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Executive Summary 

On December 22, 1987 the President signed into law the Omnibus Budget 
Reconciliation Rct (P.L. 100-2031 which contains within it the Revenue 

i Rct of 1987. That Rct makes changes to the Internal Revenue Code with 
the primary focus being the raising of federal revenue. 

Only five issues directly affect individuals. These include denying 
overnight camp expenses as being eligible for the child care credit, 
limiting the deduction for interest on home mortgages, clarifying the 
treatment of federal judges for I R F )  deduct ions, providing re1 ief (for 
1987) to holders of mutual funds from the two percent floor an 
indirect expenses, and modifying pension plan provisions with emphasis 
on tightening the minimum funding requirements. 

The changes which affected business entities include changes in the 
accounting rules for long-term contracts, 1 imltat ions on the use of 
the installment method of report i.nq sales, treatment of certain 
publicly traded partnerships as corporations subject to corporate 
taxation of their income, imposition of an excise tax on the receipt 

(-3 of greenmai 1, and revision of corporate est imated tax provisions. 
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I Title IX, Subtitle D. F'izrrsiclr~ Pruvisiurrs 
~1 

I \\ 

! QcTIoN: MODIFY PENSION" PLIr lN  RDMrNIsTRRTIoN UNDER E R I S A  

Qct Sect ion 9301 - 9346 

CURRENT CRLIFORNIR LFIW (See. 17501) 

I 

The state is in complete conformity to the federal rules for 
contributions made to pension plans and the deductibility of those 
contributions. 

NEW FEDERRL LRW (IRC Sec. 401, 404. 411% 412, and 4971) (ERISFI Sec. 
101, 103-104, 204, 302-304, 306, 3(37,*3, 407, 413, 502, 3001, 4001. 

I 
4005-4007, 4022. 4041, 4042. 4244. 4049,- 4062, 4068. and 4071) 

The Rct reduces the losses to the Pension Benefit Guaranty Corporation 
by strengthening the funding rules for defined benefit pension plans 
and ensures that excessive contributions are not made to the plan. f 4 ~  
number of modifications are made to the provisions allowing funding 
waivers, increased funding is required where liabilities to 
beneficiaries exceed the value o f  the plan's assets and quarterly 
installments of est imated plan contributions are required. Not ice must 
be given to plan participants and beneficiaries if an employer fails 

-1 
to make an installment or other plan contribution required to meet the 
minimum funding standard. 

The R c t  modifies the rules far termibation of a plan under a standard 
termination so that only if it can pay all benefit liabilities may it 
be terminated. Fllso, a bankruptcy reorganization will not be 
recognized as a distress criterion which enables a plan to terminate 
in a distress termination unless the employer maintaining the plan is 
unable to pay its debts or continue in business. 

I 

EFFECTIVE DRTE OF FEDERQL PROVISIONS 

The provisions are generally effective for plan years after 1987; 
however, individual provisions have specific effective dates. 



I 
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Title IX, Sctbt it le E. Miscel larlec~~~s Provisic:r~s 

QCTION: 6 MONTH EXTENSION O F  COLLECTICIN  CIF NON-TRX 
DEBTS OWED T O  F E D E R R L  QGENCIES 

Rct Sect ion 9402 

BFICKGROUND 

Certain federal agencies are authorized to notify the IRS that a 
person (who has received proper notification from the agency) owes a 
past due, legally enforceable, debt to the agency. The IRS then must 
reduce the amount of any tax refund due the person by the amount of 
the debt and pay that amount to the agency. Under Treasury 
regulations, the debt collection program applies with respect Co 
refunds due individuals but not to refunds due corporations. This 
federal program was scheduled to expire on December 31, 1987. 

CURRENT Cf4LIFORNIFI LFlW (Sec. ,-12413.2, 12419.3, 12413.5, 12419.7, 
12419.8 and 12419.9 of the Government Code and Sec. 1384 of the 

. . 
Unem~lovment Insurance Code) 

R similar program exists in California under the authority of the 
State Controller with the contractual processing of these offsets to 
state income tax refunds being made by the Franchise ,Tax Board. 

Under the offset program, the Controller will offset delinquent 
accounts against personal income tax refunds which have been cert if ied 
by the Franchise Tax Board in the following priority: 

o Nonpayment of child support accounts. 

o Benefit overpayment accounts administered by EDD if no signed 
reimbursement agr*eement exist 5, or if two consecut ive payments 
on a reimbursement agreement are delinquent as of September 30 
of the taxable year. 

o ather offset accounts in the priority determined by the 
Control ler. 

An income tax refund is certified by FTB only after departmental 
offset adjustments have been made (i. e., the refund has been first 
offset against liabilities that may exist in any one of the 
departmentT s various programs). 

NEW FEDERRL LRW (Act Sec. '3402 arnerldir~a Sect ion 2653 (c) of the ----. 
Deficit Reduct ion Flct of 1'384) 

The Act extends the tax refund offset program for s l x  months (i. e., 
through June 30, 1988). In addition the program is expanded to apply 
to debts owed to all federal agencies and to debts owed by 
corporations as well as individuals. The Comptroller General and the 



I S e c r e t a r y  of t h e  T r e a s u r y  are t u  c o n d ~ i c t  a s t u d y  or1 t h e  effect of t h i s  
program on v o l u n t a r y  compliance w i t h  t h e  income t a x  l a w s .  T h e  r e p o r t  
o n  t h a t  s t u d y  is d u e  R p r i l  1, 1383. 

EFFECTIVE--DaE-OFEEEQERFILPRLL-1-S.I:ONS. 

T h i s  p r o v i s i o n  is e f f e c t i v e  on December  22, 1987. 



Title X ,  Subtitle R. Iridividual Incc~rne T a x  Prcrvisioris 

QCTION: DENY ELIGIBILITY DF' OVERNIGHT CFIMF1 EXPENSES 
F O R  C H I L D  CQRE CREDIT 

R c t  Section 10101 

CURRENT CQLIFORNIFI  LFlW (Sec. 17052.-62 

The Califbrnia credit is equal to 30 percent of the allowable federal 
child care credit. Expenses eligible for the credit include costs 
incurred by the taxpayer for day care, nursery school, a housekeeper 
or other home care, and summer camps, including overnight camps. 

NEW FEDERFIL LQW (Sec. 21 

Expenses incurred by a taxpayer fur an overnight camp are ineligible 
for the child care credit. 

EFFECTIVE DQTE O F  F E D E R Q L  P R O V I S I - M \ I S  

The provision is effective for taxable years beginning on or after 
January, 1, 1988. 



Title X, Subtitle FI. Ir~dividual Irlcurne T a x  Provisions 

GCTION: L I M I T  DEDUCTIDN F O R  QUGLIFIED RESIDENCE 
INTEREST 

Qct Section 10102' 

CURRENT CRLIFORNIR LRW (Sec. 17291) 

California and federal laws are the same regarding the deduction for 
qualified residence interest. Interest paid on debt secured by a 
principal or second residence is deductible as long as the debt does 
not exceed the cost of the residence (plus improvements made to the 
residence), plus debt incurred for educat ional and medical expenses 
(up to the fair market value of the residence). 0 special rule is 
provided for those taxpayers who had refinanced their residence before 
flugust 16, 1986 to enable them to substitute the outstanding mortgage 
balance as of Ruqust 16, 1366 for the cost plus improvements amount in 
order to determine the amount of debt on which interest was . . 
deductible. 

NEW FEDERRL LRW (Set. 163) 

The Qct 1 imits the deduct ion for qualified residence interest to 
amounts paid on debt to acquire or substantially improve a principal 
or second residence up to a total debt of $1 million ($500,000 in the 
case of a separate return by a married individual) plus other debt 
secured by a principal or second res'idertce not in excess of BlO0,OOO 
(850,000 in the case of a separate return by a married individual), 
without restriction on its use. Flll indebtedness incurred on or 
before October 13, 1987 which was secured by a qualified residence on 
that date is considered qua1 ified acquisition indebtedness. FI special 
rule is provided for refinancings after October 13, 1987 of the 
pre-October 13, 1987 debt. That rule generally provides that the 
refinancing will be qualified debt until the expiration of the term of 
the pre-October 13, 1387 loan or 30 years from the first refinancing. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The provision is effective for taxable years beginning on or after 
January 1, 1988. 



Titie X, Subtitle R.  I r ~ d i v i d u a l  Incurne T a x  Provisions ', 
1 

RCTION: CLRRIFY THRT FEDERRL J U D G E S  FIRE RCTIVE 
F Q R T I  C I P R N T S  F O R  I RQ P U R P O S E S  

R c t  Sect ion 1 0103 

I I 
CURRENT CALIFORNIA LRW (Sec. 17201) 

California and federal law provide the same deduction for Individual 
Ret irement Rccount ( I R R )  contri but ions made for taxable years 
beginning on or after January 1, 1987. Contributions to an IRG up to 
the lesser of 82,000 or 100 percent of compensat ion (earned income, in 
the case of a self-employed individual) are deductible if the 
individual was not an active participant i~ an employer-maintained 
retirement plan for any part of the plan year ending with or within 
that person7 s taxable year. For active participants the deduction is 
phased out based an RGI. 

For purposes of the act ive part ic.i pant rule, an employer-maintained 
ret irement plan means : 

1 ,, -1 1. FI qualified pension, profit-sharing, or stock bonus plan; 

2. FI qualified annuity plan; 

.3. FI simplified emplo'yee pension (SEP); 
, - 

4. R plan established for its employees by the United 
States, by a State or political subdivision, or by any 
agency or instrumentality uf the United States or a State 
or political subdivision (other than an unfunded deferred 
compensation plan of a State or local government); 

5. R plan described in Section 501(c) (18) of the Internal 
Revenue Code; or 

6. R tax-sheltered annuity. 

NEW FEDERAL LRW ( R c t  Sec. 10103) 

? 

In a recent Tax Court decision (Porter v. Commissioner, 88 T. C. No. 28 
(March 5, 1987)), it was held that Article ,111 judges are not 
employees of the United States and, therefore, are not active 
participants in a plan established for its employees by the United 
States. Whether or not an individual is an employee also is relevant 
for other purposes under the Code, such as for t h e  exclusion of 
certain benefits from incc~rne t h e  eligibility for certain deductions. 



< 'I 

The A c t ,  in a non-Code ?rovisinn, provides that a Federal judge shall 
1 be,treated as an active participant for purposes o f  IRfA deductions and 

are treated as employees for income tax purposes. 

EFFECT1V.E DATE OF FEDERRL -PROVISIONS 

This provision is effective for taxable years beginning on or after 
January 1, 1988. 



\ T i t l e  X ,  S u b t i t l e  R. I r ~ a i v i d u a l  Irlcc~rne Tax  Prctvisictrrs 
1 

RCTION: O N E  YERR DELRY I N  R P P L Y I N G  2 F'ERCENT FLOOR T O  
I N D I R E C T  DEDUCTIONS THROUGH 9 REGULRTED 
INVESTMENT CCiMPRNY 

I Rct Section 10104 

CURRENT CRLIFORNIA LRW (Sec. 17076) 

Both state and federal laws, for taxable years beginning on or after 
I January 1, 1987, generally allow a deduction for miscellaneous 

itemized deductions only to the extent that they exceed two percent of 
the taxpayer's federal adjusted gross incume (RGI). The two percent 
floor applies with respect to indirect deductions through certain 

I pass-through entities, including regulated investment companies 

! (RICs), commonly called "mutual funds." The two percent floor does not 

I apply with respect to certain other pass-t hrough en t  it ies, including 
real estate investment trusts, cooperatives, and certain trusts and 
estates. 

I 

I NEW FEDERRL LFlW (Rct Sec. 10104) 
1 '1 
I /' 

The Rct, in a non-Code provision, provides (1) that the two percent 
floor applies to indirect deductions through a publicly offered RIC 

I 

only for taxable years beginning on or after January 1, 1988; (2) 
defines a publicly offered RIC; and - (3) increases the required 

I 
distribution from a RIC (formerly 30 percent) to 98 percent to avoid 
an excise tax on undistributed income- 

EFFECTIVE DRTE OF FEDERRL PROV I SJ,_O-hiS_ 

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



I \ T i t l e  X, S u b t  i t i e  E. H I - t s i r ~ e s s  F'r-c~visic~ris - P c c o u r ~ t  i r t g  

I / P r o v i s i m n s  
1 

QCTION: REPEQL O F  R E S E R V E  F O R  RCCRUQL O F  VQCRTION PRY 

act S e c t  i on  10201 

CURRENT CRLIFORNIFI LfAW (Sec. 17501, 17551, 24274. 24609, 24615. 24685 
a n d  24686.2) 

I C a l i f o r n i a  c o n f o r m s  t o  f e d e r a l  l a w  w h i c h  a l l o w e d  an a c c r u a l  m e t h o d  
t a x p a y e r  t o  elect t o  d e d u c t  a n  amount  r e p r e s e n t  i n g  a r e a s o n a b l e  

I a d d i t i o n  t o  a r e s e r v e  f o r  v a c a t i o n  p a y  e a r n e d  d u r i n g  t h e  y e a r  i f  t h e  
amount is p a i d  t o  e m p l o y e e s  d u r i n g  t h e  y e a r  a r  w i t h i n  8 1/2 m o n t h s  

I after  t h e  end  of t h e  y e a r .  

NEW FEDERRL LF)W (Sec. 81, 404. 4-1.7. 461 a n d  4633) 

T h e  act r e p e a l s  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  for  v a c a t i o n  
pay. The d e d u c t i o n  for  v a c a t i o n  p a y  f o r  a n y  t a x a b l e  y e a r  is g e n e r a l l y  
n o w  l i m i t e d  t o  t h e  amount  of v a c a t i o n  p a y  e a r n e d  d u r i n g  t h e  y e a r  t o  
t h e  e x t e n t  t h a t  (1) t h e  amount is p a i d  t o  e m p l o y e e s  d u r i n g  t h e  y e a r  o r  
(2) t h e  amount t h a t  is v e s t e d  a s  of t h e  las t  d a y  of t h e  t a x a b l e  y e a r  
and is p a i d  t o  e m p l o y e e s  w i t h i n  2 1/2 m o n t h s  a f t e r  t h e  e n d  of t h e  
y e a r .  V a c a t i o n  p a y  e a r n e d  d u r i n g  a n y  t a x a b l e  y e a r  which  is not p a i d  
w i t h i n  2 1/2 m o n t h s  after  t h e  e n d  of t h a t  y e a r  is d e d u c t i b l e  i n  t h e  
t a x a b l e  y e a r  i n  w h i c h  it is p a i d  td ' employees .  

I 

The c h a n g e  is t r e a t e d  ' a s  a c h a n g e  i n  a c c o u n t i n g  method i n i t i a t e d  by 
t h e  t a x p a y e r  a n d  made w i t h  t h e  c o n s e n t  of t h e  I R S .  The  n e t  amount ,  a s  
d e f i n e d ,  of t h e  a d , j u s t m e n t  r e q u i r e d  by t h e  c h a n g e  i n  method is t a k e n  
i n t o  a c c o u n t  o v e r  f o u r  y e a r s  a s  f o l l o w s :  

Change Y e a r . . . . . . . . . . . . . . . . . . . .  25 X 
F i r s t  y e a r  a f t e r  change. .  . . . . . . 5 % 
Second  y e a r  a f t e r  c h a n g e  ....... 35 % 
T h i r d  y e a r  a f ter  change . .  . . . . . . 35 % 

However, i f  t h e  p e r i o d  'o f  a d j u s t m e n t  r e q u i r e d  t o  b e  t a k e n  i n t o  a c c o u n t  
u n d e r  S e c t  i o n  5.06 of Rev. P r o c .  84-74 ( ~ u m u l a t  i v e  B u l l e t  i n  736, 
1984-2) is less t h a n  f o u r  y e a r s ,  t h e  a d j u s t m e n t  is t o  b e  t a k e n . i n t o  
a c c o u n t  r a t a b l y  over  t h e  s h o r t e r  p e r i o d .  

T h e s e  a d j u s t m e n t s  may b e  u f f s e t  by  n e t  o p e r a t i n g  losses and  t a x  c r e d i t  
c a r r y f o r w a r d s  f o r  the t a x  a t t r i b u t a b l e  to t h e  a d j u s t m e n t .  F o r  . 
e s t i m a t e d  t a x  p u r p o s e s ,  t h e  a d j u s t m e n t  w i l l  b e  i n c l u d e d  i n  i n c o m e  
r a t a b l y  t h r o u g h o u t  t h e  y e a r  i n  quest i o n .  



EFFECT I V,E.DA ~--!.E-f~D~.E!.E!~kr_~-I!.o.~~.I.~..~..~Ns. i 

The provision is effective for taxable yeat-5 beginning on or a f t e r  
January 1, 1988. 



Title X, Subtitle E. Par-t I E u s i r ~ e s s  Fsrovisir=lns - 
~ ) R c c u u n t  i n g  Provisions 

RCTION: REPEQL FsRUFtORTIDNRTE DISRLLOWQNCE RULE QND 
INSTRLLMENT SRLES BY DEQLERS 

Rct Sect ion 10202 

CURRENT CFILIFORNIR LRW (Sec. 17551. 17560, and 24667) 

California follows the federal installment sale rules except that 
corporations are allowed a one year delay in applying those rules 

1 .  until income years which begin on or after January 1, 1988 and an 
I 

elect ion is provided for non-corporate taxpayers to not use the 
proportional disallowance rule even though the general rules apply to 
t h e m  for taxable years beginnirrg on ar after January 1, 1987. 

Under these rules a taxpayer who sells property ordinarily must 
recognize gain or loss at the time o f  the sale. However, a taxpayer 
who is eligible to use the irlstallment method may defer the payment of 
tax and recognize gain from a sale,of property in proportion to the 
payments received. 

/- -. 
Use of the installment method is not allowed for sales pursuant to a -1 revolving credit plan and for sales of publicly traded property. 

I Dealers in Property, Etc. 

In general, the installment method *may be used to report gain from the 
sale of personal property by dealers in personal property who 
regularly sell on the installment plan or from the sale of other 

I property where at least one payment is tu be received after the end of 
the taxable year of the sale. 

Pro~ort ionate Disal 1 owance Rul-e_ 
1 

I Use of the installment method generally is limited under the 
"proportionate disallowance rule" for dealer sales of real property 
and dealer sales of  personal property eligible to be reported on the 
installment method, a5 well as for sales of real property used in the 
taxpayer7 s trade or business or held for the production of rental 
income where the selling price of such real property is greater than 
6150,000. Under the proport ionate disal lowance rule, a pro rata 
portion of the taxpayer7 s indebtedness is allocated to, and is treated 
as a payment on, the installment obligations of the taxpayer. 

I 



Resident i al-.L.clts and Tirneshares ? -- 

Qt the election of the seller, installment obligations arising from 
certain sales of residential lots arid "timeshares" are not subject t o  
the pruport iunate d i sal l u w a n c ~  rule. Rat her, such taxpayers may 
compute their tax liability under the installment method and are 
required to pay interest on the amaunt of deferred tax attributable t o  
the use of the installment method. 

alternative Minimum T a x  

The installment method may not be used for purposes of the alternative 
minimum tax for sales that are subject t o  the proportionate 
disallowance rule. The installment method may be used, however, for 
purposes of the alternative minimum tax for sales of residential lots 
and "timeshares" with respect t o  which a taxpayer elects t o  use the 
installment method and pay interest on the deferred tax. 

I Pledpins of Nondealer Real Property Instal lment Obl-Lqat ions 

I Generally, if an installment obligation is dispctsed of, gain (or loss) 
is recognized equal to (1) in the case of a satisfaction at other than 
face value or a sale or exchange of the obligation, the difference 
between the amount realized and the basis of the obligation or (2) in 
the case of any other disposition (other than by sale or exchanges), 
the difference between the fair market value of the obligation at the 
time of the disposition and the basis of the obligation. The basis 

- o f  the obligation is equal t o  the basis o f  the property sold plus the 
amount of gain previously recognized. In general, the mere pledge of 
an installment obligation as collateral for a loan is not treated as a 
disposition. 

NEW FEDERRL LQW (Sec. 56. 381. 453, 453Q. 453C, arid 691) 

! Dealers in Property 

Effective for installment obligations arising from dispositions 
occurring after December 31, 1987, dealers in real and personal 
property may no .longer use the installment method. The definition of 
installment sale no longer includes any dealer disposition. Thus, 
generally, all payments to be received from a dealer disposition o f  
property are treated as received in the year of disposition. 

However, the following dispositions on the installment plan will 
remain subject .to the current rules applicable to dealers using the 
installment method and for these items the instal lment method may 
st i 1 1 be used. 

o FI sale on the installment plan of any property used or 
produced in the trade ar business of _f_g-rminq. 

"\ o R sale in the ordinary course af the taxpayer's trade or 

(<-) business to an individual of residentla1 lots, if the taxpayer 
(or any related person) is not to make any improvements to the 
lot. 

13 



o R sale irc the ordinary cour-se c~f the taxpayerq s trade or 
busir~ess to an individual of tjrneshare riqhts to use, or a 
SL~eshar-e ownership interest in, residential real property for 
not more than six weeks per year, or a riqht to USE specified 
campgrounds for recreat ic~rial purposes. 

For the exceptions from the general repeal to apply to the sale on the 
installment plan of timeshares or residential lots, the taxpayer must 
elect to pay interest determined on the amount of the tax attributable 
to payments received during the tax year on installment obligations 
that arise from such dispositions for the period beginning on the date 
of sale and ending on the date such payment is received. No interest 
is determined for any payment received during the tax year in which 
the installment obligation arises. The elect ion for residential lots 
or timeshares will not apply if an installment obligation is 
guaranteed by any person other than an individual. 

Proport ionate Di sal lowance Rule Repealed 

The proportionate disallowance rule, relating to treating certain 
indebtedness as equivalent to a payment an irrstal lment bbl igat ions, is 
repealed generally effect ive for disposit ions in tax years beginning 
on or after January 1, 1388. FI taxpayer who is a nondealer may elect, 
as prescribed in regulat ions, to have the repeal a ~ p l y  to tax years 
endins after December 31, 1386, with respect to dispositions and 
pledges occurring after Flugust 16, 1986 (i. e. FY 1986/87, FY 1987188 
and calendar year 1987). 

Alternative Minimum Tax 

Far dispositions in tax years beqinrrinq an or after January 1, 1987, 
the installment method may be used'i'n determining alternative minimum 
taxable income for a1 1 nondeal er disposit ions o f  property. 

Installment Obliqations of Nondeeale.rs of Real Property 

Installment obl igatiuns arising from the sale of nonfarm real property 
that is used in a taxpayer's trade or business or that is held for the 
production of rental income where the sales price of the property is 
greater than 9150,000 are subject to an interest charge (imposed as 
additional tax for the year under a complex set of rules) if the face 
amount of def~v-red payments arising from all dispositions of such real 
property during any year exceeds 85 million. The following types of 
installment obligations are not included in the definition of 
"nondealer real property installment obligation": 

o Those arising out of a disposition by an individual of 
personal use property or the disposition of any property 
used or produced in the trade or business of farming, and 



! \  
o Thclse arising out of the disposition c~f a residential lot or 

timeshare by a nundealer, but the taxpayer must elect to pay 
interest on the amount of the deferred tax attributable to 
the use of the installment method in the same manner as if 
they were a dealer. 

I 

If any nondealer real property installment obligation to which the 
interest payment rules apply i 5 pledged to secure other indebtedness, 
the net proceeds of the secured indebtedness will be treated as a 
payment received on that installment obligation on the later of the 
date that the obligation is pledged or the date the net proceeds are 
received by the taxpayer. Rules are provided which limit the amount of 
gain recognized to the total gain from the installment sale- 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

Dealers in Property 

The repeal of the installment method for dealer dispositions generally 
applies to installment obligations arising from dispositions after 
December 31, 1987. The new rules do not affect the treatment of an 
installment obligation arisinq out of a dealer disposition occurring 
before March 1, 1986. Special rules apply to obligations arising 
between those two dates (i. e. aft& February 28, 1986 but before 
January 1, 1988). Those special rules provide: 

1. Those obligations will still be subject to the proportionate 
disallowance rule for tax years ending after December 31, 
1386, and beginning before January 1, 1'388 (i. e. F Y  1966/67, 
F Y  1987/88 and calendar year 1987 returns). 

2. any Gain from an installrne6t obligation arising between those 
dates is not to be recognized as payments are received in a 
later tax year, but instead is to be treated as a change in 
account ing met hod wh ich requires the net adj ust ment to be 
taken into account over a period not longer than four 
taxable years (beginning with the first tax year that begins 
after December 31, 1'387). 

I 
Proport ionat e Disal lowance R d e  Reaealed 

I 

The repeal is generally effective for dispositions in tax years 
beginning on or after January 1, 1988. A taxpayer who is a nondealer 
may elect, as prescribed in regulations, to have the repeal ap~lv to 
tax years endinp after Deceaer 31. 1986, with respect to dispositians 
and pledges occurring after Rugust 16, 1986 (i. e. F Y  1986/87, FY 
1987/88 and calendar year 1987). 

Alternative Minimum Tax 

The change applies to dispositions in tax years beginning on or after 
---- January 1, 1'387 for all nclr~dealer dispositions o f  property. 
0 



The interest charge appl ies to u:ondeal er real property instal lment 
I 

obl igat ions arising out o f  di spctsi t iun occurrir~g in tax years 
beginning on or after January 1, 1388. Fur tax years ending after 
December 31, 1386 (i. e. FY 1386/87, F Y  1987/88 and calendar year 1987 

I 
I returns), a taxpayer may elect to apply the interest charge rules to 

dispositions occurring after Rugust 16, 1986. If the taxpayer makes 

I such an election, the proportionate disallowance rule will not apply 
to installment obligations that arise from dispositions occurring 

I after august 16, 1386. 

Pledsins of Nondealer Real Property Installment Obliqations 

The pledge rule generally applies to any nondealer real property 
installment obl igat ions that are pledged to secure other indebtedness 
after December 17, 1987, in tax years ending after that date. For tax 
years ending after December 31, 1986 (i.e. FY 1386/87, FY 1987/88 and 
calendar year 1987 returns), a taxpayer may elect to apply the pledge 
rules to pledges occurring after Rugust 16, 1386. If the taxpayer 
makes such an election, the proportionate disallowance rule will not 
apply to installment obliqat ions that arise from dispositions 
occurring after Rugust 16, 1986. 



T i t l e  X ,  S u b t i t l e  R.  Far-t I Business P r o v i s i u r ~ s  - 
R c c o u r ~ t  i n g  P r u v i  s i lzlr15 

R C T I O N :  F U R T H E R  R E D U C E  p E R C E N T R G E  O F  LONG T E R M  
C O N T R R C T  E L I G I B L E  F O R  DEFERRRL U N D E R  COMPLETED 
C O N T R Q C T  METHOD 

R c t  S e c t  i o n  10203 

CURRENT CRLIFORNIQ LRW (Sec. 17551 a n d  24673.2) 

C a l i f o r n i a  is conformed  t o  t h e  f e d e r a l  rnethod of a c c o u n t i n g  for  
contracts  which t a k e  m o r e  t h a n  o n e  y e a r  t o  c o m p l e t e  ( l o n g  t e r m  
contracts) .  Q t a x p a y e r  must  u s e  e i t h e r  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 of a c c o u n t i n g ,  which  b r i n g s  i n t o  income and  d e d u c t s  a s  e x p e n s e s  
a m o u n t s  b a s e d  o n  t h e  p e r c e n t a q e  of t h e  c o n t r a c t  which  h a s  b e e n  
c o m p l e t e d  d u r i n g  t h e  y e a r ,  o r  a h y b r i d  method c a l l e d  t h e  
p e r c e n t a g e - o f - c o m p l e t i o n  c a p i t a l i z e d - c o s t  method. T h a t  h y b r i d  m e t h o d  
p r o v i d e s  t h a t  40 p e r c e n t  of i t e m s  ,( i ncome and  e x p e n s e s )  w i t h  r e s p e c t  
t o  a l o n g  t e r m  c o n t r a c t  must  b e  r e p o r t e d  u n d e r  t h e  p e r c e n t a q e  of 
c o m p l e t i o n  method,  w h i l e  t h e  r e m a i n i n g  60 p e r c e n t  of t h e  i t e m s  w i t h  
r e s p e c t  t o  t h e  c o n t r a c t  must  b e  t a k e n  i n t o  a c c o u n t  u n d e r  t h e  
t a x p a y e r T  s normal  method o f  a c c o u n t  i n g  ( s u c h  a s  the  c o m p l e t e d  contract 
method which  d e f e r s  t h e  r e p o r t i n g  o f  i t e m s  u n t i l  t h e  y e a r  t h e  contract 
is c o m p l e t e d ) .  

NEW FEDERRL LRW (Sec .  460) 

F o r  c o n t r a c t s  e n t e r e d  i n t o  a f t e r  O c t o b e r  13, 1'387, t h e  p e r c e n t a g e  of 
t h e  i t e m s  for  t a x p a y e r ' s  e l e c t i n g  t h e  h y b r i d  method which  mus t  b e  
r e p o r t e d  u n d e r  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 is r a i s e d  f r o m  40 
p e r c e n t  t o  70 p e r c e n t .  Rn e x c e p t  i o n  t o  t h i s  c h a n g e  is p r o v i d e d  fo r  
c e r t a i n  " q u a l i f i e d  s h i p  c o n t r a c t s " .  C o n s i s t e n t  w i t h  t h i s  n e w  r u l e  t h e  
c a l c u l a t i o n  of i n t e r e s t  f o r  u n d e r p a y m e n t s  and  o v e r p a y m e n t s  w i t h  
r e s p e c t  t o  t h e s e  contracts d u r i n g  a " l o o k  b a c k  p e r i o d "  w i l l  b e  based 
o n  70 p e r c e n t  of t h e  i t e m s  t a k e n  i n t o  a c c o u n t  u n d e r  t h e  p e r c e n t a g e  o f  
c o m p l e t  i o n  m e t  hod. 

EFFECTIVE DRTE O F  FEDERRL PROVISIONS 

R p p l i e s  t o  c o n t r a c t s  e n t e r e d  i n t o  af ter  O c t o b e r  13, 1987. 



Title X ,  Subtitle B. Par-t I Eusir~ess Prccvisiur~s - 
Qcccrur~t ing Pruvi sicins 

GCTION: RMORTIZRTION OF PRST S E R V I C E  PENSION COSTS 

Rct Sect ion 10204 

CURRENT CRLIFORNIR LFIW ( S e c .  17201. 17551. 24422.3. and 24673.2) 

California is conformed to the Uniform Capitalization Rules enacted in 
federal law by the Tax Reform Rct of 1386. In general, those rules 
govern the inclusion in inventory or capital accounts of all costs 
incurred in manufacturing, construct ion, and other types of act ivit ies 
involving the production of real or tangible personal property, or 
incurred in acquiring or holding property for resale. Regulations 
implementing this provision require capitalization of all direct costs 
and an allocable portion of indirect costs (,i. e. general and 
administrat ive and overhead costs) . However, an except ion i s  provided 
for contributions to a pension or annuity plan to the extent those 
contributions represent past service costs (for actuarial funding of 
pension plans which d ist inquisn between current and past service 
costs). Those contributions, subject to certain other 1 imitat ions, 
remain currently deductible and are not required to be capitalized. 

NEW FEDERRL LRW (See. 263R and 4 6 n  

The portion of pension expense that represents past service costs is 
now subject to the uniform capitalization rules and the long term 
contract cost a1 locat ion r-ules. This means that an a1 locable port ion 
of all pension costs, whether current ar past services are involved, 
will be included in the basis of property produced (or held for resale 
by the taxpayer), including property purchased under a long term 
contract subject to the cost a1 locat icln rules. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

This provision is effective: 

o For (1) non-inventory property produced by the taxpayer, and 
(2) for long term contract allocation rules, for costs 
incurred after Drceinbeen 31, 1387, in taxable years ending 
after that date, and 

o For inventory in the hands of the taxpayer, for taxable 
years beginning on or after January 1, 1988 and is 
considered a change in accounting method (initiated by the 
taxpayer with the consent of the Commissioner). The net 
amount of any adjustment is to be taken into account over a 
period not to exceed four years and may be offset by net 
operating loss and tax credit carryforwards. For estimated 



t a x  payments t h e  ad.justment is t o  be recognized r a t a b l y  
throuqhuut the y e a r .  



Title X, Subtitle B- F'art I Eusir;ess Provisions - 
\) Rckc1untir1g Prc~visic~ns 

flCTION: LIMITATION ON CRSH METHOD OF RCCOUNTING FOR 
LRRGE FRMILY FRRMS 

Qct Section 10205 

CURRENT CRLIFORNIR LRW (Sec. 246522- 

California is conformed to the federal rules relating to the method of 
account ing for corporat ions engaged in farming. Those corporat ions, 
generally, may use the cash method of account inq. R corporation 
(other than an S corporation) having gross receipts in excess of 9 1  
million for any year after 1975 must use an accrual method of 
accounting unless it is a "family corporation". In general, a "family 
corporation" is one where 50 percent or more of the stock is owned by 
two or three families on October 4, 1376, and which at all times 
thereafter qualifies as a family corporation. A tax shelter farming . 
corporation, whether or not a "family corporation", is required to use 
the accrual method of accounting. 

1 7, NEW FEDERRL LRW ( S e c .  4471 

. -1' 
The Rct requires a family farming corpnration to use the accrual 
method of account inq unless that cctrporat ion (and any predecessor 
corporation) did nut have gross receipts in excess of $25 million for 
each prior taxable year beginning after 1985. R family farming 
corporation includes those family-owned and clasely held corporations 
engaged in farming that were previously allc~wed to use the cash method 
of accounting. Special rules are provided to determine gross receipts 
when the corporation owns an interest in a pass-through entity or is 

I part of a control led group. 

If a family farming corporation must change from the cash to the 
accrual method of accounting under these new rules, a suspense account 

I is established which contains the adjustment amount attributable to 
the change in accounting method. The amounts in the suspense account 
are to be taken into income when certain events happen. fl portion is 
taken into income when gross receipts in any year are less than the 
gross receipts in the last year the cash method was used. Qny balance 
remaining in the suspense account will be included in income (1) when 
the business is sold or otherwise transferred outside of the family 

I .  
group which owned the corporation on December 15, 1987, or (2) when 
the corporation fails to meet the definition of a family farming 
ci*rporat ion. 

I 



T h i s  provision is e f f e c t i v e  f o r  taxable y e a r s  b e g i n n i n g  on or after 
January 1, 1988. 



Title X, Subtitle F. Par-t I br-isirtess Prclvisicrns - 
Rccount i ~ I Q  P r a v i  sions 

FICTION: ENT'ITIES MRY ELECT T R X G S L E  YERRS OTHER THFIN THE 
CQLENDQR YEFIR 

Rct Sect ion 10206 

CURRENT CRLIFORNIFI LRW (See. 17551.5 and 22633.5) 

California conformed to the federal requirements in the 1986 Tax 
Ref arm FIct which required part nersh ips, S corporat ions and personal 
service corporations to change their taxable years to end at the same 
time as their owners. This requirement. ger~erally resulted in the 
change from a fiscal year period to a calendar year and is to be . 
effective starting with the 1987 year. The state law is constructed in 
such a way that only if the entity is required to change taxable years 
for federal purposes will it be required to change taxable years for 
California purposes. . . 
NEW FEDERRL LRW (Sec. ;280H, -444, and 7513) 

- )  Effective for tax years beginning on or after January 1, 1987, a 
2 

partnership, S corporat ion, or a personal service corporat ion is 
eligible to elect to retain the tax year it had for its tax year which 
began in 1986. Qlternatively it may elect to adopt or change to a tax 
year with a deferral period not exceeding three months or its previous 
tax year deferral period, whichever produces the shortest deferral 
period. The election, to be effective at all, must be made for the 
first tax year beginning on or after January 1, 1987 but that election 
need not be made until March 21, 1988. If no election is made, 
partnerships, S corporations and personal service corporations must 
use the tax year required by statute or regulation. 

Part nersh i ps and S Corporat ions 

Those entities electing under this provision must make an annual 
"required payment ", phased in over a four year period, due on april 
15th of the calendar year Ssflowing the calendar year in which the 
election begins, unless a later date is permitted by the Internal 
Revenue Service. The payment is equal to the excess of: . ,. 

1. The amount computed by multiplyirrg the net base year income 
of the entity by its adjusted highest tax rate (the tax rate 
for the entity under Sect ion 1 of the Internal Revenue Code 
plus one percent). 

--. 
' 'j The purpose of paragraph 1, fiir election made with respect 
\-/ to 1387, the adjusted highest tax rate is set by s'tatute at 

36 percent; over 



2. The amount of the "required payment" for the precedirrq 
1 

elect ion year. 

Thus, if the arnourrt determined in 2. is less than the arnount in I., 
the additional arnount must be paid. However, if the amount determined 
in 2. is more than the arnount computed in I., the electing entity is 
entitled to receive a refund (without interest) of the difference. 

I 

1 No payment has to be made until the required payment for an election 
year is more than 8500. Rules are provided for calculating net base 
year income and the deferral ratio. 

Willfully failing to comply with these rules will result in the 
revocation of the election, effective from the year in which the 
failure takes place. 

Personal Service Corporations 

Electing personal service corporations are limited the amount of 
deductions they can take for payments for employee-owners unless the 
corporatian makes certain minimum distributions to those 
employee-owners before the end o f  the calendar year. 

I f  a personal service corporation is denied a deduction for all or 
part of a payment to an employee-owner, the amount denied will be 

--. carried to the next year. 
'\ 

' No carryback of net operating losses is allowed either from or to an 
applicable elect ion year of a persc~nal service corporation. 

Tiered Structure . . 

I In general, this new election rule will nut be available for a 
partnership or S corporation that is part o f  a tiered structure unless 
all of the members of that structure have the same tax year. 

EFFECTIVE DQTE OF FED€-RRL F 'RCIVISIONS 

The provision generally is effective for taxable years beginning on or 
after January 1, 1987. Required payments are to be made respectively 
by partners and shareholders of electing partnerships and S 
corporations with respect to applicable election years beginning on or 
after January 1, 1987. 



, , Title X ,  Subtitle B. Part I1 Eusiness Provisions - 
Partnership Provisisns 

QCTICIN: PUBLICLY T R G D E D  F ' G R T N E R S H I P S  T R E R T E D  RS 
CnRPORGiTI  ONS 

Rct Section 10211 
I 

CURRENT CFILIFORNIFI LFIW (Sec. 17851) 

California is conformed to federal law in that a partnership is not 
subject to tax at the partnership level, but rather, income and loss 
of the partnership is sub.ject to tax at the partner's level. 
Regulations distinguishing partnerships from corporations provide that 
whether a business entity is taxed as a corporation depends on which 
form of enterprise the entity "more nearly" resembles. These 
regulations 1 ist six corporate characteristics, two of which are common 
to corporations and partnerships, and the other four of which are: 

1. Continuity of life, . , 

2. Central i zat ion of management, 

3. Liability for corporate debts limited to corporate 
property, and 

4. Free transferability t~f interests. . . 
The regulations provide that an association is treated as a 
corporation (rather than a partnership) for tax purposes i f  it has 
more corporate than non-corporate characterist ics. The effect of the 
regulation is, thus, to classify an entity as a partnership if it 
lacks any two of these four corporate characterist ics, without regard 
to how strong or weak a particular characteristic is or how the 
evaluation of the factors might af feet overall resemblance (Larson v. 
Commissioner, 66 T. C. 159 (1'3761, acq 1979-1 C. B. 1). 

NEW FEDERFIL LFIW (See. 7704) 

The FIct treats a publicly traded partnership (PTP) as being taxable as 
a corporation. F1 PTP is a partnership whose interests are traded on I 
an established'securities market or are readily tradeable on a 
secondary market. R PTP includes master 1 imited partnerships. Cln ' 

exception to the general rule is provided far PTPs with 90 percent or 
more o f  their income meeting the definition of "qualifying income". 
Qualifying income consists of specially defined interest, dividends, 
specially d e f  ired real property rents, gain from the sale or other 
disposition of real property, iricome and gains from certain natural 
resources, gain From the sale of capital assets or business assets;, 
and, for cer't ain cornrncld ity pools, cert d i n  incclme and gairis from 
cclmmodi t ies and futures, opt ions and forward contracts. 

24 



On the day that a partnership is first treated as a corporation, it 
, will be regarded as having transferred all of its assets (subject t o  

all of its liabilities) to a newly formed corporation in exchange for 
that corporation's stock and as having distributed the stock t o  the 
partners in liquidation of their interests in the partnership. The 
Committee Report states that existing rules applicable to recognition 
of income upon recapture of tax benefits also apply. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The provision generally applies t o  taxable years beginkinQ on or after 
January 1, 1988. In the case of an "existing partnership, " however, 
it applies to tax years beginning on or after January 1, 1998. Fln 
"exist.inq partnership" is any one of the following: 

1. F) partnership that was publicly traded on December 17, 1987. 
I I 

2. Fl certain partnership for which a registration statement was I 
filed with the SEE on or before December 17, 1987. 

I 
3. Q certain partnership for which an applicaticrn was filed 

I 

with a state regulatory commission on or before December 17, 
1987, seeking permission to restructure a portion of a 
corporation as a PTP. . I 

R partnership that is not an "existing partnership" will be treated as 
a corporation on the first day it is publicly traded. Fln "existing 
partnership" will be treated as a corporation on the first d a y  of its 
first taxable year beginning on or after January 1, 1998 (as long as 
it continues to be publicly traded on that date). 

Fln "existing partnership" will rro fbnger be under the exception, if it 
adds a substantial new line of business after December 17, 1987, buP; 
dropping a line of business will have no effect on its status under 
the exception. Fln "existing partnership" that ckases to qualify for 
the exception will be treated as a cctrporation on the first day after 
it loses its exemption (assuming it continues to be publicly traded on 
that dat el. 
T i t l e  X, S u b t i t l e  B. Part I1 B u s i n e s s  P r o v i s i o n s  - 
Partnership Provisions 

RCTION: S E P Q R R T E  T R E A T M E N T  O F  P U B L I C L Y  TRGDED 
PRRTNERSHIPS UNDER THE P Q S S I V E  LOSS RULE GND 
DESIGNGTION OF NET INCOME R S  PORTFOLIO INCOME 

Qct Sect ion 10212 

CURRENT CRLIFORNIR LFIW (Sec. 17551, 17561 and 34632) 

The state is conformed to the federal rules which limit deductions and 
credits from passive trade or busirress activities, to the extent they 



'\ 

exceed income from that activity, Suspended losses and credits are 
j carried forward and treated as deductions and credits from passive 

activities in the next year. Suspended losses from an activity are 
allowed in full when the taxpayer disposes of his or her entire 
interest in *be activity, 

Income from passive activities does not include compensation for 
services or portfolio income (including interest, dividends, 
royalties, annuities, and gains from tbe sale of property held far 
investment 1, For this purpose, property held far investment general ly 
does nat include an interest in a passive activity. 

R passive artivity g e e r a l  ly is an activity imvolvinq t h e  conduet QP a 
trade or business in whirh t b ~  taxpayer does not ma-f;erially 
participate, Present law provides that, except as provided in 
regulations, no interest in a limited partnership as a limited partner 
is treated as an intwest with respect to which the taxpayer 
materially partiripates, F)  q~ovisicm exists whirh provides tha%, by 
regulation, income from limited partnerships may be treated a5 
portfolio income, Thus, except as provided by requlat ion, income from 
1 imit ed partnerships, including publicly traded partnerships, may be 
offset by passive losses from other sources- 

NEW FEDERFJL LRW (See. 469) 

The Rct provides %hat the passive la53 rules are to be applied 
separately for the items attributable to each publicly traded 

) partnership tPTP,.  partner's share of the net income of a PTP (both 
portfolio and * u s i m  imrorne)  will general ly not be treated as i n c o m e  
from a passive activity (i-e, it will generally be treated as 
portfolio income), However, a partner7 s share of the net business 
Cnonport.falio) income of a PIP wil3 Be treated as passive income for 
carryover purposes. 



Net losses of a partner,frclm a FITP are to be suspended at the partner 
level, carried forward and netted against the partner's share of the 
nonportfolio income of that PTP in a later year or years. General ly, 
these losses may not be applied against passive income from other 
activities. Similarly, a partnery s share of the credits of a PTP in 
excess of the tax liability attributable to his or her interest in the 
PTP are to be suspended, carried forwa'rd, and applied against the tax 
liability of a subsequent year or years attributable to that PTP, 
Generally these credits may not be applied against tax liability 
attributable to other activities. 

When the taxpayer completely disposes of the entire interest in the 
PTP in a fully taxable transaction, any remaining suspended losses are 
allowed in the following manner. 

o First, against the gain, if any, from the disposition. 

o Next, the excess against other income or gain from other 
passive activities. 

o Finally, if t h e  losses have still not been absorbed, 
against any other income or gain. 

The current law rules applicable to transfers by reason of death and 
to gifts will apply in the case of transfers of interests in PTPs. 

Rlthough a partner's share of the credits from a PTP may generally be 
applied only to offset the partner's income tax liability attri,butable 
to his or her interest in the PTP, the partner will be entitled to the 
$25,000 (deduction equivalent) allowance for rehabilitation and 
low-income housing credits from cert-ain rental real estate activities. 
The $25,000 allowance is determined at the partner level to the extent 
that the amount of such credits exceeds the partnerT s regular tax 
liability attributable to income from the partnership. Such credits 
are allowable under the partnerT s 625,000 a1 lawance to the extent that 
the partner has not fully utilized the allowance with respect to 
losses and credits from passive activities otherwise allowed under 
present law. FI partner may elect to increase the basis of the interest 
in the PTP for unused credits when a complete disposition of the. 
partner9 s interest in the PTP occurs. 

EFFECTIVE DGTE-OF FEDERQL PROVISI0,NN 

These new rules are made effective as if included in the Tax Reform 
Flct of 1986. Generally, 'therefore, they are effective for taxable 
years beginning on or after January 1, 1987. 



I 
Title X, Subtitle B. P a r t  I1 Business Prvvisions - 

\ Partnership Provisiisr~s 

RCTION: EXEMPT (3RGQNIZQTICIN9S INCOME FR O M  F r U B L I C L Y  
TRGDED PRRTNERSHIP I S  UNRELQTED BUSINESS 
INCOME (UBI 1 

4 Rct Section 10213 

CURRENT CnLI FORNIQ LRW (Sec. 17655and 23732) 

I 
Both California and federal laws impose tax on tax-exempt 
organizations when the orqanizat ion derives income from activities 
which are unrelated to the exempt purpose of the organization 
(referred to as UBI tax). Certain types of income (such as interest 
and certain rental income) are, however, nut treated as unrelated 
business income. Present law provides that a partner3 s distributive 
share of income from a partnership retains the same character as in 
the hands of the partnership. Thus, a tax-exempt organizat ion9 s share 
af income from a partnership (including a publicly traded partnership) 
may be treated as UBI, or not, depending on the underlying character 
of the income to the partnership. 

---'. 
: . 1 NEW FEDERFlL LRW (Sec. 512) 

Under the Rct, partnership income iregardless of whether it is 
distributed) earned by an exempt ctrqaniiat ion from it5 interest in a 
publicly traded partnership (not ocherwise treated as a corporation) 
will be treated as gross income derived from an unrelated trade or 
business, subject to the urganizat ion7 s share of the partnership 
deduct ions. 

This provision is effective for partnership interests acquired after 
December 17, 1987. 



I 

Title X,  Sctbtitie B Part I 1  Business P~clvisicsns - 
Partnership Provisiuns 

RCTION: P R R T N E R S H I F 1  RLLDCATIONS - INCOME FROM DEBT 
FINRNCED RERL PROPERTY MGY BE TRXRBLE TO GI T R X  

1 EXEMPT PRRTNER 

1 act Section 10214 

- CURRENT CRLIFORNIR LRW (Sec. 17651 and 23735) 
I 

Under both state and federal laws tax-exempt organizations generally 
I are subject to tax on unrelated business income (UBI). In general, 

income from debt-financed property is treated as UBI. Rn exception 
from the tax on UBI is provided to tax-exempt partners of a 
partnership having some taxable partners in the case of debt-f inanced 

! real property. The except ion to tax exempt partners applies as long 
as the property is not leased back to the seller and as long as the 
principal purpose of any disproport ionate a1 locat ion (of income, 
deductions, credit or basis) to a -tax exempt organization is not the 
avoidance of income tax. 

/ ,,-) NEW FDERRL LRW (Sec. 514) 
, / -. ,.' 

Tax exempt organizations in partnership with taxable entities will 
have to treat income from debt-f inanced real property as UBI if 
partnership allocations are neither (1)  qualified allocations nor (2) 
permissible disproportionate allocations. 

6l "qualified allocation" is an allocation to a tax exempt entity that: 

o Is consistent with the entities being allocated the same 
distributive share of income, gain, loss, deduct ion, credit, 

l and basis during the entire period the entity is a partner, 
and 

I o Has substantial economic,effect. 

This is the same definition of "qualified allocation" that is used for 
depreciation (modified RCRS) rules dealing with partnerships and tax 
exempt entity leasing. 

For purposes of the "disproportionate a1 locat ion" rule, items 
allocated under partnership rules governing the allocation of income, 
gain, loss, and deduct ions with respect to property contributed to the 
partnership by a partner are not taken into account. The allocation of 
items of credit and basis is to be made in a mariner that is consistent 

, with the limitation on loss allocations. 

( These rules are to be met by each partner. Separate allocat =mi-s ?i 
lterns uf  lncorne, gain, l s ,  arid deduction are allowed. The 

I 

29 



\1 determination of whether the rule is satisfied is made on the basis of 
each partner's distributive share of overall partnership income or 
overall partnership loss for each taxable year, taking into account 
any specific item allocation. 

Changes in a partnership7 s allocation provision that result in 
impermissible allocations will cause the tax exempt members of the 

I 

partnership to lase their UBI exempt ion for all open years. 
I 

fi partnership is not disqualified under the disproport'ionate 
allocation rules if it provides for chargebacks of income or loss to 
particular partners to offset the amount of prior disproportionate 
allocatians of loss or income that complied with the general rule. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 

The provision applies to property acquired by a partnership after 
October 13, 1987, and to partnership interests acquired after October 
13, 1987, except that property of partnership interest acquired under 
a written bindinq contract in effect on that date are not covered. 



Title X ,  Sctbtitle R. Part I 1  Busirless Provisions - ' Part nersh i p Pruv i s i ons 

RCTION: TREQSURY STUDY UF PUBLICLY TRRDED PRRTNERSHIPS 
t PTP 

i Rct Section 10215 

NEW FEDERRL LRW (Rct Sec. 10215) 

I The Rct requires the Secretary of the Treasury to conduct a study of 
the question of treating PTPs (and other partnerships that 
significantly resemble corporations) as corporations, including the 
issue of disincorporat ion and opport uni t ies for avoidance of the 
corporate tax. Fllso, the study is to examine issues of compliance and 
tax administration relating to the tax treatment of PTPs and other 
large partnerships, includinq collection and withholding of tax at the 
partnership level, and to recclmmend means of simplifying and improving 
procedures for audit and assessment of PTPs and other partnerships and 

1 their partners. 

EFFECTIYLDRTE OF FEDERRL PROVISIONS I (-\ 

> i The results of the study are to be reported (with recommendations for 
statutory change) to the Senate Finance Committee and the House Ways 
and Means Committee on or before January 1, 1989. Fln interim report on 
compliance and administrat ion is dye, on or before May 1, 1988. 



Title X, Sccbtitle E- F1art I11 Busir~ess Prc,visiclns - 
) Corporate Pravisior~s 

RCTION: REDUETICIN OF DIVIDENDS RECEIVED DEDUCTION FOR 
CERTRIN CORPORRTIONS 

I 
I 
I Rct Sect ion 10221 
1 

CURRENT CFILIFORNIR LFIW (Sec. 24402 and 24411) 

California does not conform to the federal dividends received 
deduction but has its own unique provisions. Under California law a 
corporation may deduct the dividends received during the year declared 
from income which has been included in the measure of the California 
Bank and Corporation tax upon the taxpayer declaring the dividend. 
Rlso, under the new "waterT s edge" provisions;, a 75 percent dividends I 

I received deduction is allowed for certain foreign dividends. 
I 

Under federal law, corporations owning less than 80 percent of the , 1 

stock of a corporation are entitled to a deduction equal to 80 percent I 

of the dividends received from a domest ic corporat ion. Corporat ions I 
which own 80 percent or more of a subsidiary may deduct 100 percent of 

- the dividends received. 
i i 

-/ 
1 

NEW FEDERRL LRW (Sec. 243-246R. 805. 854, and 861) 1 

The FIct provides that corporations that own less than 20 percent of 
the distributing corporat ion may orll'y deduct 70 percent (versus 80 
percent under prior law) of dividends received or accrued. 
Corporations which own 20 percent but less than 80 percent wi 1 1  
continue to deduct 80 percent of dividends received or accrued. 

For purposes of the limitations on the aggregate amount of dividends 
received deduct iurrs, ordering rules are provided. 

EFFECTIVE DRTE OF FEDERRL PROVISIONS 
\ 

This provision is effective for dividends received or accrued after 
December 31, 1987, in taxable years ending after that date. 



Title X,  Subtitle B. Part I 1 1  Busir~ess Prclvisians - 
? Carporat e Provisiuns 

QCTION: COMPUTRTION O F  ERRNINGS RND PROFITS F O R  
1 PURPOSES OF I N T E R C O R F a O R A T E  DIVIDENDS RND STOCK 

i EQSIS GDJUSTMENTS 

i Rct Section 10222 

CURRENT CRLIFORNIG LRW (Sec. 24454.2) 

California does not have a counterpart to Section 1503 of the Internal 
Revenue Code (relating to the computation and payment of tax on 
federal consol idated returns). 

California is conformed to the special federal rules relating to 
taxability of distributions by corporations which are received by a 20 
percent corporate shareholder. Those rules basically provide that 
dividends are taxable to the extent made out of accumulated earnings 
and profits. In determining the amount of earnings and prof its for 
income and basis purposes of a 20 percent corporate shareholder, no 
adjustment is to be made for a series of items which are normally 
required to be adjusted. That is, the earnings and profits treatment 
of the items is conformed to the taxable income treatment. These 
special rules do not apply, however, to depreciat ion. 

NEW FEDERFlL LRW (Sec. 301, 15031 . - 

The act expands the scope of the special rules for computing earnings 
and profits in the case of distributions to a 20 percent or more 
corporate shareholder, to include ad.justment5 for accelerated 
depreciat ion. 

so, it prov 
sposi t ion, 
th which it 

ides that, far purposes af determining gain or loss on 
a parent corporat iony s basis in the stock of a subsidiary 
files a consolidated return (intraqroup stock) will be 

determined by computing the earnings and profits of Che subsidiary 
without taking into account the special adjustments (including 
accelerated depreciat ion) otherwise required to be made. Earnings and 
profits for this purpose do not include any cancellation of 
indebtedness ir'tcome of the subsidiary excluded under the law to the 
extent that such income did not reduce tax attributes (other than 
basis in property). 

The amendments to the rules for distributions to a 20 percent or more 
corporate shareholder appl ies to distributions after December 15, ., (3 1987. R binding written cuntract exception is provided. 





Title X, Subtitle B- Part I 1 1  Ectsirtess Provisicsrts - 
Corporate Provisions 

QCTION: REDUCTION IN TRX BVOIDRNCE IN CERTRIN "MIRROR" 
SUBSIDIfiRY TRRNSGCTIONS 

I 
I 

I Rct Sect ion 10223 

CURRENT CRLIFORNIQ LQW (Sec. 24512. 24532 and 24533) 

I California is generally conformed to federal law where gains on 

I . certain distributions to a controlling corporate shareholder (an 80 
percent distributee) are not taxed to the distributing corporation, 
provided that certain st at utory and other constraints are met, 

I including a condition that the transaction not be a device for the 
I distribution of earnings and profits and certain other requirements. 

NEW FEDERRL LRW (Sec. 304, 3373 and 355, 

The general rule for non-reeoqnition of gain for certain distributions 
I to a corporation owning 00 percent or more of the stock of the 

, ) distributing corporation has not been changed. The Rct amends the 
definition of 80 percent ownership, however, to include only direct 
sCock ownership. Fllso, the determination as to whether any corporation 
is an 80 percent distributee must be made without regard to any 

I consolidated return regulation. 
I 
I . . 

In addition, a new rule is provided so that these non-recognition 
rules will not apply if control of the distributinq corporation was 
acquired by a corporate distributee within five years prior to the 
distribution. For purposes of this rule, all members of an affiliated 

I group are treated as a single corporate distributee. 
I 

New rules for intragroup transactions are also enacted. If stock of a 
member of an affiliated group is transferred to another member of the 
group, in certain transactions, proper adjustments are to be made to 
the adjusted basis of intraqroup stock and to the earnings and profits 
of any member to the group. Intraqroup stock, for this purpose, means 
any stock in one corporate member of an affiliated group that is held 
by another member of the group, 

EFFECTIVE DGTE OF FEDERRL PROVISIONS 

The provisions generally apply to distributions or transfers made 
after December 15, 1987. They will not apply to distributions made 
after December  15, 1387 (and b e f u r e  January 1, 1333) if 80 percent or 
more of the stock of the distributing corporation was acquired by the 

1 1 
dist~ibutee befure December 15, 1987, or certain binding contracts 

I existed on that date. 



1 - 
The p r o v i s i o n s  for i n t r a g r o u p  t r a n s a c t i o n s  w i l l  n o t  a p p l y  t o  a n y  
t r a n s f e r  made after December 15 ,  1987 (and b e f o r e  January 1 ,  1993) i f  
t h e  t r a n s f e r  is b e t w e e n  c o r p o r a t i o n s  that are members o f  t h e  same 
a f f i l i a t e d  group o n  t h a t  d a t e ,  or become members later p u r s u a n t  t o  a 
b i n d i n g  w r i t t e n  c o n t r a c t  o r  t e n d e r  offer i n  effect on December 15, 
1987. 



Title X, S c t b t i t l e  P. Part I 1 1  Business Provisions - 
' Corporate Provisions 

R C T I O N :  DENY BENEFIT O F  GRRDURTED CORPORQTE RRTE T O  

I PERSONQL S E R V I C E  C O R P O R A T I O N S  

I 
k t  Section 10224 

i 

CURRENT CRLIFORNIFI LRW (Sec. 23151. 23181, 23183 and 23501) 

The ~alifornia Bank and Corporation Tax Law does not for a 
graduated tax rate for any category of corporation. The following tax 
rates apply (for the 1987 year) to corporations subject to either the 
corporation franchise tax or the corporation income tax. 

1 Gensral Tax Rate - The tax rate for corporate taxpayers 
other than banks and financial corporations is 9.3 percent. 
The tax rate for S corporations is 2.5 percent. I 

I 
2 Bank Tax Rate - The tax. rate for banks and financial 

corporations is 1 1.058 percent. 

Under federal law, a corporation is subject to a tax at the rate of 15 '3 percent on the first 150,000 of taxable income, 85 percent on taxable 
income over $50,000 but not over 875,000, and 34 percent on taxable 
income aver $75,000. The benefits of the graduated rates are phased I 
out far corporations with income in excess of $100,000. 

I 

I 

NEW FEDERFIL LRW (Sec. 1 1  L 
I 

The Rct provides that the taxable income of a qualified personal 
service corporation is taxed at a flat rate of 34 percent. qualified 
personal service corporation for this purpose is one in which 
substantially all of the activities involve the performance of 
services in the fields of health, law, engineering, architecture, 
accounting, actuarial science, performing aPts, or consult ing and 
substantially all of the stock of which is held by employees (or their 
estates) or retired employees. 

EFFECTIVE DQTE O F  FEDERRL PROVISIONS 

The provision 1s effective for taxable years beginning on or after 
January 1, 1988. 



Title X, Subtitle B, Part 11 I busirress  Prcnvisior~s - 
Corporat e Prov i s i oris 

BCTION: N E T  D P E R A T I N G  LOSS CNOL) L I M I T R T I O N S  
STRENGTHENED 

Rct Sect ion 10225 

CURRENT CRLIFORNIR LRW (Sec. 2459z 

California is conformed to the federal law special limitations which 
apply to the use of NOLs following an ownership change of the loss 
corporation. Generally, where there has been an increase of mare than 
50 percentage points in ownership of a loss corporation by certain 
persons, it will be considered an ownership change. Built-in losses 
that are recognized following an ownership change are treated as 

I losses subject to limitation if the net built-in loss exceeds a 
threshold amount. Depreciation deductions with respect to built-in 
lass property, however, are not treated as losses subject to 
limitation following an ownership change except for federal purposes 
in certain narrow circumstances under the consul idated return 

I 

' 1 
regulat ions. 

I ' NEW FEDERQL LFIW (See. 382) 

The Rct provides that built-in depreciation is subject to the special 
I limitations on the use of built-in losses following an ownership 

change. In addition, a new rule for: of determining whether an 
ownership chanqe has occurred with respect to a worthless stock 
deduction by shareholders is provided. 

EFFECTIVE DRTE (JF FEDERQL PR5VISIONS. 

This built-in depreciation provision is effective for ownership 
changes occurring after December 15, 1987. R binding contract 
except ion is' provided. 

The worthless stock rule applies in the stock treated as becoming 
worthless in tax years beginning on or after January 1, 1988. 



Title X ,  Subtitle B. Part I11 Eusirtess Provisions - 
Corporate F1ruvi sions 

QCTION: LIMITRTION ON USE OF PRERCQUISITION LOSSES TO 
OFFSET BUILT-IN GRINS 

- 1 Rct Section 10226 

CURRENT CRLIFORNIR LRW (See. 24431) 

1 California conforms to federal law with respect to limiting the use of 
a loss corporation9 s losses in cases where the principal purpose of 
acquiring another corporation is evasion or avoidance of tax. It 
appears that Congress was concerned that these restrictions were not 
broad enough to cover certain transact ion so a new provision, in 

I addition to the current provision, is added to provide a bright line 
1 test for these transact ions. 

NEW FEDERRL LRW (Sec. 384) . , 

The R c t  provides that loss corporations will not be allowed to use 
their losses to shelter built-in gains of an acquired company that are 

I 
I ' recognized within five years of acquisition. Rn exception is provided 
I for a consolidation or merger of corporations previously under romrnon 
I 

I control for a five-year period. 

Built-in qains for this purpose include any item of income that was 
attributable to a period prior to <he acquisition date. Thus, built-in 
gains include so-called "phantom" gains on property for which 
depreciation had been taken prior to the acquisition. Rlso included 
would be income recognized after an acquisition in which the fair 
market value o f  the acquired property is less than the present value 
of the taxes that would be due on the income associated with the 
property. Rn example of that would occur in the case of a "burnt-out" 
leasing subsidiary with built-in income transferred to a loss 
corporat ion. 

Preacquisition losses that may not be used to shelter built-in qains 
include built-in losses or items of deduction that have economically 
accrued prior to acquisition. 

EFFECTIVE DRTE OF FEDERQL PROVISIONS 

,This provision applies in cases where the acquisition date is after 
December 15, 1987. R binding contract except ion is provided. 



1 Title X, Subtitle B.. F1art 1 1 1  Business Provisions - 
Corporate Frovisiuns 

', 

.RCTION: LIFO RECRPTURE ON CONVERSION F R O M  C TO S 
CORPORRTICIN 

Rct Sect ion 10227 

I 

CURRENT CCILIFORNIFI LRW (Sec. 23800, 23802) 

California has conformed to federal law for taxation of built-in gains 
of C corporations which elect S status. In general, gain realized when 
a C corporation liquidates is subject to corporate level taxation. If 
a C corporation elects to become an S corporation and holds 
appreciated assets (i. e., a value in excess of basis) at that time, 
that "built-in gain" is subject to a separate corporate level tan to 
the extent of the gain if the asset is sold or otherwise disposed of 
within ten years after the date of the change to S status. The 
inventory method used by a taxpayer for tax purposes is to be used in 
determining whether goods disposed of following the change to S 
corporation status were held by the corporation at the date of change. 
R C corporation using the LIFO (last-in, first-out) method of 
accounting for its inventory is not taxed on the built-in gain 
attributable to LIFO inventory to the extent it does not invade LIFO 

' -) layers during the ten-year period follo~ing the change. 

NEW FEDERGL LAW (Sec. 1363) 
, . 

The Rct requires the recapture of the excess of the value o f  inventory 
using the FIFO (first-in, first-out) method over its LIFO value as of 
the close of the carporatiun's last taxable year in which it was a C 
corporation. The tax attributable t o  the inclusion in income of the 
recapture amount is payable in four equal installments. The first 
installment must be paid on or before the due date of the return for 
the corporation's last year as a C corporation, and the remaining 
installments are due on the due dates of the'returns for the three 
succeeding taxable years. 

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

This provision is generally effective for corporations which elect S 
status after December 16, 1987. an except ion is provided for a 
particular corporation. 



T i t l e  X ,  S u b t i t l e  8. Part  I 1 1  Business Pruvisior~s - 
Corporate Pruvi s ions 

QCTION: EXCISE TGX IMPOSED ON RECEIPT OF GREENMRIL 

Q c t  Section 10228 

CURRENT CRLIFORNIR LRW (Sec. None> 

California and federal laws have no excise tax on the receipt by a 
taxpayer of considerat ion paid for the, redempt ion of corporate stock 
held less than 2 years when a taxpayer-shareholder made or threatened 
a public tender offer for stock in the corporation during that period 
(so-called "greenmail"). 

Gain on the sale or exchange of corporate stock is generally taxed at 
the regular state tax rates. 1 5 0 ,  a deduction is generally allowed 
for interest paid or incurred during the taxable year. 

NEW FEDERRL LRW (Sec. 588_1_1 

Persons involved in hostile carparate takeovers are subject to a new 
50 percent excise tax on gains they realize as a result of any 

) "greenmai 1" payments they receive. "Oreenmai 1 " is defined as any 
amount that a corporation pays to a shareholder to redeem its etock 
if: 

o The shareholder held the'5tock for less than two years at 
the time of the redemption, 

o Flt some time, within that two year period, the shareholder 
(or any related person or person acting in concert with the 
shareholder) made or threatened a public tender offer for 
stock in the corporation, and 

a The acquisitian is pursuant to an offer that was not made an 
the same terms to all shareholders. 

The tax applies whether or not the realized gain is recognized for tax 
purposes. Rlso, the payment of this excise tax is not deductible by 

1 the taxpayer. , 

EFFECTIVE DRTE OF FEDERQL PROVISIONS 

This provision is effective for greenmail payments received after 
December Z2, 1987. R binding contract except ion is provided. 



' Title X ,  Subtitle H. Part I V  business Provisions - 
Foreign Tax Pruvisians 

RCTION: DENIRL O F  F O R E I G N  T R X  C R E D I T S  F O R  SOUTH 
RFRICRN TRXES 

I Rct Sect ion 10231 
I 

CURRENT CFILIFORNIR LRW (Sec. None) 

California does not allow a tax credit for taxes paid to any foreign 
1 national government. 

NEW FEDERRL LRW (Sec. 90 1-L 

Foreign tax credits and the deferral of U.S. tax on income of 
controlled foreign corporations with respect to South Rfrican income 
are denied from January 1, 1388 until the date that the Secretary of 
State certifies to the Secretary .of the Treasury that the South 
Gfrican government has taken the steps that trigger termination of the 
measures in the Comprehensive Rnt i-Qpartheid Rct of 1986 (P. L. 99-440, 

, , 22 U. S. C. Sec. 5001 to undermine apartheid. 
,/' 

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

The provision is applicable to taxable years beginning on or after 
January 1, 1988. 

, . 



Title X ,  Subtitle B, F t a r t  V Husir~ess Provisions - 
Insurance Provisions 

RCTION: VGRIOUS CHaNGES TO TRXRTION O F  INSURRNCE 
CDMPBNIES 

R c t  Sect ion 10241-10244 

CURRENT CRLIFORNIR LRW 

, U n d e r  the California Constitution insurance companies are subject to a 
gross premiums tax and are not subject to the Bank and Corporation Tax 
L a w .  

NEW FEDERFIL LRW (Sec. 56. 807, 812, 813, 81.6- 842. and 864) 

f4 series of provisiuns are enacted which modify the method of 
calculat i nq the interest rate for insurance reserves, tax foreign 
insurance companies as domestic companies on income effectively 
connected to the U. S. , modify the' book income preference for RMT 
purposes and require the I R S  to perform a study of the proper tax 
treatment of certain United Kingdom insurance companies. 

-'l 
EFFECTIVE DRTE OF FEDERRL P R O V I S I a N S  

These provisions are effective generally for taxable years beginning 
I on or after January 1, 1'388. . - 



Title X, Subtitle C. Estimated Tax Provisions 
1 

RCTION: CORPORATE ESTIMRTED TRX PROVISIONS REVISED 

act Sect ion 10301 

CURRENT CQLIFORNIFI LFIW (Sec. 25561=--5565, 25921-25901~. and 
25951-25956) 

The Cal i fornia law concerning the corporate est imated tax provisions 
is similar to the federal law. However, the state law provides unique 
provisions which require the first installment to be at least equal to 
the corporate minimum tax. For federal purposes installment payments 
are not required if the tax is less than 640. 

Under both state and federal laws, a corporation that fails to pay an 
installment of estimated tax on or before the due date generally is 
subject to a penalty computed at the rate of interest for tax 
underpayments. The penalty may not be waived. 

The penalty is computed by applying the underpayment interest rate to 
the amount of the underpayment of the installment for the period of 
the underpayment. The amount of the underpayment is the difference 
between the payments made on or before the due date of each 
installment and 90 percent of the total tax shown on the return for 
the year, divided by the number of installments Chat should have been 
made. The penalty on underpayments of estimated tax that are between 
80 percent and 90 percent of the adtual tax due is imposed at 
three-quarters of the full rate. 

There are generally three exceptions to the penalty. No penalty is 
imposed if the installment is based on the lesser of: 

1. The preceding year's tax liability, if a return showing a 
liability for tax was filed for the preceding year; 

2 The tax computed by using the facts shown on the prior 
year7 s return under the current yearT s tax rates; or 

3. Ninety percent of the taxes which would be due if certain 
income already recognized during the current year was 
annua'l i zed. 

Large corporations under both state and federal law may not use the 
first and second exceptions. California has a unique provision which 
allows a "large worldwide corporation'' to meet and use exceptions one 
and two if (for exception 1.) it pays 100 percent of the prior year's 
tax, or 70 percent of th e  current year7 s tax 1 iabi lity, whichever is 
greater; and (for exception 2.) if it pays IOU percent of the tax on 
prior year2 s i n c o m e  using current year tax rates, or 70 percent of the 
current year7 s tax liability, whichever is greater. 



R large corporation is defined as a corporation or bank (other than a 
"large worldwide corporation") having at least 91 million of 

1 California net income fur any income year during the three income 
years immediately preceding the income year involved. 

R "large worldwide corporation" is any corporation or bank which: 

o Had a Califor.nia net income of $1' million or more for any 
one of its three preceding income years; and 

o Included during the prior three income years, for purposes 
of the tax imposed by the California Bank and Corporation 
Tax Law, income and apportionment factors of one or more 
banks or corporations which derive all of their income from 
sources outside the United States and which are not subject 
to the income taxes imposed by Subtitle R of the Internal 
Revenue Code. 

NEW FEDERRL LRW (See. 585, 6154, 6425. 6601, 6651, and 6655) 

The Act consolidates all the corporate estimated tax rules into one 
section of the Code, similar to the estimated tax provisions enacted 
in 1984 for individuals. also, several modifications are made. 

The reduced rate of penalty ,for underpayments that are between 80 
percent and 90 percent of the actual tax is repealed. 

-, 

--- j The exception from the penalty that is based on the previous year9 s 
facts and the current year3 s rates (except ion 2.) is repealed. 

No penalty is imposed if the tax fur any tax year is less than $500. 
, - 

Both large and small corporations may base their first estimated tax 
payment o f  any taxable year on 100 percent of the tax shown on the 
preceding year's return; however, the prior year exception continues 
to be unavailable for large corporations. In determining whether a 
corporation is a large corporat ion, net operating loss and capital 
loss carryforwards and carrybacks are disregarded. 

The full rate of the penalty is imposed regarding any payment only to 
the extent that the total payments for the year up to the required 
installment amount are below 90 percent of the taxes that would be due 
if the income already received during the current year were placed on 
an annual basis (or, if less, the adjusted seasonal installment). 
Where there is a reduct ion in an estimated tax payment or payments 
resulting from 'the use of the annual izat ion (or adjusted seasonal 
instal lment ) except ion, 90 percent of the amount otherwise required to 
be made up must be included in the next payment for which the 
corporation does not use that except ion. 

EFFECTIVE -DRTE OF FEDERRL PROVISIONS 

) This provision applies to taxable years beginning on or after January 
\.-, 1, 1988. 



1 h 

Title X, Subtitle C. Estimated Tax Provisions 
\ 

RCTION: EMPLOYERS REQUIRED T O  M O R E  P R U M P T L Y  PUT 
REVISED W - 4  I N T O  EFFECT 

Gct Sect ion 10302 
! 

I 

BFICKGROUND 

Wage withholding is administered by the Employment Development 
Department (EDD) and is not within the jurisdiction of the Franchise 
Tax Board. 

I NEW FEDERRL LRW (See. 3402)- 

The Rct requires employers to give faster effect to revised 
withholding allowance certificates (Form W - 4  or W-4R) furnished by 
employees. The revised withholding certificates must take effect no 
later than the start of the first payroll period ending (or the first 
payment of wages made without regard to a payroll period) on or after 
the 30th day after the day on which the employee furnishes the 

I certificate to the employer. Employers may elect to give earlier 
- effect torevised withholding certificates (anyday between thedate 

I ) it is furnished by the employee and the statutorily mandated effective 
I date). 

EFFECTIVE DGTE OF F.EDERRL PROVISIONS 

1 . . 
This provision is effective for revised withholding allowance 
certificates furnished by employees after January 21, 1988. 



I Title X ,  Subtitle C. Estimated Tax Provisioris 

- ', 

RCTION: ONE YERR DELGY IN ESTIMRTED T R X  PRYMENT 
I 

REQUIREMENT GND NON-CODE WGIVER OF CERTRIN 
FrENFlL TI ES 

Rct Sect i on 10303 
I 

CURRENT CRLIFORNIA LRW (Sec. 18682 and 25951-25956) 

California did not conform.to the increase, from 80 percent to 90 
percent of the current year's tax liability, in the amount of 
estimated tax required to be paid to avoid a penalty for underpayment 
of estimated tax. 

NEW FEDERRL LRW (act Sec. 10303) 

R provision in the Rct (which is not placed in the Internal Revenue 
Code) delays for one year the increase from 80 percent to 90 percent 
in amounts required to be paid to avoid the penalty for underpayment 
of estimated tax. Irr addit ion, this non-code provision grants 
corporat ions re1 ief from penal t ies for est imat ed tax payments that 
were due before July 1, 1987 and rat if ies the temporary Treasury 
requlat ions that permit corporat ions to base payments due before 
July 1, 1987 on 120 percent of 1986 taxable income. 

EFFECTI-VE DRTE DF FEDERN- PROVISIONS , . . 
The one year delay in the estimated tax payment amount is effective I 

for taxable years beginning on or after January 1, 1987. The remainder I 

of the section is effective with respect to corporate estimated tax 
payments due before July 1, 1987. ~ 

I 
I 



T i t l e  X, S u b t i t l e  D. E s t a t e  a n d  G i f t  T a x  p r o v i s i o r ~ s  
:\ 

RCTION: FEDERQL ESTRTE AND GIFT TRX MODIFIED 

R c t  S e c t i o n  10401 - 10413 

I 
CURRENT CFILIFORNIq LRW (Sec. None) 

C a l i f o r n i a  v o t e r s  s e v e r a l  y e a r s  ago r e p e a l e d  t h e  s ta te  g i f t  a n d  
i n h e r i t a n c e  t a x  l a w .  The  s tate h a s  a " p i c k  u p  t a x "  a d m i n i s t e r e d  by the 
Sta te  C o n t r o l l e r ' s  O f f i c e .  T h a t  t a x  is e q u a l  t o  t h e  amount a l l o w e d  as 
a c r e d i t  f o r  s t a t e  t a x e s  on t h e  f e d e r a l  estate t a x  r e t u r n .  

NEW FEDERRL LRW (Sec .  2001  et seq) 

S e v e r a l  c h a n g e s  t o  the estate t a x  are made by t h e  Flct, i n c l u d i n g  a 
f i v e  y e a r  e x t e n s i o n  of e x i s t i n g  rates,  p h a s e - o u t  of t h e  b e n e f i t  of 
g r a d u a t e d  rates and u n i f i e d  c r e d i t  u n d e r  t h e  u n i f i e d  t r a n s f e r  t a x  
s y s t e m  when t r a n s f e r s  rise a b o v e  610 m i l l i o n ,  l i m i t a t i o n s  o n  v a l u a t i o n  
f r e e z e s  a n d  p r o v i s i o n s  r e l a t i n g  t o , e r n p l o y e e  s t o c k  o w n e r s h i p  p l a n s .  

EFFECTIVE DFITE OF FEDERRL P R O V I S I U N S  

The provisions are  g e n e r a l l y  effective f o r  t r a n s f e r s  o c c u r r i n g  a f te r  
1987 a l t h o u g h  s e v e r a l  p r o v i s i o n s  a r e  t o  b e  a p p l i e d  as  t h o u g h  i n c l u d e d  
i n  t h e  Tax R e f o r m  R c t  o f  1986. 



Title X,  Subtitle E- Prc~visiclr~s Relating tu Excise 
- Taxes ar~d User Fees 
'i 

FICTION: EXCI.SE TRXES RND FEES FOR IRS RULINGS, 
DETERMINFITION. RND SIMILFIR LETTERS IMPOSED 

R c t  Section 10501 - 10512 

CURRENT C R L I F O R N I R  LRW (Sec. None) 

The Franchise Tax Board does not charge any fee for the issuance of 
rulings, opinion letters and similar requests. 

NEW FEDERRL LRW (Sec. 4251. 4091-4093. 41gl. 4131-4132, 4982, and Rct 
Sec. 10511) 

Beginning February 1, 1308, the Rct requires the IRS to charge fees 
for letter rulings, opinion letters, determination letters and similar 
requests. 

. , 
The fee schedule is as follows: 

Chief counsel ruling ...........................$200 

Employee plan ruling and opinion ............... $250 
Exempt organization determinat ion. ............. $Z75 
Employee plan determination.. ..................$300 

Exempt organization ruling ..................... 8350 . . 
The IRS may provide exempt ions and reduced fees under certain 
conditions. The fees are not refur~dabl'e (unless the I R S  refuses to 
respond to the request) and are payable in advance. 

The Rct also extends the telephone excise taxes and imposes diesel 
fuel and aviation fuel taxes at the wholesale level. R new trust fund 
is established under the vaccine compensation program which provides 
for a no-fault federal insurance system created to compensate 
individuals who are injured or die due to the administration (after 
September 30, 1'388) of commonly prescribed vaccines and provides an 
excise tax on those vaccines sold after December 31, 1987. The 
alcohol, tobacco and firearms taxes are also increased. 

EFFECTIVE D A T E  OF FEDERRL PROVISIONS - 

The IRS f,ee provision is effective beginning February 1, . 1988. 



Title X ,  Subtitle F. Other R e v e n u e  Provisions - , T a r g e t e d  Jobs C r e d i t  

Q C T I O N :  DENY E L I G I B I L I T Y  O F  U R G E S  F G I D  DURING L R B O R  
D I S P U T E  F O R  TRRGETED J O B S  C R E D I T  

Qct Sect ion 1060 1 

CURRENT CFILIFORNIQ LQW (Sec. 17053,7) 

Rlthough both state and federal laws provide for a ta~geted jobs 
credit, numerous di f ferences exist . 
The California credit is 10 percent (versus 40 percent for the federal 
credit) of wages not exceeding $3,000 ($6,000 for the federal credit) 
for the first 24 months (first 12 months for the federal credit). 
California also limits the credit to a maximum of $600 for each 
qualified employee. Other differences also exist. 

NEW FEDERQL LRW (Sec. 51 I- . a 

The Rct changes the definition of wages to exclude wages paid to an 
individual for services rendered at the employer9 s plant or facility 
that are substantially similar to services performed by employees who 
are participants in a strike or who are affected by a lockout. Thus, 
employers will no longer b e  eligible for the targeted jabs credit for 
those wages. . . 
EFFECT 1 VE.-D!TEQF-EEBEE!L E_R_EV__I-E2.0N.Ss 

This provision is effective for wages paid after 1986. 



Title X, Subtitle F. Part I 1  Other Revenue Provisions 

RCTION: CERTRIN ILLEGRL IRRIGRTION SUBSIDIES INCLUDED 
IN INCOME 

Rct Sect i on 106 1 1 

The federal government makes available water from reclamation and 
irrigation projects for agricultural purposes. Pursuant to the 
Reclamation Reform #ct of 1982, this water must be pravided at "full 
cost " in certain situations. In other situations, the amount charged 
for the water may be less than its full cost. If water is provided at 
less than full cost, the difference between the full cost amount and 
that actually charged for the water is not an item of income for 
Federal income tax purposes. 

CURRENT CFILIFORNIR LRW (Sec. 17081) 

California is conformed to federal law and does not include the 
difference between the full cost .amount of the water and that amount 
actually charged for that water as an item of income. 

, ' '\) NEW FEDER-eL LRW (Sec. 90) 
-) 

The Qct provides that gross income includes any illegal Federal 
irrigation subsidy received by a taxpayer during the taxable year. Rn 
illeqal Federal irrigation subsidy is the excess (if any) of the 
amount required by law to be paid fdr any Federal irrigation water 
delivered to, or for the ber~ef it of, the taxpayer over all the amounts 
actually paid for that water (whether or not paid in the same taxable 
year as the water is delivered), B taxpayer receiving an illeqal water 
subsidy is required to include the amount.of that subsidy in gross 
income in the taxable year in which the water is provided. No 
deduction is allowed with regard to any amount included in income as a 
result of this provision. 

EFFECTIVE DGTE OF FEDERQL PROVISIONS 

The provision is effective for water delivered to the taxpayer after I 
December 31, 1987. I 



Title X ,  Subtitle F. Other Revenue Provisions - 
Compliance 

I 

RCTION: S T R T E  ESCHERT LRWS DO NOT R P P L Y  T O  F E D E R R L  TGX 
R E F U N D S  RND T H E  "SENSE O F  CONGRESS R E S O L U T I O N "  
ON I N C R E R S E D  FUNDING F O R  I R S  TfiXPQYER 
RSSISTRNCE GND ENFORCEMENT) 

I 

act Sect ion 10621. - 10622 

BWKGRWND 

Some States have sued the Federal Government, asserting that in the 1 
absence of a specific federal provision that requires unclaimed 
refunds to escheat (revert) to the Federal Government, those refunds 
escheat to the State. I 

I 

With regard ta IRS funding, the 1986 filing season required processing 
of 110 million federal tax returns and approximately 55 million 

I request for assistance were handled by the IRS. I 
I 

NEW FEDERGL L,QW (Sec. 640 and Rct s_~_e_c- 10622) 1 
' Federa? t a x  re funds and the interest they earn will r e m a i n  in the 

federal treasury if they would otherwise escheat or become the 
property of a state under any law relating to the disposition of I 

I 
unclaimed or abandoned property. Furthermore, no refund wi 1 1  be made 

I to the estate of a deceased taxpayer unless it is shown that the 
payment will not escheat to a state or become its property under such 
a state law. 

It is the sense o f  the Congress that increased funding should be 
provided to the IRS in fiscal years 1989 and 1990 in the areas of 
taxpayer assistance and enforcement. The IRS must issue a report to 
the Congress on the extent of the "tax gap" by Flpril 15, 1989, and the 
IRS must report annually on improvements to the audit rate, taxpayer 
assistance and enforcement efforts. The Rct also expresses that the 
IRS be one of the first agencies to be provided with a two-year budget 
cycle. 

EFFECTIVE DRTE OF FEDERQL PRF!ISIONS 

The provision relating to unclaimed federal refunds is effective on 
December 22, 1987. 



Title X,  Subtitle F. Other Revenue Provisions - Tax 
Exempt Bond Provisions 

RCTIfJN: BOND ISSUES USED TO RCQUIRE CERTGIN FQCILITIES 
RND ISSUES OF I N D I f 2 N  TRIBGL GOVERNMENTS) 

FIct Section 10631 - 1Q632 

CURRENT CGLIFORNIfl  LRW (Sec. 17133 and 17143) 

California specifically does not conform to federal law provisions 
relating to private activity bonds. Under the California Constitution 

~ all interest on bonds issued by the state or a local municipality in 
California is exempt from income tax regardless of the facilities 

I acquired with those bonds. 

NEW FEDERQL LRW (See. 141 and 7871) 

The Rct limits the issuance of bonds for the purpose of government 
acquisition of existing electric,and gas generating and transmission 
systems by classifying them as private activity bonds subject to the 
State volume limitations. 

,,'- 
,) Restrictions are also placed on Indian tribal unite issuing tar-exempt 

bonds for the purpose of financing off-reservation commercial or 
industrial facilities. 

EFFECTIVE DRTE OF FEDERRL PRDVISIORS 

These provisions are generally effective f o r  bonds issued after 
October 13, 1987. 



Title X,  Subtitle G. Lobbyirig arid Pol it ical Rct ivit ies 
of Tax-Exempt Organizations 

RCTION: NEW DISCLDSURE REQUIREMENTS RND CLRRIFICRTION 
OF POLITICRL RCTIVITY PROVISIONS 

R c t  Section 10701 - 10714 

.:. 
R&NT ' CRLIFORNIFI LRW (Sec. 23701d. 23704.5. 23704.6, 23736, and 

..& ' 

California provisions are similar to federal law with regard to the 
activities permitted organi zat ions which are exempt from tax. 

N E W  FEDERRL LRW (Sec. 170, 501, 504, 4912, 4355, 6104. 6033. 61 13. 
6652, 671 1, 6852. and 74- 

The Rct imposes a host of new requirements on tax exempt organizations 
regarding: notification of contributors that donations are not tax 
deductible, provision for pub1 ic ihspect ion (at the organizat ion3 s 
principal office) of a copy of its three most recent annual 
information returns and a copy af its exemption application and 
determination letter, requirements for additional information on 
annual informat ion returns, and requirements that disclosure be made 
when an exempt organization sells services that are available fsee 
from the government. . . 
Rlso, clarification is provided that prahibited political activity 
will include opposition to candidates for public office and that a 
charity disqualified for political activities may not qualify as a 
social welfare organization. 

R new excise tax is imposed with respect to political expenditures of 
certain charitable organizations. In addit ion, the IRS is authorized 
to make termination assessments of income tax or the excise tax on 
political expenditures o f  certain charitable organizations that make 
flagrant pol it ical contribut ians, and to seek injunctive re1 ief 
prohibiting continued political expenditures by such organizations. 

EFFECTIVE DFITE OF FEDERRL PROVISIONS 

The effqctive date of these provisions is generally on or after, 
I 

December 22, 1987 (or for tax years beginnirig after December e, 1987) 1 
although those dealing with solicitations are effective January 1, 
1988. The public inspection of annual returns provision is effeetive 1 
for annual returns for years beginning on or after January 1, 1987. I 


