The follow ng is the Franchise Tax Board' s analysis of SB 5 (ockyer and
Lewi s) as amended Septenber 11, 1997.

Subj ect: Federal Conformity - S Corporations & Exclusion of Gain froma
Sal e of a Principal Residence

SUMMARY OF BILL

SB 5 woul d:

substantially conformCalifornia |awto the changes made by the Small
Busi ness Job Protection Act of 1996 (SBJPA) (PL 104-188) to the federal
rules relating to S corporations. SB 5 also would provide transitional
relief under the Revenue and Taxation Code regardi ng estimted tax
paynments. A C corporation that elects to be an S corporation in 1997
could request to have part (the ampbunt in excess of the S corporation’s
expected tax liability) of the estinmated tax paynent transferred to the
personal incone tax accounts of its shareholder’s. The tax rate inposed
on S corporations would be increased fromthe current 15%rate. The
rate would be increased for incone years beginning on or after January

1, 1997, as follows: 1997 - 1.6% 1998 - 1.65% 1999 - 1.7% 2000 and
thereafter - 1.6%

conformto changes made by the Taxpayer Relief Act of 1997 (TRA) (PL
105-34) to the federal treatment of excluding gain up to $500,000 from
the sal e or exchange of a principal residence. The existing state “once
inalifetime exclusion of $125,6000” and “roll over of gain” provisions
woul d not be applicable during the operative dates of these provisions,

which are for sales on or after May 7, 1997, and on or before June 30,
1998.

S CORPORATI ONS PROVI SI ONS

This bill would generally conformCalifornia lawto 16 provisions of the
SBJPA as it relates to S corporations. Thirteen of the itenms would be
confornmed to without exception and three itens with exceptions.

I ncreasing the nunber of Scorporation shareholders to 75.

El ecting smal| business trusts may hold Scorporation stock

Post death qualification extended to two years for certain trusts.
Fi nancial institutions can hold safe-harbor debt.

I nadvertent invalid elections and termi nation (wth exception).
Agreenent to term nate year

Expansi on of the post-term nation transition period.

S corporations may own subsidiaries (with exception).

Di stributions during | oss years.

10. Treat ment of S corporations under Subchapter C (with exception).
11. Carryover of |osses and deductions under the at-risk rules.

12. Treat ment of inherited stock.

13. Treatment of gain from subdivided real estate.

14. Fi nanci al corporations may be S corporations.

15. Exenpt organi zati ons can be S corporation sharehol ders.

16.S corporations that termnated within the previous five yearsmy
re-elect to be S corporations.

CoNSORWONME
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Ef fecti ve Date

Unl ess ot herw se provided, the provisions of this bill affecting S
corporations would apply to taxable and inconme years begi nning on or after
January 1, 1997.

Legi sl ative History

AB 203 (1996/97), AB 1039 (1996/97)

Program Hi st ory/ Backgr ound

For income years beginning on or after January 1, 1987, California
confornmed to the federal S corporation provisions, with specified
exceptions. For federal purposes, the taxable income or loss of an S
corporation is taken into account by the corporation's sharehol ders, rather
than by the entity, regardl ess whether such incone is distributed. The
sharehol ders of a small business corporation may elect to have the
corporation be treated as an S corporation. Under California |law a “smal
busi ness corporation” is defined as a donmestic corporation which has

el ected federal S status and which does not have (1) nore than 35

sharehol ders, (2) as a sharehol der, a person (other than certain trusts or
estates) who is not an individual, and (3) nore than one class of stock.
For purposes of the 35-shareholder limtation, a husband and wife are
treated as one sharehol der.

Under California law in addition to the pass-through of the S
corporation’s income and deductions to its sharehol ders, an S corporation
continues to be subject to the franchise tax, in an anount equal to the
greater of the mnimumtax or 1.5%of its net inconme for the income year.
Unli ke ot her corporations, however, an S corporation is allowed to conpute
depreci ati on under the nodified cost recovery system (MACRS) and is subject
to the same at-risk and passive activity loss rules as an individual. An S
corporation is not subject to the alternative mninmnumtax. Credits are

al |l oned against this corporate level tax in an anpbunt equal to one-third of
t he ampbunt ot herw se al | owabl e.

Each nonresi dent sharehol der or nonresident fiduciary of an S corporation
must file with the S corporation return a statenent of consent by that
sharehol der or fiduciary to be subject to the jurisdiction of California to
tax that shareholder’s or fiduciary's pro rata share of income attributable
to California sources. The Scorporation nmust include in its return for
each inconme year a list of the shareholders. Failure to neet these

requi rements provides grounds for retroactive revocation of the Californian
S corporation election.

A corporation that makes a valid election to be treated as an S corporation
for California purposes is not allowed to be included in a conbined report
of a unitary group

Speci fic Findi ngs

1. Increasing the nunmber of shareholders to 75.

Exi sting federal |aw provides that for years beginning on or after
January 1, 1997, an S corporation may have 75 sharehol ders.
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Existing California | awconfornms to federal lawas it read January 1, 1993,
which allows an S corporation to have no nore than 35 sharehol ders.

This bill would conformCalifornia lawwi th the federal |aw allow ng
S corporations to have a maxi num of 75 sharehol ders.

2. Electing small business trusts.

Exi sting federal |aw allows individuals, bankrupt estates, certain trusts
and El ecting Small Business Trusts (ESBT) to be shareholders in an S
corporation. In order to qualify as an ESBT, all beneficiaries of the
trust nust be individuals or estates eligible to be Scorporation

shar ehol ders, except that charitable organizations may hold conti ngent
remai nder interests. No interest in the ESBT may be acquired by purchase.
For this purpose, “purchase” nmeans any acqui sition of property with a cost
basis. Thus, interests in the ESBT nust be acquired by reason of gift,
bequest, etc. A trust nust elect to be treated as an ESBT.

Each potential current beneficiary of the ESBT is counted as one

shar ehol der for purposes of the 75 shareholder limtation (or if there were
no potential current beneficiaries, the ESBT would be treated as the
sharehol der). A potential current incone beneficiary neans any person,
with respect to the applicable period, who is entitled to, or at the

di scretion of any person may receive, a distribution fromthe principal or
i ncome of the ESBT.

The portion of the ESBT which consists of stock in one or nore S
corporations is treated as a separate trust for purposes of computing the
income tax attributable to the S corporation stock held by the ESBT. The
ESBT is taxed at the highest individual rate (currently, 39.6 % on ordinary
i ncome and 28 % on net capital gain) on this portion of theESBT s incone.

Existing California |l awconfornms to federal lawas it read January 1, 1993,
whi ch only allows individuals, bankrupt estates and certain trusts
(normally a grantor trust with only one owner or a voting trust) to be
sharehol ders in S corporations. Currently, ESBTS may not be S corporation
shar ehol ders.

This bill would conformCalifornia lawwith the federal lawallowing S
corporations to have ESBTs as shareholders. This bill would require that
an election by the trust to be treated as an ESBT for federal purposes
applies for state tax purposes as well. No separate state el ection would
be al | owed.

3. Post death qualification extended to two years for certain trusts.

Exi sting federal |aw provides that a grantor trust may hold S corporation
stock for two years fromthe date of the grantor’s death. Simlarly,
testanentary trusts may also hold S corporation stock for a two-year period
beginning with the date the stock was transferred to the trust.

Existing California | awconfornms to federal lawas it read January 1, 1993,
which allows both trusts discussed above only a 60-day hol ding peri od.

This bill would conformCalifornia laww th the federal |aw allow ng
certain trusts to hold S corporation stock for two years.
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4, Fi nancial institutions can hold safe-harbor debt.

Exi sting federal |aw provides that an S corporation may have only one cl ass
of stock. In some circunstances, debt can be considered equity (stock) and
even a second class of stock. Therefore, federal | aw has safe harbor rul es
denoting that certain straight debt shall not be treated as a second cl ass
of stock. Straight debt is defined as any witten unconditional promse to
pay a certain sum of noney on demand or on a specified date. The debt

i nstrument al so nust neet certain other requirenents: the interest rate or
paynment dates are not contingent on profits, the borrower’s direction, or
simlar factors; the debt cannot be converted into stock; and the creditor
is an individual (other than a nonresident), an estate, a trust or person
regularly in the business of |ending noney. A person is defined as any

| egal entity.

Existing California | awconfornms to federal lawas it read January 1, 1993,
whi ch includes the safe harbor for straight debt rules with one exception.
California has not conformed to allowing the creditor to be a person
regularly in the business of |ending noney.

This bill would conformCalifornia lawwith the federal |aw allow ng
strai ght debt safe harbor rules to allow a person who regularly engages in
the business of |ending noney to hold debt instrunments of an S corporation.

5. Inadvertent invalid elections and term nations (wth exception).

Exi sting federal |aw provides that if the Secretary determ nes an S
corporation inadvertently nmade an invalid S corporation election or

i nadvertently termnates its S corporation election, the corporation shal
be treated as an S corporation for the period specified by the Secretary.
Invalid elections that qualify for a determ nation are those due to: (1)

el ections received by the Secretary 2 1/2 nonths after the start of the
corporation’s tax year to which the election applies, (2) the corporation
did not neet the definition of a “small business corporation” on the date
the election was filed, and (3) the corporation did not obtain the consent
of all shareholders by the date the election was filed. |Inadvertent
termnation are limted to term nations due to: (1) a corporation which
ceased to be a small business corporation or (2) a corporation’s passive

i nvestment inconme exceeded 25% of the corporation’s gross receipts for
three consecutive taxable years and has C corporation earnings and profits.
Ot her stipul ati ons under the inadvertent rules require, where applicable,
the correction of the cause of the termnation or invalid election and the
maki ng of any adjustnents consistent with the treatnent as an S corporation
for the period being allowed as an S corporation by the Secretary. Al
sharehol ders and the corporation nust agree to the adjustnents.

A corporation may request an inadvertent invalid election or term nation
determ nation for any taxable year beginning after Decenber 31, 1982.

Existing California | awconfornms to federal lawas it read January 1, 1993,
which allows the FTB to determne that a term nation was inadvertent
because: (1) a corporation ceased to be a small business corporation or (2)
a corporation’s passive investnment income exceeded 25% of the corporation’s
gross receipts for three consecutive taxable years and has C corporation
earnings and profits. The corporation nmust correct the cause of the

term nation and nmake the necessary adjustnments for the period consistent
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with the treatnment as an S corporation. The sharehol ders and the
corporation nust agree to the adjustnents.

Late or invalid elections are not allowed to be considered under the FTB' s
i nadvertent term nation authority.

This bill would conformCalifornia | aw prospectively with the federal |aw
allowing the correction of invalid el ections. Under the bill, the FTB
woul d all ow an S corporation to correct an invalid or late election for

i ncone years beginning on or after January 1, 1997, in specified
circunstances as provided in current federal law The bill also would
provide that if a federal determnation is nmade regarding a invalid

el ection, allow ng the taxpayer to be an S corporation for federal purposes
prior to January 1, 1997, the corporation would automatically be considered
to be an S corporation for state purposes for its first incone year

begi nning after Decenmber 31, 1996. The corporation would be able to revoke
its S corporation el ection under existing provisions in the law. Under a
transitional clause, the tine allowed to revoke its S election would be
extended by the bill to six nonths after the bill’s enactnent.

6. Agreenent to term nate year

Exi sting federal |aw provides that if an S corporation shareholder's entire
interest in the corporation is disposed of, the S corporation can elect to
all ocate the pass-through itens as if the year consisted of two tax years.
A "specific accounting nmethod" allocation is acconplished by "closing" the
corporation's books as of the day a sharehol der’s ownership interest
termnated. This allocation is based on normal accounting rules, using the
conpany's books and records for each respective period.

The S corporation can elect to use the specific accounting nethod if al

the sharehol ders affected by the stock disposition consent. The

sharehol ders affected by the stock disposition includes the sharehol der
whose interest is termnated and all sharehol ders who acquired shares from
the term nating sharehol der during the tax year. |If the shares were
transferred to the corporation, all sharehol ders who owned stock during the
year are affected sharehol ders.

Existing California | awconfornms to federal lawas it read January 1, 1993,
which allows for a specific accounting nmethod and the closing of the books,
if all the sharehol ders consent, not just the affected sharehol ders.

This bill would conformCalifornia lawto federal law allowing an S
corporation to use a specific accounting nethod and cl ose the books with
only the affected sharehol ders consenting. A separate election for state
pur poses would be allowed by the bill.

7. Expansion of the post-term nation transition period.

Exi sting federal |aw provides that after an S el ection has been term nated
or revoked, the sharehol der may continue to use previously suspended | osses
(to the extent of basis) and receive non-taxable distributions (to the
extent of the Accunul at ed Adjustnent Account bal ance) until the end of the
post-term nation transition period.

The post-term nation transition period could conceivably include three
periods. The first post-term nation transition period begins on the first
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day of the new C corporation’s tax year and ends the later of: (1) one year
later, or (2) the due date (including extensions) for filing the return for
the |l ast year as an S corporation

The second post-term nation transition period includes a 120-day period
begi nning on the date of any determ nation pursuant to an audit of the

t axpayer that follows the term nation of the S corporation's election and
that adjusts a Subchapter S item of inconme, |oss or deduction of the S
corporation during the S period. In addition, the definition of

“determ nation” includes a final disposition by the Secretary for a claim
for refund and, under regul ations, certain agreenents between the Secretary
and any person, relating to the tax liability of the person.

The third period begins on the day that a determ nation has been nmade t hat
the corporation had termnated its S corporation election in a previous
taxabl e year. A determnation, in this case, neans a court decision, a

cl osi ng agreenment, or an agreenent between the Secretary and the
corporation that the corporation failed to qualify as an S corporation.

In addition to the above, existingfederal lawrequires that a

sharehol der’s tax return nust be consistent with the S corporation’s
return. The shareholder nmay file inconsistently, if a statenment is
attached to the return identifying the inconsistency. |f the sharehol der
does not informthe Secretary of the inconsistency, the Secretary nay treat
the i nconsi stency on the shareholder’s return as a mathematical or clerica
error and assess accordingly. Penalties may be inposed upon on a

shar ehol der for not being consistent with the S corporation return.

Existing California | awconfornms to federal lawas it read January 1, 1993,
whi ch provides for the post-termination transition period to include the
first and third post term nation periods discussed above. Current
California | aw does not allow for a post-term nation transition period
pursuant to an audit.

California | aw does not have a provision requiring that the shareholder’s
return be consistent with the S corporation’s return.

This bill would conformCalifornia lawto federal |aw by providing that a
transition period includes a 120-day period pursuant to an audit

determ nati on which adjusts the incone, |oss or deduction of an S

cor porati on.

This bill would also conformCalifornia lawto the federal |awrequiring
consi stent treatnment of Subchapter S items on the shareholder’s tax return
and the S corporation return.

8. S corporations may own subsidiaries (wth exception).

Existing federal law allows an S corporation to own 100% of the stock of a
C corporation. The Ccorporation subsidiary can elect to join in the
filing of a consolidated return with its affiliated C corporations.

However, the S corporation cannot be included in the federal consolidated
return. Dividends received by an S corporation froma C corporation owned
80% or nore by the S corporation are not treated as passive investnent
income (which may termnate the S election) to the extent the dividends are
attributable to the earnings and profits of the C corporation derived from
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the active conduct of a trade or business. Di vi dends received froma C
corporation, in which the S corporation owns |ess than 80% of the stock,
are consi dered passive investnent incone.

In addition, an S corporation is allowed to owm a qualified Subchapter S
subsidiary (QSSS). A QSSS is a donestic corporation that: (1) is not an

i neligible corporation (i.e., a corporation that would be eligible to be an
S corporation if the stock of the corporation were held directly by the
shar ehol ders of its parent S corporation), (2) 100% of the stock of the
subsidiary is held by its S corporation parent, and (3) the parent elects
to treat the subsidiary as a QSSS. Under the election, the QSSS is not

treated as a separate corporation, and all assets, liabilities, and itens
of income, deduction, and credit of the subsidiary are treated as the
assets, liabilities, and itens of incone, deduction, and credit of the

parent S corporation

Existing California | awconfornms to federal lawas it read January 1, 1993,
whi ch provides that a small business corporation cannot be a nenmber of an
affiliated group of corporations (other than by reason of ownership in
certain inactive corporations). Thus, an S corporation cannot own 80% or
more of the stock of another corporation. Also, a small business
corporation cannot have as a sharehol der another corporation (whether an S
corporation or a C corporation).

This bill would conformCalifornia lawto federal |aw provisions allow ng
an S corporation to own 100% of a C corporation. The bill also would
provi de that dividends received froman affiliated C corporation under
certain circunstances woul d not be considered passive investnent incone.

Additionally, this bill would conformCalifornia lawto the federal QSSS
provisions. The election of QSSS treatnment for federal purposes would be
treated as an election for state purposes, unless the parent itself elects
to be treated as a C corporation for state purposes.

This bill would adopt the federal provisions providing that all assets,
liabilities, itens of incone, deduction, and credit would be treated as
assets, liabilities, items of income, deduction, and credit of the parent S

cor porati on.

The bill would additionally provide that the activities of the QSSS woul d
be treated as activities of the parent S corporation. The parent woul d be
subject to the mninmumtax, and the QSSS woul d be subject to a tax of $800
annual ly. The QSSS tax woul d be assessed annually on the QSSS; however,
the liability to pay the tax would becone the liability of the parent S
cor porati on.

9. Distributions during | oss years.

Exi sting federal |aw provides that stock basis in an Scorporation is
initially (at acquisition) conputed in the same manner as the stock basis
for a C corporation. Fromthis point on, the basis conputation rules for
an S corporation’s stock differ greatly from C corporation stock. Each
sharehol der’s basis in the S corporation stock repeatedly changes in
response to the flowthrough of itens of inconme and loss to the

sharehol ders as well as distributions received by the sharehol ders. The
stock basis in an S corporation is adjusted for any period in the follow ng
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order: (1) increased by pass-through itens of inconme and gain, (2)
decreased by distributions, and (3) decreased by pass-through items of |oss
and deduction. The anmpunt of |loss an S corporation sharehol der may take
into account for a taxable year may not exceed the sum of the sharehol der's
adj usted basis in the stock of the corporation and the adjusted basis in
any i ndebtedness of the corporation to the shareholder. Any unused loss is
carried forward to succeedi ng taxabl e years.

Di stributions froman S corporation are nontaxable to the extent of the
adj usted basis of the sharehol der’s stock. The adjusted basis is reduced
by the distribution. Distributions in excess of basis are treated as gain

fromthe sale or exchange of property. |If an S corporation has accunul at ed
earnings and profits, any distribution in excess of the anpunt in the
accumul at ed adj ustment account (AAA) will be treated as a dividend (to the

extent of accunul ated earnings and profits). A dividend distribution does
not reduce the adjusted basis of the stock. An AAA is the ampbunt of the
accumul at ed undi stri buted post-1982 gross incone |ess deductions.

For purposes of determ ning the treatnment of distributions nade during a

t axabl e year by an S corporation with accunul ated earnings and profits, net
negative adjustnments (i.e., the excess of |osses and deducti ons over

i ncone) for the taxable year of the distribution are disregarded in

determ ning the anbunt in the AAA

The order of the adjustments made to the AAA differs between a net gain
year and a net | oss year, as explai ned bel ow

A. Net Gain Year

If the aggregate pass-through incone and gain itens exceed the aggregate
pass-through | oss and deduction itens, the AAAis adjusted in the sane
order as the stock basis above, nanely: (1) increased by pass-through itens
of income and gain, (2) decreased by distributions, and (3) decreased by
pass-through itens of | oss and deducti on.

B. Net Loss Year

If the aggregate | oss and deduction itens exceed the incone and gain itens,
distributions are taken into account first, which reduces the |ikelihood
that the distribution will be taxable. For net |oss years, the AAA

begi nni ng bal ance is: (1) decreased (but not bel ow zero) by distributions,
(2) increased by pass-through itens of inconme and gain, and (3) decreased
by pass-through | oss and deduction itens. A distribution will only be
taxable if the AAA is reduced below zero after the distribution adjustnent.

Existing California | aw conforms to federal lawas it read January 1, 1993.
The amount of [ oss an S corporation sharehol der can take into account for a
taxabl e year is the sum of the sharehol der's adjusted basis in the
corporation and the adjusted basis in any indebtedness of the corporation
to the sharehol der. Any excess loss is carried forward.

Any distribution to a shareholder by an S corporation generally is tax-free
to the shareholder to the extent of the shareholder's basis in the stock
The sharehol der's adjusted basis is reduced by the tax-free anobunt of the
distribution. Any distribution in excess of the sharehol der's adjusted
basis is treated as a gain fromthe sale or exchange of property. In
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addition, if the S corporation has accunul ated earnings and profits, any
distribution in excess of the AAAwill be treated as an ordi nary dividend
to the extent of the C corporation’ s earnings and profits (E&P).

Di stributions in excess of E&P reduce the cost basis of the stock (return
of capital) and the remainder is treated as a gain fromthe sale or
exchange of a capital asset. Inconme (regardless of whether taxable) and
expenses (regardl ess of whether deductible) serve, respectively, to

i ncrease and decrease an S corporation shareholder's basis in the stock of
the corporation. The order the adjustnments are to be nade to the AAA
account is: (1) pass-through itens of incone and gain, (2) pass-through
items of deduction and loss, and (3) distributions. The tax treatnment of
di stributions nade during a taxable year by an S corporation with

accumul ated earnings and profits is based on the amobunt in the AAA at the
end of the taxable year.

This bill would conformCalifornia lawto federal |law The order in which
adj ustnments are to be made in determ ning stock basis and the AAA woul d be
in conformty with the federal law Thus, distributions would be taken
into account before pass-through itens of deduction or |oss.

10. Treatnent of S corporations under Subchapter C (w th exception).

Exi sting federal |aw provides for purposes of the application of Subchapter
Crules, an S corporation, in its capacity as a sharehol der of another
corporation, is treated as a corporation. This allows the liquidation of a
C corporation into an S corporation to be governed by the generally
appl i cabl e Subchapter C rules, including rules allowng the tax-free
liquidation of a subsidiary into its parent corporation. Followng a tax-
free liquidation, the built-in gains of the |liquidating corporation may

| ater be subject to tax upon a subsequent disposition. An S corporation
also is eligible to nake an election to treat certain stock purchases as
asset acquisitions provided certain other requirenments are otherw se net.
This results in imediate recognition of all the acquired C corporation's
gains and |l osses (and the resulting inposition of a tax) and the benefit of
a stepped-up basis in the assets acquired.

Existing California | awconfornms to federal lawas it read January 1, 1993,
which treats an S corporation, in its capacity as a sharehol der of another
corporation, as an individual rather than a corporation. Thus, S
corporations cannot take advantage of corporate rules relating to tax-free
l'i qui dation of subsidiaries and asset acquisitions discussed above.

This bill would provide for purposes of the application of Subchapter C
rules, an S corporation, in its capacity as a sharehol der of another
corporation is to be treated as a corporation. Consequently, an S
corporation would be able to utilize federal corporate rules relating to
tax-free liquidation of subsidiaries and asset acquisitions. The bill also
woul d provide that an asset acquisition election nade for federal purposes
woul d be treated as an election for state purposes. The corporation could
not file a separate state el ection

11. Carryover of |osses and deductions under the at-risk rules.
Exi sting federal law permts |osses that are not deductible in one taxable

year because of the at-risk rules to be carried forward to the S
corporation’s post-termnation transition period. Losses carried over are
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deductible to the extent stock basis and at-risk basis have increased
during the corporation’s post-term nation transition period.

Existing California | awconfornms to federal lawas it read January 1, 1993,
whi ch specifically provides that | osses suspended due to insufficient stock
basis may be carried over to the post-term nation period. Present |aw does
not specify what happens to | osses suspended under the at-risk rules after
an S corporation termnates its election and becones a C corporation.

This bill would conformstate |lawto the federal provision which
specifically provides that | osses suspended due to the at-risk rules would
be carried over to the post-term nation period.

12. Treatnment of inherited stock.

Exi sting federal |aw provides that a person acquiring stock in an S
corporation froma decedent nmust treat as incone in respect of a decedent
(IRD) that person’s pro rata share of any item of inconme of the corporation
that woul d have been IRD if acquired directly fromthe decedent. If an IRD
is included in the value of the decedent’s estate, a deduction for the
estate tax attributable to the IRDitemgenerally is allowed to the person
(estate or individual) reporting the IRD. The stepped-up basis in the
stock in an S corporation acquired fromthe decedent is reduced by the
extent to which the value of the stock is attributable to itenms consisting
of | RD.

Existing California |lawconfornms to federal lawas it read January 1, 1993,
whi ch does not contain specific |anguage stating the treatnment of inherited
S corporation stock. Federal |aw contains various provisions relating to
property acquired froma decedent. California conforns to these

provi sions. The existing provisions conpute the basis of inherited stock
and IRD in the sane manner as this bill proposes.

This bill would conformstate lawto the federal | aw which codifies in one
pl ace various existing provisions.

13. Treatnment of gain from subdivided real estate.

Exi sting federal |aw presunes a parcel of |land held by a taxpayer other
than a C corporation, generally is not treated as ordinary incone property
solely by reason of the | and being subdivided if: (1) such parcel had not
previously been held as ordinary inconme property and if in the year of
sale, the taxpayer did not hold other real property; (2) no substanti al

i nprovenent has been made on the |l and by the taxpayer, a related party, a

| essee, or a governnent; and (3) the I and has been held by the taxpayer for
five years. Therefore, land held by an S corporation is generally

consi dered a capital asset.

Existing California | awconfornms to federal lawas it read January 1, 1993,
whi ch does not allow the presunption that real property held by an S
corporation is a capital asset.

This bill would conformstate lawto federal |aw allow ng the presunption
that |land held by an S corporation generally is not treated as ordinary

i ncome property solely by reason of the | and being subdivided if such |and
meets the three federal requirenments di scussed above.
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14. Financial corporations may be S corporations.

Exi sting federal |law allows a bank to be an S corporation unless such
institution uses a reserve method of accounting for bad debts. The bad
debt reserve nmethod is a noving average based on the historical performnce
of the taxpayer or taxpayer’'s industry. Small banks (banks with assets

| ess than $500 million) are allowed to use the reserve mnethod.

Existing California |lawconfornms to federal lawas it read January 1, 1993,
whi ch specifically provides that financial institutions eligible to use the
reserve nethod for bad debts cannot be an S corporation. Understate |aw
al | banks, savings and | oan associ ations or financial corporations can use
t he bad debt reserve nethod.

This bill would conformCalifornia lawto federal |aw by allow ng banks
that do not use the reserve nethod of accounting for bad debts to elect to
be an S corporation.

15. Exenpt organi zations can be S corporation sharehol ders.

Exi sting federal |aw provides that effective for incone years beginning
after Decenber 31, 1997, qualified tax-exenpt organizations my be

sharehol ders in S corporations. For purposes of determ ning the nunmber of
shar ehol ders of an S corporation, a qualified tax-exenpt organization wll
count as one shareholder. Qualified retirement plan trusts and certain
charitabl e organi zati ons may be qualified shareholders of an S corporation.

Items of inconme or loss of an S corporation will flowthrough to qualified
t ax- exenpt sharehol ders as unrel ated busi ness taxable income (UBTI),
regardl ess of the source or nature of such incone (e.g., passive incone of

an S corporation will flow through to the qualified tax-exenpt sharehol ders
as UBTI.) In addition, gain or loss on the sale or other disposition of
stock of an S corporation by a qualified tax-exenpt shareholder will be

treated as UBTI.

In addition, certain special tax rules relating to enpl oyee stock ownership
plans (ESOP) will not apply with respect to S corporation stock held by the
ESOP.

A qualified tax-exenpt sharehol der that purchases stock in an S corporation
(whet her such stock was acquired when the corporation was a C or an S
corporation) and receives a dividend distribution fromthe S corporation
(i.e., a distribution of Subchapter C earnings and profits), except as
provided in regul ati ons, nust reduce its basis in the stock by the anount
of the dividend.

Existing California |lawconfornms to federal lawas it read January 1, 1993,
whi ch does not all ow exenpt organizations to be shareholders in S
cor porati ons.

This bill would conformCalifornia laww th federal |aw by all ow ng
qualified tax-exenpt organi zations to be eligible S corporation
sharehol ders for incone years begi nning after Decenber 31, 1997.

S corporations that term nated within the previous five years may re-elect
to be S corporations.
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Exi sting federal |aw provides that if an S election was term nated in a

t axabl e year begi nning before January 1, 1997, the corporati on may

i mredi ately file an election for S corporation status w thout the consent
of the Secretary. |If an S election was term nated in a taxable year

begi nning after Decenber 31, 1996, the corporation nust wait five taxable
years to re-elect S corporation status.

Existing California | aw conforms to federal lawas it read January 1, 1993.
A smal | business corporation that elects Scorporation status and
subsequently term nates the election is not eligible to make anot her

el ection for five taxable years.

This bill would conformCalifornia lawto federal |aw by all ow ng smal
busi ness corporations with a termnation in effect prior to January 1,
1997, to immedi ately make a new S corporation el ection

17. Transitional Changes.

This bill would allow a transitional change for estinmted tax paynents made
by a C corporation. A C corporation that elects to be an S corporation in
1997 would be allowed to file an application to have part of the estinmted
tax paynment transferred to the personal income tax accounts of its

shar ehol ders. The application nust be for the transfer of at |east $500.
The corporation nust file an application with the FTB setting forth: (1)
the anount the S corporation estinmates as its tax liability, (2) the anopunt
and date of each estimted tax paynent made prior to the this application,
and (3) for each affected sharehol der, the sharehol der’s name, soci al
security nunber, address, percent of ownership, amunt of each over paynent
to be transferred and the date of the paynment. Wthin a45 day period from
receiving the application, the FTB would be required to nake a

determ nation regarding the transfer. The corporation would be required to
furnish a statenment to all sharehol ders disclosing the anmounts and dates of
the transfers being nmade to their personal income tax accounts.

18. Tax Rate | ncrease.

Exi sting federal |aw does not tax the profits of an S corporation. Under
federal provisions, an S corporation is strictly a pass-through entity.

Exi sting California |l aw provides that an S corporation is taxed like C
corporations except at a reduced tax rate. The tax rate is presently 1.5%

This bill would increase the tax rate inposed on S corporations from1l.5%
The rate woul d be increased for incone years beginning on or after January
1, 1997, as follows: 1997 - 1.6% 1998 - 1.65% 1999 - 1.7% 2000 and
thereafter - 1.6% The purpose of this increase is to structure the bil
as revenue neutral .

SB 1233 of the 1997/98 Legi sl ative session contains a provision that
effectively would “chapter out” the S corporation tax rate increase
contained in this bill, if SB 1233 is chaptered after this bill. This bill
and SB 1233 have both been sent to enrollnent. It is anticipated that SB
1233 will be chaptered after this bill.

Pol i cy Consi derations
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Conformng to federal tax law is generally desirable because it is |ess
confusing for the taxpayer, particularly when dealing with conpl ex areas
such as S corporations. Wth conformty, the taxpayer will only be
required to know one set of rules. Conformty also easesFTB s

adm ni stration of the law by utilizing many federal fornms and instructions.
This bill substantially conforns to all parts of the SBJPA relating to S
corporations that are applicable to California.

CGeneral ly, under the Personal Income Tax Law (PITL) and Bank and
Corporation Tax Law (B&CTL), a proper election for federal purposes is
treated as properly filed with the FTB unless: (1) the election is in
conflict with the PITL, B&CTL or FTB regul ations, or (2) the taxpayer files
an election with the FTB requesting a different treatnment than that
requested fromthe IRS. Separate state elections may be made because of
di fferences between federal and state lawin other areas not directly
related to the election itself, such as net operating | osses, corporate
depreci ati on and sourci ng/ apportionnment rules. This bill would make three
new el ections relating to S corporations for federal purposes binding for
state purposes: (1) trusts to be treated as ESBT, (2) 100% owned
subsidiaries to be treated as QSSS and (3) the election to treat certain
stock purchases as an asset acquisition.

As an S corporations can use MACRS depreciation and this bill would
substantially conformto federal S corporation law, tax inplications of
meki ng the federal elections binding is mtigated. By not allow ng
separate state elections to be made, reporting of incone and deductions on
the state return is consistent with the reporting on the federal return.
The departnment relies on results of federal exam nations to adjust the

i ncome or deductions at the state level. |If any of the three elections
menti oned above were allowed to be different for state purposes, the
departnment could not rely on a federal exam nation. The departnent would
then have to re-audit the taxpayer and nake its own determ nation.

This bill would not treat a QSSS as a separate corporation for tax
purposes. B&CTL has consistently treated corporati ons as separate and
distinct entities. Although a conbined report is required for corporations
that are unitary, a conbined report is not the nmerging of two or nore
corporations. A combined report is a nethodol ogy used to determ ne each
corporation’s individual taxable income. The bill somewhat nmitigates the
departure from separate entity policy by having both the parent S
corporation and QSSS subject to a m ninmumtax.

Because the bill would make the activities of the QSSS the activities of
the parent, an out-of-state parent would be subject to mninmumtax. Under
present California | awthe parent would have to be doi ng business in
California to be subject to the m nimumtax. Arguably, however, when the
QSSS is considered as a division or branch of the parent, the parent is
doi ng business as a result of the QSSS activities.

The bill also would provide that a credit generated froma QSSS woul d pass
through to the parent. Under present |aw, unless otherw se specified in
the statute, a credit belongs to the corporation generating it. Cenerally,
a credit cannot be apportioned or allocated.

EXCLUSI ON OF GAIN FROM THE SALE OF PRI NCI PAL RESI DENCE PROVI SI ONS
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Ef fecti ve Date

The provisions relating to the treatnent of gain fromthe sale of a
personal residence would be effective for residences sold after May 6,
1997, and before June 30, 1998.

Speci fic Findi ngs

Under present California |law and federal law prior to May 7, 1997, no gain
is recognized on the sale of a principal residence if a new residence at

| east equal in cost to the sales price of the old residence is purchased
and used by the taxpayer as his or her principal residence within a
specified period of tinme. This replacenent period generally begins two
years before and ends two years after the date of sale of the old

resi dence. The basis of the replacenent residence is reduced by the amunt
of any gain not recognized on the sale of the old residence by reason of
this gain rollover rule. Additionally, in general, an individual, on a
one-time basis, may exclude fromgross incone up to $125,000 of gain from
the sale or exchange of a principal residence if the taxpayer (1) has

attai ned age 55 before the sale and (2) has owned the property and used it
as a principal residence for three or nore of the five years preceding the
sale. California |law provides that if a taxpayer was a nenber of the Peace
Corps, tinme served in the Corps, up to 18 nonths, could be counted toward
the three years the taxpayer is required to reside in the residence to
qualify for the “once in a lifetime $125, 000 excl usion”. I n addition
brokers considered real estate reporting persons (i.e., escrow conpanies,

| enders, brokers, etc.) are required to report to the Internal Revenue
Service the ampunt of gross proceeds and other anmounts in transactions

i nvol ving real estate (including residences). A copy of the federal return
is required to be submtted to the Franchi se Tax Board.

Under current federal |law a taxpayer generally is able to exclude up to
$250, 000 ($500,000 if married filing a joint return) of gain realized on
the sal e or exchange of a principal residence. The exclusion is allowed
each time a taxpayer selling a principal residence neets certain
eligibility requirenments, but generally no nore frequently than once every
two years (sales occurring before May 7, 1997, are not considered for the
two-year rule). Federal |aw provides that gain would be recogni zed to the
extent of any depreciation allowable with respect to the rental or business
use of such principal residence for periods after May 6, 1997. To be
eligible for the exclusion, a taxpayer nust have owned the residence and
used it as a principal residence for at least two of the five years prior
to the sal e or exchange.

The federal House, Senate and Joint Commttee Reports state a taxpayer who
fails to neet these requirenents (use for two out of the last five years
and no sale within two years of another sale) by reason of a change of

pl ace of enploynent, health, or other unforeseen circunstances is able to
exclude the fraction of the $250,000 ($500,000 if married filing a joint
return) equal to the fraction of two years that these requirenents are net.
This proration rule is also available for any sale occurring within thetwo
year period foll ow ng enactnent of this provision. However, the |aw as
enacted, appears to limt the exclusion to the fraction of the taxpayer’s
realized gain on the sale equal to the fraction of two years that the

requi renments are net. The Joint Conmittee staff has indicated they w il
recommend a technical change to make the statutory |anguage consistent with
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t he unanmbi guous intent of Congress. The Internal Revenue Service (IRS) is
expected to apply the law as intended fromthe date of enactnent.

In the case of joint filers not sharing a principal residence, an exclusion
of $250,000 is available on a qualifying sale of the principal residence of
one of the spouses. Simlarly, if a single taxpayer who is otherw se
eligible for an exclusion marries sonmeone who has used the exclusion within
the two years prior to the marriage, the couple would be allowed a maxi mum
excl usi on of $250,000. Once both spouses satisfy the eligibility rules and
two years have passed since the | ast exclusion was allowed to either, the

t axpayers may excl ude $500, 000 of gain on their joint return. Federal |aw
al so contains special rules regarding: sale of a renmninder interest,
cooperative housing corporations (e.g., condom niuns), involuntary

conversi ons, and taxpayers residing in nursing hones.

Under federal |law the TRA repealed the once-in-a-lifetinme exclusion of
$125,000 and the rollover of gain fromthe sale of a principal residence
provi sions of the Internal Revenue Code. The TRA also nodified the
reporting requirenments of brokers for the sale of the broker’s clients
princi pal residences.

SB 1233 of the 1997/98 Legislative session also contains provisions that
woul d conformCalifornia lawto federal lawas it relates to the exclusion
of gain fromthe sale of a principal residence effective for sales

occurring on and after July 1, 1998, (the date this bill becones
i noperative regarding the exclusion for gain fromthe sale of a principal
resi dence exclusion). This bill and SB 1233 have both been sent to

enrol | nent.

Pol i cy Consi derations

It is the departnent’s policy, where California has substantially confornmed
to federal law to followthe IRS s interpretations of the Internal Revenue
Code. This bill would conformCalifornia lawto federal lawas it rel ates
to he exclusion of gain fromthe sale of a principal residence wthout
exception. The IRS has not released an interpretation on the anpunt of
gain that can be excluded if the residence is sold due to change in

enpl oynment, health or an unforeseen event.

FI SCAL | MPACT

Departnental Costs

This bill would not significant inpact the departnment’s costs.
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Tax Revenue Esti nate

The total estimted revenue |losses fromthis bill are shown in the
follow ng table:

Fi scal Year Cash Flow | npact
Ef fective 1/1/97

$ MIlions

1997-8 1998-9 1999-0
Losses due to S $ (18) $ (21) $ (22)
Cor poration Conformty
Gains due to S $ 18 $ 21 $ 22
Cor poration Rate
I ncreases
Exclusion of Gain from $ (16) $ (29)

Sal e of a Principal
Resi dence, |npact on
Current Law Gain
Exclusion of Gain from $ 29 $ 52
Sal e of a Principal
Resi dence, |npact on
Denyi ng Rol | over
Exclusion of Gain from $ (38) $ (68)
Sal e of a Principal
Resi dence, Loss of
Basel i ne Revenue

NET REVENUE | MPACT $ (25) $ (45) $ O

S Corporation Tax Revenue Di scussion

The bill as introduced would increase the limt on shareholders from35 to
75. The amendnents enconpass a number of additional provisions, including,
but not limted too allowing trusts and certain financials to be

shar ehol ders of S corporations, allowng S corporations to fully own
subsi di aries, and a dozen other provisions affecting S corporation law. 1In
addition, this bill would increase the tax rate on Scorporation incorme.
Note that the rate increases would apply to the incone of S corporations
that is expected to result fromthe conformty itens, and those increases
are estimated to result in revenue gains that would offset the | osses from
conformty.

The revenue inpact of this proposal would be determ ned by (1) the nunber
of entities that becone or remain S corporations in lieu of alternative
organi zational structures, (2) the net change in taxable personal incone
(reduced corporate dividends and the pass through of |osses and i ncone) and
the marginal tax rate of PIT filers who report the gains and | osses,

(3) increased usage of credits that will result fromthe pass through of
credits that would otherwise be |imted to the liability of the entity, (4)
the anount of net operating |osses (NOLs) that would have been applied

agai nst corporate income but which, after the switch to S status, are
passed through to the sharehol ders, (5) increased depreciation deductions
that result from expanded use of MACRS, (6) a nunber of m scellaneous

provi sions that are discussed in nore detail below, and (7) the |oss of
basel i ne revenue that would have otherw se been gained due to the loss of S
status of existing S corporations that avail thenselves of changes in
federal | aw which would disqualify themfor California S status.
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The nunmber and characteristics of S corporations that would evol ve as a
result of this bill were estimted fromfederal data presented in “S
Corporation Returns, 1993,” Gl and Wttnman, Internal Revenue Service
Statistics of Inconme Bulletin, Spring 1996, Washington, D.C. 1996,

pp. 27-63. The SO data shows S corporations nationw de by nunber of

shar ehol ders, inconme, |osses, and assets for 1993. It was assuned that the
distribution of Californian S corporations would not be materially
different fromthe nation as a whole. The national data shows a

di stribution of S corporations with the tail cut off at 35 sharehol ders.
Staff inputed how the shape of the distribution would have evolved if the
tail were extended to 75 shareholders. Generally this analysis concludes
that a relatively small nunber of additional S corporations would be
attributed to the greater number of sharehol ders, but those corporations
would tend to report significantly greater income (and | osses) than the
average S corporation reports under current law. The newly estimted net
income reported by S corporations was di saggregated into totals for
corporations with positive inconme and those with zero inconme or |osses
assuni ng these corporations would exhibit profit and loss results simlar
to historical profit and |osses. These figures were grown to the year 2000
to provide a proxy for new S corporation income and | osses that would be
reported assunming the estimted equilibriumwuld be reached by that year.
Data for the intervening years were devel oped assum ng the new equilibrium
woul d be reached increnentally over the period 1997-2000.

I ncreased credit pass through was estimted fromthe Manufacturers’

I nvestnent Credit anmount that would be fully applied by Scorporation
sharehol ders on their PIT returns and thus not limted by the entity |evel
t ax.

Depreci ati on woul d i ncrease as C corporations switch to Scorporation
status and would thus qualify for the nore |iberal MACRS depreciation

al | owances. The revenue inpact of this provision was estimted based on
the ratio of positive state net inconme reported by the newy fornmed S
corporations to total state net inconme reported by positive income C
corporations. This ratio was then nultiplied by the estimted revenue | oss
of allowing all corporations to use MACRS.

The revenue inpacts of the m scell aneous provisions, for which there are
insufficient state data for analysis, were calculated fromthe U S.
Treasury analysis of HR 3408, adjusted for California s share of the
national totals.

A baseline revenue |loss reflects the revenue that woul d have been realized
fromthose corporations that would avail thenselves of the federal changes
and |l ose their California S status as a result. Wthout conformty, that

revenue would be a current |aw revenue gain. By conform ng, that revenue

woul d be | ost.

Exclusion of Gain fromthe Sale of a Principal Residence Revenue Di scussion

There are about 5.77 mllion owner occupied residences in California. In
any given year, about 450,000 of those residences are sold. O those

sal es, about 4% or 18,000, result in taxable gains. The gains, if any,
associated with the remaini ng 432,000 sal es are deferred under the rollover
provi sions of current law. O the 5.3 mllion residences that do not sell,
a smal | percentage of owners (4% according to a recent federal study) would
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sell if the owners were not exposed to taxation on any of the gain. |If
federal | aw were changed and state | aw renmai ns the sane, an even snmaller
percentage of owners would sell (2% in this estimte) and those sal es would
be taxable.

This estimte was prepared in several steps. First, potentially affected
taxpayers were divided into three groups 1. Those who sell and report

t axabl e gai ns under current |aw (about 18,000 annually) 2. Those who

sell under current law and roll the gains into a replacenment residence
about 430,000 annually), and 3. Those who do not sell under current |aw
but would if the built in gains were not taxed. O the first group, those
who sell under current |aw and report taxable gains, a mcro analysis of
tax returns shows that this proposal would exenpt about 98% of currently
reported gains. The | oss of revenue associated with this group is shown in
t he above table.

The second group, those who under current |aw sell and roll the gain into a
repl acenent residence, was estimated to consi st of about 432,000 sales
annual |y based on sales reported by the California Association of Realtors
adj usted for those with reported gains. The tax inpact of denying the

roll over provisions to this group and excl udi ng $250, 000 (single) and

$500, 000 (joint) of the gain was estimated froma study of over two mllion
resi dences that clainmed the homeowners exenption and which were linked to
tax returns. The assessors’ data showed the date of purchase and purchase
price as well as 1991 assessed val ues. Assessed values were adjusted to
approximate fair market val ue by applying residence price indices for the
period after Proposition 13. The amount of gain for each residence was
estimated by adjusting the basis to take into account acquisition costs
(399, selling costs (6% fee plus 2% as a proxy for last mnute spruce ups),
and i nprovenents (10% of the difference between purchase and sale price).
This provides an estimate of the ampunt of gain that is enbedded in owner
occupi ed residences. The next step was to exam ne the tax inpact on a

t axpayer by taxpayer basis of whether the gain would exceed the excl usion
amopunts. The gain in nost cases (423,000 or 98% of sal es) would be
conpletely excluded. O the remaining 9,000 or so residences that have
gains in excess of the exclusion anmounts, the tax inpact for those

t axpayers was cal cul ated on a taxpayer by taxpayer basis taking into

account overall incone and filing status of affected taxpayers.

O the third group, the 5.3 mllion residences that do not sell, a small
percent age of owners (4% according to a recent federal study) would sell if
the owners were not exposed to taxation on any of the gain. |[Iffederal |aw

wer e changed and state | aw remains the same, an even snmaller percentage of
owners would sell (2% in this estimate) and those sales woul d be taxable.
Since the 4% reported in the federal study represents a build up over a
long period of tinme, for this estimate it was assuned that those sales
woul d take place over a three-year period at the rates of 10% (first year),
50% (second year) and 40% (third year). In addition, since these sales
woul d involve state tax consequences, it was assuned that only 2% of those
resi dences would sell over thethree year period. This yields an

addi ti onal 100, 000 residences that would sell and report gains in the first
three years of this | aw being effective. These are residences that would
sell and not qualify for the rollover (these sellers would not purchase a
qualified replacenent residence since if that were the case the transaction
woul d not be taxable under current law). The average tax inpact of these
sal es was assuned to be simlar to the tax consequence of the 18,000 or so
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sal es that are reported under current law. This portion of the revenue
estimate reflects the anobunt of revenue that would be realized if
California | aw were not changed. These sales would be stimulated by the
favorabl e federal tax treatnent and would result in an increase in taxable
gains for state purposes. By conformng, this revenue would be | ost.

The above discussion is based on “full years” of conformty. This bil
woul d only make the exclusion operative for approximately 14 nonths. The
revenue figures above have been prorated to reflect the partial year of
oper ati on.

PCOSI Tl ON

Pendi ng.

On February 11, 1997, the FTB voted to take a pending position on this
| egi sl ati on.



