n t  g u a r a n t e e  o f  l i f e  
i n s u r a n c e  c o v e r a g e  f r o r n  t h e  i n s u r a n c e  cctmpany) , t h e  c u s t  of 
t h e  c o v e r a g e  w i l . 1  be  t a x a b l e  a n n u a l l y  t u  t h e  r - e t  i r - ed  
e m p l o y e e .  T h i s  r u l e  a l s o  a p p l i e s  i n  t h e  case of a n  e r n p l u y e e  
who a l so  a p p l i e s  i n  t h e  case o f  a n  e m p l o y e e ' w h o  s e p a r a t e s  ' 

froni s e r v i c e  w i t h  a v e s t e d  r i g h r  to c o n t i n u i n g  g r o u p - t e r m  
l i f e  i n s u r a n c e  c o v e r a g e .  

o p r o v i d e s  t h a t  t h e  e x t e n s i o n  of t h e  856,00!:) cap t u  r ~ t i r e d  
e m p l o y e e s  a n d  t h e  e x t e n s i o n  o f  t h e  n o n d i s c r i m i r l a t i o n  
p r o v i s i o n s  t o  former- e r t i p l u y e e s  d o  rtclt a p p l y  t o  a n y  
g r o u p - t e r m  i i f E i n su r - a r t ce  p l a n  a f  t h e  e r~~p lc lye r -  i n  e x i  stertce 
o n  J a n u a r y  i? 1384. Hcwever- t h i s  d o e s  a p p l y  o n l y  w i t h  
r e s p e c t  t o  art l n a l v i d u a l  whc l  a t t a i r t e j  age 55 ~ c n  +IT-  be fc f r - e  
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January I, 1984, and was employed by such employer (or a 
predecessor employer) at any time during 1983 also shall not 
apply to any employee who retired from employment on or 
before January I, 1964, and who when he retired, was covered 
by a group-term life insurance plan of the emplcryer (or a 
predecessor plan). 

o amends the rules with respect to grandfathered individuals 
to provide that, in applying the nondiscrimination rules 
under section 79, such individuals may be disregarded at the 
employer7 s elect ion. 

o clarifies what qualifies as a comparable successor plan for 
purposes of the grandfather provision in that a comparable 
successor plan includes, with respect to a grandfathered 
individual, any plan that does not provide ikreased 
benefits. If the benefits of a grandfathered individual are 
increased, the grandfather rule no longer applies tct that 
individual. 

o modifies the provision relating ta a grandfathered 
group-term 1 ife insurance program to provide that 
grandfather treatment is retained with respect to any 
employee whose benefits dt=t not increase under the p: an. 
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SUMMQRY OF FEDEHQL TECHNICRL CORRECTIONS -- 1986 

T i t l e  XVIII :  Technical Correc t ions  

R c t  S e c t  ion: 1628 S e c t i o n s  Rf fec ted:  i 0 3 5 < b )  

SUBJECT: P o l i c y  Excnanses 

The a c t  amends the d e f i n i t i o n  'of an endowment contract  and a l i f e  
insurance contract  by merely requir ing  that  t h e  c o n t r a c t s  be 
issued by any insurar~ce company, whether or not such compar~y is a 
t a x a b l e  e n t i t y  under the Code. 
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SUMMQRY OF FEDERQL TECHNICRL CORRECTIONS -- 1386 

Title XVIII: Technical Corrections 

Rct Section: 1634 Sections liffected: 31 <a) (3) ( R >  

SUBJECT: Qrnendrnent to Taxability of Corporation Distribution 

The act clarifies that the only State law to which the provision 
is intended to apply is a North Dakota law originally enacted on 
Rpril 22, 1977. 
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SUdMCtRY' OF FEDERRL TECHNICQL CORRECTIONS -- 1986 

Title X V I I I :  T e c h n i c a i  C o r r e c t i o n s  ' 

R c t  Section: i841- S e c t i o n s  affected: 30, 33, 46, 47, 48, 
1848 55, 71, 86, 108, 146, 

151, 267, ZBOC, 401, 
404, 415, 422R, 453B, 
665, 1041, 2039, 4973, 
6047, 641 1, 6501, 
6511, 6654, 6699, 
6704, 7701 

SLIBJEC'T: Flmendments R e l a t e d  t o  r i t  l e  f V  of t h e  R c r ;  

T h e  act m a k e s  n u m e r o u s  n o n s u b s t a n t  i v e  clerical a n d  conforming 
a m e n d m e n t s  t o  p r o v i s i o n s  r e l a t e d  t o  t h e  i n d i v i d u a l  estimated t a x ,  
d o m e s t i c  r e l a t i o n s ,  a t - r i s k ,  a d m i n i s t r a t i v e  p r o v i s i o n s ,  d i s t i l l e d  
s p i r i t s ,  t h e  T a x  C o u r t ,  income t a x  c r e d i t s  and d e a d w o o d .  

T h e  act s p e c i f  ical  l y :  

u b e q u i r e s  t h a t  c e r t a i n  n o r r - r e s i d e r ~ t  a1 ierls w i  11 cant inue t cl 
make  e s t i m a t e d  t a x  . p a y m e n t s  i i - I  t h r e e ,  r a t h e r  t h a n  f o u r .  
i n s t a l l r n e r l t s  o f  w h i c h  o r t e - h a l f  of t h e  e ~ . t  i r i i a t e d  t e . x  w i  i 1 b e  
d u e  w i t h  t h e  first p a y m e n t .  

cl restores t h e  p r i n c i p l e s  of p r - i u r  i a w  r - e i a t i n o  tcl k h ~  
c a r r y o v e r  u f  c r e d i t s  i l n c l  ud  i rrg t . h e  f l > r e i  g n  t a x  c r e d i t  j b y  
t a x p a y e r s  s u b j e c - k  to t h e  a l t e r - r t a t i v e  r~lirtiriluirl t a x .  

o a m e n d s  t h e  a o r n e s t l c  r e l a t i o n  p r l z l v i s i ~ r ~ s  t o  p r ~ ~ o v i d e  t h a t  
a i  i m o n y  p a y m e n t s  u n d e r  cert a i r ,  s u p p o r t  d e = . r - e e s  ~i 11  n u t  be 
d i s q u a l i f i e d  s o l e l y  b e c a u s e  t h e  d e c r e e  does nett s p e c i f i c a l l y  
s t a t e  t h a t  t h e  p a y m e n t s  w i l l  t e r m i n a t e  a t  t h e  payeey s d e a t h .  
The act a l s o  r e d u c e s  t h e  r e c a p t u r e  p ~ r i ~ d  t o  three years f o r  
t h o s e  d ivorce  d e c r e e s  a n d  a g r e e m e n t s  n o t  c o v e r - e d  by t h e  
r e q u i r @ m e r r ~  t h a t  t h e  d i v o r c e  i n s t r u m e n t  s p e c i  f i ca l  l y  s ta te  
t h e r e  is no l i a b i l i t y  t o  m a k e  p a y r ~ i e n t s  a f t e r  d e a t h .  

0 clarif,ies t h a t  i n  t h e  case o f  t h e  t r a n s f e r -  of p r - . o p c r t y  t o  a 
t r u s t  f o r  t h e  a s s u m p t i c l n  clf ( o r  s u b j e c t  t o )  l i a b i l i t i e s  i n  
e x c e s s  of b a s i s ,  q a i n  w i l l  be r e c o g n i z e d  to t h e  e x t e n t  of  
t h a t  e x c e s s .  G a i n  w i l l  a l s o  b e  r e c o g n i z e d  or; t h e  t r a n s f e r  
of i n s t a l l m e n t  o b l i g a t i o n s  t o  a t r u s t .  

o revises t n e  f r o n t - l o a d i n g  a l i r n o r r y  r u l e s ,  so t h a t  i f  t h e  
a l i m o n y  p a y m e n t s  i n  t h e  f i r s c  y e a r  e x c e e d  t h e  a v e t - a g e  
p a y r n e n t s  i n  t h e  s e c u n a  a n d  t h l r - a  y e a r  by more t h a n  415, 900, 
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t h e  excess amounts are recaptured in t h e  third year by 
requiring the payor to include t h e  excess in income and 
allowing the payee who previously included the alimony in 
income a deduction for that amount in computing adjusted 
gross income. 6i similar rule applies t o  the extent the 
payments in the second year exceed the payments in the third 
year by more than *i5,000. The rule does not apply t o  
temporary support payment s or t o  payments which f 1 uct uate a5 
a result o f  a continuing liability t o  pay, for at least 
three years, a fixed portion or portions of income from the 
earnings of a business, property o r  services. liabilities irr 
excess of basis, gain will be recognized to the extent of 
that excess. Gain will also be 
recognized on th e  transfer of installment obligations to a 
trust. 
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SUMMRRY OF FEUEhFiL TECHNICkL CORRECTIONS -- 1986 

Title XVIII: Technical Corrections 

Rct Section: 1851 Sections affected: 419, 419k, 505, 
512 & 4976 

SUBJECT: Funded Welfare Benefit Plans 

PRIOR FEDERRL LAW 

Under prior law, a fund is defined as any tax-exempt social club, 
voluntary employees' beneficiary association (VEBQ), supplemental 
unemployment compensat ion benefit trust (SUB), or group legal 
services organization; and trust corporation, or other 
organization not exempt from income tax; and, to the extent 
provided by Treasury regulat ions, any account ' held for an 
employer by any person. FI fund includes a retired life reserve 
account maintained by an insurance company on behalf of an 
employer. Further, if arl employer contributes arnour~t 5 t o  an 
insurance company for benefits and under that arrangement the 
employer is entitled to a rebate if the aniount paid exceeds 
benefit claims or is liable if the benefit claims exceed the 
amount paid, then such contributions are considered to have been 
made to a welfare benefit fund. 

Finally, under prlor law, an empi~=lyei-- is not perrrlitted z 
deduct ion for premi urns paid on a 1 i fe insurance pcll icy covei-ing 
the life of any officer or employee, Or c~f any person finaricially 
interested in any trade car business carp-iea OYI by the eri~plcayer-, 
if the empluyer- is direct iy or- lnairect ly a beneficiary of the 
policy. 

The act modifies the exclusion from the terni "func;" for arnmur~ts 
held by an insurance company under certain "qual if ied, 
nonguaranteed insurance contracts. " PI qual if ied, nonguaranteed 
insurance contract is defined as an insurance contract ( including 
a reasonable premium stabilization reserve) under which (1) there 
is not a guarantee of a renewal of the contract at guaranteed 
premium rates, and (2) other- than curt-erit insurance protect ion, 
the only payments to which the employer or employees are errtitled 
under the contract are retunds or policy dividends that are not 
guaranteed, that are experience rated and that are deterrnirred by 
factors other than the amount of welfare benefits paid to (or on 
behalf ofi the employees o f  the employer or their- beneflclaries. 

Thus, arnounts that are held by an ir~surance cornpany for an 
employer generally are nut to be t r e a t e d  as a f u n d  t l z t  the extent 
that the amounts are subject tca a si_orcif ican.t c u r t - e r ; t  r-isl;: cif 
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economic loss that is determined, in part, by factors other khan 
the amount of welfare benefits paid to (or on behalf of) the 
employees of the employer. Experience refunds or policy 
dividends are determined by additional factors where they reflect 
a charge for pooling of large individual claims, where the 
insurance company's retention reflects a risk charge related to 
the insurer's actual or anticipated experience under the class of 
business to which the contract belongs, or where the claims 
experience ;pf other policyholders is otherwise taken into 
account, 

In addition, the bill provides that even an arrangement that 
satisfias the definition of a qualified, nonguaranteed insurance 
contract wi 11 not be excluded from treatmen* as a fund, unless 
the amount of any experience rated refund or policy dividend 
payable with respect to a policy year is treated by the employer 
as paid or accrued in the taxable year in which the employer's 
contributions for the policy year were deductible. If the actual 
amount of the refund or dividend is not known by the due date of 
the employer' s tax return for the year, Treasury regulations 
could permit the use of a reasonable estimate of the amount of 
such refund or dividend, In addit ion, Treasury regulations could 
require insurance companies to submit information (including 
proprietary informat ion of the insurance company) relating to the 
basis for the calculation of experience refunds and policy 
dividends, 

To the extent that the general rules for the exclus:.on of amounts 
held by an insurance company are satisfied, arnounts held by an 
insurance company for a reasonable premium stabilization reserve 
for an employer are not treated as a fund. Thus, a premium 
stabilizatimm reserve, if limited to a reasonable amount, such as 
20 percent of premiums for the year, would not be treated as a 
fund to the e x t e n k  that (1) such arnounts are subject to a 
significant current risk of econornic loss, and (2) experience 
rated refunds and policy dividends payable by the reserve with 
respect to a pol icy year are treated by the employer as paid or 
accrued in the taxable year in which the employer's contributions 
for such policy year were deductible. Solely for purposes of 
these provisions, the amounts released from a premium 
stabilization reserve to purchase current insurance coverage are 
Qo be treated a5 experience rated refunds or policy dividends. 

Whether amounts are subjeet to a significant current risk of loss 
depends upon the facts and circumstances. For example, if an 
employer does not Rave a guaranteed right under an insurance 
con-kract to poaicy dividends based solely on the employer's 
experience but the insurance company has, in practice, 
consistently paid such dividends based solely on the employer's 
experience, it is anticipated that Treasury regulations would 
provide that the amounts held under the contract constitute a 
fund because they are not subject ko a signi fieant current risk 
of economic loss. 
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SUBJECT: Coordination of Post-Ret irement Medical Benefits with 
Limits on Contributions Under Qualified Plans 

The act provides that the amount treated as an annual addition 
under the rules for coordinating the post-retirement medical 
benefits with the overall limits on qualified plans is not 
sub j e t  to &he 25-percent -of-cornpensat ion 1 imi t usual ly 
applicable to annual additions. For example, assume the 
compensation of an employee is 9100,000 for a year and $5,000 is 
treated as m annual addition under the limits for the w p l @ y w  

C .  . 
under rules for post-retirement medical benefits under a 
qualified plan. Rssume further that the employee9 s annual 
addition for the year under a qualified defined contribution 
plan, without regard to the post-ret irement medical benefit, is 
C25,000 (a contribution equal to the maximum percentage of 
compensation limit). Under the act, the total annual addition 
for post -ret i rement wed i cal benefits does not cause the annual 
addition tu exceed the 25-percent limit on annual additions even 
though the annual addition would exceed that limit if the amount 
added for post-ret irement medical benefits were taken into 
account. The annual addit ion on 830,000 would, however, be 
subject to the separate dollar limit for defined contribution 
plans fur the year and, if the employer also maintains a defined 
benefit plan for the employee, the full annual addition of 

i 930,000 wollld be taken into account in determining whether the 
combined p larr limits of a defined benefit plan and defined 
contribution plan for the same employee are satisfied. 

The effect of this rule also is to permit the funding of 
post -ret i rement med i ca 1 benefits on beha 1 f of a key emp 1 oyee 
during periods when the employee has n@ cornpensat ion from the 
employer (e. g., after ret irement >. 

SUBJECT: Separate Rccuunt ins Reauired tor Certain fimount s 

The act clarifies the requirement for separate accounting with 
respect to post -ret i rernent med i ca 1 benef i t s and post -ret i rement 
life insurance benefits. Under the act, the requirement does not 
apply until the first taxable year for which a reserve is 
computed using the special provisions applicable to these 
benefits (or assets of a fund held before the effective date are 
allocated to a separate account). The separate account 
requirement applies for that first year and for all subsequent 
taxable years. 
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SUBJECT: Reserves for Discriminatory Post-Ret irement Benefits 
Disreuarded 

The act provides that no reserve generally may be taken into 
account in determining the account limit for a welfare benefit 
fund for past-retirement medical benefits or life insurance 
benefits (i.r#zluding death benefits) unless the plan m t s  the 
nondiscrimination requirements with respect to those benefits, 
whether or not those nond iscriminat ion requirements apply in 
dearmining the tax-exempt status o f  the fund. The bar agd* 
taking post-retirement medical benefits and life insurance 
benefits into account in determining the account limit d w s  not - 

apply, under the act, in the case of benefits provided pumuarit 
to a collective bargaining agreement between one or more employee 
representatives and one or more employers if the Secretary of the 
Treasury finds that the agreement is a collective bargaining 
agreement and that post -ret irement medical benefits or 
post-retirement life insurance benefits (as the case may be) were 
the subject of good faith bargaining between the employee 
representatives and the employer or employers. 

The act clarifies that certain post-retirement group-term life 
insurance benefits that fail to satisfy the norsdiscriminatior~ 
requirements may, nevert he1 ess, be taken into account in 
determining the account 1 imit to the extent that the group-term 
life insurance benefits are provided under an arranqement with 
respect to individuals grandfathered under the provision that 
allows the inclusion of former employees in the case of existing 
grou'p term insurance p l a r 1 5 .  

SUBJECT: Qccount himit for Life Insurance benefits 

The act clarif les that life insurance benefits are nut to be 
taken into account in determining the account 1 i m i t  under a 
welfare benefit fund to the extent that the aggregate amount of 
such benefits to be provided with respect to an employee exceeds 
$50,6OO. Flccordirtgly, under the bill, the B50,OCiO limit applies 
with respect to the aggregate of self-insured and insured life 
insurance benefits under a1 1 f ursds maintained by the employer. 
The bill does not change the rules of the Deficit Reduct ion Rct 
(DEFRR) under which certain post-retirement life insurance 
benefits in excess of $50,000 may be taken into account in 
determining the acc0un.t lirni* for certain individuals under plans 
in existence un January 1, 1364. 
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SUBJECT: Rctuarial Certification 

EXPLRNRTION 

The act provides that the requi,rement for an actuarial 
certification also applies .to post-retirement medical benefits 
m d  post-ret irement 1 ife insurance benefits, unless a safe harbor 
computat ion is used. 

SUBJECT: Rqareaation of Funds 

EXPLRNRTION 

The act provides that, in computing the dollar limits applicable 
to the amount of reserves for disability benefits, 
port -ret irement med i cal benefits, and post -ret irement 1 i f e 
insurance benef its for which reserves may be accumulated for any 
participant, all welfare benefit funds of an employer are treated 
as a single fund. In the absence of Treasury regulations to the 
contrary, the limit is allocated proportionately to the amount of 
the death benefit in each plan. 

SUBJECT: Transition Hules 

The act provides that, under the transition rules for existing 
excess reserves, the arnount of existing excess reserves for any 
year is the excess (if any > of ( 1) the amount of assets set aside 
at the close of the first taxable year ending after July i8, 
1984, to provide disability berlefits, medical benefits, 
supplemental unernployrnent cclrflpensat i or1 benefit trust (SUB) or 
severance pay benefits, or I i f e  insurance benefits, over (2) the 
account limit (without regard to the transition rules) for the 
taxable year for which the excess is being computed. The act 
further provides that the transit ion rule a1 lowing an increase in 
the account limit because of existlng excess reserves applies 
only to a welfare benefit fund which, on July 16, 1984, had 
assets set aside to provide the enumerated benefits. 

Flccordingly, in the case of an employer that maintains a funded, 
plan which had assets set aside to provide disability benefits, 
medical benefits, SUB or severance pay benefits, or 1 i fe 
insurance benefits on July 16, 1984, and to which the deduction 
limits first apply for the taxable year beginning January 1, 
1986, the increase in the account limit for 1966 attributable to 
existing excess reserves is 80 percent of the excess, if any, of 
the amount of assets set aside at the close of 1984 (the first 
taxable year ending after July 18, 1384) over the account limit 
determined under the general rules for 1986. For 1987, however, 
the increase attri~utable to existing excess reserves is 60 
percent of the excess, i f  any, of the arnount of assets set aside 
at the close of 1964 over the account limit determined for i987. 
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SUBJECT: Tax on Unrelateo Business Income 

The act makes it clear that the tax on unrelated business income 
applies in the case of a 10-or-account limit is to be determined 
as if the rules limiting deductions for employer contributions 
applied. 

In addition, the act provides that the transition rule for 
pre-existing reserves for post-retirement medical and life 
insurance bmnef its applies to the greater of the amount of assets 
set aside as of (1) July 18, 1984, or (2) the close of the last 
plan year ending before July 18, 1984, rather than only to assets 
set aside as of the end of the plan year ending before July 18, 
1984. 

The act deletes the provision of the Code barring a set aside for 
certain assets used in the provision of permissible benefits 
(facil it iesl . Treasury regulations are to provide that 
facilities used to provide permissible benefits are disregarded 
in determining whether fund assets exceed the account limit for a 
qua1 if ied asset account. 

In addition, the act proviaes that if any amount is included in 
the gross income of an employer fur a taxable year as deemed 
unrelated income with respect to a welfare benefit fund, then the 
amount of the income tax imposed an the deemed unrelated income 
is to be treated as a contribution paid by the employer to the 
fund on the last day of the taxable year and, thus, is 
dedu'ktible, subject to the limits on deductior~s for fund 
contributions. The tax attributable to the  deenied 1-inrelated 
income is to be treated as if it were imposed on the fund for 
purposes of determining the after-tax income of the fund. 

SUBJECT: Tax on Iiisqualif iea Benefits provided Under Funded 
Welfare Benefit Plans 

This provision is not applicable to California law. 

SUBJECT: Rpwlication of Rccount Limits to Collectively Barsained 
Plans 

EXPLRMRTION 

The act permanently exempts collectively bargained Voluntary 
Employee9 s Berref iciary Rssociat ions (VEBFls) from the accul-tnt 

. lxmits applicable to welfare benefit funds without regaro t o  any 
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Treasury regulations providing special account limits for such 
1 

funds. Thus, employer contributions to such VEbFls are deductible 
and earnings on assets of such VEBFls are tax exempt. 

SUBJECT: Flpolication of kccount Limits to Welfare benefit Plans 
Funded Solely with Emplovee Contributions 

PRIOR FEDERQL LRW 

Under prior law, the account limits for welfare benefit funds 
apply whether a plan is funded with employer or employee 
contributions. In the case of a plan funded solely by employee 
contributions, the primary effect of the account limits is to 
treat earnings on plan assets in excess of the account limits as 
unrelated business taxable income. 

. The act exempts certain employee pay-a1 1 Vol untary Employees9 
Beneficiary Rssociat ions (VEEGs)  with at least 50 employees from 
the welfare benefit fund provisions r f  the amount of any refund 
or rebate to an employee is determined by factors other than the 
employee9 5 experience. Under the act, ar~ employee pay-all VEBQ 
is not considered. to fail to qualify for this exernptiun merely 

-. 
, _. because an employee's refund or rebate may vary depending upon 

i the number of years the empluyee contrirsuted to the fund. For 
example, if a VEbA proviaes a set employee contr-ibut ion rate that 
applies for 3 years, the mere fact that ar~ employee who 
contributes for '3 years may receive a larger refund or rebate 
than an employee who contributes for less than 3 years does not 
cause the fund to fail to meet the requirements f u r  exer~iptiun as 
long as there is a significant current risk. of econclrnic loss 
ti. e., the amount of the retuncl ctr rebate is also determir~ed by 
factors other than any employee' c, experience). 
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SUMMARY O F  FEDEHfiL TECHNICRL CDRRECTIDNS -- 1986 

Title XVIII: Technical Correct ions 

@ct Sect ion: 1652 Sect ions Af  f ected : &, 48i4, 4$+, 4$3&, 
2039, and 2517 of the 
Code. 

I\ 
SUBJECT: Qualified Penslon Profit Sharinq and Stock Bonus Plans 

Distribution prior t o  age 59 112. - Under the act, the 1 0  percent I 
additional income tax on distributions prior'tu age 54 1/2, 
death, or disability (within the meaning of  Sec. 72Cm) (7) is 
applied to amounts received from or under a qualified plan by a 5 

I 
percent owner, However, the act provides that the tax does not 
apply t o  benefits accrued before January 1, 1385. In apply the 
rule, distributions will ne maae first out of bertefits accrued 
before January 1, 1985. 

The act removes the requirement of present law that each plan 
distribution must be exarflined to determine whether it is 
attributable to contributions made on b e h a l f  o f  a participant 
whiie the participant was a  5 percent owner- Instead, the statu.; 
of an Individual at the time of a plan distributiun is the 
relevant factor for imposit lon of the t a x -  

A 5 percent owner is defined as any individual whct at any time 
during the 5 plan years preceding the plan year in which the 
distribution is made w a s  a 5 percent owner. 

before-death and after-death d lstt-I but  ion rules. The act 
clarlf ies the requir~a beginning date for distributions f roni  or 
under qualified plans and IHAs. The act clarifies that an 
individual is considered to be a 5 percent owner for a calendar 
year if the individuals was a Y percent owner at any time during 
the plan year ending in the calendar year in which the 
individual attains age 70 1/2, or durircq any o f  the four 
preceding plan years. If an employee becomes a S percer~t owner 
in a plan year subsequertt to the plan year ending in the calendar 
year in which the employee attained age 70 i /2,  the required 
beginning date is Rpril i of the calendar year following the 
calendar year in which ends the plan year that t h e  employee 
becomes a 5 percent owner. 

The act also provides that the rule aisregaroing benefits of an 
employee after 5 plan years apolies to employees w h o  have not 
perf ornied services for the enip loyet-  maintair~irtg t h e  pi at-) at arty 
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time during the 5 year period ending on the determination date. 
This provision is added t o  relieve the administrative 
difficulties associated with determining whether or not amounts 
an individual might receive after separation from service are in 
the nature of cornpensat ion. 

The act clarifies that distributions from IHGs are to commence no 
later than Rpril 1 o f  the calendar year following the year in 
which the owner of the IRFl attains age 70 1/2, without regard to 
whether the owner has retire. In addition, distributions from 
I R Q r  are subject t o  the incidental death benefit rules applicable 
to qualified plans. 

The act repeals the excepkion to the required distribution rules 
applicable to amounts held by an ESOP, which are subject to the 
84-month rule of Code Section 409(a). Instead, the bill provides 
an exception to the 04-month rule for amounts required to be 
distributea under the required distribution rules for qualified 
p 1 ans. 

Further, the act provides that amounts required to be distributed 
from a qualified plan or IRU under the required distribution 
rules are not eligible for rollover treatment. The rule ensures 
that an individual will not be able to circumvent the required 
distribution rules by taking a required distribution at year's 
end and rolling over that distribution before or after the 
beginning of the next year. This restriction would apply only'to 
the amo'unts required to be distributed. Thus, individuals would 
not be prevented from roiling over those distributions that (1) 
exceed the minimum required distribution, or (2) occur during a 
year in which no minimum distributiorl is required. Fcir this 
purpose, the first amounts distriouted to an individuai during a 
taxable year are treateo as amounts required to be distributed. 

'Tax-sneltered annuities. - The provisior~ in the House bill 
requiring that distributions comrlience under a tax-sheltered 
annuity no later than when the employee attains age 70 1/% is 
adopted. 

Qua1 ifvinq rollover distributions. - The act clarifies that the 
distribution of the entire balance to the credit of an employee 
in a qualified plan m a y  be treated as a distribution eligible for 
rollover under the part ial d istri but ion does not const itute a 
"qualified total distribution." Thus, a total distribution that 
is not made on account of plar~ termination, is not  eligible for 
lump sum treatment and does not consist o f  accumulated deduct i ble 
employee contributions, would be eligible for rollover under the 
partial distribution rollover rules. 

The act clarifies that accumulated oeductibie employee 
contributions (within t h e  meaning of Sec. Tg(o) (5) are not taken 
into account for purposes o f  calculating the balance to the 
credit of an employee under the part iai oistr-i but ion rul iover 
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rules. In addition, the act clarifies that a self-employed 
individual is generally treated as an employee for purposes of 
the rules governing the tax treatment of distributions, including 
the rules relating t o rollover distributions. 

The act provides that the rules relating to rollovers in the case 
of a surviving spouse of an employee who received distributions 
after the employee's death apply to permit rollover to an I R R  but 
not to another qualified plan. Rlso, the act clarifies that 
partial distributions are to be rolled over within 60 days of the 
distribution to be eligible for rollover under the partial 
distribution rollover rules. 

SUBJECT: Treatment of Distributions if Substantially R11 
Contribut ions are Employee Contri but ions 

Under the act , a plan is definea as one in which 5ubstantially 
all of the contributions are employee contributions if 85 percent 
or more of the total contributions during a representative period 
are employee contributions. Rlsu, the act provides that the 5 
percent addi t i onal income tax on premature distri but ions from 
annuity contracts does not apply to distributions from a plan 
substantially all of the contributions of which are derived from 
employee contri but ions. 

The act clarifies that deductible employee contributions are not 
take3 into account as employee contri but ions for purposes of 
testing whether 65 percent o r -  more of the total contributions tu 
a plan during a representat ive period are emplc~yee cuntri but ions. 

SUBJECT: Provisions Reiatlns to Top-Heavy Plans 

The act amends the definition of a key employee to exclude any 
individual who is an officer or employee of ar~ entity relating to 
governmental plans. 7'he effect of this provision is to clarify 
that certain separate account ing and nond iscrirninat ion provisions 
do not apply to employees of a State or local gover-nment or 
certain other governmental entities. the act does not repeal the 
provision that exempts governmental plans from the tap-heavy plan 
requi rernent 5. 

The act also provldes that the rule disregarding benefits of an 
employee after 5 plan years applies to employee who have not 
performed services for the employer rnaintainlng the plan at any 



time during the 5 year period ending on the determination date- 
This provision is added to relieve the administrative 
difficulties associated with determining whether or not amounts 
an individual might receive after separation from service are in 
the nature of compensat ion. 

SUBJECT: Provisions Related to Estate and Gift Taxes With 
Res~ect to Qualified Plan Benefits 

This provision is not applicable to California law. 

SUBJECT: Bf f i 1 iated Service Groups and Emplovee ~easinq 
Rrranqenient 5- 

Under the act, the special regulatory authority provided to the 
Secretary of the Treasury with respect to abuses through the use 
of affiliated service groups is repealed in favor of the broader 
general authority provided under the Bct (Sec. 414Co)). In 
addition, the act clarifies that the other definitions relating 
to affiliated service groups (Sec. 4i4(rn) (6)) continue to apply- 

SUBJECT: Discrimination Standards applicable tc~ Cash or Deferred 
Rrrangement s 

Under the act, if an employee participates 1r1 more than one 
cash-or-deferred arrangement of an employer, a 1 1 such 
cash-or-def erred arrangements are treated as one arrangement for 
purposes of determining the employeey E. actual deferral 
percentage. Thus, an employee9 5 actual deferral percentage taken 
into account for purposes of applying the special deferral 
percentage tests under any plan of the employer is the sum of the 
elective deferrals for that employee under each plan of the 
employer which proviaes a cash-or-deferred arrangement, divided 
by the part icipant9 E. compensat ion fr-orfl the employer. 

In addition, the act clarifies that a. plan which includes an 
otherwise qua1 if ied cash-or-deferred arrangement that sat isf ies 
the special tests will be treated as satisfying the general 
nondiscrimination test with respect to the elective deferrals. 
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SUBJECT: T r e a t m e n t  of C e r t a i n  Medical .  Etc..  B e n e f i t s  Under R 
P e n s i o n  P lan  

The act clarifies t h a t  t h e  s p e c i a l  r u l e s  for p o s t - r e t i r e m e n t  
m e d i c a l  b e n e f i t s  a p p l y  t o  a n y  p e n s i o n  or a n n u i t y  p l a n  unde r  which 
s u c h  bcnef its are p rov ided .  

In  a d d i t i o n ,  t h e  act c h a n g e s  t h e  d e f i n i t i o n , o f  employees  for whom 
r s p r r a t e  a c c o u n t  i nq  is r e q u i r e d  u n d e r  a p e n s i o n  p l a n  t o  conform 
to the d e f i n i t i o n  p r o v i d e d  to t h e  s e p a r a t e  a c c o u n t i n g  for 
p o r t - r c r t i r e m e n t  m e d i c a l  and  l i fe  i n s u r a n c e  b e n e f i t s  u n d e r  a 
w e 1  fare b e n e f i t  fund. Thus, s e p a r a t e  a c c o u n t i n g  is r e q u i r e d  w i t h  
r e s p e c t  t o  a n y  employee  who is a key employee. 

I 

F u r t h e r ,  t h e  act p r o v i d e s  t h a t  t h e  arflount t r e a t e d  as  a n  annua l  
a d d i t i o n  u n d e r  t h e  r u l e s  f o r  c o o r d i n a t i n g  the p o s t - r e t i r e m e n t  
m e d i c a l  b e n e f i t s  w i t h  t h e  o v e r a l l  l i m i t s  on q u a l i f i e d  p l a n s  is 
n o t  s u b j e c t  t o  t h e  25 pe rcen t -o f - compensa t ion  l i m i t  u s u a l  l y  
a p p l i c a b l e  t o  a n n u a l  a d d i t i o n s .  

F o r  example ,  assurne t h e  ccrmpensat i o n  of arr employee is $100,000 
f o r  a year and  65,000 is t r e a t e a  as an annua l  a d d i t i o n  under  t h e  
1 i m i k s  fot- t h e  employee  u n d e r  t h e  r u l e s  f o r  p o s t - r e t  i r emen t  
m e d i c a l  b e n e f i t s  u n d e r  a q u a i i f i e d  p l an .  Assume f u r t h e r  t h a t  t h e  
a n n u a l  a d d i t i o n  f o r  t h ~  y e a r  u n d e r  a q u a l i f i e d  d e f i n e d  
c u n t r - i  t ~ u t  i i ~ i - I  plart,  w i t h o u t  r e g a r d  t o  t h e  p o s t - r e t  i r emen t  medica l  
b e n e f i t  is 925,000 (a c c ~ n t r i b u t  i o n  e q u a l  t o  t h e  niaximurl~ 
p e r c e n t a g e  clf cortlpensat i o n  l i m i t > .  Under t h e  act, t h e  annua l  
a d d  i t i on  f o r  pmst -re2 1 t-ement med i cal b e n e f i t  5 d o e s  no t  c a u s e  t h e  
arrrtuai a d d i t  icln t o  exceed  he 25-pe rcen t  l i n i i t  ort artncral 
a d d i t  iclrts, ever1 t h c l ~ ~ h  t n e  a n r ~ u a i  a d d i t  iclr~ would exceed  t h a t  i t  

1 i ni i t i f t h e  amill-rnt adcjec for pcls t - re t  i r emen t  medica l  b e n e f i t  5 

w e r e  t slier, i n t o  accol-tnt. T ~ E  a n n u a l  a d d i t  i o r ~  o f  $50, 000 would, 
hawever-, be s u b j e c t  t o  the separate do1 i a r  limit f o r  t h e  y e a r  
a n d ,  i F  t h e  employer-  a l s o  rna in ta l r i s  a d e f i n e d  b e n e f i t  p l a n  for 
t h e  ernplciye~, t h e  fi..!ll a n n u a l  a a d i t i o r ~  mf 850,CKKI would be t a k e n  
i n t o  a c c o u n t  i n  determining whe the r  the combined p l a n  l i m i t s  a r e  
s a t i s f i e d  (Sec. 4153 ie) 1. 

SUBJECT: T r a n s i t i o n a l  R u l e s  fot-  E f f e c t i v e  Date  ~rrf Multi-Employer 
P e n s  ion  P l a n  Rrnenament s R c t  o f  138U I 

The act m o d i f i e s  t h e  e f f e c t i v e  d a t e  of t h e  w i thd rawa l  l i a b i l i t y  
p t . o v i s i o r ~ ~  of PI?Pki.Fr irr k w c *  i n s t a n c e s .  F l r s t ,  i n  t h e  case o f  art 
en~p loye r -  who e n t e r e d  i r1t.o a co i  lect i v e  barEair1ino agreement  t h a t  
was e f f e c t i v e  O ~ I  Jartuai-y 12, 1'379, and t h a t  remained i n  e f f e c t  
t h r - c t u q h  M s - g  1" i i 9 F J z '  a r ~ a  u n d e r  wk.;cti ~ t ~ r ~ t r l  b u t  i0n5 t11 a 



- * 
I 

T I T L E  XL'III -- TEOHNICRL CORRECTIUNS 
4 

', rnultiemployer plan were cease on Jarruary 12, 1962, the act 
changes the e f f e c t i v e  da te  o f  t h e  withdrawal liability provision 

I 
of MPPFlH from September 26, 1380 to January 12, 1962. 

Second, in t h e  case of an employer engaged in the grocery 
I 

I wholesaling business that had ceased all covered operations under 
the plan before June SO, 1381, and had relocated its operations 
to a new facility in another state and that meets certain other 

i 

conditions listed in t h e  bill, the bill modifies the effective 
date of the withdrawal 1 iability provisions of MPPRR September 
26, 1980 to June 30, 1961. 
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SUMMQRY OF FEDEHRL TECHN I CRL CORRECTIDNS -- 1966 

T i t l e  X V I I I z  T e c h n i c a l  C o r r e c t i o n s  

R c t  Sect ion: 1853 Sect i o n s  R f f e c t e d :  125, 132 and 4977 

SUBJECT: C l a r i f i c a t i o n  of  L i n e  of B u s i n e s s  R e q u i r e m e n t s  

T h e  act clarifies t h a t  a l e a s e d  s e c t i o n  of a d e p a r t m e n t  store 
w h i c h ,  i n  c o n n e c t i o n  w i t h  t h e  o f f e r i n g  o f  b e a u t i c i a r r  s e r v i c e s ,  
c u s t o m a r i l y  m a k e s  sales of b e a u t y  a i d s  i n  t h e  o r d i n a r y  c o u r s e  of 
b u s i n e s s  is t o  be t r e a t e d  a s  e n g a g e d  i n  o v e r - t h e - c o u n t e r  sales of 
p r o p e r t y ,  a n d  t h u s  is t o  b e  t r e a t e d  as a p a r t  of t h e  l i n e  of 
b u s i n e s s  of k h e  p e r s o n  o p e r a t i n g  t h e  store. T h i s  t r e a t r n e r t t  is t o  
b e  a v a i l a b l e  w i t h o u t  r e ~ u i r i n g  t h a t  a s p e c i f i c  p e r c e n t a g e  of h e  
b e a u t y  s a l o n v s  r e v e n u e  mus t  b e  e a r n e d  t h r o u g h  t h e  sa le  of s u c h  
b e a u t y  p r o d u c t s  b e c a u s e  b e a u t y  s a l o n s  h a v e  t r a d i t  i o n a l l  y  o c c u p i e d  
s u c h  i e a s e d  s e c t i o n s  ( e v e n  t h o u g h  t h e  b u l k  of t h e i r  r e v e n u e  is 
a t t r i b u t a b l e  t c t  perfor-mlng s e r v l c e s  r a t h e r  t h a n  s e i i i n g  
p r o p e r t y .  ) T h  1 s is c o n t r a s t e d  w i t h  b u s i r t e s s e s  ( s u c h  as  i n s u r a n c e  
c o m p a n l e s )  t h a t  h a v e  rlclt t r a d l t  i o n a l  i y  o c c u p l e d  s u c h  i e a s e d  
sect i o n s .  

SUBJECT : Def irtl  t lor1 c ~ f  Lieperldertt Ch 1 lor-.err 

T h e  act f i r e s  d e p e r ~ d e n t  c h l i d  t o  mean arty c h i i d  of the ernplcryee 
( 1 )  w n c l  is a d e p e r ~ d e r t t  o f  t h e  ernpioyee, or (2)  b o t h  i*f w h o s e  
p a r e n t s  are d e c r e a s e d  a n d  who h a s  nclt a t t a i r t e d  a g e  25. 

SUBJECT: Zlari f i c a t  l c ~ r ~  o f  C r u s s - H e f ~ r e n c e  

T o  c l a r i f y  t h e  r g ~ e c h a n i c s  of t h e  c r o s s - r e f e r e n c e  w i t h  r e s p e c t  t o  
f r i n g e  b e n e f i t s .  R c c o r d i n g l y ,  t h e  q u a 1  i f  i e d  e m p l o y e e  d i s c o u n t  
exclusion a p p l i e s  ~ n  c e r t a i n  c i r c u m s t a n c e s  w h e r e  t h e  p r i c e  a t  
w h l c h  p r o p e r t y  or s e r v i c e s  are p r o v i d e d  t o  t h e  e m p l o y e e  by t h e  
e m p l o y e r  fo r  use by s u c h  e r n p i o y e e  (o r  t h e  s p o u s e  o r  d e p e n d e n t  
c h i l d r e n  or  p a r e n t s  o f  t h e  e m p l o y e e )  1s less tha r t  t h e  p r i c e  t o  
nonempl  o y e e  cus torr~er-s .  
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SUBJECT: C r o s s - R e f e r e n c e  D e f  i n i t  i o n  of Cus to rne r  

T h e  act p r o v i d e s  t h a t  t h i s  e x c e p t i o n  t c ~  t h e  d e f i n i t i o n  of , 

c u s t o m e r s  a l so  a p p l i e s  f o r  p u r p o s e s  of d e f i n i n g  t h e  ter  " g r o s s  
p r o f  i t  p e r c e n t a g e .  " 

SUBJECT: E x c i s e  T a x  o n  C e r t a i n  F r i n q e  B e n e f i t s  

This p r o v i s i o n  is n o t  a p p l i c a b l e  t o  C a l i f o r n i a  l aw .  

SUBJECT: a p p l i c a b i l i t y  c f f  C e r t a i n  F r i n a e  B e n e f i c  E x c i u s i o n s  t o  
C e r t a l n  P r e - D l v e s t  it u r e  R e t  I r e d  T e l e p h o n e  Er f lo loyees  

The  act a p p l i e s  art i n t e n d e d  t r a n s i t  i o n a l  r u i e  ur t t i e r  w h i c h  t h e  
f a i r  m a r k e t  v a l u e  of f r e e  t e i ephca r t e  s e r v i c e  p r o v l d e d  t c ~  e r n p l o y e e s  
of the D e l l  s y s t e m  whc~ h a d  r e t x r e d  pr-iot- t u  d i v e s t i t u r e  of t h e  
s y s t e m  o n  J a r ~ u a r y  1, 1 9 8 ~ -  is  e x c i c ~ . d e d  from incorne  artd w a n e s  of 
such p r e - a i  v e s t  i t  crr-e r e t i r e d  e r r ip loyees .  The e x c l  u s i o r r  p u r s u a n t  
t o  the p r c l v i s i o r t  d o e s  rtut  a p p l y  to ' t h e  f u r n i s h i n g  o f  ar ty  p r o p e r t y  
o r -  t o  t h e  f r - \ . r - r ~ l s h i r ~ g  of a n y  t y p e  of s e r v i c e  t h a t  w a s  rtot 
f u r n i s h e d  t l - 1  51.1ch ret ii-eec- as ~>t: J a n u a r y  1, id3&4. 

T h e  p r o v l s i c ~ r ~  a p p l i e s  in t h e  c a s e  of a n  eniplclyee wr ro ,  p r l o r -  to 
J a r t u a r y  ? ,  1384, sepa i - a t ec :  fr-ctrti t h e  s e t - v l c e  (by r e a s c f r t  uf  
r e t i r - e r n e n t  ctr a ; s i ; b l l i t q j  o f  ari e n t i t y  s u b j e c t  tc t  t h e  m c ~ d l f  ied 
f i r t a i  j u d g m e n t .  T h e  p i " ~ i / i  sictrt  daes n o t  a p p l y  t o  a r ~ y  e r f l p i o y e e  who 
sepa . r - a t ed  fr-uni s u c t ~  s e t - , v i c e  or1 ur- a f t e r  J a r t u a r y  1, 1984. Ncl 
i r t f e r e r t c e  is i n i e r t d e c  . f r o m  a d o p t  i 1or1 o f  t h i s  t r a n s i t  iortal r u i e  as 
tcb t h e  i r r te r -pr -e t  a t  i o n  I = I ~  t h e  , n o - a d a i t  i o r t a l - c o s t  s e r v l c e  e x c i  u s i c r ~  
1 n a n y  o t h e r  c l r -cur t i s ta r tces .  Under- t h e  p r o v i s i o r ~ ,  a l  i e n t  i t  ies 
s u b j e c t  t o  t h e  rnodif i e o  f a r m i  judqmerl t  a re  t r e a t e d  a s  a s i r r g l e  
e m p l o y e r  i n  t h e  s a m e  l i n e  of b u s i n e s s  f o r  p u r p o s e s  of . d e t e r m i n i n g  
w h e t h e r  ' t e l e p h o n e  s e r v i c e  p r o v i d e o  t o  t h e  e r n p l o y e e  is a 
no-add i t  i u r ~ a l - c o s t  s e r v i c e .  R l s o ,  p a y m e n t  by art e r ~ t  i ty s u b j e c t  
t o  t h e  m o d i f i e d  f i r t a l  j u d g m e n t  o f  a l l  or  p a r t  clf t h e  cost of 
local t e l e p h o n e  s e r v i c e  p r c l v i d e d  t o  t h e  e m p l o y e e  by a p e r s o n  
o t h e r  t h a n  arl e n t i t y  s u b j e c t  t o  - t h e  m o d i f  i e a  f i n a i  j u d g m e n t  
( i n c l u d i n g  r e ~ a t e  of t h e  a m o u n t  p a i d  by  t h e  e m p l o y e e  f o r  t h e  
s e r v i c e  artd paymen t  to t h e  p e r s u r ~  p r c l v i d i n g  t h e  s e r v i c e )  is 
t r e a t e d  as t e l e p h o n e  s e r v i c e  p r o v i d e d  t o  t h e  e r n p i o y e e  b y  s u c h  
s i r t g l e  e r n p l c ~ y e r  fc l r  p u r p o s e s  of d e t e r r n i n i r ~ g  w h e t h e r  t h e  t e l e p h o n e  
s e r v i c e  is a no-add i t  l tzar~a i -cus t  s e r v i c e .  

-. F o r  pu r -poses  uf  t h l s  pr-cwislclrt? t h e  t e r r n  " e m p l o y e e "  h a s  t h e  . 

mean ing  g i v e r :  t o  s u c h  r e t i r e d   an^ aisabied e n i p l o y e e s  a n a  a 
s u r v i v i r ~ g  s p o u s e  w h o  1s treated a s  a r ~  e r ~ i p i o y e e .  Except as  

I c l t h e r w i s e  p r o v i d e d ,  t h e  g e n e t - a 1  r e a u i r e r n e r ~ t s  f o r  t h ~  e x c i u s i c l r ~  
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apply t o  officers, owners, or highly compensated employees only 
if the no-additidnal-cost service is available to employees on a 
nondiscriminatory basis. 

SUBJECT: Cafeteria Pians 

Under the act the definition of permissible cafeteria plan 
benefits is clarified. The effect of the provision, which 
changes, the reference zn sect ion 125 from nontaxable benefits 
to qualified benefits is t o  (1) eliminate any possible 
implication that a taxable benefit provided through a cafeteria 
plan is nontaxable, and (2) clarify that certain taxable 
benefits, as permitted under Treasury regulations, can be 
provided in a cafeteria plan. 

The act makes two changes tcx t h e  transition relief provlded t o  
certain cafeteria plans of the T a x  Reform act of 1984. The first 
change provides that a cafeterla plan, In existence on February 
10, 1504, maintairred pursuant t o  one or more collective 
bargaining agreements between employee represent at ives and one or 
more employers wi i l be granted re1 ief under the transit ion rules 
urct I i the explrat lor! caf the last cul lective bargalnlng agreernerlt 
reiat irrg to the cafeteria plan. when a cul lect ive bargaining 
agreerner~t term1 rrat es 15 deterrnlrreo without regard to any 
extensictrt o f  the agreement agreed t c l  after July LB, 1384. Glsu, 
if a cafeterla piarl 1s arnendea tc conforrn with either the 
requirements of the R c t  or the requirements of any cafet&ria plan 
regulatiorrs, the ame~~drnent 1s rrclt tr'eatea as a terrnlnat lor1 o f  the 
a g  reernent . 
Secclnd the act pt-cw~des that a cafeteria piarr which suspended a 
type or amount of benefit after February 13, 1984, and 
subsequently react ivatea the berlef it is el igibie for transit ion 
relief under either- the ger~eral ur special trarrsitlc~r~ relief 
provi sior~. 

SUBJECT : Workins Condition Frinse 

The committee clarifies the application of the product testing 
provision for purposes of the working condition fringe exclusion 
iri the coarse of automobile testing. Qs described above, the 
product testing exclusion rule does not apply unless the employer 
imposes limitations on the employee's use of the item that 
significantly reduce the value of any personal benefit to the 
employee. This particular requirement is satisfied i f  the 
employer charges the employee a reasonable amount for any 
persor~al use of the automobile; thus, the product testing 
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exclusion rule applies in such a case if all the other 
requirements for the rule are met. 

Qn employer is treated as having imposed a sufficient charge for 
any personal benefit 5 to an employee from the use of an 
evaluation product if the charge exceeds the cost t o  the employer 
in making the product available t o  employees. 

* 
I The provision also clarifies the exception to the working 

condition fringe benefit rule for full-time automobile salesmen. 
This exception is not intended t o  be restricted t o  employees who 
have the formal j o b  title of salesperson. Rather, the term is 
intended t o  apply to full-time employees of an automobile dealer 
who are automobile salesmanagers; or to other employees w h o ,  as 
an integral part of their employment, regularly perform the 
functions of a floor salesperson or salesmanager, directly engage 
in the promot ion and negmt lat ion of sales to customers, and 
derive a significant part of their compensation from such 
activity. This provision, however, does not apply to owners of 
large automobile dealerships who do not customarily engage in 
significant sales activities. 

SUBJECT: C?i ir -s  f icat ickn of Ijerninirrrls Frlnqe Benefit.; 

The provision c l a . r i f i e 5  that the ae minimis fringe benefit 
exclusil>n includes tokens, vouchers, and reimbursements t o  cover 
t h e  costs o f  cornmutino, by public trarrsit, as long as the amount 
of such reirnbursement, etc., p r c ~ v i c i e d  by the employer does riot 
exceed 615 a month ( S I b C )  a year). The value o f  all such transit 
benef i;s t inti ud ir~c; any d i sc~unti; I - I ~ I  passesj f ur-nished to the 
sarne individual are apgt-epa.t  ec. tot- purposes of det ermininq 
whether the 915 limit is r eached .  

SUBJECT : Trans it i ona l R1.c 1 es for-  -(r-eat rner~t of Cert a 1 n Red uct ions 
In Incuiziori 

E X  PLUNFiT I OF4 

,Under the act, for purposes o f  testing whether the tuition 
reduct ion prograni of Uberl in Col lege is nondiacrjmlnatory, a plart 
is treated as nondiscriminatory if it is nondiscriminatory taking 
into account certain speciai rules. First, with respect to all 
tuitiort reduct ior~ plans o f  Oberl irt Col leoe, , the plans are 
nondiscriminatory if the plans meet the nondiscrimination 
requirertier~t wner~ ernpictyees not included in t he  plan (who are 
included in a unit 13f ertio?cryees cmvered by art agreement that the 
Secretsry mf the Tr-easury finds tcl be a collective bargaining 
agreernei-~t bet weer1 emp i t-lyee repr-esentat i ves and one or n i o r e  
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employers, if there is eviaerrce that such benefits were the 
subject of good faith bargaining) are excluded from 
considerat ion. 

Q tuition reduction benefit provided by Oberlin College is 
treated as being provided under a separate plan if the level of 
the benefit was frozer~ before July 18, 1984. With respect to 
benefits for which the level of benefit is frozen, the plan is 
nondiscriminatory if the plan met the nondiscrimination 
requirements (taking into account the exclusion of union 
employees) on the day on which eligibility to participate in the 
plan closed and at all times thereafter, the tuikion reductions 
available under the plan are available on substantially the same 
terms to all employees eligible to participate in the plan. 

In addition, the act provides that arry tuitiou~ reduction provided 
with respect to a full-time course of education furnished at the 
graduat~ level before July 1, 1 ,  is not included in gross 
income if (1) the reduct ion would not have been included in 
income under Treasury Regulations in effect or1 July 16, 1984, and 
(21 the  reduction is provided with respect to a student who was 
accepte~ for adrflission to sccch course of educatiort before July 1, 
1304, a n d  began the course IZI-? educat ion before June 5'0, 1305. 
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SUMMRRY OF FEDERQL TECHNICRL CORRECTIONS -- 1986 

T i t l e  X V I I I :  T e c h n i c a l  C o r r e c t i o n s  

R c t  Sect ion:  1855 Sect i o n s  A f f e c t e d :  555 and 556 of  t h e  
1984 TRR 

SUBJECT: I n c e n t i v e  S t o c k  O p t i o n  P r o v i s i o n  

T h e  a c t  c l a r i f i e s  th . a - t ,  u n d e r  t h e  t r a n s i t i o n a l  r u l e ,  t h e  
amendment t o  t h e  minimum t a x  p r o v i s i o n  r e l a t i n g  t o  i n c e n t i v e  
s t o c k  o p t  ions  w i l l  n o t  a p p l y  t o  o p t  i o n s  ' e x e r c i s e d  b e f o r e  J a n u a r y  
1, 1985, i f  t h e  o p t i o r ~  w a s  g r a n t e d  p u r s u a r t t  t o  a p l a n  a d o p t e d  o r  
c o r p o r a t e  a c t i o n  -ta:ken by t h e  b o a r d  of d i r e c t o r s  of t h e  g r a n t o r  
c o r p o r a t i o n  before May 15, 1'3d4. 

- -- SUBJEC-i:  Time f o r  I'ifak.ir~c Cer--csln E l e c t  i o n s  Where  P r o p e r t v  IS  

T r a n s  f e k - r - ~ ~  

PRIOR FEDtRfiL ikd 

T h e  Cict e x t e r ~ d e c  t h e  t i r i l e  f c ~  n ~ a k i r t g  c e r t a i n  elect i o n s  w h e r e  
p r o p e r t y  w a s  t r a r t s f ~ r r e d  t o  t h e  t a x p a y e r  a f t e r  J u r t e  30, 1376 a n d  
before Nover~iber. lb, 1 ,  w h e r e  t h e  t a . x p a y e r  p a i d  fair r n a r k e t  
v a l u e  ( d e t e r m i n e d  w i  t h o u r ;  r e g a r d  t 1 2 1  c e r t a i n  r e s t r i c t . i o n s ) .  

T h e  R c t  e x t e n d s  t h e  p r o v i s i o n  o f  t h a t  1984 act t o  t r a n s f e r s  m a d e  
b e f o r e  July 1, 1376. 
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SUMMRRY OF FEDEWL TECHNICDL CORRECTIONS -- 1986 

T i t l e  XVIII: T e c h n i c a l  C o r r e c t i o n s  

A c t  Sect ion: 1875 Sect i o r ~ s  F l f f e c t e d :  58, 62, 219, 304, 
402, 404, 408, 415, 
1248, 3405, 6229, 
6230, 2213, 6034R of 
the  Code; 

SUBJECT: d i s c e i l a n e o u s  C o r p o r a t e  P r o v i s i o n  

T h e  act p r o v i d e s  t h a t  t h e  c o n t r i b u t i o n  t o  c a p i t a l  r u l e  w i l l  n o t  
a p p l y  i f  t h e  s h a r e h o l d e r  is t r e a t e d  as h a v i n g  e x c h a n g e d  its 
s t o c k .  Thus ,  w h e r e  r u l e s  f o r  t h e  d i s t r i b u t i o r ~ s  i n  redemption of 
stock a p p l i e s ,  t h e  a c q u i r i n g  c u r p o r a t  i o n  w i l l  be t r e a t e d  as 
p u r c h a s i r ~ g  t h e  stock. 

S U H J E L ' T  : ruliscel lanetztus P e n s  icln P r o v  isi uns 

2 o L  isr-ewes-s T h e  act  coorlo irlates t h e  r - u l e s  r - e l a t  i r ~ g  to q u a 1  i f y i r ~ g  
r o l l o v e t -  d i s t r i b u c i o n s  w i c n  t h o s e  a p p l i c a b l e  t o  t h e  a d d i t i o n a l  
i n c o m e  t a x  on e a r l y  withdrawals. D i s t r i b u t i o n s  made a f t e r  t h e  
d a t e  of e r ~ a c t m e n t  uF t h i s  act t o  or -  o n  b e h a l f  of a n  i n d i v i d u a l  
who is a 5 p e r c e n t  o w r ~ e r -  a t  t h e  t i m e  of distribution rnay rrclt b e  
r o l l e d  o v e r  t o  a q r ~ a l i f i e a  p l a n .  

T h e  act p r o v i d e s  t h a t  d i s t r i b u t  i o n s  a f t e r  December 31, 1983, b u t  
b e f o r e  J u l y  16, 1364, may not  be  r o i l e d  o v e r  t o  a q u a l i f i e d  p l a n  
i f  arty p a r t  of t h e  d i s t r i b u t i o n  is a t t r i b u t a b l e  ta c o n t r i b u t i o n s  
made on b e h a l  f of a n  owner-employee .  I n  a d d  i t i o n ,  d ist ri b u t  i o n s  
made a f t e r  J u l y  T 8 ,  1964, b u t  b e f o r e  t h e  e n a c t m e n t  of  t h i s  b i l l ,  
may not b e  r o  l l e d  over- t o  a q u a  1 i f i e d  p l a n  i f a n y  p a r t  of t h e  
d i s t r i b u t i o n  is a b e n e f i t  a t t r i b u t a b l e  t o  c o n t r i b u t i o n s  made o n  
b e h a l f  of a n  e m p l o y e e  w h i l e  a k e y  e m p l o y e e  ( b u t  o n l y  i f  t h e  
i n d i v i d u a l  is a k e y  e m p l o y e e  on  a c c o u n t  o f  s t a t u s  as a  5 p e r c e n t  
owner)  i n  a t o p - h e a v y  p l a n .  

Exce-ss c o n t r - i b u t l o r ~ s  T h e  a r t  makes  it clear t h a t  t h e  r e p e a l  by 
DEFHQ of t h e  r u l e  r e l a t i n q  t o  t h e  r e t u r n  of e x c e s s  c o n t r i o u t i o n s  

. rnade arl b e h a l f  ~f a s e l f - e m p l o y e d  l r ~ d ~ v i d u a l  applies wlth r e s p e c t  
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I to contributions made in taxable years beginning after December 
31, 1983. 

IRRs. SEPs - The act conforms the limits on certain distributions 
of excess IRA contributions and the limits on employer 
contributions on behalf o f  certain officers, shareholders, or 
owner employees to SEPs to the dollar limit on.annua1 additions 
to a qualifiea defined contribution plan. This provision is 
effective as if enacted in TEFRR. 

Overall limits - The act makes it clear that the rule precluding 
deductions based on anticipated cost-of-living adjustments to the 
overall benefit limits applies to limit benefits payable a5 a 
single life annuity commencing at age 62, as well as benefits 
paid in alternate forms, those ,commencing prior to age 62, and 
those commencing after age 65. 

Tax-sheltered annuities - The provision requiring that 
distributions commence under a tax-sheltered annuity no later 
than when the employee attains age 70 112 is adopted. 

Deduction limits for self-employed individuals - The act makes it 
clear that the DEFRQ amendment to the definition of earned income 
did not change the TEFRki definition of earned income for purposes 
of the 15 or- 25 percent 1 imits or1 deduct ions. Rather, ' the change 
permitting earned income of a self-employed individual to be 
detern~ir~ed without regard to the deduct iorts a1 lowable for 
contributio~is to a qualified plart is to apply solely for purposes 
of deter-min;ng the extent to which corttri but iorts made to a 
qua1 if i e ~  plan are ordinary and necessary business expenses for 
purpuses of the deduct iclrt I-tiles. 

This pi-l~visiort i's effective as if enacted in TEFRA. Tire DEFRk 
amendment, wh icr: had the e f f e c t  ~:*f irtcreasing the arnount 
deductible on behalf of a self-er~~ployed individual to 15 or 2.5 
per-cent of earned incclrne before reduct ion for qorrtr- i but ions to 
C ~ E  plan ort behalf of the self-employed individual, rather than 
15 or 25 percent o f  earned income after reduct ion fur 
contributions tu t h ~  plan on behalf of the self-employed 
individual, is repealed, ef f-ect ive for taxable years beginning 
after December 31, ir3d4. 

The act also clarifies that the deduction available to a 
self-employed individual for contributions to a qualified plan is 
nut rtecessarx 1 y 1 imi ted t CI the cclst of actual benefits provided 
for, or allocations to, the individual. Rather, subject to the 
usual deduction rules, a self-employed individual is permitted t o  
deduct the allocable share of contributions to a qualified plan. 
This clar-lf icat ion is effective as if enacted in TEFRR. 

Pension withnoldinq - The act includes distributions of dividends 
far which enlployer is permitted a deductiart irt the list of 
distributions to which the w i t h h c l l d i n q  rules do nut apply. 
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Contributions o n  behalf o f  disabled individuals - The act 
provides that deductible cuntributions may be continued on behalf 
of a permanently and totally disabled employee to any defined 
contribution plan, including a money purchase pension plan. 
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SUMMRRY O F  FEDEkQL TECHNICQL CORRECTIONS -- 1986 

Title X V I I I :  T e c h n i c a l  C o r r e c t i o n s  

R c t  Sect  i o n :  1876 S e c t i o n s  A f f e c t e d :  51, 514, 852, 4041, 
462 and 4261 of the 
C o d e  

Sec. 1001, 1028, 1041, 
1063, and 1065 of the 
1984 TRFI. 

SUBJECT: C e r t a i n  H e 1  i c o p t e r  Uses E x e m p t  f r o m  R v i a t  i on  E x c i s e  
T a x e s  

EXPLRPJRTION 

T h i s  p r o v i s i o n  is n o t  a p p l i c a b l e  t o  C a l i f o r n i a  law. 

SUBJECT: a c q u i s i  t i o n  I n d e g t ~ a n e s s  of C e r t a i n  E x e m p t  
Ursani z a t  i o n s  

T h e  act p r c w i o e s  t h a t  t h e  S e c r e t a r y  may t rea t  the q u a 1  i f  ied 
a l l s c a t i c l r ~  rl-lle a s  met i f  i t  is s h o w n  t o  t h e  s a t i s f a c t i o n  of t h e  
S e c r e t a r y  t h a t  t h e r e  1s r ~ o  p o t e n t i a l  for tax a v o i d a n c e .  . F o r  
e x a m p l e ,  i f  t h e  p a r t n e r - s h i p  e lec ts  4~2-yea t -  s t r a i g h t - l l n e  
d e p r e c i a t i o n  o n  l e a s e d  rea l  estate  a n d  i f  the t a l l u r e  to m e e t  t h e  
q u a l i f i c a t l o r ~  a l l c c a t i o r ~  r u l e  is c a u s e d  b y  t h e  a l l uca t io r r  of a n  
i n c r e a s e t i  s h a r e  of a loss a?- d e a u c t i o n  t o  t h e  e x e m p t  o r g a n i z a t i o n  
i n  u r a e r -  t c l  meet t n e  s u b s t a r ~ t  i a l  ecclrlclmic effect  r e q u i r e m e n t  i t  

. is e x p e c t e o  t h a t  t h e  S e c r e t a r y  w o u l d  t r - e a t  t h e  new r - u l e  as h a v i n g  
b e e n  m e t .  

SUBJECT : Mi 1 i t  ar-y t-ious i n o  Rc, 1 love r  

The e x t e n d e d  n o r ~ r e c o g n i t  i o n  p e r i o d  is n o t  t o  e x p i r e  b e f o r e  t h e  
d a y  which is one y e a r  a f t e r  t h e  last  d a y  on w h i c h  the t a x p a y e r  is 
s t a t i o n e d  outside t h e  U n i t e a  S ta tes  o r -  is r - e q u i r e d  t o  resloe i n  
g o v e r n m e n t  q u a r t e r s  a t  a r e m o t e  base s i t e  w i t h i n  t h e  U n i t e d  
St a t e .  T h e  e x c r p t , i ~ n  t hz . t  - c h i s ,  e x t e r ~ a e d  n o n r - e c o q n l t  i o n  p e r - i o d  

,' -\ 

: !  
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cannot exceed eight years after the date of the sale of the old ,' 
residence. 

SUBJECT: Requlated Investment Companies 

EXPLRNATION 

This provision is not applicable to California law. 
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SUMMFiRY OF FEDERRL TECHNICRL CORRECTIONS -- 1986 

Title XVIII: Technical Corrections 

Rct Sect ion : 1879 Sections Rffeeted: 28, 29, 48, 368, 401, 
501, 1361, 13M3, 
2523, 4991, 6Q30D 
6405, 6654, 6655 and 
7652 of the Code 

SUBJECT: Naiver of Estimated Tax Penalties 

This provision is not applicable. 

SUBJECT: orphan Druq R c t  

I 1 EXPLRNRTIUN 

This provisiori is riot applicable to California law. 

i 
S IBJEC7- :  C r e d  it f clr- Pr& I-tc lno Fuel From Noncnnvent i onal Source 

EXPLfWWTION 

This provision is riot applicable tcl il'aliforrria law. 

I SUBJECT: Reports of Ref ~ndc, by Jol n~ Cclrnmi t t ee of Conqress 

EXPLANRTION 

This provision is not applicable to California iaw. 
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SUBJECT: Rural Electric Cooperative Cash or Deferred 
Rrranuement 5 

The act clarifies t h a t  any organization that is exempt from tax 
and that is engaged primarily in providing electric service on a 
mutual or cooperative basis is eligible to maintain a qualified 
cash ar deferred arrangement, This provision also applies to e 
national association of such tax-exempt organizations. 

SUBJECT: Definition of Newly Discovered Oil 

EXPLRNUTION 

This provision is not applicable to California law. 

SUBJECT: Refunds with Respect to dedicinai Qlcohol 

EXPLRNRTIUN 

This provision is not applicable to California law. 

SUBJECT: Rllowance of I n v e s t m e n t  Tax Credit to Merribet-s of 
Certain Tax-Exempt R e 1  i 4 ious O?-qani zat iorrs 

EXPLRhATION 

This provisiort is nut  applicable to Caiifornia law. 

SUBJECT: Reo~san i z a t  1 on a f  I n v ~ s t  m ~ n t  Cor~ipan ies 

The act provides that th e  stock of a RIC, REIT or diversified 
investment company will not be treated as stock 05 a single 
issuer for purposes of determining whether the holder is 
diversified. This provision is intended to permit an investment 
company to be treated as a diversified investment company only if 
it would be so defined if it were deemed to own its ratable share 
of the assets of any RIC, REIT, or diversified investment company 
in which it owns stock (without regard ta w h e t h e r -  its percentage 
ownership is S O  percent or mor-el . 
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SUBJECT: Mutual Savinqs banks 

E X  PLRNRTION 

The act provides that a stock association which is treated as a 
mutual savings bank for purposes of computing a bad debt 
deduction is also treated as a mutual savings bank for purposes 
of t h e  exemption for mutual organizations insuring these bmks.  
The provision is effective as if enacted in ERTR. 

SUBJECT: Subchapter S Provisions 

I 
I This provision is not applicable to California law. , 

SUBJECT: Qua1 i f  i e d  T e r r n i r i a b l e  I n t e r e s t  P r o p e r t y  

EX PLRNRTION 

This provision is not applicable to California law. 

SUBJECT: Mindfall P r o f i t  Tax 

EX PLRNRT ION . 

This provision is rrot applicable t o  C a l i f o r r ~ i a  law. 

SUBJECT: S u s p e n s i c ~ n  s f  F lu t i i t s .  Tirne  to F i l e  P e t i t i o n s  and 
Interest arid P e r l a l t  les 

EXPLQNRTION 

This provision is not applicable to California law. 
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SUMMgRY UF FEDERRL TECHNICRL CORRECTIDNS -- 1986 

Title XVIII: Technical Corrections 

A c t  Sect ion : iB98 Sections Rffected: 72, 401, 402, 411, 
414, 417, 2503 

SUBJECT: dinimum Part icipat ion, V e s t  ins and Benefit Ftccrual 
Standards 

1. Break-in-Service Rules 

The act generally conforms the break-in-service rules applicable 
kc* class-year plans t o  the break-in-service rules provided for 
other types of plans. Under the act a class-year plan generally 
is t o  provide that 100 percent of each participat ing ernployee9s 
right to benefits derived from employer contributions for a plan 
year (the contribution year) is t o  be nonforfeitable as o f  the 
close of the Fifth plan year of s e r v ~ c e  (whether or not 
consecutive) with the ernpi~yer foliowinq the contribution year. 

pian year is a plan year of service w i t h  the employer if the 
participant has not separated frorti service with the employer as 
of the close c ~ f  the year. 

The act provides that, ~f a participant incurs five cor~secut ive 
one-year breaks in service before the c@niplet ion of five plan 
years of service w l t h  respect to a cor~tributior~ year, then the 
plan may provide that the participant forfeits any righi to or 
derlved from the employer contributions far the contribution 
year. 

The provision is effective for contributions made for plan years 
beginning after the date of enactment, except that the provision 
is not effective w l t h  respect to a collectively bargained plan 
u n t i l  the applicable effective date of the Pet ,84 HER for that 
plan. 

L u r n ~ - s u m  d i s t t - i  but i-. The act c~rtfornls the rules relat irrg to 
the taxation of lump-surti distributions to the break-in-service 
rules. In determir~ing whether any d i s t r i b u t  iurr payabie oy 
account of separatior~ f r m n ~  service is a lump sum distribution, 
the balar~ce to the credit o f  the ernployee is aeterminea without 
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\ taking into account any increase in vesting that could occur if 
1 the employee is reemployed by the employer. 

However, if the employee is reemployed by the employer before the 
occurrence of f i v e  consecutive one-year breaks in service and the 
nonforfeitable interest of the employee in the amount of the 
pre-break accrued benefits is thereby increased, then the 
reduction in tax attributable to the treatment of the 
distribution as a lump-sum distribution is to be recaptured. 
Such a reduct ion in tax could occur on account of an elect ion to 
use 10-year forward averaging with respect to a lump-sum 
distribution, the special treatment of net unrealized 
appreciation of employer securities, or long-term capital gains 
treatment for a port ion of a lump-sum distribution. In addition, 
if such a recapture is made, the participant's previous lump sum 
distribution election is not taken into account in determining 
whether the employee is eligible to make another election. 

o Rollovers: The act provides that, in determining 
whether a distribution to an employee on 
accounc of separation from service is 
eligible ta be rolled over ta another 
plan ur to an IRQ, the balance to the 
credit of the employee is determined 
w i thout regard to any increased vest ing 
that may occur if t h e  employee returns 
to service with the employer. However, 
if ( 1  ) th'e ernoloyee excluded the 
d i st r i b u t  ion f rum i ncorne on account of a 
rol lover-,, (2) the employee returns to 
ser-vice 'with the employer before . 
i ncurr ing f j: v e cor~secut ive one-year 
by-eaks in service and 15) the vested 
per.c:ent a g e  ctf benefits accrued before 
the separation f rom service is 
i ncr-ea.sed, t hen any subsequent 
d ist r i but i clns to the employee from the 
plan in which the increased vesting 
cuecurs are not eligible for 10-year 
income averaging or capital gains 
t reat men*. 

The rule denying eligibility for 10-year 
forward averaging or capital gains 
treatment on subsequent distributions 
does nor apply if the distribution that 
was rolled over was made without the 
consent of the part icipant (e, g. , the 
ar~~ount distributed did not exceed 
53, 5(:)(:; j . 

u Eiapseci t lnie ?'he treasury llepartrnent 1 5  directed to 
provide, niethod of within a reasoriable 
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period of time after the date creditinq 
of enactment. additional quidance to 
taxpayers on the application of the 
break in service rules to olans that use 
the ela~sed time method of creditinq 
service. 

2 Mandatory Employee Cont ri but ions 

The act conforms the rule relating to the period for 
repayment o f  mandatory contributions to the repayment o f  
accrued benefits after separation from service. 
Rdditionally it extends both rules to apply in the case o f  a 
defined benefit plan as well as a defined contribution plan. 
The provision clarifies that the repayment period during , 

which a plan must permit an employee to repay mandatary 
contributions does not end before a participant has five 
consecutive one-year breaks in service, 

6l plan may provide that repayment of withdrawn amounts is 
required to be made no later than (1) five years after the 
date of the withdrawal or (2) in the case of a distribution 
on account of separation from service the earlier of (a) 
five years after the date the individuai is reemployed by 
the employer or (b) the date upon which the individual 
incurs five consecut ivts one-year breaks i n  service. 

3. Maximum Rge Requirenient 

The act reduces from 25 tu 21 the maximum age requirement 
that a SEP may impose as a conditioi-I a f  piart par-.ticipaticrrt. 
Thus, a SEP may n c ~ t  require, as a curlait iori of- 
participation, attainment o f  an age greater- than 21 o r  the 
performance of service during m u r e  than three of the 
irnrnediateiy preceding five calendar years (wh ichever occurs 
later). 

SUBJECT: Coordinat ion Between Q u a 1  it ied Preret irement Survivor 
Rnnuity and Joint and Survivor Rnnuitv 

The  act clarifies and co~rdinates the application of the 
q u a l  if ied preret irement survivor annuity and the qual if ied joint 
and survivor annuity provisions i f  an individual: 

1 dies before or after the annuity starting date, and 
2 receives a disability benefit under the pian. 
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Coordination of Rnnuities 

The act provides that the survivor benefit payable to the 
participant's spouse is t o  be a qualified joint and survivor 
annuity if the participant dies after the annuity starting date 
(unless the benefit is waived with spousal consent). 

If a participant dies after separation from service or after the 
normal vet irument age, but before the participant' s annuity 
starting date, the survivor benefit payable to the part icipant9 s 
spouse would be a preret irement survivor annuity. 

This act clarifies coordination of events and which type of 
annuity a surviving spouse is to receive. 

,. Disability Benefits 

The.bil1 amends the definition of a participant's annuity 
starting date to exclude the commencement of auxiliary disability 
benefits. fin auxiliary disability benefit is a plan whose 
participant is receiving disability benefits when the participank 
reaches early or normal retirement age, will receive an annuity 
benefit that sat isf ies the accrual and vest ing rules. 

SUBJECT : Trarrsf e r - e e  Piar~ Ru 1 es 

~ This act clarifies that the transferee plan is not a transferee 

1 plan on accourrt of a transfer completed before Jar81-~ary 1, 1585. 

In addition, if separate accourttino is not nlaintair~ed for the 
transferred assets (and a1 locable investment yield) with respect 
to an employee, then the s u r - v i v o r  benefit requirernerrts apply to 
ai 1 benefits of the employee. 

I 

SUBJECT: Rules Relat ins to Qua1 if ied Preret iremerlt Survivor 
1 Rnnu i t v 

I This act clarifies the following: 

o If a participant separates from service prior to death, the 
amount of the preretirement survivor annuity is calculated 
using the actual date the participant separated from 
servike. Theref ore, a part ici pant does not accrue benefits 
after separation f ron service. 

? Under a defined cont r i but ion plan, a q us i i f i ed pr-eret i rement 1 .--,, survivor payable to a survivirrg spouse is required to be 50 

I ( )  percent br more o f  the account balance kc1 which the 
I ,-.J participant had a nor~f c~rfeitable right. For. pt-irpmses clf 

determining who is a vested participant S U ~ J E C ~  t c ~  the 
I survivor ber~ef i t provisicrns, a participant s accruea tenef i t 
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incl udes accrued benef-i t s derived from employee 
cont ri but ions. 

o R plan that is exempt from the survivor benefit provisions 
may provide for the payment of the part icipant9s 
nonforfeitable accrued benefit, without spousal consent, to 
a beneficiary other than a spouse, if the couple has been 
married less than 1 year a5 of the date of the participmt*~ 
death (or annuity starting date, whichever is the earlirrt. 

. . 
a The cormittee intends that employee contributions to r 

preretirement survivor annuity be made in proportion to thr 
employee contributions to the total accrued benefit of the 
participant, Thus, a plan is not permitted to allocate a 
preretirement survivor annuity only to employee 
cont ri but ions. 

SUBJECT : Spousal Consent Reauirements of a Qua1 if ied Joint and 
Survivor Rnnuity 

EXPLRNRTION 

Under the act a spouse's consent to waive a qualified joint and 
survivor annuity or a qualified preretirement annuity is not 
valid unless the consent: 

o names a designated beneficiary who would receive 
survivor benefits under the plan, including the form of 
benefit s, 

o acknowledges that the spouse has the right ta limit 
consent to a specific beneficiary or specific from o f  
benefit and that the spouse voluntarily relinquishes 
one or both. 

The spousal consent from is to contain informat ion regarding the 
relinquished rights. This consent form must be completed if 
there are changes to the direct beneficiary of the form of 
benefit. Spousal consent would not be required if a participant 
dies and the designated beneficiary (other than the spouse, with 
spousal consent ) receives the part ici pantT s death benefits elects 
to receive a benefit not specified in the waiver. 

The spousal consent rules will apply to a spouse who resides 
outside of the United States. The spouse may have their consent 
witnessed by the equivalent of a notary republic of that 
jurisdiction. 

R participant will be treated has having no spouse, if the 
participant has been abandoned, as spec if i e d -  If the part icipant 
has a court or-der or a qualified domestic relations order- 
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specifying abandonment then the spousal consent requirements 
maybe waived. 

S~ousal Consent Resardina Loans 

In addition, any plan that is subject to the requirements o f  a 
joint and preretirement survivor annuity must have spousal 
consent, if applicable, for using plan assets as security for 
loans. The. spouse consents in writing 90 days prior to t h e  
security of the loan, as specified, and the spousev s consent 
acknowledges the  effect of the election. The document shall be 
signed by a plan representative or a notary republic. 

If a spouse consents, then the assets can be secured should the 
participant default on the loan, even if the participant is 
married to a different spouse. Similarly, if a participant is 
not married at the time of the loan then spousal consent rules do 
not apply if the participant's default on the loan subsequently 

I occurs after the participant is married. 

SUBJECT: Notice Requirements for Individuals Who Become 
Qualified Joint and Survivor Annuity Participants Rfter 
33 - 

EXPLRdRTION 

I -> 
J' The new federal law expands the notice requirements for 

individuals who become qualified joint and survivor annuity 
participants after age 35, to include that an explanation, 
provided within the applicable period after: 

1 o the end of the subsidization of a survivor- benefit with a 
participant by a plan 

l 

o the survivor benefit provisions become a p p i  icablr to a 
participant 

o separation from service in the case of a participant who 
separates from service before age 35, 

whichever of the above periods is the latest. 

SUBJECT: Rule for Subsidized Benefits of R Defined Plan 

EX PLRNRT I O N  

The act clarifies that a plan that fully subsidizes the cost of 
the benefit is not required to provide a participant with a right 
to waive a qualifiea joint and survivor annuity or qualified 
preret irement survivor annuity. 
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The current law exception to the notice requirement only applies 
if: 

(1) the plan fully subsidizes the benefit, and 

2 the plan does not permit a participant to waive the 
benefit or to designate another beneficiary. 

SUBJECT: Definition of Rnnuity Startinq Date 

This act ammds the definition af the annuity starting date to 
provide that, in the case of a benefit, not payable in the f&rm 
of m annuity, the starting date is the date on which the benefit 
is paid or commences being paid. For benefits that are payable 
as a joint and survivor annuity, the starting date is the first 
day of the first period for which the amount is payable has an 
annuity regardless of when or whether payment is actually made. 

SUBJECT: Cnanqe in Report ina Income Frorn Pensiorrs Sub.1ec.t; to R 
Domestic Relations Order 

The federal change would provide that the special rules for 
determining the taxability of benefits under a qualified domestic 
ovder would apply only to a spouse or former spouse. R child' or 
a dependent of a participant who receives distribution of 
benefits would not claim the benefits for tax purposes. The 
participant would clain~ the benefits in hislher a d j u s t e d  gross 
income and would be recoverable under the general basis recovery 
rules applicable to the participant. Lump sum disburserflertks to a 
child or a depertaent woula be treated a5 par-t; of the balance to 
the credit of the participant. 

SUBJECT: Chanqes far Qualifvinm a Domestic Relations Urder 

o If the plan administrator determines that the order is not 
qualified, but has received a notice that the parties are 
attempting to rectify the problem, then the administrator 
must not make payment to the participant until expiration of 
the 1 8  month period. Rdaitiorrally the plan administrator 
will honor a restraining order prohibiting the distribution 
of benef it5 pending resolution of the dispute. 

o In addition, the change deletes the requirement that an 
escrow account be established for amounts that would have 
otherwise beers paid during the 16 months. Instead the plan 
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administrator is required only to account separate1 y for the 
amount. 

The federal change intends that an order will not fail to be a 
qualified domestic relations order even if the form of the 
benefit does not continue to be a form permitted by ( 1 )  an 
amendment to the plan, or (2) a change of law. 

(1) If the, plan has been amended the alternate payee is still 
entitled to receive the benefits as originally stated in the 
order, The alternate payee may elect to receive benef its2'in 
another form as long as the form does not affect the 
benefits the participant is entitled to. 

(2) If there is a change in the law and the order is now 
impermissible the alternate payee may elect another form o f  
benefit offered in the plan that would not affect the 
participant's benefits. 

changes to the 18 month period for determining the qualifications 
of a domestic relations order: 

o Clarifies that the 16 month period during which benefits may 
be deferred begins on the date payments are due to commence 
under the order-. 

SUBJECT: Clarifies Payment of benefits Throuah R Qualified 
Domestic Relations Urder Regardins R Qualified Joint 
and Survivor annuity 

This change would clarify that a dort~estic relations order may not 
require payrnertts made before or- after a part ici parit' 5 separat ion 
from service be made in the forn~ of a joint and survivor annuity 
to the alternate payee and h is/her subsequent spouse. 

SUBJECT: Clarifies Rpplitatior~ of Domestic Relations Orders to 
Plans A o t  Sub-lect to Flssisnment or Rlienation 

The act clarifies that a .  qualified domestic relations order does 
not apply to pension plans to which the,assignment or alienation 
restrictions do not apply. For example, a domestic relations 
order regarding a government employeey s pension plan is not 
required to meet the provisions of the order because the pension 
payments tu a spouse or former spouse, according to the.plan, are 
not a prohibited assignment or aliertatiort of the participarltJs' 
benefits. 
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SUBJECT: Clarifies Payment of Benefit Throuqh FI Qualified 
Domestic Relations Order is Not the Same as R 
Garnishment of Wases 

This act insures that a provision of the Employee Retirement 
Income Security Rct of 1374 does not treat payment of benefits 
pursuant to,a qualified domestic relations order as garnishment. 

SUBJECT: Clarifies Requirements of Distribution of Benefits of A 
Pension Plan Throuqh Q Qualified Domestic Relations 
Order 

Q plan which has a vestea accrued benefit that exceeds $3,500 
meets the distribution requirements if the plan provides that 
distribution may not be immediately distributed without the 
consent of the part ici pant. 

This act also provides that under a qualified domestic relations 
order, a current spouse of a participant is not treated as a 
spouse if a prior order allows distribution of plan benefits to a 
former spouse, as specified. The order could further provide 
that the former spouse is not entitled to receive survivor 
benefits as specified under the participant's plan. In this 
case the plan administrator would not be required to obtain 
consent from khe former spouse if the participant elected to 
waive survivmr benefits. 

SUBJECT: Chanqes the Term "Earliest Hetirernent Rqe" Reqardin~ f7 
Qualified Domestic Relations Order 

The term "earliest retirement age" under a defined plan or 
contribution plan subjecz to a q u a 1  if ied domestic relat ions order 
is changed to the earlier of the date under the plan G ~ I  which the 
participant is entitled to a distribution or the later of the two 
following dates: 

o The date the part iciparrt reaches the age of SO, or 

8 The earliest date the participant could begin receiving 
benefits under the plan if the participant separated from 
service. 
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SUMMARY OF FEDERUL TECHNICQL CORRECTIONS -- 1986 

rifle XVIII: Technical Corrections - Part 11 (Nonapplicable) 

R c t  Section: 1801 Sections Qffected: 12(c){l), 27 of the 
1984 Tax Reform act; 

Sec. 425i(b), 5061, 
5703 (b) of the Code 

I 

SUBJECT: DEFERRGlL OF CERTQIN TQX REDUCTIONS 

These provisions are not applicable to California law. 

----------------------------------------------------------------- 

R c t  Sect ion : 1 &OE Secticms Affected: 4G3(e) (41, 47(a), 
46(a)(g), 168(j), 
7701Ce) of the Code, 

Sec. 31Cg>, 32 of the 
1384 Tax  R e f o r m  Tax. 

SUBJECT: Tax-Exempt Ent i c y  Leasins Provisions 

EXPLQNRTIUN 

This provssiuri is not applicabie to California iaw. 

R c t  Sect ion : i 803 Sect iorrs Affected: 15'71-1273, 1276, 
1278, 1281-1282, 483, 
I ,  163ie) of the 
Cud e 

4 4 t b )  of the 84 
Tax Reform R c t  

SUBJECT: Treatment of B o n d s  a n d  U t  her Debt I n s t r u m e n t s  

These provisions are not a p p i i c a b l ~  to Califurnia law. 

----------------------------------------------------------------- 

- i6Bi - 



TITLE XVIII - TECHNIC% CURRECTIUNS 

I J 

Rct Section: 1810 Sect iorrs Flffected: 163, 269B, 367, 651, 
552, 864, 871, 881, 
897, 904, 954, 9516, 
1248, 1441, 1442, 
1445, 6039C, 6652, 
7701 

SUBJECT: PROVISIONS RELRTING TO FOREIGN ENTITIES 

This provision is not applicable t o  California law. 

Rct Section: 1821 Sections Rffected: 211, of 1984 TRFI; 
505, 007, 808, 809, 
812, 813, 815, 816, 
817, 818 of the' Code 

SUBJECT: Rmendments 'Related to Sect ion 21i o f  the Tax Reform R c t  ' , 

of I984 

This provisictn is not applicable t o  Cal iforrtia law. 

Act Sect ion: 1822 Sections QTfected: 216 of 1484 TRA 

SUBJECT: Rrner~drner~is r - e i a c ~ c  to Sect ion 216 of the Tax Reform #ct 
of 19gi 

-. lnis provision is riot appiicable t o  California law. 

-_____--___-_______-----------------------------_---------------- 

Act Sect ion: 1823 Sections Affected: 2i7 of 1984 TRA 

SUBJECT: Rmendments Related to Sect ion 217 of the Tax R e f o r m  Act 
o f  1984 

This pruvisicln is rrut applicable to California law. 



TITLE XV l I I  - TECHNICGL CDRRECTIONS 

R c t  Sectian: 1824 Sections Affected: 218 of 1984 TRR 

SUBJECT: Amendment  R e l a t e d  to Sect  ion 216 o f  the T a x  R e f o r m  R c t  
of 1984 

EXPLANRTION 

This provisian is not applicable to California law. 

k t  Sect iort: a629 Sections Rffected: None 

SUBJECT: Waiver o f  Interest on C e r t a i n  Under Pavrnenks o f  Tax 

EXPLRNRTION 

This provision i 5  n o t  applicable t c ~  California law. 

act Sect i ctn : iS30 Sect i o n s  12f f ect ed : None 

S U B ~ ' ~ C T :  Scope t = l f  Sect i o n  255 IC~F the Tax  Equlty and  Fiscal 
Respctr~si bli i t y  9c-1; o f  1982 

E X  PLRNRTS Ob 

- 
i his pr-crvisiorj 1 5  rrclt a p p i i c a t l ~  to Cai i f o r r ~ i a  l a w .  

R c t  Section: 1832 Sections Q f f e c t e d :  4Y4tei (2) 

SUBJECT: R r a e n d m e n t s  R e i a t e a  to Sect ion 303 o f  the R c t  

EXPLANRTION 

T h i s  prcwision is nut applicable to California law. 



TITLE XV I I I .  - TECHNICQL CORHECTIDNS 
4 

act Sect ion: 18.54 Sect ions Fiffected: i33, 402, 404, 409, 
1042, 2210 and 
4979f4 of the Code 

SUBJECT: Rmendments Related to Employee Stock Ownership Plans 

EXPLANRTION 

This provision is not applicable to California law. 

Rct Section: 1861 Sections affected: i03FI, 6 1 1  

SUBJECT: Rrnendments Related to Section 6 1 1  of the act 

EX PLRNRT J ON 

This provisior~ is nett applicable to California law. 

_----______________---------------------------------------------- 

Act Sect ion : 1662 Sect ions Affected: 103'k, 6 1 2  

Si l a JECT:  Rmendmer~t Reiateti to Sect ion t;i2 of the Rct 

EX PLANAT I C k  

This provision is not applicable t c l  Califorrria law. 

_-__-______________----------_-------_--------------------------- 

Rct Sect lon : 1863 Sections Affected: 613 

I SUBJECT: i%nendment Related to Section 6 1 3  of the Act 
I 

I 

EXPLANRTION 

This provision is not applicable to Caiifornia iaw. 



TITLE XV I I I  - TECHNICQL CDRRECTIONS 

Act Section: 1864 Sect iur~s  A f f e c t e d  : i03A, 621 

SUBJECT: R m e n d m e n t s  Related to' Section 621 of the. R c t  

This provision is not applicable to California law. 

k t  Section: I065 Sect ions Qf f ected : 103,622 

SUBJECT: P m e n d r n e n t  R e l a t e d  t o  Sect ion 622 of the act 

EX PLRNRTI ON 

This provision is not applicable t o  California law. 

R c t  S e c t  ion: 186L Sec t  ions 9f f e c t e d :  €23 

SUBJECT: Transitionai R u l e  for Limit on Smali Issue Exception 

EXPLANATION 

This p r o v i s i o r ~  is net applicable t o  California law. 

kt S e c t  ion: 1867 Sect ions G f f  ect ed : 624 

SUBJECT: R m e n d m e n t s  Related to Sect lor1 624 o f  the R c t  

E X  PLANkTI ON 

T h i s  p r o v i s i o n  1s nut applicable to California law. 



TITLE X V I I I  - TECHNICAL CORRECTIONS 

k t  Section: 1668 Sections Rffected: 625 

\. 
I 

SUBJECT: Amendments Related to Section 625 of the Rct 

EX PLRNRTION 

This provision is not applicable to California law. 

.......................................................... 

R c t  Section: 1869 Sections f iffected: 626 

SUBJECT: Grnendrnents Related to Sect ion 626 of the R c t  

EX PLRNRT I O N  

This provision is not applicable to California law. 

--___--_-----_--_------------------------------------------------ 

Rct Section: if371 Sect iorrs Rf fected: 103, 628 

-I 
SUBJECT: Flmendments Reiac inn co Sec. 626 of the Rct 

EXPLRNRTION 

This provisiorr is rrlz~t appiicable to Califorr~la law. 

Rct Section: 1872 Sections Affected: 631 

SUBJECT: Flmer~dments Relaced to Sect i o n  631 of the Gct 

This provision is not applicable to California law. 

................................................................. 

Rct Section: 1873 Sect i ons Qf f ect ed : 632 

SUBJECT: f4mendrnents Related to Sect ion 632 of the R c t .  

-. . 
: j This provision is nc~t applicable to California law. 
<-- 



TITLE XVXII - TECHNICRL CORRECTIUNS 

k t  Section: 1876 Sections affected: 245, 291, 902, 904, 
906, '323, 924, 927, 
995, 996, and 1248 

SUBJECT: Rmendments t o  Title VIII o f  t h e  R c t  

This provision is not applicable to  California law. 

Rct  Sect ion: 1877 Sect i o n s  Affected: 6427 ib)  of t h e  Code. 

SUBJECT: amendments  to Title I X  n f  the R c t  

EXPLUNQTIUN 

This provision is n o t  applicable to California law. 

k c t  S e c t i o n :  1882 S e c t i ~ m s  A f f e c t e d :  14C)2(g):, i 3 1 2 1 t w )  
ctf t h e  Code 

SUBJECT: C o v e r a s e  c'f C h u r c h  Em~Loyees (Sect iclns 2603 o f  t h e  
Def iclt Reauct I on R c z  

EXPLfiNQTION 

T h i s  p r o v i s i o n  is not applicable to Cal i furr~ ia  law. 

R c t  Section: 1883 Sect i o n s  9f  fected: 402, 408 of the fict 

SUBJECT: O t h e r  P r o v i s i o n s  R e l a t i n s  t o  Social S e c u r i t v  Rct 
Proqrams 

EXPLRNRTION 

This p r o v i s i o r ~  is appiicatie tct C a l i f c b r r r i a  law. 



- - - TITLE XVIII - TECHNICAL CDRRECTIONS 
m 

- act Section: 1884 Sections Affected: 3SOi?(f) of the Code 

I 

SUBJECT: Federal Unernplovment Tax Rct 

This provision is not applicable to California law. 

k t  Sect ion : 1885 Sections Flffected: I ,  112, 113, 123, 
124, 146, 182 of the 
1984 Trade and Tariff 
net 

SUWECT: Tariff Scnedules 

This provision is not applicable to California law. 

Rct Section: 1806 Sect ions R f  f ected: 702( b) (i i , 704, 
732(b) ti), 751 (b) (11, 
771ia1, 777, 
7363(c) ( 1 )  of Title IV 
of the 1930 Trade and 
Tariff Qct  

61l(a) (2) <B) (iiil, 
613, 61'3,  626Ib>, o f  
t h e  1984 Trade and 
Tariff R c t .  

SUBJECT: Cui~riter Vai 1 ino aria Rnt iaumplriq Duty Provisi~ns 
1 

This provision is nut applicable to California law. 

Act Section: 1bb7 Sections Affected: 504(C) (3) (D> (ii) of 
the i974 Trade and 
Tariff FIct 

SUBJECT: Trade. Act o f  1974 

->- , / This provlsiun I+ not applicable tn California law. 
'-d 



TITLE XVIII - TECHNICRL CORRECTIONS 

Rct Section: 1888 Sections Affected: 304(c), 313(j), 
5i4 (a), 516 (a) (2) of 
t h e  1930 Trade and 
Tariff R c t  

I 

202, 207 of the 11904 
Trade and Tariff R c t  

SUBJECT: Tariff act of 1930 

J - 
This provision is not applicable to  California law. 

Act Sect ion: 1889 Sections Rffected: 12GY 174(b>, 212, 
234 (a), 304 ( d l  (2, (Q>, 
307ib) (3 ) ,  and 504 of 
the Trade  and Tariff 
F l c t  of 1984 

SUBJECT: F l m e n d m e n t s  tc t  t h e  Trade and Tariff Qct of 1984 

This provision 15 not appiicabie to Callfernla law. 
. A. ~ 

Rct Section: la90 Sections Affected: 2i3 of the Caribbean 
B a s i n  Economic 
Recovery A c t  

235 of the Trade and 
Tariff Act of 1984 

SUBJECT: Rrnendments to t h e  Caribbean Basin Economic Recovery Rct 

EX PLANRT I ON 

This provision is not applicable to California law. 



d 

TITLE XVIII - TECHNICRL CORRECTIONS 
- 
I 

- Rct Section: 1891 Sections Affected: Title 26 of the United 
States Code 

Y 212tb) of the Trade 
and Tariff Rck of 1984 

SUBJECT : Customs brokers 

i 

This provision is not applicable to California law. . . 

Act Section: 1892 Sections Affected: 112;115, 118, 167, 
and 179 of the Trade 
and Tariff Rct of 1984 

SUBJECT: Effective D a - c ~  Provisions for Certain Qrticles Given 
Duty-Free Tr-eatrner~t under the Trade and Tariff Act of 
1984 

EXPLQNQTION 

-I > ,  This provlsiclrl is not applicable to California law. 

Qct Sect ion: i E 9 Z  Sectictrts affected: 13031 (b), <el 
( g ) ,  ( h >  ( 2 )  of the 
Consol idated 
Omnibus budget 
Reconci i iat ion act 
o f  1465 

I=- ds of the Airport 
and Rirway 
Development Rct 
of 1370 

SUBJECT: Custom User Fees 

This provision 15 not applicable to Callformla iaw. 

----------------------------------------------------------------- 



TITLE XVIlI - TECHNICQL CDRRECTIONS 

R c t  Sect ion:  1894 Sections Affeclied: Provisio of Sec. 8 i ( c )  
of the Foreign Trade 
Zone Qct of 1934 

SUBJECT: Foreisn Trade Zones 

T h i s  provision is not applicable to California law. 

k t  Sect ion: 1895 Sect i o m s  A f f e c t e d  : None 

SUBJECT: COBRR Technical Corrections Relatins to Social Security 
R c t  - 

This provision is not applicable to California law. 

----------------------------------------------------------------- 

k t  Sect ion: 1896 Sect ions Affected: None 

SUBJECT: Extension of Time fctr- Filins for Credit or Refund with 
Respect to Certain C h a n q e s  lrivcllvinq Insolvent Farmers 

EXPLRNRTIUN 

This provision is not applicable to California law. 

The n e x t  page of t h i s  report is page i900. 



T X T L E  S X X  

Rai lmad Rct irement Benefits 

Fringe Benefits of Rirline Employees 

Insolvent Taxpayers 

bins and Losses of Cooperatives 



tXN!XLIDRTED OMNIBUS BUDGET RECQPJCILIRTION K T  OF 1985 

ITEM I: ONLY RRILRCWD RETIREMENT BENEFITS EQUfWY,WT TO 
SOCPRL SECURPTY BENEFITS TRERTEID R!S TIER 1 BENEFITS 

k t  Section 13204 Section Flffmtd 86 

CURRENT ULIFORNIR L W  (Sec 17087) 

California specifically docrr not confarm to fmdmral law with 
respect to the tax treatment o f  railroad rmtirrwnt brrwfits= 
Under state law no portion of Railroad Rctircmant is taxable. 

Under current federal law, a portion o f  Railroad Retirement 
System benefits computed by using the social security krmfit 
formula (tier 1 benefits) are subject to Federal income tax for 
taxpayers whose income generally excemds S25,000 for unararriwd 
individuals and $32,000 for married individuals filing a joint 
return, Under the Railroad Rst irement System t h r r s  hnef its are 
available at an earlier age than under the social security 
system, Other Railroad Retirement System benefits are subject to 
Federal income tax ta the extent the payments exceed the amount 
o f  the individual's previously taxed w n t r i b u t i ~ n s  to the plan. 

Provides for a definition of the term "tier 1 railroad retirement 
benefit," Tier 1 railroad retirement benefit means the amount of 
the annuity under the Railroad Retirement k t  of 1974 equal to 
the amount of the benefit the taxpayer would have been entitled 
t o  under the Social Security Qct if all of the service after 
December 31, 1936 had been included in the term '8employmentu as 
defined in the Social Security Rct and a monthly annuity amount 
under section 3 t f )  (3) of the Railroad Retirement Flct of 1974, 

EFFECTIVE DUTE 

This provision is effective for any monthly knafit for which the 
generally applicable payment date is after December 31, 1985- 



'\ CON!XLIDFITED OMNIBUS BUD(3ET RE-ILInTIC?N K T  OF 1985 

ITEM XI: WRENTS OF RIRLINE EMPLOYEES TREWED W FHPLOYEES 
I N  RPPLYING FRINGE BENEFIT RtlLES 

California conforms to fdrrrl l a w  with rrrprrt to rncludinq froa 
gross incorrre "no-additional-cost" wrvicrr and.qualified rrrployn 
discounts provided by an e m p l o y ~ r  to an employee for the use of 
the employee or employee's spouse or dependrnt children- 

NEW FEDERQL LFIW (Sec. 132) 

This provision provides that any use of co#r#rprcirl air 
transportatian by a parent of an employee is treated as use by 
the employee. 

EFFECTIVE DRTE 

Effective beginning January 1, 1985. 

I 



COhlSOLIWTED OMNIBUS BUDBET RECDNCILIRTION FK=T OF 1985 

ITEM 111: CERTRIN INSOLVENT TRXWYERS %LOWED TO REDUCE 
CC)PITCV. WINS PEFEREME I T M  FOR PURPOSES W THE 
INDIVIDURL M I N I M M  TRX 1 

Rct !Section 13208 Scct ions Clffectd 57 

California generally cclnforrm t o  the fdrrrl "add-on" prvferrncr 
tax applicable t o  years before 1983. The Fedrrrl "add-onY t a x  
was repealed for years after 1982; however most of tha old tax 
preference items are in effect for  purposes ctf the  "alternative , 

minimum tax. " 

California law defines the capital qain tax-preference item as 
the difference between: 

(1) the taxpayer's total net capital gains and losses 
(excluding capital loss carryover) for the taxable 
year, and 

2 the taxpayer's recognized net capital gains and losses 

The effect of this is that the tax-preference item is the sun of: 

(11 35 % of net gain or loss on capital assets held more 
than 1 but less than 5 years, plus 

2 50 % of net gain or loss on capital assets held for 
more than 5-years. 

This differs from the Federal tax preference item which is equal 
to the net capital qain deduction allowed for the tax year. 

CURRENT FEDERFIL L A W  (Set- 57) 

This provision provides that an insolvent taxpayer who 
transferred real property, used in the active conduct of a trade 
or business of the taxpayer, t o  a creditor in cancellation of 
indebtedness or t o  any third party under threat of foreclosure, 
uauld not be required to treat certain capital gain, excluded 
from income fop regular tax purposes, a5 a minimum tax preference 
item, This applies only to individuals, and would not apply to 
property held far investment. 

EFFECTIVE DaYE 

This provision is effective for transfers or sales or exchanges 
made after on or after January 1, 1982. 



COUSOLIDQTED OmJIBUS BUDGET REf=ONCILIRTION K T  OF 196S 

ITEM I V :  TRERTENT DF THE NETTING ff -INS f4ND LOSSES BY 
COOPERRTI VES 

CIct Section 13210 

California prmrrlly conforms to prior frdrrrl law, which a l l o m  
cooprrrtivcs, including tax-exmpt farmer' s cooprrat iws, to 
nxclude from taxable income amounts paid as patronage dividmmdr, 
or certain other amounts paid or allocated to members, to the 
extent of nert income, In addition, farmer's cooperativrs are 
permitted to exclude such amounts to the extent of a1 1 net 
income, and may also exclude to a limited degree, dividmndr paid 
on common stock. 

Tax-exempt f armer9 s cooperatives are general ly operated for the 
purpose of either marketing the products of the cooperativcss 
members, or others; or for the purpose of purchasing supplies and 
equipment for members or other persons, Farmer's cooperatives 
that market products generally turn over the proceeds from sales, 
less expenses, to the members or other producers. Farmer's 
cooperat ives t.hat purchase equipment or suppl ies, make them 
avai lable to nrembers at the cooperative' s cost, plus expernsas. 
Netting the gains and losses resulting from purchasing and 
marketing operations, or from operat ions in different products or 
geographic areas is considered to be inconsistent with the 
statutory definition of a tax exempt farmer's cooperat ivc. 
Offsetting gains and losses may also be inappropriate for 
purposes of computing a cooperative's net income and inconsistent 
with requirements regarding payment of patronage dividends, 

NEW FEDERRL LRW (Ser. 1388) 

This provision permits the netting of earnings a d  losses without 
sacrificing eligibility for treatment as a tax-exempt farmer's 
cooperative. Losses that are attributable to one or more 
allocation units may be offset against earnings of one or more 
other allocation units (including a loss carried over from 
another year). However, only earnings derived from business done 
with or for patrons may be offset by such losses, 

The netting of gains and losses by cooperatives nay be used to 
determine the cooperative9 s ne't income for the purpose of 

patronage dividends. The cooperative must notify patrons 
affected by this offset whether or not it affects the 
distribution of patronage dividends. 



It is not intended that a cooperative's ability to use net 
operating loss deductions available under current law be affected 
by enactment of this provision, nor is any inference regarding 
of fsctt ing of patronage and non-pat ronage ecrni nqs end 1 osses 
intencld to be drawn. 

Thc provisions relating to cooperative's netting gains and losses 
is wffective for taxable years beginninq on or after January 1, 
1963. The notification requirement applies to taxable years 
kginning on or after Rpril 8, 1986. 

The next page of t h i s  report is page 2000. 



OMNIBUS RECONCILIFITION FICT OF 1966 

INCREFSSE P E W L T Y  FOR SUBSTRNTIRL UNDERSTRTEMENT OF LIRBILITY 

k t  Seetion BOO2 Section R f f e c t d  6661 

California conforms t o  federal law prior t o  the enactment of this 
law <PL 99-509), which provided that a penalty shall be rsoersed 
when the taxpayer substantially understates tax liability. 
Substantial understatement occurs when the taxpayer understates 
liability by the greater of 95,000 or 1 0  percent of tax required 
to be shown on the return. The penalty imposed, in the the form 
of an addition to the tax, is an amount equal to 10 percent of 
the amount of any underpayment o f  tax attributable t o  such 
understatement, 

NEW FEDERIU, LRW (Sec. 6661 1 

The penalty for substantial understatement of liability is raised 
from 10 percent of the understated amount t o  25 percent of the 
amount of the underpayment of tax attributable to the ''1 undrrstetoment. There is no ceiling o : ~  the amount of the 
penalty- 

This act provides for the repeal of Section 1504 of the T a x  
Reform Rct of 1986, which increased the penalty for substantial 
understatement of liability from 1 0  percent to 20 percent of the 
underpayment of tax attributable to the understatement. 

I EFFECTIVE DRTE 

This provision applies to penalties assessed after October 21, 
1986. 



The next page o f  t h i s  report is page 2100, 

- 2001 - 
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SUPIMFSRY C)F ST-TE REVENUE ESTIMRTES 

Federal Tax Reform Qct of 1986 (HR 3838) 
Recap of State Revenue Effects 

Under Existing Tax Rates* 

Fiscal Years 
(In Millions) 

Personal Income Tax 1987-88 1988-89 

Direct Budget Impact (Table I) % -283.0 9 -256-0 

Conformity Impact <Table 11) +I. 690.2 +l. 742.1 

Total k---~------ +l 407-2 ------------ 9 +1 486.1 -----L------ ------------ 

Bank & Corporation Tax 1987-88 1988-89 

Direct Budget Impact (Table I) $ +4.0 $ -117.5 

Car~formity Impact (Table 11) +480,6 +431.4 

CONFORMITY REPORT TOTRLS $ +1,831.8 $ +1,800.O 

OTHER CONFORMITY ISSUES 
 re-ex i st i ng d i f f erences 

rat Included ir~ HR 3836 
Rnalvsis) (Table I1 1) % -2,07E!.O S -2.~97.0 

NET EFFECT OF FULL CONFORMITY ------------ $ -180.2 ------------ 

(+I = Revenue Increases (-I = Revenue Decreases 

* Even though estimates presented in the Conformity Report 
include both interactive and noninteract ive estimates, this 
~ecap shows the order of magnitude of revenue effects for the 
first two full fiscal years from adopting those federal 
provisions analyzed in the Report . The "direct budget 
impact" ref lect5 ant icipated changes in taxpayer behavior at 
the federal level that will be carried over to the state 
level. The "conformity impact" reflects the summat ion of 
conformity estimates in the Report. Existing state tax rates, 
personal exempt i ons, standard deduct ions, and credits are 
retained. In addit ion, estimates for other conformity issues 
not analyzed in the Report are provided for a total conformity 
project ion. 



TFSBLE I 
FEDERFlL TnX REFORM RCT CiF 1986 
DIRECT STRTE BUDGET IMPQCT 

FROM BEHRVIORQL EFFECTS 

Personal Income Tax Bank 8 Corm Tax 
(in millions) 

Provi si ons 1987-80 1988-89 1987-88 1988-89 

Two Earner Deduct ion d +  2 + +  2 

Capital Gains - 521 - 573 
Rt-Risk Rules + a + 15 S -  8 b -  2 3  

Passive Loss Limitations + 180 + 300 - 60 - 105 

Regulated Irrveatment. Co. + 35 + 6 + 2 + 0.5 

Reserve for Bad Debts 
(non-f inancials) 

Tax Year-Partnersh i ps-Et c. + 24 + 10 

Interest on Debt - 
Tax Exempt Securi t ies - 15 - 20 

Tax Year Change-Trust + 4 + 4 

* 
SB 85 (Chapter 660 Stats. 1986) makes this provison effective for 

1988. However, since taxpayers at the federal level will have to 
make these changes beginning in 1987, it is anticipated that state 
changes will also be adopted in 1967. 



TCIBLE 11 ! 
FEaEWL T ~ x  REFORM K T  OF 1906 

CONFORM1 TY IMPRCT 
/- 

WDER EXISTING STGTE TRX WTES 
I 

Personal Income Tax Bank & b r ~ .  Tax 
tin millions) 

Provision 1987-88 1988-89 1987-88 1980-89 

Individual Income Tax 

Income Rveraging Repeal 
Taxing Unemployment 
Cornpensat ion 

Schol arsh i ps and 
Fell owsh i ps 
Prizes and Rwards 
Sales Tax Deduction Repeal 
Medical Deduction 
Limitation 
Mopt ion Expenses 
Meals, Entertainment and 
Travel Expenses 

Employee Business Expenses 
and Wisc. 

Political Contributions 
Repea 1 

Ca~ital Cost Deduction 

Cost Recovery Depreciation 
Research Expend i t ures 
Tax Credit 

Trademark and Trade Name 
Expenditures 

L o w  Income Housing Credit 

Ca~ital Gains and Losses 

Capital Gains Repeal 
Incentive Stock Options 
St radd 1 es 

Ruriculture, Timber Enerav 
and Natural Resources 

Sai 1 and Water' Expenditures 
Land Clearing Expenditures 
Converted Wet 1 ands and 
Erodible Croplands 



Provision 

Personal Income Tax Bank & Corn. Tax 
(in millions) . 

1987-88 1988-89 1987-88 1988-89 

Preproductive Period 
Expenses % +  7 * +  6 S +  3 + 2 
Prepaymmt Expenses + 1.2 + 0.4 
Discharge of Indebtness 
Income - 0.4 - 0.3 

capital b i n 6  an Timber + 5 + 5 
Intangiblrs Drilling Costs 
Oil, Gas & Geothermal 

Propacrt iem + 2 + 2 
Explorat ion and 
kvhlopra~nt Cwt5 

Ckrd Minerals Percentage 
Ikplet ion 

Tax She1 ters: Interest Expense 

Qt Risk Rules on Real 
Estate + 1.6 + 3 
Passive Loss Limitat ions + 20 + 30 
Consumer Interest Deduct ion + 185 + 257 

Cor~orate Taxat ion 
, --, 
, Stock Rdenpt ion Payments + 0.2 + 0.2 

Gainlt-oss on Liquidating 
Sales and Distribution + 8 + 15 
Purchase Price Rllocation - 
Sales of Rssets + 0.1 + 0.4 + 2 + 2 
Related Party Sales + 0 .  + 0.2 
Co-op Housing Corps - 0.2 - 0.2 
Real Estate Investment Trusts + 0.2 4 0.2 
Mart gage Backed Securit ies - 0-9 - 1.5 

Rlternative Minimum Tax 
<Rssumes no capital gains) 

F)ccount inu Provi sicms 

Limitations on Cash Method 
ball Business-Simplified 
Dollar Value LIFO 
Imtal lment Sales 
Capitalization of 
Inventory, Et c. 

Long-Term Contracts 
Bad Debt -Repea 1 
(non-f inancials) 

, .-, Qua1 if i ed  Discount Coupons 
-! Mi lit i s  Using Rccrual 
-./ FIrcount ing 

Contributions in Rid 
of Construction 
Discharge of Indebtedness 



TFIBLE I11 
OTHER CONFORMITY ISSUES NOT INCLUDED 

IN HR 3838 fiNFILYSIS 
(PIT & B&C> 

Provisions 

Net Operating Loss Carryover 
Sub Chapter S Corporatian5 
Fmdrral Perwma1 Exemption 

~ u r r t s  
ChiJd Care Credit 
~ l d r r 1 ~  & Disabled Tax Credit 
Ranters Credit 
Military Exclusion 
Charitable Contribution 

Max, > 
State Income Tax Deduct ion 
Net 
Taxation - Social Security & 
Rai lraad Ret irement 

Federal Standard Deduct ion 
haunt 5 

Imputed Interest 
Maximum Keogh Deduction 
(930,000) 

TOTFILS $- 2,072 8- 2,297 

End of report. 
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