The followng is the Franchise Tax Board' s analysis of SB 455 @Al pert) as anmended
Septenber 5, 1997.

Subj ect: Conformty Act of 1997

SUMMARY OF BILL

The Personal Inconme Tax Law (PITL) and the Bank and Corporation Tax Law (B&CTL),
in general, conformto the Internal Revenue Code (IRC) either by incorporating
the IRC by reference or by stand-al one | anguage, which mrrors the federal

provi sion. When applying the IRC for state purposes, the IRC as of the
“specified date” of January 1, 1993, nust be used, unless a specific provision
provi des otherwi se. This bill would change the specified date from January 1,
1993, to January 1, 1997, for taxable and income years beginning on or after
January 1, 1997. Changing the specified date automatically confornms to al
changes in the IRC from January 1, 1993, through Decenber 31, 1996, that have
been previously incorporated by reference. This bill also would nmake nunerous
changes to specifically not conformor nodify certain itens in the IRC

Addi tional Iy, numerous techni cal changes regarding cross references and the

del eti on of unnecessary | anguage that was used to conformto federal |aw changes
subsequent to January 1, 1993, and prior to January 1, 1997 are bei ng nade by
this bill.

This bill confornms to the following itens:

1. Rollover of gain fromsale of publicly traded securities into specialized

smal | business investnent conpanies.

Real estate investnments by pension trusts, educational organizations and

certain other exenpt organizations.

3 Substanti ation requirenments for the deduction of certain charitable
contri butions.

4 Di scl osure of quid pro quo contributions.

5. Increase in expense treatnent for small business.

6. Treatnent of storage of product sanples.

7

8

9

N

Denial of indirect contributions to political parties.
Seven year anortization of reforestation expenses.

. Class life for gas station convenience stores and simlar structures.
10. Treatnment of abandonment of |essor inprovenents at term nation of |ease.
11. Depreciation under incone forecast nethod.

12. Application of involuntary conversion rules toPresidentially declared
di sasters.

13. Involuntary conversions and the repeal of nonrecognition on Federal
Commruni cati ons Conm ssion (FCC) certified sales and exchanges.

14. Basis adjustnent to property held by a corporation where stock in the
corporation is replacenent property under involuntary conversion rules.

15. Provisions to prevent conversion of ordinary incone into capital gain.

16. Repeal of certain exceptions to the market discount rules.

17. Accrual of incone by holders of stripped preferred stock.

18. Treatnment of net capital gains as investnent incone.

19. Treatnment of certain appreciated inventory distributions from partnerships.

20. Partnership distributions of marketable securities.

21. Treatnment of dues paid to agricultural or horticultural organizations.

22. Treatnment of housing provided to enpl oyees by academ c health centers.

23. Exclusion for energy conservation subsidies limted to subsidies with respect
to dwelling units.

24. Nonrecognition treatnment for certain transfers by common trust funds to
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regul at ed i nvest nent conpani es.

25. Repeal of exclusion for punitive damges and for danmages not attributable to

physical injuries or sickness.
26. Merchant marine capital construction fund accounts.
27. Polish bonds exenpt from original issue discount treatnent.
28. Anortization of child care facilities.
29. Adoption assistance.
30. Exclusion of self-enployed insurance benefits fromincone.
31. Long-term care insurance and services.
32. Exception to penalty for premature distribution froman |RA.
33. Treatment of accel erated death benefits.
34. Repeal of $5,000 exclusion of enployees’ death benefits.
35. Reduction in conpensation taken into account in determ ning contributions
36. Treatnent of excess pension assets used for retiree health benefits.
37. Pension plan funding requirenments and prem uns.
38. Repeal of five-year income averaging for |unp-sumdistributions.
39. Establishment of savings incentive match plans for enployees of snal
enmpl oyers.
40. O her pension plan provisions.
41. Financial asset securitization investment trusts.
42. Copy of federal form 5471 required to be attached to Californiatax return.
43. Certain informational returns.
44. Modifications to accuracy-related penalty.
45. Individual estimted tax safe harbor based on | ast year's tax.
46. Corporate estimted tax rul es.
47. Waiver of estimted tax penalty.
48. Contributions in aid of construction
49. Publicly Traded Partnerships continuation of partnership treatnent.
50. S corporation conformty.
51. Federal changes not being confornmed to by this bill

EFFECTI VE DATE

Unl ess otherw se specified this bill would apply to taxable and i ncone years
begi nning on or after January 1, 1997.

BACKGROUND

As stated above the Revenue and Taxati on Code (R&TC) conforns to various
provisions of the IRC as it read on January 1, 1993. Subsequent to January 1,
1993, and before January 1, 1997, five bills have been enacted into | aw by
Congress that materially affect the IRC. They are:

REVENUE RECONCI LATI ON ACT OF 1993 (RRA)

GENERALL AGREEMENT ON TARI FFS & TRADE ACT OF 1994 (GATT)

SELF- EMPLOYED | NSURANCE ACT OF 1995 ( SElI A)

SMALL BUSI NESS JOB PROTECTI ON ACT OF 1996 (SBJPA)

HEALTH | NSURANCE PORTABI LI TY AND ACCOUNTABI LI TY ACT OF 1996 (HI PAA)
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This bill (and anal ysis) addresses the changes made by the above federal acts
that were not conformed to by California prior to January 1, 1997. This bil

al so addresses ei ght federal changes that occurred prior to January 1, 1993, to
whi ch California has not conforned.

SPECI FI C FI NDI NGS5

1. Rollover of gain fromsale of publicly traded securities into specialized
smal | busi ness investnent conpani es.

In general, gain or loss is recogni zed on any sal e, exchange or other disposition
of property. California and federal |awcontain provisions under which taxpayers
may el ect not to recognize gain realized on certain "like-kind" exchanges or for

certain involuntary conversions.

Federal |aw permts any corporation or individual to elect to roll over wthout
paynment of tax any capital gain realized upon the sale of publicly-traded
securities where the corporation or individual uses the proceeds fromthe sale to
purchase commmon stock or a partnership interest in a specialized “small business
i nvestment conpany” (SSBIC) within 60 days of the sale of the securities. To the
extent the proceeds fromthe sale of the publicly-traded securities exceed the
cost of the SSBI C commpbn stock or partnership interest, gain will be recognized
currently. The taxpayer's basis in the SSBI C cormon stock or partnership
interest is reduced by the anmobunt of any gain not recognized on the sale of the
securities.

Estates, trusts, S corporations, and partnerships are not eligible to make this
election to roll over gains. In addition, "publicly-traded securities" are
defined as stock or debt traded on an established securities market. An SSBIC is
defined as certain partnerships or corporations that are |licensed by the Smal

Busi ness Adm ni strati on.

The anount of gain that an individual may elect to roll over under this provision
for a taxable year is limted to the | esser of $50,000 or $500, 000 reduced by the
gai n previously excluded under this provision. For corporations, these limts
are $250,000 and $1 m i on.

Current California | awdoes not provide for the rollover of gain fromthe sal e of
publicly-traded securities into a SBIC.

This bill would conformto the rollover of gain fromthe sale of publicly-traded
securities into a SBIC as long as a simlar federal provision is applicable.

2. Real estate investnents by pension trusts, educational organizations and
certain other exenpt organi zations.

Under California and federal law in general, a qualified pension trust or an
organi zation that is otherwi se exenpt from federal inconme tax is taxed on incone
froma trade or business that is unrelated to the organi zati on's exenpt purposes
(unrel ated business taxable inconme or UBTI). Certain types of incone, including
rents, royalties, dividends, and interest, are excluded from UBTI, except when
such inconme is derived from "debt-financed property.”
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An exception to the rule treating income fromdebt-financed property as UBTI is
avail able to pension trusts, educational institutions, and certain other exenpt
organi zati ons that make debt-financed investnents in real property.

Under current California |aw and federal law prior to January 1, 1994 the rea
property exception to the debt-financed property rules have several restrictions
regarding a fixed purchase price, seller financing, participating |oans, purchase
and | easeback, related parties, and a “disqualified person,” as defined.

The RRA of 1993 liberalized the federal lawrestrictions by allow ng certain non-
fi xed purchase price purchases, seller financing purchases, participating |oans
and | easeback to related or disqualified persons not to be treated as UBIT.

California lawis in conformty with federal law prior to the RRA of 1993
changes.

This bill would conformto the 1993 federal changes.

3. Substantiation requirenents for the deduction of certain charitable
contri butions.

Under California and federal |law an individual taxpayer who item zes deductions
must separately state the aggregate anount of charitable contributions nade by
cash or check and the aggregate anmpbunt of donated property other than cash or
check.

Subsequent to 1993, federal |aw additionally provides that no deduction is
allowed for a separate contribution of $250 or nore unless the taxpayer has
written substantiation fromthe donee organi zation of the contribution (including
an estimate of the value of any good or service thedonee provided to the

t axpayer in exchange for making the gift to thedonee).

Taxpayers nust obtain substantiation prior to filing their return. Taxpayers may
not rely solely on a cancel ed check as substantiation for a donation of $250 or
more. Substantiation is not required if thedonee organization files a return
with the RS (in accordance with Treasury regul ations) reporting information
sufficient to substantiate the anount of the deductible contribution. Also
substantiation is not required for contributions of $250 or nore to a religious
organi zati on, where a donor receives an intangible religious benefit that
generally is not sold in comrercial transactions outside thedonative context
(e.g., admi ssion to a religious cerenony).

Current California | awdoes not require a taxpayer to obtain witten
substantiation for contributions of $250 or nore.

This bill would conformthe PITL and B&CTL to federal |aw requiring taxpayers to
obtain and naintain witten substantiation of contributions of $250 or nore.
However, bill would provide that if the federal requirenents are net, the state

requi renments are al so net.

4. Disclosure of quid pro quo contributions.
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Under federal law a charitable organization that receives a quid pro quo
contribution in excess of $75 (meaning a paynent exceeding $75 "made partly as a
contribution and partly in consideration for goods or services provided to the
payor by the donee organization") is required, in connection with the
solicitation or receipt of such a contribution, to provide a witten statenent to
the donor that (1) inforns the donor that the anmount of the contribution that is
deductible for income tax purposes is |imted to the excess of the ampbunt of any
money (and the value of any property other than noney) contributed by the donor
over the value of the goods or services provided by the organization, and (2)
provi des the donor with a good faith estimte of the value of goods or services
furnished to the donor by the organization

The di scl osure requirenent does not apply if only deminims, token goods or
services are given to a donor or the contributor receives only an intangible
religious benefit that generally is not sold in a commercial transaction outside
the donative context. Furthernore, the provision does not apply to transactions
t hat have no donative elenent (e.g., sales of goods by a nuseumgift shop that
are not, in part, donations).

Federal |aw al so provides that penalties ($10 per contribution, but capped at

$5, 000 per particular fundraising event or mailing) may be inposed upon charities
that fail to make the required disclosure, unless the failure was due to
reasonabl e cause. The penalties will apply if an organi zation either fails to
make any di scl osure in connection with a quid pro quo contribution or nmakes a

di scl osure that is inconplete or inaccurate.

Current California | awdoes not contain any provisions requiring a charitable
organi zation to disclose information regarding quid pro quo contributions.

This bill would conformstate law to the federal reporting requirenents and
penalty provisions. The state requirenents are deened satisfied when an
organi zati on denonstrates the federal requirenments have been net.

5. Increase in expense treatnment for small business.

Federal |aw provides that in lieu of depreciation, a taxpayer with a sufficiently
smal | amount of annual investnment may el ect to deduct up to $18,000 of the cost
of qualifying property placed in service in a taxable year beginning after
Decenmber 31, 1996. |In general, qualifying property, commonly referred to as
section 179 property, is defined as depreciable tangi ble personal property that
is purchased for use in the active conduct of a trade or business. The
limtation amount is reduced (but not bel ow zero) by the ampbunt by which the cost
of section 179 placed in service during the taxable year exceeds $200,000. In
addition, the anmount eligible to be expensed for a taxable year may not exceed
the taxable inconme of the taxpayer for the year that is derived fromthe active
conduct of any trade or business (determ ned without regard to this provision).
Any ampunt that is not allowed as a deduction because of the taxable incone
limtation may be carried forward to succeedi ng taxable years (subject to simlar
limtations).

The federal expense anount increases from $18,000 to $25,000. The increase is
phased in as foll ows:

Taxabl e year
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begi nni ng i n- Maxi mum expensi ng
1998 $18, 500
1999 $19, 000
2000 $20, 000
2001 $24, 000
2002 $24, 000

2003 and thereafter $25, 000

Under the PITL, California lawconfornms to federal |aw section 179 except for the
maxi mum anmount all owable in any one year. Prior to 1997, California allowed a
maxi mum deducti on of $10,000 from section 179 property placed in service for the
taxable year. In 1996, the ampbunt allowed to be expensed was increased for

t axabl e years begi nning on or after January 1, 1997, to $12,500 and again for

t axabl e years beginning on or after January 1, 1998, to $15, 000.

Under the B&CTL, California | awdoes not conformto federal |aw but instead

all ows “additional first-year depreciation” of 20 % of the cost (up to a maxi mum
of $10, 000 per year) of qualifying property. Thus, a maxi mum expense deducti on
of $2,000 per year is allowed.

This bill would conformthe California PITL to federal law, with tenporary

nmodi fications. The federal expensing amounts woul d be phased in over two years.
Under the PITL, the maxi num amount that could be expensed woul d be $13,000 in
1997 and $16, 000 in 1998. From 1999 and forward the maxi num anmobunt woul d mat ch
the federal anounts.

This bill would not conformthe B&CTL to federal |aw. Corporations still would
be allowed to use additional first-year depreciation.

6. Treatnent of storage of product sanpl es.

Under California and federal |law a taxpayer's business use of the taxpayer’s
home may give rise to a deduction for the business portion of expenses related to
operating the home (e.g., a portion of rent or depreciation and repairs).

Busi ness deductions generally are allowed only for the portion of a home that is
used exclusively and regularly in one of the follow ng ways: (1) as the principal
pl ace of business for a trade or business; (2) as a place of business used to
meet with patients, clients, or custonmers in the normal course of the taxpayer's
trade or business; or (3) in connection with the taxpayer's trade or business, if
the portion so used constitutes a separate structure not attached to the dwelling
unit. In the case of an enployee, the law further requires that the business use
of the home nust be for the convenience of the enployer. These rules apply to
houses, apartnents, condom niunms, nobile honmes, boats, and other simlar property
used as the taxpayer's hone.

A special rule permts deductions for expenses related to a storage unit in a
taxpayer's home regularly used for i nventory of the taxpayer's trade or business
of selling products at retail or whol esale, provided that the home is the sole
fixed location of such trade or business.

Home of fice deductions may not be clainmed if they create (or increase) a net |oss
froma business activity, although such deductions nay be carried over to
subsequent taxabl e years.
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Begi nning in 1996, federal |aw expands the special rule relating to a storage
unit in a taxpayer’'s honme to include a storage unit used for inventoryor product
sanpl es.

Current California |awhas not confornmed to the expansion of the special storage
unit rule.

This bill would conform California law to federal |aw regardi ng home office
deductions w thout exceptions.

7. Denial of indirect contributions to political parties.

Federal |aw provides that no deduction is allowed for any anount paid or incurred
for advertising in a political party convention or any adm ssion to any di nner or
program if any part of the cost inures or is intended to inure to a political

party.

California | aw has not conforned to the above provision relating to indirect
contributions to political parties.

This bill would conformstate aw to federal [aw on the denial of any deduction
for indirectly contributing to a political party. Direct contributions to a
political party are not allowable as a deduction under current federal or state
I aw.

8. Seven year anortization of reforestation expenses.

Federal |law permts the anortization ratably over 84 nontrhs reforestation
expenses for qualified tinmber property. Qualified tinber property nust be

| ocated in the United States and contain trees in a significant enough nunmber for
comrerci al logging. Reforestation expenses include the site preparation, seed or
seedl ings, the cost of labor for planting and other direct cost associated with
reforestation including but not limted to depreciation of equipnment used to
plant the trees. A maxi num of $10, 000 per year may be added to theanortizable
basi s.

California PITL has conforned to federal w thout exception. The B&CTL contains
stand al one | anguage that permts a five year anortization period with no maxi mum
cap on the amount allowable to be added to theanortizable basis. Under the
B&CTL, the property to which the reforestati on expenses are incurred on nust be

| ocated in California.

This bill would conformthe B&CTL to federal law. Under both the PITL and the
B&CTL, this bill would require the property to be located in California.

9. Cass |life for gas station conveni ence stores and sim |l ar structures.

For structures placed in service after August 20, 1996, federal |aw provides that
for purposes of the Moddified Accel erated Depreciation System (MACRS), 15-year
property includes generally, any depreciable real property that is a retail notor
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fuels outlet (regardless of food or other convenience itenms are sold at the
outlet). A retail motor fuels outlet does not include any facility related to
petrol eum or natural gas pipelines or to any depreciable real property used only
to an insubstantial extent in the retail marketing of petroleum or petrol eum

pr oduct s.

Under the PITL, California | aw confornms to the MACRS whi ch provides that
depreciation for property used in the retail gasoline trade is cal cul ated under a
15-year recovery period and the 150-percent declining bal ance nethod.

Starting in 1997, California | aw provides that nonresidential real property is
depreci ated using a 39-year recovery period and the straight-1line nethod.

It is understood that taxpayers generally have taken the position that

conveni ence stores and other buildings installed at retail nmotor fuels outlets
have a 15-year recovery period. The IRS, in a position described in a recent
Coordi nated | ssues Paper, generally limts the application of the 15-year
recovery period to instances where the structure: (1) is 1,400 square feet or
less or (2) nmeets a 50-percent test. The 50-percent test is nmet if: (1) 50
percent or nore of the gross revenues that are generated fromthe building are
derived from petrol eum sal es and (2) 50 percent or nore of the floor space in the
building is devoted to petrol eum marketing sal es.

The B&CTL does not conformto federal MACRS |ives but instead uses the m d-range
of the Class Life Asset Depreciation Range (CLADR) systemto determ ne the

econom ¢ useful life of depreciable assets.

This bill would conformthe PITL to the federal |aw regarding the useful life of
a retail motor fuel outlet. This bill would not conformthe B&CTL to federal

I aw.

10. Treatnent of abandonnment of |essor inprovenents at term nation of |ease.

The SBJPA codified under federal lawthat a | essor of |eased property that

di sposes of a | easehold inprovenent which was made by the |l essor for the | essee
of the property may take the adjusted basis of the inprovenent into account for
pur poses of determning gain or loss, if the inprovenent is irrevocably di sposed
of or abandoned by the | essee at the term nation of the I ease. This provision
does not apply if the lease is term nated because the building is razed.

Under California |aw a taxpayer generally recovers the adjusted basis of
property for purposes of determ ning gain or |oss upon the disposition of the
property. Upon the term nation of a |ease, the adjusted basis of |easehold

i nprovenents that were made, but are not retained, by alessee are taken into
account to compute gain or |loss by thelessee

The proper treatnment of the adjusted basis of inprovenments nmade by al essor upon
termnation of a lease is less clear. It was the position of the IRS prior to
the SBJPA that | easehold inprovenents made by a | essor that constitute structural
conponents of a building must continue to be depreciated in the sane manner as
the underlying real property, even if such inprovenents are retired at the end of
the lease term California concurs with the federal position
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Some | essors, prior to the passage of the SBIJPA, were taking the position that a
| easehol d i nprovenent is a property separate and distinct fromthe underlying
bui I ding and that an abandonnent loss is allowable at the end of the | ease term
for the adjusted basis of the | easehol d i nmprovenent property.

This bill would conform California law to federal |aw codifying the treatnent of

| easehol d i nprovenents made by the | essor and di sposed of or abandoned at the end
of the lease term

11. Depreciation under incone forecast nethod.

Cenerally under federal and California law the “inconme forecast” method is the
depreciation method for certain property such as: nmption picture and tel evision
films or shows, books, patents, master sound recordi ngs and vi deo ganes. Under
the incone forecast nethod, the depreciation deduction for a taxable year for a
property is determ ned by nmultiplying the cost of the property (less estimated
sal vage value) by a fraction, the nunerator of which is the incone generated by
the property during the year and the denom nator is the total forecasted or
estimated i ncone to be derived fromthe property during its useful life. 1In the
case of a film television show, or simlar property, inconme includes, but is not
necessarily limted to, inconme fromforeign and donestic theatrical, television,
and ot her releases and syndications and video tape rel eases, sales, rentals, and
syndi cati ons

Under federal |aw the SBJPA expanded the definition of “income” used in the
conputation, clarified what anounts are to be included in the cost of the
property and provided for a “look back” rule for re-conputing depreciation under
certain conditions.

Income that is to be taken into account under the income forecast nethod includes
all estimated inconme to be generated by the property. Cenerally, inconme expected
to be generated after the close of the tenth taxable year after the year the
property was placed in service is not taken into account. Inconme was expanded to
i nclude the financial exploitation of characters, designs, scripts, scores, and
ot her incidental inconme associated with filnms or shows, but only to the extent
the incone is earned in connection with the ultimte use of such itenms by, or the
ultimte sale of nmerchandise to, persons who are not related to the taxpayer

Special rules are provided for a television series that initially is not
antici pated to be syndi cated.

The adjusted basis of property under the inconme forecast nmethod only includes
anmounts that satisfy the econom c performance test. For this purpose, if the

t axpayer incurs a noncontingent liability to acquire, from another person
property subject to the incone forecast nmethod, econom c performance wll be
deenmed to occur with respect to suchnoncontingent liability when the property is
provided to the taxpayer.

Any costs that are taken into account after the property is placed in service are
treated as a separate piece of property to the extent (1) such anpbunts are
significant and are expected to give rise to a significant increase in the incone
fromthe property that was not included in the estimated i ncone fromthe
property, or (2) such costs are incurred nore than 10 years after the property
was placed in service. To the extent costs are incurred nore than 10 years after
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the property was placed in service and give rise to a separate piece of property
for which no incone is generated, such costs may be witten off and deducted as
they are incurred.

Any costs that are not recovered by the end of the tenth taxable year after the
property was placed in service may be taken into account as depreciation in such
year.

Taxpayers using the incone forecast nethod are required to pay (or would receive)
i nterest based on the recal cul ati on of depreciation under a “l ook-back” nethod.
The | ook-back nethod is applied in any ‘“reconputation year” by (1) conparing
depreci ati on deductions that had been clainmed in prior periods to depreciation
deductions that would have been cl aimed had the taxpayer used actual, rather than
estimated, total inconme fromthe property; (2) determ ning the hypothetica

over paynment or underpaynent of tax based on this recal cul ated depreciation; and
(3) applying the overpayment rate (interest rate on anounts owed by the IRS to

t axpayers as refunds) as specified in the IRC. Property that has a cost basis of
$100, 000 or less is not subject to the | ook-back method.

Except as provided in Treasury regul ations, areconputation year is the third and
tenth taxable year after the taxable year the property was placed in service.

The SBJPA provides a sinplified | ook-back nethod for pass-through entities.

This bill would conform California law to the changes nmade to the federal incone
forecast nethod of depreciation by the SBIJIPA. This bill would provide that the
interest paid or received under the |ook-back rule would be conputed under the
state statute in lieu of the federal rate.

12. Application of involuntary conversion rules toPresidentially decl ared
di sasters.

Cenerally under California and federal |law, gain realized by a taxpayer from
certain involuntary conversions of property is deferred to the extent the

t axpayer purchases property simlar or related in service or use to the converted
property. The replacenent property may be acquired directly or by acquiring
control of a corporation (generally, 80% of the stock of the corporation) that
owns replacenent property. The taxpayer’s basis in the replacenent property
generally is the same as the taxpayer’'s basis in the converted property,
decreased by the anmpbunt of any noney or |oss recogni zed on the conversion, and
i ncreased by the anmount of any gain recognized on the conversion. The taxpayer
generally has two years fromthe date of the disposition of the converted
property (or the earliest date of the threat or imm nence of requisition or
condemmation of the converted property, whichever is earlier) to replace the

property.

Only involuntary conversions that result fromdestruction, theft, seizure, or
condemation (or threat or imm nence thereof) are eligible for deferral under the
i nvol untary conversion rules. The term“condemation” refers to the process by
which private property is taken for public use w thout the consent of the
property owner but upon the award and paynent of just conpensation. For exanpl e,
an order by a Federal court to a corporation to divest itself of ownership of
certain stock because of anti-trust rules is not a condemation (or threat or
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i mm nence thereof) because the property is not ultimtely held for public use,
and the divestiture is not an involuntary conversion.

A gain froman involuntary conversion from property destroyed or damaged by a
casualty or theft occurs when the insurance proceeds exceed the adjusted basis of
the destroyed property in the hands of the taxpayer.

Additionally, California and federal |awcontains special provisions applicable
to taxpayers whose principal residence (or any of its contents) is involuntarily
converted as a result of a Presidentially declared disaster. In such cases, no
gain is recogni zed by reason of the receipt of insurance proceeds for unschedul ed
personal property that was part of the contents of such residence. In the case
of any other insurance proceeds for such residence or its contents, the proceeds
may be treated as a common pool of funds. |If such pool of funds is used to
purchase any property simlar or related in service or use to the converted
residence (or its contents), the taxpayer may el ect to recognize gain only to the
extent that the anpunt of the pool of funds exceeds the cost of the replacenent
property. In addition, the replacenent period is extended for property

i nvoluntarily converted as a result of aPresidentially declared disaster to four
years after the close of the first taxable year in which any part of the gain
upon conversion is realized.

Under federal law, if property held for productive use in a business or for
investment is involuntarily converted as a result of aPresidentially declared

di saster, any tangi ble property held for productive use in a trade or business
qualifies as simlar or replacenent property (e.g., insurance proceeds fromthe
destruction of store fixtures could be used to purchase a delivery vehicle).

Busi ness assets nust be replaced under the general replacenent period of two
years.

California | aw has not conforned to federal law as its relates to the involuntary
conversions of tangi ble business or investnent property due to aPresidentially
decl ared di saster.

This bill would conform California lawto federal lawrelating to involuntary
conversions as a result of of a Presidentially declared disaster wthout
excepti on.

13. Involuntary conversions and the repeal of nonrecognition on FCC sal es
and exchanges.

The federal law relating to involuntary conversions was nodified as foll ows:
a. Radio broadcasting stations

Prior to January 15, 1995, federal law provided that if the FCC certifies that a
sal e or exchange of property is necessary or appropriate to effectuate a change
in a policy of, or the adoption of a new policy by, the FCC with respect to the
ownership and control of “radi o broadcasting stations,” a taxpayer may elect to
treat the sale or exchange as an involuntary conversion. This federal |aw was
repealed in 1995.
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California lawstill confornms to the el ective involuntary conversion treatnent of
certain radi o broadcasting stations; however, the FCCis no |onger certifying
sal es or exchanges of radi o broadcasting stations.

b. Related party transactions

In general, corporations (other than S corporations) and certain partnerships are
not be entitled to defer gain if the replacenent property or stock is purchased
froma related person (as defined under the | osses between related party in the
IRC). An exception is provided where a taxpayer purchases repl acenment property
or stock froma related person when the rel ated person acquired the repl acenent
property or stock from an unrel ated person within the replacenent period.

The provision applies to a partnership if nore than 50% of the capital interest,
or profits interest, of the partnership are owned, directly or indirectly, by C
corporations at the time of the involuntary conversion

Current California |law has not confornmed to the federal |aw regarding involuntary
conversions as they relate to related party transactions.

C. M crowave rel ocation

In 1993, Congress provided for the orderly transfer of frequencies, including
frequencies that can be |icensed under conpetitive bidding procedures. The FCC
has adopted rules to conduct auctions for the award of nore than 2,000 |icenses
to provide personal communications services (PCS). PCS would provide for the
rapid i ncrease of w reless comruni cation devices, such asmulti-function portable
phones, portable facsimle and other imging devices. ThePCS auctions, which

began in 1994, will constitute the |argest auction of public assets in Anmerican
hi story and are expected to generate billions of dollars for the United States
Treasury.

PCS can only operate on certain frequencies that are currently occupi ed by
various private fixed m crowave conmuni cati ons systens (such as those owned by
railroads, oil pipelines, and electric utilities). No large bl ocks of
unal | ocated spectrum are avail able for PCS. To acconmpdate PCS, the FCC has
reall ocated the spectrum Current occupants of targeted spectrum allocated to
PCS nust relocate to higher frequencies not |ater than three years after the
cl ose of the bidding process. |In accordance with FCC rules, these current
occupants have the right to be conpensated for the cost of replacing their old
equi pnent, which will not work at their new spectrum

The FCC will enploy a tax certificate programfor PCS to encourage fixed
m crowave operators voluntarily to relocate fromtargeted band to clear the band
for PCS technol ogi es.

Begi nning in 1995, federal |aw provides that sal es or exchanges that are
certified by the FCC as having been made by a taxpayer in connection with the
FCC s reallocation of that spectrumfor use by PCS will be treated as involuntary
conver si ons.

Current California |law has not confornmed to the federal |aw regarding involuntary
conversions as they relate to FCC certified m crowave frequency sal es or
exchanges.
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This bill would conform California law to federal law as it relates to
i nvol untary conversi ons.

14. Basis adjustnent to property held by a corporation where stock in the
corporation is replacenent property under involuntary conversion rules.

Under federal and California law in general, gain realized by a taxpayer from
certain involuntary conversions of property is deferred to the extent the

t axpayer purchases property simlar or related in service or use to the converted
property within a specified replacenent period of time (normally two years).

The repl acenent property may be acquired directly or by acquiring control of a
corporation (generally, 80% of the stock of the corporation) that owns
repl acenent property.

The taxpayer's basis in the replacenment property generally is the same as the
taxpayer's basis in the converted property, decreased by the anmount of any npbney
not expended on repl acenent property or | oss recognized on the conversion, and

i ncreased by the ampbunt of any gain recognized on the conversion

Under current federal |aw, where the taxpayer satisfies the replacenent property
requi rement by acquiring stock in a corporation, the corporation generally wll
reduce its adjusted bases in its assets by the ampbunt by which the taxpayer
reduces its basis in the stock. The corporation's adjusted bases in its assets

wi Il not be reduced, in the aggregate, below the taxpayer's basis in its stock
(determ ned after the appropriate basis adjustnment for the stock). In addition,
the basis of any individual asset will not be reduced bel ow zero. The basis

reduction first is applied to: (1) property that is simlar or related in service
or use to the converted property, then (2) to other depreciable property, then
(3) to other property.

Current California |law allows replacenent property to be acquired through a
corporation and requires the taxpayer’'s basis in the stock generally to be
reduced by the anopunt any unrecognized gain. California does not require the
reduction of the basis of the underlying assets. Thus, the reduction in the
basis of the stock generally does not result in reduced depreciation deductions
where the corporation holds depreciable property and may result in the taxpayer
havi ng nore aggregate depreciable basis after the acquisition of replacenent
property than before the involuntary conversion.

This bill would conformstate law to federal |aw and require a reduction in the

basis of the underlying assets in a corporation acquired as replacenent property
under an involuntary conversion.

15. Provisions to prevent conversion of ordinary incone into capital gain.

Federal |aw provides that capital gain fromthe disposition of property that was
part of a "conversion transaction"” is to berecharacterized as ordinary incone,
with certain limtations. A conversion transaction is a transaction, generally
consisting of two or nore positions taken with regard to the sane or simlar
property, where substantially all of the taxpayer's return is attributable to the
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time value of the taxpayer's net investnent in the transaction. |In a conversion
transaction, the taxpayer is in the economc position of a |lender that has an
expectation of a return fromthe transaction (which in substance is in the nature
of interest) and he undertakes no significant risks other than those typical of a
| ender. However, a transaction is not a conversion transaction subject to this
provision unless it also satisfies one of the following four criteria: (1) the
transaction consists of the acquisition of property by the taxpayer and a
substantially contenporaneous agreement to sell the same or substantially
identical property in the future; (2) the transaction is a straddle; (3) the
transaction is one that was marketed or sold to the taxpayer on the basis that it
woul d have the econom ¢ characteristics of a |loan, but the interest-like return
woul d be taxed as capital gain; or (4) the transaction is described as a
conversion transaction in regulations pronul gated by the Secretary of the
Treasury. Property or positions nay be part of a conversion transaction, and
transactions of options dealers and commodities traders in the normal course of
their trade or business of dealing in options generally will not be considered to
be conversion transactions, except as provided in special rules.

Federal |aw provides that gain realized by a taxpayer froma conversion

transaction that would otherwi se be treated as capital gain will be treated as
ordinary inconme (but not as interest) for all purposes of the IRC. The anmount of
gain so recharacterized will not exceed the ampbunt of interest that would have

accrued on the taxpayer's net investnent for the relevant period at a yield equal
to 120% of the "applicable rate" (which is specified in the IRC).

Current California | awdoes not contain a provision that woul drecharacterize any
type of reported capital gain into ordinary incone.

This bill would conform California law to the federal provisions regarding the

recharacterization of the capital gain froma conversion transaction to ordinary
i nconme.

16. Repeal of certain exceptions to the market discount rules.

Cenerally, a market discount bond is a bond that is acquired for a price that is
| ess than the principal anobunt of the bond. Market discount generally arises
when the val ue of a debt obligation declines after issuance (typically, because
of an increase in prevailing interest rates or a decline in the credit-worthiness
of the borrower).

Under federal law the gain on the disposition of a tax-exenpt obligation or any
ot her market discount bond purchased by the taxpayer after April 30, 1993
(regardl ess of the date the bond was issued), and acquired for a price that is

| ess than the principal amount of the bond generally will be treated as ordinary
i nconme (instead of capital gain) to the extent of accrued market discount.

Current California |law, gains fromtax-exenpt bonds and market di scount bonds
i ssued on or before July 18, 1984, are treated as capital gains if the bonds were
hel d as capital assets.

This bill would conformstate law to the federal provision treating gains from
the disposition of bonds purchased after April 30, 1993 (regardless of the date
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the bond was issued), as ordinary income to the extent of the accrued narket
di scount .

17. Accrual of inconme by holders of stripped preferred stock.

In general, if a bond is issued at a price approximtely equal to its redenption
price at maturity, the expected return to the holder of the bond is in the form
of periodic interest paynents. In the case of original issue discount (O D)

bonds, however, the issue price is below the redenption price, and the hol der
receives part or all of the expected return in the formof price appreciation

The difference between the issue price and the redenption price is the AOD, and a
portion of the ODis required to be accrued and included in the inconme of the
hol der annually. Simlarly, for certain preferred stock that is issued at a

di scount fromits redenption price, a portion of the redenption prem um nust be

i ncluded in incone annually.

Under federal lawa stripped bond (i.e., a bond issued with interest coupons sone
of which are subsequently "stripped" so that the ownership of the bond is
separated fromthe ownership of the interest coupons) generally is treated as a
bond issued with OD equal to (1) the stated redenption price of the bond at
maturity mnus (2) the amount paid for the stripped bond. Stripped preferred
stock is stripped of some or all of its dividend rights. Stripped preferred
stock purchased after April 30, 1993, is subject to the sane rules that apply to
stripped bonds or to the rules that apply to bonds and certain preferred stock

i ssued at a discount.

Current California lawis conforned to the federal treatnment of stripped bonds:
however, California has not conformed to the simlar treatnment of stripped
preferred stock.

This bill would conformstate law to the federal provision regarding the
treatment of stripped preferred stock acquired after April 30, 1993.

18. Treatnent of net capital gains as investnent incone.

Under federal law prior to 1993, and current California law, in the case of a

t axpayer other than a corporation, deductions for interest on indebtedness that
is allocable to property held for investnment (investnment interest) are limted to
the taxpayer's net investnent income for the taxable year. Disallowed investnent
interest is carried forward to the next taxable year. Investnent incone includes
gross inconme frominvestnment property and the sale or disposition of investnent

property.

Subsequent to 1992, under federal |aw investnent incone generally does not

i nclude any capital gain fromthe disposition of property. An exception applies
to taxpayers who elect to have the capital gain taxed at their regular tax rate
(the federal highest regular tax rate is 38.5% the highest tax rate on capital
gains is 28% . Taxpayers who elect to use the regular tax rate may include the
capital gain fromthe disposition of investnment property as investnent incone.

California | aw has not confornmed to the above provision and does not provide a
differential tax rate between ordinary and capital gain incone.
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This bill would conformstate law to federal |aw regarding the definition of net
i nvest ment incone.

19. Treatnent of certain appreciated inventory distributions from partnerships.

Under California and federal [aw anounts received by a partner in exchange for
his interest in a partnership are treated as ordinary incone to the extent they
are attributable to substantially appreciated inventory of the partnership. In
addition, distributions by a partnership in which a partner receives
substantially appreciated inventory in exchange for his interest in certain other
partnership property are treated as a taxable sale or exchange of property,
rather than as a nontaxable distribution. For these purposes, inventory is
treated as substantially appreciated if the value of the partnership's inventory
exceeds 120% of its adjusted basis.

Current California |law additionally requires that substantially appreciated
i nventory exceed 10% the value of all partnership property, other than npney.

This bill would conformstate law to federal |aw by renoving the requirenment that

substantially appreciated inventory exceed 10% of the value of all partnership
property, other than noney.

20. Partnership distributions of marketable securities.

Under federal law, neither a partnership nor its partners generally recognize
gain upon a distribution to a partner of partnership property other than cash and
“mar ket abl e securities.” A partner generally recognizes gain to the extent that
the sumof the fair market val ue of nmarketable securities and noney received
exceeds the partner’s basis in its partnership interest inmmediately before the

di stribution.

The val ue of the marketable securities is their fair market value as of the date
of the distribution. Marketable securities generally neans financial instrunments
and foreign currencies that, as of the date of the distribution, are actively
traded. For purposes of the definition of marketable securities, a financial

i nstrument includes financial products such as stocks and other equity interests,
evi dences of indebtedness, options, futures and forward contracts, notiona
principal contracts and derivatives. Marketable securities are treated as cash
equivalents in this context. Additionally, federal |aw contains severa
provi si ons regardi ng expandi ng and contracting the definition of nmarketable
securities, securities not marketable when acquired, securities contributed to
the partnership by the distributee, and distributions by investnent partnerships.

California | aw provides that the distribution of marketable securities froma
partnership will not cause the recognition of gain by the partner. Wen the fair
mar ket val ue (FMV) of nmarketable securities exceeds the partner’s basis in the
partnership, the basis of the marketable securities in the hands of the partner
is the partner’s basis in the partnership i mediately before the distribution and
the partner’s basis in the partnership is reduced to zero (after the
distribution). The gain (FMV of the market securities mnus the partner’s basis
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in the partnership) is deferred until the partner disposes of the marketable
security.

This bill would conform California lawto federal law as it relates to
partnership distributions of marketable securities to partners.

21. Treatnment of dues paid to agricultural or horticultural organizations.

Under California and federal |aw tax-exenpt organi zati ons generally are subject
to the unrel ated business incone tax (‘UBIT') on inconme derived froma trade or
busi ness regularly carried on that is not substantially related to the
performance of the organization's tax-exenpt functions.

Dues paynments made to a nmenbership organi zation generally are not subject to the
UBI T. However, several courts have held that dues paynents by “associate”
menbers in postal |abor organi zati ons were subject to the UBIT when paid by non-
postal workers for the purpose of obtaining health insurance available to nenbers
of the organi zation. Subsequent to the court cases and prior to 1996, the IRS
rel eased procedures stating that dues paynents received by a | abor, agricultura
or horticultural exenpt organization generally will be treated as subject to the
UBI T.

A retroactive federal |aw was passed in 1996 which provides that if an
agricultural or horticultural organization requires annual nmenbership dues not
exceedi ng $100, then in no event will any portion of those dues be subject to the
UBI T by reason of any benefits or privileges to which nmenbers of such

organi zation are entitled. For taxable years beginning after 1995, the $100
ampunt will be indexed for inflation. The term ‘dues’ is defined as “any paynent
required to be made in order to be recogni zed by the organi zation as a nmenber of
the organi zation.” This federal provision applies retroactively to taxable years
begi nning after Decenber 31, 1986.

In general, California lawconforns to the federal rules for UBIT as those rul es
read on January 1, 1993, but substitutes references to state | aw sections
descri bi ng tax-exenpt organi zations in-lieuoffederal references.

This bill would conform California lawto federal law as it relates to exenpt
agricultural and horticultural organization' s treatnent of dues and UBIT.

22. Treatnment of housing provided to enpl oyees by acadenm ¢ health centers.

The SBJPA expanded the federal |law definition of “educational institutions” by
treating certain nedical research institutions (academ c health centers) that
engage in basic and clinical research, have a regular faculty and teach a
curriculumin basic and clinical research to students in attendance at the

institution, as an educational institution. In addition, an entity organi zed
under state | aw and conposed of public educational institutions (university
systens)wi || qualify as an educational institution

California lawis conformed to federal law as it read January 1, 1993, which
provi des that enployees of an educational institution, as defined, do not have to
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include in income the fair market val ue of canpus housing as long as the rent is
at |l east 5% of the appraised value of the housing.

This bill would conform California law to federal by expanding the definition of
an educational institution to include the above.

23. Exclusion for energy conservation subsidies limted to subsidies with respect
to dwelling units.

Federal |aw provides an exclusion fromthe gross incone of a custonmer of a public
utility for the value of any subsidy provided by the utility for the purchase or
installation of an energy conservation neasure for that dwelling unit. 1In
addition, for subsidies received after 1994, federal |aw provided a partia
exclusion fromgross inconme for property that is not a dwelling. For non-
dwel I i ngs, the ampbunt of the exclusion is 40% of the value for subsidies received
in 1995, 50% of the value for subsidies received in 1996, and 65% of the val ue
for subsidies received after 1996.

The SBJPA repeal ed the partial exclusion for any subsidy provided by a utility
for the purchase or installation of an energy conservati on neasure with respect
to property that is not a dwelling unit.

For amounts received before January 1, 1995, California partially confornmed to
this federal provision by allow ng the exclusion for energy conservation
subsidies on dwelling units only. For anpunts received on or after January 1
1995, no exclusion is all owed.

This bill would conformstate law to federal |aw regarding the exclusion from
i ncome of the ampunts received froma public utility conpany for the installation
of an energy conservation neasure in dwelling units.

24. Nonrecognition treatnment for certain transfers by comon trust funds to
regul at ed i nvest nent conpani es.

Under federal and California law a common trust fund is a fund maintained by a
bank exclusively for the collective investnment and rei nvestnent of npneys
contributed by the bank in its capacity as a trustee or other fiduciary custodian
of certain accounts and in conformty with rules and regul ati ons of the Board of
Governors of the Federal Reserve Systemor the Conptroller of the Currency
pertaining to the collective investnent of trust funds by national banks. The
common trust fund is not subject to tax and is not treated as a corporation.

Each participant in a common trust fund includes their proportional share of
common trust fund income, regardl ess of whether the income is distributed or
distributable. No gain or loss is realized by the fund upon adm ssion or

wi t hdrawal of a participant. Participants generally treat their adm ssion to the
fund as the purchase of an interest. Wthdrawals fromthe fund generally are
treated as the sale of an interest by the participant.

A Regul ated I nvestnent Conpany (RIC) also is treated as a conduit for federa
i ncome tax purposes under certain circunmstances. Conduit treatnent is accorded
by allowing the RIC a deduction for dividend distributions to its sharehol ders.
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If specified dividends are not distributed, the RIC becones taxable as a
cor porati on.

Under federal law a common trust fund can transfer substantially all of its
assets to one or nore RICs without gain or |oss being recognized by the fund or
its participants. The fund nust transfer its assets to theRICs solely in
exchange for shares of the RICs, and the fund nust then distribute the RIC shares
to the fund's participants in exchange for the participants' interests in the
fund. The basis of any asset received by a RIC will be the basis of the asset in
the hands of the fund prior to transfer (increased by the anount of gain

recogni zed by reason of the rule regarding the assunption of liabilities). In
addition, the basis of any RIC shares that are received by a fund parti ci pant

will be an allocable portion of the participant's basis in the interests
exchanged. |If stock in nore than one RIC is received in exchange for assets of a
common trust fund, the basis of the shares in each R C shall be determ ned by

all ocating the basis of conmmpn fund assets used in the exchange anmpng the shares
of each RIC received in the exchange on the basis of the respective fair market
values of the RICs. The tax-free transfer is not available to a common trust
fund with assets that are not diversified.

California lawfully confornms to the federal rules for comon trust funds as they
read on January 1, 1993. California |law (as was federal law prior to the change)
is unclear as to the tax consequences when a comon trust fund transfers its
assets to one or nore RICs.

This bill would conformstate law to federal |aw regardi ngnonrecognition of gain
or loss for transfers by common trust funds toRICs.

25. Repeal of exclusion for punitive damages and for damages not attributable to
physi cal injuries or sickness.

Under federal and California |aw gross incone does not include any damages

recei ved (whether by suit or agreenment and whether as |unp-sum or as periodic
paynments) on account of personal injury or sickness. Prior to the passage of the
SBJPA, courts differed in the treatnent of punitive damages received on account
of personal injury or sickness suits. The IRS issued rulings taking a position
that punitive damages in general are not excludable fromgross incone. This was
based on the narrow interpretation of the statute all owi ng conpensatory danages
due to physical injury or sickness to be excludable from gross incone.

California has followed the IRS rulings.

The exclusion fromgross income specifically does not apply to anpunts received
as conpensatory or punitive damages for non-physical injury or non-sickness
cases.

Under federal |aw the SBJPA codified the treatnment of punitive danmages received
on account of physical injury or sickness. The SBJPA provides that generally
puni tive damages are not to be excluded fromincone.

The SBJPA al so provides that the exclusion fromgross inconme only applies to
damages received on account of a personal physical injury or physical sickness.

If an action has its origin in a physical injury or physical sickness, then al
damages (other than punitive damages) that flow therefromare treated as paynents
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recei ved on account of physical injury or physical sickness regardl ess of whether
the recipient of the damages is the injured party.

The SBJPA al so specifically provides that enotional distress is not considered a
physi cal injury or physical sickness. The exclusion fromgross incone does not
apply to any damages received (other than for nedical expenses to treat the
enoti onal distress) based solely on a claimof enotional distress. This is
because the damages are received on account of a non-physical injury or non-
physi cal sickness.

The exclusion fromgross income would apply to any danmages received based on a
claimof emptional distress that is attributable to a physical injury or physical
sickness. In addition, the exclusion fromgross income specifically applies to
the anount of damages received that is not in excess of the ambunt paid for

medi cal care attributable to enotional distress.

This bill would conform California |law to the codified changes made by the SBJPA
to the exclusion fromgross income of damages received on account of personal
injury or sickness. However, California has treated punitive damages as taxable
under current |aw.

26. Merchant marine capital construction fund accounts.

Federal |aw provides for commercial fisherman and certain carriers to enter into
an agreenent with the U S. Departnment of Commerce to deposit part of their
earnings into a fund to acquire or construct vessels. Sonme carriers have used
the funds to double hull their existing ships.

Federal |aw provides that deposits to the fund up to certain limts are
deductible fromincone. Earnings on the deposits are deferred fromincone until
the anmbunts are withdrawn. Qualified withdrawals are included in income.

Di squalified withdrawal s are generally taxed at the highest marginal tax rate. A
vessel s basis nust be reduced under certain situations.

California | aw has not confornmed to the above federal provision.

This bill would conformstate aw to federal |aw regardi ng the establishnment,
operation and closing of a nmerchant marine capital construction accounts. This
bill would substitute the state’s highest marginal tax rate for the federa

hi ghest margi nal tax rate.

27. Polish bonds exenpt fromoriginal issue discount treatnent.

Federal |aw provides special treatnent of interest from bonds issued by |srae
and Pol and where the bonds have bel ow- market interest.

California | awconfornms to the federal law in respect to the treatnent of Israel
bonds. California has not conformto the federal treatnment of Polish bonds.

This bill would conformstate law to federal |aw regarding the treatnent of
Pol i sh bonds issued at bel ow market interest rates.
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28. Anortization of child care facilities.

Federal law from 1972 through 1981 all owed an el ection, for capital expenditures
pertaining to child care facilities, to anortize expenses over five years (as
opposed to a depreciable life of 30 years or nore). This federal provision was
repeal ed.

California | aw conformed to the provision allow ng capital inprovenents to child
care facilities to be anortized or depreciated over a five year period. The PITL
conformed by date change and was repeal ed by date change in 1991. The B&CTL
confornmed to the federal provision with stand al one | anguage. The B&CTL st and

al one | anguage i s operative today.

This bill would conformstate law to federal |aw by repealing the B&CTL provision
allowing the election to depreciate child care facilities over five years.

29. Adoption assi stance.

Federal |aw excludes a nmaxi num $5, 000 ($6,000 for certain special needs
adoptions) fromthe gross inconme of an enployee for qualified adopti on expenses
paid by the enployer. The limt is a per child limt, not an annual limtation.
The exclusion is phased out ratably for taxpayers with nodified AG above $75, 000
and is fully phased out at $115,000 of nodified AG. Qualified adoption expenses
are reasonabl e and necessary adoption fees, court costs, attorney fees and ot her
expenses directly connected to the adoption of a child. Qualified adoption
expenses do not include expenses incurred in violation of state or federal |aw,
incurred in carrying out any surrogate parenting arrangenent, or in connection
with the adoption of a child of the taxpayer's spouse.

Federal law also allows a credit with a maxi num $5, 000 ($6, 000 for certain
speci al needs adoptions) for qualified adopti on expenses paid or incurred by a
t axpayer for the adoption of a qualified child .

California | aw does not have a conparabl e exclusion for qualified expenses paid
or incurred by a enployer on behalf of an enpl oyee adopting a child.

Since 1994, California lawallows a credit equal to 50% of the cost of adopting a
m nor child who is an Anmerican citizen and is in the custody of a California
public agency or a political subdivision of California. The maxi mum al | owabl e
credit can not exceed $2,500 per mnor child.

This bill would conform California |law to federal law as it relates to the
exclusion fromthe gross incone of an enpl oyee the qualified adopti on expenses
paid by the enpl oyer.

This bill would not conform California law to the federal adoption credit

di scussed above.

30. Excl usion of self-enployed i nsurance benefits fromincone.
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Federal |aw provides that paynents for personal injury or sickness through an
arrangenent having the effect of accident or health insurance (and that is not
merely a reimbursenent arrangenment) are excludable frominconme. |In order for the
exclusion to apply, the arrangenent nmust be insurance (e.g., there nust be
adequate risk shifting). This provision equalizes the treatnent of paynents
under commercial insurance and arrangenents other than comrercial insurance that
have the effect of insurance. Under this provision, a self-enployed individual
who receives paynents from such an arrangenent coul d excl ude the paynents from

i ncome.

California | aw does not have a conparabl e provision that woul d exclude from gross
i ncome paynents received by a self-enployed individual through an arrangenent
havi ng the effect of an accident or health insurance.

This bill would conformstate |aw to federal | aw.

31. Long term care insurance and servi ces.

Under both federal and California law prior to the H PAA and California’s
enactnment of SB 38 in 1996, no explicit rules were provided for the tax treatnent
of premiuns paid for long-termcare insurance contracts or the expenses of | ong-
termcare services. Those |long-term care expenses qualifying as nedical expenses
coul d be deducted under that provision. The nedical expense deduction, however,
islimted to expenses paid for the diagnosis, cure, mtigation, treatnent, or
preventi on of disease (including prescription nedicines or drugs and insulin) and
the cost of transportation primarily for medical care. Medical insurance

prem uns are al so deducti ble as nedi cal expenses. These nedical expenses are
deductible as an item zed deduction to the extent that they exceed a floor of
7.5% of adjusted gross incone.

Under federal |aw HI PAA specifically allows a deduction for nedical expenses for
the unrei mbursed expenses for qualified |l ong-termcare services provided to the

t axpayer, the taxpayer’'s spouse or the taxpayer’s dependents (subject to the
present-law fl oor of 7.5% of adjusted gross incone). Anmounts received under a

Il ong-term care insurance contract (regardless of whether the contract reinburses
expenses or pays benefits on a per diemor other periodic basis) are treated as
rei mbursement for expenses actually incurred for medical care.

Long-term care insurance prem uns, |ike nedical care insurance prem uns, are
explicitly treated as nmedi cal expenses and are deductible on a graduated scal e
based on the individual’ s age before the close of the taxable year. This scale
ranges from $200 of prem um being treated as nedi cal expenses at age 40 to a
maxi mum of $2, 500 of prem um being treated as medi cal expenses when the

i ndividual’s age is nore than 70.

Federal |aw al so excludes from gross incone of the enployee enpl oyer
contributions to accident and health plans, except for contributions to cafeteria
pl ans or “flexible spending arrangenents,” as defined. In addition, the receipt
of benefits fromlong-termcare insurance is excluded from gross incone.

Starting in 1997, SB 38 conforned California lawto the new federal provisions
whi ch all ow a deduction for nedical expenses for theunreinbursed expenses of
qualified long-term care services provided to the taxpayer, the taxpayer’'s spouse
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or the taxpayer’s dependents (subject to the present-law floor of 7.5% of

adj usted gross incone) and provides that long-termcare insurance prem uns are
explicitly treated as medi cal expenses and the sanme portion is deductible for
state purposes as allowed under federal |aw

California, however, has not conformed to (1) the exclusion fromincome for
certain enployer contributions to an enpl oyee benefit plan; (2) the exclusion
fromincome for benefits received under |ong-termcare insurance; (3) the

requi rements on insurance conpanies issuing long-term care insurance; and (4) the
reporting requirenments contained in federal |aw (discussed in item43 of this
anal ysi s).

This bill would conformstate law to federal |aw regarding the four itens
menti oned above.

32. Exception to penalty for premature distribution froman | RA

California and federal |awprovide for an exception to the 10% federal and 2.5%
state penalty tax for a premature distribution froma tax deferred retirenent
account. The exception applies to premature distributions froma enpl oyer-
sponsored pension plan used for medical expenses in excess of 7.5% of adjusted
gross inconme (AQ).

Begi nning in 1997, the federal exception was extended to premature distributions
fromIRAs used for nedical expenses in excess of 7.5 percent of AMD. In
addition, federal |aw provides that the 10-percent additional tax does not apply
to withdrawal s for nedical insurance (without regard to the 7.5 percent of AG
floor) if the individual (including a self-enployed individual) has received
unenpl oynment conpensati on under federal or state law for at |east 12 weeks, and
the withdrawal is made in the year such unenpl oynent conpensation is received or
the follow ng year. Special rules apply if a self-enployed individual is not
eligible for unenpl oynment conpensati on under applicable |aw

California | aw as stated above, provides an exception only to the penalty tax
for the premature distribution fromqualified enployer-sponsored pension plans
for medi cal expenses in excess of 7.5 percent of AD. California has not
confornmed to the two other exceptions.

This bill would conformstate law to federal |aw regarding the exceptions to the
penalty tax on early distributions fromtax deferred pension plan arrangenents.

33. Treatment of accel erated death benefits.

Federal |aw provides an exclusion fromgross inconme as an anount paid by reason
of the death of an insured for (1) ampunts received under a |life insurance
contract and (2) anmounts received for the sale or assignment of a |life insurance
contract to a qualifiedviatical settlenment provider, provided that the insured
under the life insurance contract is either terminally ill or chronically ill.

Since 1991, California | aw excludes from gross incone certain advance paynents
received in exchange for a reduction of death benefits by a person having a
termnal illness under a "living benefits" life insurance policy.
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This bill would conformstate law to federal |aw regardi ng excl usi ons of
accel erated death benefits. This bill also would repeal the separate state
el ection.

34. Repeal of $5,000 exclusion of enployees’ death benefits.

Under federal |law effective for individuals dying after August 20, 1996, the
SBJPA repeal ed the $5,000 exclusion for enployer-provided death benefits.

California | aw provides that the beneficiary or estate of a deceased enpl oyee
general ly can exclude up to $5,000 in benefits paid by or on behalf of an
enpl oyer by reason of the enpl oyee's death

This bill would conformstate law to federal |aw by elimnating the $5, 000
exclusion paid by or on behalf of an enpl oyer by reason of the enpl oyee's death.

35. Reduction in conpensation taken into account in determ ning contributions
and benefits under qualified retirenent plans.

Under federal law prior to 1994, and current California |law, the amount of a
participant's conpensation that can be taken into account under a tax-qualified
pension plan is limted. The limt applies for determ ning the anount of the
enpl oyer's deduction for contributions to the plan as well as for determ ning the
anmount of the participant's benefits. The limt onincludible conpensation is
$235,840 for 1993 and is adjusted annually for inflation. The limt in effect at
the begi nning of a plan year applies for the entire plan year.

Subsequent to 1993, under federal |law, the conpensation limt taken into account
under a qualified plan is $150,000. This limt is indexed for inflation in

i ncrenents of $10, 000. Corresponding reductions to the $150, 000 conpensati on
limt will made to other provisions (e.g., individual retirenment accounts) that
al so take into account the conpensation limt under a qualified pension plan.
California | aw has not conforned to the conpensation |imt reduction.

This bill would conformstate law to federal |aw reducing the conpensation |imt
to $150, 000 for purposes of determ ning enployer’s deductions and participant’s
benefits under a tax-qualified pension plan and certain other provisions relating
to conpensation limts.

36. Treatnent of excess pension assets used for retiree health benefits.

Under state and federal |aw defined benefit pension plan assets generally may
not revert to an enployer prior to the term nation of the plan and the
satisfaction of all plan liabilities. Certain procedural requirenents al so nust
be met. Any assets that revert to the enployer upon such term nation are
includible in the gross incone of the enployer and subject to an excise tax.

Upon plan term nation, the accrued benefits of all plan participants are required
to be 100% vest ed.
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Certain pension plans may provide nmedical benefits to retirees. Qualified
transfers of certain excess assets fromthe pension plan for nedical benefits of
retirees are permtted. The assets transferred are notincludible in the gross

i ncome of the enployer and are not subject to the excise tax on reversions.
Assets transferred in a qualified transfer cannot exceed certain limts. The
anmopunt that can otherw se be transferred is reduced by a percentage of the anount
previously contributed to a health benefits account or welfare benefit fund to
pay for the qualified current retiree health liabilities. The transferred assets
(and any incone thereon) are required to be used to pay qualified current retiree
health liabilities for the taxable year of the transfer. Transferred anounts are
generally required to benefit all participants in the pension plan who are
entitled upon retirenent to receive retiree nedical benefits (other than key

enpl oyees). Retiree health benefits of key enpl oyees may not be paid (directly
or indirectly) fromtransferred assets. For the transfer to be qualified,
accrued retirenent benefits under the pension plan nust benonforfeitable as if
the plan term nated on the date of transfer. Anmounts not used to pay qualified
current retiree health liabilities for the taxable year of the transfer are to be
returned at the end of the taxable year to the general pension assets of the

pl an.

Under a mai ntenance of effort requirenent, an enployer that nmakes a transfer to a
heal th benefits account fromthe defined benefit plan assets is required to

mai ntai n enpl oyer provided retiree health expenditures for covered retirees at a
“m ni mum dol lar level” for the taxable year of the transfer and the follow ng 4
taxabl e years. The mninum dollar | evel of coverage that nust be maintained wll
be based on coverage provided in the year imedi ately preceding the taxable year
of the transfer.

Federal law allows for qualified transfers froma defined benefit plan to a
retiree health benefits account nade before taxable years beginning on or after
January 1, 2001. Prior to GATT, qualified transfers froma defined benefit plan
to a retiree health benefits account had to be nmade before taxable years

begi nning on or after January 1, 1996. GATT al so change the requirenent of

m ni mum dol I ar level to be based on the preceding tax year as opposed to the
preceding two tax years and clarified rules regarding the cal cul ati on of anounts
previously contributed to a health benefits account.

California lawwas in full conformty with federal |aw regarding qualified
transfers of excess pension assets used for retiree health benefits made prior to
i nconme years beginning on or after January 1, 1996.

This bill would conformstate law to federal |aw regarding the qualified
transfers of excess pension assets used for retiree health benefits

37. Pension plan funding requirements and prem uns.

GATT made several changes tofederal lawas it relates to defined benefit plans
funding effective for plan years beginning after Decenber 31, 1994. Pension plan
sponsors are required to neet their existing pension commtnents in a reasonable
period of time. Enployers that sponsor bothunderfunded defined benefit pension
pl ans and defined contribution plans are required to fully fund theirunderfunded
defined benefit plans nore rapidly. Plan sponsors are required to provide
participants in defined benefit pension plans that areunderfunded with a sinple
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expl anati on each year of the extent to which the plan isunderfunded and an

expl anati on of which benefits will or will not be guaranteed by the PBGC, and the
extent of the PBGC s guarantee, if the plan is terminated. The PBGC was
enpowered to better access to the records of certain troubled plans that it

i nsures. The prem um for underfunded plans was significantly raised through
phases to insure high risk underfunded plans pay their fair share of prem uns.

The phase-in of higher premunms is to encourageunderfunded plans to contribute
nmore or otherw se reduce underfunding in order to avoid the paynment of additiona
prem uns.

California lawis confornmed as of January 1, 1993, by reference to federal |aw
and does not have a state duplication of federal enforcement and regul ati on of
pensi on plans by the Internal Revenue Service or the Department of Labor
enforcement and regul ati on under ERI SA.

This bill would conform California |law to the changes nade by GATT to the federa
pensi on | aw provi sions.

38. Repeal of five-year incone averaging for |unp-sumdistributions.

Under Federal |aw effective for years beginning after Decenmber 31, 1998, the
SBJPA repeals the five-year averaging for |unmp-sumdistributions fromaqualified
pl ans, thus repealing the separate tax paid on a lunp-sumdistributions and the
deduction fromgross inconme for taxpayers who elect to pay the separate tax on a
[ unmp-sum di stribution. Certain individuals still my elect ten-year averaging
and capital gain treatnment as provided under the Tax Reform Act of 1986.

California lawis conformed to federal law as it read January 1, 1993, which
provides in general that a distribution of benefits froma tax-favored retirenent
arrangenent (i.e., a qualified plan, or qualified annuity plan) generally is
includible in gross income in the year it is paid or distributed under the rules
relating to the taxation of annuities. However, California provides a deduction
fromthe anount taxable under federal |aw for the pre-1987 “California basis” (if
any) in the qualified plan. “California basis” is the difference between the
anmount deductible on the federal and state tax returns for years prior to 1987.
California | aw provides that |unmp-sumdistributions fromqualified plans and
qualified annuity plans are eligible for special five-year forward averaging. In
general, a lunmp-sumdistribution is a distribution within one taxable year of the
bal ance to the credit of an enpl oyee that becomes payable to the recipient first,
on account of the death of the enployee; second, after the enployee attains age
59 1/2; third, on account of the enployee's separation fromservice; or fourth,
in the case of self-enployed individuals, on account of disability. Lunp-sum
treatnent is not available for distributions froma tax-sheltered annuity.

A taxpayer is permtted to nake an election with respect to a | unp-sum

di stribution received on or after the enployee attains age 59 1/2 to use five-
year forward income averaging under the tax rates in effect for the taxable year
in which the distribution is made. |In general, this election allows the taxpayer
to pay a separate tax on the lunp-sumdistribution that approxi mates the tax that
woul d be due if the lunmp-sumdistribution were received in five equal
installments. If the election is made, the taxpayer is entitled to deduct the
amount of the lunp-sumdistribution fromgross incone. Only one such election on
or after 59 1/2 may be made with respect to any enpl oyee.
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I ndi vi dual s who attained age 50 by January 1, 1986, can elect to use ten-year
averaging in lieu of five-year averaging. In addition, such individuals nmay el ect
to retain capital gains treatment with respect to the pre-1974 portion of a lunp
sum di stri bution.

This bill would conformstate law to federal |aw by repealing the five-year
i nconme averaging for lunp-sumdistributions. Certain individuals would still be
able to elect ten-year averaging and capital gain treatnent.

39. Establishnment of savings incentive match plans for enpl oyees of small
enpl oyers.

Under federal |aw the SBIJPA created a sinplified retirement plan for small

busi ness called the “savings incentive match plan for enployees” (SIMPLE)
retirement plan. SIMPLE plans can be adopted by enpl oyers who enpl oy 100 or
fewer enpl oyees with at |east $5,000 in conpensation for the preceding year and
who do not mmintain another enployer-sponsored retirenment plan. Enployers who no
| onger qualify are given a two-year grace period to continue to maintain the

pl an. A SIMPLE plan can be either an “individual retirement account” |IRA for each
enpl oyee or part of a qualified cash or deferred arrangenment (“401(k) plan”).
Generally, if established under an I RA, SI MPLE pl ans are not subject to the

nondi scrim nation rules that are applicable to other qualified plans. |If adopted
as part of a 401(k) plan, SIMPLE plans are not subject to the top-heavy

nondi scrim nation rules, but are subject to other nondiscrimnation tests
applicable to 401(k) pl ans.

An empl oyee can elect to defer up to $6,000 per year in a SIMPLE plan, and this
amount will be indexed for inflation in the future. Under a |IRA established

pl an, the enployer generally is required to match up to $6, 000 per year of the
enpl oyee el ective contributions on a dollar-for-dollar basis up to 3% of the
enpl oyee' s conpensati on. Under a special rule, the enployer can el ect a | ower
percentage matching contribution for all enpl oyees (but not |ess than 1% of each
enpl oyee' s conpensation). A |ower percentage cannot be el ected for nore than two
out of any five years. Under a 401(k) SIMPLE plan a safe harbor rule may apply
and is satisfied if, for the year, the enployer does not nmintain another
qualified plan and (1) enpl oyees' elective deferrals are limted to no nore than
$6, 000, (2) the enployer matches enpl oyees' elective deferrals up to 3% of
conpensation (or, alternatively, mkes a 2% of conpensati onnonel ective
contribution on behalf of all eligible enployees with at |east $5,000 in
conpensation), and (3) no other contributions are made to the arrangenent. The
enpl oyer cannot reduce the matchi ng percentage bel ow 3% of the enpl oyee’s
conpensati on.

Al'l contributions to an enpl oyee's SI MPLE account have to be fully vested.

Contributions to a SIMPLE account generally are deductible by the enployer. In
the case of matching contributions, the enployer is allowed a deduction for a
year only if the contributions are made by the due date (including extensions)
for the enployer's tax return. Contributions to a SI MPLE account are excludabl e
fromthe enployee's incone. SIMPLE accounts are not subject to tax.
Distributions froma SIMPLE plan areincludible in taxable income when w thdrawn.
Early withdrawals froma SI MPLE plan are subject to the 10% early w thdrawal tax
applicable to all (with exceptions) salary reduction pension plans; however,
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early withdrawals within the two-year period beginning on the date the enpl oyee
first participated in the SIMPLE plan are subject to a 25% early w thdrawal tax.

The SBJPA repeal ed “salary reduction sinplified enpl oyee pensi ons” GARSEPS).
Under SARSEPs, which are not qualified plans, enployees could have elected to
have contributions made to the SARSEP or to receive the contributions in cash.
The amount the enpl oyee elected to have contributed to the SARSEP was not
currently includible in incone.

California | aw does not contain rules relating to SIMPLE retirenent plans.
However, state | aw does provide a nunmber of ways in which individuals can save
for retirement on a tax-favored basis. These include enpl oyer-sponsored
retirement plans that neet the requirenents of the Internal Revenue Code (a

‘qualified plan’), I RAs, and SARSEPs. In order to receive tax-favored treatnment,
such plans nust conply with a variety of rules, including conplex
nondi scrim nati on and adm ni strative rules (including top-heavy rules). Early

withdrawals froman | RA generally are subject to a 2% early w thdrawal tax
instead of the 10% federal early w thdrawal tax.

This bill would conformstate aw to federal |aw regardi ng the establishment of

SI MPLE pl ans and the repeal of SARSEP plans. This bill would assess a 6% tax, in
lieu of the federal 25%rate, on early withdrawal s made by an enpl oyee within the
first two years after the enployee first participated in the SI MPLE pl an

40. O her pension plan provisions.

This bill will conformto 22 other pension related provisions that have been
enacted by the federal governnent subsequent to January 1, 1993, and have not
been previously discussed in this analysis or conformed to in a prior state act.
Except for tax rates and the inposition of sonme excise taxes California was in
full conformty to the various pension provisions as of January 1, 1993.
California does not have a separate program dedicated to nonitoring and enforcing
pension plan rules. By being fully conformed to the federal provisions,
California benefits fromthe federal governnment’s nonitoring and enforcenent of
pensi on pl ans.

The 22 additional itens this bill would conformto are:

a. Sinplified nethod of taxing annuity distributions.
If a taxpayer made after-tax contributions to a retirement plan, the portion
of the distribution that represents return of these after-tax contributions is
not taxable. The sinplified nethod excludes frominconme a portion of each
annuity equal to the recipient’s original after-tax investnment, divided by an
expected nunber of payments. The nunber of expected paynments is based on the
t axpayer’'s age.

b. Age at which pension distributions are required.
Under prior law, distributions from pension plans and I RAs had to begin by age

70 Y5 even if the individual was still working. The new federal |aw states
that an individual aged 70 %» who has not yet retired is not required to take a
distribution froma pension plan. Distributions are still required from an

| RA.

c. Tax-exenpt organi zations permted to offer 401(k) plans.
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n.

Thi s provision removes the prohibition on 401(k) plans for tax-exenpt
organi zations. States and |ocal governnents are still prohibited fromform ng
401(k) plans unless they had elected to do so before May 1986.

Definition of highly-conpensated enpl oyee changed.

Thi s provision changes the definition of “highly conpensated enpl oyee” — which
is used to test if benefits plans discrimnate in favor of higher-paid

enpl oyees — from an enpl oyee who received nore than $100, 000 in conpensati on
or who received nore than $66, 000 and was one of the top 20% in pay of al

enpl oyees to an enpl oyee who received nore than $80, 000 of pay in the prior
year and was in the top 20% of pay. The $80, 000 anpunt shall be adjusted for
inflation in the future. The old rule that required the highest paid officer
to be treated as a highly conpensated enpl oyee was repeal ed.

Modi fication of participation requirenents.

Under prior law, a retirenent plan was not qualified for tax benefits unless
it benefited the | esser of 50 enpl oyees or 40% of all enployees. The SBJPA
changed the m nimum participation rule only as it applies to defined benefit
pl ans. The participation rule is changed so that at |east two enpl oyees (one
enpl oyee if the firmhas only one enpl oyee) nust participate.

. 401(k) nondi scri m nation rul es.

The new | aw all ows the nondi scrimnation tests to be based on prior-year,
rather than current-year, deferrals made by non-hi ghly-conpensated enpl oyees.

. Conpensation definition

Changed the definition of conpensation to include deferrals nade to a 401(k)
or 457 plan or a cafeteria plan.

Pl ans for self-enployed individuals.
El i m nates special aggregation rules for retirenment plans maintained by self-
enpl oyed i ndi vi dual s.

Di stributions for rural co-operative.

Expanded the definition of rural co-operative to include public utility
district. Allows rural co-operative retirement plans to permt distributions
after age 59 Y or on account of hardship.

. Treatment of governnental pension plans.

Modifies limts on contributions and benefits in defined benefit plans.

. Contributions for disabled enpl oyees.

Al l ows continued contributions on behalf of permanently and totally disabl ed
enpl oyees if they are highly conpensated if continued contributions are
avail able for all enployees who beconme permanently and totally disabl ed.

Deferred conmpensation for governnent and tax-exenpt organizations.
Al'l ows indexing (in $500 increments) of the dollar Iinmt on contributions to
457 pl ans.

Trust requirenment for 457 pl ans.
Requires that 457 retirement plans held by governnent enployers be held in
trust for the exclusive benefit of its enpl oyees.

Interest rate assunptions in the GATT bill.
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Corrects interest rate and actuarial assunptions used in adjusting benefits
and retirement limtations that were originally contained in GATT | egi sl ation
This bill adopts the federal correction.

0. Sal ary reduction agreenents under 403(Db).
Uses the sanme rules relating to conpensation limts for salary reduction
agreenents that are used for 401(k) arrangements.

p. Waive 30-day period for distributions.
Under prior law, there was a m nimum waiting period between the tinme an
expl anation of the benefits avail able under a joint and survivor annuity was
sent and the annuity starting date. The new | aw waives the waiting period if
wai ved by the participant and if applicable, the participant’s spouse.

g. Repeal conbined plan limt.
Repeal s overall limts on contributions and benefits if individua
participates in both a defined benefit plan and a defined contribution plan.
This change is effective in the year 2000.

r. Volunteer firefighters.
Clarifies that 457 plan requirenments do not apply to | ength-of-service awards
to vol unteers.

s. Alternative nondiscrimnation rules.
Makes technical changes to nondiscrimnation rules used in certain pension
pl ans.

t. Pension plans for self-enployed clergy.
Al l ows self-enployed mnisters to set up a qualified church pension plan.

u. Church pension plans.
Makes technical changes to pension plans adm nistered by churches.

v. I ndexi ng of amounts for 401(k), enployee annuities and | RAs.
Under the 1993 RRA: (1) the dollar limt on benefits under a defined benefit
pension plan is indexed in $5,000 increnments, (2) the dollar limt on annual
addi ti ons under a defined contribution plan is indexed in $5,000 increnents,
(3) the limt on elective deferrals is indexed in $500 increnents, and (4) the
m ni mum conpensation limt for SEP participation is indexed in $50 increnents.
In addition, the provision provides that the cost-of-living adjustnment with
respect to any cal endar year is based on the increase in the applicable index
as of the close of the cal endar quarter ending Septenber 30 of the preceding
cal endar year so that the adjusted dollar limts would be avail able before the
begi nning of the cal endar year to which they apply. No |limt is reduced bel ow
the limt in effect for plan years beginning in 1994.

41. Financial asset securitization investnent trusts.

Ef fective Septenber 1, 1997, the SBJPA creates a new type of statutory entity
called a “financial asset securitization investnent trust” (FASIT) to facilitate
the securitization of debt obligations such as credit cardreceivabl es, hone
equity loans, and auto loans. An entity nust elect to be treated as a FASIT and
cannot term nate that election w thout the consent of the IRS. A FASIT is not
subject to tax and is not treated as partnership, trust, corporation, or taxable
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nort gage pool. Interests in a FASIT can only be held by one “ownership interest”
and by one or nore “regular interests.” The holder of ownership interest is

taxed on the inconme of the FASIT. A regular interest is treated as a debt
i nstrument and anounts includible in gross inconme with respect to such interest
shall be determ ned under the accrual nethod of accounting.

The ownership interest nmust be designated as such and be held by an eligible
donestic C corporation. The C corporation cannot be exenpt fromtax, a REIT,

RIC, REM C or a cooperative. All assets, liabilities, and itens of inconme, gain,
deduction, loss and credit of the FASIT are treated as those of the hol der of the
ownership interest. The Secretary of the Treasury may prescribe regulations to
defer gain with respect to property that supports any regular interest in a

FASI T.

A regular interest entitles the holder to an unconditional specified principal
anmount and is treated as a debt instrument of the FASIT. The issue price for the
regul ar interest cannot be nore than 125% of the principal anpbunt. The regul ar

i nterest cannot have a maturity date in excess of 30 years. Special rules apply
based on the interest rate specified.

A FASIT is permtted to hold: 1) cash or cash equivalents, 2) certain debt
instruments, 3) contract rights to acquire debt instrunents, 4) certain

forecl osure property, 5) certain letters of credit, and 6) any “regular interest”
in another FASIT or REM C.

A 100% excise tax is assessed on the hol der of the ownership interest on the net
i ncome froma “prohibited transaction”. A prohibited transaction is defined as
the receipt of inconme derived from1l) an asset that is not a permtted asset, 2)
the disposition of certain assets, 3) any |loan originated by the FASIT, and 4)
conpensation fromcertain services or fees.

For alternative m ninmumtax purposes, the alternative m ninumtaxable incone
(AMTI) of the holder of the ownership interest or a high-yield interest is
conputed wi thout regard to the incone of the FASIT, however, the AMIl of the
ownership interest holder cannot be | ess than theFASIT s net incone.

The SBJPA made nine conform ng amendnents to other provisions of the Internal
Revenue Code (IRC) to make a FASIT's treatnment consistent with the treatnent of a
REM C under current law. A transition rule applies for entities that were in

exi stence between June 10, 1996, and August 31, 1997, that subsequently elect to
be treated as a FASIT. Under this transition rule, gain is not recognized on
property contributed to the FASIT by the holder of the ownership interest to the
extent the property is allocable to interests issued prior to August 31, 1997.

California | aw does not provide for a statutory entity that facilitates the
securitization of revolving, non-nortgage debt obligations. California |aw does
provide for securitization of nortgage or trust deed debt obligations through a
REM C or REIT.

This bill would conformstate |aw to federal |aw by adopting the federal

provi sions regarding FASITs with exceptions. This bill would provide that al

the activities of a FASIT are to be treated as activities of the holder of the
ownership interest and a FASIT woul d be subject to the m nimum franchise tax
(presently $800). This bill also would provide that no excise tax is inposed on
the net inconme of a prohibited transaction, however, the net inconme froma
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prohi bited transaction is included in the income of the holder of the ownership
interest. Additionally, this bill would nake the applicable conformng
amendnents and allow the transitional rule.

El ecti ons made for federal purposes are generally treated as being nade in the
sane manner for state purposes. Therefore, underthis bill, if an entity makes

an election to be a FASIT for federal purposes, it would automatically be a FASIT
for state purposes unless a separate election is filed requesting separate
treatnment. For purposes of determ ning whether the holder of the ownership’s
interest in the FASIT is “doing business” in California, the activities of the
FASI T shall be attributed to the hol der.

This provision of the bill would have the sanme effective date as federal of
Septenber 1, 1997.

42. Copy of federal form5471 required to be attached to Californiatax return.

Federal |aw requires each United States taxpayer, who controls a foreign
corporation, to file an information return containing specific information about
the foreign corporation such as post 1986 undistri buted earnings, a bal ance sheet
and related party transactions. Federal |aw provides for a penalty of $1,000 for
failure to file the information return. An additional penalty is assessed if the
taxpayer fails to furnish the information return 90 days after the taxpayer has
being notified of the original failure. The additional penalty is $1,000 for each
30 day period or fraction thereof after the 90 day period. The total penalty
that may be assessed for failure to file the information return is $25, 000.

Cal i fornia has no conparable | aw.

For income years beginning on or after January 1, 1997, this bill would require a
taxpayer to attach a copy of the federal formto the California tax return. This
bill also would provide for a penalty, conputed under federal law, for failure to
attach a copy of the federal formto the California tax return. The penalty
woul d not apply until income years beginning on or after January 1, 1998. The
penalty would not be assessed if the failure was due to reasonabl e cause, the

t axpayer provides a copy of the formw thin 90 days of request fromthe FTB and
the taxpayer agrees to attach a correct copy for subsequent years to al

subsequent tinmely filed tax returns.

43. Certain informational returns.

Ceneral ly, persons engaged in a trade or business are required to report certain
activities wwth third parties on information returns to the IRS. Information
returns include but are not limted to the paynment or receipt of interest,
recei pt of services, the paynent of rent, royalties, salaries or wages and sale
of partnership interest. Treasury regulations provide that paynents for

“mer chandi se” are not required to be reported on information returns. Generally,
the third party identified in the information return nmust receive a copy of the
return. The information return nust contain pertinent information regarding the
person filing the return and certain information relating to the third party
(e.g., amount paid or received and the third party’s taxpayer identification
numnber) .
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Under current California law, the FTB nay request fromthe return filer copies of
several different information returns filed by a taxpayer with the IRS. This

bill would add three additional returns that are presently being filed with the
IRS to be filed with the FTB upon request by the FTB.

Returns relating to the cancellation of indebtedness by certain financial
entities:

A taxpayer's gross inconme includes income fromthe di scharge of indebtedness.

The IRC requires lenders to file information returns with respect to di scharged
debt. The determ nation of when a di scharge of indebtedness occurs is a question
of fact. 1In general, a debtor has discharge of indebtedness inconme where a debt

i s repurchased, extinguished, or otherw se deened satisfied for less than its

out st andi ng bal ance. Di scharge of indebtedness inconme is generally not deened to
result nerely because the |l ender (1) has not actively pursued its clai magainst
the debtor, provided a legal claimstill exists, (2) clains a deduction for
financial or regulatory reporting purposes, or (3) clainms a partial or full bad
debt deduction for tax purposes. However, the existence of several factors such
as these may, when considered collectively, indicate that a di scharge of

i ndebt edness has occurred.

Certain "applicable financial entities" are required to file information returns
with the I RS regardi ng any di scharge of indebtedness of $600 or nore, including
the anount of debt discharged and the date on which the debt was di scharged.

Such information returns are required regardl ess of whether the debtor is subject
to tax on the discharged debt. Financial institutions and agencies are not
required to determ ne whether the debtor qualifies for an exclusion from

i ncluding the cancell ation of debt in incone.

Returns relating to the purchasers of fish

Begi nning in 1998, persons engaged in the trade or business of purchasing fish
for resale who pay nore than $600 in cash in a cal endar year for fish or other
forms of aquatic life fromany seller engaged in the trade or business of
catching fish are required to file information reports with the Secretary
regardi ng those purchases.

Returns relating to long termcare benefits:

Payors of long termcare benefits are required to file information returns on
persons receiving the benefits and are also required to report the type of policy
under which the paynents are nmade.

Federal |aw generally provides for penalties for failing to file the information
returns and/or providing a copy to the third party. Generally, the penalty is
$50 for each return not or incorrectly filed with a maxi nrum of $250, 000 per year.

This bill also would inpose penalties ($50 for each om ssion) for not filing

information returns and/or providing a copy to the FTB upon request or for not
providing a copy to the third party (normally the recipient).

44. MNMbdifications to accuracy-related penalty.
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California and federal |aws provide for a 20% accuracy related penalty for any
portion of an underpaynent of tax required to be shown on a return that is due to
one or nore of the following: (a) negligence or disregard of rules or

regul ati ons, (b) any substantial understatenment of income tax, (c) any
substantial valuation m sstatenent of property or services, or (d) any
substantial overstatenent of pension liabilities.

Subsequent to 1993, federal |law regarding itens (b) and (c) above were nodifi ed.
Prior to the nodifications, the rules were:

Subst anti al understatement of incone tax.

An understatenent is considered “substantial” if it exceeds the greater of
10% of the tax required to be shown on the return or $5,000 ($10,000 in the
case of a corporation other than an S corporation or a personal hol ding
conpany). Generally, the ampbunt of an “understatenment” of incone tax is the
excess of the tax required to be shown on the return, over the tax actually
shown on the return (reduced by any rebates of tax). The substanti al
under st atenent penalty does not apply if there was a reasonabl e cause for
the understatenent and the taxpayer acted in good faith with respect to the
understatenent (the “reasonabl e cause exception”). The determ nation as to
whet her the taxpayer acted with reasonabl e cause and in good faith is nmade
on a case-by-case basis, taking into account all pertinent facts and
circunstances. Additionally, in determ ning whether an understatenent is
substantial, the understatenent generally is reduced by the portion of the
understatenent that is attributable to an itemfor which there was
substantial authority or adequate disclosure In the case of tax shelter
items, however, the understatenment is reduced only by the portion of the
understatenent that is attributable to an itemfor which there was
substantial authority and, with respect to which, the taxpayer reasonably
believed that the clained treatnment of the itemwas nore likely than not the
proper treatnment. Disclosure made with respect to a tax shelter item does
not affect the anmpunt of an understatenent.

Substantial valuation m sstatenent of property or services.

A substantial valuation m sstatenent occurs if property is valued at 200% or
nore than the correct valuation or the net “section 482 transfer price
adjustnent” for the taxable year exceeds $10 million. The | aw provi des for
an anal ogous "gross valuation m sstatenment” which is a 400% or nore
overstatement of value or a net section 482 transfer price adjustnment of $20
mllion. The net section 482 transfer price adjustnment is the net increase
in taxable income for a taxable year resulting from adjustnments under
section 482 in the price for any property or services (or use of property).
However, a net increase in taxable inconme attributable to a price

redeterm nation is disregarded, for this purpose, if it is shown that there
was a reasonabl e cause for the taxpayer's determ nation of the price, and
that the taxpayer acted in good faith with respect to the price.

A "substantial" valuation msstatenent results in a penalty of 20% of the
understatenent of tax attributable to the substantial valuation

m sstatenment. The penalty for a "gross” valuation msstatenent is 40% of
the tax understatenent. No valuation m sstatenent penalty is inposed if it
is shown that there was reasonabl e cause for the underpaynent and that the

t axpayer acted in good faith.
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Californiais in conformty to the above rules with respect to val uation
m sstatement of the accuracy-related penalty.

The federal |aw changes regarding the two itens above involves nore stringent

di scl osure requirenents and the | owering of the threshold for the net section 482
adj ustnments. The adequate disclosure exception now also requires a taxpayer to
have a “reasonabl e basis” for the tax treatnent. Reasonable basis has not been
defined in the I RC;, however, Congress, in the committee report, stated that it is
to “be a relatively high standard of tax reporting, that is significantly higher
than patently inproper.” Additionally, corporations involved in tax shelters may
no | onger use the substantial authority exception to avoid the penalty; it my
now use only the reasonabl e cause exception.

The threshold for the net section 482 adjustnment has been | owered from $10
mllion to $5 mllion for substantial valuation m sstatement. The gross

val uation m sstatement for a net section 482 adjustnment remains the sane at $20
mllion.

California | aw has not confornmed to these changes.

This bill would conform California |law to federal law as it relates to the
accuracy-rel ated penalty.

45. Individual estimated tax safe harbor based on | ast year's tax.

Under federal |aw an individual taxpayer generally is subject to an addition to
tax for any underpaynent of estimated tax. |Inconme tax w thhol ding fromwages is
considered to be a paynent of estimated taxes. An individual generally does not
have an underpaynent of estimated tax if he or she makes tinely estinmated tax
paynments at | east equal to:

1) 90% of the tax shown on the return for the current year, or

2) 100% of the tax shown on the return of the individual for the precedi ng year.
The Taxpayer Relief Act of 1997 (P.L. 105-34) revised the special rule
af fecting taxpayers with AG over $150,000 ($75,000 if married filing a
separate return). Effective for the 1997 tax year, 110% of the tax shown on
the preceding year’s return is required. For 1998, 100% of the preceding
years tax is required. For tax years 1999 through 2001, 105%is required. For
tax years 2002 and 2003, 112% and 110%is required, respectively. Prior to
the enactnment of P.L. 105-34, federal |law required taxpayers with AG in
excess of 9%150,000 to make paynments of 110% for tax years 1997, and
t hereafter.

For estimated tax purposes, sonme trusts and estates are treated as individuals.

Current California lawconfornms, in general, with federal rules relating to the
paynment of estimated tax by individuals. However, there are several significant
di ff erences:

The "required paynent" is based upon 80% of the current year tax instead of
90%

The "required paynent” does not include alternative mninmmtax.
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Esti mat ed paynents are required, unless the tax due for the year is |ess

t han $100.

No penalty will be assessed if 80% of the current or prior year tax is
subject to w thhol di ng.

No penalty will be assessed if 80% of the adjusted gross inconme consists of

wages subject to w thhol di ng.

California provides for 100% of the preceding year’s tax paid exception, but
does not require 110% of the preceding year’s tax to be paid if the

t axpayer’'s AG is over $150,000 ($75,000 if married filing a separate
return).

This bill would require taxpayers with AG greater than $150,000 ($75,000 if
married filing a separate return) to pay 11% of the preceding year’'s tax
liability for 1997, 100% for 1998 and 110% thereafter to qualify under the
precedi ng tax year exception to the underpaynent of estinmated tax penalty.
Because of the waiver of estimted tax penalty provision contained in this bill
(item47), effectively, only 100% of the prior year’s liability for the 1997 tax
year needs to be paid to qualify for the exception

46. Corporate estimted tax rules.

Under federal law a corporation is subject to an addition to tax (a penalty) for
any under paynent of estimated tax. To avoid the penalty, a corporation is
required to base its estimated tax paynents on 100% (prior to 1993, 97% appl i ed)
of the tax shown on its return for the current year, whether such tax is

determ ned on an actual or annualized basis. For certain small corporations
there is also an exception to the penalty if the small corporation makes four
tinely estimated tax paynents each equal to at |east 25 percent of the tax
liability shown on its return for the precedi ng taxable year.

California | aw generally confornms to the corporate estimated tax. Prior to 1996,
to avoid the penalty, a corporation was required to base its estimated tax
paynments on 95% of the tax shown on its return for the current year. |In 1996, a
phased-in conformty was enacted which replaced the 95% with 98% for years

begi nning in 1998 and to 100% for years beginning on or after January 1, 1999.
California conforns to the small corporation federal exception noted above.

California |law additionally requires that the first estinmted tax paynent be at
| east equal to the mnimumtax anmount of $800.

Ef fective for incone years beginning on or after January 1, 1998,this bill would

conformstate law to federal |aw by requiring corporations to make estimated tax
paynments based on 100% of its actual or annualized incone.

47. Waiver of estimated tax penalty.

This bill would waive additions to tax inposed for any underpaynments of tax or
estimated tax for any period before April 15, 1998, with respect to any

under paynent for the 1997 taxable or incone year to the extent the underpaynent
was created or increased by any provision of this bill
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48. Contributions in aid of construction.

Under federal |aw, a shareholder’s contribution to capital of a corporation is
not income to the corporation. Generally, contributions to capital of a
corporation do not include contributions in aid of construction (ClAC) by
custoners or potential customers. An exception is provided for ClAC nade to
regul ated public water and sewerage disposal utilities. In order for the CIAC
not to be considered incone the contribution nust be used within two taxable
years of receipt to acquire tangible property used 80% or nore to furnish water
or sewerage disposal services. The anmount of the CI AC can not be included in the
public utility' s rate base for rate-mking purposes.

Under the B&CTL, California lawis conforned to federal law as it read January 1
1993, thus, the gross incone of a corporation does not include contributions to
its capital. A contribution to the capital of a corporation does not include any
contribution in aid of construction or any other contribution as a custoner or
potential customer. Therefore, the receipt by a utility of a contribution in aid
of construction is includible in the gross inconme of the utility, and the basis
of property received or constructed pursuant to the contribution is not reduced.

This bill would conformthe B&CTL to federal lawrelating to contributions in aid
of construction made to regul ated public water and sewerage disposal utilities.

49. Publicly Traded Partnershi ps continuation of partnership treatnent

The federal Revenue Reconciliation Act of 1987 created publicly traded
partnerships (PTP) (California conformed w thout exception in 1990). Underboth
current federal and California law, a PTP is a partnership whose interests are
(1) traded on an established securities market or (2) “readily tradable on a
secondary market” (or the substantial equivalent thereof). Generally, an
interest is treated as readily tradable on a secondary market or the substantia
equi valent if, taking into account all of the facts and circunstances, the
partners are readily able to buy, sell, or exchange their partnership interests
in a manner that is conparable, economically, to trading on an established
securities market.

A PTP generally is treated as a corporation for tax purposes (taxed as a
corporation). An exception to this rule applies if 90% of the partnership's
gross income consists of passive-type incone, which includes (1) certain
interest, (2) dividends, (3) certain real property rents, (4) gain fromthe sale
or other disposition of real property, (5) certain inconme and gains relating to
m nerals and natural resources, and (6) gain fromthe sale or disposition of
certain assets held for the production of income of the foregoing types (subject
to an exception for certain conmmodities income). Oher rules apply to “regul ated
i nvest ment conpani es” (RICs).

When the federal PTP rules were enacted in 1987, a 10-year grandfather rule
provi ded that corporate tax treatnment would not apply to certain “existingPTPs”
for taxable years begi nning before January 1, 1998. An existing PTP is any
partnership if (1) it was a PTP on Decenber 17, 1987, (2) a registration
statenent indicating that the partnership was to be a PTP was filed with the
Securities and Exchange Conmi ssion wth respect to the partnership on or before
Decenber 17, 1987, or (3) with respect to the partnership, an application was
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filed with a state regulatory commi ssion on or before Decenmber 17, 1987, seeking
perm ssion to restructure a portion of a corporation as a PTP. A partnership
that otherw se would be treated as an existing PTP ceases to be so treated as of
the first day after Decenber 17, 1987, on which there has been an addition of a
substantial new |line of business with respect to such partnership. A
coordination rule (between the grandfather rule and the 90% of passive-type

i ncome exception) provides that the gross inconme exception applies only after the
grandf at her rul e expires.

Ef fective for taxable years beginning after Decenber 31, 1997, federal |aw

provi des that an “existing PTP” that is presently exenpt from corporate tax under
the grandfather rule may elect to continue its partnership status indefinitely.
An “electing 1987 partnership” would |ose its partnership status on the first day
it adds a substantial new |ine of business. A PTP that previously used the 90%
of passive-type incone exception cannot elect to continue to be treated as a
partnership (but still my qualify for the 90% of passive-type inconme exception).

Federal |aw provides that an el ecting 1987 partnership nust consent to pay an
annual tax of 3.5%of its trade or business gross incone. The tax cannot be
offset by any credits. Trade or business gross inconme includes the electing 1987
partnership s distributive share of the trade or business incone of any other
partnership in which the electing 1987 partnership has an interest. A simlar
rule applies to lower-tiered partnerships. The election to remain a partnership
and the consent to be taxed on gross incone remains in effect until revoked by
the partnership (the Internal Revenue Service's consent is not required). Once
revoked, the election cannot be reinstated.

Current California |lawhas not confornmed to the changes nmade by the Taxpayer
Relief Act of 1997 as it relates to electing 1987 partnershi ps. Under present
California | aw, PTPs that were “grandfathered in” and treated as a partnership
for California purposes will be taxed as corporations effective for inconme years
begi nning on or after January 1, 1998.

The Septenber 5, 1997, anendnment tothis bill would conformCalifornia law to
federal law as it relates to electing 1987 partnerships, with one exception. In
lieu of the 3.5% federal tax, a 1% tax on trade or business gross income would be
assessed. This bill would also require that the federal treatnment of a PTP
(corporation or partnership) be binding for California tax law. A separate state
el ection would not be all owed.

50. S corporation conformty.

This bill contains provisions that would conform California law to federal |aw as
it relates to S corporations. However, these provisions would only becone
operative if SB 5 is enacted into law. SB 5 would conformstate |aw to federa
law as it relates to S corporation |law and nore particularly to the changes made
by the SBJPA to federal S corporation tax law. This bill has taken the
provisions of SB 5, which is witten in “stand alone” conformty |anguage, and
rewrote the provisions to “date change” conformty | anguage.

51. O her federal changes not being conformed to by this bill.
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This bill does not conformtothe follow ng federal incone tax |aw changes that
have occurred subsequent to January 1, 1993, which may inpact California s incone
tax laws and to which California has not conformed in any other act:

a.

The creation of or changes in all tax credits including: work opportunity,
adopti on assi stance, targeted jobs, research and devel opnment, bi onass, orphan
drug, Indian enploynment, and earned inconme tax credits.

Until May 31, 1997, federal law permtted a charitable contribution deduction
for contributions of appreciated stock to certain private foundations of the
full fair market value of appreciated stock that is |listed on a established
securities exchange market. California generally only allows the basis of
that stock as a charitable contribution

Federal |aw provides that the dependent exenption and other tax benefits
condi ti oned on having a dependent can be denied if the taxpayer does not
provi de the proper taxpayer identification number (TIN) for the dependent.
California does not require a dependent’s TIN be shown on the return and does
not deny dependent credits or other tax benefits for lack of a dependents TIN

Under federal |aw, beginning in 1996, thrift savings associations can no

| onger use reserve nethod for accounting for their bad debts. Presently, the
only financial type institution that may use the reserve nethod of accounting
for bad debts under federal law is small banks (assets under $500 mllion).
California allows all financial institutions to use the reserve nmethod of
accounting. California does not distinguish between |arge or small banks,
savings and loans or thrifts for purposes of the reserve nethod of accounting.

Federal |aw allows tax-exenpt status to a qualified state tuition program and
under certain conditions amounts distributed are not included in the gross

i ncome of the beneficiary of the program California has no conparabl e
provi si ons.

Begi nning in 1997, federal law allows a self-enployed individual to deduct
fromgross inconme 40% of their health insurance cost. The 40% w Il increase
gradually to 80%in the year 2006. California permts 25% of a self-enpl oyed
person’s health insurance cost to be deducted from gross incone.

Under federal |aw, the passive activity limtations (PAL) and rules do not
apply to taxpayers who are substantially engaged in a real property trade or
busi ness. Under California | aw taxpayers, otherw se subject toPALs,
substantially engaged in rental real estate activities is currently subject to
PALs.

Federal |aw does not require the unrecogni zed gain portion of a charitable
contribution of appreciated capital gain property be treated as an alternative
m nimum tax preference item California treats this itemas a preference
item

Federal |aw provides that for purposes of the regular and alternative m ni mum
tax, the otherw se all owabl e deduction for conpensation paid or accrued wth
respect to a covered enployee of a publicly held corporationis limted to no
nore than $1 million per year. California allows the deduction for reasonable
conpensation to exceed $1 mllion per year.
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j . Federal |aw does not permt a deduction for any anount paid or incurred in
connection with (1) influencing federal or state legislation (2) any
communi cation with certain covered Federal executive branch officials in an
attenpt to influence the official actions or positions of such officials, (3)
busi ness deductions for expenses of grass roots |obbying and participation in
political canpaigns, or (4) |obbying of foreign governments. California |aw
is conformed to itens three and four only.

k. Federal law allows a shorter depreciable life for property used in a trade or
busi ness conducted within an Indian reservation. California |aw does not
provi de for special depreciation for trades or businesses conducted on a
I ndi an reservati on.

| . Under federal |aw no deduction is allowed for club dues, including but not
limted to business, social, athletic, |luncheon, or sporting cl ubs. Specific
busi ness expenses (e.g., neals) incurred at the club are deductible if they
are otherw se deductible. California permts the deduction of club dues if
the expense is primarily for the furtherance of the taxpayer’s trade or
busi ness and the club does not restrict menbership based on age, sex, race,
religion, color, ancestry or national origin.

Pol i cy Consi derations

Conformng to federal tax law is generally desirable because it is |ess
confusing for the taxpayer. Wth conformty, the taxpayer would be required
to know only one set of rules. Conformty also easesFTB s adnministration

of the law by utilizing many doll ar amounts taken from federal forns, as
well as instructions. This bill substantially confornms to the incone tax

| aw changes nmade to the | RC between January 1, 1993 and January 1, 1997.

FI SCAL | MPACT

Departnental Costs

Unl ess ot herw se specified, the provisions of this bill would not materially
i npact the departnent’s costs.

Tax Revenue Estinate

Tax revenue | osses of $0, $0 and $29 million for fiscal years 1997-98, 1998-
99, and 1999-00, respectively.

Tax Revenue Di scussion

The following table reflects the estimted inmpacts of the various provisions
of this bill:
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SB 455 (in millions)
F Personal Income Tax Law Bank & Corporation Tax Law
Number Provision N| 1997-8 1998-9 1999-0 1997-8 1998-9 1999-0
1 Rollover gain from sale of public traded securities f | Minor Loss | Minor Loss | Minor Loss - - -
2 Real estate investment by pension funds f ($5) ($5) ($5) - - ---
3 Requirement for certain charitable contributions a
4 Disclosure on quid pro quo contributions a
5 Increase in expense treatment for small business (PITL) f ($2) ($5) ($11) - - -
6 Treatment of storage of product samples f | Negl. loss | Negl. loss | Negl. loss - - -—-
7 Denial of indirect contributions to political parties f | Minor gain | Minor gain | Minor gain - --- ---
8 Seven year amortization of reforestation expenses f - - - Minor loss | Minor loss | Minor loss
9 Class life for gas station convenience stores b - - - - - -
10 Treatment of abandonment of lessor improvements c
11 Depreciation under income forecast method f $1.5 $0.5 $0.5 $1.5 $0.5 $0.5
12 & 13 [Moadification to involuntary conversions f ($1) Minor loss | Minor loss (1) (1) (1)
14 Corporation basis adjustment for involuntary conversions f - - - Minor gain | Minor gain | Minor gain
15-19 |Prevent conversion of ordinary income to capital gain f $1 $1 $1 - - —
20 Partnership distributions of marketable securities f $2 $2 $2 - — —
21 Treatment of dues paid to agricultural or horticultural f - - - Negl. loss | Negl. loss | Negl. loss
22 Housing provided to employees by academic health centers f - - - Negl. loss | Negl. loss | Negl. loss
23 Exclusion for energy conservation subsidies f - - --- ($1) ($1) (1)
24 common trust funds transfers to RICs f | Minor loss | Minor loss | Minor loss | Minor loss | Minor loss | Minor loss
25 Repeal of exclusion for punitive damages f | Negl. gain | Negl. gain | Negl. gain --- --- ---
26 Merchant marine capital construction fund accounts. f - - - Minor loss | Minor loss | Minor loss
27 Polish bonds exempt from original issue discount treatment. f | Minor loss | Minor loss | Minor loss - - -—-
28 Amortization of child care facilities. L - - --- $0.5 $1.0 $1.5
29 Adoption assistance. f | Minor loss | Minor loss | Minor loss | Minor loss | Minor loss | Minor loss
30 Exclusion of self-employed insurance benefits from income. f | Minor loss | Minor loss | Minor loss - - -—-
31 Long-term care insurance and services. f | Negl. loss | Negl. loss | Negl. loss - - -
32 Exception to penalty for premature distribution from an IRA. f | Minor loss | Minor loss | Minor loss - - -
33 Treatment of accelerated death benefits. n | No Impact | No Impact | No Impact - --- -—-
34 Repeal of $5,000 exclusion of employees’ death benefits. f $2 $2 $2 - - -
35 Compensation taken into account in determining contributions g
36 Excess pension assets used for retiree health benefits. f | Minor gain | Minor gain | Minor gain - - -
37 Pension plan funding requirements and premiums. n | No Impact | No Impact | No Impact | No Impact | No Impact | No Impact
38 Repeal of 5-year income averaging for lump-sum distrib. h - - $2 --- --- -
39 Establish SIMPLE pension plan f ($3) ($2) ($2) ($1) ($1) (1)
40 Other pension plan provisions f $1 ($0.5) (1) (1) ($2) ($8)
41 Treatment of FASIT's f - - --- $3 $2 Minor gain
42 Copy of federal form 5471 required | - - - - - -
43 Certain informational returns J - - - - — —
44 Modifications to accuracy-related penalty f | Minor gain | Minor gain | Minor gain | Minor gain | Minor gain | Minor gain
45 Individual estimated tax safe harbor m $0 $8 $2 - - -
46 Corporate estimated tax rules o] - - --- $5 $3 ($8)
a7 Waiver of estimated tax penalty n | No Impact | No Impact | No Impact | No Impact | No Impact | No Impact
48 Contributions in aid of construction f - - - ($2.5) ($2.5) No Impact
49 Publicly Traded Partnerships p - - - $0 $0 $0
TOTALS ($3.5) (1) ($9.5) $3.5 $1 ($19.5)

Minor gain = Gain less than $500,000
Minor loss = Loss less than $500,000
Negl. Gain = Negligible gain less than $250,000
Negl. Loss = Negligible loss less than $250,000
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Tax Revenue Di scussion

The revenue inpact for the provisions were devel oped fromvarious data and
assunptions, please see the explanations bel ow

Foot not es

The following itenms (listed under FN in the preceding chart) represent
“basel i ne” revenue effects in that nost of the inpact will occur
automatically at the state level due to (a) a change in taxpayer reporting
of inconme/deductions as a result of the new federal tax |aw (e.g. inproved
sel f-conpliance, additional distributions of pension income, etc.) or (b)
clarification through federal |aw of a conplex and/or controversial point of
tax law in which the state has previously foll owed federal positions.

al Revenue has al ready been realized at the state level as a result of
federal substantiation requirenents enacted in 1993.

b/ Revenue | osses fromthis MACRS-rel ated provision are considered to be
basel i ne since an I RS position paper and now federal |aw provide
gui dance on what constitutes qualified 15-year property for such
conveni ence stores.

c/ This provision is a clarification of how taxpayers are generally
reporting their gain or |Ioss on | easehold inprovenents for state tax
purposes. The state revenue inplications represent a baseline issue
and no significant additional effects will occur as a result of
clarifying state legislation. These baseline |losses total $4 mllion
during the three fiscal years, beginning with fiscal year 1997-8.

d/ Basel i ne revenue gains would automatically occur. Any additional
revenue by conform ng would be negligible. State practice has
consistently followed federal treatnent.

e/ This is primarily a baseline revenue issue since federal law clarifies
the tax treatnment of long-term care benefits. Mst taxpayers wll
report simlarly for both state and federal tax purposes.

f/ Revenue estimates for these provi sions were based on federal
projections. A proration factor was used based on state-to-nation
conmpari sons of incone/expenses and average margi nal tax rates.

g/ This requirement was considered to be a baseline revenue gain issue at
the time of the 1993 federal |egislation. For consistency between
state and federal tax |law reporting, taxpayers will apply the sane
[imts.

h/ The provision repealing five-year income averaging for |unp-sum

di stributions has baseline revenue gains due to additional
di stributions that would not otherw se occur for years before the
effective date of the repeal in 2000.

i/ Unknown revenue gains frominproved conpliance by CFC s.

I Revenue gains fromthis provision are considered to be baseline at the
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state |l evel due to inproved voluntary conpliance as a result of the
federal requirenment.

k/ Due to enactnent of this provision at the federal level, it has been
projected previously that a $5 mllion baseline gain is occurring due
to inproved taxpayer conpliance at the state |level as well.

[/ The revenue estimate was based on 25-year depreciation for total
expenses not exceeding $50 mllion per year.

m The revenue estimate was based on an analysis of PIT estimted tax
data nodified to reflect a 110% safe-harbor for certain high incone
t axpayers.

n/ No revenue i npact.

o/ The revenue estimate was based on actual state tax return data for
cor porati ons.

p/ The revenue estimate was based on partnership tax return data.

PCOSI Tl ON
Support.

The Franchi se Tax Board voted at its April 14, 1997, neeting to support this
| egi sl ati on.



