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SUMVARY
This bill, sponsored by the Franchi se Tax Board, woul d make several changes

relating to federal adjustnments. See RARC ean-Up on page 2. Specifically, this
bill would do the foll ow ng:

Define the final federal determ nation date as the date on which each

adj ustment or resolution (assessnment, refund or no change) resulting from an
I RS exam nation is assessed pursuant to Internal Revenue Code (I RC) Section
6203 (commonly known as the 23C date).

Carify that taxpayers must notify the Franchise Tax Board (FTB) of any
federal change that increases tax for any year and to require Bank and
Corporation (B&CT) taxpayers to report all changes or corrections to gross

i ncome or deductions, even if the changes or corrections do not result in an
increase in tax payable for any year

Clarify that taxpayers, who are required to report federal changes, are
required to (1) report each final federal determ nation, and (2) report
changes to any itemreportable on the federal income tax return.

Renpove an uncl ear phrase from Revenue and Taxati on Code (R&TC) Section
19060.

This bill also would renove the commercial domcile restriction from R&TC Secti on
24410, permtting all corporations, regardl ess of where commercially domciled,
to deduct dividends received froman insurance conpany subsidiary operating in
California and subject to the gross prem uns tax. See Renove Commercial Domicile
on page 5.
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BOARD POSI T1 ON

Support.

The Franchi se Tax Board voted at its January 12, 1998, neeting to sponsor RAR
clean-up legislation and legislation to renove the commercial domcile
restriction fromR&TC Section 24410. At this neeting, the Board al so requested
staff to consider nodifying the statute of limtation (SOL) when information is
received fromthe Internal Revenue Service (IRS) instead of the taxpayer. The
Board voted at its February 4, 1998, neeting to sponsor |egislation nodifying the
SOL. See Attachment A for anmendnments to nodify the SCL.

1. RAR dean-Up

EFFECTI VE DATE

This provision would apply to federal determ nations that becone final on or
after January 1, 1999.

LEG SLATI VE H STORY

SB 571 (Stats. 1992, Ch. 335), SB3 (Stats. 1993, Ch. 31), SB673 (Stats. 1993,
Ch. 887).

BACKGROUND

Enact ment of SB 571 (Stats. 1992, Ch. 335) created parallel but not duplicate
code sections regarding the reporting of federal changes in Section 18451 of the
Personal Income Tax (PIT) Law and Section 25432 of the B&CTL. PIT taxpayers were
required to report only changes or corrections that affected the amobunt of tax
payabl e (either a refund or assessnment) while B&CT taxpayers were required to
report all changes (an exenption clause was included in the PIT aw). Upon the
creation of the Administration of the Franchise and | ncome Tax Laws (AFITL) by

SB 3 (Stats. 1993, Ch. 31), these two code sections were conbined. The exenption
clause found in the prior PIT law was nodified to require only the reporting of
changes that increased the ambunt of tax payabl e and was nmade applicable to al

t axpayers.

SPECI FI C FI NDI NGS

Current state lawrequires the taxpayer to notify FTB if the anmpbunt of gross

i ncome or deductions reported to the IRS for any year is changed, either by the

t axpayer or federal authorities. However, a change in the amount of gross incone
or deductions that does not result in an increase in the amount of California tax
payabl e by the taxpayer is arguably not required to be reported to FTB.

The taxpayer can report a change by sending FTB a copy of the federal change

docunents or by filing an anended tax return. |Ifrequired to be reported, the
change must be reported within six nonths after a “final federal determ nation”
of this change or correction. “Final federal determination” is defined in

regul ations (Cal. Code of Regs., title 18, Section 18586.3) as an irrevocabl e
determ nation or adjustment of a taxpayer’s federal tax liability from which
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there exists no further right of appeal either admnistrative or judicial. The
regulation lists three exanples of different types of final federa
det er mi nati ons:

A cl osi ng agreenent pursuant under | RC Section7121.

The notice of deficiency (IRC Section 6213(a)) or the expiration of the
appeal period for the judgnent of the court of |ast resort.

The assessment of deficiency pursuant to a waiver filed under | RC Section
6213(d).

Changes that nust be reported to California when they increase the anmount of tax
payabl e i ncl ude:

Amendnments nade on a return filed by the taxpayer with the IRS,

Results of a revenue agent's exam nation or other changes or corrections
by the IRS,

Change or correction by any other officer of the U S. or other conpetent
authority, or

Renegoti ati on of a contract or subcontract wth the U S

If a change is tinely reported by the taxpayer, FTB has two years fromthe date
the change is reported to assess any additional tax resulting fromthe change.

If a taxpayer does not report the change as required, or fails to file an anended
return with the state, the statute of limtations for assessnent by FTB is
suspended and FTB may i ssue an assessnent at any time. |If the taxpayer advises
FTB of a change, but does so only after the expiration of the six-nonth period
for reporting, FTB has four years fromthe date the change is reported to issue
an assessnment with respect to the change.

A change in the anmount of gross inconme or deductions which results in a federa
refund of tax is not required to be reported to FTB. However, in order for a
state refund to be allowed the taxpayer nust file a claimfor refund resulting
froma change within two years fromthe date of the final federal determ nation.

Through reciprocity arrangements with the IRS, FTB generally receives directly
fromthe I RS copies of examination reports of individuals with California
addresses. FTB staff reviews the reports and issues applicable assessnents, not
waiting for notice fromthe taxpayer. However, FTB does not al ways receive
copi es of exam nation reports for bank and corporation taxpayers wth business
|l ocations in nmultiple states or with out-of-state addresses.

This provision would define the final federal determ nation date. The date of
final federal determ nation would be the date on which each adjustnent or
resolution (assessnent, refund or no change) resulting froman |IRS exam nation is
assessed pursuant to | RC Section 6203 (commonly known as the 23C date).

This provision would clarify that taxpayers nust notify FTB of any federal change
that increases tax for any year and to require B&CT taxpayers to report al
changes or corrections to gross inconme or deductions, even if the changes or
corrections do not result in an increase in tax payable for any year. This
anmendnment woul d not change the period of tinme allowed for assessments or refunds.
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This provision would clarify that taxpayers, who are required to report federa
changes, are required to report (1) each final federal determ nation, and (2)
changes to any itemreportable on the federal income tax return.

Thi s provision would renove an uncl ear phrase from R&TC Secti on 19060.

Pol i cy Consi derations

This provision would raise the follow ng policy considerations.

When the Franchi se Tax Board sponsored SB 571 (Stats. 1992, Ch. 335),
it recognized that PIT and B&CT taxpayers should be treated
differently. However, when SB 3 (Stats. 1993, Ch. 31) conbined forner
Revenue and Taxation Code Sections 18451 and 25432, the exenption

cl ause contained in the prior PIT | aw was inadvertently nmade
applicable to all taxpayers.

The date that each adjustnment or resolution resulting froman IRS
exam nation is assessed pursuant to | RC Section 6203 is a fixed date
that can easily be determ ned by both the taxpayer and the departnent.
Using this date for the final federal determi nation date would clarify
when the statute of limtations begins and ends.

| npl enment ati on Consi derati ons

Thi s provision woul d reduce di sputes between taxpayers and the departnment by
defining the final federal determ nation date. Taxpayers can easily
identify the date since the taxpayer receives an assessnent, refund or “no
change” report once the adjustnment or resolution is assessedpursuant to |IRC
Section 6203 (comonly known as the “23C date”). The department can
identify this date by checking for corresponding entries on the Interna
Revenue Service Master File. Taxpayers and the departnment can verify the
date by requesting a copy of Form 23C (or its equivalent) fromthe IRS.

Thi s provision also would reduce di sputes between taxpayers and the
departnment by clarifying current |aw

This provision would reinstate the provisions of the B&CT Law (Part 11) that
existed prior to the creation of the AFITL, providing FTB staff with the

i nformati on necessary to verify that inconme or |osses are reported correctly
i n subsequent years.

I npl ementation of this bill would occur during the departnent’s nornal
annual system updat e.

FI SCAL | MPACT

Departnmental Costs

Thi s provision would not significantly inpact the departnment’s costs.
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Tax Revenue Esti mate

Requiring taxpayers to notify the FTB of all federal changes (unl ess exenpt
under the PIT exclusion) encourages taxpayers to report accurately in
subsequent years and al so enables FTB staff to conduct effective

exam nations of tax returns. To the extent this provision inproves
conpliance and/or the effectiveness of audits, it potentially could generate
addi ti onal revenue annually. However, no data are available to neasure or
even suggest an order of magnitude.

2. Renove Commercial Domcile

EFFECTI VE DATE

Specific language in this bill would apply the amendnents to Section 24410 to al
i ncome years in which the statute of l[imtations renains open.

BACKGROUND

I nsurance conpanies in California are taxed by levying a flat percentage tax
(2.35% on their gross witten premuns, with certain deductions. This tax is
i nposed under Article XIll, Section 28 of the California Constitution and is
intended to be “in lieu of” all other taxes or nethods of taxation. Thus, a
corporation engaged in the insurance business is not subject to the Bank and
Corporation Tax Law and is not included in a unitary group’s conbi ned report.

Many insurance conpani es have adopted a corporate structure in which theparent
corporation (which is subject to the Bank and Corporation Tax Law) is a hol ding
conpany with an insurance conpany subsidiary. One advantage of this structure is
that the parent hol di ng conpany can borrow and invest where the insurance conmpany
subsidiary is prohibited for regul atory reasons.

To prevent double taxation (gross prem uns tax on the insurance conpany
subsi diary and taxabl e dividends to the corporate parent), a dividend exclusion
was enacted in the Bank and Corporation Tax Law.

SPECI FI C FI NDI NGS

Federal |aw allows a deduction fromgross incone for dividends received froma
donmestic corporation that is subject to inconme tax. This deduction is limted by
st ock ownership. One hundred percent of the deduction is all owed when received
froma corporation that is a nenber of the sane affiliated group (generally, 80%
or nore conmon ownership); 80% of the deduction is allowed when received froma
corporation which is 20% but |ess than 80% owned; and 70% of the deduction is

al | owned when received froma corporation |less than 20% owned. The percent age
owned refers to the percentage of stock, by vote and val ue, owned by the

reci pient corporation. Preferred stock is not considered in deternmining the

per cent age of stock owned. In addition, 100% of the deduction is allowed for

di vi dends received by a small business investnment conpany.

The total dividend deduction cannot exceed 70% (80% in the case of a 20% owned
corporation) of the recipient corporation’s reconputed taxable incone. When
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reconmputing taxable income, any net operating | oss deduction, dividend received
deduction, capital |oss carryback and certain special deductions are not allowed.

Current state |law (Bank and Corporation Tax Law - B&CTL) provides for the use of
an apportionnment formula when assigning business incone of nmultistate and

mul tinational corporations to California for tax purposes. For nopst

corporations, this formula is the average of the factors of property, payroll and
doubl e-wei ght ed sal es applied agai nst worl dw de i nconme. Each factor is the ratio
of in-state activity to worldw de activity. Nonbusiness incone is generally

al l ocated to the taxpayer’s commercial domcile.

California Regul ation Section 25120(c)(4) applies transactional/functional tests
to determ ne the classification of dividend income as business or nonbusi ness

i ncome. Under these tests, dividends arebusiness income when (1) the stock was
acquired in the regular course of the taxpayer's trade or business operations, or
(2) the purpose for acquiring and holding the stock is related to or incidenta
to the trade or business operations.

Thus, divi dends are busi ness i ncone when the stock from which those dividends are
derived is held in the ordinary course of business, such as by a stockbroker
Cenerally, dividends will also be business incone if they are derived from stock
hel d as current assets or excess working capital. Mre recently, dividends have
been consi dered to be business inconme when the stock is held for a purpose which
furthers the unitary business operations, such as when stock of a supplier is
held in order to ensure a steady source of raw materials (@Appeal of Standard Q|
Conpany of California Cal. St. Bd. of Equal., 3/2/83).

Ceneral ly, dividends are nonbusiness income when the stock is held as an

i nvestment unrelated to the taxpayer’'s trade or business activities. The B&CTL
(Section 25126) provides that nonbusi ness dividend incone is allocated to the

t axpayer's conmmerci al domcile.

The B&CTL (Section 24402) excludes fromtaxable incone a portion of dividends
received in taxable years beginning after 1989 that are paid out of incone that
was subject to either the franchise tax, the alternative minimumtax or the
corporation income tax in the hands of the paying corporation. The intent of
this lawis to avoid double taxation of corporation incone at the corporate
level. The exclusion is in the formof a deduction fromgross incone. For the
reci pient corporation to claimsuch a deduction, the paying corporation nust have
had i ncome fromsources in California that required the filing of a California

i ncome or franchise tax return. The Franchi se Tax Board makes a conputation each
year, after the returns are filed, to deternm ne the percentage of dividends paid
during the year which are deductible by recipient corporations. The deduction is
further Iimted based on the recipient’s percentage ownership in the distributing
corporation, simlar to the federal stock ownership rules.

Under the B&CTL (Section 24410), corporations comrercially domciled in
California are permtted to deduct dividends received from an i nsurance conpany
subsidiary operating in California and subject to the gross prem uns tax,

provi ded at | east 80% of each class of stock of the insurance conpany is owned by
the parent corporation. The deduction is based on the portion of the dividend
attributable to California sources, determ ned by applying a special three-factor
formul a.
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The rationale for Section 24410 is to provide a simlar relief from double
taxation as is provided to general corporations under the dividends received
deduction of Section 24402. Section 24410 essentially determ nes the

hypot heti cal incone that woul d have been properly inposed on an insurance conpany
if it were in fact subject to the franchise tax, and treats the gross prem uns
tax as havi ng been inposed on that incone.

When Section 24410 was enacted (Stats. 1968, Ch. 1379), essentially all dividends
wer e thought to be nonbusi ness i nconme unless receipt of dividends was the
taxpayer’s principal trade or business (i.e., dealers in stocks and securities).
This theory was based on pre-Uniform Division of Income for Tax Purposes Act

(UDI TPA) case |aw that held the source of the dividend income was the shares of
stock and the situs of such stock was traditionally the commercial domcile of

t he investing corporation (Southern Pacific Co. v. McCol gan, 68 Cal. App. 2d 48
(1945)). Earlier versions of California regulation Section 25120(c)(4) reflected
this theory.

Subsequently, California case |aw held that dividends could be business incone if
the dividends nmet the transactional/functional tests inplicit in Section 25120,
and that the (forner) FTB regul ations were invalid because they were contrary to
t hose statutory tests (Appeal of Standard G| Conpany of Californig Cal. St. Bd.
of Equal., March 2, 1983). The Franchi se Tax Board anmended Regul ation Section
25120(c)(4) to apply transactional/functional tests to determ ne the
classification of dividend incone as business or nonbusiness incone.

Because di vi dends can be treated as business incone, the commercial domcile
restriction in Section 24410 operates as a preferential treatnment only for
California comrercially domciled corporations. Recent court decisions have
found simlar laws to be unconstitutional as a discrimnation against interstate
comrerce as facially discrimnatory, and without legitimte | ocal purpose (e.g.
Canps Newfound/Owat onna, Inc. v. Town of Harrison, Miine[1997] 520 U S. |

137 L. Ed. 2d 852). Thus, it is likely that Section 24410 woul d be found
unconstitutional as discrimnatory against interstate comrerce.

Article I'll, Section 3.5 of the California Constitution provides that an

adm ni strative agency does not have the power to declare a statute unenforceable,
or refuse to enforce a statute on the basis that federal [aw or federa
regul ati ons prohibit the enforcenent of such statute, unless an appellate court
has made a determ nation that the enforcenment of such statute is prohibited by
federal |aw or federal regul ations.

Thi's provision would renove the commercial domcile restriction from Section
24410. Thus, all corporations, regardl ess of where comrercially domciled, would
be permitted to deduct dividends received froman insurance conpany subsidi ary
operating in California and subject to the gross prem uns tax.

In addition, this provision makes m nor technical changes to R&TC Section 24410.

Pol i cy Consi derations

There does not appear to be specific tax policy to support relief from
doubl e corporate taxation only for California domciled holders of insurance
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stock. Further, the objective of Section 24410 appears to be the same as

t he objective of Section 24402: to provide relief fromdouble taxation. The
commercial domcile restriction of Section 24410 was probably included
because, at the time of enactnent, such dividends were generally thought to
be nonbusi ness incone, allocated to comercial domcile. By renoving the
comercial domcile restriction from Section 24410, this proposal woul d make
the tax policy of Section 24410 consistent with Section 24402.

| npl enment ati on Consi derati ons

If the comrercial domicile restriction in Section 24410 is not renoved from
California law, the departnent is required by the state’'s Constitution to
enforce the restriction until an appellate court declares California lawto
be in violation of federal law. In fact, the departnment is currently
litigating such a case and must incur litigation costs for a tenuous
position. Renoving the commercial domcile restriction in Section 24410
woul d prevent the department fromincurring litigation costs on the
constitutionality of Section 24410. Further, this proposal would relieve
taxpayers from using resources to defend against the adm nistrative
application of a law that is probably unconstitutional.

I npl enmentation of this proposal would occur during the department’s nor nmal
annual system updat e.

FI SCAL | MPACT

Departnmental Costs

Thi s proposal would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

The revenue inpact of this provision wuld be determ ned by the amount of

i nsurance dividends (frominsurance subsidiaries operating in California)
deduct ed by recipient corporations domciled outside California, the average
apportionment factor of each recipient, and the franchise tax rate.

The provision would result in annual revenue | osses that cannot be
quantified. Sufficient data do not exist to estinmate the nmagnitude of

| osses. Even without the provision, revenue |osses are likely as the result
of cases testing the constitutionality of the current statute under which
only commercially domciled corporations are all owed the deduction

It is assuned the provision wiuld be enacted after June 30, 1998, and
effective for all years in which the statute of limtations remains open.
For issues of this sort, generally it is assunmed the statute would be open
for roughly six inconme years.

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



ATTACHMENT A

Marion Mann DeJong
(916) 845-6979
Doug Bramhal |

FRANCHI SE TAX BOARD S
PROPOSED AMENDMENTS TO SB 1739
As I ntroduced February 18, 1998
AVENDMENT 1
On page 3, nodify line 22 as follows:

must be sufficiently detailed to allow conputation of the resulting California
tax change and shall be reported in the formand nanner as prescribed

AVENDMENT 2
On page 3, between lines 28 and 29 add the foll ow ng:

SEC. 2. Section 19059 of the Revenue and Taxation Code is anmended to Read:

19059. (a) If a taxpayer is required by subdivision (a) of Section 18622 to
report a change or correction by the Conm ssioner of Internal Revenue or other
officer of the United States or other conpetent authority and does report the
change or correction within six nonths after the final federal determ nation,or
the Internal Revenue Service reports that change or correction within six nonths
after the final federal determ nation, a notice of proposed deficiency assessnent
resulting fromthose adjustnments may be mailed to the taxpayer within two years
fromthe date when the notice is filed with the Franchi se Tax Board by the
t axpayer or the Internal Revenue Service or within the periods provided in
Section 19057, 19058, or 19065, whichever period expires |later.

(b) If a taxpayer is required by subdivision (b) of Section 18622 to file an
amended return and does file the return within six nonths of filing an anmended
return with the Comm ssioner of Internal Revenue, a notice of proposed deficiency
assessnment in excess of the self-assessed tax on the anended return, and
resulting fromthe adjustnments may be mailed to the taxpayer within two years
fromthe date when the anended return is filed with the Franchi se Tax Board by
the taxpayer, or within the periods provided in Section 19057, 19058, or 19065,
whi chever period expires later.

AVENDMENT 3
On page 3 line 29, strikeout “SEC. 2" and insert:

SEC. 3
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AVENDMENT 4
On page 4, nmodify lines 1 through 9 as foll ows:

(b) If, after the six-nmonth period required in Section 18622, a taxpayeror the
Internal Revenue Service reports a change or correction by the Conm ssioner of
Internal Revenue or other officer of the United States or other conpetent
authority or files an amended return as required by Section 18622, a notice of
proposed deficiency assessnent resulting fromthe adjustnent may be mailed to the
taxpayer within four years fromthe date the taxpayer or the Internal Revenue
Service notifies the Franchise Tax Board of that change or correction or files
that return

AMENDMENT 5

On page 4 line 10, strikeout “SEC. 3” and insert:

SEC. 4
AVENDMENT 6
On page 4 line 24, strikeout “SEC. 4" and insert:
SEC. 5
AVMENDMENT 7
On page 6 line 3, strikeout “SEC. 5" and insert:
SEC. 6
AVENDMENT 8
On page 6 line 7, strikeout “SEC. 6” and insert:
SEC. 7



