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SUMVARY OF FEDERAL | NCOVE TAX CHANGES - 1998
Prepared by the Staff of the
FRANCHI SE TAX BOARD
State of California

Executive Summary

During 1998, the Internal Revenue Code was changed by:

PUBLI C
LAW TITLE
105- 206 I NTERNAL REVENUE SERVI CE REFORM & RESTRUCTURI NG ACT OF
1998
105- 277 TAX AND TRADE RELI EF EXTENSI ON ACT OF 1998

This report exam nes the changes nmade by these Acts by explaining the new
federal law along with its effective date, corresponding California law (if
any) including an explanation of any changes made in response to the new
federal law and the inpact on California revenue were California to conformto
the change in federal law. The explanations also contain citations to the
section nunbers of the Public Law as well as the Internal Revenue Code and
California Revenue and Taxation Code sections inpacted by the change.

Following is a list of California tax provisions that expire in either 1998 or
1999.

Calif. Calif. Feder al Fed.
Sunset Section Section Sect. Description and Conments

12/ 31/ 98 18152.5 Per manent 1202 Exclusion: Capital Gain on Sale of Smal
Busi ness St ock

01/ 01/ 99 19290.1 N A N A Collections for the Departnment of Industrial
Rel ati ons under Sect. 62.9 of the Labor Code
01/ 01/ 99 19432 N A N A Cancellation of Tax, Penalties & |Interest
for Inactive Corporations
12/ 31/ 99 17053. 66 N A NA Cedit: Restoration of Habitat for
23666 Sal nron and Steel head Trout



Calif. Calif. Feder al Fed.

Sunset Section Section Sect. Description and Conments
12/ 31/ 99 17091 Per manent 865 Sourcing Rules: Unprocessed Ti nmber
24272. 3
12/ 31/ 99 25135 N A N A Apportionnent Formul a: Sal es of

Unpr ocessed Ti nmber

12/ 31/ 99 18724 N A N A Voluntary Contribution: California Fund
for Senior Citizens

12/ 31/ 99 18766 N A N A Voluntary Contribution: Al zheiner's D sease
and Rel ated Di sorders Research Fund

12/ 31/ 99 18844 N A N A Voluntary Contribution: California
Mlitary Miseum Fund

Exhi bit A contains a conplete listing of expiring provisions in California | aw

Vi



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Secti on Section Title
1001 - 1205 Internal Revenue Service Restructuring.

Backgr ound

Through the Departnent of Treasury, the Internal Revenue Service (IRS) has the
responsibility for determ ning, assessing, collecting taxes and enforcing the
Internal Revenue Code (IRC). The IRS consists of the national office in

Washi ngton D.C. and four regional offices. Each regional office is headed up by
a regional comm ssioner and a regional counsel. The four regi ons have 33
district offices, 10 service centers and two conputing centers. The IRS is
organi zed by six functions: custoner service, forns processing, exam nation,
collection, crimnal investigation, and enployee plans and exenpt

organi zati ons. Each of the four regions nmaintain these functions separately.
Additionally, each district maintains separate customer service, exam nation
collection and crimnal investigation units, frequently with different policies
and procedures on how the function or unit is adm nistered.

New Federal Law

The Internal Revenue Service Restructuring and Reform Act of 1998 (I RS Reform
Act) makes nunerous changes to how the IRS is organi zed and operated. The |IRS
Ref orm Act requires the six functions |isted above to be revanped to service
four groups of taxpayers: individuals, small businesses, |arge corporations,
and exenpt organizations. These functions will be adm nistered nati onw de,
therefore elimnating any differences due to the geographical |ocation of the
t axpayer .

The IRS Reform Act requires the IRS to review and revise their m ssion
statenent, which presently enphasizes tax collection, to place a greater
enphasis on "serving the public.”

The I RS Reform Act al so codifies and expands the I RS Comm ssioner's duties and
powers. The I RS Comm ssioner is appointed by the president, with consent of the
Senate, and under the IRS Reform Act is appointed for a renewable five year
term

The I'RS Reform Act al so made changes to the IRS s chief counsel and the
Taxpayers' Advocate's Ofice and creates an | RS Oversight Board. Additionally,
a new Ofice of Treasury Inspector General for Tax Adm nistration under the
Treasury Departnent is created to replace the IRS Ofice of Chief Inspector.

Finally, the IRS Reform Act makes nunerous anendnents to the United States Code
regarding | RS personnel. Modifications and additions were made effecting
recruitnment, retention, relocation incentives, performance awards, separation
and ot her enpl oyee itens.



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Current California Law

Not applicabl e.

Ef fecti ve Date

The majority of the provisions affecting the restructuring of the IRS are
effective July 22, 1998, the date of enactment of the I RS Reform Act.

I npact on California Revenue

Not applicabl e.



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Secti on Section Title
2001 Electronic Filing of Tax and Information Returns.
Backgr ound

Treasury Regul ati ons section 1.6012-5 provides that the Comm ssioner may

aut hori ze a taxpayer to elect to file a conposite return in lieu of a paper
return. An electronically filed return is a conposite return consisting of
electronically transmtted data and certain paper docunents that cannot be

el ectronically transmtted. The IRS periodically publishes a list of the forns
and schedules that may be electronically transmtted, as well as a list of
forms, schedul es, and other information that cannot be electronically filed.

During the 1997 tax filing season, the I RS received approximately 20 mllion
i ndi vidual income tax returns electronically.

New Federal Law (Sec. 6011(f) & (9))

The IRS Reform Act states that the policy of Congress is to pronote paperless
filing, wwth a long-range goal of providing for the filing of at |east 80% of
all tax returns in electronic formby the year 2007. The provision requires the
Secretary of the Treasury to establish a strategic plan to elimnate barriers,
provide incentives, and use conpetitive market forces to increase taxpayer use
of electronic filing. The provision requires all returns prepared in electronic
formbut filed in paper formto be filed electronically, to the extent

feasi ble, by the year 2002.

The provision also requires the Secretary to pronote electronic filing and to
create an el ectronic commerce advisory group and to report annually to the
Congress on electronic filing inplenentation issues. Additionally, the
provision requires that the annual report discuss the effects on snal

busi nesses and the self-enployed of electronically filing tax and i nformation
returns. For taxable years beginning after Decenber 31, 1998, the IRS Reform
Act also requires the posting of all tax forns and instructions for the nost
recent five-year period on the Internet in a searchabl e database.

Current California Law (R&TC Sec. 18621)

California |law provides that the FTB shall prescribe the manner, on paper
magnetic nmedia or other form that returns, declarations, statenents and ot her
documents shall be filed. The FTB permts certain returns and statenents to be
filed electronically that follow a format approved by the FTB.

For the 1997 tax year, the FTB received 1.1 mllion individual tax returns
el ectronically. This was a 120% i ncrease over the 1996 tax year. O the
electronically file returns, 66,000 were filed through the Internet.



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

The FTB is presently working closely with private sector software conpanies
pronoting the use of the Internet to file tax returns. This will enable

i ndi vi dual s who purchase certain tax preparation software to file their return
fromtheir hone computer.

The FTB posts 1994 through present tax return forns on its Internet site. FTB
publications on a variety of topics are also posted on the web site. Additional
pages are dedicated to frequently ask questions on a variety of subjects, FTB

I egal rulings and notices, |egislative change notices and other information.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

No revenue i npact.



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Section Section Title
2002 Due Date for Certain Infornmati on Returns.
Backgr ound

Informati on such as the anount of dividends, partnership distributions, and
interest paid during the cal endar year nust be supplied to taxpayers by the
payers by January 31st of the follow ng cal endar year. The payers nust file an
information return with the IRS with the information by February 28th of the
year follow ng the cal endar year for which the return nust be filed. Under
prior law, the due date for filing information returns with the IRS is the sane
whet her such returns are filed on paper, on magnetic nedia, or electronically.
Most information returns are filed on magnetic nedia (such as conputer tapes),
whi ch are physically shipped to the IRS

New Federal Law (Sec. 6071)

The I RS Reform Act provides an incentive to filers of information returns to
use electronic filing by extending the due date for filing such returns with
the IRS from February 28th (under present law) to March 31st of the year
follow ng the calendar year to which the return relates. The I RS Reform Act
al so requires the Treasury to issue a study evaluating the nerits and

di sadvant ages, if any, of extending the deadline for providing taxpayers wth
copies of information returns (other than Fornms W2) from January 31st to
February 15t h.

Current California Law

California law requires the information returns to be filed by February 28'" of
the year follow ng the calendar year to which the return rel ates.

A payer may file an election with the IRS to participate in a conbined filing
program Under this programthe IRS automatically provides information to the
FTB el ectronically. The payer does not file a separate information return with
the FTB. Only certain types (the nmost common) of information returns qualify
for this program

Ef fecti ve Date

The extension of the due date for filing returns applies to information returns
required to be filed after Decenber 31, 1999. The Treasury study is due by June
30, 1999.

I npact on California Revenue

Not applicabl e.



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Secti on Section Title
2003 Paperl ess El ectronic Filing.
Backgr ound

Federal law requires that tax fornms be signed as required by the Secretary. The
IRS will not accept an electronically filed return unless it has al so received
a Form 8453, which is a paper formthat contains signature information of the
filer.

A return generally is considered tinely filed when it is received by the IRS on
or before the due date of the return. If the requirenents of Code section 7502
are met, tinmely mailing is treated as tinmely filing. If the return is mailed by
registered mail, the dated registration statenent is prim facie evidence of
delivery.

The I RS periodically publishes a list of the forms and schedul es that may be
electronically transmtted, as well as a list of forns, schedul es, and other
information that cannot be electronically fil ed.

New Federal Law (Sec. 6061, 7502(c))

This provision requires the Secretary to devel op procedures that woul d
elimnate the need to file a paper formrelating to signature information

Until the procedures are in place, the provision authorizes the Secretary to
provide for alternative nmethods of signing all returns, declarations,
statenents, or other docunents or to waive the signature requirenent. Only
returns signed or subscribed under alternative methods prescribed by the
Secretary (not including waiver) are entitled to be treated as though signed or
subscribed. An alternative nmethod of signature would be treated identically,
for both civil and crimnal purposes, as a signature on a paper form

The provision also provides rules for determ ning when electronic returns are
deened filed and for authorization for return preparers to conmunicate with the
IRS on matters included on electronically filed returns.

The provision requires the Secretary to establish procedures, to the extent
practicable, to receive all forns electronically for taxable periods begi nning
after Decenber 31, 1999.

Additionally, the Secretary of the Treasury nust establish procedures for all
tax forns, instructions, and publications created in the nost recent five-year
period to be nmade avail able electronically on the Internet in a searchable

dat abase not later than the date such records are available to the public in
printed form The Secretary of the Treasury also nust, to the extent
practicable, establish procedures for other taxpayer guidance to be made

avail able electronically on the Internet in a searchabl e database not |ater
than the date such guidance is available to the public in printed form



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Current California Law

California law requires that all returns nust contain a witten statenent
stating that the return is nmade under penalties of perjury. However, for
returns filed electronically, as prescribed by the FTB, the taxpayer or tax
preparer may retain the statenent.

Ef fecti ve Date

the provision is generally effective on July 22, 1998. The provision which
relates to Internet access to IRS fornms, instructions, publications, and

gui dance is effective for taxable periods beginning after Decenber 31, 1998.
The provision that requires the Secretary, to the extent practicable, to
receive all fornms electronically applies to taxable periods after Decenber 31,
1999.

I npact on California Revenue

No revenue i npact.



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Secti on Section Title
2004 Ret urn- Free Tax System
Backgr ound

Taxpayers generally have been required to calculate their own tax liabilities
and submt returns showi ng their cal cul ati ons.

New Federal Law

The provision requires the Secretary or his delegate to study the feasibility
of , and devel op procedures for, the inplenentation of a return-free tax system
for appropriate individuals for taxable years begi nning after 2007. The
Secretary is required annually to report to the tax-witing conmttees on the
progress of the devel opnent of such system The Secretary is required to nake
the first report on the devel opment of the return-free tax systemto the tax-
writing commttees by June 30, 2000.

Current California Law

California law foll ows federal |aw and generally requires the taxpayer to
calculate their own tax liabilities and submt returns showing their
cal cul ati ons.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

No revenue i npact.



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Section Section Title
2005 Access to Account |Infornation
Backgr ound

Taxpayers who file their returns el ectronically cannot review their accounts
el ectronically.

New Federal Law

The provision requires the Secretary to devel op procedures not |ater than
Decenber 31, 2006, under which a taxpayer filing returns electronically (or the
t axpayer's desi gnee under section 6103(c)) could review the taxpayer's own
account electronically, but only if all necessary privacy safeguards are in

pl ace by that date. The Secretary is also required to issue an interimprogress
report to the tax-witing commttees by Decenmber 31, 2003.

Current California Law

A taxpayer may not review their accounts electronically. Taxpayers may request
a detailed recap of their account fromthe FTB.

Taxpayers who file their returns electronically may request a paper copy of the
return that resenbles traditional returns originally filed on paper.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

No revenue i npact.



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Secti on Section Title
3001 Bur den of Proof.
Backgr ound

Under present |law, a rebuttable presunption exists that the Comm ssioner of the
I RS (Comm ssioner) determ nation of tax liability is correct. In Danville
Plywood Corp. v. U S, US d. C., 63 AFTR 2d 89-1036, 1043 (1989), the court
stated, “This presunption in favor of the Comm ssioner is a procedural device
that requires the plaintiff to go forward with prima facie evidence to support
a finding contrary to the Conm ssioner's determ nation. Once this procedura
burden is satisfied, the taxpayer nmust still carry the ultinmte burden of proof
or persuasion on the nmerits. Thus, the plaintiff not only has the burden of
proof of establishing that the Conm ssioner's determ nation was incorrect, but
al so of establishing the merit of its clains by a preponderance of the

evi dence”.

The general rebuttable presunption that the Comm ssioner's determ nation of tax
liability is correct is a fundanental elenment of the structure of the IRC

Al though this presunption is judicially based, rather than | egislatively based,
there is considerable evidence that the presunption has been repeatedly

consi dered and approved by the Congress. This is the case because the Internal
Revenue Code contains a nunmber of civil provisions that explicitly place the
burden of proof on the Conm ssioner in specifically designated circunstances.

New Federal Law (Sec. 7491)

The provision provides that the Secretary of the Treasury shall have the burden
of proof in any court proceeding with respect to a factual issue if the

t axpayer introduces credible evidence with respect to the factual issue

rel evant to ascertaining the taxpayer's incone tax liability.

Four conditions apply:

1. The taxpayer nust conply with the requirements of the IRC and the
regul ati ons issued thereunder to substantiate any item (as under present
| aw) .

2. The taxpayer must maintain records required by the Code and regul ati ons (as
under present |aw).

3. The taxpayer must cooperate with reasonable requests by the Secretary for
nmeetings, interviews, w tnesses, information, and docunents (i ncluding
providing, wthin a reasonable period of tine, access to and inspection of
wi t nesses, information, and docunents within the control of the taxpayer, as
reasonably requested by the Secretary). Cooperation also includes providing
reasonabl e assistance to the Secretary in obtaining access to and inspection

10



| RS Restructuring and Reform Act of 1998
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of witnesses, information, or docunents not within the control of the

t axpayer (including any w tnesses, information, or docunents |ocated in
foreign countries). Cooperation also includes providing English

transl ations, as reasonably requested by the Secretary.

A necessary el enent of cooperating with the Secretary is that the taxpayer
must exhaust administrative renmedies (including any appeal rights provided
by the IRS). The taxpayer is not required to agree to extend the statute of
[imtations to be considered to have cooperated with the Secretary.
Cooperating al so neans that the taxpayer nust establish the applicability of
any privil ege.

4. Taxpayers other than individuals nust neet the net worth limtations that
apply for awarding attorney's fees (accordingly, no net worth l[imtation
woul d be applicable to individuals). Corporations, trusts, and partnerships
whose net worth exceeds $7 million are not eligible for the benefits of the
provi si on.

The taxpayer has the burden of proving that it neets each of these conditions,
because they are necessary prerequisites to establishing that the burden of
proof is on the Secretary.

The burden will shift to the Secretary under this provision only if the
taxpayer first introduces credi ble evidence with respect to a factual issue

rel evant to ascertaining the taxpayer's incone tax liability. Credi ble evidence
is the quality of evidence which, after critical analysis, the court would find
sufficient upon which to base a decision on the issue if no contrary evidence
were submtted (w thout regard to the judicial presunption of I RS correctness).
A taxpayer has not produced credible evidence for these purposes if the

t axpayer nerely makes inplausible factual assertions, frivolous clains, or tax
protestor-type argunments. The introduction of evidence will not neet this
standard if the court is not convinced that it is worthy of belief. If after

evi dence from both sides, the court believes that the evidence is equally

bal anced, the court shall find that the Secretary has not sustained his burden
of proof.

Nothing in the provision is to be construed to override any requirenent under
the I1RC or regulations to substantiate any item Accordingly, taxpayers nust
meet applicabl e substantiation requirenments, whether generally inposed or

i nposed with respect to specific itens, such as charitable contributions or
nmeal s, entertainnment, travel, and certain other expenses. Substantiation

requi renments include any requirenment of the Code or regulations that the

t axpayer establish an itemto the satisfaction of the Secretary. Taxpayers who
fail to substantiate any itemin accordance with the |egal requirenent of
substantiation will not have satisfied the | egal conditions that are
prerequisite to claimng the itemon the taxpayer's tax return and wll
accordingly be unable to avail thenselves of this provision regarding the
burden of proof. Thus, if a taxpayer required to substantiate an itemfails to
do so in the manner required (or destroys the substantiation), this burden of
proof provision is inapplicable.

11
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If, however, the taxpayer can denonstrate that he had nai ntained the required
substantiation but that it was destroyed or |ost through no fault of the

t axpayer, such as by fire or flood, existing tax rules regarding reconstruction
of those records would continue to apply. In the case of an individua

t axpayer, the Secretary shall have the burden of proof in any court proceeding
with respect to any item of incone which was reconstructed by the Secretary
solely through the use of statistical information on unrel ated taxpayers.

Further, the provision provides that, in any court proceeding, the Secretary
must initially come forward with evidence that it is appropriate to apply a
particular penalty to the taxpayer before the court can inpose the penalty.
This provision is not intended to require the Secretary to introduce evidence
of el ements such as reasonabl e cause or substantial authority. Rather, the
Secretary nust come forward initially with evidence regarding the

appropri ateness of applying a particular penalty to the taxpayer; if the

t axpayer believes that, because of reasonabl e cause, substantial authority, or
a simlar provision, it is inappropriate to inpose the penalty, it is the
taxpayer's responsibility (and not the Secretary's obligation) to raise those
i ssues.

For this purpose, self-enploynment taxes are treated as incone taxes.

Act section 4002(b) of the Tax and Trade Relief Extension Act of 1998 nade
technical corrections to this IRS Reform Act provision. The Tax and Trade
Rel i ef Extension Act of 1998 provision renoves the net worth [imtation (as

di scussed in item4 above) fromcertain revocable trusts for the same period of
time that the trust woul d have been treated as part of the estate had the trust
made the el ection under section 645 to be treated as part of the estate.

Current California Law

Under current state law, all taxpayers may be requested by FTB to furnish
substantiation of the itens reflected on their income tax returns and certain
taxpayers may be required to keep certain records. California does not have a
counterpart to the general federal provision which requires every person |iable
for any tax to keep records as prescribed by the Secretary. California does,
however, conformby reference to the information reporting requirements in |RC
Section 6038, 6038A, 6038B and 6038C (R&TC. Secs. 19141.2 and 19141.5). In
additi on, R&TC Section 19141.6 contains specific recordkeeping requirenents
with respect to taxpayers determ ning i ncone under the world w de conbi ned
report method or meking a water’s-edge el ection.

The FTB may issue a proposed deficiency assessnent based on: taxpayer’s
inability to substantiate an item shown on the tax return, third party
information returns (W2, 1099, etc.), or information FTB receives fromthe
| RS.

If the taxpayer disputes an assessnent, the taxpayer may (1) protest the
proposed deficiency assessnment by filing a witten “protest” with the FTB, or

12
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(2) pay the assessnment and file a claimfor refund. If the claimis denied or
no action is taken on the claimw thin six nonths the taxpayer may proceed to
t he Board of Equalization (BOE) or Superior Court.

The taxpayer’s adm nistrative forumfor appealing an adverse FTB action is the
Board of Equalization (BOE). The BOE is the first independent adm nistrative

| evel of review of an FTB action. During the appeal process, the BOE nmakes an
i ndependent determ nation of the action. The BOE accepts evidence submtted by
the taxpayer and, if requested by the taxpayer, grants an oral hearing on the
matter. In the independent review by BOE, there is a rebuttable presunption
that the FTB action is correct. Hence, taxpayers have the burden of producing
evi dence to show that the FTB' s action was incorrect and establishing the
merits of the position by a preponderance of the evidence.

In the event of a final adverse BCE decision, the taxpayer’s recourse is to pay
t he amobunt due and bring action for refund against the state in Superior Court.
Wth residency matters paynent is not required. In litigation, as with appeals,
there is a rebuttable presunption that the FTB action is correct. In addition

a taxpayer in a suit for refund is the plaintiff. Consequently, taxpayers (like
plaintiffs in other civil actions) have the burden of proving that the FTB s
action was incorrect and establishing the nmerits of their clains by a
preponderance of the evidence.

Case | aw and BOE deci si ons have placed the burden of proof, applying the clear
and convinci ng standard, on the taxing agency for civil penalty cases.

In crimnal proceedings, the burden of proof is on the prosecution and the
standard of proof is beyond a reasonabl e doubt.

Ef fecti ve Date

This provision applies to court proceedings arising in connection with
exam nati ons comencing July 22, 1998 (If there is no exam nation, this
provi sion applies to court proceedings arising in connection with taxable
periods or events beginning or occurring after July 22, 1998).

| npact on California Revenue

Revenue | osses in any given year are unknown. It appears that the IRS

antici pates a negative revenue inpact from sel f-assessed reporting, which could
have an effect self-assessed state taxes and on departnental audit prograns. It
is not possible to determ ne the nunber of taxpayers that woul d cooperate with
the FTB and have the burden of proof shift to the FTB to substantiate
assessments in court.

13
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Section Section Title
3101 Expand Authority to Award Costs and Fees.
Backgr ound

Any person who substantially prevails in any action by or against the United
States in connection with the determ nation, collection, or refund of any tax,
interest, or penalty may be awarded reasonabl e adm nistrative costs incurred
before the I RS and reasonable litigation costs incurred in connection with any
court proceeding.

Reasonabl e admi ni strative costs are defined as (1) any adm nistrative fees or
sim | ar charges inposed by the IRS and (2) expenses, costs and fees related to
attorneys, expert w tnesses, and studies or anal yses necessary for preparation
of the case, to the extent that such costs are incurred before the earlier of
the date of the notice of decision by IRS Appeals or the notice of deficiency.
Net worth limtations apply.

Reasonabl e litigation costs include reasonable fees paid or incurred for the
services of attorneys, except that the attorney's fees will not be reinbursed
at a rate in excess of $110 per hour (indexed for inflation) unless the court
determ nes that a special factor, such as the limted availability of qualified
attorneys for the proceeding, justifies a higher rate. Attorneys fees include
fees for services of an individual authorized to practice before the Tax Court
or the IRS.

Rul e 68 of the Federal Rules of Civil Procedure (FRCP) provides a procedure
under which a party may recover costs if the party's offer for judgnent was
rejected and the subsequent court judgnent was | ess favorable to the opposing
party than the offer. The offering party's costs are limted to the costs
(excluding attorney's fees) incurred after the offer was nmade. The FRCP
generally apply to tax litigation in the district courts and the United States
Court of Federal O ains.

Code section 7431 permts the award of civil damages for unauthorized

i nspection or disclosure of return information. The federal appellate courts
are split over whether a party who substantially prevails over the United
States in an action under Code section 7431 is eligible for an award of fees
and reasonabl e costs.

New Federal Law (Secs. 7430(c), 7431)

The provision nmakes the foll owi ng changes:

(1) Moves the point in time after which reasonabl e adm nistrative costs can
be awarded to the date of the first letter of proposed deficiency that
all ows the taxpayer an opportunity for admnistrative reviewwith a
hearing officer.

(2) Raises the hourly rate on attorney’s fees to $125 and provi des that the
difficulty of issues and unavailability of |ocal tax experts may justify

14
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a higher rate. In addition, the cap will continue to be indexed for
inflation.

(3) Permts reasonable attorneys fees to persons who represent for no nore
than a nom nal fee a taxpayer who is a prevailing party.

(4) \When determ ning whether a U S. position is substantially justified, the
court should take into account whether the U S. has lost in other courts
of appeal on substantially simlar issues.

(5) Provides that if a taxpayer nakes a "qualified offer"” (as specified)
after the taxpayer has a right to admnistrative reviewin the IRS Ofice
of Appeals, the IRS rejects the offer, and later the IRS obtains a
judgnent (other than a judgement pursuant to a stipulation or settlenent)
agai nst the taxpayer in an anount that is equal to or |less than the
taxpayer's qualified offer for the amount of the tax liability (excluding
interest), reasonable costs and attorney's fees fromthe date of the
of fer woul d be awarded.

(6) The award of attorney's fees is permtted in actions for civil damages
for unauthorized inspection or disclosure of taxpayer returns and return
i nformati on.

Wth respect to the award of attorney's fees in unauthorized inspection and

di scl osure cases, Congress clarified that fees are payable by the United States
only when the United States is the defendant and the plaintiff is a prevailing
party. Al so, individual defendants (such as State enpl oyees or contractors) nmay
be liable for attorneys' fees and costs in cases where the United States is not
a party, whenever they are found to have nade a wongful disclosure.

Current California Law (R&TC Sec. 19717, 21013)

Current state |aw all ows taxpayers to appeal adverse FTB actions on protests of
proposed deficiency assessnents to the BOE. In the event of an adverse BOE
deci si on, the taxpayer can pay the anount due, file a claimfor refund and
bring an action against FTB in Superior Court.

California | aw provi des that taxpayers may be reinbursed for costs/fees and
expenses, including attorneys fees, relating to a tax matter before the BOE or
court. For litigation the award may be nade to a prevailing party; however, for
matters before the BOE, awards may be made if the BOE finds that the FTB has
been unreasonabl e.

For both litigation and tax matters before the BOE, fees for representation are
limted to attorneys fees. For litigation, the all owable anmount for attorney’s
fees is $110 per hour (adjusted for inflation); there is no statutory limt on
attorney’s fees for BOE hearings. To be entitled to attorney fees for
litigation, the taxpayer nust exhaust all admi nistrative renedi es and prevai
before the BOE or in court. At issue in awarding fees for litigation and for
BCE hearings is whether FTB can establish that it was substantially justified
inits position. FTB's position is presumed not to be substantially justified
if the FTB did not follow its applicable published guidance (e.g. regulation
legal ruling, notice, information rel ease, announcenent, or any chief counsel
ruling or determnation letter). Attorney fees awarded in court proceedings are
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appeal abl e; however, there is no right to appeal matters relating to attorney
fees awarded in BCE hearings. Additionally, the taxpayer’'s ability to receive
an award for fees is unaffected by net worth (federal |aw contains net worth
[imtations). For litigation, state |law (CCP Sec. 998) permts a party to
receive costs and fees if the party makes a pre-trail settlenent offer and the
party obtains an equal or nore favorable anount at trial

Ef fecti ve Date

The provision is effective for costs incurred and services performed after
January 22, 2000.

I npact on California Revenue

Thi s provision woul d not inpact state tax revenues unl ess budget
Redirection inpacted the departnment’s audit or collection program
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Section Section Title
3102 Civil Damages for Collection Actions.
Backgr ound

A taxpayer may sue the United States for up to $1 mllion of civil damages
caused by an officer or enployee of the IRS who recklessly or intentionally

di sregards provisions of the IRC or Treasury regulations in connection with the
collection of federal tax with respect to the taxpayer.

New Federal Law (Secs. 7426(h)&(i), 7433)

The provision permts:

(1) up to $100,000 in civil damages caused by an officer or enployee of the
I RS who negligently disregards provisions of the Internal Revenue Code or
Treasury regulations in connection with the collection of federal tax
with respect to the taxpayer.

(2) wupto $1 mllion in civil damages caused by an officer or enpl oyee of the
IRS who willfully violates provisions of the Bankruptcy Code relating to
automati ¢ stays or discharges.

The provision al so provides that persons other than the taxpayer may sue for
civil damages for unauthorized collection actions. No person is entitled to
civil damages in court without first exhausting adm nistrative renedies.

Courts have concl uded that federal law (including the United States
Constitution) exenpts the State of California fromthe inposition of nonetary
sanctions for violations of the proceedings required under the Bankruptcy Code.
Current California Law (R&TC Sec. 21022)

A taxpayer may bring action against the State of California in Superior Court,
if any officer or enployee of the FTB reckl essly di sregards board published
pr ocedures.

Upon a finding of liability, the state is liable for actual and direct nonetary
damages sustained as a result of the actions or om ssions and reasonabl e
litigation costs. There is no limt on the award or requirenent to exhaust

adm ni strative renedi es.

Ef fecti ve Date

The provision is effective for actions of officers or enployees of the IRS
occurring after July 22, 1998.

| npact on California Revenue

Not applicabl e.
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Secti on Section Title
3103 Increase in Size of Cases Permtted on Tax Court Small Case Cal endar
Backgr ound

Taxpayers may choose to contest many tax disputes in the Tax Court. Special
smal | case procedures apply to disputes involving $10,000 or less, if the

t axpayer chooses to utilize these procedures (and the Tax Court concurs). The

I RS cannot require the taxpayer to use the small case procedures. The Tax Court
generally concurs with the taxpayer's request to use the snmall case procedures,
unl ess it decides that the case involves an issue that should be heard under
the normal procedures. After the case has commenced, the Tax Court may order
that the small case procedures should be discontinued only if (1) there is
reason to believe that the anpbunt in controversy will exceed $10,000 or (2)
justice would require the change in procedure.

Smal | tax cases are conducted as informally as possible. Neither briefs nor
oral argunents are required and strict rules of evidence are not applied. Most
t axpayers represent thenselves in small tax cases. Decisions in a case
conduct ed under small case procedures are neither precedent for future cases
nor revi ewabl e upon appeal by either the governnment or the taxpayer.

New Federal Law (Secs. 7436(c), 7443A(b), 7463)

The provision increases the cap for small case treatnent from $10, 000 to
$50, 000.

Congress recogni zes that an increase of this size may enconpass a small nunber
of cases of significant precedential value. Accordingly, Congress anticipates
that the Tax Court will carefully consider (1) IRS objections to small case
treatnent, such as objections based upon the potential precedential val ue of
the case, as well as (2) the financial inpact on the taxpayer, including
additional |egal fees and costs, of not utilizing small case treatnent.

Current California Law

California does not have small case procedures under current BOE practices.

Ef fecti ve Date

This provision is effective for proceedi ngs commenced after July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
3104 Ref unds When Estate Elects Install ment Method of Paynent.
Backgr ound

In general, the U S. Court of Federal Clains and the U S. district courts have
jurisdiction over suits for the refund of taxes, as long as full paynent of the
assessed tax liability has been made. Under Code section 6166, if certain
conditions are net, the executor of a decedent's estate may elect to pay the
estate tax attributable to certain closely-held busi nesses over a 14-year
period. Courts have held that U S. district courts and the U S. Court of

Federal dainms do not have jurisdiction over clains for refunds by taxpayers
deferring estate tax paynents pursuant to section 6166 unless the entire estate
tax liability has been paid. Under section 7479, the U S. Tax Court has limted
authority to provide declaratory judgnents regarding initial or continuing
eligibility for deferral under section 6166.

New Federal Law (Secs. 7422(j)&(k), 7479(c))

The provision grants the U S. Court of Federal Clains and the U S. district
courts jurisdiction to determne the correct anmpunt of estate tax liability (or
refund) in actions brought by taxpayers deferring estate tax paynents under
section 6166, as long as certain conditions are nmet. In order to qualify for
the provision: (1) the estate nust have nmade an el ection pursuant to section
6166; (2) the estate nust have fully paid each installment of principal and/or
interest due (and all non-6166-rel ated estate taxes due) before the date the
suit is filed; (3) no portion of the paynents due may have been accel erat ed;
(4) there nust be no suits for declaratory judgnent pursuant to section 7479
pendi ng; and (5) there nust be no outstanding deficiency notices against the
estate. In general, to the extent that a taxpayer has previously litigated its
estate tax liability, the taxpayer would not be able to take advantage of this
procedure under principles of res judicata. Taxpayers are not relieved of the
liability to make any install nent paynents that becone due during the pendency
of the suit (i.e., failure to make such paynents woul d subject the taxpayer to
the existing provisions of section 6166(g)(3)).

The provision further provides that once a final judgnent has been entered by a
district court or the U S. Court of Federal Clains, the IRSis not permtted to
col l ect any anount disallowed by the court, and any anounts paid by the

t axpayer in excess of the anount the court finds to be currently due and
payabl e are refunded to the taxpayer, with interest. Lastly, the provision
provides that the two-year statute of limtations for filing a refund action is
suspended during the pendency of any action brought by a taxpayer pursuant to
section 7479 for a declaratory judgnent as to an estate's eligibility for
section 6166.
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Current California Law

California |law i nposes an estate tax equal to the credit avail able under the
federal estate tax for state death taxes. Such estate taxes are referred to as
"pi ck-up" taxes because the tax burden on the estate is not increased. The
California estate or pick-up tax is admnistered by the State Controller's
Ofice.

Ef fecti ve Date

This provision is effective for clains for refunds filed after July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
3105 Bond | ssue Tax- Exenpt Status.
Backgr ound

Interest on debt incurred by state or |ocal governments generally is excluded
fromgross incone if the proceeds of the borrow ngs are used to carry out
governnmental functions of those entities and the debt is repaid with
governnment al funds.

A state or |local governnent that seeks to issue bonds, the interest on which is
i ntended to be excludable fromgross inconme, can request a ruling fromthe IRS
regarding the eligibility of such bonds for tax-exenption. The prospective

i ssuer can challenge the IRS's determnation (or failure to make a tinely
determ nation) in a declaratory judgnment proceeding in the Tax Court. Because
bondhol ders, not issuers, are the parties whose tax liability is affected,
issuers are not allowed to litigate the tax-exenpt status of the bonds directly
after the bonds are issued.

New Federal Law

The provision directs the IRS to nodify its admnistrative procedures to all ow
t ax- exenpt bond issuers examned by the IRS to appeal adverse exam nation
determ nations to the Appeals Division of the IRS as a matter of right. Because
of the conplexity of the issues involved, the IRSis directed to provide that

t hese appeal s woul d be heard by senior appeals officers having experience in
resol ving conpl ex cases.

Congress will evaluate judicial remedies in future legislation once the IRS s
t ax- exenpt bond exam nation program has devel oped nore fully and the Congress
is better able to ensure that any such future neasure protects all parties in
interest to these determ nations (i.e., issuers, bondhol ders, conduit
borrowers, and the federal governnent).

Current California Law (R&TC Sec. 17133)

The Personal Inconme Tax Law confornms to the exclusion of inconme of interest on
debt incurred by state or |ocal governments. Additionally, interest on federa
obligations are exenpt frominconme. The California Constitution provides an
exenption frominconme taxation for all interest frombonds issued by this state
or a local government of this state. Federal law, other than the IRC, prohibits
state taxation of interest on federal bonds, if the interest on state
obligations is exenpt fromtax. Taxpayers subject to the corporate franchise
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tax nmust report as inconme all interest received. Interest received fromfedera
obligations and California obligations or its political subdivision generally
is excluded frominconme subject to the corporation and personal incone tax.

The FTB is precluded fromusing the (a) source of paynent of the bond or
security for the bond, public or private and (b) whether or not public

i nprovenents are financed in its determ nation of whether the interest on a
bond by this state or local government in this state qualifies as exenpt

i nterest.

Ef fecti ve Date

The direction to the IRS is effective on July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
3106 Civil Action for Rel ease of Erroneous Liens.
Backgr ound

Prior to 1995, the provisions governing jurisdiction over refund suits had
generally been interpreted to apply only if an action was brought by the

t axpayer agai nst which tax was assessed. Renedies for third parties from whom
tax was collected (rather than assessed) were found in other provisions of the
I nternal Revenue Code. The Supreme Court has held that a third party who paid
anot her person's tax under protest to renove a lien on the third party's
property could bring a refund suit, because he/she had no ot her adequate

adm nistrative or judicial remedy. The Suprene Court held that parties who are
forced to pay another's tax under duress could bring a refund suit, because no
other judicial remedy was adequat e.

New Federal Law (Secs. 6325(b), 6503(f), 7426)

The provision creates an adm nistrative procedure permtting a record owner of
property against which a federal tax lien has been filed to obtain a
certificate of discharge of property fromthe lien as a matter of right. The
third party is required to apply to the Secretary of the Treasury for such a
certificate and either to deposit cash or to furnish a bond sufficient to
protect the lien interest of the United States. However, the Secretary has no
discretion to refuse to issue a certificate of discharge if this procedure is
foll owed. the provision also authorizes the refund of all or part of the
anmounts deposited, plus interest, if the tax liability is reduced or

el i m nat ed.

In addition, the Act establishes a judicial cause of action for third parties
chall enging a lien. The period within which such an action nmust be conmenced is
120 days after the date the certificate of discharge is issued to ensure an
early resolution of the parties' interests. Actions to quiet title under

Title 28, United States Code would still be avail abl e.

Current California Law (R&TC Sec. 19207)

Under California |aw, other than in connection with an action to quiet title, a
third party generally cannot obtain a release of property until the tax debt is
satisfied. To claima refund of amounts paid, the third party could file a

cl ai m agai nst the state. However, no expedited adm nistrative process is
available for third parties to obtain a lien rel ease.

Adm ni strative | aw judges through formal proceedi ngs nust conduct many

adm ni strative hearings, requiring strict rules of evidence (Adm nistrative
Procedures Act). Expressly excepted fromthe APA are FTB' s protest hearings and
hearings related to jeopardy assessnents. Additionally, FTB s informal hearings
for collection activities have not been subject to the APA
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Ef fecti ve Date

This provision is effective the July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
3201 Relief fromJoint and Several Liability on Joint Return.
Backgr ound

Spouses who file a joint return are each responsible for the accuracy of the
return and for the full tax liability. This is true even through only one
spouse may have earned all the inconme which is shown on the return. This is
"joint and several" liability. A spouse who wishes to avoid joint liability may
file as a "married person filing separately."”

Prior to the IRS Reform Act, relief fromliability for tax, interest and
penalties is available for "innocent spouses"” in certain circunstances. To
qualify for such relief, the innocent spouse nust establish that: (1) a joint
return was made; (2) an understatenment of tax, which exceeds the greater of
$500 or a specified percentage of the innocent spouse's adjusted gross incone
for the preadjustnment (nost recent) year, was attributable to a grossly
erroneous itemof the other spouse; (3) in signing the return, the innocent
spouse did not know, and had no reason to know, that there was an
under st atement of tax; and (4) taking into account all the facts and
circunstances, it was inequitable to hold the innocent spouse liable for the
deficiency in tax. The specified percentage of adjusted gross incone was 10%i f
adj usted gross income was $20,000 or less. Qtherwi se, the specified percentage
was 25%

The proper forumfor contesting the Secretary's denial of innocent spouse
relief is determ ned by whether an underpaynent is asserted or the taxpayer is
seeking a refund of overpaid taxes. Accordingly, the Tax Court may not have
jurisdiction to review all denials of innocent spouse relief.

New Federal Law (Secs. 66(c), 6013(e), 6015, 6230(c), 7421)

The provision generally nmakes innocent spouse status easier to obtain by
elimnating all of the understatenent thresholds and requiring only that the
under statenent of tax be attributable to an erroneous (and not just a grossly
erroneous) item of the other spouse.

The provision provides that innocent spouse relief nmay be provided on an
apporti oned basis. A spouse may be relieved of liability for portion of an
under statenent of tax even if the spouse knew or had reason to know of other
understatenents of tax on the same return. The provision specifically provides
that the Tax Court has jurisdiction to review any denial of innocent spouse
relief. Except for termnation and jeopardy assessnents, the Secretary may not
| evy or proceed in court to collect any tax froma taxpayer claimng innocent
spouse status with regard to such tax until the expiration of the 90-day period
in which such taxpayer may petition the Tax Court or, if the Tax Court

consi ders such petition, before the decision of the Tax Court has becone fi nal
The running of the statute of limtations is suspended in such situations with
respect to the spouse claimng i nnocent spouse status.
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The provision permts a spouses to elect to limt his or her liability for
unpaid taxes on a joint return to the spouse's separate liability anount. In
the case of a deficiency arising froma joint return, a spouse could elect to
be liable only to the extent that itens giving rise to the deficiency are

all ocable to the spouse. The separate liability election also applies in
situations where the tax shown on a joint return is not paid with the return
In this case, the anpbunt determ ned under the separate liability election
equal s the anpunt that woul d have been reported by the el ecting spouse on a
separate return. However, if any itemof credit or deduction would be

di sal |l owed sol ely because a separate return is filed, the itemof credit or
deduction will be conputed wi thout regard to such prohibition. Special rules
apply to prevent the inappropriate use of the election. The separate liability
el ection may not be used to create a refund, or to direct a refund to a
particul ar spouse.

Itens are generally all ocated between spouses in the sane manner as they woul d
have been all ocated had the spouses filed separate returns. The Secretary may
prescribe other nethods of allocation by regulation. The allocation of itens is
to be acconmplished without regard to conmunity property | aws.

To qualify for the separate liability election, the taxpayer nust be no | onger
married to, be legally separated from or for at |least 12 nonths have been
living apart fromthe person with whomthe taxpayer originally filed the joint
return.

The election applies to all unpaid taxes under subtitle A of the IRC, including
the income tax and the self-enploynent tax. The el ection may be nade at any
time not later than two years after collection activities begin with respect to
the electing spouse. It is intended that the two-year period not begin unti
collection activities have been undertaken agai nst the el ecting spouse that
have the effect of giving the spouse notice of the IRS intention to collect
the joint liability from such spouse. For exanple, garni shment of wages or a
notice of intent to |levy against the property of the electing spouse woul d
constitute collection activity against the electing spouse. The mailing of a
notice of deficiency and denmand for paynent to the |ast known address of the

el ecti ng spouse, addressed to both spouses, would not.

Congress further indicated that the taxpayer, regardl ess of whether is eligible
to make the separate liability election, may be granted equitable relief in
appropriate situations. For exanple, Congress intends that equitable relief be
avail able to a spouse who does not know, and has no reason to know, that funds
i ntended for paynent of tax were instead taken by the other spouse for such

ot her spouse’s benefit.

Congress does not intend to limt the use of the Secretary’s authority to
provide equitable relief to situations where tax is shown on a return but not
pai d. Congress intends that such authority be used where, taking into account
all the facts and circunstances, it is inequitable to hold an individual |iable
for all or part of any unpaid tax or deficiency arising froma joint return.
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Congress intends that relief be available where there is both an under st at enent
and an under paynent of tax.

The provision establishes jurisdiction in the Tax Court over disputes arising
fromthe separate liability election. For exanple, a spouse who nakes the
separate liability election may petition the Tax Court to determne the limts
on liability applicable under this provision. The Tax Court is authorized to
establish rules that would allow the Secretary and the el ecting spouse to
require, with adequate notice, the other spouse to becone a party to any
proceedi ng before the Tax Court. The Secretary is required to develop a
separate formwi th instructions for taxpayers to use in electing to limt
liability.

The IRS is required to notify all taxpayers who have filed joint returns of
their rights to elect to limt their joint and several liability under this
provision. It is expected that notice will appear in appropriate IRS
publications, including IRS Publication 1, and in collection related notices
sent to taxpayers. In addition, the IRS shoul d, whenever practicable, send
appropriate notifications separately to each spouses.

For the purpose of the separate liability election, the provision indicates
that a taxpayer is no longer married if he or she is wi dowed. For exanple, a
deficiency is assessed after IRS audit of a joint return. The deficiency
relates to i ncome earned by the husband that was not reported on the return. I|f
the spouses who joined in the return are no longer married, are legally
separated, or have lived apart for at least 12 nonths, either may elect limted
liability under this provision. If the wife elects, she would owe none of the
deficiency. The deficiency would be the sole responsibility of the husband
whose inconme gave rise to the deficiency.

If the deficiency relates to the itens of both spouses, the separate liability
for the deficiency is allocated between the spouses in the sanme proportion as
the net itens taken into account in determ ning the deficiency. For exanple, a
deficiency is assessed that is attributable to $70,000 of unreported incone

all ocabl e to the husband and t he di sall owance of a $30, 000 m scel | aneous

item zed deduction allocable to the wife. If the spouses who joined in the
return are no longer married, are legally separated, or have |ived apart for at
| east 12 nonths, either may elect limted liability under this provision. If

ei ther the husband and wife elect, the husband' s liability would be limted to
70% of the deficiency (if he elects) and the wife's liability limted to 30%
(if she elects). This would be the case even if a portion of the m scell aneous
item zed deductions had been disall owed under section 67(a). The election is
required in order to limt liability. If either spouse fails to elect, that
spouse would be liable for the full anount of the deficiency, unless reduced by
i nnocent spouse relief or pursuant to the grant of authority to the Secretary
to provide equitable relief.

If the deficiency arises as a result of the denial of an item of deduction or

credit, the anmount of the deficiency allocated to the spouse to whomthe item
of deduction or credit is allocated is limted to the anmount of inconme or tax
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all ocated to such spouse that was offset by the deduction or credit. The

remai nder of the liability is allocated to the other spouse to reflect the fact
that incone or tax allocated to that spouse was originally offset by a portion
of the disallowd deduction or credit.

For exanmple, a married couple files a joint return with wage income of $100, 000
allocable to the wife and $30,000 of self-enploynment income allocable to the
husband. On exam nation, a $20, 000 deduction allocated to the husband is

di sal lowed, resulting in a deficiency of $5,600. Under the provision, the
liability is allocated in proportion to the itenms giving rise to the
deficiency. Since the only itemgiving rise to the deficiency is allocable to

t he husband, and because he reported sufficient income to offset the item of
deduction, the entire deficiency is allocated to the husband and the w fe has
no liability with regard to the deficiency, regardless of the ability of the
IRS to collect the deficiency fromthe husband.

If the joint return had shown only $15,000 (instead of $30,000) of self-

enpl oynment inconme for the husband, the incone offset limtation rule discussed
above would apply. In this case, the disallowed $20,000 deduction entirely
offsets the $15, 000 of incone of the husband, and $5, 000 remains. This
remai ni ng $5, 000 of the disall owed deduction offsets incone of the wife. The
liability for the deficiency is therefore divided in proportion to the anpunt
of incone offset for each spouse. In this exanple, the husband is liable for
3/4 of the deficiency ($4,200), and the wife is liable for the remaining 1/4
(%1, 400).

Where a deficiency is attributable to the disallowance of a credit, or to any
tax other than regular or alternative mninmminconme tax, the portion of the
deficiency attributable to such credit or other tax is considered first. For
exanpl e, on examination a deficiency of $10,000 ($2,800 of self-enploynent tax
and $7,200 of income tax) is determined to be attributable to $20, 000 of
unreported sel f-enpl oynment incone of the husband and a disallowed item zed
deducti on of $5,000 all ocable to the wife. The $2, 800 of deficient self-

enpl oyment taxes is first allocated to the husband, and the renaining $7, 200 of
incone tax deficiency is allocated 80%to the husband and 20% to the wife.

The provision includes special rules to prevent the inappropriate use of the
el ection.

1. If the IRS denonstrates that assets were transferred between the spouses in
a fraudul ent schene joined in by both spouses, neither spouse is eligible to
make the el ection under the provision (and consequently joint and several
liability applies to both spouses).

2. If the IRS proves that the electing spouse had actual know edge that an item
on a return is incorrect, the election will not apply to the extent any
deficiency is attributable to such item Such actual know edge nust be

establi shed by the evidence and shall not be inferred based on indications that
the el ecting spouse had a reason to know.
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The rule that the election will not apply to the extent any deficiency is
attributable to an itemthe el ecting spouse had actual know edge of is expected
to be applied by treating the itemas fully allocable to both spouses. For
exanple a married couple files a joint return with wage i ncome of $150, 000
allocable to the wife and $30,000 of self enployment income allocable to the
husband. On exam nation, an additional $20,000 of the husband's sel f-enpl oynent
income is discovered, resulting in a deficiency of $9,000. The I RS proves that
the wife had actual know edge that $5,000 of this additional self-enploynent

i ncome, but had no know edge of the remaining $15,000. In this case, the
husband woul d be liable for the full anmpbunt of the deficiency, since the item
giving rise to the deficiency is fully allocable to him In addition, the wfe
woul d be |iable for the anount that woul d have been cal cul ated as the

defici ency based on the $5,000 of unreported income of which she had actual
know edge. The I RS would be allowed to collect that anount from either spouse,
while the remai nder of the deficiency could be collected fromonly the husband.

3. The portion of the deficiency for which the electing spouse is liable is

i ncreased by the value of any disqualified assets received fromthe other
spouse. Disqualified assets include any property or right to property that was
transferred to an electing spouse if the principle purpose of the transfer is
t he avoi dance of tax (including the avoidance of paynment of tax). A rebuttable
presunption exists that a transfer is made for tax avoi dance purposes if the
transfer was nade | ess than one year before the earlier of the paynent due date
or the date of the notice of proposed deficiency. The rebuttabl e presunption
does not apply to transfers pursuant to a decree of divorce or separate

mai nt enance. The presunption nmay be rebutted by a showi ng that the principa
pur pose of the transfer was not the avoi dance of tax or the paynent of tax.

The provision also provides that taxpayers who do not make the separate
liability election may be eligible for innocent spouse relief. For exanple, a
taxpayer may be ineligible to nake the separate liability election for a
defici ency because he or she is not w dowed, divorced, legally separated, or
living apart (for at least 12 nonths) fromthe person with whomthe taxpayer
originally joined in filing the joint return. Such a taxpayer may apply for
relief of any deficiency that is attributable to an erroneous item of the other
spouse, provided he or she did not know or have reason to know of the
understatenent of tax and it would be inequitable to hold the taxpayer
responsi ble for the deficiency. The election is required to be nade no | ater
than the date that is two years after the Secretary has begun collection
actions with respect to the individual.

Current California Law (R&TC Secs. 18533, 18534 and 19006)

Under current state law, as with prior federal |aw, spouses who file a joint
tax return are each fully responsible for the accuracy of the return and for
the full tax liability (joint and several liability).

Current state |law also provides relief fromliability for tax, interest and

penalties for “innocent spouses” if it is inequitable to hold that spouse
liable for the understatenent. To qualify for innocent spouse relief, the
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i nnocent spouse nust have filed a joint tax return and did not know, or had no
reason to know, of the understatenent. The spouse nust be innocent with respect
to the entire understatenent.

Current state law, as with prior federal |law, also provides relief for innocent
spouses with respect to conmunity property incone not included on the separate
return of a married person

Current state law, in the case where the sel f-assessed tax has not been fully
paid, requires FTB to provide the other spouse with 30 days notice of any
determ nation to provide relief to the innocent spouse so that the other spouse
may appeal the determ nation.

Ef fecti ve Date

The separate liability el ection, expanded i nnocent spouse relief and authority
to provide equitable relief all apply to liabilities for tax arising after July
22, 1998, as well as any liability for tax arising on or before July 22, 1998,
that remains unpaid on July 22, 1998. The applicable two-year el ection periods
do not expire before the date that is two years after the first collection
activity taken by the IRS after July 22, 1998. The Secretary is required to
devel op a separate formfor electing innocent spouse relief by January 22,

1999.

I npact on California Revenue

Current | aw al ready provides innocent spouse relief under certain
ci rcunstances. The increnental inpact of conformng to proportionate liability
woul d result in mnor revenue | osses, on the order of $500,000 annually.
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Secti on Section Title
3202 Suspension of Statute of Limtations on Filing Refund C ai ns.
Backgr ound

In general, a taxpayer nust file a refund claimw thin three years of the
filing of the return or within two years of the paynent of the tax, whichever
period expires later (if no returnis filed, the two-year limt applies). A
refund claimthat is not filed within these tine periods is rejected as
untinmely.

No explicit statutory rule provides for equitable tolling of the statute of
[imtations. The U S. Suprene Court has held that Congress did not intend the
equitable tolling doctrine to apply to the statutory limtations of section
6511 on the filing of tax refund clai ns.

New Federal Law (Secs. 6511(h)-(1))

The provision permts equitable tolling of the statute of limtations for
refund cl ai ms of an individual taxpayer during any period of the individual's
life in which he or she is unable to manage his or her financial affairs by
reason of a nedically determ nabl e physical or nmental inpairnment that can be
expected to result in death or to last for a continuous period of not |ess than
12 nmonths. Tolling does not apply during periods in which the taxpayer's spouse
or another person is authorized to act on the taxpayer's behalf in financial
matters.

Current California Law (R&TC Secs. 19306, 19308, 19309 and 19311-19313)

Current state law requires a taxpayer to file a claimfor refund within four
years fromthe due date (without regard to extensions) or one year fromthe
date of paynment of tax, whichever is later. In the case of a California waiver
of the SO, the period for filing a claimfor refund is the period of the

wai ver or one year fromthe date of overpaynent, whichever is later. In the
case of a federal waiver, the period for filing a claimfor refund is six

mont hs fromthe expiration of the federal waiver.

Current state |law requires the taxpayer to notify FTB if the anopunt of gross

i ncome or deductions reported to the IRS for any year is changed, either by the
t axpayer or federal authorities. The taxpayer has six nmonths fromthe fina
federal determ nation date to report the change to FTB. Clains for refund nust
be filed within two years fromthe date of the final federal determ nation
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Current state |aw all ows taxpayers to file a claimfor refund up to seven years
after the due date of the return in the case of bad debts, worthl ess securities
or erroneous inclusion of recoveri es.

Ef fecti ve Date

The provision applies to periods of disability before, on, or after the July
22, 1998, but does not apply to any claimfor refund or credit that (w thout
regard to the provision) is barred by the operation of any law (including the
statute of limtations) or rule of law (including res judicata) as of July
22,1998.

I npact on California Revenue

Revenue | osses from additi onal refunds i ssued would be on the order of $1
mllion annually based on federal projections.
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Secti on Section Title
3301 Elimnation of Interest Differential
Backgr ound

A taxpayer that underpays its taxes is required to pay interest on the

under paynent at a rate equal to the federal short-terminterest rate plus three
percentage points. A special "hot interest" rate equal to the federal short-
terminterest rate plus five percentage points applies in the case of certain

| ar ge corporate underpaynents.

A taxpayer that overpays its taxes receives interest on the overpaynent at a
rate equal to the federal short-terminterest rate plus two percentage points.
In the case of corporate overpaynents in excess of $10,000, this is reduced to
the federal short-terminterest rate plus one-half of a percentage point.

If a taxpayer has an underpaynent of tax from one year and an overpaynent of
tax froma different year that are outstanding at the sane tinme, the IRS wll
typically offset the overpaynent against the underpaynent and apply the
appropriate interest to the resulting net underpaynent or overpaynent. However,
if either the underpaynent or overpaynent has been satisfied, the IRS wll not
typically offset the two anpbunts, but rather will assess or credit interest on
the full underpaynent or overpaynent at the underpaynent or overpaynment rate.
This has the effect of assessing the underpaynent at the higher underpaynent
rate and crediting the overpaynent at the | ower overpaynent rate. This results
in the taxpayer being assessed a net interest charge, even if the anounts of

t he over paynent and under paynent are the sane.

The Secretary has the authority to credit the anobunt of any overpaynent agai nst
any liability under the Code. Congress has previously directed the IRS to

consi der procedures for "netting" overpaynents and underpaynents and, to the
extent a portion of tax due is satisfied by a credit of an overpaynent, not

i npose interest.

New Federal Law (Secs. 6601(f) & 6621(d))

The provision establishes a net interest rate of zero where interest is payable
and al | owabl e on equi val ent anpbunts of overpaynent and under paynent for a
period of any tax that is inposed by the I RC. Each overpaynment and under paynent
is considered only once in determning whet her equival ent anmounts of

over paynent and underpaynent exist. The special rules that increase the
interest rate paid on |arge corporate overpaynents and decrease the interest
rate received on corporate underpaynments in excess of $10,000 do not prevent
the application of the net zero rate. This provision applies to incone and

sel f - enpl oynent taxes.

It is anticipated that the Secretary will take into account interest paid on
previously determ ned deficiencies or refunds for the purpose of determ ning
the rate of interest under this provision without regard to whether the

under paynents or overpaynents are currently outstanding. It is also anticipated
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that where interest is both payable fromand all owable to an individual

t axpayer for the sane period, the Secretary will take all reasonable efforts to
offset the liabilities, rather than process them separately using the net
interest rate of zero. Wuere interest is payable and all owabl e on an equival ent
anmount of under paynent and overpaynent that is attributable to a taxpayer's
interest in a pass-through entity (e.g., a partnership), Congress intends that
the benefits of the provision apply.

Current California Law (R&TC Secs. 19101-19103, 19106, 19111, 19113-19115, &
19521)

The adjusted annual interest rate for overpaynents and underpaynents i s equa
to the federal underpaynent rate (applicable federal rate (AFR) plus three
per cent age points).

As under federal law, “hot interest” is charged on underpaynents in excess of
$100, 000 at AFR plus five percentage points.

Ef fecti ve Date

Interest for calendar quarters beginning after July 22, 1998. In addition, the
provision applies to interest for periods beginning before July 22, 1998 if:

(1) the statute of limtations has not expired with respect to either the

under paynent or overpaynent; (2) the taxpayer reasonably identifies and
establ i shes the periods of underpaynent and overpaynent for which the zero rate
applies; and (3) not |later than Decenber 31, 1999, the taxpayer asks the
Secretary to apply the zero rate.

I npact on California Revenue

This provision woul d establish a net interest rate of zero when interest is
payabl e and al | owabl e on equi val ent anpbunts of overpaynent and under paynent of
i ncome taxes.

Based on Iimted data and assunptions di scussed bel ow, any forgone interest as
a result of this proposal is estimted to be on the order of $1.5 mllion
annual | y.

It is projected that approximately 65% of PIT audit assessments woul d be
i npacted and 80% of B&C.

The average period of tine for overl appi ng overpaynent and under paynent
interest is estimated to be one nonth under PIT and two and one half nonths
under B&C.

Assunes that on average overpaynents represent approxi mately 50% of
under paynent s.

The average interest rate is estimated to be 9%

Adj ustments were nmade under B&CTL to allow for the differential in interest
for overpaynents and underpaynent interest regarding “hot interest.”
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Section Section Title
3302 I ncrease Overpaynent Interest Rate.

Backgr ound

A taxpayer that underpays its taxes is required to pay interest on the

under paynent at a rate equal to the AFR plus three percentage points. A

t axpayer that overpays its taxes receives interest on the overpaynment at a rate
equal to the AFR plus two percentage points.

New Federal Law (Sec. 6621(a))

The provision provides that the overpaynent interest rate will be AFR plus
t hree percentage points except that for corporations, the rate remains at AFR
pl us two percentage points.

Current California Law (R&TC Sec. 19521)

Under state |law, the overpaynent rate and the underpaynent rate are both equa
to the federal underpaynent rate (AFR plus three percentage points).

Ef fecti ve Date

Interest for the second and succeedi ng cal endar quarters begi nning after
July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3303 Penalty for Failure to Pay During Installment Agreenent.

Backgr ound

Taxpayers who fail to pay their taxes are subject to a penalty of one-half
percent per nonth on the unpaid anount, up to a maxi numof 25% If the
liability is shown on the return, the penalty begins to accrue on the date
prescribed for paynment of the tax (with regard to extensions). If the liability
shoul d have been shown on the return but was not, the penalty generally begins
to accrue after the date that is 21 days fromthe date of the IRS notice and
demand for paynent with respect to such liability. Taxpayers who nake
instal I mrent payments pursuant to an agreement with the IRS are al so subject to
this penalty.

New Federal Law (Sec. 6651(h))

The provision provides that the penalty for failure to pay taxes is one-half of
the usual rate (.25% instead of .5% for any nonth in which an install nent
paynment agreenment with the IRSis in effect, provided that the individual filed
the tax return in a tinmely manner (i ncluding extensions).

Current California Law (R&TC Sec. 19132)

The penalty for failure to pay tax is 5% of the total unpaid tax plus 0.5% per
month of the “remaining tax” for each additional nmonth or fraction thereof not
to exceed 40 nonths. The maxi mum penalty is limted to 25% of the unpaid tax.

State | aw does not specifically addressing the application of the failure to
pay penalty to installnment paynment arrangenents.

Ef fecti ve Date

This provision is effective for installnent agreenent paynents made after
Decenber 31, 1999.
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I npact on California Revenue

This provision woul d reduce the penalty for failure to pay taxes for any nonth
in which an installment agreenent is in effect. Conformto federal wth

nmodi fications. This provision would nmake the penalty for failure to pay equal
to 5% of the unpaid anmount plus 0.25% per nonth for any nonth in which an
instal |l ment paynment agreenent with FTB is in effect. The taxpayer nust tinely
file the return relating to the liability that is subject to the install nment
agr eenent .

Based on the di scussion below, the revenue loss for a reduction in the anpunt
of penalty assessed for installnment agreenents is as follows:

Esti mat ed Revenue | npact
Penalty for Failure to Pay
During Install ment Agreenent
(In MI1ions)
1999-0 2000-1 2001-2
No | npact ($3) ($6)

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis proposal

This estimate was prepared in the foll owi ng steps: Departnental data were

anal yzed that suggested that approximtely 75,000 individuals annually are
participating in installnment agreenents, with an estimated $12 mllion in
penal ti es assessed annually for the .5% penalty for each nonth tax is unpaid.
The average period of tine for paynment of an installnent agreenent is estinmated
to be two years for an overall penalty of 12% Therefore, reducing the nonthly
penalty from.5%to .25% per nonth results in a penalty reduction of 50% ($6
mllion annually). A conparative analysis was al so done based on federa
estimates for these provisions in HR 2676 which, when prorated to California,
produced simlar results.
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Section Section Title
3304 Penalty for Failure to Deposit Payroll Taxes.
Backgr ound

Deposits of payroll taxes are allocated to the earliest period for which such a
deposit is due. If a taxpayer m sses or makes an insufficient deposit, later
deposits will first be applied to satisfy the shortfall for the earlier period,
the remainder is then applied to satisfy the obligation for the current period.
Cascadi ng penalties may result as paynents that woul d ot herw se be sufficient
to satisfy current liabilities are applied to satisfy earlier shortfalls. The
Secretary may waive the failure to make deposit penalty for inadvertent
failures by first-tinme depositors of enploynent taxes.

New Federal Law (Sec. 6656(c) & (e))

The provision allows the taxpayer to designate the period to which each deposit
is applied. The designation nmust be made during the 90 days inmediately
following the sending of the related IRS penalty notice. The provision al so
extends the authorization to waive the failure to deposit penalty to the first
deposit a taxpayer is required to make after the taxpayer is required to change
the frequency of the taxpayer's deposits.

In addition, for deposits required to be made after Decenber 31, 2001, any
deposit is to be applied to the nost recent period to which the deposit
rel ates, unless the taxpayer explicitly designates otherw se.

Current California Law

Defer to the Enpl oynent Devel opnent Departnent (EDD).

Ef fecti ve Date

This provision is effective for deposits required to be nmade after
January 18, 1999.

I npact on California Revenue

Def er to EDD.
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Section Section Title
3305 Suspension of Interest if IRS Fails to Notify Taxpayer.
Backgr ound
In general, interest and penalties accrue during periods for which taxes are

unpaid without regard to whether the taxpayer is aware that there is tax due.

New Federal Law (Sec. 6404(g) & h))

The provision suspends the accrual of penalties and interest after one year if
the IRS has not sent the taxpayer a notice of deficiency wthin one year
following the date which is the later of (1) the original due date of the
return or (2) the date on which the individual taxpayer tinely filed the
return. The suspension only applies to taxpayers who file a tinely tax return.
Wth respect to taxable years begi nning before January 1, 2004, the 1-year
period is increased to 18 nonths. Interest and penalties are suspended if the
IRS fails to send a notice specifically stating the taxpayer's liability and
the basis for the liability within the specified period. Interest and penalties
resume 21 days after the IRS sends that notice to the taxpayer

The provision is applied separately with respect to each item or adjustnent.
The provision does not apply where a taxpayer has self-assessed the tax. For
exanple, if the IRS sends a math error notice to a taxpayer two nonths after
the return is filed and al so sends a notice of deficiency related to a
different itemtwo years later, the provision applies to the itemreflected on
the second notice (notw thstanding that the first notice was sent within the
applicable tinme period).

The provision applies only to individuals and does not apply to the failure to
pay penalty, in the case of fraud, or with respect to crimnal penalties.
Interest and penalties resunme 21 days after the IRS sends a notice and demand
for paynent to the taxpayer.

Current California Law (R&TC Sec. 19104)

In general, interest accrues on any unpaid anount fromthe due date of the tax
or, if paidin installnments, fromthe date prescribed for paynment of the first
installnment, until the date the tax is paid.

The FTB nmay abate the assessnent of all or part of the interest attributable to
any unreasonable error or delay by an FTB enployee in performng a mnisterial
or managerial act or any delay in paynent attributable to an FTB enpl oyee bei ng
dilatory in performng a mnisterial or managerial act.
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Ef fecti ve Date

This provision is applicable for taxable years ending after July 22, 1998.

I npact on California Revenue

Based on the discussion below, the anobunt of forgone interest and penalty
collections as a result of this proposal is estimated as fol |l ows:

Suspensi on Period for Interest & Penalties
(In MI1ions)

2001- 2 [ 2002- 3| 2003-4 | 2004-5 | 2005- 6 | 2006- 7

($5) ($10) | ($15) | ($20) | ($30) | ($35)

These estimates are based on the results of FTB' s current audit prograns. The
foll owi ng assunpti ons were applied:

The average period of tine to conplete FTB audits is estimated to be 2.5
years for desk audits, 3.5 years for field audits, and 2 years for
clerical audits fromthe due date of the return

On average the department issues notices, as a result of a final federa
determ nation, within three nonths fromthe date the taxpayer or the IRS
notifies the departnment of the final federal determ nation.

The average interest rate is estimated to be 9%

Assuned effective for taxable years ending after 1999 enactnent date.
Based on departnental data, 18.5% of IRS audits are for California
taxpayers. This yields a higher than normal (i.e. 6% federal proration
factor for RAR purposes and is consistent with information fromIRS that
nore audits are conducted for Wst Coast residents.
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Section Section Title
3306 Procedures for Inposing Penalties .
Backgr ound

Present | aw does not require the IRS to show how penalties are conputed on the
notice of penalty. In sonme cases, penalties may be inposed w thout supervisory
approval .

New Federal Law (Sec. 6751)

The provision requires that each notice inposing a penalty include the nanme of
the penalty, the code section inposing the penalty, and a conputation of the
penalty. The provision also requires the specific approval of |IRS managenent to
assess all non-conputer generated penalties unless excepted. This provision
does not apply to failure to file penalties, failure to pay penalties, or to
penalties for failure to pay estimted tax.

Current California Law (R&TC Sec. 19034)

Current law requires the notice of proposed deficiency to set forth the reasons
for the proposed deficiency assessnent and the conputation of the assessnent.
Under current practice, notices inposing a penalty include the nane of the
penalty and an insert, Form FTB 1140 (Interest and Penalty Explanation and
Rates). Form FTB 1140 i ncludes a description of various penalties, how interest
is assessed and the interest rate, collection costs, Taxpayer Bill of Rights
informati on and how to contact the Taxpayer’'s Advocate. For penalties not
descri bed on the enclosure, current practice is to include a standardi zed

par agraph that describes the penalty, including a brief explanation of how the
penalty is conputed in general terns. Sone standardi zed paragraphs include the
| RC or R&TC Section nunber.

Ef fecti ve Date

This provision is effective for notices issued, and penalties assessed after
Decenmber 31, 2000.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3307 Procedures for Section 6672 Penalty.
Backgr ound

Any person who is required to collect, truthfully account for, and pay over any
tax inposed by the IRC who willfully fails to do so is liable for a penalty
equal to the anmount of the tax. Before the IRS may assess any such "100%
penalty,” it must mail a witten prelimnary notice informng the person of the
proposed penalty to that person's |ast known address. The mailing of such
notice nust precede any notice and demand for payment of the penalty by at

| east 60 days. The statute of limtations on assessnments shall not expire
before the date 90 days after the date on which the notice was nmail ed. These
restrictions do not apply if the Secretary finds the collection of the penalty
is in jeopardy.

New Federal Law (Sec. 6672(h))

The provision permts in person delivery, as an alternative to delivery by
mail, of a prelimnary notice that the IRS intends to assess a 100% penalty.

Current California Law

Def er to EDD.

Ef fecti ve Date

The provision is effective as of July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3308 Notice of Interest Charges.

Backgr ound
Taxpayers generally nust pay interest on amounts due to the IRS

New Federal Law (Sec. 6631)

The provision requires every IRS notice that includes an anpbunt of interest
required to be paid by the taxpayer that is sent to an individual taxpayer to
include a detailed conputation of the interest charged and a citation to the
Code section under which such interest is inposed.

Current California Law (R&TC Sec. 19104)

In general, interest is assessed on any deficiency fromthe due date of the
return (wthout regard to extension) until paid. Under current practice, Form
FTB 1140 (Interest and Penalty Explanation and Rates) is included with notices.
Form FTB 1140 includes a description of eight penalties, howinterest is
assessed and the interest rate, collection costs, Taxpayer Bill of Rights
informati on and how to contact the Taxpayer’s Advocat e.

Ef fecti ve Date

This provision is effective for notices issued after Decenber 31, 2000.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3309 Abat ement of Interest on Underpaynents in Disaster Areas.
Backgr ound

In the case of a presidentially declared disaster, the Secretary of the
Treasury has the authority to postpone sone tax-rel ated deadli nes, but has no
authority to abate interest.

Under a provision of the Taxpayer Relief Act of 1997, if the Secretary of the
Treasury extends the filing date of an individual tax return for individuals
living in a Presidentially declared disaster during 1997, no interest is
charged as a result of the failure of the individual taxpayer to file an

i ndividual tax return, or to pay the taxes shown on such return, during the
ext ensi on.

New Federal Law (Sec. 6404(h)-(1))

The provision provides that taxpayers located in a Presidentially declared
di saster area do not have to pay interest on taxes due for the I ength of any
extension for filing their tax returns granted by the Secretary of the
Treasury.

Current California Law (R&TC Secs. 17207, 19132.5 and 24348)

Speci al disaster loss treatnment is provided to taxpayers who suffer losses in a
presidentially declared disaster area. In general, taxpayers may carry forward
the loss to each of the five taxable or income years follow ng the taxable or

i ncone year for which the loss is clained. Fifty percent of any remaining

di saster loss (after the five-year period) may be carried forward to each of
the next ten years.

For taxpayers in a disaster area, FTB delays billing notices, provides copies
of lost or damaged returns (free of charge) and expedites return processing.
Current |aw provides for the waiver of the |late paynment penalty for victins of
the Northridge Earthquake of 1994, any related aftershock, or any rel ated
casual ty.

California |law confornms with the provisions of the Taxpayer Relief Act of 1997
related to disaster |osses. Thus, FTB abates interest for individual taxpayers
| ocated in a Presidentially-declared disaster area for the period the FTB
extended the tine to file a return and pay the tax (and wai ve any penalty) for
di saster declared during 1997.
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Ef fecti ve Date

This provision is effective for disasters declared after Decenber 31, 1997,
with respect to taxable years beginning after Decenber 31, 1997.

| npact on California Revenue

Any forgone interest would depend on the extent to which interest would not
have ot herwi se been abated under current law To the extent FTB abates
additional interest as a result of this provision, there would be a reduction
in the anpbunt of interest assessed. However, due to the deductibility of

di saster losses, it is estimated that the mgjority of taxpayers located in

di saster areas woul d not have a bal ance due return. Therefore, any forgone

i nterest woul d be negligible.
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Secti on Section Title
3401 Due Process in I RS Coll ection Actions.
Backgr ound

Levy is the IRS s administrative authority to seize a taxpayer's property to
pay the taxpayer's tax liability. The IRSis entitled to seize a taxpayer's
property by levy if the federal tax lien has attached to such property. The
federal tax lien arises automatically where (1) a tax assessnent has been nade,
(2) the taxpayer has been given notice of the assessnent stating the amount and
demandi ng paynent, and (3) the taxpayer has failed to pay the ambunt assessed
within 10 days after the notice and demand.

The IRS may col |l ect taxes by |evy upon a taxpayer's property or rights to
property (including accrued salary and wages) if the taxpayer neglects or
refuses to pay the tax within 10 days after notice and demand that the tax be
paid. Notice of the IRS s intent to collect taxes by |evy nust be given no |ess
than 30 days (90 days in the case of a life insurance contract) before the day
of the levy. The notice of |evy nust describe the procedures that will be used,
the adm nistrative appeals available to the taxpayer and the procedures
relating to such appeals, the alternatives available to the taxpayer that could
prevent |evy, and the procedures for redenption of property and rel ease of
liens.

The effect of a levy on salary or wages payable to or received by a taxpayer is
conti nuous fromthe date the levy is first made until it is released. If the
IRS district director finds that the collection of any tax is in jeopardy,
collection by levy may be made without regard to either notice period. A
simlar rule applies in the case of term nation assessnents.

New Federal Law (Secs. 6320, 6330 and 7443)

The provision establishes formal procedures designed to ensure due process
where the I RS seeks to collect taxes by levy (including by seizure). The due
process procedures also apply after the federal tax lien attaches, but before
the notice of the federal tax |lien has been given to the taxpayer.

Li ens.

Taxpayers woul d have a right to a hearing after the Notice of Lien is filed.
The IRS woul d be required to notify the taxpayer that a Notice of Lien had been
filed wthin five days after filing. During the 30-day period beginning with
the mailing or delivery of such notification, the taxpayer nmay demand a heari ng
bef ore an appeal s officer who has had no prior involvenent with the taxpayer's
case. In general, any issue relevant to the appropriateness of the proposed

col | ecti on agai nst the taxpayer can be raised at this hearing. For exanple, the
t axpayer can request innocent spouse status, nmake an offer-in-conprom se,
request an installnment agreement or suggest which assets should be used to
satisfy the tax liability. However, the validity of the tax liability can be
chal l enged only if the taxpayer did not actually receive the statutory notice
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of deficiency or has not otherw se had an opportunity to dispute the liability.
This hearing right applies only after the first Notice of Lien with regard to
each tax liability is filed. To the extent practicable, a hearing under this
section shall be held in conjunction wth a hearing under section 6330 (Notice
of Hearing Before Levy)

Levi es.

The IRS woul d be required to provide the taxpayer with a Notice of Intent to
Levy, formally stating its intention to collect a tax liability by |evy agai nst
the taxpayer's property or rights to property. Congress intends that the
Secretary have the discretion to provide the Notice of Intent to Levy in
conbination wth the notice required by present |aw under section 6331(d).
Service by registered or certified nmail, return receipt requested would be
required. The Notice of Intent to Levy would not be required to item ze the
property the Secretary seeks to |l evy on

Subj ect to the exceptions noted below, no |evy could occur within the 30-day
period beginning with the mailing of the Notice of Intent to Levy. During that
30-day period, the taxpayer may demand a hearing before an appeals officer who
has had no prior involvenent with the taxpayer's case, other than in connection
with a hearing after the filing of a notice of tax lien. If a hearing is
requested within the 30-day period, no |levy could occur until a determ nation
by the appeals officer is rendered. In general, any issue that is relevant to

t he appropri ateness of the proposed collection against the taxpayer can be

rai sed at the pre-levy hearing. For exanple, the taxpayer can request innocent
spouse status, nmake an offer-in-conprom se, request an installnent agreenent or
suggest which assets should be used to satisfy the tax liability. However, the
validity of the tax liability can be challenged only if the taxpayer did not
actually receive the statutory notice of deficiency or has not otherw se had an
opportunity to dispute the liability.

If areturn receipt is not returned, the Secretary nmay proceed to | evy on the
taxpayer's property or rights to property 30 days after the Notice of Intent to
Levy was mmil ed. The Secretary nust provide a hearing equivalent to the pre-
levy hearing if later requested by the taxpayer. However, the Secretary is not
required to suspend the |l evy process pending the conpletion of a hearing that
is not requested within 30 days of the mailing of the Notice. If the taxpayer
did not receive the required notice and requests a hearing after collection
activity has begun, then collection shall be suspended and a hearing provided
to the taxpayer.

During the hearing, the IRSis required to verify that all statutory,

regul atory, and adm nistrative requirenents for the proposed collection action
have been net. IRS verifications are expected to include (but not be limted
to) showings that: (1) the revenue officer recomending the collection action
has verified the taxpayer's liability; (2) the estinmted expenses of |evy and
sale will not exceed the value of the property to be seized; (3) the revenue
of ficer has determned that there is sufficient equity in the property to be
seized to yield net proceeds fromsale to apply to the unpaid tax liabilities;
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and (4) with respect to the seizure of the assets of a going business, the
revenue officer recomrending the collection action has thoroughly considered
the facts of the case, including the availability of alternative collection
nmet hods, before recomendi ng the coll ection action.

The taxpayer (or affected third party) is allowed to raise any rel evant issue
at the hearing. Issues eligible to be raised include (but are not limted to):
(1) challenges to the underlying liability as to existence or anount; (2)
appropri ate spousal defenses; (3) challenges to the appropriateness of
collection actions; and (4) collection alternatives, which could include the
posting of a bond, substitution of other assets, an installnent agreenent or an
of fer-in-conprom se.

No further hearings are provided under this provision as a matter of right. It
is the responsibility of the taxpayer to raise all relevant issues at the time
of the pre-levy hearing. A taxpayer could apply for consideration of new

i nformati on, make an offer-in-conprom se, request an installnment agreement, or
rai se other considerations at any tinme before, during, or after the Notice of
Intent to Levy hearing. However, after the 30 day period had expired, the IRS
is not required to provide a hearing or delay any |levy or sale of |evied
property. Nothing in this provision is intended to limt any renedy that is

ot herwi se avail abl e under present | aw.

An exception to the general rule prohibiting | evies during the 30-day period
woul d apply in the case of state tax offset procedures, and in the case of
jeopardy or term nation assessmnents.

Congress anticipates that the IRS will conbine Notice of Intent to Levy and
Noti ce of Lien hearings whenever possible. If rmultiple hearings are held, it is
expected that, to the extent practicable, the same appellate officer will hear

the taxpayer with regard to both lien and levy issues. |If the taxpayer requests
a hearing follow ng receipt of a Notice of Lien or Notice of Intent to Levy
and, prior to the date of the hearing, receives the other notice, the schedul ed
hearing will serve for both purposes and the taxpayer is obligated to raise al
rel evant issues at such hearing.

Judi ci al review

Congress expects the appeals officer will prepare a witten determ nation
addressing the issues presented by the taxpayer and considered at the hearing.
The determ nation of the appeals officer nay be appealed to Tax Court or, where
appropriate, the Federal district court. Were the validity of the tax
liability was properly at issue in the hearing, and where the determ nation
with regard to the tax liability is a part of the appeal, no |l evy may take

pl ace during the pendency of the appeal. The anpbunt of the tax liability wll
in such cases be reviewed by the appropriate court on a de novo basis. \Were
the validity of the tax liability is not properly part of the appeal, the

t axpayer may chall enge the determ nation of the appeals officer for abuse of
di scretion. In such cases, the appeals officer's determnation as to the
appropri ateness of collection activity will be reviewed using an abuse of

48



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

di scretion standard of review Levies will not be suspended during the appea
if the Secretary shows good cause why the | evy should be allowed to proceed.

No seizure of a dwelling that is the principal residence of the taxpayer or the
t axpayer's spouse, forner spouse, or mnor child would be allowed w thout prior
judicial approval. Notice of the judicial hearing nust be provided to the
taxpayer and fam ly nenbers residing in the property. At the judicial hearing,
the Secretary would be required to denonstrate (1) that the requirenents of any
applicable law or adm nistrative procedure relevant to the | evy have been net,
(2) that the liability is owed, and (3) that no reasonable alternative for the
coll ection of the taxpayer's debt exists.

Current California Law (R&TC Sec. 21019)

Current law requires notice to be sent to taxpayers at |east 30 days prior to
the filing of a lien. The notice includes the statutory authority for filing or
recording the lien, the earliest date the lien may be filed or recorded, and
the renedi es available to prevent the filing or recording. The taxpayer may
provi de evidence that the filing or recording would be in error; however, no
formal hearing is provided in |law. Pursuant to the Civil Code, a notice of
state tax lien nust be nmailed to the tax debtor unless mail to that address was
previously returned undeliverable with no forwardi ng address.

During 1996, FTB filed through its automated system approxi mately 300,000 |iens
on tax debts in excess of $250. However, recently FTB has increased from $250
to $1000 the amount of tax debt that would be subjected to a lien filed through
its automated system This increased tax anount is expected to decrease the
filing of liens by approximtely 35%

Under current practice FTB typically provides at a m ninuma 15-day notice
before | evy, which includes the proposed actions that may be taken. Upon
recei pt of the notice, the taxpayer can provide evidence as to why a | evy
shoul d not be issued. However, no formal hearing is provided in |aw. After the
levy is received, the taxpayer is given notice by the person receiving the |evy
that the taxpayer has ten days to resolve collection issues with FTB before

wi thholding is remtted to FTB.

Whil e tax debtors have no formal process for appealing collection actions, they
may contact the FTB' s Taxpayer's Advocate if staff cannot resolve the
col l ection issue.

The above provisions do not apply to jeopardy assessnents.
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Ef fecti ve Date

The provision is effective for collection actions initiated after January 18,
1999.

| npact on California Revenue

Col l ection losses fromthis proposal would result in negligible revenue |osses,
| ess than $250, 000 annual | y based on federal projections.
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Section Section Title
3411 Confidentiality Privileges Relating to Taxpayer Conmuni cati on.
Backgr ound

A common | aw privilege of confidentiality exists for conmuni cati ons between an
attorney and client with respect to the | egal advice the attorney gives the
client. Conmunications protected by the attorney-client privil ege nust be based
on facts of which the attorney is inforned by the taxpayer, for the purpose of
securing the advice of the attorney. The privilege may not be clai ned where the
pur pose of the communication is the conm ssion of a crine or tort. The taxpayer
must either be a client of the attorney or be seeking to becone a client of the
attorney.

The privilege of confidentiality applies only where the attorney is advising
the client on legal matters. It does not apply in situations where the attorney
is acting in other capacities. Thus, a taxpayer may not claimthe benefits of
the attorney-client privilege sinply by hiring an attorney to perform sone
other function. For example, if an attorney is retained to prepare a tax
return, the attorney-client privilege will not automatically apply to

comuni cati ons and documents generated in the course of preparing the return
The privilege of confidentiality al so does not apply where the comuni cation is
made for further communication to third parties. For exanple, information that
is communi cated to an attorney for inclusion in a tax return is not privileged
because it is communicated for the purpose of disclosure. The privil ege of
confidentiality does not apply where an attorney is acting in another capacity,
or where an attorney who is licensed to practice another profession is
perform ng such other profession

The attorney-client privilege is considered waived if the conmmunication is
voluntarily disclosed to anyone other than the attorney, the client or the
agents of the client or the attorney. The attorney-client privilege is limted
to conmuni cati ons between taxpayers and attorneys. No equivalent privilege is
provi ded for communi cations between taxpayers and ot her professionals

aut hori zed to practice before the IRS, such as accountants or enrolled agents.

New Federal Law (Sec. 7525)

The provision extends the present |aw attorney-client privilege of
confidentiality to tax advice that is furnished to a client-taxpayer (or
potential client-taxpayer) by any individual who is authorized under federal
law to practice before the IRSif such practice is subject to regulation under
section 330 of Title 31, United States Code (USC). Individuals subject to
regul ati on under section 330 of Title 31, USC include attorneys, certified
public accountants, enrolled agents and enrolled actuaries. Tax advice neans
advice that is within the scope of authority for such individual's practice
with respect to matters under Title 26 (the IRC). The privil ege of
confidentiality nmay be asserted in any noncrimnal tax proceedi ng before the
IRS, as well as in noncrimnal tax proceedings in the federal courts where the
IRS is a party to the proceeding.
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The provision allows taxpayers to consult with other qualified tax advisors in
the same manner they currently may consult with tax advisors who are |icensed
to practice law. The provision does not nodify the attorney-client privilege of
confidentiality, other than to extend it to other authorized practitioners. The
privilege established by the Act applies only to the extent that comuni cati ons
woul d be privileged if they were between a taxpayer and an attorney.
Accordingly, the privilege does not apply to any conmunicati on between a
certified public accountant, enrolled agent, or enrolled actuary and such
individual's client (or prospective client) if the comunication would not have
been privil eged between an attorney and the attorney's client or prospective
client. For exanple, information disclosed to an attorney for the purpose of
preparing a tax return is not privileged under present |aw Such information
woul d not be privil eged under the provision whether it was disclosed to an
attorney, certified public accountant, enrolled agent or enrolled actuary.

The privilege granted by the provision may only be asserted in noncrimnal tax
proceedi ngs before the IRS and in the federal courts with regard to such
noncrimnal tax matters in proceedings where the IRSis a party. The privil ege
may not be asserted to prevent the disclosure of information to any regul atory
body other than the IRS. The ability of any other regul atory body, including
the Securities and Exchange Conm ssion (SEC), to gain or conpel information is
unchanged by the provision. No privilege may be asserted under this provision
by a taxpayer in dealings with such other regulatory bodies in an

adm ni strative or court proceeding.

The privilege of confidentiality created by this provision will not apply to
any witten conmunication between a federally authorized tax practitioner and
any director, sharehol der, officer, enployee, agent, or representative of a
corporation in connection with the pronotion of the direct or indirect
participation of such corporation in any tax shelter (as defined in section
6662(d) (2) (O (iii)).

A tax shelter for this purpose is any partnership, entity, plan, or arrangemnent
a significant purpose of which is the avoi dance or evasion of incone tax. Tax
shelters for which no privilege of confidentiality will apply include, but are
not limted to, those required to be registered as confidential corporate tax
shel ter arrangenents under section 6111(d). Congress does not understand the
pronotion of tax shelters to be part of the routine relationship between a tax
practitioner and a client. Accordingly, Congress does not anticipate that the
tax shelter limtation will adversely affect such routine rel ationshi ps.

The privilege created by this provision may be waived in the same manner as the
attorney-client privilege. For exanple, if a taxpayer or federally authorized
tax practitioner discloses to a third party the substance of a comuni cation
protected by the privilege, the privilege for that communication and any

rel ated communications is considered to be waived to the sane extent and in the
same manner as the privilege would be waived if the disclosure related to an
attorney-client conmunication
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The provision also clarifies that the privilege created by this provision my
be asserted in noncrimnal tax proceedings before the IRS and in the Federa
courts with regard to a noncrimnal tax proceeding where the United States is a

party.

This provision relates only to matters of privileged comuni cations. No
inference is intended as to whether aspects of federal tax practice covered by
the new privilege constitute the authorized or unauthorized practice of |aw
under various State | aws.

Current California Law (Evi dence Code Secti ons 950-962)

The Evi dence Code establishes the attorney client privilege. However, the
attorney client privilege does not extend to comunication with an individual
ot her than an attorney.

Ef fecti ve date

The provision is effective with regard to comuni cati ons nmade on or after
July 22, 1998.

I npact on California Revenue

Revenue | osses fromthis proposal would be negligible, if any.
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Secti on Section Title
3412 Fi nanci al Status Audits.
Backgr ound

The Secretary is authorized and required to nake the inquiries and

determ nati ons necessary to insure the assessnent of federal inconme taxes. For
this purpose, any reasonable nmethod may be used to determ ne the anpunt of
federal income tax owed. The courts have upheld the use of financial status and
econom c reality exam nation techniques to deternm ne the existence of
unreported i ncome in appropriate circunstances.

New Federal Law (Sec. 7602(d))

The provision prohibits the IRS fromusing financial status or economc reality
exam nation techniques to deternmi ne the existence of unreported inconme of any

t axpayer unless the I RS has a reasonable indication that there is a |ikelihood
of unreported incone.

Current California Law (R&TC Sec. 19504)

FTB has the power to require by demand that enpl oyers, persons or financi al
institutions provide information or nmake avail able for exam nation or copying
at a specified tinme or place, any books, papers, or other data which may be
rel evant.

Current audit procedures do not include financial status or economc reality
exam nati on techni ques unless there is a reasonabl e indication of unreported

i ncone. However, such techniques may be used in investigation cases where there
is a reasonabl e indication of unreported inconme. Current |aw prohibits

i nvestigations for non-tax purposes.

The filing enforcenment program estimates incone based upon third-party
informati on to eval uate whet her a taxpayer has an unsatisfied filing
requirenment. If the taxpayer does not respond, an assessnent is nmade based upon
informati on available. If, at any point, the taxpayer files a return, provides
information that he or she has no filing requirenent or provides proof that
they already filed, the filing enforcenent activity is stopped.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
3413 Software Trade Secrets Protection.
Backgr ound

The Secretary of the Treasury is authorized to exam ne any books, papers,
records, or other data that may be relevant or material to an inquiry into the
correctness of any federal tax return. The Secretary may issue and serve
sumonses necessary to obtain such data, including summonses on certain third-
party recordkeepers.

The Secretary is considered to have nade a prinma facie case for the enforcenent
of a sumons if the so-called "Powel| standards" are net. The Powel| standards
require: (1) that the exami nation to which the sumons relates is being
conducted pursuant to a legitimte purpose; (2) that the summons seek
information that may be relevant to such exami nation; (3) that the IRS not

al ready be in possession of the information; and (4) that the adm nistrative
steps required by the Code have been foll owed. However, a sunmons will not be
enforced if the burden it places on the summobnsed party is out of proportion to
t he end sought.

Where the sumons is issued against a third-party, particularly one that is a
stranger to the taxpayer's affairs, the IRS has been required to show that the
ci rcunstances of the investigation indicate a realistic expectation, and not
merely an idle hope, that sonmething relevant to the investigation may be

di scovered in order to have the sumons enforced. (See Powell v. U S, 379 U S
48 (1964). Harrington v. U S., 388 F. 2d 520 (2nd G r, 1968).

There are no specific statutory restrictions on the ability of the Secretary to
demand t he production of conputer records, prograns, source code or simlar
materials, whether held by the taxpayer or by a third party.

New Federal Law (Secs. 7213(d)&(e), 7603(b) & 7612)

The provision prohibits the Secretary fromissuing (or beginning an action to
enforce) a sumons in a civil action for any portion of any third-party tax-
rel ated conputer source code.

Under the Act, no summons may be issued for tax-related computer software
source code unless (1) the Secretary is unable otherwi se to ascertain the
correctness of any itemon a return fromthe taxpayer's books and records or
the conmputer software program and associated data, (2) the Secretary identifies
wi th reasonabl e specificity the portion of the conputer source code needed to
verify the correctness of the item and (3) the Secretary determ nes that the
need for the source code outwei ghs the risk of unauthorized disclosure of trade
secrets. The Secretary is considered to have satisfied the first two of these
requirenments if the Secretary nmakes a formal request for such materials to both
the taxpayer and the owner of the software that is not satisfied within 180
days.
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This limtation on the sutmmons of tax-related conmputer software source code
does not apply if the sunmmons is issued in connection with an inquiry into any
of fense connected with the adm nistration or enforcenent of the interna
revenue |aws. The limtation al so does not apply to a sumons of conputer

sof tware source code that was acquired or devel oped by the taxpayer or a

rel ated person primarily for internal use by the taxpayer or such person rather
than for comrercial distribution. A finding that conputer software source code
was devel oped for internal use, and thus not eligible for the [imtation in
sumons authority in this provision, is not intended to be dispositive of

whet her such software was intended for internal use for any other purpose of
Title 26 of the United States Code

Comuni cati ons between the owner of the tax-related conputer software source
code and the taxpayer are not protected from sumons by this provision.

Communi cati ons between the owner of the tax-related source code and persons not
related to the taxpayer that are related to the functioning and operation of
the software may be treated as a part of the conputer software source code.

The provision does not change or elimnate any other requirenent of the Code. A
sumons for third-party tax-rel ated conputer source code that neets the
standards established by the provision will not be enforced if it would not be
enforced under present |aw. For exanple, if the Secretary's purpose in issuing
the sumons is shown to be inproper, the summons woul d not be enforced, even if
the Secretary otherwi se net the standards for the summons of conputer source
code established by the provision. The limtations on the summons of tax-

rel ated conputer software source code apply only with respect to conputer
software that is used for accounting tax return preparation, tax conpliance or
tax planning purposes. No inference is intended with respect to conputer
software used for all other purposes. In such cases, current law w |l continue
to apply, subject to the protections against the disclosure and i nproper use of
trade secrets and other confidential information added by this provision.

Sof tware or source code that is required to be provided under present |aw nust
be provided without regard to this provision. For exanple, conputer software or
source code that is required to be provided in connection with the registration
of a confidential corporate tax shelter arrangenents under section 6111 woul d
continue to be required to be provided wi thout regard to this provision. Thus,
the registration requirenent of section 6111 cannot be avoi ded where the tax
benefits of the shelter are discernible only fromthe operation of a conputer
program

In addition to authorizing any court enforcing a subpoena to issue any order
necessary to prevent the disclosure of confidential information, the Act

est abli shes a nunber of specific protections against the disclosure and

i nproper use of trade secrets and confidential information incident to the

exam nation by the Secretary of any conputer software program or source code
that cones into the possession or control of the Secretary in the course of any
exam nation with respect to any taxpayer.
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These protections include the following: (1) Such software or source code may
be exami ned only in connection with the exam nation of the taxpayer's return
with regard to which it was received. (2) Such software or source code nust be
mai ntained in a secure area. (3) Such source code may not be renoved fromthe
owner's place of business wi thout the owner's consent unless such renoval is
pursuant to a court order. (4) Such software or source code may not be
deconpi | ed or disassenbled. (5) Such software or source code nmay only be copied
as necessary to performthe specific exam nation. The owner of the software
must be informed of any copies that are nmade, such copies nmust be nunbered, and
at the conclusion of the exam nation and any related court proceedi ngs, all
such copi es must be accounted for and returned to the owner, pernmanently

del eted, or destroyed. The Secretary nust provide the owner of such software or

source code with the nanmes of any individuals who will have access to such
software or source code. (6) If an individual who is not an officer or enployee
of the U S. Governnent will exam ne the software or source code, such

i ndi vidual must enter into a witten agreenent with the Secretary that such

i ndividual will not disclose such software or source code to any person ot her

t han aut hori zed enpl oyees or agents of the Secretary at any tine, and that such
i ndividual will not participate in the devel opnent of software that is intended

for a simlar purpose as the sumopned software for a period of two years.

Crimnal penalties are provided where any person willfully divul ges or nakes
known software that was obtai ned (regardl ess of whether by sunmons) for the
pur pose of exam ning a taxpayer's return in violation of this provision.

The provision specifically provides that conputer software or source code that
is obtained by the IRS in the course of the exam nation of a taxpayer's return
will be treated as return information for the purposes of section 6103.

Current California Law (R&TC Sec. 19054)

Under current state law, FTB is authorized to exam ne books, papers, records or
other data that nmay be relevant to an inquiry into the correctness of a state
tax return. In addition, the FTB may issue subpoenas on certain third party
recordkeepers. Current |aw does not, however, contain any specific guidelines
for conmputer source codes.

Ef fecti ve Date

This provision is effective for sumons issued and software acquired after July
22, 1998. In addition, 90 days after the date of enactnent, the protections
agai nst the disclosure and i nproper use of trade secrets and confidenti al

i nformati on added by the provision (except for the requirenment that the
Secretary provide a witten agreenent fromnon-U S. governnent officers and
enpl oyees) apply to software and source code acquired on or before July 22,
1998.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3414 Threat of Audit To Coerce Tip Reporting Alternative Commtnent.
Backgr ound

Restaurants may enter into Tip Reporting Alternative Conm tnent (TRAC
agreenents. A restaurant entering into a TRAC agreenent is obligated to educate
its enployees on their tip reporting obligations, to institute formal tip
reporting procedures, to fulfill all filing and record keeping requiremnents,
and to pay and deposit taxes. In return, the IRS agrees to base the
restaurant's liability for enpl oynent taxes solely on reported tips and any
unreported tips discovered during an IRS audit of an enpl oyee.

New Federal Law

The provision requires the IRS to instruct its enployees that they may not
threaten to audit any taxpayer in an attenpt to coerce the taxpayer to enter
into a TRAC agreenent.

Current California Law

Defer to EDD as EDD is responsible for tip reporting.

Ef fecti ve Date

This provision is effective July 22, 1998.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3415 Taxpayers Allowed Motion to Quash Al Third-Party Summonses.
Backgr ound

When the IRS issues a sunmons to a "third-party recordkeeper” relating to the
busi ness transactions or affairs of a taxpayer, notice of the sumobns nust be
given to the taxpayer within three days by certified or registered mail. The
taxpayer is thereafter given up to 23 days to begin a court proceeding to quash
the sumons. If the taxpayer does so, third-party recordkeepers are prohibited
fromconplying with the sunmons until the court rules on the taxpayer's
petition or notion to quash, but the statute of |limtations for assessment and
collection with respect to the taxpayer is stayed during the pendency of such a
proceedi ng. Third-party recordkeepers are generally persons who hold financial

i nformati on about the taxpayer, such as banks, brokers, attorneys, and

account ants.

New Federal Law (Sec. 7609)

The provision generally expands the current "third-party recordkeeper™
procedures to apply to sunmonses issued to persons other than the taxpayer.
Thus, the taxpayer whose liability is being investigated receives notice of the
sumons and is entitled to bring an action in the appropriate U S. District
Court to quash the summons. As under the current third-party recordkeeper
provision, the statute of limtations on assessnment and collection is stayed
during the litigation, and certain kinds of summobnses specified under present

| aw are not subject to these requirenents.

The provision clarifies that nothing in section 7609 of the Code (relating to
speci al procedures for third-party sunmonses) shall be construed to limt the
ability of the IRS to obtain information (other than by sumons) through formnal
or informal procedures authorized by the Code.

Current California Law (R&TC Sec. 19064)

FTB i ssues subpoenas, including subpoena deces tecum instead of sumronses. For
FTB i ssue subpoenas, the Code of Civil Procedure is followed, which allows
t axpayers to quash any third-party subpoenas.

California previously conforned to federal |aw (Taxpayer Bill of Rights 2) that

suspended the statute of limtations (SO.) pending the resolution of the
enf orcenent of the subpoena.
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Ef fecti ve Date

This provision is effective for sumonses served after July 22, 1998.

I npact on California Revenue

Based on the negligible revenue | osses projected for the federal provision
relating to notion to quash, revenue |losses fromconformng to the federa
provi sion woul d be negli gi bl e.
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Section Section Title
3416 Servi ces of Summonses to Third-Party Recordkeepers Permtted by Mil

Backgr ound

A sunmmons nust be served “by an attested copy delivered in hand to the person

to whomit is directed or left at his last and usual place of abode.” If a
third-party recordkeeper summons is served, the IRS may give the taxpayer
notice of the summns via certified or registered mail. The Federal Rul es of

Civil Procedure permts service of process by mail even in summons enforcenent
pr oceedi ngs.

New Federal Law (Sec. 7603(b))

The provision allows the IRS the option of serving any summons either in person
or by certified or registered mail

Current California Law (Code of Civil Procedure Sec. 415. 30)

The Code of Civil Procedure is followed for service of a subpoena, including a
subpoena duces tecum Service may be acconplished in state by mail with the use
of an acknow edgenent and out-of-state mail with return recei pt requested.

Ef fecti ve Date

This provision is effective for summonses served after July 22, 1998

| npact on California Revenue

Not applicabl e.

61



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Secti on Section Title
3417 Notice of I RS Contact of Third Parties.
Backgr ound

Third-parties may be contacted by the IRS in connection with the exam nation of
a taxpayer or the collection of the tax liability of the taxpayer. The IRS has
the right to summon third-party recordkeepers. In general, the taxpayer nust be
notified of the service of sunmons on a third party within three days of the
date of service. The IRS also has the right to seize property of the taxpayer
that is held in the hands of third parties. Except in jeopardy situations, the
I nternal Revenue Manual provides that IRS will personally contact the taxpayer
and i nformthe taxpayer that seizure of the asset is planned.

New Federal Law (Sec. 7602(c)— (e))

The provision provides that the RS may not contact any person other than the
taxpayer with respect to the determnation or collection of the tax liability
of the taxpayer wi thout providing reasonable notice in advance to the taxpayer
that the RS may contact persons other than the taxpayer. It is intended that
in general this notice will be provided as part of an existing IRS notice
provi ded to taxpayers.

In addition, the Act also requires the IRS to provide periodically to the

t axpayer a record of persons previously contacted during that period by the IRS
with respect to the determ nation or collection of that taxpayer's tax
liability. This record shall also be provided upon request of the taxpayer. The
provi sion does not apply to crimnal tax matters, if the collection of the tax
liability is in jeopardy, if the Secretary determ nes for good cause shown that
di scl osure may involve reprisal against any person, or if the taxpayer

aut hori zed the contact.

Current California Law

Under current practice, during an audit, FTB issues notice to taxpayers prior
to contacting third parties, unless notice would result in confidentiality

i ssues or during crimnal investigations. In FTB s filing enforcenent process
(where a tax return has not been filed for that year, and FTB deterni nes

whet her there is a requirenment for a person to file a tax return for a
particul ar year and what tax amount FTB woul d propose to be assessed for that
year), FTB typically uses information provided via information returns or other
i nformati on sources. However, when FTB is determ ning whether to open an audit
or on occasion during the filing enforcenment process, FTB contacts third
parties to obtain or clarify information, in which case notice prior to the
contact currently is not given to the tax debtor. In addition, in making a
determ nati on whether an individual is a resident subject to California tax and
as to what tax anount FTB woul d propose to be assessed (residency audits), FTB
may contact governnmental agencies and businesses in and out of state w thout

gi ving the taxpayer prior notice. Also, in the process of collecting tax debts,
FTB does not notify tax debtors that third parties nmay be contact ed.
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Once a tax anmpbunt is final, whether assessed by FTB or self-assessed, and
unpai d, a statement of tax due (STD) is mailed as a first notice. If the debt

continues to remain unpaid, FTB generally will mail a notice that unless
paynment is made collection action nmay be taken (involuntary collection billing
cycle) and provides a general statenent as to the type of collection actions
that FTB may take. Notice will not be mailed, if prior notice miled to the

address of record is returned undeliverable with no forwardi ng address. Wen a
debt posts to an account on which there is an existing debt that has entered

the involuntary collection billing cycle, an STDis the only notice mailed on
the new debt. The debts are then consolidated and the involuntary coll ection
billing cycle continues, which may include levies. In no event, does FTB

di sclose the identity of third parties to taxpayers or send taxpayers a record
of persons contact ed.

Ef fecti ve Date

This provision is effective for contacts nade after 180 days after
July 22, 1998.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3421 Approval Process for Liens, Levies and Sei zures.
Backgr ound

Supervi sory approval of liens, levies or seizures is only required under
certain circunstances. For exanple, a levy on a taxpayer's principal residence
is only permtted upon the witten approval of the District D rector or
Assistant District D rector

New Federal Law

The provision requires the RS to inplenent an approval process under which any
lien, levy or seizure would, where appropriate, be approved by a supervisor,
who woul d review the taxpayer's information, verify that a balance is due, and
affirmthat a lien, levy or seizure is appropriate under the circunstances.

G rcunstances to be considered include the ambunt due and the value of the
asset. Failure to foll ow such procedures could result in disciplinary action
agai nst the supervisor and/or revenue officer.

Congress intends that the Conmm ssioner have discretion in promul gating the
procedures required by this provision to determ ne the circunstances under

whi ch supervisory review of liens or levies issued by the automated coll ection
systemis or is not appropriate.

Current California Law (R&TC Sec. 19262, 19263 and 19264)

FTB currently uses an automated coll ection account processing systemto
generate collection actions. The actions may be generated manually if the
account has been assigned for manual resolution or directly through the system
wi t hout direct manual -intervention if asset information is readily avail able on
the system Through FTB' s automated collection program liens and |evies are

i ssued automatically based on certain criteria and wi thout specific case-by-
case approval. Once assigned for manual collection, liens and | evies are issued
and/ or seizures are nmade on a case-by-case basis with prior supervisory
approval , as appropriate, and as provided in procedures.

Ef fecti ve Date

This provision is effective for collection actions comenced after July 22,
1998, except for any action under the automated coll ection system the
provi sion applies to actions initiated after Decenber 31, 2000.

I npact on California Revenue

Based on the negligible revenue | osses projected for the federal provision
relating to the approval process for liens, |evies and seizures, revenue | osses
fromconformng to the federal provision would be negligible.
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Secti on Section Title
3431 Levy Exenption Anmounts.
Backgr ound

The IRS may | evy on all non-exenpt property of the taxpayer. Property exenpt
fromlevy includes up to $2,500 in value of fuel, provisions, furniture, and
personal effects in the taxpayer's household and up to $1,250 in value of books
and tool s necessary for the trade, business or profession of the taxpayer.

New Federal Law (Sec. 6334(a)&(g))

The provision increases the value of personal effects exenpt fromlevy to
$6, 250 and the val ue of books and tools exenpt fromlevy to $3,125. These
amounts are indexed for inflation.

Current California Law (R&TC Sec. 21017)

California |l aw provides that personal effects are 100% exenpt fromlevy if
ordinarily and reasonably necessary to the famly, as determ ned by the court.
In addition, $5,000 of the value of books and tools of trade/business are
exenpt. The value is increased to $10,000 if both spouses are in a trade or

busi ness. Al exenption anounts are indexed for inflation whenever the change
in the California Consuner Price Index is nore than 5% hi gher than any previous
adj ust ment .

Ef fecti ve Date

This provision is effective for levies issued after July 22, 1998.

| npact on California Revenue

Not applicabl e.
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Secti on Section Title
3432 Rel ease of Levy on Uncoll ecti bl e Anpunts.
Backgr ound

Sone taxpayers have contended that the I RS does not release a wage |evy

i medi ately upon recei pt of proof that the taxpayer is unable to pay the tax.
Instead, they claim the IRS | evies on one period s wage paynent before

rel easing the |evy.

New Federal Law (Sec. 6343(e))

The provision requires the IRS to rel ease, as soon as practicable, a wage |evy
upon the I RS recei pt of proof or agreenment with the taxpayer that the tax is
not collectible.

Current California Law (R&TC Sections 21016)

Under California law, FTB is required to release any levy in the event of
ci rcunst ances deened appropriate by the FTB including, but not Iimted to, the
fol |l ow ng:

Levy was not issued in accordance with adm nistrative procedures;

The taxpayer has entered into an installnment agreenment to satisfy the tax
liability for which the | evy was nade;

The sal e proceeds would not result in a reasonabl e reduction of the debt;
and

The levy threatens the health or welfare of the taxpayer.

Thi s provision does not apply to the seizure of property as a result of a
j eopardy assessnent.

Ef fecti ve Date

This provision is effective for |levies inposed after Decenber 31, 1999.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
3433 Levy Prohibited during Pending Refund Proceedi ngs.
Backgr ound

The IRS is prohibited fromnmaking a tax assessnent (and thus prohibited from
collecting paynent) with respect to a tax liability while it is being contested
in Tax Court. However, the IRSis permtted to assess and col |l ect tax
liabilities during the pendency of a refund suit relating to such tax
liabilities, under the circunstances descri bed bel ow.

CGenerally, full paynment of the tax at issue is a prerequisite to a refund suit.
However, if the tax is divisible (such as enpl oynent taxes or the trust fund
penal ty under Code section 6672), the taxpayer need only pay the tax for the
appl i cable period before filing a refund claim

New Federal Law (Sec. 6331(i)-(j))

The provision requires the IRSto withhold collection of liabilities that are
the subject of a refund suit during the pendency of the litigation. This wll
only apply when refund suits can be brought w thout the full paynent of the
tax, i.e., in the case of divisible taxes. Collection by |levy would be w thheld
unl ess jeopardy exists or the taxpayer waives the suspension of collection in
writing (because collection will stop the running of interest and penalties on
the tax liability). The Secretary could not commence a civil action to collect
aliability except in a proceeding related to the initial refund proceedi ng.
The statute of limtations on collection is stayed for the period during which
the IRS is prohibited fromcollecting by |evy or otherw se.

Proceedings related to a proceedi ng under this provision include, but are not
limted to, civil actions or third-party conplaints initiated by the United
States or another person with respect to the sane kind of tax (or related taxes
or penalties) for the sane (or overl apping) tax periods. For exanple, if a

t axpayer brings a suit for refund of a portion of a penalty that the taxpayer
has paid under section 6672, the United States could, consistent with this
provi sion, counterclaimagainst the taxpayer for the bal ance of the penalty or
initiate related clains agai nst ot her persons assessed penalties under section
6672 for the sanme enpl oynent taxes.

Current California Law

Defer to EDD as the provision relates to enployer payroll taxes for which EDD
i s responsible.
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Ef fecti ve Date

This provision is effective for unpaid tax attributable to taxable periods
begi nning after Decenber 31, 1998.

| npact on California Revenue

Def er to EDD.
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Secti on Section Title
3434 Approval of Jeopardy/ Term nation Assessnments and Levi es.
Backgr ound

In general, a 30-day waiting period is inposed after assessnent of all types of
taxes. In certain circunstances, the waiting period puts the collection of
taxes at risk. The Code provi des special procedures that allow the IRS to make
j eopardy assessments or term nation assessnents in certain extraordinary

ci rcunstances, such as if the taxpayer is leaving or removing property fromthe
United States, or if assessnment or collection would be jeopardized by delay. In
jeopardy or termnation situations, a |levy may be nmade wi thout the 30-days
notice of intent to levy that is ordinarily required.

New Federal Law (Sec. 7429(a))

The provision requires | RS Counsel review and approval before the IRS can nmake
a jeopardy assessnent, a termnation assessnent, or a jeopardy levy. If
Counsel 's approval is not obtained, the taxpayer is entitled to obtain

abat enment of the assessnment or release of the levy, and, if the IRS fails to
of fer such relief, to appeal first to | RS Appeal s under the new due process
procedure for IRS collections and then to court. Under prior |law, there was no
statutory requirenment of I RS Counsel Review and approval

Current California Law (R&TC Sec. 19081 and 19082)

California |law provides that FTB nay i ssue jeopardy or term nation assessnents,
if the FTB determ nes the collection of tax will be jeopardized by del ay.
Jeopardy or term nation assessnents allow for inmediate | evies approved by
field office managers or section managers.

Ef fecti ve Date

This provision is effective for taxes assessed and | evies nmade after July 22,
1998.

I npact on California Revenue

Revenue | osses fromthis provision wuld be negligible, based on the negligible
revenue i npact projected for the federal |aw change.
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Secti on Section Title
3435 Increase in Property Anmount on which Lien is not Valid.
Backgr ound

A federal tax lien attaches to all property and rights in property of the
taxpayer, if the taxpayer fails to pay the assessed tax liability after notice
and denmand. However, the federal tax lienis not valid as to certain
"superpriority" interests.

Two of these interests are limted by a specific dollar anmount. Purchasers of
personal property at a casual sale are presently protected against a federa
tax lien attached to such property to the extent the sale is for less than
$250. In addition, present |aw provides protection to mechanic's lienors with
respect to the repairs or inprovenents nmade to owner-occupi ed persona
residences, but only to the extent that the contract for repair or inprovenent
is for not nore than $1, 000.

In addition, a superpriority is granted to banks and buil ding and | oan
associ ati ons whi ch make passbook | oans to their custoners, provided that those
institutions retain the passbooks in their possession until the loan is
completely paid off.

New Federal Law (Sec. 6323(b)&(1))

The provision increases the dollar Iimt for purchasers at a casual sale from
$250 to $1, 000, and further increases the dollar limt from $1,000 to $5, 000
for mechanics lienors providing hone inprovenent work for owner-occupied
personal residences. The provision i ndexes these anbunts for inflation. The
provision also clarifies the superpriority rules to reflect present banking
practices, where a passbook-type | oan may be nmade even though an actua
passbook is not used.

Current California Law (Governnent Code Sec. 7170)

California |law provides for state tax lien priority based on time of recording
and/or the type of debt, without regard to dollar anount.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

Not applicabl e.

70



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Secti on Section Title
3436 Wai ver of Early Wthdrawal Penalties for IRS Levies on Retirenent.

Backgr ound

Under present law, a distribution of benefits froma enpl oyer-sponsored
retirenment plan or an Individual Retirenment Arrangement (IRA) generally is
includable in gross inconme in the year it is paid or distributed, except to the
extent the anpunt distributed represents the enployee's after-tax contributions
or investnment in the contract (i.e., basis). Special rules apply to | unp-sum
distributions fromqualified retirenent plans, distributions rolled over to an
| RA or enpl oyer-sponsored retirenment plan, and distributions of enployer
securities.

Distributions fromqualified plans and IRAs prior to attai nnent of age 59%t hat
are includable in incone generally are subject to a 10%early w thdrawal tax,
unl ess an exception to the tax applies. Includable anmbunts withdrawn prior to
attai nment of age 59% are subject to the additional 10%early w thdrawal tax,
unl ess the withdrawal is due to death or disability, is made in the form of
certain periodic paynents, is used to pay nedi cal expenses in excess of 7.5% of
adj usted gross incone (Ad), or is used to purchase health insurance of an
unenpl oyed i ndi vidual. Certain additional exceptions to the tax apply
separately to withdrawals from I RAs and qualified plans. Distributions from

| RAs for education expenses and for up to $10,000 of first-time honebuyer
expenses, or to unenployed individuals to purchase health insurance are not
subject to the 10%early withdrawal tax. A distribution froma qualified plan
made by an enpl oyee after separation fromservice after attai nment of age 55 is
not subject to the 10%early wthdrawal tax.

Under present law, the IRS is authorized to | evy on all non-exenpt property of
the taxpayer. Benefits under enpl oyer-sponsored retirenment plans (including
403(b) and 457 plans) and | RAs are not exenpt fromlevy by the IRS

Di stributions from enpl oyer-sponsored retirenent plans or | RAs made on account
of an IRS | evy would be includable in the gross inconme of the individual,
except to the extent the anmount distributed represents after-tax contributions.
In addition, the anmount includable in inconme would be subject to the 10% early
wi t hdrawal tax, unless an exception described above applies.

New Federal Law (Sec. 72(t))

The provision provides an exception fromthe 10%early wi thdrawal tax for
anounts w t hdrawn from an enpl oyer-sponsored retirement plan or an IRA that are
subject to a levy by the IRS. The exception applies only if the plan or IRAis
levied; it does not apply, for exanple, if the taxpayer wi thdraws funds to pay
taxes in the absence of a levy, in order to release a levy on other interests.
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Current California Law (R&TC Sec. 17085. 8)

California is generally conformed with nodifications to the prior federal |aw
regarding early withdrawal penalties. California | aw i nposes a penalty of 2.5%
rather than 10% even if the amounts wi thdrawn were subject to | evy by FTB.

Ef fecti ve Date

The provision is effective for distributions nade after Decenmber 31, 1999.

| npact on California Revenue

Revenue | osses fromthe exception to the 2.5%early w thdrawal penalty woul d
result in negligible revenue | osses, |ess than $250,000 annual |y, based on
federal projections.
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Section Section Title
3441 Sal es of Seized Property/ M ni nrum Bi d
Backgr ound

Federal law requires that a mninmumbid price be established for seized
property offered for sale. To conserve the taxpayer's equity, the mnimum bid
price should normally be conputed at 80% or nore of the forced sal e val ue of
the property | ess encunbrances having priority over the federal tax lien. If

t he group manager concurs, the mnimm sales price may be set at |ess than 80%
The taxpayer is to receive notice of the mninumbid price within 10 days of
the sale. The taxpayer has the opportunity to challenge the mininumbid price,
whi ch cannot be nore than the tax liability plus the expenses of sale. Present
| aw does not contenplate a sale of the seized property at |less than the m ni num
bid price. Rather, if no person offers the mnimumbid price, the IRS may buy
the property at the mninumbid price or the property may be released to the
owner. Code section 7433 provides civil damages for certain unauthorized

col l ection action.

New Federal Law (Sec. 6335(e)&WwW))

The provision prohibits the IRS fromselling seized property for |ess than the
m ni mum bid price. The provision provides that the sale of property for |ess
than the m ninmumbid price would constitute an unauthorized coll ection action,
whi ch would pernmit an affected person to sue for civil damages.

Current California Law

The levying officer (e.g., sheriff, California H ghway Patrol (CHP))
establishes a mninmnumbid, in accordance with the Code of Cvil Procedure. The
m ni mum bid takes into consideration the value of the asset, the anount exenpt
fromlevy and any security interests. However, under FTB policy, a reserved
price is computed, which is higher than the mininumbid (giving nore protection
to the taxpayer and value of the property). This price takes into consideration
the above itens and al so the anpbunt of tax debt. If the reserved price is not
bid, the sale is cancelled and reschedul ed. The property is released only if a
new sale will not bring the reserved price.

Ef fecti ve Date

This provision is effective for sales occurring after July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3442 Sal es of Seized Property/Accounti ng.

Backgr ound

The IRS is authorized to seize and sell a taxpayer's property to satisfy an
unpaid tax liability. The IRSis required to give witten notice to the

t axpayer before seizure of the property. The I RS nust also give witten notice
to the taxpayer at |east 10 days before the sale of the seized property.

The IRS is required to keep records of all sales of real property. The records
must set forth all proceeds and expenses of the sale. The IRSis required to
apply the proceeds first against the expenses of the sale, then against a
specific tax liability on the seized property, if any, and finally against any
unpaid tax liability of the taxpayer. Any surplus proceeds are credited to the
t axpayer or persons legally entitled to the proceeds.

New Federal Law (Sec. 6343(e))

The provision requires the IRSto provide a witten accounting of all sales of
sei zed property, whether real or personal, to the taxpayer. The accounting nust
include a receipt for the anbunt credited to the taxpayer's account.

Current California Law (California Code of Cvil Procedure Sec. 701.510)

California |law provides that the levying officer (sheriff or CHP) is
responsi ble for the sale, collection and accounting of all property sold.

Ef fecti ve Date

This provision is effective for seizures occurring after July 22, 1998.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3443 Uni f orm Asset Di sposal Mechani sm
Backgr ound

The IRS nmust sell property seized by |levy either by public auction or by public
sal e under seal ed bids. These are often conducted by the revenue officer
charged with collecting the tax liability.

New Federal Law (Sec. 6331(i)-(j))

The provision requires the IRS to inplement a uniform asset disposal nmechani sm
for sales of seized property. The di sposal nechani sm shoul d be designed to
renove any participation in the sale of seized assets by revenue officers. The
provi sion authorizes the consideration of outsourcing of the disposal
mechani sm

Current California Law (R&TC Secs. 19262 and 19263)

California |law authorizes FTB or its duly authorized agent to seize and sel
property to collect any delinquent amounts. Current FTB policy requires seizure
and sale of all personal and real property to be done by levying officers
(sheriff or CHP). Under California law, the |levying officer nmay not be a
purchaser or have an interest in any purchase at a sale.

Ef fecti ve Date

This provision requires a uniform asset disposal systemto be inplenmented by
July 22, 2000.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3444 I RS Procedures for Seizure of Property.
Backgr ound

The I nternal Revenue Manual provides general guidelines for seizure actions.
Prior to the levy action, the revenue officer nust determne that there is
sufficient equity in the property to be seized to yield net proceeds fromthe
sale to apply to unpaid tax liabilities. If it is determ ned after seizure that
the taxpayer's equity is insufficient to yield net proceeds fromsale to apply
to the unpaid tax, the revenue officer will inmediately rel ease the seized

property.

New Federal Law (Sec. 7429(a))

The provision codifies the RS adm nistrative procedures which require the IRS
to investigate the status of property prior to |evy.

The provision clarifies that the investigation requirenment only applies to
property to be sold pursuant to section 6335.

Current California Law

Current FTB administrative procedures are simlar in concept to I RS procedures.
To levy on property of a tax debtor, FTB has authority to issue orders to

wi t hhol d and sei ze property and use warrants to have the property sold and
seized. Current procedures require the investigation of the status of property
prior to |evy.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
3445 Procedures for Sei zure of Resi dences and Busi nesses.
Backgr ound

Subject to certain procedural rules and Iimtations, the Secretary may seize
the property of the taxpayer who neglects or refuses to pay any tax within 10
days after notice and demand. The IRS may not |evy on the personal residence of
the taxpayer unless the District Director (or the assistant District Director)
personally approves in witing or in cases of jeopardy. There are no speci al
rules for property that is used as a residence by parties other than the
taxpayer. IRS Policy Statenment P-5-34 states that the facts of a case and
alternative collection nmethods nust be thoroughly considered before deciding to
sei ze the assets of a going business.

New Federal Law (Sec. 6334(a)&(e))

The provision generally prohibits the RS fromseizing real property that is
used as a residence to satisfy an unpaid liability of $5,000 or |ess, including
penalties and interest. This prohibition applies to any real property used as a
resi dence by the taxpayer or any nonrental real property of the taxpayer used
by any other individual as a residence.

The provision requires the IRS to exhaust all other paynent options before

sei zing the taxpayer's business assets or principal residence. For this
purpose, future inconme that may be derived by a taxpayer fromthe comerci al
sale of fish or wildlife under a specified state pernmt nust be considered in
eval uati ng ot her paynent options before seizing the taxpayer's business assets.
The prohibition does not apply in cases of jeopardy. Alevy is pernmitted on a
principal residence only if a judge or magistrate of a United States district
court approves (in witing) of the levy. Congress clarified that the definition
of busi ness assets applies to tangi ble personal property or real property used
in the trade or business of an individual taxpayer (other than real property
that is rented).

Current California Law (R&TC Sec. 19236(b) &(c))

Current FTB administrative procedures are simlar in concept to I RS procedures.
To levy on property of a tax debtor, FTB has authority to issue orders to

wi t hhol d and sei ze property and use warrants to have the property sold and

sei zed.

Current procedures prohibit the sale and seizure of principal residences.

Mor eover, under the California Code of Civil Procedure sales, of any dwellings
requires a court order
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Current collection procedures, seizures and sal es of nost property require
approval by a collection supervisor. Current collection policy requires that
all collection options be exhausted before real property or business property
is seized and sold.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
3461 Extension of Statute of Limtations by Agreenent.
Backgr ound

The statute of limtations within which the IRS may assess additional taxes is
generally three years fromthe date a return is filed. Prior to the expiration
of the statute of limtations, both the taxpayer and the IRS may agree in
witing to extend the statute. An extension may be for either a specified
period or an indefinite period. The statute of limtations within which a tax
may be collected after assessnent is 10 years after assessnent. Prior to the
expiration of the statute of Iimtations on collection, both the taxpayer and
the IRS may agree in witing to extend the statute.

New Federal Law (Secs. 6501(c) & (4)

The IRS Reform Act elim nates the provision of present |aw that allows the
statute of limtations on collections to be extended by agreenment between the
taxpayer and the I RS, except that extensions may be made in connection with an
install ment agreement. The extension is applicable for the period for which the
wai ver of the statute of limtations entered in connection with the origina
witten terns of the install ment agreenent extends beyond the end of the

ot herwi se applicable 10-year period, plus 90 days.

The provision also requires that, on each occasi on on which the taxpayer is
requested by the IRS to extend the statute of limtations on assessnent, the
IRS must notify the taxpayer of the taxpayer's right to refuse to extend the
statute of limtations or to limt the extension to particul ar issues.

Current California Law (R&TC Secs. 19067 and 21007)

Under current California |law, FTB generally has four years fromthe due date of
a return to assess additional tax. The SOL on deficiency assessnments nmay be
ext ended by the taxpayer signing a waiver

Current law does not limt the collection period; thus, waivers extending the
statute of limtations (SOL) on collection are not necessary.

Ef fecti ve Date

This provision is generally effective for requests to extend the statute of
limtations nade after Decenber 31, 1999. If the taxpayer agreed to extend the
statute of limtations on collections beyond the 10-year statute, that
extension expires on the latest of the |ast day of such 10-year period,
Decenber 31, 2002, or, in the case of an extension in connection with an
instal | ment agreement, the 90'" day after the end of the period of such

ext ensi on.
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I npact on California Revenue

Not applicabl e.
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Section Section Title
3462 O fers-in-Conproni se
Backgr ound

The Code permits the IRS to conprom se a taxpayer's tax liability. An offer-in-
comprom se is an offer by the taxpayer to settle unpaid tax accounts for |ess
than the full anmount of the assessed bal ance due. An offer-in-conprom se nmay be
submitted for all types of taxes, as well as interest and penalties, arising
under the IRC

There are two bases on which an offer can be nade: doubt as to liability for
t he anount owed and doubt as to the taxpayer’'s ability to fully pay the anmpunt
owed.

A conprom se agreenment based on doubt as to ability to pay requires the
taxpayer to file returns and pay taxes for five years fromthe date the IRS
accepts the offer. Failure to do so permits the IRS to begin i nedi ate
collection actions for the original anpunt of the liability. The Internal
Revenue Manual provides guidelines for revenue officers to determn ne whether an
of fer-in-conprom se is adequate. An offer is adequate if it reasonably reflects
collection potential. Al though the revenue officer is instructed to consider
the taxpayer's assets and future and present incone, the Internal Revenue
Manual advises that rejection of an offer solely based on narrow asset and

i ncome eval uati ons shoul d be avoi ded. Pursuant to the |Internal Revenue Manual
collection normally is withheld during the period an offer-in-conpromse is
pending, unless it is determned that the offer is a delaying tactic and
collection is in jeopardy.

New Federal Law (Secs. 6159(d), 6331(k)-(l) & 7122(c)&(d))

Ri ghts of taxpayers entering into offers-in-conprom se. The provision requires
the IRS to devel op and publish schedul es of national and | ocal allowances that
wi |l provide taxpayers entering into an offer-in-conprom se with adequate neans
to provide for basic living expenses. The IRS also is required to consider the
facts and circunstances of a particular taxpayer's case in determn ning whether
the national and |ocal schedul es are adequate for that particul ar taxpayer. If
the facts indicate that use of schedul ed all owances woul d be i nadequat e under
the circunstances, the taxpayer is not limted by the national or |oca

al | owances.

The provision prohibits the IRS fromrejecting an offer-in-conpromse froma

| owi ncone taxpayer solely on the basis of the anbunt of the offer. The Act
provides that, in the case of an offer-in-conpron se submtted solely on the
basis of doubt as to liability, the IRS may not reject the offer nerely because
the IRS cannot |ocate the taxpayer's file. The provision prohibits the IRS from
requesting a financial statement if the taxpayer makes an offer-in-conprom se
based solely on doubt as to liability.
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Publ i cation of taxpayer's rights with respect to offers-in-conprom se. The
provision requires the IRS to publish guidance on the rights and obligations of
taxpayers and the IRS relating to offers in conprom se, including a conpliant
spouse's right to apply to reinstate an agreenent that woul d ot herw se be
revoked due to the nonfiling or nonpaynent of the other spouse, providing al
paynments required under the conprom se agreenent are current.

Suspend col l ection by levy while offer-in-conprom se is pending. The provision
prohibits the IRS fromcollecting a tax liability by levy (1) during any period
that a taxpayer's offer-in-conpromse for that liability is being processed,

(2) during the 30 days followi ng rejection of an offer, (3) during any period
in which an appeal of the rejection of an offer is being considered, and (4)
while an install ment agreenment is pending. Taxpayers whose offers are rejected
and who made good faith revisions of their offers and resubmtted themwthin
30 days of the rejection or return would be eligible for a continuous period of
relief fromcollection by levy. This prohibition on collection by |evy would
not apply if the IRS determnes that collection is in jeopardy or that the
offer was submtted solely to delay collection. The provision provides that the
statute of limtations on collection would be tolled for the period during

whi ch collection by levy is barred.

Procedures for reviews of rejections of offers-in-conprom se and install nent
agreenents. The provision requires that the IRS inplenment procedures to review
all proposed IRS rejections of taxpayer offers-in-conprom se and requests for
install ment agreenments prior to the rejection being comunicated to the
taxpayer. The provision requires the IRS to allow the taxpayer to appeal any
rejection of such offer or agreenent to the IRS Ofice of Appeals. The IRS nust
notify taxpayers of their right to have an appeals officer review a rejected

of fer-in-conprom se on the application formfor an offer-in-conprom se

Qui deli nes to determ ne whether an offer-in-conpron se should be accepted. The
Act authorizes the Secretary to prescribe guidelines for the IRS to determ ne
whet her an offer-in-conprom se i s adequate and should be accepted to resolve a
di spute. Accordingly, it is expected that the present regulations will be
expanded so as to permt the IRS, in certain circunstances, to consider
additional factors (i.e., factors other than doubt as to liability or
collectibility) in determ ning whether to conpronise the income tax liabilities
of individual taxpayers. For exanple, Congress anticipates that the IRS wll
take into account factors such as equity, hardship, and public policy where a
comprom se of an individual taxpayer's incone tax liability would pronote
effective tax admi nistration. Congress anticipates that, anong ot her
situations, the IRS may utilize this new authority to resol ve | ongstandi ng
cases by forgoing penalties and interest, which have accunul ated as a result of
delay in determining the taxpayer's liability.

Current California Law (R&TC Sec. 19008)

In California, an offer in conprom se for inconme and franchi se tax purposes may
be based only on doubt as to collectibility and requires a judicial process
(stipulated summary judgenent). As part of the judicial offer-in-conpromse
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process, FTB staff must prepare the | egal docunents, and keep track of the
court’s calendar for filing civil action. The FTB is responsi ble for paying
court costs, however, as a condition of conprom se, the tax debtor nust agree
to pay the court costs fromthe amount offered in conpronmise. FTBis in the
process of seeking legislation to grant administrative authority for offers-in-
conmprom se, which would elimnate the required paynent of the court costs.

Ef fecti ve Date

This provision is generally effective for proposed offers-in-conprom se and
install ment agreenments submitted after July 22, 1998. The provision suspendi ng
levy is effective with respect to offers-in-conprom se pending on or made after
Decenmber 31, 1999.

I npact on California Revenue

Revenue enhancenents associated with this provision would be negligible.
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Section Section Title
3463 Noti ce of Deficiency/Deadlines for Filing Tax Court Petition.
Backgr ound

Taxpayers must file a petition with the Tax Court within 90 days after the
deficiency notice is mailed (150 days if the person is outside the United
States) (sec. 6213). If the petition is not filed within that tinme period, the
Tax Court does not have jurisdiction to consider the petition.

New Federal Law (Sec. 6213(a))

The provision requires the IRS to include on each deficiency notice the date
determ ned by the IRS as the |ast day on which the taxpayer may file a petition
with the Tax Court. The provision provides that a petition filed with the Tax
Court by this date is treated as tinely fil ed.

Current California Law (R&TC Secs. 19034, 19041 & 19045)

California law requires each notice to set forth the reasons for the proposed
defici ency assessnment and the conputation. The taxpayer may file a witten
protest against the assessnment within 60 days of the date of the notice of
proposed defici ency assessment. The FTB' s action on the protest is final 30
days after the date the notice of action is mailed to the taxpayer, unless

wi thin that 30-day period the taxpayer appeals in witing to the BOE. Under
current FTB practice the back of the notice of the proposed assessnent and the
notice of action provide information on the tineframes and the rul es for making
protests and appeal s.

Ef fecti ve Date

This provision is effective for notices mailed after Decenber 31, 1998.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3464 Refund/ Credit of Overpaynments Before Final Determnation
Backgr ound

Cenerally, the IRS may not take action to collect a deficiency during the
period a taxpayer may petition the Tax Court, or if the taxpayer petitions the
Tax Court, until the decision of the Tax Court becones final. Actions to
collect a deficiency attenpted during this period nmay be enjoined, but there is
no authority under prior law for ordering the refund of any anount coll ected by
the IRS during the prohibited period.

If a taxpayer contests a deficiency in the Tax Court, no credit or refund of
incone tax for the contested taxable year generally may be nade, except in
accordance with a decision of the Tax Court that has becone final. Were the
Tax Court determ nes that an overpaynent has been nmade and a refund is due the
taxpayer, and a party appeals a portion of the decision of the Tax Court, no
provi sion exists for the refund of any portion of any overpaynent that is not
contested in the appeal.

New Federal Law (Secs. 6213(a) and 6512(a) & (b))

The provision provides that a proper court (including the Tax Court) may order
a refund of any anount that was collected within the period during which the
Secretary is prohibited fromcollecting the deficiency by |evy or other

pr oceedi ng.

The provision also allows the refund of that portion of any overpaynent
determ ned by the Tax Court to the extent the overpaynent is not contested on
appeal .

Current California Law

California | aw provides no specific authority to allow the refund of anounts
involuntarily collected prior to the date a deficiency becones final.
Cenerally, collection action does not begin until assessnents are final.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

Not applicabl e.

85



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Section Section Title
3465 Codifies I RS Procedures for Referrals to Appeals and Col | ecti ons
Appeal s Process and Alternative Dispute Resol ution Process.

Backgr ound

I RS Appeal s operates through regional Appeals offices which are independent of
the local District Director and Regi onal Conm ssioner's offices. In general

I RS Appeal s offices have jurisdiction over both pre-assessnment and post-
assessment cases. The taxpayer generally has an opportunity to seek appeal s
jurisdiction after failing to reach agreenent with the exam nation function and
before filing a petition in Tax Court, after filing a petition in Tax Court
(but before litigation), after assessnment of certain penalties, after a claim
for refund has been rejected by the District Director's Ofice, and after a
proposed rejection of an offer-in-conpromse in a collection case.

In certain cases under Coordinated Exam nati on Program procedures, the taxpayer
has an opportunity to seek early Appeals jurisdiction over sone issues while an
exam nation is still pending on other issues. The early referral procedures

al so apply to enploynent tax issues on a |linmted basis.

A nediation or "alternative dispute resolution" (ADR) process is also avail able
in certain cases. ADR is used at the end of the adm nistrative process as a
final attenpt to resolve a dispute before litigation. ADRis currently only
avail able for cases with nore than $10 mllion in dispute. ADR processes are

al so avail abl e i n bankruptcy cases and cases involving a conpetent authority
determ nati on.

In April 1996, the IRS inplenented a Coll ections Appeals Programw thin the
Appeal s function, which allows taxpayers to appeal lien, |evy, or seizure
actions proposed by the IRS. In January 1997, appeals for install nent
agreenents proposed for term nation were added to the program

New Federal Law (Secs. 7123 — 7124)

The provision codifies existing IRS procedures with respect to early referrals
to Appeals and the Coll ections Appeals Process. The provision also codifies the
exi sting ADR procedures, as nodified by elimnating the dollar threshold. In
addition, the IRSis required to establish a pilot program of binding
arbitration for disputes of all sizes. Under the pilot program both the
taxpayer and the I RS nust agree to binding arbitration.

The IRS is required to make Appeals officers available on a regular basis in

each state, and consi der videoconferencing of Appeals conferences for taxpayers
seeki ng appeals in rural or renote areas.
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Current California Law (R&TC Secs. 21004, 21010 and 21016)

California law, pursuant to the Taxpayers’ Bill of Rights, established the
Taxpayer Rights Advocate. The advocate coordi nates the resol ution of taxpayer
compl ai nts and probl ens, including staying action where taxpayers have suffered
or will suffer irreparable loss as the result of FTB action. Further, FTB was
required in cooperation with BOE and other interested parties, to develop a
plan to reduce the tine required to resolve clains for refund, protests and
appeal s.

In addition, FTB has the authority to settle unpaid assessnments (protests and
appeal s) based on a reasonabl e eval uati on of the costs and risks associ ated
with litigation of these cases.

FTB' s executive officer and chief counsel upon notification of the board may
approve settlements reducing tax by $5,000 or |ess. Reduction of tax in excess
of $5,000 nust first be reviewed by the Attorney General and then go the board.

Ef fecti ve Date

This provision is effective July 22, 1998.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3466 Certain Fair Debt Collection Practices Applicable to IRS.
Backgr ound

The Fair Debt Collection Practices Act provides a nunber of rules relating to
debt collection practices. Anmong these are restrictions on conmmunication wth
t he consuner, such as a general prohibition on tel ephone calls outside the
hours of 8 aam to 9 p.m local tine, and prohibitions on harassing or abusing
the consuner. In general, these provisions do not apply to the Federa

Gover nnent .

New Federal Law (Sec. 6304)

The provision applies the restrictions relating to comunication with the

t axpayer/debtor and the prohibitions on harassing or abusing the debtor to the
IRS. The restrictions relating to comunication with the taxpayer/debtor are
not intended to hinder the ability of the IRS to respond to taxpayer inquiries
(such as answering tel ephone calls fromtaxpayers).

Current California Law

FTB' s current collection procedures for taxpayer conmunications follow the
federal Fair Debt Collection Practices Act and the state Robbi ns-Rosenthal Fair
Debt Collection Practices Act for private coll ections.

Ef fecti ve Date

This provision is effective July 22, 1998.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3467 Guaranteed Availability of Install ment Payments.
Backgr ound

The Code authorizes the IRS to enter into witten agreenents with any taxpayer
under which the taxpayer is allowed to pay taxes owed, as well as interest and
penalties, in installnment paynments if the IRS determ nes that doing so wll
facilitate collection of the anbunts owed. An installnment agreenment does not
reduce the anount of taxes, interest, or penalties owed, but does provide for a
| onger period during which paynments may be made during which other IRS
enforcenent actions (such as levies or seizures) are held in abeyance. The IRS
in nost instances readily approves these requests if the anmounts invol ved are
not large (in general, below $10,000) and if the taxpayer has filed tax returns
on tinme in the past. Some taxpayers are required to submt background
information to the I RS substantiating their application.

New Federal Law (Sec. 6159(c)-(d))

The provision requires the Secretary to enter an installment agreenent, at the
t axpayer's option, if: (1) the liability is $10,000, or |ess (excluding
penalties and interest); (2) within the previous five years, the taxpayer has
not failed to file or to pay, nor entered an installnment agreement under this
provision; (3) if requested by the Secretary, the taxpayer submts financial
statements, and the Secretary determ nes that the taxpayer is unable to pay the
tax due in full; (4) the install nent agreenment provides for full paynent of the
liability within three years; and (5) the taxpayer agrees to continue to conply
with the tax laws and the ternms of the agreenent for the period (up to three
years) that the agreenent is in place.

Current California Law (R&TC Sec. 19008)

California |law authorizes the FTB to enter into installnment paynment agreenents
in cases of financial hardship. Under current practice, taxpayers that neet
specified criteria are able to make installnent paynents w thout conpleting a
financial statenment. To qualify, taxpayers nmust owe no nore that $10, 000, agree
to pay their liabilities by electronic funds transfer within three years, and
have filed all required tax returns.

The agreenents may be deened null and void if the individual or fiduciary fails
to conply with the terns of the agreenent. To term nate the agreenent, the FTB
must provide notice to the taxpayer or fiduciary 30 days before term nation

The notice includes an explanation of why FTB intends to term nate the

agr eenent .
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Under California |aw, the FTB' s Taxpayer's advocate nust establish procedures
for an independent departnmental admnistrative review for installnment paynent
agreenents that are termnated for individuals or fiduciaries that request that
review. The adm nistrative review does not stay collection

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3468 Prohi bition of Requests to Waive Rights to Bring Action
Backgr ound

There is no restriction on the circunstances under which the government may
request a taxpayer to waive the taxpayer's right to sue the United States or
one of its enployees for any action taken in connection with the tax | aws.

New Federal Law

The provision provides that the governnment nmay not request a taxpayer to waive
the taxpayer's right to sue the United States or one of its enpl oyees for any
action taken in connection with the tax |laws, unless (1) the taxpayer know ngly
and voluntarily waives that right, or (2) the request is nmade to the taxpayer's
attorney or other representative.

It is not intended that this provision apply to the waiver of clains for
attorneys' fees or costs or to the waiver of one or nore clains brought in the
same administrative or judicial proceeding with other clains that are being
settl ed.

Current California Law

Current procedures prohibit requesting a taxpayer to waive their right to sue
the state or one of its enpl oyees.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title

3501 Expl anati on of Joint and Several Liability.

Backgr ound

In general, spouses who file a joint tax return are each fully responsible for
t he accuracy of the tax return and for the full liability. Spouses who wi sh to
avoi d such joint and several liability may file as married persons filing

separately. Special rules apply in the case of innocent spouses.

New Federal Law

The provision requires that the IRS establish procedures clearly to alert
married taxpayers of their joint and several liability on all appropriate tax
publications and instructions. Congress anticipates that the IRS wll make an
appropriate cross reference to these statenents near the signature Iine on
appropriate tax fornms. In addition, the Act requires notification of the
availability of electing separate liability under new section 6015 of the Code.

Current California Law (R&TC Secs. 18533, 18534 and 19006)

Under current state law, |like federal law, married taxpayers who file a joint
tax return are fully responsible for the accuracy of the return and are fully
liable for any tax payable under the return. However, current California | aw
does not contain a provision requiring instructions and fornms to alert
taxpayers of joint and several liability.

Ef fecti ve Date

This provision requires that the procedures be established as soon as
practicable, but no later than January 18, 1999.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3502 Expl anation of Taxpayer’s Rights in Interviews with the IRS
Backgr ound

Prior to or at initial in-person audit interviews, the IRS nust explain to
taxpayers the audit process and taxpayers' rights under that process. In
addition, prior to an initial in-person collection interview, the IRS nust
explain the collection process and taxpayers' rights under that process. If a
taxpayer clearly states during an interviewwith the IRS that the taxpayer

wi shes to consult with the taxpayer's representative, the interview nust be
suspended to afford the taxpayer a reasonable opportunity to consult with the
representative.

New Federal Law

The provision requires that the IRS rewite Publication 1 (“Your Rights as a
Taxpayer”) to informtaxpayers nore clearly of their rights (1) to be
represented by a representative and (2) if the taxpayer is so represented, that
the interview may not proceed wi thout the presence of the representative unless
t he taxpayer consents.

Current California Law

California law is not conformed to the underlying federal |aw regarding a
taxpayer’s rights during an interview However, California |aw does provide
specified rights during a protest hearing.

Publ i cation 4058 states that throughout the exam nation the taxpayer has the
right to have soneone represent them In addition, FTB 1015 that is sent with
the initial audit letter states that the taxpayer has the right to have soneone
represent them

Ef fecti ve Date

The addition to Publication 1 nust be made not |ater than January 18, 1999.

I npact on California Revenue

No identifiable revenue inpact.
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Secti on Section Title
3503 Di sclosure of Criteria for Exam nati on Sel ection
Backgr ound

The I RS exam nes federal tax returns to determne the correct liability of
taxpayers. The IRS selects returns to be audited in a nunber of ways, such as
t hrough a computerized classification system (the discrimnant function (“DF")

systemn .

New Federal Law

The provision requires that IRS add to Publication 1 (Your Rights as a
Taxpayer) a statenment which sets forth in sinple and nontechnical terns the
criteria and procedures for selecting taxpayers for exam nation. The statenent
must not include any information the disclosure of which would be detrinental
to | aw enforcenment. The statement nust specify the general procedures used by
the I'RS, including whether taxpayers are selected for exam nation on the basis
of information in the nedia or frominformants.

Current California Law (R&TC Sec. 19544)

California law provides that if the disclosure of a requested audit criterion
woul d seriously inpair tax assessnent, collection or enforcenent, the | aw can
not be construed to require disclosure of the standard used for audit.

Ef fecti ve Date

The addition to Publication 1 nust be made not |ater than January 22, 2000.

| npact on California Revenue

Not applicabl e.
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Secti on Section Title
3504 Expl anati on of Appeals and Col |l ection Process.

Backgr ound

There is no statutory requirenment that specific notices be given to taxpayers
with the first letter of proposed deficiency that allows the taxpayer an
opportunity for admnistrative reviewin the IRS Ofice of Appeals.

New Federal Law

The provision requires that an explanation of the entire process from

exam nation through collections, including the assistance available to

t axpayers fromthe Taxpayer Advocate at various points in the process, be
provided with the first letter of proposed deficiency that allows the taxpayer
an opportunity for admnistrative reviewin the IRS Ofice of Appeals.

Current California Law (R&TC. 21007)

California law requires FTB to provide an expl anation of the taxpayer’s rights
and obligations with initial notice of audit, the notice of proposed assessnent
(NPA) and any subsequent noti ces.

Form FTB 1015 (sent with initial audit |letters) explains what the taxpayer can
expect during the audit and their rights and obligations. Form FTB 1140
(included with the NPA) discloses howinterest and penalties are assessed and
the Taxpayer’'s Bill Rights. The backs of the NPA and the notice of action (NCA)
di scl ose the protest and appeal process. Form FTB 1013 (sent with initial
billing) explains rights during collection, and Publication 4058 outlines all
rights and obligations.

Ef fecti ve Date

Requires that the explanation be included as soon as practicable, but no later
than January 18, 1999.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
3505 Expl anati on of Refund Disal | owance.
Backgr ound

The Exam nation Division of the RS exam nes clains for refund submtted by

t axpayers. The Internal Revenue Manual requires exam nation or other audit
action on refund clains within 30 days after receipt of the clains. The refund
claimis prelimnarily examned to determne if it should be disallowed because
it (1) was untinmely filed, (2) was based solely on alleged unconstitutionality
of the Revenue Acts, (3) was already waived by the taxpayer as consideration
for a settlement, (4) covers a taxable year and issues which were the subject
of a final closing agreenent or an offer-in-conpronise, or (5) relates to a
return closed on the basis of a final order of the Tax Court. |In those cases,
the taxpayer will receive a formfromthe IRS stating that the claimfor refund
cannot be considered. Other cases will be exam ned as quickly as possible and
the disposition of the case, including the reasons for the disall owance or
partial disallowance of the refund claim nust be stated in the portion of the
revenue agent's report that is sent to the taxpayer.

New Federal Law (Sec. 6402(j))

The provision requires the IRS to notify the taxpayer of the specific reasons
for the disallowance (or partial disallowance) of the refund claim

Current California Law (R&TC Sec. 19323)

California law requires FTB to notify the taxpayer if the FTB disall ows any
claimfor refund. Currently, the reasons for disallow ng the claimare included
on the notice.

Ef fecti ve Date

This provision is effective January 22, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
3506 St at enment s Regardi ng Annual Installnment Agreements
Backgr ound

A taxpayer entering into an installnment agreement to pay tax liabilities due to
the I RS must conplete a Form 433-D, which sets forth the installnent amounts to
be paid nonthly and the total anbunt of tax due. The I RS does not provide the
taxpayer with an annual statement reflecting the amounts paid and the anpunt
due remai ni ng.

New Federal Law

The provision requires the RS to send every taxpayer in an install nment
agreenent an annual statement of the initial balance owed, the paynents made
during the year, and the renaining bal ance.

Current California Law (Sec. 21026)

Current law requires the FTB to mail to taxpayers wth delinquent accounts an
annual statenent show ng amounts owed as of the date of the notice. Current |aw
does not require an annual statenent to taxpayers with install nent agreenents.

Ef fecti ve Date

This provision is effective on July 1, 2000.

| npact on California Revenue

Not applicabl e.
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Secti on Section Title
3507 Notification of Change in Tax Matters Partner.
Backgr ound

In general, the tax treatnent of itens of partnership income, |oss, deductions
and credits are determned at the partnership level in a unified partnership
proceedi ng rather than in separate proceedings with each partner. In providing
notice to taxpayers with respect to partnership proceedings, the IRS relies on
information furnished by a party designated as the tax matters partner (TMP) of
the partnership. The TMP is required to keep each partner informed of al

adm ni strative and judicial proceedings with respect to the partnership. Under
certain circunstances, the IRS may require the resignation of the incunbent TMP
and desi gnate another partner as the TMP of a partnership.

New Federal Law (Sec. 6231(a))

The provision requires the IRS to notify all partners of any resignation of the
tax matters partner that is required by the IRS, and to notify the partners of
any successor TMP

Current California Law

Not applicable as current California | aw does not conformto the federa
uni fied partnership proceedings.

Ef fecti ve Date

This provision is effective for selections of TMP nmade by the Secretary after
July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
3508 Di scl osure to Taxpayers.

Backgr ound

There is no requirenment that the general tax forms instruction booklets include
a description of conditions under which tax return information may be discl osed
outside the IRS (including to states).

New Federal Law (Sec. 6103(f)(5))

The provision requires that general tax forns instruction booklets include a
description of conditions under which tax return informati on may be discl osed
outside the IRS (including to States). Congress considers the statenent
currently contained in the general tax fornms instruction booklets to be
sufficient to fulfill the requirements of this provision

Current California Law (G vil Code Sec. 1798.17)

California law, under the Gvil Code, requires any agency whenever it collects
personal information to provide notice of how and when the information may be
di scl osed. California incone tax booklets currently include a description of
condi ti ons under which tax return information may be disclosed to those
external to FTB.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3509 Di scl osure of Chief Counsel Advice.
Backgr ound

Section 6110 of the Code provides for the public inspection of witten
determnations, i.e., rulings, determnation letters, and technical advice
menor anda. The I RS issues annual revenue procedures setting forth the
procedures for requests for these various fornms of witten determnations and
participation in the forrmulation of such determ nations.

Under section 6110 and the regul ati ons pronul gated t hereunder, the taxpayer who
is the subject of a witten determ nation can participate in the redaction of
the docunments to ensure that the taxpayer's privacy is protected and that
sensitive private information is renoved before the determnation is publicly
di sclosed. In the event there is disagreenent as to the information to be

del eted, the section provides for litigation in the courts to resolve such

di sagreenents (See e.g., Rev. Procs. 98-1 and 98-2).

One of the Ofice of Chief Counsel's major roles is to advise IRS personnel on
legal matters at all stages of case devel opnent. The O fice of Chief Counsel
thus issues various fornms of witten | egal advice to field agents of the IRS
and to its own field attorneys that do not fall within the current definition
of "witten determ nation" under section 6110. Traditionally, field Counsel

of fi ces provided nost of the assistance to the IRS, usually at IRS field
offices, but since 1988, the National Ofice of Chief Counsel has been
rendering nore assistance to field Counsel and IRS offices. National Ofice of
Chi ef Counsel assistance in taxpayer-specific cases is generally called “field
service advice.” The taxpayers who are the subject of field service advice
generally do not participate in the process, |eading some tax commentators to
express concern that the field service advice process was displacing the
techni cal advice process.

There has been controversy as to whether the Ofice of Chief Counsel mnust

rel ease fornms of advice other than witten determ nations pursuant to the
Freedom of Information Act (FOA). In Tax Analysts v. |IRS, 22117 F.3d 607 (D.C.
Cr. 1997), the DDC. Circuit held that the |l egal analysis portions of field
service advice created in the context of specific taxpayers' cases are not
"return information," as defined by section 6103(b)(2), and nust be rel eased
under FO A. The court also found that portions of field service advice issued
in docketed cases may be withheld as privileged attorney work product. However,
some issues remai n outstanding. Al though the extent to which such materials
must be released is still in dispute, it is clear that they are not expressly
covered by section 6110. As a consequence, there exists no mechani sm by which
taxpayers may participate in the admnistrative process of redacting their
private information from such docunents or to resol ve di sagreenments in court.
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New Federal Law (Secs. 6110(b), (f), (1)-(m)

In general, it is intended that witten docunents issued by the National Ofice
of Chief Counsel to its field conponents and field agents of the IRS should be
subject to public release in a manner simlar to technical advice nenoranda or
other witten determnations. In this way, all taxpayers can be assured of
access to the considered view of the Chief Counsel's national office on
significant tax issues. Creating a structured nmechani sm by which these types of
| egal nenoranda are open to public inspection will increase the public's
confidence that the tax systemoperates fairly and in an even-handed nmanner
with respect to all taxpayers.

As part of making these docunents public, however, the privacy of the taxpayer
who is the subject of the advice nust be protected. Any procedure for naking
such advice public nust therefore include adequate safeguards for taxpayers
whose privacy interests are inplicated. There should be a mechanism for

t axpayer participation in the deletion of any private information. There shoul d
al so be a process whereby appropriate governmental privileges may be asserted
by the IRS and contested by the public or the taxpayer.

The provision anends section 6110 of the Code, establishing a structured
process by which the IRS will make certain work products, designated as “Chief
Counsel Advice,” open to public inspection on an ongoing basis. It is designed
to protect taxpayer privacy while allow ng the public inspection of these
documents in a manner generally consistent with the nechani smof section 6110
for the public inspection of witten determ nations. In general, the provision
operates by establishing that Chief Counsel Advice are witten determnations
subject to the public inspection provisions of section 6110.

Definition of Chief Counsel Advice.

For purposes of this provision, Chief Counsel Advice is witten advice or
instruction prepared and issued by any national office conponent of the Ofice
of Chief Counsel to field enployees of the IRS or the Ofice of Chief Counsel
that convey certain legal interpretations or positions of the IRS or the Ofice
of Chi ef Counsel concerning existing or fornmer revenue provisions. For these
pur poses, the term "revenue provisions" includes, without limtation: the IRC
itself; regulations, revenue rulings, revenue procedures, or other

adm ni strative interpretati ons or gui dance, whether published or unpublished

(i ncluding, for exanple, other Chief Counsel Advice); tax treaties; and court
deci si ons and opi ni ons. Chief Counsel Advice al so includes |egal
interpretations of state law, foreign law, or other federal law relating to the
assessment or collection of liabilities under revenue provisions.

Chi ef Counsel Advice may interpret or set forth policies concerning the
internal revenue laws either in general or as applied to specific taxpayers or
groups of specific taxpayers. The definition is, however, not neant to include
advice witten with respect to nontax matters, including but not limted to
enpl oyment law, conflicts of interest, or procurenent nmatters.
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The new statutory category of witten determ nati on enconpasses certain

exi sting categories of advisory nmenoranda or instructions witten by the
National O fice of Chief Counsel to field personnel of either the IRS or the
O fice of Chief Counsel. Specifically, Chief Counsel Advice includes field
servi ce advice, technical assistance to the field, service center advice,
litigation guideline menoranda, tax litigation bulletins, general litigation
bulletins, and crimnal tax bulletins. The definition applies not only to the
case-specific field service advice issued fromthe offices of the Associate
Chi ef Counsel (International), Associate Chief Counsel (Enployee Benefits and
Exenpt Organi zations), and the Assistant Chief Counsel (Field Service), which
were at issue in the Tax Anal ysts decision, but any case-specific or noncase-
specific witten advice or instructions issued by the National Ofice of Chief
Counsel to field personnel of either the IRS or the Ofice of Chief Counsel

Mor eover, Chief Counsel Advice includes any docunents created subsequent to the
enactnment of this provision that satisfy the general statutory definition,
regardl ess of their name or designation. Chief Counsel Advice also includes any
such advice or instruction even if the organizations currently issuing themare
reorgani zed or reconstituted as part of any |IRS restructuring.

The new subsection covers witten advice "issued" to field personnel of either
the IRS or the Ofice of Chief Counsel inits final form Wth respect to Chief
Counsel Advice, issuance occurs when the Chief Counsel Advice has been approved
within the national office conponent of the office of Chief Counsel in which

t he Chi ef Counsel Advice was proposed, signed by the person authorized to do so
(usually the Assistant Chief Counsel or a Branch Chief), and sent to the field.
Chi ef Counsel Advice does not include witten recordations of inform

tel ephoni c advice by the National Ofice of Chief Counsel to field personnel of
either the IRS or the Ofice of Chief Counsel. Drafts of Chief Counsel Advice
sent to the field for review, criticism or comment prior to approval within
the National Ofice also need not be nmade public. However, Chief Counsel Advice
may be treated as issued even if supplenental advice is contenplated. The
Secretary is expected to issue regulations to clarify the distinction between

i ssuance as it applies to Chief Counsel Advice and as it applies to other
docunents di scl osed under section 6110.

The provision also allows the Secretary to pronul gate regul ati ons providi ng
that additional types of advice or instruction issued by the Ofice of Chief
Counsel (or conponents of the Ofice of Chief Counsel, such as regional or

| ocal Counsel offices) will be treated as Chief Counsel Advice and subject to
public inspection pursuant to this provision. No inference shall be drawn from
the failure of the Secretary to treat additional types of advice or instruction
as Chi ef Counsel Advice in determ ning whether such advice or instruction is to
be di scl osed under FO A

As with other witten determ nations, Chief Counsel Advice may not be used or

cited as precedent, except as the Secretary otherw se establishes by
regul ati on.
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Redacti on process.

Under this provision, Chief Counsel Advice will be redacted prior to their
public release in a manner simlar to that provided for private letter rulings,
techni cal advice nenoranda, and determ nation |letters. Specific taxpayers or
groups of specific taxpayers who are the subject of Chief Counsel Advice wll
be afforded the opportunity to participate in the process of redacting the
Chi ef Counsel Advice prior to their public rel ease.

In addition, the new provision affords additional protection for certain
governnmental interests inplicated by Chief Counsel Advice. Information may be
redacted from Chi ef Counsel Advice under subsections (b) and (c) of the Freedom
of Information Act, 5 U S.C. sec. 552 (except, with respect to 5 U S.C sec.
552(b)(3), only material required to be withheld under a Federal statute, other
than title 26, may be redacted), as those provisions have been, or shall be,
interpreted by the courts of the United States. For those deletions that are

di scretionary, such as those under FO A section 552(b)(5), it is expected that
the Ofice of Chief Counsel and the IRS will apply any discretionary standards
applicable to federal agencies in general or the Chief Counsel or the IRS in
particular. The current standards for the exercise of such discretion are set
forth in the Internal Revenue Manual (part 1230, section 293(2)) and the
Attorney General's Cctober 4, 1993, Menorandum for Heads of Departnents and
Agenci es.

Under new section 6110(i), as with current section 6110(c) (1), identifying
details consisting of nanes, addresses, and any other information that the
Secretary determnes could identify any person, including the taxpayer's
representative, will be redacted, after the participation of the taxpayer in
the redaction process. In sone situations, information included in a Chief
Counsel Advice (other than a nane or address) may not identify a person as of
the tinme the advice is nmade open to public inspection, but that information
together with information that is expected to be disclosed by another source at
a later date, will serve to identify a person. Consequently, in deciding

whet her a Chi ef Counsel Advice contains identifying information, the Secretary
is to take into account information that is available to the public at the tine
that the advice is made open to public inspection as well as information that
is expected to be publicly available fromother sources within a reasonabl e
time after the Chief Counsel Advice is nade open to public inspection.
Cenerally, it is intended that the standard the IRSis to use in determning
whet her information will identify a person is a standard of a reasonabl e person
general ly know edgeabl e with respect to the appropriate conmmunity. The standard
is not, however, to be one of a person with inside know edge of the particul ar
t axpayer .

As under current section 6110, taxpayers who are the subject of Chief Counse

Advi ce, as well as nenbers of the public, will be afforded the opportunity to
chal l enge judicially the redaction determ nations by the Secretary.
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Rel ation to present |aw.

The public inspection of Chief Counsel Advice is to be acconplished only
pursuant to the rules and procedures set forth in section 6110, as anmended, and
not under those of any other provision of law, such as FO A This provision is
not intended to affect the disclosure under FO A or under any other provision
of law, of any docunments not included within the definition of Chief Counsel
Advice in new sections 6110(i)(1) and (i)(2). The only FO A exenption affected
by this provision is 5 U S.C. section 552(b)(3), to the extent that it

i ncor porates section 6103 of the Code. The tinetable and the manner in which
exi sting Chief Counsel Advice may ultimately be open to public inspection shall
be governed by this provision, except that the provision is inapplicable to
Chi ef Counsel Advice that any federal district court has, prior to the date of
enactment, ordered be disclosed. Disclosure of any docunents that are subject
to such a court order is to proceed pursuant to the order rather than this
provision. Finally, no inference is intended with respect to the disclosure,
under FO A or any other provision of |aw, of any other docunents produced by
the O fice of Chief Counsel that are not included in the definition of Chief
Counsel Advi ce.

Current California Law

California is not conforned to section 6110. California | aw does not require
the disclosure of witten determ nations. I n sone circunstances, the text of
Information Letters, Chief Counsel Rulings and Opinion Letters that respond to
guestions of general applicability nmay be rel eased as FTB Notices (the nane and
any identifying characteristics of the requesting taxpayer are del eted).

Ef fecti ve date

The provision applies to Chief Counsel Advice issued after COctober 22, 1998. In
addition, the provision contains certain rules governing disclosure of any
docurment fitting the definition of Chief Counsel Advice issued after 1985 and
before 90 days after the date of enactnment by the offices of the associate

chi ef counsel for donestic, enployee benefits and exenpt organizations, and
international. It sets forth a schedule for the IRS to rel ease such Chief
Counsel Advice over a six year period after the date of enactnment. Finally,

addi tional advice or instruction that the Secretary determ nes by regul ations
to treat as Chief Counsel Advice shall be made public pursuant to this

provi sion in accordance with the effective dates set forth in such regul ati ons.

I npact on California Revenue

Not applicabl e.

104



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Secti on Section Title
3601 Low I ncone Taxpayer Cinics.
Backgr ound

There are no provisions in present |aw providing for assistance to clinics that
assi st | owinconme taxpayers.

New Federal Law

The provision provides that the Secretary is authorized to provide up to

$6 mllion per year in matching grants to certain | owincone taxpayer clinics.
No clinic can receive nore than $100, 000 per year. Eligible clinics wuld be
those that charge no nore than a nonmnal fee to either represent |owincone
taxpayers in controversies with the IRS or provide tax information to

i ndi viduals for whom English is a second | anguage.

A "clinic" includes (1) a clinical programat an accredited | aw school, an
accredi ted busi ness school or an accounting school that would be eligible for
grants, in which students represent |owincone taxpayers, or (2) an

organi zati on exenpt fromtax under Code section 501(c) which either represents
| owi ncone taxpayers or provides referral to qualified representatives.

Current California Law (R&TC Secs. 21005 & 21006)

California law requires the board, in consultation wth the Taxpayers’ Rights
Advocate, to develop and inplenent a taxpayer education and information program
directed at areas such as: identifying fornms, procedures, regul ations, or |aws
whi ch are confusing and | ead to taxpayer errors; the nost common errors nade by
specified taxpayers and how these errors may be avoi ded or corrected;
participating in small business sem nars and simlar prograns organi zed by
state and | ocal agencies; and inplenentati on of continuing educati on program
for audit personnel to include the application of new | egislation.

FTB partners with the IRS for Volunteers in Tax Assistance (VITA) program and
Tax Counseling for the Elderly (TCE). FTB al so admi nisters the Honmeowners and
Rent ers Assistance Program (HRA) for the State Controller’s Ofice,

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
3701 Cat al ogi ng Conpl ai nt s.
Backgr ound

The IRS is required to make an annual report to the Congress, beginning in
1997, on all categories of instances involving allegations of msconduct by IRS
enpl oyees, arising either frominternally identified cases or fromtaxpayer or
third-party initiated conplaints. The report nust identify the nature of the

m sconduct or conplaint, the nunber of instances received by category, and the
di sposition of the conplaints.

New Federal Law

The provision requires that, in collecting data for this report, records of

t axpayer conplaints of m sconduct by I RS enpl oyees nust be mai ntai ned on an

i ndi vi dual enpl oyee basis. These individual records are not to be listed in the
report.

Current California Law (R&TC Sec. 21009)

FTB does not report to the Legislature regarding enpl oyee m sconduct. Enpl oyees
are eval uated annually, including the enployee’s contact with taxpayers.
Adverse action may be taken against an enpl oyee for m sconduct with taxpayers.
Noti ces of adverse action are filed with the State Personnel Board (SPB) and,

t hrough SPB, are public.

Ef fecti ve Date

This provision is effective on January 1, 2000.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
3702 I nternal Revenue Service Archi ve Records.
Backgr ound

The IRS is obligated to transfer agency records to the National Archives and
Records Admi nistration (‘NARA' ) for retention or disposal. The IRS is al so
obligated to protect confidential taxpayer records fromdisclosure. These two
obl i gations have created conflict between NARA and the IRS. Under prior |aw,
the I'RS determ ned whet her records contain taxpayer information. Once the IRS
had nade that determ nation, NARA was not permtted to exam ne those records.
NARA had expressed concern that the IRS may be using the disclosure prohibition
to inproperly conceal agency records with historical significance.

The I RC prohibits disclosure of tax returns and return information, except to
the extent specifically authorized by the Internal Revenue Code (sec. 6103).
Unaut hori zed di sclosure is a felony punishable by a fine not exceeding $5, 000
or inprisonment of not nmore than five years, or both (sec. 7213). An action for
civil damages al so may be brought for unauthorized disclosure (sec. 7431).
Section 6103 does not authorize the disclosure of confidential return
information to NARA

New Federal Law

The provision provides an exception to the disclosure rules to require IRS to
disclose IRS records to officers or enployees of NARA, upon witten request
fromthe U S. Archivist, for purposes of the appraisal of such records for
destruction or retention in the National Archives. The present-Ilaw prohibitions
on and penalties for disclosure of tax informati on would generally apply to
NARA.

Current California Law (G vil Code Sec. 1798.24(j))

California law, under the Gvil Code, allows an agency to disclose information
to the State Archives. Under current procedures (agreenment with State
Archivist), information requested by State Archives is sanitized to renove any
information that would identify the specific taxpayer. The FTB Di scl osure
Oficer reviews material and renpves any confidential information before it is
sent to Archives.

In addition, the Cvil Code requires each agency to maintain an accounting of
information disclosed to the State Archives. No record may be destroyed or

di sposed of unless the director has determ ned the record has no further val ue
and the SOCS has determined it is inappropriate for preservation in the State
Archi ves.
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Ef fecti ve Date

This provision is effective for requests nmade by the Archivist after July 22,
1998.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3703 Payment of Taxes.
Backgr ound

The Code provides that it is lawful for the Secretary to accept checks or noney
orders as paynent for taxes, to the extent and under the conditions provided in
regul ations prescribed by the Secretary (sec. 6311). Those regul ations state

t hat checks or noney orders should be nade payable to the IRS.

New Federal Law

The provision requires the Secretary or his delegate to establish such rules,
regul ati ons, and procedures as are necessary to allow paynent of taxes by check
or noney order to be made payable to the United States Treasury.

Current California Law (R&TC Sec. 19005)

California law requires remttances in the formof a check to be payable to the
“Franchi se Tax Board.” Current procedures allow the processing of checks nmade
payable to the State of California, the IRS or other state agency if the anount
is the sanme as the tax reported on the return.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3704 Authority of Secretary Regardi ng El ecti ons.
Backgr ound

Except as otherw se provided, elections provided by the Code are to be made in
such manner as the Secretary shall by regulations or forns prescribe.

New Federal Law (Sec. 7805(d))

The provision clarifies that, except as otherw se provided; the Secretary may
prescribe the manner of making of any election by any reasonabl e neans.

Current California Law (R&TC Secs. 17024.5 and 23051.5)

Where California |law conforns to federal law, a proper election filed with the
IRS shall be deened to be a proper election for California purposes, unless

ot herwi se expressly provided. To obtain treatnment other than that elected for
federal purposes, the taxpayer must file a separate election with FTB at the
time and manner required by FTB.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3705 I nternal Revenue Service Enpl oyee Contacts
Backgr ound

The IRS sends many different notices to taxpayers. Sone (but not all) of these
notices contain a nane and tel ephone nunber of an I RS enpl oyee whom t he
taxpayer may call if the taxpayer has any questions.

New Federal Law

The provision requires any manual |y generated correspondence received by a
taxpayer fromthe IRS nust include in a prom nent manner the nane, telephone
nunber, and uni que identifying nunber of an I RS enpl oyee the taxpayer nmay
contact with respect to the correspondence. Any ot her correspondence or notice
received by a taxpayer fromthe IRS nust include in a prom nent manner a

t el ephone nunber that the taxpayer may contact. An I RS enpl oyee nust give a
taxpayer during a tel ephone or personal contact the enpl oyee's name and uni que
identifying nunber. In addition, to the extent practicable and advantageous to
t he taxpayer, the IRS should assign one enployee to handle a matter with
respect to a taxpayer until that matter is resol ved.

The provision also requires that, in appropriate circunstances, |IRS tel ephone
hel p lines provide an option for any taxpayer questions to be answered in
Spani sh.

Further, the Act requires that, in appropriate circunstances, |IRS tel ephone
hel p lines provide an option for any taxpayer to talk to a live person in
addition to hearing a recorded nessage. That person can then direct the

t axpayer to other IRS personnel who can provi de understandable information to
t he taxpayer.

Current California Law

California law, under the Governnent Code, requires the phone nunber, the
address, and the nane of the witer or a contact person famliar with the

subj ect area. For conputer generated correspondence, a phone nunber and address
where a person famliar with the subject area may be contacted nust be

provi ded.

Current procedures require enployees to identify thensel ves and provide

busi ness cards or identification during in-person contact. Current procedures
for the Taxpayer Service Center require enployees to provide a station nunber
and phone nunber.

To the extent possible, current procedure is to have one enpl oyee handl e a

taxpayer’'s case for that stage of the process (i.e., one auditor, one
collector, etc.).
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Sone interactive voice response (IRV) applications are available in both
Engli sh and Spani sh. The departnment maintains a |list of bilingual enployees;
calls may be referred to those enpl oyees where appropriate. Voice mail provides
an option of talking to a person. Sonme of the IRV applications have the ability
to transfer the taxpayer to an enpl oyee.

Ef fecti ve Date

The notice provisions are effective 60 days after the date of enactnent (after

Sept enber 20, 1998). The requirenents pertaining to a unique identifying nunber
are effective six nonths after the date of enactnment (after January 22, 1999).

The tel ephone hel pline provisions are effective January 1, 2000.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3706 Use of Pseudonyns by Internal Revenue Service Enpl oyees.

Backgr ound

The Federal Service |npasses Panel has ruled that if an enpl oyee believes that
use of the enployee's last nane only will identify the enpl oyee due to the

uni que nature of the enployee's |ast nane, and/or nature of the office |ocale,
then the enpl oyee may "register” a pseudonymw th the enpl oyee's supervisor.

New Federal Law

The provision provides that an I RS enpl oyee may use a pseudonymonly if (1)
adequate justification, such as protecting personal safety, for using the
pseudonym was provi ded by the enpl oyee as part of the enpl oyee's request, and
(2) managenent has approved the request to use the pseudonymprior to its use.

Current California Law

Nei t her current law nor current policy pertains to the use of pseudonyns.
Cenerally, current procedures require enployees to provide at |east their first
nanme, station nunber and phone nunber.

Ef fecti ve Date

This provision is effective for requests nade after July 22, 1998.

| npact on California Revenue

Not applicabl e.
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Secti on Section Title
3707 Il egal Tax Protester Designations.
Backgr ound
The I RS designates individuals who neet certain criteria as “illegal tax

protesters” in the IRS master file.

New Federal Law

The provision prohibits the use by the IRS of the "illegal tax protester”
desi gnation. Any extant designation in the individual master file (the main
computer file) nust be renmoved and any ot her extant designation (such as on
paper records that have been archived) nust be disregarded. The IRS is,
however, permtted to designate appropriate taxpayers as nonfilers. The IRS
must renove the nonfiler designation once the taxpayer has filed valid tax
returns for two consecutive years and paid all taxes shown on those returns.

VWhile this provision prohibits the use by the IRS of the "illegal tax
protester” designation, it does allowthe IRSto continue its current practice
of tracking "potentially dangerous taxpayers.” It is recognized the potentia

hazards connected with the assessnent and coll ection of taxes, and this
provision is not intended to jeopardize the safety of I RS enpl oyees.
Accordingly, if the IRS needs to inplenent additional procedures, such as the
mai nt enance of appropriate records, in connection with this provision so as to
ensure | RS enpl oyees' safety, it has the authority to do so.

Current California Law

FTB, like the courts, uses a “protester” designation when taxpayers protest the
filing of a valid return and/or paying state taxes due to “protester argunents”
based upon noral, religious or constitutional grounds. FTB uses the term
“nonfiler” to designate taxpayers who have not used “protester argunents” to
justify their failure to file. The “protester” status is deleted when all
del i nquent returns are filed and/or no taxes are pending from “protester type”
argunments. Only specified FTB staff may place a “protester” designation on a
file.

Ef fecti ve Date

This provision is effective July 22, 1998, except that the renoval of any
designation fromthe master file, is not required to begin before January 1
1999.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3708 Confidential Information to Congress by Wi stl ebl owers.
Backgr ound

Tax return information generally may not be di scl osed, except as specifically
provi ded by statute. The Secretary of the Treasury may furnish tax return
information to the Senate Comm ttee on Finance, the House Committee on Ways and
Means, and the Joint Conmttee on Taxation upon a witten request fromthe

chai rnen of such commttees. If the information can be associated with, or
otherwise identify, directly or indirectly, a particular taxpayer, the
informati on may be furnished to the committee only while sitting in closed
executive session unless such taxpayer otherw se consents in witing to such

di scl osure.

New Federal Law (Sec. 6103(f)(5))

The provision provides that any person (i.e., a whistleblower) who otherw se
has or had access to any return or return information under section 6103 may

di scl ose such return or return information to the House Ways and Means

Comm ttee, the Senate Finance Commttee, or the Joint Commttee on Taxation or
to any individual authorized by one of those conmmttees to receive or inspect
any return or return information if such person (the whistlebl ower) believes
such return or return information may relate to evi dence of possible

m sconduct, nal adm nistration, or taxpayer abuse. D sclosure to one of these
conm ttees could be made either to the Chairman or to the full conmttee
(sitting in closed executive session), but would not be permtted to be nmade to
an individual Menber of Congress (unless explicitly authorized as an agent). No
inference is intended that such whistlebl ower disclosures are not permtted
under present | aw.

Current California Law (R&TC Sec. 19546)

California law all ows the disclosure of confidential information to an Assenbly
or Senate legislative commttee upon request of the conmttee. However, it is a
m sdeneanor for the commttee or any nenber, clerk, or other officer or

enpl oyee of the Legislature to disclose in any manner any details of the

i nformati on furni shed, except for purposes of facilitating the detection or
prosecution of tax crines.

Ef fecti ve Date

This provision is effective July 22, 1998.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3709 Li sting of Local IRS Phone Nunbers and Addresses.
Backgr ound

The IRS is not statutorily required to publish the |ocal tel ephone nunber or
address of its |local offices.

New Federal Law

The provision requires the IRS, as soon as is practicable but no later than 180
days after July 22, 1998, to publish addresses and | ocal tel ephone nunbers of
local IRS offices in appropriate |ocal telephone directories. It is intended
that (1) the IRS not be required to publish in nore than one directory in any

| ocal area and (2) publication in alternate | anguage directories is

per m ssi bl e.

Current California Law

Addresses of district offices and the FTB toll free phone nunbers are listed in
the |l ocal phone directory where the office is located. In addition, the FTB
toll free nunmber is included in the state governnment pages of the phone book

Ef fecti ve Date

This provision is effective July 22, 1998.

| npact on California Revenue

Not applicabl e.
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Secti on Section Title
3710 Identification of Return Preparer
Backgr ound

Any return or claimfor refund prepared by an inconme tax return preparer must
bear the social security nunber of the return preparer, if such preparer is an
i ndi vi dual

New Federal Law (Sec. 6109(a))

The provision authorizes the RS to approve alternatives to social security
nunbers to identify tax return preparers.

Current California Law (R&TC Sec. 18624)

California law is conformed with nodification to the federal |aw requiring the
Soci al Security nunbers as identification of individuals who prepare tax
returns.

Ef fecti ve Date

This provision is effective July 22, 1998.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3711 O fset of Past Due Legally Enforceable State Income Tax Cbligations.
Backgr ound

Overpaynents of federal tax may be used to pay past-due child support and debts
owed to federal agencies, without the consent of the taxpayer. Such anmpunt for
past-due child support nmay be paid directly to a state. Present |aw provides
that offsets are made in the following priority: (1) child support and (2)

ot her federal debts, in the order in which such debts accrued.

New Federal Law (Sec. 6103(1)(10) and 6402)

The provision permts states to participate in the IRS refund offset program
for specified past-due, legally enforceable state incone tax debts, providing
t he person naking the federal tax overpaynent has shown on the federal return
for the taxable year of the overpaynent an address that is within the state
seeking the tax offset. The offset applies after the offsets provided in
present law for internal revenue tax liabilities, past-due support, and past
due, legally enforceable obligations owed a federal agency. The offset occurs
before the designation of any refund toward future federal tax liability.

The provision permts the Secretary to prescribe additional conditions
(pursuant to new section 6402(e)(4)(D)) to ensure that the determnation is
valid that the state or local incone tax liability is past due and legally
enforceable. It is intended that this include consideration of questions that
may arise as a result of the taxpayer being a Native Anerican

Current California Law

Not applicable as the Government Code provides for state refund offsets to
federal agenci es.

Ef fecti ve Date

This provision is effective for Federal income tax refunds payable after
Decenmber 31, 1999.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3712 Reporting Requirenents for Education Tax Credits.
Backgr ound

I ndi vi dual taxpayers are allowed to claima nonrefundabl e HOPE credit agai nst
federal income taxes up to $1,500 per student per year for qualified tuition
and rel ated expenses paid for the first two years of the student's post-
secondary education in a degree program A Lifetine Learning credit agai nst
federal income taxes equal to 20% of qualified expenses (up to a maxi mum credit
of $1,000 per taxpayer return for 1998 t hrough 2002 and $2, 000 per taxpayer
return after 2002) is also available. Qualified tuition and rel ated expenses do
not include expenses covered by educational assistance that is not required to
be included in the gross incone of either the student or the taxpayer claimng
the credit (e.g., scholarship or fellowship grants).

Code section 6050S requires information reporting by eligible educational
institutions which receive paynents for qualified tuition and rel ated expenses,
and certain other persons who make rei nbursenment or refunds of qualified
tuition and rel ated expenses, in order to assist students, their parents, and
the IRS in calculating the anmount of the HOPE and Lifetine Learning credits
potentially avail able. Section 6050S(b) provides that the annual information
report to the Secretary nust be in the formprescribed by the Secretary and
must contain the following: (1) the name, address, and taxpayer identification
nunber (TIN) of the individual which respect to whomthe qualified tuition and
rel ated expenses were received or the reinbursenment or refund was paid; (2) the
nane, address, and TIN of any individual certified by the student as the
taxpayer who will claimthat student as a dependent for purposes of the
deducti on under section 151 for any taxable years ending with or within the
year for which the information return is filed; (3) the aggregate anount of
paynments of qualified tuition and rel ated expenses received by the eligible
educational institution and the aggregate anmount of reinmbursenments or refunds
(or simlar amounts) paid during the cal endar year with respect to the student;
and (4) such other information as the Secretary may prescribe. Under section
6050S(d), an educational institution also nust provide to each person
identified on the information return submtted to the Secretary (e.g., the
student and his or her parent(s)) a witten statenent show ng the nane,
address, and phone number of the reporting person's information contact, and
the anounts set forth in (3) above.

On Decenber 22, 1997, the Departnment of Treasury issued Notice 97-73 setting
forth the information reporting requirenments under section 6050S for 1998.
Notice 97-73 describes who nust report information and the nature of the
informati on that nust be reported for 1998. In general, the required reporting
under Notice 97-73 is nore limted than that which ultimately will be required
under section 6050S upon the issuance of final regulations. Accordingly, for
1998, educational institutions nust report the follow ng information: (1) the
nane, address, and TIN of the educational institution; (2) the nane, address,
and TIN of the student with respect to whom paynents of qualified tuition and
rel ated expenses were received during 1998; (3) an indication as to whether the
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student was enrolled for at |least half the full-tinme academ ¢ workl oad during
any academ ¢ period comrencing in 1998; and (4) an indication as to whether the
student was enrolled exclusively in a programor prograns |leading to a
graduat e-1 evel degree, graduate-level certificate, or other recognized
graduat e-| evel educational credential

Educational institutions nust provide to students the information |isted above,
as well as the phone nunmber of the information contact at the school.
Information returns nmust be provided to students by February 1, 1999 and filed
with the IRS by March 1, 1999.

Notice 97-73 states that until final regulations are adopted, no penalties wll
be i nposed under sections 6721 and 6722 for failure to file correct information
returns or to furnish correct statenents to the individuals with respect to
whom i nformation reporting is required under section 6050S. In addition, Notice
97-73 states that, even after final regulations are adopted, no penalties wll
be i nposed under sections 6721 and 6722 for 1998 if the institution nmade a good
faith effort to file information returns and furnish statenents in accordance
with Notice 97-73.

New Federal Law (Sec. 6050S(b), (d) & (e))

The provision nodifies the informati on reporting requirenents under section
6050S. In addition to reporting the aggregate anmount of paynents for qualified
tuition and rel ated expenses received by the educational institution with
respect to a student, the institution nmust report any grant anpunt received by
t he student and processed through the institution during the applicable

cal endar year. The institution is not required to report on grant aid that is
paid directly to the student and is not processed through the institution. In
addition, an educational institution is required to report only the aggregate
anount of reinbursenments or refunds paid to a student by the institution (and
not by any other party).

The provision includes certain additional clarifications intended to mninize
the reporting burdens inposed on educational institutions while preserving the
ability of the IRS to nonitor conpliance with respect to the HOPE Schol arship
and Lifetime Learning credits. In particular, the Act clarifies that the
definition of the term"qualified tuition and rel ated expenses" shall be as set
forth in section 25A, determned without regard to section 25A(g)(2) (which
requires adjustments for certain scholarships). Eligible educationa
institutions that receive paynents of qualified tuition and rel ated expenses
(or reinmburse or refund such paynents) are required separately to report the
followng itens with respect to each student under section 6050S(b)(2)(O: (1)
t he aggregate anmount of qualified tuition and rel ated expenses (not including
certain expenses relating to sports, ganes, or hobbies, or nonacadenic fees);
(2) any grant ampount (whether or not excludable fromincone) received by such
i ndi vidual for paynment of costs of attendance and processed through the
institution during the applicable cal endar year; and (3) the aggregate anpunt
of reinmbursenents or refunds (or simlar amounts) paid to such individual
during the cal endar year by the institution.
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It is understood that the Departnment of Treasury is in the process of issuing
regul atory gui dance with respect to the education credit reporting

requi rements. In devel opi ng such gui dance, Congress urges Treasury to mnimze
the reporting burdens inposed on educational institutions in connection with

t he HOPE Schol arship and Lifetinme Learning credits. For exanple, section 472(1)
of the Hi gher Education Act contains a definition of tuition and fees that is
used in calculating a student's total "cost of attendance." Congress urges
Treasury to conformthe definition of "qualified tuition and rel ated expenses"
for purposes of the HOPE Schol arship and Lifetine Learning credits to the
definition set forth in section 472(1) to the extent possible, so as to
mninmze the additional reporting burden on educational institutions.

In general, Congress expects that the regul atory gui dance regarding the
education credit reporting requirenments will have an effective date that wll
provi de educational institutions with sufficient time, after any notice and
comment period, to inplenent additional required reporting. In addition,

al t hough the provision generally applies to taxable years beginning after
Decenber 31, 1998, Congress intends that no reporting beyond the reporting
currently required in Notice 97-73 would be required of educational
institutions until such final regulatory guidance is avail able.

In furtherance of the objective of mnimzing the reporting burden on
educational institutions, it is noted that, pursuant to the regul atory
authority granted in section 25A(i), Treasury may exenpt educationa
institutions fromthe reporting requirenents with respect to certain categories
of students, such as non-degree students enrolled in a course for which
academ c credit is not granted by the institution, provided that such
exenptions do not underm ne the overall conpliance objectives of the provision.
Congress further expects that Treasury will provide clarification regarding the
reasonabl e cause exception contained in section 6724(a) as it may apply to the
education information reporting requirenents. Finally, Congress urges that any
updat e and noderni zati on of I RS conmputer systens incorporate the capacity to
mat ch a dependent's TINwith the return filed by the person claimng the

i ndi vi dual as a dependent.

Current California Law (R&TC Sec. 18645)

AB 2797 (Chpt.322, Stats. 1998) amended California law for returns related to
hi gher education tuition and rel ated expenses.

Ef fecti ve Date

The provision applies to returns required to be filed with respect to taxable
years beginning after Decenmber 31, 1998.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3801 Adm nistration of Penalties and Interest.
Backgr ound

The | ast maj or conprehensive revision of the overall penalty structure in the
| RC was the "Inproved Penalty Administration and Conpliance Tax Act," enacted
as part of the Omi bus Budget Reconciliation Act of 1989.

New Federal Law

The provision requires the Joint Conmittee on Taxation (JCT) and the Treasury
to each conduct a separate study reviewing the interest and penalty provisions
of the Code and nmaking any | egislative and adm nistrative recomendations it
deens appropriate to sinplify penalty adm nistration and reduce taxpayer

bur den.

It is expected that the JCT and the Treasury Departnent studies will exan ne
whet her the current penalty and interest provisions encourage voluntary
compl i ance. The studies al so should consi der whether the provisions operate
fairly, whether they are effective deterrents to undesired behavior, and

whet her they are designed in a manner that pronotes efficient and effective
adm nistration of the provisions by the IRS. It is expected that the JCT and
the Treasury Departnment will consider comments fromtaxpayers and practitioners
on issues relevant to the studies.

Current California Law

Al though California | aw establishes certain Legislative reporting requirenents
for the FTB, such as the Annual Report and the Annual Federal Conformty
report, there is no provision requiring an interest and penalty study.

Ef fecti ve Date

The reports must be provided not later than July 22, 1999.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3802 Confidentiality of Return Information.
Backgr ound

The I RC prohibits disclosure of tax returns and return information, except to
the extent specifically authorized by the IRC

Unaut hori zed di sclosure is a felony punishable by a fine not exceeding $5, 000
or inprisonnment of not nmore than five years, or both. An action for civil
damages al so may be brought for unauthorized disclosure. The I RS may not
furnish tax informati on to another agency unless the other agency establishes
procedures satisfactory to the IRS for safeguarding the tax information the
agency receives.

New Federal Law

The provision requires the JCT and Treasury to each conduct a separate study on
provi sions regardi ng taxpayer confidentiality. The studies are to exam ne:

(1) Present-law protections of taxpayer privacy; (2) the need, if any, for
third parties to use tax return information; (3) whether greater |evels of

vol untary conpliance can be achieved by allowi ng the public to know who is
legally required to file tax returns but does not do so; (4) the
interrelationship of the taxpayer confidentiality provisions in the IRCwth
t hose el sewhere in the United States Code (such as the Freedom of |nformation
Act); (5) the inpact on taxpayer privacy of sharing tax information for the
pur poses of enforcing State and |ocal tax |laws (other than incone tax |aws);
and (6) whether the public interest would be served by greater disclosure of
information relating to tax-exenpt organizations (described in section 501 of
t he Code).

Current California Law (R&TC Secs. 19542-19568 and 19191 -19194)

Current |aw prohibits FTB from di scl osing confidential tax information, unless
expressly authorized. Current |aw does not contain a provision requiring a
study of the above-enunerated itens related to confidentiality.

Ef fecti ve Date

The findings of the study, along with any recommendati ons, are required to be
reported to the Congress no later than January 22, 2000.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3803 Study of Nonconpliance by Taxpayers.

New Federal Law

Not | ater than one year after July 22, 1998, the Secretary of the Treasury and
t he Commi ssi oner of Internal Revenue shall conduct jointly a study, in
consultation with the JCT, of the nonconpliance with internal revenue |aws by

t axpayers (including willful nonconpliance and nonconpliance due to tax |aw
complexity or other factors) and report the findings of such study to Congress.

The provision clarifies that the study is to exam ne nonconpliance with the

i nternal revenue | aws by taxpayers (including willful nonconpliance and
nonconpl i ance due to tax |aw conplexity or other factors). Treasury and IRS are
to conduct the study, in consultation with the Joint Commttee on Taxati on.

Current California Law (R&TC Sec. 21006)

Current |aw, under the Taxpayers’ Bill of Rights, requires the FTB to annually
identify and report to the Legislature areas of recurrent taxpayer
nonconpliance. Additionally, the FTB annually convenes a Taxpayers’ Bill of

Ri ghts nmeeting providing taxpayers a forumto present their ideas for changes
to the inconme tax | aws.

Ef fecti ve Date

The findings of the study, along with the report to Congress are due July 22,
1999.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3804 Study of Paynments Made for Detection of Underpaynents/Fraud.
Backgr ound

Under present law, rewards may be paid for information relating to civi
violations, as well as crimnal violations. Present |aw al so provides that the
rewards are paid out of the proceeds of ampbunts (other than interest) collected
by reason of the information provided. An annual report on the rewards program
is required.

New Federal Law

The provision requires a study and report by Treasury to the Congress (within
one year of the date of enactnent, July 22, 1998) of the present-|aw reward
program (i ncluding results) and any |l egislative or admnistrative
reconmendati ons regarding the programand its application.

Current California Law (R&TC Sec. 19525)

Current | aw authorizes the FTB to establish a reward program However, the
program has not been established. There is no current statutory provision
requiring a study of the reward program

Ef fecti ve Date

The provision is effective July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
4001 Revi ew of Requests for GAO Investigations of the IRS
Backgr ound

Prior to the passage of the IRS Reform Act there was no specific statutory
requi rement that requests for investigations by the General Accounting Ofice
(GAO) relating to the IRS be reviewed by the Joint Conmttee on Taxation (the
Joint Commttee). However, some of the studies that GAO conducts relating to
taxati on and oversight of the IRS require access under section 6103 of the Code
to confidential tax returns and return information. Under section 6103, the GAO
may informthe Joint Conmttee of its initiation of an audit of the IRS and
obtain access to confidential taxpayer information unless, within 30 days, 60%
of the nenbers of the Joint Comrittee di sapprove of the audit. This provision
has not been utilized; the GAO generally seeks advance access to confidentia
taxpayer return information fromthe Joint Conmttee.

New Federal Law (Sec. 8021)

The provision requires the Joint Conmittee to review all requests (other than

requests by the chair or ranking nenmber of a Commttee or Subconmmttee of the

Congress, investigations required by statute, and work initiated by GAO under

its basic statutory authorities) for investigations of the IRS by the GAO and

approves such requests when appropriate. In review ng such requests, the Joint
Committee is to elimnate overlapping investigations, ensure that the GAO has

the capacity to handle the investigation, and ensure that investigations focus
on areas of primary inportance to tax admnistration

The provision does not change the present-law rul es under section 6103.

Current California Law

California | aw has no conparabl e provi sions.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

No i npact.
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Secti on Section Title
4002 Joi nt Congressional Hearings and Oversi ght Reports.
Backgr ound

Prior to the passage of the IRS Reform Act, a nunber of committees had
jurisdiction with respect to I RS oversight. The commttees nost responsible for
I RS oversight are the House Committees on Ways and Means, Appropriations,

Gover nment Reform and Oversight, the corresponding Senate Comm ttees on

Fi nance, Appropriations, and Governnental Affairs, and the Joint Committee on
Taxation. Wiile these Conmttees have a shared interest in IRS matters, they
typically act independently, and have separate hearings and nake separate
investigations into IRS matters. Each committee al so has jurisdiction over
certain issues. For exanple, the House Ways and Means Conmittee and the Senate
Fi nance Committee have exclusive jurisdiction over changes to the tax | aws.
Simlarly, the House and Senate Appropriations Comm ttees have exclusive
jurisdiction over IRS annual appropriations. The Joint Conmittee does not have
| egislative jurisdiction, but has significant responsibilities with respect to
tax matters and | RS oversight.

New Federal Law (Sec. 8022)

The provision provides that there will be an annual joint hearing of two

maj ority and one mnority nmenbers of each of the Senate Comm ttees on Fi nance,
Appropriations, and Governnental Affairs and the House Conmittees on Ways and
Means, Appropriations, and Governnment Reform and Oversight. The annual joint
hearing is to review (1) the progress of the IRSin nmeeting its objectives
under the strategic and business plans; (2) the progress of the IRS in

i nprovi ng taxpayer service and conpliance; (3) the progress of the IRS on

t echnol ogy noderni zation; and (4) the annual filing season. The joint review
will be held at the call of the Chairman of the Joint Commttee on Taxati on
and is to take place before June 1 of each cal endar year

The provision provides that the Joint Cormittee is to nmake annual reports to
the Committee on Finance and the Conmmittee on Ways and Means on the overall
state of the federal tax system together with recomendations with respect to
possible sinplification proposals and other matters relating to the

adm ni stration of the federal tax systemas it may deem advi sabl e. The Joint
Commttee also is to report annually to the Senate Comm ttees on Fi nance,
Appropriations, and Governnental Affairs and the House Conmittees on Ways and
Means, Appropriations, and Governnment Reform and Oversight with respect to the
matters that are the subject of the annual joint hearings of nenbers of such
Conmi ttees.

The provision did not nodify the existing jurisdiction of the Conmittees
involved in the joint hearings.
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In addition, the provision requires the Joint Cormittee on Taxation to report
on the overall state of the federal tax systemto provide that such report

shall be prepared once in each Congress, but only if anpbunts necessary to carry
out this requirenent are specifically appropriated to the Joint Conmttee on
Taxat i on.

Current California Law

California law currently has no statutory provision relating to |legislative
oversight. The FTB is nade up of three nenbers: the State Controller, Chairnman
of the Board of Equalization and the Executive Oficer of the Departnent of

Fi nance. Funding for the departnent is included in the Governor's annual budget
and subject to |egislative approval.

Ef fecti ve Date

Cenerally, this provision is effective July 22, 1998. The requirenment for an
annual joint review, and report by the Joint Commttee on Taxation, shall apply
only for cal endar years 1999-2003.

I npact on California Revenue

No i npact.
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Secti on Section Title
4011 Fundi ng for Century Date Change.

New Federal Law

The century date change issue (referred to as Y2K) relating to nost conputer
systens al so inpacts the IRS' s conputer system The |IRS has diverted resources
originally slated for other nodernization projects to the Y2K problem Due to
testing and inplenentation concerns, it is uncertain whether the IRS wll
succeed in fixing the Y2K glitch before January 1, 2000.

New Federal Law

The IRS Reform Act states that IRS' s Y2K probl em should be fully funded to
ensure the resolution of the problem

Current California Law

The FTB has planned for the Y2K problem and the work to correct the problemis
on schedule to be conpleted and tested before the Decenber 31, 1999, deadli ne.

Ef fecti ve Date

This provision is effective July 22, 1998.

I npact on California Revenue

No i npact.
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Section Section Title
4022 Tax Law Conpl exity Anal ysis.

New Federal Law

Role of the IRS. The IRSis to report to the House Ways and Means Comm ttee and
t he Senate Finance Conm ttee annually regarding sources of conplexity in the
adm ni stration of the Federal tax |aws. Factors the IRS may take into account
include: (1) frequently asked questions by taxpayers; (2) commopn errors nmade by
taxpayers in filling out returns; (3) areas of the law that frequently result

i n di sagreenents between taxpayers and the IRS; (4) major areas in which there
is no or inconplete published guidance or in which the law is uncertain; (5)
areas in which revenue agents make frequent errors in interpreting or applying
the law, (6) inpact of recent |legislation on conplexity; (7) information
regarding fornms, including a listing of IRS forns, the tinme it takes for
taxpayers to conplete and review fornms, the nunber of taxpayers who use each
form and how the tine required changed as a result of recently enacted

| egi slation; and (8) reconmendations for reducing conplexity in the

adm ni stration of the federal tax system

Compl exity analysis with respect to current |egislation. The provision requires
the Joint Commttee on Taxation (in consultation with the IRS and Treasury) to
provi de an anal ysis of conplexity or admnistrability concerns raised by tax
provi sions of w despread applicability to individuals or small businesses. The
analysis is to be included in any Comm ttee Report of the House Ways and Means
Comm ttee or Senate Finance Committee or Conference Report containing tax

provi sions, or provided to the Menbers of the relevant Conmittee or Commttees
as soon as practicable after the report is filed. The analysis is to include:
(1) an estimate of the nunber and type of taxpayers affected; and (2) if
applicable, the incone | evel of affected individual taxpayers. In addition,
such analysis should include, if determnable, the following: (1) the extent to
whi ch existing tax fornms would require revision and whether a new formor forns
woul d be required; (2) whether and to what extent taxpayers would be required
to keep additional records; (3) the estinmated cost to taxpayers to conply with
the provision; (4) the extent to which enactnment of the provision would require
the IRS to develop or nodify regul atory guidance; (5) whether and to what
extent the provision can be expected to |l ead to di sputes between taxpayers and
the IRS; and (6) how the I RS can be expected to respond to the provision
(including the inpact on internal training, whether the Internal Revenue Manual
woul d require revision, whether the change woul d require reprogranmm ng of
conputers, and the extent to which the IRS woul d be required to divert or
redirect resources in response to the provision).

A point of order arises with respect to the floor consideration of a bill or
conference report that does not contain the required Conplexity Analysis. The
poi nt of order may be waived by a mpjority vote. The point of order is subject
to the Constitutional right of each House of the Congress to establish its own
rul es and procedures; thus, such point of order may be changed at any tinme
pursuant to the procedures of the House of Representatives.
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Current California Law

Under the Taxpayer Bills of Rights, the FTB is required annually to identify
areas of recurrent taxpayer nonconpliance and report its findings to the
Legi sl ature. The include shall include recommendations for inproving taxpayer
conmpl i ance and uni form adm ni stration.

The FTB prepares and distributes bill analysis reports on all California
| egislation introduced that affects the incone tax provisions of the Revenue
and Taxation Code. The bill analysis identifies any adm nistrative or

i npl ement ati on probl ens the Franchi se Tax Board may have inplenmenting the bil
if enacted into law. The analysis are provided to various interested parties,
including the bill's author and |egislative tax conmttees.

Ef fecti ve Date

The provisions are effective for cal endar years after 1998.

I npact on California Revenue

No i npact.
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Secti on Section Title
5001 Eli mnati on of 18-Month Hol ding Period for Capital Gains.
Backgr ound

The TRA of 1997 provided | ower capital gains rates for individuals. Cenerally,
the TRA of 1997 reduced the maximumrate on the adjusted net capital gain of an
i ndividual from28%to 20% and provided a 10%rate for the adjusted net capital
gain otherwi se taxed at a 15%rate. The "adjusted net capital gain" is the net
capital gain determ ned without regard to certain gains for which the TRA of
1997 provided a higher maxinumrate of tax. The TRA of 1997 retained the prior-
law 28% maxi numrate for net long-termcapital gains attributable to the sale
or exchange of collectibles, certain small business stock to the extent the
gain is included in inconme, and property held nore than one year but not nore
than 18 nonths. In addition, the TRA of 1997 provided a maxi numrate of 25% for
the long-termcapital gain attributable to depreciation fromreal estate held
nmore than 18 nonths. Beginning in 2001, lower rates of 8 and 18% w || apply to
the gain fromcertain property held nore than five years.

New Federal Law (Sec. 1223 & 1235(a))

Under the I RS Reform Act property held nore than one year (rather than nore
than 18 nonths) is eligible for the 10% 20% and 25% capital gain rates
provi ded by the TRA of 1997.

Current California Law (R&TC Sec. 17041)

While California generally confornms to federal |aw on the definition of a
capital asset and how gain or loss is calculated, the tax rates on net capital
gains and ordinary inconme are the sane.

Ef fecti ve Date

The provision is effective for anpbunts properly taken into account on or after
January 1, 1998.

I npact on California Revenue

No i npact.
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Secti on Section Title
5002 Deductibility of Meals Provided for the Conveni ence of the Enpl oyer.
Backgr ound

In general, subject to several exceptions, only 50% of business neals and
entertai nnent expenses are all owed as a deduction (sec. 274(n)). Under the Tax
Rel i ef and Reform Act of 1997 (TRA of 1997) exception, neals that are

excl udabl e from enpl oyees' incones as a de mnims fringe benefit (sec. 132)
are fully deductible by the enployer. In addition, the courts that have

consi dered the issue have held that if substantially all of the neals are
provi ded for the convenience of the enployer pursuant to section 119, the cost
of such nmeals is fully deductible because the enployer is treated as operating
a de mnims eating facility within the meaning of section 132(e)(2).

New Federal Law (Sec. 119(b))

The IRS Reform Act provides that all nmeals furnished to enployees at a place of
busi ness for the conveni ence of the enployer are treated as provided for the
conveni ence of the enployer under section 119 if nore than one-half of

enpl oyees to whom such neal s are furnished on the prem ses are furnished such
meal s for the conveni ence of the enployer under section 119. If these
conditions are satisfied, the value of all such neals would be excludable from
the enpl oyee's inconme and fully deductible to the enployer. No inference is

i ntended as to whether such neals are fully deductible under prior |aw

Current California Law (R&TC Sec. 17131)

California lawis in full conformty with federal law as it read on January 1
1998, as it relates to the deduction of meals provided to enpl oyees.

Ef fecti ve Date

The provision is effective for taxable years begi nning before, on, or after
July 22, 1998.

I npact on California Revenue

Based on projections for the federal law, conformng to this change woul d
result in a revenue loss of $1 million annually.
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Section Section Title
5003 Nor mal Trade Rel ati ons.
Backgr ound

In the context of U S. tariff legislation, section 251 of the Trade Expansion
Act of 1962 states the principle of "nost-favored-nation" (MFN) treatnent,
requiring tariff treatnment to be applied to all countries equally.
Specifically, the products of a country given MFN treatnent are subject to
rates of duty found in colum 1 of the Harnonized Tariff Schedule (HTS) of the
United States. Products fromcountries not eligible for MFN treatnment under

U S. law are subject to higher rates of duty. Only six countries are subject to
hi gher rates of duty: Afghanistan, Cuba, Laos, North Korea, Serbia, and
Vietnam The remaining U S. trading partners are subject to either conditiona
or unconditional MFN treatnent, or to even nore preferential rates than MN
under free trade agreenents (Israel, Canada, and Mexico) and unilateral grants
of tariff preference.

New Federal Law

The provision changes the termnology used in U S. trade statutes from "nost-
favored-nation” to "norrmal trade relations” (NTR) in order to reflect nore
accurately the nature of the trade relationship in question. The | egislation
does not change the tariff treatnment received by any country. The term nol ogy
inplies that a country receiving MFN i s sonehow receiving treatnent that is
special or better than what a country would normally receive. In reality,
however, a country receiving MFN recei ves not hing nore than ordinary or nornal
treatnent. Only six countries receive treatnent that is | ess favorable than
this normal treatnment. In addition, three countries actually receive tariff
treatnent that is better than MFN because they participate in a free trade
agreenent with the United States and nunerous others receive treatnment nore
favorabl e than MFN under unil ateral grants of trade preference signifying that
the "nost" favored term nology is msleading. The Conference Committee states
that the change in term nology fromMN to NTR does not have any effect

what soever on the neaning of any existing U S. law or practice. It does not
change any procedures under existing |aw for granting or removing MN status.
Rat her, the new term has the sanme neaning as MFN as is currently defined in
domestic legislation and international agreements and does not change the
tariff treatnment granted by the United States to any of its trading partners.

Current California Law

Under federal law, individual states are not permitted to inpose tariffs.

| npact on California Revenue

Not applicabl e.
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Section Section Title
6003 Technical Corrections to Child Credit.
Backgr ound

Present federal |aw provides a $500 ($400 for taxable year 1998) tax credit for
each qualifying child under the age of 17. A qualifying child is defined as an
i ndi vidual for whomthe taxpayer can claima dependency exenption and who is a
son or daughter of the taxpayer (or a descendent of either), a stepson or

st epdaughter of the taxpayer or an eligible foster child of the taxpayer. For
taxpayers with nodified adjusted gross incone in excess of certain thresholds,
the allowable child credit is phased out. The length of the phase-out range is
affected by the nunber of the taxpayer's qualifying children

CGeneral ly, the maxi mum anpbunt of a taxpayer's child credit for each taxable
year is limted to the excess of the taxpayer's regular tax liability over the
taxpayer's tentative mnimumtax liability (determ ned without regard to the
alternative mninumforeign tax credit). In the case of a taxpayer with three
or nore qualifying children, the maxi num anmount of the taxpayer's child credit
for each taxable year is limted to the greater of: (1) the anmount computed
under the rule described above, or (2) an anount equal to the excess of the sum
of the taxpayer's regular inconme tax liability and the enpl oyee share of FICA
taxes (and one-half of the taxpayer's SECA tax liability, if applicable)
reduced by the earned income credit. In the case of a taxpayer with three or
nmore qualifying children, the excess of the anmount allowed in (2) over the
anmount conputed in (1) is a refundable credit.

Nonr ef undabl e credits may not be used to reduce tax liability below a
taxpayer's tentative mninmumtax. Certain credits not used as a result of this
rule may be carried over to other taxable years, while others may not. Speci al
ordering rules apply in determ ning which nonrefundable credits are used in the
current year. Generally, the ordering rules require that nonrefundabl e persona
credits be considered first, followed by other credits, business credits, and
the investment tax credit. It is understood that there also is a ordering rule
under which the incone tax liability limtation applies between the
nonr ef undabl e personal credits, including the nonrefundable portion of the
child credit. Generally, the nonrefundable portion of the child credit and the
ot her nonrefundabl e personal credits which do not provide a carryforward are
grouped toget her and stacked first, followed by the nonrefundabl e personal
credits which provide a carryforward for purposes of applying the incone tax
liability limtation

Ref undabl e credits, which are not limted by the mininumtax, are not stacked
until after the nonrefundable credits.

A portion of the child credit nmay be treated as a supplenmental child credit.
The anount of the supplenental child credit, if any, equals the excess of (1)
$500 tinmes the nunmber of qualifying children up to the excess of the taxpayer's
incone tax liability (net of applicable credits other than the earned income
credit) over the taxpayer's alternative mnimumtax liability (determ ned
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wi thout regard to the alternative mininumforeign tax credit) over (2) the sum
of the taxpayer's regular incone tax liability (net of applicable credits other
than the earned incone credit) and the enpl oyee share of FICA taxes reduced by
any earned inconme credit anmount. The supplenental child credit is treated as
provi ded under the earned income credit, and the child credit anount is reduced
by the anobunt of the supplenental child credit.

New Federal Law (Sec. 24(d) & 32)

The IRS Reform Act clarifies the application of the inconme tax liability
limtation to the refundable portion of the child credit by treating the
refundabl e portion of the child credit in the sane way as the other refundable
credits. Specifically, after all other credits are applied according to the
ordering rules of the inconme tax |imtation, then the refundable credits are
applied first to reduce the taxpayer's tax liability for the year and then to
provide a credit in excess of inconme tax liability for the year.

The IRS Reform Act also clarifies that the treatment of a portion of the child
credit as a supplenental child credit under the earned income credit (sec. 32)
and the offsetting reduction of the child credit (sec. 24) do not affect any
other credit available to the taxpayer. It also clarifies that the earned
incone credit rules (e.g., the phaseout of the earned incone credit) generally
do not apply to the supplenental child credit.

Current California Law (R&TC Sec. 17054)

California | aw does not generally conformto federal credits. California | aw
does provide for personal and dependent exenption credits. The dependent credit
is $253 and $227 for the 1998 and 1999 taxable years, respectively. The
dependent credit is allowed to taxpayers with qualifying dependents as defined
under I RC section 151(c), and unlike the federal credit is available for (but
not limted to) parents of the taxpayer and children over 17 years of age. The
nonr ef undabl e, noncarryover dependent credit is applied before all other
credits. California | aw does not have a refundable provision for taxpayers wth
three or nore dependents.

Ef fecti ve Date

The provision is effective for taxable years beginning after Decenber 31, 1997.

| npact on California Revenue

Not applicabl e.
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Section Section Title
6004(a) Carification of Reporting Requirenents for the HOPE and Lifetine
Learning Credits.

Backgr ound

Section 6050S provides that certain educational institutions and other

t axpayers engaged in a trade or business nust file information returns with the
IRS and certain individual taxpayers, as required by regul ations prescribed by
the Secretary of the Treasury, containing information on individuals who nmade
payrments for qualified tuition and rel ated expenses or to whom rei nbursenents
or refunds were made of such expenses.

New Federal Law (Sec. 25A and 6050S)

The IRS Reform Act clarifies that, under section 6050S, information returns
containing information with respect to qualified tuition and fees nust be filed
by a person that is not an eligible educational institution only if such person
is engaged in a trade or business of making paynments to any individual under an
i nsurance arrangenent as rei nmbursenments or refunds (or simlar paynents) of
qualified tuition and rel ated expenses. As under present |aw, section 6050S
also will require the filing of information returns by persons engaged in a
trade or business if, in the course of such trade or business, the person

recei ves fromany individual interest aggregating $600 or nore for any cal endar
year on one or nore qualified education |oans.

Current California Law

California has no conparable credit.

Ef fecti ve Date

The provision is effective as if included in the TRA of 1997, i.e., for
expenses paid after Decenber 31, 1997, for education furnished in acadenic
peri ods begi nning after such date.

I npact on California Revenue

Not applicabl e.
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Section Section Title
6004( b) Carification of the Deduction for Student Loan Interest.

Backgr ound

Certain individuals who have paid interest on qualified education | oans may

cl ai m an above-the-1ine deduction for such interest expenses, up to a maxi num
deduction of $2,500 per year. The deduction is allowed only with respect to
interest paid on a qualified education |loan during the first 60 nmonths in which
interest paynents are required. In this regard, required paynents of interest
do not include nonmandatory paynents, such as interest paynents made during a
period of |oan forbearance. Months during which the qualified education loan is
in deferral or forbearance do not count against the 60-nonth period. No
deduction is allowed to an individual if that individual is clainmed as a
dependent on anot her taxpayer's return for the taxable year. A qualified
education [ oan generally is defined as any indebtedness incurred to pay for the
qgual i fi ed higher educati on expenses of the taxpayer, the taxpayer's spouse, or
any dependent of the taxpayer as of the tinme the indebtedness was incurred in
attendi ng (1) post-secondary educational institutions and certain vocationa
school s defined by reference to section 481 of the Hi gher Education Act of

1965, or (2) institutions conducting internship or residency prograns |eading
to a degree or certificate froman institution of higher education, a hospital
or a health care facility conducting postgraduate training.

New Federal Law (Sec. 221)

The provision clarifies that the student |oan interest deduction may be cl ai med
only by a taxpayer who is legally obligated to nmake the interest paynents
pursuant to the ternms of the | oan

Current California Law (R&TC Sec. 17024.5)

California lawis in full conformty with federal law as it read on January 1
1998, as it relates to the deduction of education |oan interest (AB 2797, Stat.
1998, Ch. 322). California | aw has not conformed to the changes nmade to the IRC
by the I RS Reform Act.

Ef fecti ve Date

The provision is effective for interest paynents due and paid after Decenber
31, 1997, on any qualified education |oan.

| npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6004(c) Carification of Qualified State Tuition Prograns.

Backgr ound

Section 529 provides tax-exenpt status to “qualified state tuition prograns,”
meani ng certain prograns established and maintained by a state (or agency or
instrunentality thereof) under which persons may (1) purchase tuition credits
or certificates on behalf of a designated beneficiary that entitle the
beneficiary to a waiver or paynment of qualified higher education expenses of
the beneficiary, or (2) nake contributions to an account that is established
for the purpose of neeting qualified higher education expenses of the

desi gnat ed beneficiary of the account. The term “qualified higher education
expenses” neans expenses for tuition, fees, books, supplies, and equi prment
required for the enroll ment or attendance at an eligi bl e postsecondary
educational institution, as well as room and board expenses (meaning the

m ni mrum room and board al |l owance applicable to the student as determ ned by the
institution in calculating costs of attendance for federal financial aid
prograns under sec. 472 of the Hi gher Education Act of 1965) for any period
during which the student is at least a half-tinme student.

Section 529 al so provides that no anount shall be included in the gross incone
of a contributor to, or beneficiary of, a qualified state tuition programwth
respect to any distribution from or earnings under, such program except that
(1) anmounts distributed or educational benefits provided to a beneficiary
(e.g., when the beneficiary attends college) will be included in the
beneficiary's gross inconme (unless excludabl e under another Code section) to

t he extent such anmounts or the value of the educational benefits exceed
contributions nade on behal f of the beneficiary, and (2) amounts distributed to
a contributor or another distributee (e.g., when a parent receives a refund)
will be included in the contributor's/distributee's gross incone to the extent
such anmounts exceed contributi ons made on behalf of the beneficiary.

Ear ni ngs on an account may be refunded to a contributor or beneficiary, but the
state or instrunentality nust inpose a nore than de mninms nonetary penalty
unl ess the refund is (1) used for qualified higher education expenses of the
beneficiary, (2) nmade on account of the death or disability of the beneficiary,
or (3) made on account of a schol arship received by the designated beneficiary
to the extent the anmount refunded does not exceed the anmount of the schol arship
used for higher education expenses. A transfer of credits (or other anobunts)
from one account benefiting one designated beneficiary to another account
benefiting a different beneficiary will be considered a distribution (as will a
change in the designated beneficiary of an interest in a qualified state
tuition program, unless the beneficiaries are nenbers of the sane famly. For
this purpose, the term"nenber of the fam |y" nmeans persons described in
paragraphs (1) through (8) of section 152(a), e.g., sons, daughters, brothers,
sisters, nephews and nieces, certain in-laws, etc., and any spouse of such

per sons.
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New Federal Law (Sec. 529)

The provision clarifies that, under annuity rules contained in present-|aw
section 72, distributions fromqualified state tuition prograns are treated as
representing a pro-rata share of the principal (i.e., contributions) and
accumul ated earnings in the account.

In addition, the provision nodifies section 529(e)(2) to clarify that for
pur poses of tax-free rollovers and changes of designated beneficiaries, a
“menber of the famly” includes the spouse of the original beneficiary.

Current California Law (R&TC Sec. 23711)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to qualified state tuition prograns (AB 2797, Stat. 1998, Ch.
322). California law has not conforned to the changes nade to the I RC by the

I RS Reform Act .

Additionally, AB 530 (Stat. 1997, Ch. 851), under the Education Code, created
the Gol den State Schol arshare Trust, effective for taxable years begi nning on
or after January 1, 1998. (The CGol den State Schol arshare was designed to neet
the requirenents of section 529 as a state-sponsored qualified tuition
program) The Revenue and Taxation Code was nodified to make the Schol arshare
trust tax-exenpt and earnings on the deposits to the trust non-taxable to the
partici pant or beneficiary until the earnings are distributed.

Ef fecti ve Date

The provisions are effective for distributions nade after Decenber 31, 1997.

| npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation wuld be insignificant.
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Section Section Title
6004(d) Carification of Education |IRAs

Backgr ound

Section 530 provides that taxpayers may establish “education | RAs,” neaning
certain trusts or custodial accounts created exclusively for the purpose of
payi ng qualified higher education expenses of a naned beneficiary. Annual
contributions to education | RAs may not exceed $500 per designated beneficiary,
and may not be nmade after the designated beneficiary reaches age 18.
Contributions to an education | RA may not be nmade by certain high-incone
taxpayers, i.e., the contribution limt is phased out for taxpayers wth
nodi fi ed adj usted gross incone between $95, 000 and $110, 000 ($150, 000 and

$160, 000 for taxpayers filing joint returns). No contribution may be nade to an
education I RA during any year in which any contributions are nmade by anyone to
a qualified state tuition programon behalf of the sane beneficiary.

Until a distribution is made from an education I RA, earnings on contributions
to the account generally are not subject to tax. However, education |IRAs are
subject to the unrel ated business inconme tax (UBIT) inposed by section 511. In
addition, distributions froman education |IRA are excludable from gross incomne
to the extent that the distribution does not exceed qualified higher education
expenses incurred by the beneficiary during the year the distribution is nmade
(provided that a HOPE credit or Lifetime Learning credit is not claimed with
respect to the beneficiary for the sane taxable year). The earnings portion of
an education I RA distribution not used to pay qualified higher education
expenses is includible in the gross income of the distributee and generally is
subject to an additional 10%tax. This 10% additional tax does not apply if a
di stribution froman education IRA is made on account of the death, disability,
or schol arship received by the designated beneficiary. However, the additional
10% tax does not apply if a distribution is nade of excess contributions above
the $500 limt (and any earnings attributable to such excess contributions) if
the distribution is nade on or before the date that a return is required to be
filed (including extensions of tine) by the contributor for the year in which
t he excess contribution was made. |In addition, section 530 allows tax-free
roll overs of account bal ances from an education | RA benefiting one famly
menber to an education | RA benefiting another famly nmenber. Section 530 is
effective for taxable years beginning after Decenmber 31, 1997.

New Federal Law (Sec. 530)

Consistent with the legislative history to the TRA of 1997, the provision

provi des that any bal ance remaining in an education IRA will be deened to be
distributed wthin 30 days after the date that the designated beneficiary
reaches age 30 (or, if earlier, within 30 days of the date that the beneficiary
dies). The provision further clarifies that, in the event of the death of the
desi gnated beneficiary, the balance remaining in an education | RA may be
distributed (without inposition of the additional 10%tax) to any other (i.e.,
contingent) beneficiary under the age of 30 or to the estate of the deceased
desi gnated beneficiary. If any nmenber of the famly of the deceased beneficiary
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becones the new desi gnated beneficiary of an education IRA then no tax will be
i nposed on such redesignation and the account will continue to be treated as an
education | RA.

The provision also clarifies that for purposes of the special rules regarding
tax-free roll overs and changes of designated beneficiaries, the new beneficiary
must be under the age of 30.

Under the provision, the additional 10%tax provided for by section 530(d)(4)
will not apply to a distribution froman education IRA, which (although used to
pay for qualified higher education expenses) is includible in the beneficiary's
gross incone solely because the taxpayer elects to claima HOPE or Lifetine
Learning credit with respect to the beneficiary. The provision further provides
that the additional 10%tax will not apply to the distribution of any
contribution to an education I RA nmade during a taxable year if such
distribution is nade on or before the date that a return is required to be
filed (including extensions of tinme) by the beneficiary for the taxable year
during which the contribution was made (or, if the beneficiary is not required
to file such a return, April 15th of the year follow ng the taxable year during
whi ch the contribution was made). In addition, the provision anends section
4973(e) to provide that the excise tax penalty applies under that section for
each year that an excess contribution remains in an education I RA (and not
nmerely the year that the excess contribution is nade).

The provision clarifies that, in order for taxpayers to establish an education
| RA, the designated beneficiary nust be a life-in-being. The provision al so
clarifies that, under annuity rules contained in present-|law section 72,

di stributions fromeducation IRAs are treated as representing a pro-rata share
of the principal (i.e., contributions) and accunul ated earnings in the account.

In addition, because the TRA of 1997 all ows taxpayers to redeem U.S. Savi ngs
Bonds and be eligible for the exclusion under present-law section 135 (as if
the proceeds were used to pay qualified higher education expenses) provided the
proceeds fromthe redenption are contributed to an education IRA (or to a
qualified state tuition program defined under section 529) on behalf of the

t axpayer, the taxpayer's spouse, or a dependent, the provision conforns the
definition of “eligible educational institution” under section 135 to the
broader definition of that termunder present-|law section 530 (and section
529). Thus, for purposes of section 135, as under present-l|aw sections 529 and
530, the term*“eligible educational institution” is defined as an institution
which (1) is described in section 481 of the H gher Education Act of 1965 (20
U S C 1088) and (2) is eligible to participate in Departnent of Education
student aid prograns.
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Current California Law (R&TC Sec. 23712(b)(1))

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to education IRAs (SB 1233, Stat. 1997, Ch. 612). California | aw
has not conforned to the changes nade to the IRC by the IRS Reform Act. In the
origi nal education |IRA enactnent, California required the distribution to that
beneficiary within 30 days after the date the beneficiary becones 30 years of
age (SB 1233, Ch. 612, Laws 1997).

Ef fecti ve Date

The provisions are effective for taxable years begi nning after Decenmber 31
1997, as if included in the TRA of 1997.

I npact on California Revenue

The proposed changes to educational |RA rules include both mnor gains (deened
di stributions would increase slightly) and m nor |osses (certain penalties
woul d be waived). These gains and | osses would tend to offset one another and
woul d be insignificant in the near term
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Section Section Title
6004(e) Carification of the Enhanced Deduction for Corporate Contributions
of Conput er Technol ogy and Equi prent.

Backgr ound

In computing taxable incone, a taxpayer who item zes deductions generally is
all oned to deduct the fair market value of property contributed to a charitable
organi zation. However, in the case of a charitable contribution of inventory or
ot her ordinary-inconme property, short-termcapital gain property, or certain
gifts to private foundations, the anount of the deduction is limted to the
taxpayer's basis in the property. In the case of a charitable contribution of
tangi bl e personal property, a taxpayer's deduction is |limted to the adjusted
basis in such property if the use by the recipient charitable organization is
unrelated to the organi zation's tax-exenpt purpose.

The TRA of 1997 provided that certain corporate contributions of conputer and
ot her equiprent to eligible donees to be used for the benefit of elenentary and
secondary school children qualify for an augnmented deduction. Under this
special rule, the amount of the augnmented deduction available to a corporation
making a qualified contribution generally is equal to its basis in the donated
property plus one-half of the anobunt of ordinary income that woul d have been
realized if the property had been sold. However, the augnmented deducti on cannot
exceed twi ce the basis of the donated property. To qualify for the augnented
deduction, the contribution nust satisfy various requirenents.

The legislative history of the provision states that the special tax treatnment
for contributions of conmputer and ot her equi pnent was to be effective for
contributions nade during a three-year period in taxable years beginning after
Decenber 31, 1997, and before January 1, 2001. However, as a result of a
drafting error, the statutory provision does not apply to contributions made
during taxabl e years begi nning after Decenber 31, 1999.

New Federal Law (Sec. 170(e))

The provision corrects the term nation date of the provision to provide that
the special rule applies to contributions nmade during taxabl e years begi nning
after December 31, 1997, and before Decenber 31, 2000.

In addition, the provision clarifies that the requirenents set forth in section
170(e)(6) (B)(ii)-(vii) apply regardl ess of whether the donee is an educationa
organi zation or a tax-exenpt charitable entity. Simlarly, the rule in section
170(e)(6) (ii) (1) regardi ng subsequent contributions by private foundations is
clarified to permit contributions to either educational organizations or tax-
exenpt charitable entities described in section 170(e)(6)(B)(i).
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Current California Law (R&TC Sec. 24357.9)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to corporate contributions of conputer technol ogy (AB 2797, Stat.
1998, Ch. 322). California law additionally requires the donee school to be
located in California. California | aw has not conforned to the changes nade to
the IRC by the IRS Reform Act.

Ef fecti ve Date

The provision is effective as of August 5, 1997, the date of enactnent of the
TRA of 1997.

I npact on California Revenue

If California conforns to the federal termnation date, revenue |oses for the
one year extension would be $4 mllion, $1 mllion for 1999-0 and $3 million
for 2000-1, and mnor |oss for 2001-2.

Note: AB 2797 (Stat. 1998, Ch. 322) included the revenue |osses as if the
enhanced deduction for the conputer technol ogy and equi pnent were available to
corporations for income years beginning after Decenber 31, 1997, and before
January 1, 2001. The $4 mllion loss was attributed to that bill
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Section Section Title
6004(f) Carification of the Cancellation of Certain Student Loans.

Backgr ound

Under present law, an individual's gross inconme does not include forgiveness of
| oans nmade by tax-exenpt educational organizations if the proceeds of such

| oans are used to pay costs of attendance at an educational institution or to
refinance outstandi ng student | oans and the student is not enployed by the

| ender organi zation. The exclusion applies only if the forgiveness is
contingent on the student's working for a certain period of tinme in certain
professions for any of a broad class of enployers. In addition, the student's
work must fulfill a public service requirenent.

New Federal Law (Sec. 108(f))

The provision clarifies that gross incone does not include anbunts fromthe
forgi veness of | oans nmade by educational organizations and certain tax-exenpt
organi zations to refinance any existing student |oan (and not just |oans nmade
by educational organizations). In addition, the provision clarifies that
refinanci ng | oans made by educati onal organizations and certain tax-exenpt
organi zati ons nust be nade pursuant to a program of the refinancing

organi zation (e.g., school or private foundation) that requires the student to
fulfill a public service work requirenent.

Current California Law (R&TC Sec. 17201, 17144)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to qualified state tuition prograns (AB 2797, Stat. 1998, Ch.
322). California law has not conforned to the changes nade to the I RC by the

I RS Reform Act .

In addition, California | aw provides that any | oan nade pursuant to the
For gi vabl e Loan Programof the California State University would be a “student
| oan” for purposes of the exclusion fromgross income of inconme resulting from
di scharges of student |oan indebtedness.

Ef fecti ve Date

The provision is effective as of August 5, 1997, the date of enactnent of the
TRA of 1997.

| npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6004(qg) Carification of Qualified Zone Acadeny Bonds.

Backgr ound

Certain financial institutions (i.e., banks, insurance conpanies, and
corporations actively engaged in the business of |ending noney) that hold
"qualified zone acadeny bonds” are entitled to a nonrefundable tax credit in an
anount equal to a credit rate (set nonthly by the Treasury Departnent)
multiplied by the face amount of the bond (sec. 1397E). The credit rate applies
to all such bonds issued in each nonth. A taxpayer holding a qualified zone
acadeny bond on the credit allowance date (i.e., each one-year anniversary of
the i ssuance of the bond) is entitled to a credit. The credit is includible in
gross inconme, and may be cl ai med agai nst regular inconme tax and AMI liability.

"Qualified zone acadeny bonds” (QZAB) are defined as any bond issued by a state
or | ocal governnent, provided that (1) at |east 95% of the proceeds are used
for the purpose of renovating, providing equi pmrent to, devel opi ng course
materials for use at, or training teachers and other school personnel in a
“qualified zone acadeny”, neaning certain public schools |located in enpowernent
zones or enterprise communities or wwth a certain percentage of students from

| owincone famlies and (2) private entities have prom sed to nake
contributions to the qualified zone acadeny with a value equal to at |east 10%
of the bond proceeds.

A total of $400 mllion of QZAB may be issued in each of 1998 and 1999. The

$400 million aggregate bond cap will be allocated each year to the states
according to their respective popul ati ons of individuals bel owthe poverty
line. Each state will allocate the credit to qualified zone acadenmies wthin

such state. A state may carry over any unused allocation into subsequent years.

New Federal Law (Sec. 42, 49, 50, 1397EF)

The provision clarifies that, for purposes of section 6655(g)(1)(B), the credit
for certain holders of qualified zone acadeny bonds may be cl ai med for
estimated tax purposes. Simlarly, the provision clarifies for purposes of
section 6401(b)(1) the manner in which the credit is taken into account when
det erm ni ng whet her a taxpayer has nade an over paynent of tax.

Current California Law

California has no conparable credit.

Ef fecti ve Date

The provisions are effective for obligations issued after Decenmber 31, 1997.

I npact on California Revenue

Not appl i cabl e.
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Section Section Title
6005( a) Carification of Limtations for Active Participation in an |IRA

Backgr ound

Under present law, if a married individual (filing a joint return) is an active
participant in an enpl oyer-sponsored retirenent plan, the $2,000 | RA deduction
limt is phased out over the followi ng | evels of adjusted gross inconme (AG):

Taxabl e years begi nning in: In dollars:
1997 $ 40,000 - 50,000
1998 50, 000 - 60, 000
1999 51, 000 - 61, 000
2000 52,000 - 62,000
2001 53,000 - 63,000
2002 54,000 - 64, 000
2003 60, 000 - 70, 000
2004 65, 000 - 75, 000
2005 70, 000 - 80, 000
2006 75,000 - 85,000
2007 80, 000 - 100, 000

An individual is not considered an active participant in an enpl oyer-sponsored
retirement plan nerely because the individual's spouse is an active

partici pant. The $2, 000 maxi mum deductible I RA contribution for an individual
who is not an active participant, but whose spouse is, is phased out for

t axpayers with AG between $150, 000 and $160, 000.

New Federal Law (Sec. 219)

The provision clarifies the intent of the TRA of 1997 relating to the AG
phase-out ranges for married individuals who are active participants in

enpl oyer - sponsored plans and the AG phase-out range for spouses of such active
partici pants as descri bed above.

Current California Law

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to limtations for active participation in an IRA (AB 2797, Stat.
1998, Ch. 322). California | aw has not conformed to the changes nmade to the IRC
by the I RS Reform Act.
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Ef fecti ve Date

The provision is effective as if included in the TRA of 1997, i.e., for taxable
years beginning after Decenmber 31, 1997.

| npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
conti nued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Secti on Section Title
6005( b) Changes to Roth | RAs.

Backgr ound

Beginning in 1998, federal and California |aw provide for a new type of |RA
called a Roth IRA. A Roth IRAdiffers fromother IRAs in that the tax

advant ages are “backl oaded.” Contributions to a Roth IRA are not tax
deductible. Instead, the IRA earnings (e.g., interest and dividends) are
distributed tax free (provided that certain requirenents are nmet). To be
treated as a Roth IRA the account must be designated as such when it is
establi shed. Unlike other IRAs, an individual may nmake contributions to a Roth
| RA beyond the individual’s age of 70%

Distributions froma Roth IRA are not included in gross inconme and are not
subject to the 10%early withdrawal tax if certain requirenents are net. In
addition to other requirenments, the individual nust have held the Roth I RA for
a five-year period beginning with the first year in which a contribution was
made to the Roth IRA and ending with the end of the fifth year after the
contri bution.

Additionally, holders of a Roth IRA do not need to start receiving
di stributions by the age of 70% as do hol ders of other types of |RAs.

The law al so permts the “rollover” of a non-Roth IRAinto a Roth IRAif the

t axpayer’s AG for the year does not exceed $100, 000 (conputed wi thout regard
to the rollover distribution) and the taxpayer is not a married individual
filing a separate return. The $2,000 annual contribution linmt does not apply
to rollovers. The rollover of an ordinary IRA into a Roth IRA requires the
taxpayer to report the ordinary IRA distribution in gross incone. However, if
the ordinary IRAis contributed to the new Roth IRA within 60 days of the
distribution, the 10%early withdrawal tax will not apply. If an ordinary IRA
isrolled into a Roth I RA before January 1, 1999, the ampunt that is includible
in gross income is included ratably over a four-year period. The |law permts a
rollover into or between Roth I RAs nore than one tinme a year.

New Federal Law (Sec. 408A)

Changes in the foll owi ng seven areas of the Roth | RA provisions were nade:

1. Early Wthdrawal s of Anpunts Converted From Regular 1 RAs to Roth | RAs.
Under the | aw before the IRS Reform Act (1) the four-year inconme spread
was mandatory, not elective and (2) the 10%tax on early withdrawals did
not apply to conversions of regular IRAs into Roth I RAs. Thus, under
federal |aw before this change, taxpayers under age 59% coul d escape the
10% early withdrawal penalty tax by rolling over funds froma regular |IRA
to a Roth IRA and then inmedi ately thereafter taking a distribution from
the Roth | RA.
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The provision nodifies the rules relating to conversions of regular |RAs
into Roth IRAs in order to prevent taxpayers fromreceiving premature
distributions froma Roth Conversion IRA while retaining the benefits of
the four-year income spread as foll ows:

Accel eration of incone inclusion. Wiere anounts are converted in
1998, and are thus subject to the four-year incone spread, incone
inclusion is accelerated for any amounts withdrawn before 2001, the
fourth year of the spread. This is done by addi ng the anount

wi thdrawn in that year to the anmount required to be included in
incone in that year under the four-year incone spread rule. However,
alimtation to the inclusion rule is provided to prevent nore than
the total anpbunt required to be included in inconme over the four-
year period frombeing included in incone.

El ection. The I RS Reform Act nmakes the four-year income spread
el ective. The election or non-election cannot be |ater changed.

Application of early withdrawal tax to converted anmounts. If
converted amounts are withdrawn within the five-year period
beginning with the year of the conversion, then, only to the extent
attributable to amounts that were includible in income due to the
conversion, the amount withdrawn will be subject to the 10%early
wi t hdrawal tax.

2. Determ nation of Five-Year Holding Period. Under the | aw before the
I RS Ref orm Act change, the five-year holding period with respect to
conversion of Roth | RAs began with the tax year of the conversion

Applying the five-year holding period for Roth I RAs. The provision
el i mnates the special rule under which a separate five-year hol ding
period begins for purposes of determ ning whether a distribution of
anounts attributable to a conversion is a qualified distribution.
Thus, the five-year holding period rule for Roth IRAs will begin
with the year for which a contribution is first made to a Roth I RA
A subsequent conversion will not start the running of a new five-
year period.

Return of excess contributions. D stributions of excess
contributions and earnings allocable to the contributions are not
consi dered qualified distributions.

Ordering rules. Ordering rules are provided to determ ne what
anounts are withdrawn in the event a Roth I RA contains both
conversion anounts (possibly fromdifferent years) and ot her
contributions. Under these rules, regular Roth I RA contributions
will be deemed to be withdrawn first, then converted anmounts
(starting with the amounts first converted). Wthdrawal s of
converted amounts will be treated as conming first from converted
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anounts that were includible in income. Earnings will continue to be
treated as withdrawn after contributions. For purposes of these
rules, all Roth IRAs (whether or not nmaintained in separate
accounts) are considered a single Roth I RA

3. Corrections of Erroneous Conversions. Under the |law before the IRS

Ref orm Act change, no mechani sm all owed a taxpayer to correct or “undo”
an erroneous conversion, such as when a taxpayer nmakes a conversion early
in a tax year and then discovers by the end of the year that the AG

l[imt of $100,000 has been exceeded and, thus, the taxpayer is ineligible
to make the conversion

The provision provides that contributions to an | RA and earnings on those
contributions may be transferred in a trustee-to-trustee transfer from
any IRA to another I RA by the due date for the taxpayer’s return for the
year of the contribution (including extensions). Any transferred
contributions will be treated as if contributed to the transferee |IRA and
not to the transferor IRA. Any transfer of contributions nust be
acconpani ed by any net inconme allocable to the contributions. Al so, these
transfers are permtted only if no deduction was allowed with respect to
the contribution to the transferor plan. These provisions are effective
for tax years begi nning after Decenber 31, 1997.

4. Effect of Account Holder’s Death During Four-Year Spread Period. The
provi sion provides that any anounts remaining to be included in inconme as
a result of a 1998 conversion (the four-year spread) will be includible
in income on the final return of the deceased taxpayer. If the surviving
spouse is the sole beneficiary of the Roth IRA, the spouse may elect to
conti nue the deferral by including the remaining amounts in his or her

i ncone over the remainder of the four-year period. However, that election
may not be made or changed after the due date for the spouse’ s tax year

t hat includes the date of death.

5. Determnation of A Limt for Conversions. The provision provides
that AJ, for purposes of applying the $100, 000 threshold, is determ ned
in the same manner as for regular I RAs. For regular |IRAs, AG includes
taxabl e social security and railroad retirenent benefits and the
application of the passive activity |loss rules. However, the exclusions
for interest on U S. savings bonds used to pay higher educati on expenses,
for enpl oyer-provided adopti on assi stance prograns, and for foreign
earned inconme are not taken into account in determning AG. In addition,
t he deduction for a contribution to a regular IRA is not taken into
account .

The provision also makes it clear that the applicable A is the AG for
the year of the distribution to which the conversion relates. It al so
clarifies that, for purposes of conputing taxable incone, the conversion
anmount (to the extent otherwise includible in AQ) is to be taken into
account in conputing the AQd -based phaseout anounts.
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6. Clarification of Phaseout Range. The $2,000 Roth | RA maxi num
contribution limt is phased out for individual taxpayers with AG

bet ween $95, 000 and $110, 000 and for married taxpayers filing a joint
return with AGQ between $150, 000 and $160, 000. The provision clarifies
that the phase-out range for the Roth I RA maxi mumcontribution limt for
a married individual filing a separate return is $0 to $10, 000 of AdQ.

7. Carification of Contribution Limt. The provision clarifies that the
maxi mum anmount of contributions an individual may make to all of his or
her IRAs is limted to a cunmul ative total of $2,000 per year.

The provision also provides that a sinplified enpl oyee pension (SEP) or a
SI MPLE | RA may not be designated as a Roth I RA and contributions to a SEP
or SIMPLE | RA cannot be taken into account for purposes of the $2,000
contribution limt. Thus, contributions to a SEP or SIMPLE IRA wi |l not

af fect the anount that an individual can contribute to a Roth IRA

Current California Law (R&TC Sec. 17507.5)

SB 1233 (Stat. 1997, Ch. 612) conforned California law to federal law as it
relates to Roth |RAs with one exception. SB 1233 corrected one of the origina
federal drafting errors by requiring a regular IRA rollover to be held in a
Roth IRA for five years to avoid a premature w thdrawal penalty and to use the
ratabl e i ncone inclusion rules. Additionally, FTB Legal Ruling 98-4 permts the
recharacterization of or "undo" an ordinary IRA rollover into a Roth I RA for
the 1998 tax year. California | aw has not conformed to the other changes nmade
by the IRS Reform Act to Roth | RAs.

Ef fecti ve Date

The provisions are effective for income years begi nning after Decenber 31
1997.

| npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be m nor | osses.
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Section Section Title
6005( c) Carification of the Penalty-Free Distributions for Education
Expenses and of First Hones.

Backgr ound

The 10% early w thdrawal tax does not apply to distributions froman IRAif the
distribution is for first-tinme honebuyer expenses, subject to a $10,000 life-
time cap, or for higher education expenses. These exceptions do not apply to

di stributions from enpl oyer-sponsored retirenment plans. A distribution froman
enpl oyer-sponsored retirenment plan that is an “eligible rollover distribution”
may be rolled over to an IRA. The term“eligible rollover distribution” neans
any distribution to an enployee of all or a portion or the balance to the
credit of the enployee in a qualified trust, except the term does not include
certain periodic distributions, distributions based on life or joint life
expectanci es and distributions required under the mninumdistribution rules.
CGenerally, distributions fromcash or deferred arrangenents made on account of
hardship are eligible rollover distributions. An eligible rollover distribution
that is not transferred directly to another retirement plan or an IRAis
subject to 20% wi t hhol ding on the distribution

Prior to the IRS Reform Act, participants in enployer-sponsored retirenent
pl ans can avoid the early withdrawal tax applicable to such plans by rolling
over hardship distributions to an I RA and withdrawi ng the funds fromthe |IRA

New Federal Law (Sec. 72(t), 402, 403)

The provision nodifies the rules relating to the ability to roll over hardship
di stributions from enpl oyer-sponsored retirenment plans (including section
403(b) plans) in order to prevent such avoi dance of the 10%early w thdrawal
tax. The provision provides that distributions fromcash or deferred
arrangenents and simlar arrangenents nmade on account of hardship of the

enpl oyee are not eligible rollover distributions. Such distributions will not
be subject to the 20% wi t hhol ding applicable to eligible rollover

di stributions.

Current California Law (R&TC Sec. 17085. 8(b))

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to penalty-free distributions for educati on expenses and of
first-time honme buyers (AB 1233, Stat. 1997, Ch. 612). California | aw has not
confornmed to the changes nade to the IRC by the I RS Reform Act.
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Ef fecti ve Date

The provision is effective for distributions after Decenber 31, 1998.

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying nmeasures will be applied by IRS, and nost taxpayers will anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6005(d) I ndi vidual Capital Gains Rate Reductions.

Backgr ound

The TRA of 1997 provided | ower capital gains rates for individuals. Cenerally,
the TRA of 1997 reduced the maximumrate on the adjusted net capital gain of an
i ndividual from28%to 20% and provided a 10%rate for the adjusted net capital
gain otherwi se taxed at a 15%rate. The “adjusted net capital gain” means the
net capital gain determned without regard to certain gain for which the TRA of
1997 provided a higher maxi numrate of tax. The TRA of 1997 generally retained
a 28% maximumrate for the long-termcapital gain fromcollectibles, certain
long-termcapital gain included in income fromthe sale of small business
stock, and the net capital gain determ ned by including all capital gains and

| osses properly taken into account after July 28, 1997, from property held nore
than one year but not nore than 18 nonths and all capital gains and | osses
properly taken into account for the portion of the taxable year before My 7,
1997. In addition, the TRA of 1997 provided a maxinumrate of 25%for the | ong-
termcapital gain attributable to real estate depreciation (“unrecaptured
section 1250 gain”).

Begi nning in 2001 and 2006, |ower rates of 8 and 18% w || apply to certain
property held nore than five years.

The anpunts taxed at the 28 and 25% rates nmay not exceed the individual's net
capital gain and al so are reduced by amounts otherw se taxed at a 15%rate.

Under the provisions of the TRA of 1997, net short-termcapital |osses and
|l ong-term capital |oss carryovers reduce the anount of adjusted net capital
gai n before reduci ng anounts taxed at the maxi rum 25 and 28%r at es.

The TRA of 1997 failed to coordinate the new nultiple holding periods wth
certain provisions of the Code.

New Federal Law (Sec. 1(h), 55(b), 57(a), 1235)

Under the provision, the “adjusted net capital gain” of an individual is the
net capital gain reduced (but not bel ow zero) by the sumof the 28%rate gain
and the unrecaptured section 1250 gain. “28% rate gain” neans the amount of net
gain attributable to collectibles gains and | osses, an anount of gain equal to
the gain excluded fromgross inconme on the sale of certain snmall business stock
under section 1202, long-termcapital gains and | osses properly taken into
account after July 28, 1997, from property held nore than one year but not nore
than 18 nonths, the net short-termcapital |oss for the taxable year and the
long-termcapital |oss carryover to the taxable year. Long-term capital gains
and | osses properly taken into account before May 7, 1997, also are included in
computing 28% rate gain.

“Unrecaptured section 1250 gai n” neans the ampunt of |ong-termcapital gain

(not otherwi se treated as ordinary inconme) which would be treated as ordinary
incone if section 1250 recapture applied to all depreciation (rather than only
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to depreciation in excess of straight-line depreciation) fromproperty held
nore than 18 nonths (one year for anmounts properly taken into account after My
6, 1997, and before July 29, 1997). (In the case of a disposition of a
partnership interest held nore than 18 nonths, the anount of the individual's

| ong-term capital gain which would be treated as ordinary incone under section
751(a) if section 1250 applied to all depreciation will be taken into account
in conmputing unrecaptured section 1250 gain). The unrecaptured section 1250
depreciation is reduced (but not bel ow zero) by the excess (if any) of the
amount of | osses taken into account in conputing 28% gai n over the anount of
gains taken into account in conputing 28%rate gain.

The provision contains several confornm ng anendnents to coordinate the nmultiple
hol di ng periods with other provisions of the Code. Inherited property (sec.
1223 (11) and (12)) and certain patents (sec. 1235) are deened to have a
hol di ng period of nore than 18 nonths, allowi ng the 10 and 20% rates to apply.
Amounts treated as ordinary incone by reason of section 1231(c) will be

al | ocat ed anong categories of net section 1231 gain in accordance with IRS
forms or regul ations. The provision clarifies that the ambunt treated as | ong-
termcapital gain or loss on a section 1256 contract is treated as attributable
to property held for nore than 18 nonths.

Under the provision, in applying section 1233(b) where the substantially
i dentical property has been held nore than one year but not nore than 18

nmont hs, any gain on the closing of the short sale will be considered gain from
property held not nore than 18 nonths, and the substantially identical property
will be treated as held for one year on the day before the earlier of the date

of the closing of the short sale or the date the property is disposed of. In
appl ying section 1233(d) where, on the date of the short sale, the
substantially identical property has been held nore than 18 nonths, any |oss on
the closing of the short sale will be treated as a loss fromthe sale or
exchange of a capital asset held nore than 18 nonths. Finally, in applying
section 1092(f), any loss with respect to the option shall be treated as a | oss
fromthe sale or exchange of a capital asset held nore than 18 nonths, if at
the time the loss is realized, gain on the sale or exchange of the stock would
be treated as gain fromthe sale or exchange of a capital asset held nore than
18 nonths. Any loss treated as a long-termcapital |oss by reason of section
1233(d) or 1092(f) will be taken into account in conputing 28%rate gain where
the property causing such loss to be treated as a long-termcapital |oss was
hel d not nore than 18 nonths on the applicable date.

The provision reorders the rate structure under sections 1(h) (1) and 55(b)(3)
wi t hout any substantive change.

The provision makes m nor technical changes, including a provision to reduce
the minimumtax preference on certain small business stock to 28% beginning in
2006. Thus, the maxinmumrate under the mninumtax will be 17.92% (.64 tines
289%) .
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Current California Law (R&TC Sec. 17041, 17062.5)

California generally conforns to federal |aw on the definition of a capital
gain or loss and how such gains or |osses are calculated, the tax rates on
ordinary inconme and net capital gains are the sane.

Ef fecti ve Date

The provision applies to taxable years ending after May 6, 1997.

| npact on California Revenue

Not applicabl e.
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Section Section Title
6005( e) Modi fications to the Exclusion of Gain fromthe Sale of a Principal
Resi dence.
Backgr ound

A taxpayer generally is able to exclude up to $250,000 ($500,000 if married
filing a joint return) of gain realized on the sale or exchange of a principa
residence. The exclusion is allowed each tinme a taxpayer selling a principa
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). To be eligible for the exclusion, a

t axpayer nust have owned the residence and used it as a principal residence for
a period of at |least two years during the five years prior to the sale or
exchange.

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 otherwise eligible for an
excl usion marries soneone who has used the exclusion within the two years prior
to the marriage, the couple would be allowed a nmaxi 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 taxpayers may exclude $500, 000 of
gain on their joint return. Special rules apply regarding: the sale of a

remai nder interest, cooperative housing corporations (e.g., co-ops and
condom ni uns), involuntary conversions, and taxpayers residing in nursing
hones.

An additional special rule applies to a taxpayer who fails to neet the
requirements (use for two out of the last five years and no sale within two
years of another sale) by reason of a change of place of enploynent, health, or
ot her unforeseen circunstances. The taxpayer is able to exclude part of the
gain recogni zed. The | aw as enacted could be interpreted 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 requirenents are nmet. Congress has indicated in
conmttee reports that it was intended to exclude the fraction of the $250, 000
($500,000 for joint filers) equal to the portion of the two-year period that
the requirenents were net.

New Federal Law (Sec. 121)

The provision made technical changes to the | aw regarding the exclusion of gain
fromthe sale of a personal residence. The technical changes are:

Proration Exclusion of Gain. The Act corrected the provision relating to the
proration of the exclusion in the case where the taxpayer does not neet the
t wo-year ownership and use requirenents if the sale is due to a change in

pl ace of enploynment, health, or unforeseen circunstances. The technical
correction provides that the $250,000 or $500, 000 excl usion, not the
realized gain, is prorated for a taxpayer who does not neet the two-year
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owner shi p and use requirenments and the sale is due to a change in place of
enpl oyment, health, or unforeseen circunstances. This provision is effective
for sales and exchanges after May 6, 1997.

Excl usion Joint Returns. The Act corrects the provision relating to the
comput ati on of the exclusion to clarify that the limt on the anpunt of

excl udabl e gain is computed separately for each spouse in the case of
married individuals filing a joint return who fail to qualify for the

$500, 000 exclusion for gain on a residence because they do not satisfy the
two-year ownership test, two-year use test, and the prohibition on any other
sal e or exchange within the last tw years. Thus, the maxi num excl usion for
such a couple is equal to the sumof the exclusions to which each spouse
woul d otherwi se be entitled if they were not married. Each spouse is treated
as owning the property during the period that either spouse owned the
property. This provision is effective for sales and exchanges after May 6,
1997.

El ection of Prior Law. Sales or Exchanges on Enactnent Date. The Act
corrects the provision relating to the ability of a taxpayer to elect to
apply prior law to a sale or exchange occurring on August 5, 1997, as well
as to sal es and exchanges occurring before August 5, 1997. Thus, taxpayers
who sold or exchanged a hone on or before August 5, 1997, could choose to
use the $125,000 once-in-a-lifetime exclusion for taxpayers age 55 or over
or the rollover-of-gain rule for hones that are replaced within the

repl acenent period.

The I RS anticipated the above technical corrections and interpreted the |aw as
Congress intended it. The 1997 federal form 2119 (Sal e of Your Hone) was
drafted with the above three changes incorporated, therefore; taxpayers wll
not be required to file anended returns.

Current California Law (R&TC Sec. 17152, 18037.6)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to the exclusion of gain fromthe sale of a personal residence
(SB 5, Stat. 1997, Ch. 610). California does not have a separate form but uses
the federal form 2119. California |l aw has not confornmed to the three technica
changes nmade to the IRC by the I RS Reform Act.
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Ef fecti ve Date

The provision is effective as if it was included in the TRA of 1997
(May 6, 1997).

| npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6005(f) Rol | over of Gain from Sale of Qualified Stock

Backgr ound

The TRA of 1997 provided that gain fromthe sale of qualified small business
stock held by an individual for nore than six nonths can be "rolled over" tax-
free to other qualified small business stock.

New Federal Law (Sec. 1045)

Under the provision, a partnership or an S corporation can roll over gain from
qgualified small business stock held nmore than six nonths only if at all tinmes
during the taxable year all the interests in the partnership or S corporation
are held by individuals, estates, and trusts with no corporate beneficiaries.
The term"estate" is intended to include both the estate of a decedent and the
estate of an individual in bankruptcy. The above was acconpli shed by changi ng
the word "individual" in section 1045(a) to "taxpayer other than a
corporation,” making it clear that the roll over provisions apply to certain
partnershi ps and S corporations.

The provision also provides that rules simlar to the rules contained in
subsections (f) through (k) of section 1202 will apply for purposes of the
roll over provision (sec. 1045). Under these rules, for exanple, the benefit of
a tax-free rollover with respect to the sale of small business stock by a
partnership will flow through to a partner who is not a corporation if the
partner held its partnership interest at all tinmes the partnership held the
smal | business stock. A simlar rule applies to S corporations.

Current California Law (R&TC Sec. 18038.4, 18038.5, 18152.5, 18155.5)

California |law confornms to the federal exclusion of 50% of the gain fromthe
sale of small business stock and to the rollover of gain fromthe sal e of
qualified stock with nodifications. In addition to the federal requirenents,
for California purposes the corporation nust be doing business in California

t hroughout the five-year period and 80% of its payroll nust be attributable to
enpl oynment | ocated in California.

California |l aw has not confornmed to the changes nmade to the IRC by the I RS
Ref orm Act .

162



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Ef fecti ve Date

The provision applies to sales on or after August 5, 1997, the date of
enact nent of the TRA of 1997.

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6006( a) Carification of the Small Busi ness Exenpti on.

Backgr ound

The corporate alternative mininumtax is repealed for small corporations for
t axabl e years begi nning after Decenber 31, 1997. A snmall| corporation is one
t hat had average gross receipts of $5 million or less for a prior three-year
period. A corporation that neets the $5 mllion gross receipts test wll
continue to be treated as a small corporation exenpt fromthe alternative
mnimumtax so long as its average gross receipts do not exceed $7.5 mllion.

New Federal Law (Sec. 55)

The provision clarifies the application of the $5 mllion and $7.5 mllion
gross receipts tests that a corporation nmust neet to be a small corporation
exenpt fromthe AMI. Under the provision, in order for a corporation to qualify
as a small corporation exenpt fromthe AMI for a taxable year, the
corporation's average gross receipts for all three-taxabl e-year periods

begi nning after Decenber 31, 1993, and endi ng before such taxable year nust be
$7.5 million or less. The $7.5 million anpbunt is reduced to $5 mllion for the
corporation's first three-taxable-year period (or portion thereof) beginning
after Decenber 31, 1993, and ending before the taxable year for which the
exenption is clained.

If a corporation's first taxable year begi nning after Decenber 31, 1997 (the
first year the exenption is available) is its first taxable year (and the
corporation does not lose its status as a small corporation because it is
aggregated with one or nore corporations under section 448(c)(2) or treated as
havi ng a predecessor corporation under section 448(c)(3)(D)), the corporation
will be treated as an exenpt small corporation for such year regardless of its
gross receipts for such year.

The operation of the gross receipts tests for the snmall corporation AMI
exenption is denonstrated by the foll ow ng exanpl es.

Exanpl e 1. Assune a cal endar-year corporation was in existence on January 1,
1994. In order to qualify as a small corporation for 1998 (the first year the
exenption is available), (1) the corporation's average gross receipts for the

t hr ee-t axabl e-year period 1994 through 1996 nust be $5 million or less and (2)
the corporation's average gross receipts for the 1995 through 1997 period nust
be $7.5 million or less. If the corporation qualifies for 1998, the corporation
will qualify for 1999 if its average gross receipts for the three-taxabl e-year
period 1996 through 1998 also is $7.5 million or less. If the corporation does
not qualify for 1998, the corporation cannot qualify for 1999 or any subsequent
year.

Exanpl e 2. Assune a cal endar-year corporation is first incorporated in 1999 and

is neither aggregated with a related, existing corporation under section
448(c)(2) nor treated as having a predecessor corporation under section
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448(c)(3)(D). The corporation will qualify as a small corporation for 1999
regardl ess of its gross receipts for such year. In order to qualify as a snal
corporation for 2000, the corporation's gross receipts for 1999 nust be $5
mllion or less. The gross receipts for 1999 nust be annualized under section
448(c)(3)(B) if the 1999 taxable year is |less than 12 nonths.

If the corporation qualifies for 2000, the corporation also will qualify for
2001 if its average gross receipts for the two-taxabl e-year period 1999 through
2000 is $7.5 mllion or less. If the corporation does not qualify for 2000, the
corporation cannot qualify for 2001 or any subsequent year. If the corporation
qualifies for 2001, the corporation will qualify for 2002 if its average gross
recei pts for the three-taxabl e-year period 1999 through 2001 is $7.5 mllion or
| ess.

Current California Law (R&TC Sec. 23400)

California lawis conforned to federal law as it relates to corporate
alternative mninumtax with nodifications. California assesses an alternative
mnimumtax at a rate of 6.65% on AMIl in excess of $40,000 (the exenption is
gradual | y phased-out when AMIl reaches $150,000). California | aw does not
contain an exenption fromalternative mnimumtax for “small corporations.”
However, California “S" corporations are exenpt fromthe alternative m ninmum
tax. In addition, California | aw provides that an individual’s AMIl does not

i nclude adjustnents or itens of tax preference attributable to any “qualified
busi ness” of the individual taxpayer. A qualified business is defined as any
trade or business in which the individual taxpayer has an ownership interest in
and has aggregate gross receipts of less than $1 million fromall trade or

busi nesses. In the case of an individual taxpayer owning |l ess than 100% of the
trade or business, the individual taxpayer’'s proportionate share of the trade
or business gross incone is counted.

Ef fecti ve Date

The provision is effective for taxable years beginning after Decenmber 31, 1997.

I npact on California Revenue

Not applicabl e.
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Section Section Title
6006( b) El ection to Use AMI Depreciation for Regul ar Tax Purposes

Backgr ound

For regul ar tax purposes, depreciation deductions for certain shorter-Ilived
tangi bl e property may be determ ned using the 200% declini ng bal ance mnet hod
over 3-, 5-, 7-, or 10-year recovery periods (depending on the type of
property). For alternative m ninumtax (AMI) purposes, depreciation on such
property placed in service after 1986 and before 1999 is conputed by using the
150% decl i ni ng bal ance net hod over the |onger class lives prescribed by the
alternative depreciation systemof section 168(g). A taxpayer may elect to use
the nmethods and |lives applicable to AMI depreciation for regular tax purposes.

The TRA of 1997 conforned the recovery periods (but not the nethods) used for
pur poses of the AMI depreciation to the recovery periods used for purposes of
the regular tax, for property placed in service after 1998. The TRA of 1997 did
not make a conform ng change to the election to use the pre-1998 AMI recovery
met hods and recovery periods for regular tax purposes.

New Federal Law (Sec. 168)

For property placed in service after 1998, a taxpayer would be allowed to

el ect, for regular tax purposes, to conmpute depreciation on tangi ble personal
property otherw se qualified for the 200% decli ni ng bal ance nmet hod by using the
150% decl i ni ng bal ance net hod over the recovery periods applicable to the
regular tax (rather than the longer class lives of the alternative depreciation
system of sec. 168(Q)).

Current California Law (R&TC Sec. 17062, 23400, 23456)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to the election to use AMI depreciation for regular tax purposes
(AB 2797, Stat. 1998, Ch. 322). California | aw has not confornmed to the changes
made to the IRC by the I RS Reform Act.

Ef fecti ve Date

The provision is effective for property placed in service after Decenber 31
1998.

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Secti on Section Title
6007 Carification of Itens Effecting Estates and Trusts.
Backgr ound

Prior to the TRA of 1997, a 5% surtax was inposed upon cunul ative taxable
transfers between $10 m|lion and $21, 040,000 to phase out the benefits of the
graduated rates and the unified credit. The TRA of 1997 increased the unified
credit beginning in 1998, froman effective exenption of $600,000 to an
effective exenption of $1 million in 2006. A conform ng amendnent was nmade to
the 5% surtax provision in section 2001(c)(2) that was intended to reflect the
increased unified credit. However, the conform ng amendnent was drafted in a
manner that had the effect of phasing out the benefits of the graduated rates
but not the unified credit.

The TRA of 1997 provided for the indexation of the $1 mllion exenption from
generation-ski pping transfers effective for decedents dying after Decenber 31,
1998.

The qualified fam |y-owned business provision in the TRA of 1997 provi des an
exclusion fromestate taxes for certain qualified fam|y-owned business
interests. It is unclear whether the provision provides an exclusion of val ue
or an exclusion of property fromthe estate, and thus it is unclear how the new
provision interacts with other provisions in the IRC (e.g., secs. 1014, 2032A,
2056, 2612, and 6166).

The TRA of 1997 effectively increased the anount of lifetime gifts and
transfers at death that are exenpt fromunified estate and gift tax from
$600,000 to $1 million over the period 1997 to 2006, through increases in an
individual's unified credit. In addition, the TRA of 1997 provided a limted
exclusion for certain fam|ly-owned business interests. The exclusion for
fam | y-owned business interests may be taken only to the extent that the
exclusion for fam|y-owned business interests, plus the anmount effectively
exenpted by the unified credit, does not exceed $1.3 mllion. As a result, for
years after 1998, the maxi num amount of exclusion for famly-owned business
interests is reduced by increases in the dollar amount of transfers effectively
exenpted through the unified credit.

Because the structure of the TRA of 1997 increases the unified credit over tine
(until 2006) while decreasing over the sane period the benefit of the closely-
hel d busi ness exclusion, the estate tax on estates with fam|y-owned busi nesses
i ncreases over tinme until 2006. This increase in estate tax results fromthe
fact that increases in the unified credit provide a benefit at the decedent's

| onest estate tax brackets, while the exclusion for fam|ly-owned busi nesses
provides a benefit at the decedent's highest estate tax brackets.

In order to be eligible to exclude fromthe gross estate a portion of the val ue
of a fam |y-owned business, the sumof (1) the adjusted value of fam|y-owned
business interests includible in the decedent's estate, and (2) the anount of
gifts of fam|ly-owned business interests to famly nenbers of the decedent that
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are not included in the decedent's gross estate, nust exceed 50% of the
decedent's adjusted gross estate.

A qualified fam |y-owned business interest is defined as any interest in a
trade or business that neets certain requirenents e.g., the decedent and
menbers of his famly nmust own certain percentages of the trade or business
have materially participated in the trade or business for five of the eight
years preceding the decedent's death, and the qualified heir or nmenbers of his
famly nust materially participate in the trade or business for at least five
years of any eight-year period within 10 years follow ng the decedent's death.

The TRA of 1997 provided a new exclusion for qualified fam|y-owned busi ness
interests. One of the requirenents for the exclusion is that such interests
must pass to a "qualified heir,” which includes nenbers of the decedent's
fam |y and any individual who has been actively enployed by the trade or
business for at |east 10 years prior to the date of the decedent's death.

The qualified fam |y-owned business provision incorporates by cross-reference
several other provisions of the Code, including a nunber of provisions in
section 2032A and the personal hol ding conpany rul es of section 543(a).

If certain conditions are net, a decedent's estate may elect to pay the estate
tax attributable to certain closely-held businesses over a 14-year period. The
TRA of 1997 provided for a 2% interest rate on the estate tax on the first $1
mllion in value of interests in qualified closely-held businesses, and a rate
equal to 45% of the regular deficiency rate on the ambunt in excess of the
portion eligible for the 2%rate, but also provided that none of the interest
on the deferred paynent of estate taxes is deductible for incone or estate tax
purposes. Interests in holding conpani es and non-readily-tradeabl e busi ness
interests are not eligible for the 2% rate.

New Federal Law (Sec. 2001, 2031(c), 2057, 6166(b), 6501, 7479(a))

Carification of Phaseout Range for 5-Percent Surtax to Phaseout the Benefits
of the Unified Credit and Graduated Rates El ection to Use AMI Depreciation for
Regul ar Tax Purposes. The provision clarifies section 2001(c)(2) to properly
phase out the benefits of both the graduated rates and the unified credit. This
provision is effective for decedents dying, and gifts nade, after Decenber 31
1997.

Ef fective Date for |ndexing of Ceneration-Skipping Exenption. The provision
clarifies that the indexing of the exenption from generation-skipping transfers
is effective with respect to all generation-skipping transfers (i.e., direct

ski ps, taxable term nations, and taxable distributions) nmade after 1998.

Wth respect to existing trusts, transferors are pernmitted to nake a late
al l ocation of any additional GST exenption amount attributable to indexing
adjustnments in accordance with the present-law rules applicable to late
all ocations as set forth in sections 2632 and 2642, and the regul ati ons
pronul gat ed t hereunder. For exanple, assume an individual transferred $2
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mllion to a trust in 1995 and allocated his entire $1 nmillion GST exenption to
the trust at that time (resulting in an inclusion ratio of .50). Assume further
that in 2001, the GST exenption has increased to $1.1 mllion as the result of

i ndexi ng, and that the value of the trust assets is now $3 million. If the
individual is still alive in 2001, he is pernmitted to make a | ate all ocation of
$100, 000 of GST exenption to the trust, resulting in a new inclusion ratio of
1- (($1, 500, 000+100, 000)/ $3, 000, 000), or .467. The provision is effective for
generation-skipping transfers (i.e., direct skips, taxable term nations, and
taxabl e distributions) made after Decenber 31, 1998.

Conversion of Qualified Fam |y-Omed Business Exclusion into a Deduction. The
provi sion converts the qualified fam|y-owned busi ness exclusion into a
deduction, and redesi gnates section 2033A as section 2057. Except as provided
bel ow, the requirenents of the qualified fam|y-owned business provision

ot herwi se remai n unchanged. The qualified fam|y-owned busi ness deduction is
not avail abl e for generation-skipping transfer tax purposes. The provision is
effective with respect to estates of decedents dying after Decenmber 31, 1997.

Coordi nati on Between Unified Credit and Fam | y- Omed Busi ness Provision. Under
the provision, if an executor elects to utilize the qualified fam|y-owned
busi ness deduction, the estate tax liability is calculated as if the estate
were all owed a maxi mum qualified fam |y-owned busi ness deduction of $675, 000
and an applicabl e exclusion anobunt under section 2010 (i.e., the anount
exenpted by the unified credit) of $625,000, regardl ess of the year in which

t he decedent dies. If the estate includes |ess than $675, 000 of qualified
fam | y-owned business interests, the applicable exclusion amount is increased
on a dollar-for-dollar basis, but only up to the applicable exclusion anpbunt
general ly available for the year of death.

For exanmpl e, assune a decedent dies in 2005, when the applicabl e exclusion
amount under section 2010 is $800,000. If the estate includes qualified fam|ly-
owned business interests valued at $675,000 or nore, the estate tax liability
is calculated as if the estate were allowed a qualified fam|y-owned business
deduction of $675, 000, and the applicabl e exclusion anmount under section 2010
islimted to $625,000. If the estate includes qualified fam|y-owned business
interests of $500,000 or less, all of the qualified fam|y-owned busi ness
interests could be deducted fromthe estate, and the applicabl e excl usion
amount under section 2010 is $800,000. If the estate includes qualified fam|ly-
owned busi ness interests val ued between $500, 000 and $675, 000, all of the
qualified fam |y-owned business interests could be deducted fromthe estate,
and the applicabl e excl usi on amount under section 2010 is calculated as the
excess of $1.3 million over the amobunt of qualified fam|y-owned business
interests. (For exanmple, if the qualified fam |y-owned business interests were
val ued at $600, 000, the applicable exclusion anbunt under section 2010 is

$700, 000.)
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If a recapture event occurs with respect to any qualified fam |y-owned busi ness
interest, the total amount of estate taxes potentially subject to recapture is
cal cul ated as the difference between the actual anpbunt of estate tax liability
for the estate, and the anmount of estate taxes that woul d have been owed had
the qualified fam |y-owned business el ection not been nade.

The provision is effective for decedents dying after Decenber 31, 1997.

Carification of Businesses Eligible for Fam |y-Omed Busi ness Provision. The
provision clarifies the fornula for determ ning the anmobunt of gifts of famly-
owned business interests made to nenbers of the decedent's famly that are not
otherwi se includible in the decedent's gross estate. The provision is effective
with respect to decedents dying after Decenber 31, 1997.

Carification of "Trade or Business" Requirenment for Fam|y-Omed Business. The
provision clarifies that an individual's interest in property used in a trade
or business may qualify for the qualified fam|y-owned business provision as

| ong as such property is used in a trade or business by the individual or a
menber of the individual's famly. Thus, for exanple, if a brother and sister
inherit farm and upon their father's death, and the sister cash-|eases her
portion to her brother, who is engaged in the trade or business of farmng, the
"trade or business" requirenment is satisfied with respect to both the brother
and the sister. Simlarly, if a father cash-leases farmand to his son, and the
son materially participates in the trade or business of farmng the land for at
| east five of the eight years preceding his father's death, the pre-death

mat erial participation and "trade or business" requirenents are satisfied with
respect to the father's interest in the farm The provision is effective with
respect to estates of decedents dying after Decenber 31, 1997.

Carification that Interests Eligible for Fam |y-Owmed Busi ness Provision Mist
be Passed to a Qualified Heir. The provision clarifies that qualified fam|ly-
owned business interests must pass to a qualified heir in order to qualify for
t he deduction. For this purpose, if all beneficiaries of a trust are qualified
heirs (and in such other circunstances as the Secretary of the Treasury nmay
provide), property passing to the trust nmay be treated as having passed to a
qualified heir. The provision is effective with respect to estates of decedents
dyi ng after Decenber 31, 1997.

O her Modifications to the Qualified Fam|y-Oamed Busi ness. The provision

nodi fies section 2033A(g) (relating to the security requirenments for noncitizen
qualified heirs) by deleting the cross-reference to section 2033A(i)(3)(M,

whi ch does not appear to be appropriate. The provision also nakes rules simlar
to those set forth in section 2032A(h) and (i) (relating to conversions and
exchanges of property under sections 1031 and 1033) applicable for purposes of
section 2033A. Finally, the provision clarifies that, in identifying assets

t hat produce (or are held for the production of) inconme of a type described in
section 543(a), section 543(a) is applied without regard to section 543(a)(2)
(the dividend requirenment for corporate entities). The provision is effective
with respect to estates of decedents dying after Decenber 31, 1997.
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Carification of Interest on Install ment Paynment of Estate Tax on Hol di ng
Compani es. The provision clarifies that deferred paynents of estate tax on
hol di ng conpani es and non-readi |l y-tradabl e business interests do not qualify
for the 2% interest rate, but instead are subject to a rate of 45% of the
regul ar deficiency rate. Such interest paynents are not deductible for incone
or estate tax purposes. The provision generally is effective for decedents
dyi ng after Decenber 31, 1997.

Current California Law

California does not inpose an estate or gift tax; the California estate tax is
a "pick-up" tax, that is, the state tax is equal to the maxinumcredit for a
state death tax on the federal estate tax return for that particul ar decedent's
estate. This "pick-up"” tax is admnistered by the State Controller's Ofice.

Ef fecti ve Date

The effective date for the above provisions is the same as that specified in
the TRA of 1997, which is generally for taxable years starting after Decenber
31, 1997.

| npact on California Revenue

Not applicabl e.
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Secti on Section Title
6008 Clarification of Incentives for the District of Colunbia Zone.

Designation of D.C. Enterprise Zone. Certain econom cally depressed census
tracts within the District of Colunbia are designated as the "D.C. Enterprise
Zone," w thin which businesses and individual residents are eligible for
special tax incentives. The census tracts that conpose the D.C. Enterprise Zone
for purposes of the wage credit, expensing, and tax-exenpt financing incentives
include all census tracts that presently are part of the D.C. enterprise
community and census tracts within the District of Colunbia where the poverty
rate is not less than 20% The D.C. Enterprise Zone designation generally wll
remain in effect for five years for the period fromJanuary 1, 1998, through
Decenmber 31, 2002.

Enmpower ment Zone Wage Credit, Expensing, and Tax- Exenpt Fi nancing. The
followng tax incentives generally are available in the D.C. Enterprise Zone:
(1) a 20% wage credit for the first $15,000 of wages paid to D.C. residents who
work in the D.C. Enterprise Zone; (2) an additional $20,000 of expensing under
Code section 179 for qualified zone property placed in service by a "qualified
D.C. zone business"; and (3) special tax-exenpt financing for certain zone
facilities.

Zero-Percent Capital Gains Rate. A zero percent capital gains rate applies to
capital gains fromthe sale of certain qualified D.C. Zone assets held for nore
than five years. For purposes of the zero percent capital gains rate, the D.C
Enterprise Zone is defined to include all census tracts within the District of
Col unmbi a where the poverty rate is not less than 10% Only capital gain that is
attributable to the 10-year period begi nning January 1, 1998, and endi ng
Decenber 31, 2007, is eligible for the zero percent rate.

First-Ti me Honebuyer Tax Credit. First-time honebuyers of a principal residence
inthe District are eligible for a tax credit of up to $5,000 of the anount of
t he purchase price, except that the credit phases out for individual taxpayers
w th adjusted gross income (AG) between $70, 000 and $90, 000 ($110, 000 and
$130, 000 for joint filers). The credit is available with respect to property
purchased after the date of enactnent and before January 1, 2001. Any excess
credit may be carried forward indefinitely to succeedi ng taxable years.

New Federal Law (Sec. 1400, 1400A, 1400B, 14000

Eli gi bl e Census Tracts. The provision clarifies that the determ nation of

whet her a census tract in the District of Colunbia satisfies the applicable
poverty criteria for inclusionin the D.C. Enterprise Zone for purposes of the
wage credit, expensing, and special tax-exenpt financing incentives (poverty
rate of not |less than 20% or for purposes of the zero percent capital gains
rate (poverty rate of not less than 10% is based on 1990 decenni al census
data. Thus, data fromthe 2000 decenni al census would not result in the
expansi on or other reconfiguration of the D.C. Enterprise Zone.
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Qualified D.C. Zone Business. The provision nodifies section 1400B(c) to
clarify that a proprietorship can constitute a D.C. Zone busi ness for purposes
of the zero percent capital gains rate. The provision also clarifies that
qualified D.C. Zone businesses that take advantage of the special tax-exenpt
financing incentives do not becone subject to a 35% zone resident requirenent
after the close of the testing period.

Zero-Percent Capital Gains Rate. The provision clarifies that there is no
requi rement that D.C. Zone business property be acquired by a subsequent
purchaser prior to January 1, 2003, to be eligible for the special rule
appl i cabl e to subsequent purchasers.

In addition, the provision clarifies that the term nation of the D.C
Enterpri se Zone designation at the end of 2002 will not, by itself, result in
property failing to be treated as a qualified D.C. Zone asset for purposes of
the zero percent capital gains rate, provided that the property otherw se
continues to qualify were the D.C. Zone designation in effect.

First-Ti me Homebuyer Credit. The provision clarifies that, for purposes of the
first-time honebuyer credit, a "first-tinme honebuyer" neans any individual if
such individual (and, if married, such individual's spouse) did not have a
present ownership interest in a principal residence in the District of Colunbia
during the one-year period ending on the date of the purchase of the principa
residence to which the credit applies.

The provision also clarifies that the phaseout of the credit for individual

t axpayers with adjusted gross incone between $70,000 and $90, 000 ($110, 000
$130, 000 for joint filers) applies only in the year the credit is generated,
and does not apply in subsequent years to which the credit may be carried over.

In addition, the provision clarifies that the term"purchase price" neans the
adj usted basis of the principal residence on the date the residence is
purchased. Newl y constructed residences are treated as purchased by the

t axpayer on the date the taxpayer first occupies such residence.

The provision clarifies that the first-tine homebuyer credit is a nonrefundabl e
personal credit and would provide that the first-time honebuyer credit is
claimed after the credits described in Code sections 25 (credit for interest on
certain hone nortgages) and 23 (adoption credit).

Finally, the provision clarifies that the first-tinme honebuyer credit woul d be
avail able only for property purchased after August 4, 1997, and before January
1, 2001. Thus, the credit is available to first-time home purchasers who
acquire title to a qualifying principal residence on or after August 5, 1997,
and on or before Decenmber 31, 2000, irrespective of the date the purchase
contract was entered into.
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Current California Law

Exi sting state | aw does not conformto the federal econom c devel opnent area
provi sions. Instead, California provides for the designation of the follow ng
econom ¢ devel opnent areas: 39 enterprise zones, five |local agency mlitary
base recovery areas, one targeted tax area, and two manufacturing enhancenent
areas. California allows the follow ng tax incentives to qualifying businesses
operating in econonic devel opnent areas:

Types of Incentives EZ LAMBRA | TTA MVEA
Sal es or Use Tax Credit X X X

Hring Credit X X X X
Enpl oyee Wage Credit X

Busi ness Expense Deduction X X X

Net | nterest Deduction X

Net Operating Loss X X X

Ef fecti ve Date

The provisions are effective as of January 1, 1998, the date the provision are
effective under the TRA of 1997.

I npact on California Revenue

Not applicabl e.
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Section Section Title
6009( a) Carification of Qualification for Reduced Rate of Excise Tax on
Certain Hard G ders.

Backgr ound

Distilled spirits are taxed at a rate of $13.50 per proof gallon; beer is taxed
at a rate of $18 per barrel (approximtely 58 cents per gallon); and still

wi nes of 14% al cohol or less are taxed at a rate of $1.07 per wi ne gallon. The
Code defines still w nes as wi nes containing not nore than 0.392 gram of carbon
di oxi de per hundred mlliliters of wine. H gher rates of tax are applied to

wi nes with greater al cohol content, to sparkling wines, and to artificially

car bonat ed w nes.

Certain small wineries may claima credit against the excise tax on wi ne of 90
cents per wine gallon on the first 100,000 gallons of still w ne produced
annually (i.e., net tax rate of 17 cents per wine gallon on wines with an

al cohol content of 14%or less). No credit is allowed on sparkling w nes.
Certain small breweries pay a reduced tax of $7.00 per barrel (approximtely
22.6 cents per gallon) on the first 50,000 barrels of beer produced annually.

Hard cider is a wine fermented solely from apples or apple concentrate and

wat er, containing no other fruit product and containing at |east one-half of
one percent and |less than 7 percent al cohol by volunme. Once fernented, eligible
hard cider may not be altered by the addition of other fruit juices, flavor, or
other ingredients that alter the flavor that results fromthe fernmentation
process.

The TRA of 1997 provided a | ower excise tax rate of 22.6 cents per gallon on
hard cider. Qualifying small producers that produce 250,000 gallons or |ess of
hard cider and other wines in a cal endar year may claima credit of 5.6 cents
per wine gallon on the first 100,000 gallons of hard cider produced. This
credit produces an effective tax rate of 17 cents per gallon, the sane
effective rate as that applied to small producers of still w nes having an

al cohol content of 14%or less. This credit is phased out for production in
excess of 100,000 gallons but |ess than 250,000 gallons annually.

New Federal Law (Sec. 5041)

The provision clarifies that the 22.6-cents-per-gallon tax rate applies only to
appl e cider that otherwi se would be a still wine subject to a tax rate of $1.07
per wine gallon, i.e., still w nes having an al cohol content of 14%or |ess.
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Current California Law

No conparabl e provisions are contained in the parts of the Revenue and Taxati on
Code adm nistered by the FTB. Excise taxes are normally adm nistered by the
BCE.

Ef fecti ve Date

The provision is effective as if included in the TRA of 1997.

| npact on California Revenue

Defer to BOCE.
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Secti on Section Title
6009( b) El ection for 1987 Partnerships to Continue Exception from Treat nment
of Publicly Traded Partnershi ps as Corporations.

Backgr ound

In general, in the case of an "electing 1987 partnership” that elects to be
subject to a 3.5%tax on gross inconme fromthe active conduct of a trade or
busi ness, the general rule treating a publicly traded partnership as a
corporation does not apply. The 3.5% tax was intended to approxi mate the
corporate tax the partnership wuld pay if it were treated as a corporation for
federal tax purposes.

Tax on Partnership. The 3.5%tax is inposed on the electing 1987 partnership
under the provision (sec. 7704(g)(3)). The provision does not specifically make
i nappl i cabl e, however, the general rule that a partnership as such is not
subject to incone tax, but rather, the partners are liable for the tax in their
separate or individual capacities (sec. 701).

Esti mat ed Tax Paynents. The provision does not specifically nmake applicable the
requi rements for paynent of estimated tax that apply generally to paynents of
cor porate tax.

New Federal Law (Sec. 7704)

Tax on Partnership. The technical correction clarifies that the 3.5%tax is
paid by the partnership. The general rule of section 701(a) that a partnership
as such is not subject to inconme tax, rather the partners are liable for the
tax in their separate or individual capacities, does not apply to the paynent
of the 3.5%tax by the partnership.

Esti mated Tax Paynents. The technical correction provides that the corporate
estimated tax payment rules of section 6655 are applied to the 3.5%tax payable
by an el ecting 1987 partnership in the same manner as if the partnership were a
corporation and the tax were inposed under section 11 (relating to corporate
tax rates). References in section 11 to taxable inconme are to be applied for
this purpose as if they were references to gross incone of the partnership for
the taxable year fromthe active conduct of trades and busi nesses by the
part ner ship.

Current California Law (R&TC Sec. 17008.5, 23038.53)

SB 455 (Stat. 1997, Ch 611) conforned California |law to federal |aw changes
made by the Taxpayer Relief Act of 1997 as it relates to electing 1987
partnerships. California | aw conforned with one exception; in lieu of the 3.5%
federal tax rate on gross incone, a 1%tax on trade or business gross incone
will be inposed. California |aw al so requires that the federal treatnent of a
publicly traded partnership (corporation or partnership) be binding for
California purposes, so that no separate state election is permtted.
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California |l aw has not confornmed to the changes nmade to the IRC by the IRS
Ref orm Act .

Ef fecti ve Date

Tax on Partnership. The provision is effective for taxable years begi nning
after Decenber 31, 1997.

Esti mated Tax Paynents. The provision is effective for taxable years beginning
after July 22, 1998.

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Secti on Section Title
6009(c) Depreciation Limtations for Electric Vehicles.

Backgr ound

Annual depreciation deductions with respect to passenger autonobiles are
limted to specified dollar anobunts, indexed for inflation. Any cost not
recovered during the six-year recovery period of such vehicles may be recovered
during the years succeeding the recovery period, subject to simlar

limtations. The recovery-period |imtations are trebled for vehicles that are
propelled primarily by electricity.

New Federal Law (Sec. 280F)

The depreciation limtations applicable to post-recovery periods under section
280F are trebled for vehicles that are propelled primarily by electricity.

Current California Law (R&TC Sec. 17201)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to the nodified limts on depreciation of |uxury autonobiles for
clean burning and electric vehicles (AB 2797, Stat. 1998, Ch. 322). California
| aw has not confornmed to the federal changes made by the I RS Reform Act.

Ef fecti ve Date

The provision is effective for property placed in service after August 5, 1997,
and before January 1, 2005.

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6009(d) Combi ned Enpl oynent Tax Reporting Denpnstration Project.

Backgr ound

Traditionally, federal tax forns are filed with the federal governnent, and
state tax forns are filed with individual states. This necessitates duplication
of items common to both returns. Sonme states have recently been working with
the IRS to inplenment conbined state and federal reporting of certain types of
items on one formas a way of reducing the burdens on taxpayers. The State of
Mont ana and the | RS have cooperatively devel oped a systemto conbine state and
federal enploynment tax reporting on one form

The I RC prohibits disclosure of tax returns and return information, except to
the extent specifically authorized by the IRC (sec. 6103). Unauthori zed

di sclosure is a felony punishable by a fine not exceeding $5, 000 or

i mprisonnent of not nore than five years, or both (sec. 7213). An action for
civil damages al so may be brought for unauthorized disclosure (sec. 7431).

| mpl enrent ati on of the combi ned Montana-federal enploynent tax reporting project
had been hi ndered because the IRS interprets section 6103 to apply that
provision's restrictions on disclosure to information common to both the state
and federal portions of the conbined form although these restrictions would
not apply to the state with respect to the state's use of state-requested
information if that information were supplied separately to both the state and
the I RS

The TRA of 1997 permits inplenmentation of a denonstration project to assess the
feasibility and desirability of expanding conmbined reporting in the future.
There are several limtations on the denpnstration project.

New Federal Law (Sec. 6103)

The provision permts Montana to use this information as if it had collected it
separately by elimnating federal penalties for disclosure of this information
The provision also corrects a cross-reference to the provision

Current California Law

No conparabl e provisions are contained in the parts of the Revenue and Taxati on
Code adm ni stered by the FTB.

Ef fecti ve Date

The provision is effective August 5, 1997.

| npact on California Revenue

Not applicabl e.
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Section Section Title
6009( e) Modi ficati on of Operation of Elective Carryback of Existing Net
Operating Losses of the National Railroad Passenger Corporation.

The TRA of 1997 provides el ective procedures that allow National Railroad
Passenger Corp. (Amtrak) to consider the tax attributes of its predecessors
(i.e., those railroads that were relieved of their responsibility to provide
intercity rail passenger service as a result of the Rail Passenger Service Act
of 1970) in the use of Antrak's net operating | osses. The benefit allowable
under these procedures is limted to the lesser of: (1) 35%of Amtrak's
existing qualified carryovers, (2) the net tax liability for the carryback
period, or (3) $2,323,000,000. One-half of the anpbunt so calculated will be
treated as a paynent of the tax inposed by chapter 1 of the IRC of 1986 for
Anmtrak's taxabl e year ending Decenber 31, 1997, and a simlar anount for
Anmtrak' s taxabl e year endi ng Decenber 31, 1998.

The availability of the elective procedures is conditioned on Amtrak (1)
agreeing to make paynents of 1% of the amount it receives to each of the non-
Anmtrak states to offset certain transportation related expenditures and (2)
usi ng the bal ance for certain qualified expenses. Non-Antrak states are those
States that are not receiving Antrak service at any tinme during the period
begi nning on the date of enactnment and ending on the date of paynent.

New Federal Law

The provision provides that the term"non-Antrak state" neans any state that is
not receiving intercity passenger rail service fromAnrak as of the date of
enactnent of the TRA of 1997 (August 5, 1997). Thus, a state will not lose its
status as a non-Amtrak state with respect to any paynent by reason of acquiring
Antrak service with any paynment from Antrak under the TRA of 1997 provi sion.

Current California Law (R&TC Sec. 24416)

Exi sting state | aw generally confornms to the conputation of federal NCLs.
California does not allow NOL carrybacks. The type of taxpayer and how t he NCL
is generated determ nes the anount of the NOL that is eligible to be carried
forward and the nunber of years it can be carried forward:

Type of NOL NCL % Al l owed to Carryover

be Carried Over Peri od

CGeneral NOL 50% 5 Years
New Busi ness Year 1 100% 8 Years
Year 2 100% 7 Years

Year 3 100% 6 Years

Eligi bl e Smal | Busi ness 100% 5 Years
Speci fied D saster Loss 100% 5 Years
50% 10 Years

LARZ, LAMBRA & EZ 100% 15 Years
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Current California | aw does not contain any provisions specially related to tax
attri butes of Amrak predecessors.

Ef fecti ve Date

The provision is effective as if included in section 977 of the TRA of 1997.

| npact on California Revenue

Not applicabl e.
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Section Section Title
6010( a) Carification of Constructive Sal es Rul es.
Backgr ound

Exception from Constructive Sales Rules for certain Debt Positions. A taxpayer
is required to recognize gain (but not |oss) upon entering into a constructive
sale of an "appreciated financial position,"” which generally includes an
appreci ated position with respect to any stock, debt instrument or partnership
interest. An exception is provided for positions with respect to debt
instrunents that have an unconditionally payable principal anmount, that are not
convertible into the stock of the issuer or a related person, and the interest
on which is either fixed, payable at certain variable rates or based on certain
i nterest paynents on a pool of nortgages.

Definition of Forward Contract under Constructive Sal es Rules. A constructive
sal e of an appreciated financial position generally results when the taxpayer
enters into a forward contact to deliver the sane or substantially identica
property. A forward contract for this purpose is defined as a contract that
provides for delivery of a substantially fixed anbunt of property at a
substantially fixed price.

Speci al Effective Date for Constructive Sal es Rules. The constructive sal es
rules contain a special effective date provision for decedents dying after June
8, 1997, if (1) a constructive sale of an appreciated financial position
occurred before such date, (2) the transaction remains open for not |ess than
two years, (3) the transaction remains open at any tine during the three years
prior to the decedent's death, and (4) the transaction is not closed within the
30-day period beginning on the date of enactnment of the TRA of 1997. If the
requi rements of the special effective date provision are net, both the

appreci ated financial position and the transaction resulting in the
constructive sale are generally treated as property constituting rights to
receive incone in respect of a decedent under section 691. However, gain with
respect to a position in a constructive sale transaction that accrues after the
transaction is closed is not included in inconme in respect of a decedent.

New Federal Law (Sec. 1259(b) & (d), 6010(a))

Exception from Constructive Sales Rules for certain Debt Positions. The
provision clarifies that, to qualify for the exception for positions with
respect to debt instrunments, the position would either have to neet the

requi rements as to unconditional principal anpbunt, non-convertibility and
interest terns or, alternatively, be a hedge of a position neeting these

requi rements. A hedge for purposes of the provision includes any position that
reduces the taxpayer's risk of interest rate or price changes or currency
fluctuations with respect to another position.

Definition of Forward Contract under Constructive Sales Rules. The provision
clarifies that the definition of a forward contract includes a contract that
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provides for cash settlenment with respect to a substantially fixed anmount of
property at a substantially fixed price.

Speci al Effective Date for Constructive Sales Rules. The provision clarifies
the special effective date rule to provide that the rule does not apply if the
constructive sale transaction is closed at any tinme prior to the end of the
30th day after the date of enactnent of the TRA of 1997.

Current California Law (R&TC Sec. 18151, 24990)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to the constructive sales rules (AB 2797, Stat. 1998, Ch. 322).
California | aw has not confornmed to the federal changes made by the I RS Reform
Act .

Ef fecti ve Date

The provision is generally effective for constructive sales entered into after
June 8, 1997 (the effective date contained in the TRA of 1997).

| npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6010( a) Treat nent of Mark-to-Market Gains of Electing Traders.

Backgr ound

Securities and commodities traders may el ect application of the mark-to-market
accounting rules. Gain or |oss recognized by an el ecting taxpayer under these
rules is treated as ordinary gain or |oss.

Under the self-enpl oynent Contributions Act (SECA), a tax is inposed on an
i ndividual's net earnings fromself-enploynent (NESE). Gain or loss fromthe
sal e or exchange of a capital asset is excluded from NESE

A publicly-traded partnership generally is treated as a corporation for federa
tax purposes. An exception to this rule applies if 90% or nore of the
partnership's gross inconme consists of passive-type inconme, which includes gain
fromthe sale or disposition of a capital asset.

New Federal Law (Sec. 475(f)(1))

The provision clarifies that gain or loss of a securities or cormmodities trader
that is treated as ordinary solely by reason of election of mark-to-narket
treatnent is not treated as other than gain or loss froma capital asset for
pur poses of determ ning NESE for SECA tax purposes, determ ning whether the
passi ve-type i nconme exception to the publicly-traded partnership rules is net,
or for purposes of any other Code provision specified by the Treasury
Departnent in regul ations.

Current California Law (R&TC Secs. 17551, 17571, 24710)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to mark-to-market nmethod of accounting (AB 2797, Stat. 1998, Ch.

322). California law has not conforned to the federal changes made by the I RS

Ref orm Act .

Ef fecti ve Date

The provision applies to taxable years of electing securities and comodities
traders ending after August 5, 1997, the date of enactment of the TRA of 1997.

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Secti on Section Title
6010( b) Gain Recognition for Certain Extraordinary Dividends.

Backgr ound

A corporate sharehol der generally can deduct at |east 70% of a dividend

recei ved from anot her corporation. This dividends received deduction is 80%if
t he corporate sharehol der owns at |east 20% of the distributing corporation and
generally 100%if the sharehol der owns at |east 80% of the distributing

cor porati on.

Section 1059 of the Code requires a corporate sharehol der that receives an
"extraordinary dividend" to reduce the basis of the stock with respect to which
t he dividend was received by the nontaxed portion of the dividend. Wether a
dividend is "extraordinary" is determ ned, anong other things, by reference to
the size of the dividend in relation to the adjusted basis of the sharehol der's
stock. In addition, dividends resulting fromnon pro rata redenptions, parti al

| iquidations, and certain other redenptions are extraordi nary divi dends.
Pursuant to a provision of the TRA of 1997, gain is recognized to the extent
the reduction in basis of stock exceeds the basis in the stock with respect to
whi ch an extraordinary dividend is received. Prior to the TRA of 1997, the
recognition of such gain generally was deferred until the stock to which the
adj ustment rel ated was sold or disposed of.

The consolidated return regul ati ons provi de basis adjustnent rules with respect
to dividends paid within a consolidated group of corporations. These rules
provide that a dividend paid fromone nenber of a group to its parent reduces
the parent's basis in the stock of the payor and if such reduction exceeds the
parent's basis, an "excess |oss account” is created or increased. Excess |oss
accounts generally are not restored to incone until the occurrence of certain
specified events (e.g., when the corporation to which the excess | oss account
rel ates | eaves the consolidated group). Legislative history indicates that,
except as provided in regulations, the extraordinary dividend provisions do not
apply to result in a double reduction in basis in the case of distributions

bet ween nenbers of an affiliated group filing consolidated returns or in double
i nclusion of earnings and profits.

New Federal Law (Sec. 1059)

The provision provides the Treasury Departnment specific regulatory authority to
coordi nate the basis adjustnment rules of section 1059 and the consol i dated
return regul ati ons. Except as provided in regulations to be issued, section
1059 will not cause current gain recognition to the extent that the

consol idated return regulations require the creation or increase of an excess

| oss account with respect to a distribution.

Current Treas. Reg. sec. 1.1059(e)-1(a) will not result in gain recognition
with respect to distributions within a consolidated group to the extent such
distribution results in the creation or increase of an excess | oss account
under the consolidated return regul ati ons.

186



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Current California Law (R&TC Sec. 24966)

California |l aw provides for deduction of a portion of the dividends received
during the year declared fromincome which has been included in the nmeasure of
tax for California franchise, corporate income or alternative mninumtax

pur poses. Special rules apply for dividends received frominsurance conpany
subsi di ari es and dividends received by taxpayers with a water’ s-edge el ection
in effect.

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to the treatnent of extraordinary dividends and the basis of the
subsidiary’s stock (AB 2797, Stat. 1998, Ch. 322). California | aw has not
confornmed to the federal changes made by the I RS Reform Act.

Ef fecti ve Date

The provision generally is effective for distributions after May 3, 1995.

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Secti on Section Title
6010( c) Treatment of Certain Corporate Distributions.
Backgr ound

The TRA of 1997 (sec. 1012(a)) requires a distributing corporation
("distributing") to recogni ze corporate |evel gain on the distribution of stock
of a controlled corporation ("controlled") under section 355 of the Code if,
pursuant to a plan or series of related transactions, one or nore persons
acquire a 50% or greater interest (defined as 50% or nore of the voting power
or value of the stock) of either the distributing or controlled corporation
(Code sec. 355(e)). Certain transactions are excepted fromthe definition of
acquisition for this purpose, including, under section 355(e)(3)(A)(iv), the
acqui sition by a person of stock in a corporation if sharehol ders owning
directly or indirectly stock possessing nore than 50% of the voting power and
nmore than 50% of the value of the stock in distributing or any controlled
corporation before such acquisition own directly or indirectly stock possessing
such vote and value in such distributing or controlled corporation after such
acqui sition. This exception (as certain other exceptions) does not apply if the
stock held before the acquisition was acquired pursuant to a plan (or series of
related transactions) to acquire a 50% or greater interest in distributing or a
controll ed corporation

In the case of a 50% or nore acquisition of either the distributing corporation
or the controlled corporation, the anmount of gain recognized is the anmpunt that
the distributing corporation would have recogni zed had the stock of the
controll ed corporation been sold for fair market value on the date of the

di stribution. The Conference Report to the TRA of 1997 states that no
adjustment to the basis of the stock or assets of either corporation is allowed
by reason of recognition of the gain. The TRA of 1997 does not |imt the

ot herwi se applicable Treasury regulatory authority under section 336(e) of the
Code. Nor does it limt the otherw se applicable provisions of section 1367
with respect to the effect on sharehol der stock basis of gain recognized by an
S corporation under this provision.

The TRA of 1997 (sec. 1012(b)(1)) also provides that, except as provided in
regul ati ons, section 355 shall not apply to the distribution of stock from one
menber of an affiliated group of corporations (as defined in section 1504(a))
to anot her nenber of such group (an intragroup spin-off) if such distribution
is part of such a plan or series of related transactions pursuant to which one
or nore persons acquire stock representing a 50% or greater interest in a
distributing or controlled corporation, determ ned after the application of the
rul es of section 355(e).

In addition, the TRA of 1997 (sec. 1012(b)(2)) provides that in the case of any
di stribution of stock of one nenber of an affiliated group of corporations to
anot her menber under section 355, the Treasury Departnment has regul atory

aut hority under section 358(g) to provide adjustnents to the basis of any stock
in a corporation which is a menber of such group, to reflect appropriately the
proper treatnent of such distribution.
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The TRA of 1997 (sec. 1012(c)) also nodified certain rules for determ ning
control immediately after a distribution in the case of certain divisive
transactions in which the stock of a controlled corporation is distributed and
the transaction neets the requirenments of section 355. In such cases, under
section 351 and nodified section 368(a)(2)(H wth respect to reorgani zations
under section 368(a)(1l)(D), those sharehol ders receiving stock in the

di stributed corporation are treated as in control of the distributed
corporation imedi ately after the distribution if they hold stock representing
a greater than 50%interest in the vote and val ue of stock of the distributed
cor porati on.

The effective date (Act section 1012(d)(1)) states that the forgoing provisions
of the TRA of 1997 apply to distributions after April 16, 1997, pursuant to a
plan (or series of related transactions) which involves an acquisition
occurring after such date (unless certain transition provisions apply).

New Federal Law (Sec. 351(c), 355(e), 368(a)(2))

Acquisition of a 50% or G eater Interest. The provision clarifies that the
acqui sitions described in Code section 355(e)(3)(A) are disregarded in

det erm ni ng whether there has been an acquisition of a 50% or greater interest
in a corporation. However, other transactions that are part of a plan or series
of related transactions could result in an acquisition of a 50% or greater

i nterest.

In the case of acquisitions under section 355(e)(3)(A)(iv), the provision
clarifies that the acquisition of stock in the distributing corporation or any
controlled corporation is disregarded to the extent that the percentage of
stock owned directly or indirectly in such corporation by each person owning
stock in such corporation i mediately before the acquisition does not decrease.

Exanmpl e: Geoff owns 10% of the vote and value of the stock of Distrib, Inc.
(which owns all of Sub, Inc.). There are nine other equal sharehol ders of
Distrib, Inc. Geoff also owns 100% of the vote and val ue of the stock of

unrel ated corporation Acq, Inc. Distrib, Inc. distributes Sub, Inc to the 10
sharehol ders of Distrib, Inc. Thereafter, pursuant to a plan or series of
related transactions, Distrib, Inc (worth 100x) nerges with Acq, Inc. (worth
900x) to form AcgD, Inc. After the nerger, each of the forner sharehol ders of
Distrib, Inc. owns stock of AcgD, Inc. reflecting the vote and val ue
attributable to that sharehol der's respective 10% fornmer stock ownership of
Distrib, Inc. Each of the forner shareholders of Distrib, Inc. owns 1% of the
stock of AcqD, Inc., except that Geoff (who owned 100% of Acqg, Inc. and 10% of
Distrib, Inc. before the nerger) now owns 91% of the stock of AcgD, Inc. In
determ ning whether a 50% or greater interest in Distrib, Inc has been nerged
with Acq, Inc., the interest of each of the continuing shareholders is

di sregarded only to the extent there has been no decrease in such sharehol der's
direct or indirect ownership. Thus, CGeoff's 10%interest in Distrib, Inc., and
the 1% interest of each of the nine other fornmer shareholders of Distrib, I|nc.
is not counted. Thus, for purposes of calculating any gain that should be
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recogni zed, 81% ownership of AcqD, Inc., representing a decrease of 9% in the
interests of each of the nine fornmer sharehol ders other than Geoff and Geoff's
10% is counted in determning the extent of an acquisition. Therefore, a 50%
or greater interest in Distrib, Inc. has been acquired.

Treasury Regul atory Authority. The provision also clarifies that the regul atory
authority of the Treasury Departnent under section 358(c) applies to
distributions after April 16, 1997, without regard to whether a distribution
involves a plan (or series of related transactions) which involves an

acqui sition. As stated in the Conference Report to the TRA of 1997, with
respect to the Treasury Department regulatory authority under section 358(c) as
applied to intragroup spin-off transactions that are not part of a plan or
series of related transactions that involve an acquisition of a 50% or greater

i nterest under new section 355(f), it is expected that any Treasury regul ations
will be applied prospectively, except in cases to prevent abuse.

Section 351(c) and Section 368(a)(2)(H) "Control |Imediately After"”
Requirement. In general, the TRA of 1997 nodifications to the contro

i medi ately after requirenent of by Section 351(c) and section 368(a)(2)(H
were intended to mnimze certain differences in the results of a transaction
i nvolving a contribution of assets to a controlled corporation prior to a
section 355 spin-off that could occur depending on whether the distributing or
controll ed corporation were acquired subsequent to the spin-off.

The provision clarifies that in the case of certain divisive transactions in
whi ch a corporation contributes assets to a controlled corporation and then

di stributes the stock of the controlled corporation in a transaction that neets
the requirenents of section 355 (or so nmuch of section 356 as relates to
section 355), solely for purposes of determning the tax treatnent of the
transfers of property to the controlled corporation by the distributing
corporation, the fact that the sharehol ders of the distributing corporation

di spose of part or all of the distributed stock shall not be taken into account
for purposes of the control imediately after requirenent of section 351(a) or
368(a) (1) (D). For purposes of determining the tax treatnment of transfers of
property to the controlled corporation by parties other than the distributing
corporation, the disposition of part or all of the distributed stock continues
to be taken into account, as under prior law, in determn ning whether the
control immediately after requirenent is satisfied.

Exanple 1: Distributing corporation D transfers appreciated business X to
subsidiary Cin exchange for 100% of C stock. D distributes its stock of Cto D
sharehol ders. As part of a plan or series of related transactions, C merges
into unrelated acquiring corporation A and the C sharehol ders receive 25% of
the vote or value of A stock. If the requirenments of section 355 are net with
respect to the distribution, then the control imediately after requirenent

will be satisfied solely for purposes of determning the tax treatnment of the
transfers of property by Dto C Accordingly, the business X assets transferred
to C and held by A after the nmerger will have a carryover basis fromD. Section
355(e) will require Dto recognize gain as if the C stock had been sold at fair
mar ket val ue.
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Exanpl e 2: Distributing corporation D transfers appreciated business X to
subsidiary Cin exchange for 85% of C stock. Unrel ated persons transfer

appreci ated assets to Cin exchange for the remaining 15% of C stock. D
distributes all its stock of Cto D shareholders. As part of a plan or series
of related transactions, C nmerges into acquiring corporation A and the
interests attributable to the D sharehol ders' receipt of C stock with respect
to their D stock in the distribution represent 25% of the vote and val ue of A
stock. If the requirenents of section 355 are nmet with respect to the
distribution, then the control immedi ately after requirenent will be satisfied
solely for purposes of determining the tax treatnment of the transfers of
property by Dto C. Section 355(e) will require recognition of gain as if the C
stock had been sold for fair market value. The business X assets transferred to
C and held by A after the nerger will have a carryover basis fromD. The
persons other than D who transferred assets to C for 15% of C stock w ||
recogni ze gain on the appreciation in their assets transferred to Cif the
control imrediately after requirenent is not satisfied after taking into
account any post-spin-off dispositions that woul d have been taken into account
under prior |aw

Current California Law (R&TC Sec. 23251, 24451)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to distributions of controlled corporations (AB 2797, Stat. 1998,
Ch. 322). California |law has not conforned to the federal changes nmade by the

I RS Reform Act.

Ef fecti ve Date

The provision generally is effective for distributions after April 16, 1997.

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.

191



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Section Section Title
6010(d) Application of Section 304 to Certain International Transactions.

Backgr ound

Under section 304, if one corporation purchases stock of a related corporation
the transaction generally is recharacterized as a redenption. Under section
304(a), as anmended by the TRA of 1997, to the extent that a section 304
transaction is treated as a distribution under section 301, the transferor and
the acquiring corporation are treated as if (1) the transferor had transferred
the stock involved in the transaction to the acquiring corporation in exchange
for stock of the acquiring corporation in a transaction to which section 351(a)
applies, and (2) the acquiring corporation had then redeened the stock it is
treated as having issued. In the case of a section 304 transaction, both the
amount which is a dividend and the source of such dividend is determned as if
the property were distributed by the acquiring corporation to the extent of its
earnings and profits and then by the issuing corporation to the extent of its
earnings and profits (sec. 304(b)(2)). Section 304(b)(5), as added by the TRA
of 1997, provides special rules that apply if the acquiring corporation in a
section 304 transaction is a foreign corporation. Under section 304(b)(5), the
earnings and profits of the acquiring corporation that are taken into account
are limted to the portion of such earnings and profits that (1) is
attributable to stock of such acquiring corporation held by a corporation or

i ndividual who is the transferor (or a person related thereto) and who is a

U S. shareholder (within the neaning of section 951(b)) of such corporation and
(2) was accunul ated during periods in which such stock was owned by such person
whi |l e such acquiring corporation was a controlled foreign corporation. For
purposes of this rule, except as otherw se provided by the Secretary of the
Treasury, the rules of section 1248(d) (relating to certain exclusions from
earnings and profits) apply.

The Secretary is to prescribe regulations as appropriate, including regulations
determ ning the earnings and profits that are attributable to particul ar stock
of the acquiring corporation. For foreign tax credit purposes, under section
902, a U S. corporation that receives a dividend froma foreign corporation in
which it owns at |east 10% of the voting stock is treated as if it had paid the
foreign income taxes paid by the foreign corporation which are attributable to
such dividend. The Internal Revenue Service issued rulings providing that a
domestic corporation that is a transferor in a section 304 transacti on may
comput e foreign taxes deenmed paid under section 902 on the dividends from both
a foreign acquiring corporation and a foreign issuing corporation. Rev. Rul.
92-86, 199212 C.B. 199; Rev. Rul. 91-5, 1991-1 C B. 114. Both rulings involve
section 304 transactions in which both the donestic transferor and the foreign
acquiring corporation are wholly owned by a domestic parent corporation
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New Federal Law (Sec. 304)

Under the provision, in the case of a section 304 transaction in which the
acquiring corporation or the issuing corporation is a foreign corporation, the
Secretary of the Treasury is to prescribe regulations providing rules to
prevent the nultiple inclusion of an itemof inconme and to provide appropriate
basi s adjustnents, including rules nodifying the application of sections 959
and 961 in the case of a section 304 transaction. It is expected that such
regulations will provide for an exclusion frominconme for distributions from
earnings and profits of the acquiring corporation and the issuing corporation
that represent previously taxed incone under subpart F. It further is expected
that such regulations will provide for appropriate adjustnments to the basis of
stock held by the corporation treated as receiving the distribution or by the
corporation that had the prior inclusion with respect to the previously taxed
inconme. No inference is intended regarding the treatnent of previously taxed
incone in a section 304 transaction under present |aw. The TRA of 1997
amendnents to section 304, including the nodifications under this provision,
are not intended to change the foreign tax credit results reached in Rev. Ruls.
92-86 and 91-5. The provision also elimnates the cross-reference to the rules
of section 1248(d) for purposes of determ ning the earnings and profits to be
taken into account under section 304(b)(5).

Current California Law (R&TC Sec. 24551, 24966)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to corporate stock transfers (AB 2797, Stat. 1998, Ch. 322).
California | aw has not confornmed to the federal changes made by the I RS Reform
Act .

Ef fecti ve Date

The provision generally is effective for distributions or acquisitions after
June 8, 1997.

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6010(e) Certain Preferred Stock Treated as "Boot."

Backgr ound

Statute of Limtations. Under the TRA of 1997, certain preferred stock received
in otherwise tax-free transactions is treated as "other property” (i.e.,
"boot"). Exchanges of stock in certain recapitalizations of fam]ly-owned
corporations are excepted fromthis rule. A famly-owned corporation is defined
as any corporation if at |east 50% of the total voting power and val ue of the
stock of such corporation is owned by the same famly for five years preceding
the recapitalization. In addition, a recapitalization does not qualify for the
exception if the same famly does not own 50% of the total voting power and

val ue of the stock throughout the three-year period follow ng the
recapitalization

Treatment of Transferor. The TRA of 1997 anended section 351 of the Code to
provide that in the case of a person who transfers property to a controlled
corporation and receives nonqualified preferred stock, section 351(b) wll
apply to such person. Section 351(b) provides that if section 351(a) of the
Code woul d apply to an exchange but for the fact that there is received, in
addition to stock permtted to be received under section 351(a), other property
or noney, then gain but no |l oss to such recipient shall be recognized. The
Conference Report to the TRA of 1997 states that if nonqualified preferred
stock is received, gain but not |oss shall be recognized.

New Federal Law (Sec. 351(g), 354(a))

Statute of Limtations. The provision provides that the statutory period for

t he assessnment of any deficiency attributable to a corporation failing to be a
fam | y-owned corporation shall not expire before the expiration of three years
after the date the Secretary of the Treasury is notified by the corporation (in
such manner as the Secretary may prescribe) of such failure, and such

defici ency may be assessed before the expiration of such three-year period
notwi t hst andi ng the provisions of any other law or rule of |aw which would

ot herwi se prevent such assessmnent

Treatnent of Transferor. The provision clarifies that section 351(b) applies to
a transferor who transfers property in a section 351 exchange and receives
nonqual i fied preferred stock in addition to stock that is not treated as "ot her
property" under that section. Thus, if a transferor received only nonqualified
preferred stock but the transaction in the aggregate otherwi se qualified as a
section 351 exchange, such a transferor woul d recognize |oss and the basis of
the nonqualified preferred stock and of the property in the hands of the
transferee corporation would reflect the transaction in the sane manner as if
that particular transferor had received solely "other property" of any other
type. As under the TRA of 1997, the nonqualified preferred stock continues to
be treated as stock received by a transferor for purposes of qualification of a
transacti on under section 351(a), unless and until regulations may provide

ot herw se.
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Current California Law (R&TC Sec. 24451, 24951)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to "boot" received in a reorgani zation (AB 2797, Stat. 1998, Ch.

322). California |law has not conforned to the federal changes made by the I RS

Ref orm Act .

Ef fecti ve Date

The provision applies to transactions after June 8, 1997.

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6010(f) Establish I RS Continuous Levy and I nprove Debt Collection.

Backgr ound

If any person is liable for any internal revenue tax and does not pay it within
10 days after notice and demand by the IRS, the IRS may then collect the tax by
| evy upon all property and rights to property belonging to the person, unless
there is an explicit statutory restriction on doing so. Alevy is the seizure
of the person's property or rights to property. A levy on salary and wages is
conti nuous fromthe date it is first nade until the date it is fully paid or
beconmes unenf orceabl e.

The TRA of 1997 provides that a continuous levy is also applicable to non-
means-tested recurring federal paynments and specified wage repl acenment
paynents.

New Federal Law (Sec. 6331)

The provision clarifies that the I RS nust approve the use of a continuous |evy
before it may take effect.

Current California Law (R&TC Sec. 18671)

FTB, in concept, basically has the sane collection renedies as the IRS. To
collect on property of a tax debtor, FTB has the authority to issue orders to
wi thhold to seize cash and cash equival ents and use warrants to have the
property seized and sold. However, for California purposes, property or the
val ue of property that is exenpt fromlevy is provided under the Code of Civi
Procedure, which is applicable to California judgnent creditors, and for

pur poses of tax debts is subject to inflation adjustnents under the Taxpayers
Bill of Rights. To garnish wages, which in essence is a continuous |evy, FTB
must follow the California Wage Garni shnment Law that is applicable to
California judgnment creditors and generally limts the garnishnment to 25% of
each paynment, with certain mninumwage restrictions, as required under federa
law (75% of wages/salary is exenpt fromlevy). In addition, FTB has the
authority to issue continuous levies for 25% of the specific paynent due or
becom ng due an individual (75%is exenpt fromlevy) or 100% of the specific
paynment due or becom ng due a corporate taxpayer (no paynment is exenpt from
levy but a levy may be rel eased due to hardship). The specific paynents
addressed in the new federal |aw (social security paynments, railroad
retirement, unenpl oynent benefits, worker’s conpensation and certain public
assi stance) are basically 100% exenpt fromlevy for California incone or
franchi se tax collection purposes by virtue of the underlying federal |aws that
provi de the benefits.
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Ef fecti ve Date

The provision is effective for levies issued after August 5, 1997, the date of
enact nrent of the TRA of 1997.

| npact on California Revenue

Not applicabl e.
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Secti on Section Title
6010(Qg) Carification Regarding Aviation Gasoline Excise Tax.

Backgr ound

Bef ore enactnent of the TRA of 1997, aviation gasoline was subject to a 19. 3-
cents-per-gallon tax rate, with 15 cents per gall on being deposited in the
Airport and Airway Trust Fund and 4.3 cents per gallon being retained in the
CGeneral Fund. The TRA of 1997 extended the 15-cents-per-gallon rate for 10
years, through Septenber 30, 2007, and expanded deposits to the Trust Fund to
i nclude revenues fromthe 4.3-cents-per-gallon rate. The tax does not apply to
fuel used in flight segnents outside the United States or to flight segnments
fromthe United States to foreign countries.

New Federal Law (Sec. 4041, 6421, 9502)

The provision clarifies the application of the gasoline tax refund provisions
to aviation gasoline used in flight segnents outside the United States and to
flight segments fromthe United States to foreign countri es.

Current California Law

California fuel taxes are adm nistered by the BCE

Ef fecti ve Date

The provision is effective as if included in the TRA of 1997.

| npact on California Revenue

Defer to the BCE.

198



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Section Section Title
6010( h) Ext ensi on of Diesel Fuel Excise Taxes to Kerosene and Carification
of Requirement that Registered Fuel Terminals Ofer Dyed Fuel

Backgr ound

The TRA of 1997 contains rules which outline when aviation grade kerosene can
be renoved for use as an aviation fuel w thout paynent of highway excise taxes.

The TRA of 1997 provides that fuel termnals are eligible to register to handle
non-t ax- pai d di esel fuel and kerosene only if the term nal operator offers both
undyed (taxable) and dyed (nontaxable) fuel. S. 1173, as passed by the Senate,
and H. R 2400, as passed by the House, would delay the effective date of this
requirenment for two years, until July 1, 2000.

New Federal Law (Sec. 4082, 4101)

The provision clarifies TRA of 1997 rules that outline when aviation grade
ker osene can be renoved for use as a aviation fuel w thout paynment of highway
exci se taxes.

The provision also clarifies that the Code requires termnals eligible to
handl e non-tax-paid diesel to offer dyed diesel fuel and termnals eligible to
handl e non-tax-pai d kerosene (including diesel fuel #1 and kerosene-type
aviation fuel) to offer dyed kerosene. The provision does not require that a
term nal offer for sale kerosene as a condition of receiving diesel fuel on a
non-tax-paid basis. Simlarly, the proposal does not require term nals that
sell only kerosene to offer diesel fuel as a condition of receiving non-tax-
pai d kerosene.

Current California Law

California fuel taxes are adm nistered by the BCE

Ef fecti ve Date

The provision is effective as if included in the TRA of 1997.

I npact on California Revenue

Defer to the BCE.
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Section Section Title
6010(i) Carification of Prepaid Tel ephone Cards.

A 3% excise tax is inmposed on anmounts paid for local and toll (I ong-distance)
t el ephone service and tel etypewiter exchange service. The tax is collected by
the provider of the service fromthe consuner. In the case of so-called
"prepaid tel ephone cards", the tax is treated as paid when the card is
transferred by any tel ecommuni cations carrier to any person who is not a

t el ecommuni cations carrier.

A "prepaid tel ephone card" is defined as any card or other simlar arrangenent
which permts its holder to obtain comunications services and pay for such
services in advance.

New Federal Law (Sec. 4521)

The provision inserts the word "any" prior to "other simlar arrangenent” to
clarify that paynent to a tel ecommunications carrier froma third party such as
a joint venture credit card conpany is treated as paynent nade by the hol der of
the credit card to obtain conmmunication services and the tax is treated as paid
in a manner simlar to that applied to prepaid tel ephone cards. The tax applies
to paynents if the rights to tel ephone service for which paynents are made can
be used in whole or in part for tel ephone service that, if purchased directly,
woul d be subject to the 3% excise tax on tel ephone service. Also, the tax
applies without regard to whether tel ephone service ultimately is provided
pursuant to the transferred rights.

Current California Law

Taxes on interstate tel ephone communi cation services are adm nistered by the
BCE.

Ef fecti ve Date

The provision is effective as if included in the TRA of 1997.

I npact on California Revenue

Defer to BOCE.
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Section Section Title
6010(j) Modi fy UBI Rul es Applicable to Second-Tier Subsidiaries.

Backgr ound

In general, interest, rents, royalties and annuities are excluded fromthe
unrel at ed busi ness incone (UBI) of tax-exenpt organizations. However, section
512(b) (13) treats otherw se excluded rent, royalty, annuity, and interest
incone as UBI if such inconme is received froma taxable or tax-exenpt
subsidiary that is controlled by the parent tax-exenpt organization

Interest, rent, annuity, or royalty paynments nade by a controlled entity to a

t ax- exenpt organi zati on are subject to the unrel ated business incone tax to the
extent the paynent reduces the net unrelated inconme (or increases any net

unrel ated loss) of the controlled entity. In this regard, section

512(b) (13)(B)(i)(1) cross references a non-exi stent Code secti on.

Under the TRA of 1997, the above generally applies to taxable years begi nning
after the date of enactment. However, the provision does not apply to paynents
made during the first two taxable years beginning on or after the date of
enactnent if such paynments are made pursuant to a binding witten contract in
effect as of June 8, 1997, and at all times thereafter before such paynent.

New Federal Law (Sec. 512(b)(12))

The provision clarifies that rent, royalty, annuity, and interest incone that
woul d ot herwi se be excluded fromUBI is included in UBlI under section
512(b)(13) if such income is received or accrued froma taxable or tax-exenpt
subsidiary that is controlled by the parent tax-exenpt organization. The
provision further clarifies that the provision does not apply to any paynent
received or accrued during the first two taxable years beginning on or after
the date of enactnent if such payment is received or accrued pursuant to a
binding witten contract in effect on June 8, 1997, and at all tines thereafter
bef ore such payment (but not pursuant to any contract provision that permts
optional accel erated paynents).

Current California Law (R&TC Sec. 23732)

California lawis in conformty with nodifications to federal law as it rel ates
to UBI of tax-exenpt organizations.
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Ef fecti ve Date

The provision is effective as of August 5, 1997, the date of enactnent of the
TRA of 1997.

| npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6010( k) Application of Foreign Tax Credit Hol ding Period Rule to RICs.

Backgr ound

Section 901(k), as added by the TRA of 1997, generally inposes a holding period
requirement for claimng foreign tax credits with respect to dividends. Under
section 901(k), foreign tax credits with respect to a dividend froma foreign
corporation or a regul ated investnent conpany (RIC) are disallowed if the

shar ehol der has not held the stock for nore than 15 days in the case of comon
stock or nore than 45 days in the case of preferred stock. This disall owance
applies both to foreign tax credits for foreign withholding taxes that are paid
on the dividend where the dividend-paying stock is not held for the required
period and to indirect foreign tax credits for taxes paid by a |ower-tier
foreign corporation or a RIC where any of the stock in the required chain of
ownership is not held for the required period. Foreign taxes for which credits
are di sall owed under section 901(k) rmay be deduct ed.

Under section 853, a RIRC may elect to flow through to its sharehol ders the
foreign tax credits for foreign taxes paid by the RIC. Under this election, the
RICis not entitled to a deduction or credit for foreign taxes paid; the
sharehol ders of an electing RIC are treated as having paid their proportionate
shares of the foreign taxes paid by the RIC. Accordingly, foreign tax credits
are clainmed at the sharehol der [evel and not at the RIC | evel

The TRA of 1997 added section 901(k), which denies a sharehol der foreign tax
credits norrmally available with respect to a dividend if the sharehol der has
not held the stock for a m ninum period. Section 901(k)(4), "Exception for
certain taxes paid by securities dealers,” provides an exception for foreign
tax credits with respect to certain dividends received on stock held in the
active conduct of a securities business in a foreign country.

New Federal Law (Sec. 853, 901(k)(4))

Under the provision, the flowthrough election of section 853 does not apply to
any foreign taxes paid by the RIC for which a credit is disall owed under
section 901(k) because the RIC did not satisfy the applicable hol ding period.
Accordingly, such taxes are deductible at the RIC level. The el ection of
section 853 applies only to foreign taxes with respect to which the R C has
satisfied any applicable holding period requirenent.

The provision clarifies that the exception of section 901(k)(4) is available

only for dividends received on stock that the shareholder holds in its capacity
as a dealer in securities.
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Current California Law

California does not have a conparable credit.

Ef fecti ve Date

The provision is effective for dividends paid or accrued nore than 30 days
after the date of enactnment of the TRA of 1997.

I npact on California Revenue

Not applicabl e.
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Section Section Title
6010(m Carification of Allocation of Basis of Properties Distributed
to a Partner by a Partnership.

Backgr ound

Prior to the passage of the IRS Reform Act, federal |aw, as anended by the TRA
of 1997, provided rules for allocating basis to property in the hands of a
partner that received a distribution froma partnership. Under these rules,
basis is first allocated to unrealized receivables and inventory itens in an
anount equal to the partnership's adjusted basis in each property. If the basis
to be allocated is |less than the sumof the adjusted bases of the properties in
the hands of the partnership, then, to the extent a decrease is required to
make the total adjusted bases of the properties equal the basis to be

all ocated, the decrease is allocated (as described bel ow) for adjustnents that
are decreases. To the extent of any basis not allocated to inventory and
unreal i zed recei vabl es under the above rules, basis is allocated to other

di stributed properties, first to the extent of each distributed property's

adj usted basis to the partnership. Any renmaining basis adjustnment, if an
increase, is allocated anong properties with unrealized appreciation in
proportion to their respective amounts of unrealized appreciation (to the
extent of each property's appreciation), and then in proportion to their
respective fair market values. If the remaining basis adjustnment is a decrease,
it is allocated anmong properties with unrealized depreciation in proportion to
their respective amounts of unrealized depreciation (to the extent of each
property's depreciation), and then in proportion to their respective adjusted
bases (taking into account the adjustnents already nade).

For purposes of these rules, “unrealized receivables” has the neaning set forth
in section 751(c) (as provided in sec. 732(c)(1)(A)(i)). Section 751(c)
provides that the term*“unrealized receivables” includes certain accrued but
unreported income. In addition, the last two sentences of section 751(c)
provide that for purposes of certain specified partnership provisions (sections
731, 741 and 751), the term"unrealized receivables" includes certain property
the sale of which will give rise to ordinary incone (for exanple, depreciation
recapture under sections 1245 or 1250), but only to the extent of the anount
that would be treated as ordinary inconme on a sale of that property at fair

mar ket val ue.

New Federal Law (Sec. 751(c))

The technical correction clarifies that for purposes of the allocation rules of
section 732(c), “unrealized receivables” has the nmeaning in section 751(c)
including the last two sentences of section 751(c), relating to itens of
property that give rise to ordinary inconme. Thus, in applying the allocation
rul es of section 732(c) to property listed in the |last two sentences of section
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751(c), such as property giving rise to potential depreciation recapture, the
anmount of unrealized appreciation in any such property does not include any
anount that would be treated as ordinary incone if the property were sold at
fair market val ue, because such ampunt is treated as a separate asset for

pur poses of the basis allocation rules.

Treasury regul ati ons under section 751(b) provide for a simlar bifurcation of
assets anong potential ordinary incone anounts and ot her anounts in applying
the definition of “unrealized receivables” for purposes of that section. Treas.
Reg. 1.751-1(c)(4).

For exampl e, assune that a partnership has three partners, A, C and D. The
partnership has six assets. Three are capital assets each with adjusted basis
equal to fair market value of $20,000. The other three are depreciable

equi pment each with adjusted basis of $5,000 and fair market val ue of $30, 000.
Each of the pieces of equi pnent woul d have $25, 000 of depreciation recapture if
sold by the partnership for its $30,000 value. A has a basis in its partnership
i nterest of $60,000. Assune that one of the capital assets and one of the

pi eces of equipnment is distributed to Ain liquidation of its interest. Ais
treated as receiving three assets: (1) depreciation recapture (an unrealized
receivable) with a basis to the partnership of zero and a val ue of $25,000; (2)
a piece of equipnent with a basis to the partnership of $5,000 and a val ue of
$5,000 (its $30,000 val ue reduced by the $25,000 of depreciation recapture);
and (3) a capital asset with a basis to the partnership of $20,000 and a val ue
of $20, 000.

Under the provision, as clarified by the technical correction, A s $60, 000
basis in its partnership interest is allocated as follows. First, basis is

all ocated to the depreciation recapture, an unrealized receivable, in an anount
equal to the partnership' s adjusted basis in it, or zero (sec. 732(c)(1)(A)).
Then basis is allocated to the extent of each of the other distributed
properties' adjusted basis to the partnership, or $5,6000 to the equi pnment (not
i ncludi ng the depreciation recapture), and $20,000 to the capital asset. A's
remai ni ng $35, 000 of basis is allocated next anong properties (other than
inventory and unrealized receivables) with unrealized appreciation, in
proportion to their respective amounts of unrealized appreciation (to the
extent of each property's appreciation), but neither of the distributed
properties to which basis may be allocated has unrealized appreciation. Basis
is then allocated in proportion to the properties' respective fair market

val ues ($5,000 for the equi pmrent and $20,000 for the capital asset). Thus, of
the renai ni ng $35, 000, $7,000 is allocated to the equipnent, so that its tota
basis in the partner's hands is $12,000; and $28,000 is allocated to the
capital asset, so that its total basis in the partner's hands is $48, 000.
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Current California Law (R&TC Sec. 17851)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to partnership distributions (AB 2797, Stat. 1998, Ch. 322).
California | aw has not confornmed to the federal changes made by the I RS Reform
Act .

Ef fecti ve Date

The provision is effective as if enacted with the TRA of 1997.

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
conti nued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6010( 0) Carification of Expanding the Limtations on Deductibility of
Prem uns and Interest with Respect to Life Insurance, Endowrent and
Annuity Contracts.

Backgr ound

Mast er Contracts. The TRA of 1997 provided limtations on the deductibility of
interest and premuns with respect to |ife insurance, endowrent and annuity
contracts. Under the pro rata interest disallowance provision added by the Act,
an exception is provided for any policy or contract owned by an entity engaged
in a trade or business, covering an individual who is an enpl oyee, officer or
director of the trade or business at the tine first covered. The exception
applies to any policy or contract owned by an entity engaged in a trade or

busi ness, which covers one individual who (at the tine first insured under the
policy or contract) is (1) a 20% or nore owner of the entity, or (2) an

i ndi vidual (who is not a 20% owner) who is an officer, director or enployee of
the trade or business. The exception also applies in the case of a joint-life
policy or contract under which the sole insureds are a 20% owner and the spouse
of the 20% owner. A joint-life contract under which the sole insureds are a 20%
owner and his or her spouse is the only type of policy or contract with nore
than one insured that cones within the exception

The provision is silent as to the treatnment of coverage of such an individual
under a naster contract.

Reporting. The TRA of 1997 provision does not apply to any policy or contract
hel d by a natural person; however, if a trade or business is directly or
indirectly the beneficiary under any policy or contract, the policy or contract
is treated as held by the trade or business and not by a natural person. In
addition, the provision includes a reporting requirenent. Specifically, the
provi sion provides that the Treasury Secretary shall require such reporting
from policyhol ders and issuers as is necessary to carry out the rule applicable
when the trade or business is directly or indirectly the beneficiary under any
policy or contract held by a natural person. Any report required under this
reporting requirenment is treated as a statenent referred to in Code section
6724(d)(1) (relating to information returns). The provision does not
specifically refer to Code section 6724(d)(2) (relating to payee statenents).

Addi ti onal Covered Lives. The TRA of 1997 provision limting the deductibility
of certain interest and premuns is effective generally with respect to

contracts issued after June 8, 1997. To the extent of additional covered |lives
under a contract after June 8, 1997, the contract is treated as a new contract.

New Federal Law (Sec. 264(f), 6724(d))

Master Contracts. The technical correction clarifies that if coverage for each
i nsured individual under a master contract is treated as a separate contract
for purposes of sections 817(h), 7702, and 7702A of the Code, then coverage for
each such insured individual is treated as a separate contract for purposes of
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the exception to the pro rata interest disallowance rule for a policy or
contract covering an individual who is a 20% owner, enpl oyee, officer or
director of the trade or business at the time first covered. A master contract
does not include any contract if the contract (or any insurance coverage

provi ded under the contract) is a group life insurance contract within the
meani ng of Code section 848(e)(2). No inference is intended that coverage
provi ded under a master contract, for each such insured individual, is not
treated as a separate contract for each such individual for other purposes
under present | aw.

Reporting. The technical correction clarifies that the required reporting to
the Treasury Secretary is an information return (within the neaning of section
6724(d)(1)), and any reporting required to be nmade to any other person is a
payee statenent (within the neaning of section 6724(d)(2)). Thus, the $50-per-
report penalty inposed under sections 6722 and 6723 of the Code for failure to
file or provide such an information return or payee statenent apply. It is
clarified that the Treasury Secretary may require reporting by the issuer or
pol i cyhol der of any relevant information either by regulations or by any other
appropriate guidance (including but not limted to publication of a forn).

Addi tional covered lives. The technical correction clarifies that the treatnent
of additional covered |ives under the effective date of the TRA of 1997
provision applies only with respect to coverage provi ded under a naster
contract, provided that coverage for each insured individual is treated as a
separate contract for purposes of Code sections 817(h), 7702 and 7702A, and the
master contract or any coverage provided thereunder is not a group life

i nsurance contract within the nmeani ng of Code section 848(e)(2).

Current California Law (R&TC Sec. 17201, 17279.5, 24424)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to the deductibility of premuns and interest with respect to
life insurance, endownent and annuity contracts (AB 2797, Stat. 1998, Ch. 322).
California | aw has not confornmed to the federal changes made by the I RS Reform
Act .

Ef fecti ve Date

The provisions are effective as if included in the TRA of 1997 (contracts
i ssued after June 8, 1997).

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6010(p) Clarification to the Definition of Modified AD for Purposes of the
Earned I ncome Credit Phaseout.

Backgr ound

The earned incone credit (EIC) is phased out above certain incone |evels. For
individuals with earned income (or nodified adjusted gross incone (nodified
Ad), if greater) in excess of the beginning of the phaseout range, the maxi mum
credit amount is reduced by the phaseout rate nultiplied by the anpunt of
earned inconme (or nodified A, if greater) in excess of the beginning of the
phaseout range. For individuals with earned incone (or nmodified AG, if
greater) in excess of the end of the phaseout range, no credit is allowed. The
definition of nodified A used for the phase out of the earned incone credit
is the sumof: (1) AD with certain | osses disregarded, and (2) certain

nont axabl e anpbunts not generally included in AG. The | osses disregarded are:
(1) net capital losses (if greater than zero); (2) net losses fromtrusts and
estates; (3) net |osses from nonbusiness rents and royalties; and (4) 75% of
the net | osses from business, conputed separately with respect to sole
proprietorships (other than in farmng), sole proprietorships in farm ng, and
ot her busi nesses.

The nont axabl e amounts included in nodified AG which are generally not
included in A are: (1) tax-exenpt interest; and (2) nontaxable distributions
from pensions, annuities, and individual retirenent arrangenents (but only if
not rolled over into simlar vehicles during the applicable rollover period).

New Federal Law (Sec. 32(c))

The provision clarifies that the two nontaxabl e anbunts that are added to
adj usted gross inconme to conpute nodified AJ for purposes of the EIC phaseout
are additions to adjusted gross inconme, and not the disregarded | osses.

Current California Law

California does not have a conparable credit.

Ef fecti ve Date

The provision is effective for taxable years beginning after Decenmber 31, 1997.

I npact on California Revenue

Not applicabl e.
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Section Section Title
6011 Carification of Treatnent of Passive Foreign | nvestnment Conpany.
Backgr ound

Option Hol ders. Under the provisions of subpart F, a controlled foreign
corporation (CFC) is defined generally as any foreign corporation if U S
persons own nore than 50% of the corporation's stock (neasured by vote or
value), taking into account only those U.S. persons that own at |east 10% of
the stock (neasured by vote only) (sec. 957). Stock ownership includes not only
stock owned directly, but also stock owned indirectly through a foreign entity
or constructively (sec. 958). Pursuant to the constructive ownership rules, a
person that has an option to acquire stock generally is treated as owni ng such
stock (secs. 958(b) and 318(a)(4)).

The U. S. 10% sharehol ders of a CFC are subject to current U S. tax on their pro
rata shares of certain incone of the CFC and their pro rata shares of the CFC s
earnings invested in certain U S. property (sec. 951). For purposes of
determning the U S. shareholder's includible pro rata share of the CFC s

i ncone and earnings, only stock held directly or indirectly through a foreign
entity (and not stock held constructively) is taken into account (secs. 951(b)
and 958(a)). A foreign corporation is a passive foreign investnent conpany
(PFIC) if it satisfies a passive incone test or a passive assets test for the
taxabl e year (sec. 1297). A U S. shareholder of a PFIC generally is subject to
U S. tax, plus an interest charge, on distributions froma PFIC and gain
realized upon a disposition of PFIC stock (sec. 1291). Alternatively, the U S.
sharehol der may el ect either to be subject to current U S tax on the

sharehol der's share of the PFIC s earnings or, in the case of PFIC stock that
is marketable, to mark to market the PFIC stock (secs. 1293 and 1296). For

pur poses of the PFIC provisions, constructive ownership rules apply (sec.
1298(a)). Under these rules, an option to acquire stock is treated as stock for
pur poses of applying the interest charge reginme to a disposition of such
option, and the holding period for stock acquired pursuant to the exercise of
an option includes the holding period for such option (sec. 1298(a)(4) and
Prop. Treas. Reg. secs. 1.1291-1(d) and (h)(3)).

A corporation that is a CFCis also a PFICif it neets the passive incone test
or the passive assets test. Under section 1297(e), as added by the TRA of 1997,
a corporation is not treated as a PFIC with respect to a sharehol der during the
period after Decenmber 31, 1997 in which the corporation is a CFC and the
sharehol der is a U S. shareholder (within the nmeaning of section 951(b))
thereof. Under this rule elimnating the overlap between the PFIC and CFC

provi sions, a shareholder that is subject to the subpart F rules with respect
to a corporation is not also subject to the PFIC rules with respect to such

cor porati on.

Application of PFIC Mark-to-Market Rules to RICs. Under section 1296, as added
by the TRA of 1997, a sharehol der of a PFIC may nake a mark-to-nmarket el ection
with respect to the stock of the PFIC, provided that such stock is marketable.
Under this election, the sharehol der includes in incone each year an anount
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equal to the excess, if any, of the fair market value of the PFIC stock as of
the close of the taxable year over the sharehol der's adjusted basis in such
stock. The shareholder is allowed a deduction for the excess, if any, of the
sharehol der' s adjusted basis in the PFIC stock over its fair market value as of
the close of the taxable year, but only to the extent of any net mark-to-market
gains with respect to such stock included by the sharehol der under section 1296
for prior years.

The mark-to-market election of section 1296 is effective for taxable years of

U S. persons beginning after Decenber 31, 1997, and taxable years of foreign
corporations ending with or within such taxable years of U S. persons. Prior to
t he enactnent of section 1296, a proposed Treasury regul ati on provided for a
mar k-t o- mar ket el ection with respect to PFIC stock held by certain regul ated

i nvest nent conpanies (RICs) (Prop. Treas. Reg. sec. 1.1291-8). Under this mark-
to-market el ection, gains but not |osses were recognized.

Section 1296(j) provides rules applicable in the case of a sharehol der that
makes a mark-to-market el ection under section 1296 | ater than the begi nning of
t he sharehol der's holding period for the PFIC stock. Special rules apply in the
case of a RIC that nmakes such a mark-to-market election under section 1296 wth
respect to PFIC stock that the RIC had previously marked to market under the
proposed Treasury regul ation

Interaction Between the PFIC Provisions and Ot her Mark-to-Market Rules. A U S
sharehol der of a PFIC generally is subject to U S. tax, plus an interest
charge, on distributions froma PFIC and gain realized upon a disposition of
PFI C stock (sec. 1291). As an alternative to this interest charge regine, the
U S. shareholder may el ect to be subject to current U S. tax on the

sharehol der's share of the PFIC s earnings (sec. 1293). Section 1296, as added
by the TRA of 1997, provides another alternative available in the case of a
PFI C the stock of which is marketable; under section 1296, a U. S. sharehol der
of a PFIC may nake a mark-to-nmarket election with respect to the stock of the
PFI C.

The interest charge regine generally does not apply to distributions from and
di spositions of stock of, a PFIC for which the U S. sharehol der has nmade either
a mark-to-market el ection under section 1296 or an election to include the
PFIC s earnings in incone currently (sec. 1291(d)(1)). However, speci al
coordination rules provide for Iimted application of the interest charge
regine in the case of a U S. sharehol der that nakes a mark-to-market el ection
under section 1296 | ater than the beginning of the sharehol der's hol di ng period
for the PFIC stock (sec. 1296(j)).

Under section 475(a), a dealer in securities is required to mark to market
certain securities held by the dealer. Under section 475(f), as added by the
TRA of 1997, a trader in securities may elect to mark to market securities held
in connection with the person's trade or business as a trader in securities.

O her provisions simlarly allow stock to be marked to market (e.g., sec.
1092(b) (1) and Tenp. Treas. Reg. sec. 1.1092-4T).
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New Federal Law (Sec. 1296, 1297, 1298, 1291(d))

Option Hol ders. Under the provision, the elimnation of the overlap between the
PFI C and the CFC provisions generally does not apply to a U S. person with
respect to PFIC stock that such person is treated as owning by reason of an
option to acquire such stock. Accordingly, for exanple, the PFIC rul es continue
to apply to a U.S. person that holds only an option on stock of a corporation
that is a CFC because such person does not own stock of such corporation
directly or indirectly through a foreign entity and therefore is not subject to
the current inclusion rules of subpart F with respect to such corporation
However, under the provision, the elimnation of the overlap will apply to a

U S. person that holds an option on stock if such stock is held by a person
that is subject to the current inclusion rules of subpart F with respect to
such stock and is not a tax-exenpt person. Accordingly, an option holder is not
subject to the PFIC rules with respect to an option if the option is on stock
that is held by a non-tax-exenpt person that is subject to the current

i nclusion rules of subpart F with respect to such stock.

Application of PFIC Mark-to-Market Rules to RICs. Under the provision, for

pur poses of determ ning allowabl e deductions for any excess of the

sharehol der' s adjusted basis in PFIC stock over the fair market value of the
stock as of the close of the taxable year, deductions are allowed to the extent
not only of prior mark-to-market inclusions under section 1296 but al so of
prior mark-to-market inclusions under the proposed Treasury regul ation
applicable to a RIC that holds stock in a PFIC

Interaction Between the PFIC Provisions and O her Mark-to-Market Rules.

Under the provision, the interest charge regime generally does not apply to
distributions from and dispositions of stock of, a PFIC where the U S

shar ehol der has marked to market such stock under section 475 or any other
provision (in the same manner that such regi ne does not apply where the

shar ehol der has marked to market such stock under section 1296). In addition
under the provision, coordination rules |ike those provided in section 1296(])
apply in the case of a U S. sharehol der that marks to market PFI C stock under
section 475 or any other provision later than the begi nning of the

sharehol der' s hol ding period for the PFIC stock. No inference is intended
regarding the treatnment of PFIC stock that was marked to market prior to the
effective date of the provision

Current California Law

California does not followthe PFIC rules and in general, does not conformto
the federal rules relating to controlled foreign corporations. However, for
California water’ s-edge purposes, a controlled foreign corporation (CFC) is
required to be included in the water’s-edge conbined report if the CFC has
Subpart F incone defined in Section 952 of the IRC
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Wth respect to a “water’ s-edge election,” the incone subject to California
apportionnment is generally the incone for federal purposes of the corporations
within the electing group, including the income under the federal rules for
Subpart F incone.

Ef fecti ve Date

The provision is effective for taxable years of U S. persons beginning after
Decenber 31, 1997, and taxable years of foreign corporations ending with or
wi thin such taxable years of U S. persons.

| npact on California Revenue

Not applicabl e.
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Section Section Title
6011(f) Informati on Reporting with Respect to Certain Foreign Corporations
and Partnershi ps.

Backgr ound

The TRA of 1997 provides that reporting rules apply to controlled foreign
corporations and foreign partnerships (sec. 6038).

New Federal Law (Sec. 6038)

The provision provides clarification and guidance relating to the furnishing of
required information to be provided by the Secretary of the Treasury (not
specifically through regul ations) and confornms the use of the defined term
"foreign business entity."

Current California Law (R&TC Sec. 19141.5)

California law confornms to the foreign partnership reporting requirement with
the exception that the penalty for failure to furnish such information shal

not apply for California purposes. California has not confornmed to the changes
made by the I RS Reform Act.

Ef fecti ve Date

The provision is effective as if enacted with the TRA of 1997.

| npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6012( a) Travel Expenses of Federal Enpl oyees Participating in a Federal
Crimnal Investigation.

Backgr ound

Unr ei mbursed ordi nary and necessary travel expenses paid or incurred by an

i ndi vidual in connection with tenporary enpl oynent away from hone (e.g.,
transportation costs and the cost of neals and | odging) are generally
deducti bl e, subject to the 2% floor on m scell aneous item zed deducti ons.
Travel expenses paid or incurred in connection with indefinite enploynment away
from hone, however, are not deductible. A taxpayer's enploynent away from hone
in asingle location is indefinite rather than tenporary if it lasts for one
year or nore; thus, no deduction is permtted for travel expenses paid or
incurred in connection with such enpl oynent (sec. 162(a)). If a taxpayer's
enpl oyment away fromhome in a single location lasts for |ess than one year,
whet her such enpl oynent is tenporary or indefinite is determ ned on the basis
of the facts and circunstances.

The TRA of 1997 provided that the one-year |imtation with respect to
deductibility of expenses while tenporarily away from hone does not include any
period during which a federal enployee is certified by the Attorney General (or
the Attorney General's designee) as traveling on behalf of the federa
Government in a tenporary duty status to investigate or provide support
services to the investigation of a federal crinme. Thus, expenses for these

i ndi viduals during these periods are fully deductible, regardless of the length
of the period for which certification is given (provided that the other
requirements for deductibility are satisfied).

New Federal Law (Sec. 162(a))

The provision clarifies that prosecuting a federal crinme or providing support
services to the prosecution of a federal crinme is considered part of
investigating a federal crine.

Current California Law (R&TC Sec. 17201)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to travel expenses of certain federal enployees (AB 2797, Stat.
1998, Ch. 322). California | aw has not confornmed to the federal changes nmade by
the RS Reform Act.
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Ef fecti ve Date

The provision is effective for anbunts paid or incurred with respect to taxable
years ending after the date of enactnent of the TRA of 1997.

| npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
conti nued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6012(d) Magnetic Media Returns for Partnerships Wth More Than 100 Partners.

Backgr ound

The TRA of 1997 provides that the Treasury Secretary is to require partnerships
with nmore than 100 partners to file returns on magnetic nmedia (sec. 6011(e)). A
penalty is to be inposed in the case of failure to nmeet nagnetic nedi a

requi renments.

New Federal Law (Sec. 6724(c))

The provision clarifies that the penalty under section 6724(c) for failure to
comply with the requirement of filing returns on magnetic nedia applies to the
extent such a failure occurs with respect to nore than 100 i nformation returns,
in the case of a partnership with nore than 100 partners.

Current California Law (R&TC Sec. 17524)

California does not have a requirenent that partnerships of any size file on
magneti c nmedi a. However, the Franchi se Tax Board does allow a partnership to
file its tax return on magnetic nedia. For the 1996 processing year

approxi mately 250 partnerships (enconpassing alnmost 1 million K-1s) filed on
magneti c nedi a.

Ef fecti ve Date

The provision is effective as if enacted with the TRA of 1997.

I npact on California Revenue

Not applicabl e.

218



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Section Section Title
6012(e) Effective Date for Provisions Relating to El ecting Large
Part nershi ps, Partnership Returns Required on Magnetic Media, and
Treatment of Partnership Itens of |RAs.

Backgr ound

Rules for sinplified flow through and sinplified audit procedures for electing
| arge partnerships, as well as a March 15 due date for furnishing information
to partners of an electing |large partnership, were added to present |aw by the
TRA of 1997. The TRA of 1997 al so added a rule providing that partnership
returns are required on magnetic nedia, and nodified the treatnent of
partnership itens of individual retirement arrangenents. The TRA of 1997
statenent of managers provided that these provisions apply to partnership
taxabl e years begi nning after Decenber 31, 1997. The statute provided that the
rules for sinplified flow through for electing |arge partnerships apply to
partnership taxabl e years beginning after Decenber 31, 1997 (Act sec. 1221(c)),
al t hough the statute also provided that all the provisions apply to partnership
taxabl e years ending on or after Decenber 31, 1997 (Act sec. 1226).

New Federal Law

The technical correction provides that these provisions apply to partnership
t axabl e years begi nning after Decenber 31, 1997.

Current California Law

California |law has not confornmed to the "electing | arge partnership" provisions
and the mandatory electronic filing requirenents of partnership returns.

Ef fecti ve Date

The provision is effective as if enacted in the TRA of 1997.

I npact on California Revenue

Not applicabl e.
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Section Section Title
6012(Qg) Modi fication of Distribution Rules for RElTs.

Backgr ound

In general, a real estate investnment trust (REIT) is an entity that receives
nmost of its inconme from passive real estate investnents and neets certain other
requirenments. A REIT receives conduit treatnment (i.e., one level of tax) for
incone distributed to its shareholders. A REIT generally nust distribute 95% of
its earnings (sec. 857(a)(1l)). An entity loses its status as a REIT if it
retains non-REIT earnings and profits (sec. 857(a)(2)). AREIT sinplification
provision in the TRA of 1997 provides that any distribution froma REIT will be
deened to first cone fromthe earliest earnings and profits of the entity. As a
result, in the case of a REIT with accunul ated REIT earnings and profits that

i nherits subsequently earned non-REIT earnings and profits (e.g., by way of
merger with a C corporation), the entity nust distribute both the accumnul at ed
REI'T earnings and profits as well as the inherited non-REIT earnings and
profits under the TRA of 1997 provision in order to retain its REIT status.

New Federal Law (Sec. 857(d)(3)(A)

The provision anends the sinplification provision to provide that any
distribution froma REIT will be deemed to first conme fromearnings and profits
that were generated when the entity did not qualify as a REIT. The provision
does not change the requirenment that a REIT nust distribute 95%of its REIT
earni ngs, or any other requirenent.

Current California Law (R&TC Sec. 17088, 24870, 24872-24874)

California conforns to the federal treatnment of REITs prior to the passage of
the IRS Reform Act with the foll ow ng nodifications:

REIT taxabl e i ncone does
not include a deduction for dividends received,

not include a deduction for the tax inposed for not neeting the 95%
or 75% i ncone test,

i nclude i ncone fromforecl osure property,
i nclude i ncone from prohibited transacti ons.

Taxes on “income fromforecl osed property,” “inconme of a prohibited
transaction,” “alternative tax on capital gains” and failure to neet the 95%
or 75%incone test do not apply.

A REIT is subject to the corporate mnimumtax (currently $800).

A REIT cannot be part of a stapled group
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However, to avoid state and federal |law differences in whether a REIT w ||
qualify as such for state purposes, California has a rule whereby if the REIT
satisfies the distribution requirenents of federal law so as to be treated as a
REIT, it will be deemed to satisfy such requirenents for state purposes (even
if federal-state REIT inconme differences nmake it otherw se inpossible for the
REIT to satisfy the distribution requirenents for state purposes).

Ef fecti ve Date

The provision is effective for taxable years begi nning after August 5, 1997.

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
conti nued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Secti on Section Title
6013(a) Carification of Treatnent of Revocable Trusts for Purposes of the
Gener ati on- Ski ppi ng Transfer Tax.

Backgr ound

The TRA of 1997 provided an irrevocable election to treat a qualified revocabl e
trust as part of the decedent's estate for federal incone tax purposes. For
this purpose, a qualified revocable trust is any trust (or portion thereof)

whi ch was treated as owned by the decedent with respect to whomthe election is
bei ng nmade, by reason of a power in the grantor (i.e., trusts that are treated
as owned by the decedent solely by reason of a power in a nonadverse party
woul d not qualify). A conform ng change was al so nade to section 2652(b) for
gener ati on-ski ppi ng transfer tax purposes.

New Federal Law (Sec. 654, 2652, 2654)

The provision clarifies that the election to treat a qualified revocabl e trust
as part of the decedent's estate would apply for generation-skipping transfer
tax purposes only with respect to the application of section 2654(b)
(describing when a single trust may be treated as two or nore trusts). The

el ection has no other effect for generation-skipping transfer tax purposes.

Current California Law (R&TC Secs. 17731-17737 and 17742-17745.1)

California does not inmpose a gift tax, and the California estate tax is a
"pi ck-up" tax, that is, the state tax is equal to the maxinumcredit for a
state tax on the federal estate tax return for that particular decedent's
estate. This "pick-up"” tax is admnistered by the State Controller's Ofice.

In general, except for those provisions not applicable because they relate
directly to either the federal estate or gift tax (as distinguished fromincone
tax provisions affecting estates, trusts, beneficiaries and decedents),
California law confornms to federal lawrelating to estates, trusts,
beneficiaries, and decedents as it read January 1, 1998.

Ef fecti ve Date

The provision applies to decedents dying after the date of enactnent of the TRA
of 1997.

I npact on California Revenue

Not applicabl e.
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Section Section Title
6013(b) Provi sion of Regulatory Authority for Sinplified Reporting of
Funeral Trusts Term nated During the Taxabl e Year.

Backgr ound

The TRA of 1997 provided an el ection which allows the trustee of a qualified
pre-need funeral trust to elect special tax treatnment for such a trust, to the
extent the trust would otherw se be treated as a grantor trust. As part of this
provi sion, the Secretary of the Treasury was granted regulatory authority to
prescribe rules for sinplified reporting of all trusts having a single trustee.

New Federal Law (Sec. 685(b) & (f))

The provision clarifies that a pre-need funeral trust may continue to qualify
for these special rules for the 60-day period after the decedent's death, even
t hough the trust ceases to be a grantor trust during that tinme. In addition,
the provision extends the Secretary's regulatory authority to include rules
providing for the inclusion of trusts term nated during the year (e.g., in the
event of the death of the beneficiary) in the sinplified reporting.

Current California Law

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to qualified funeral trusts. California | aw has not conformed to
the federal changes made by the I RS Reform Act.

Ef fecti ve Date

The provision applies to decedents dying after the date of enactnent of the TRA
of 1997.

| npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6014 Exci se Tax Provisions Relating to Wne and Beer.
Backgr ound

The TRA of 1997 added a provision that tax is refunded when tax-paid wine is
returned to a winery or tax-paid beer is returned to a brewery (secs. 5044 and
5056). The Code provisions allow ng these refunds speak of beverages produced
inthe United States. A separate provision of the TRA of 1997 provided that
beer and wine inported “in bulk” would be taxed under the rules for
domesti cal ly produced beverages.

Prior to the TRA of 1997, inported beer and wi ne always were taxed upon

i mportation (secs. 5043 and 5054). The TRA of 1997 added provisions for non-
tax-paid transfers of bulk inports to breweries and wineries (secs. 5364 and
5418).

Wne is subject to an excise tax ranging from$1.07 per gallon to

$3.40 per gallon, depending on its alcohol content. Distilled spirits are
subject to excise tax at a rate of $13.50 per proof gallon. A tax credit equa
to the difference between the distilled spirits tax rate and the wine tax rate
is allowed for wine that is blended into distilled spirits products (sec.
5010). The wine excise tax is inposed on renoval of the beverage froma w nery,
or on inportation. The TRA of 1997 included a provision allowing wine to be
inmported in bulk and transferred to a U S. winery w thout paynent of tax
(generally until the wine is renoved fromthe w nery).

U S. law defines wine generally as al cohol that is derived fromfruit or fruit
residues (“natural wine”). Natural wine may not be fortified with grain or

ot her non-fruit derived alcohol if produced in the U S. Certain other countries
allow wne that is marketed as a natural wne to be fortified with alcohol from
other sources. U S. law follows the laws of the country of origin in
classifying inported w ne.

New Federal Law (Sec. 5043(a), 5044(a), 5054, 5056, 5364)

The provision provides that the two sets of refund provisions (Code sections
5044 and 5056 and the TRA of 1997) are coordinated with the provision on tax
treatnent of bulk inports. Transfers of bulk inmports of wine to w neries or
beer to breweries.

The provision conforns the excise tax in all cases on inportation to recognize
these allowed transfers. Under the provision, liability for tax paynent shifts
to the brewery or winery when bulk inports are transferred with paynment of tax,
just as those parties are liable for paynment of tax on domestically produced
beer and w ne.
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The provision clarifies that the provision of the TRA of 1997 I|iberalizing
rules for bulk inportation of wine applies only to al cohol that would qualify
as a natural wne if produced in the United States.

Current California Law

The Franchi se Tax Board does not adm ni ster excise taxes. Were applicable,
exci se taxes are nornmally adm nistered by the BCE

Ef fecti ve Date

The provision is effective as if included in the TRA of 1997.

| npact on California Revenue

Defer to the BCE.
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Section Section Title
6015(c) Treatment of Certain Disability Paynments to Public Safety Enpl oyees.

Backgr ound

Under present |law, certain paynents nade on behal f of full-tinme enployees of
any police or fire department organi zed and operated by a state (or any
political subdivision, agency, or instrumentality thereof) are excludable from
incone. This treatnment applies to paynents nmade on account of heart di sease or
hypertensi on of the enpl oyee and that were received in 1989, 1990, or 1991
pursuant to a state |aw as anmended on May 19, 1992, which irrebuttably presuned
that heart disease and hypertension are work-related illnesses (but only for
enpl oyees separating fromservice before July 1, 1992). Cains for refund or
credit for overpaynents resulting fromthe provision may be filed up to one
year after August 5, 1997, without regard to the otherw se applicable statute
of limtations.

New Federal Law (Sec. 6015(c))

In order to address problens taxpayers are encountering with the IRS in seeking
refunds under the old provision, the new provision clarifies the scope of the
provi si on.

The provision provides that paynments nmade on account of heart disease or
hypertensi on of the enpl oyee and that were received in 1989, 1990, or 1991
pursuant to a state |law as described under present |aw, or received by an

i ndividual referred to in such state | aw under any other statute, ordi nance,

| abor agreement, or simlar provision as a disability pension paynent or in the
nature of a disability pension paynment attributable to enploynent as a police
officer or as a fireman, will be excludable fromincone.

Current California Law (R&TC Sec. 17501)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to disability paynments nade to public safety enpl oyees (AB 2797,
Stat. 1998, Ch. 322). However, California | aw was not anended on May 19, 1992;
therefore, the above provision has no inpact on California.

Ef fecti ve Date

The provision is effective as if included in the TRA of 1997.

I npact on California Revenue

No i npact.
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Section Section Title
6016( a) Application of Requirenments for SIMPLE IRAs in the Case of Mergers
and Acqui sitions.

Backgr ound

If an enployer maintains a qualified plan and a SIMPLE IRA in the sanme year due
to an acquisition, disposition or simlar transaction, the SIMPLE IRA is
treated as a qualified salary reduction arrangenent for the year of the
transaction and the follow ng cal endar year, provided rules simlar to the
speci al coverage rules of section 410(b)(6)(C) apply. There is a simlar
provision with respect to an enpl oyer who, because of an acquisition,

di sposition or simlar transaction, fails to be an eligible enpl oyer because
such enpl oyer enploys nore than 100 enpl oyees. In this situation, the enpl oyer
is treated as an eligible enployer for two years follow ng the transaction
provided rules simlar to the coverage rules of section 410(b)(6)(C) (i) apply.

New Federal Law (Sec. 408(p))

The provision confornms the treatnment applicable to SI MPLE | RAs upon

acqui sition, disposition or simlar transactions for purposes of (1) the 100
enpl oyee limt, (2) the exclusive plan requirenment, and (3) the coverage rul es
for participation. In the event of such a transaction, the enployer will be
treated as an eligible enployer and the arrangenent will be treated as a
qgualified salary reduction arrangenent for the year of the transaction and the
two follow ng years, provided rules simlar to the rules of section
410(b)(6) (O (i) are satisfied and the arrangenent would satisfy the
requirenments to be a qualified salary reduction arrangenent after the
transaction if the trade or business that maintained the arrangenent prior to
the transacti on had remai ned a separate enpl oyer.

Current California Law (R&TC Sec. 17501)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to SIMPLE I RAs. California |l aw has not conforned to the federa
changes made by the I RS Reform Act.

Ef fecti ve Date

The provision is effective as if included in the Small Business Job Protection
Act of 1996.

| npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
6016( a) Treatment of Indian Tribal Governnents.

Backgr ound

Any 403(b) annuity contract purchased by an Indian tribal government in a plan
year begi nning before January 1, 1995, is treated as purchased by an entity
permitted to maintain a tax-sheltered annuity plan. Such contracts may be
rolled over into a section 401(k) plan maintained by the Indian tribal
government in accordance with the rollover rules of section 403(b)(8). An

enpl oyee participating in a 403(b) annuity contract of the Indian tribal
government may roll over anmpbunts from such contract to a section 401(k) plan
mai nt ai ned by the Indian tribal government whether or not the annuity contract
is term nated.

New Federal Law

The provision clarifies that an enpl oyee participating in a 403(b)(7) custodial
account of the Indian tribal governnent may roll over anounts from such account
to a section 401(k) plan maintained by the Indian tribal government.

Current California Law

California | aw has no conparable provisions relating to Indian triba
gover nment s.

Ef fecti ve Date

The provision is effective as if included in the Small Business Job Protection
Act of 1996.

I npact on California Revenue

Not applicabl e.
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Section Section Title
6017 Simplified Refund Provisions for Tax on Gasoline, D ese
Fuel and Ker osene.

The Transportation Equity Act for the 21st Century (TEA 21) (1998) included a
provi sion conbi ning the Code refund provisions for gasoline, diesel fuel, and
ker osene, and reducing the m ninmum cl ai manmount. Under TEA 21, clains may be
filed once a $750 threshold is reached for gasoline, diesel fuel, and kerosene
combi ned, and overpaynents attributable to nmultiple cal endar quarters may be
aggregated in determning whether this threshold is net (rather than clains
being filed only with respect to a single cal endar quarter).

New Federal Law (Sec. 6427(i))

The provision provides a current Code timng provision to reflect the portion
of the TEA 21 provision that allows aggregation of nmultiple calendar quarters
into a single refund claim

Current California Law

California fuel taxes are adm nistered by BCE

Ef fecti ve Date

The provision is effective as if included in Transportation Equity Act for the
21st Century.

| npact on California Revenue

Defer to BOE.
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Section Section Title
6018(f) Treatment of Adoption Tax Credit Carryovers.

Backgr ound

Under present |aw taxpayers are allowed a nmaxi num nonrefundabl e credit agai nst
incone tax liability of $5,000 per child for qualified adopti on expenses paid
or incurred by the taxpayer. In the case of a special needs adoption, the
maxi mum credit amount is $6,000 ($5,000 in the case of a foreign special needs
adoption). To the extent the otherw se allowable credit exceeds the tax
liability limtation of section 26 (reduced by other personal credits) the
excess is carried forward as an adoption credit into the next taxable year, up
to a maxi num of five taxable years.

The credit is phased out ratably for taxpayers with nodified adjusted gross

i ncome (Ad) above $75,000, and is fully phased out at $115, 000 of nodified
AG . For these purposes nodified AG is conmputed by increasing the taxpayer's
AG by the anmount otherw se excluded from gross income under Code sections 911,
931, or 933 (relating to the exclusion of income of U S ~citizens or residents
living abroad; residents of Guam Anerican Sanpa, and the Northern Mriana

I sl ands, and residents of Puerto R co, respectively).

New Federal Law (Sec. 23(b)(2))

The provision clarifies that the A phaseout applies only in the year that the
credit is generated and is not reapplied to further reduce any carryforward
anmount s.

Current California Law (R&TC Sec. 17052. 25)

Since 1994, California allows a credit equal to 50% of the cost of adopting a
m nor child who is an Anerican citizen and is in the custody of a California
public agency or a political subdivision of California. The credit is to be
claimed in the taxable year in which the decree or order of adoption is
entered, although qualifying costs paid or incurred in prior years can qualify
for the credit. Costs eligible for the credit include:

o] fees for required services of either the Departnent of Socia
Services or a |licensed adopti on agency;

o] travel and rel ated expenses for the adoptive famly that are
directly related to the adoption process; and

o] medi cal fees and expenses that are not reinbursed by insurance and

are directly related to the adoption process.

The maxi mum al | owabl e credit cannot exceed $2,500 per mnor child; however,
credit amounts exceeding the net tax may be carried over to succeedi ng taxable
years until exhausted. O herw se deducti bl e nedical expenses relating to child
adoption costs are reduced by the anpbunt of the credit.
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California |law has confornmed to federal provision that provides a maxi mum

$5, 000 (%$6,000 for certain special needs adoptions) exclusion fromthe gross
i ncone of an enpl oyee for specified certain adopti on expenses paid by the
enployer. The |imt 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 AGQ.

Ef fecti ve Date

The provision is effective as if included in the Small Business Job Protection
Act of 1996.

I npact on California Revenue

Not applicabl e.

231



| RS Restructuring and Reform Act of 1998
(P.L. 105-206)

Section Section Title
6019( a) Di scl osure Requirenments for Apostolic Organizations.

Backgr ound

Section 501(d) provides tax-exenpt status to certain religious or apostolic
associ ations or corporations, if such associations or corporations have a
common treasury or community treasury, even if such associations or
corporations engage in business for the common benefit of the nenbers, but only
if the menbers thereof include (at the time of filing their returns) in their
gross incone their entire pro rata shares, whether distributed or not, of the
taxabl e i ncome of the association or corporation for such year. Under section
501(d), the requirement of a “common treasury” or “comunity treasury” is
satisfied when all of the incone generated from property owned by the

organi zation is placed into a common fund that is maintained by such

organi zation and is used for the nmaintenance and support of its nmenbers, with
all menmbers having equal, undivided interests in this conmon fund, but no right
toclaimtitle to any part thereof.

Any ampount so included in the gross incone of a nmenber is treated as a divi dend
received. The effect of section 501(d) is to exenpt the religious and apostolic
associ ati ons or corporations which conduct communal activities (such as

farm ng) fromthe Federal corporate-|level inconme tax and the undistributed-
profits tax, provided that nenbers claimtheir shares of the corporation's
income on their own individual returns.

Section 6033 generally requires tax-exenpt organizations to file annual
information returns, and such information returns are available for public

i nspection under sections 6104(b) and 6104(e), except that public disclosure is
not required of the identity of contributors to an organi zation. Section 501(d)
entities nmust include with their annual information return (Form 1065) a
Schedul e K-1 that identifies the nenbers of the association or corporation and
their ratable portions of net incone and expenses.

New Federal Law (Sec. 6104)

The provision anends sections 6104(b) and 6104(e) to provide that public
di sclosure is not required of a Schedule K-1 filed by a religious or apostolic
organi zation described in section 501(d).

Current California Law (R&TC Sec. 19565)

California |law provides that an organi zation's application for exenption and
any underlying docunments that supported the application be open to public

i nspection. The Franchise Tax Board is to withhold information from public
inspection that relates to trade secrets, patents, work process or style of
wor k of the organization. Additionally, the Franchi se Tax Board shall w thhold
information frompublic inspection that woul d adversely affect national defense
if rel eased.
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Ef fecti ve Date

The provision is effective on the date of enactnent.

I npact on California Revenue

Not applicabl e.
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Section Section Title
6019(c) Di scl osure of Returns and Return Information.

Backgr ound

The rul es regarding disclosure of returns and return informati on were anended
in 1996 by the Taxpayer Bill of Rights 2 to permt certain disclosures in two
addi tional circunstances. The |law provided that, in the case of a deficiency
with respect to a joint return of individuals who are no |longer married or no

| onger residing in the same household, the Treasury Secretary is permtted to
di scl ose to one such individual whether there has been an attenpt to coll ect
the deficiency fromthe other individual, the general nature of such collection
activities, and the amount collected (sec. 6103(e)(8)). The | aw al so provi ded
that if the Treasury Secretary determnes that a person is liable for a penalty
for failure to collect and pay over tax, the Secretary is permtted to disclose
to that person the nanme of any other person liable for that penalty, and

whet her there has been an attenpt to collect the deficiency fromthe other

i ndi vidual, the general nature of such collection activities, and the anount
coll ected (sec. 6103(e)(9)).

New Federal Law (Sec. 6103(e)(6)

The provision clarifies that these disclosures, like certain other disclosures
permtted under present |aw, may be nmade under section 6103(e)(6) to the duly
aut hori zed attorney in fact of the person making the disclosure request.

California Law (R&TC Sec. 21023)

California lawis conforned to the federal provision permtting disclosure of
collection information regarding a joint return where the spouses are no | onger
married or no |longer living together.

Ef fecti ve Date

The provision takes effect on July 22, 1998.

I npact on California Revenue

Not applicabl e.
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Section Section Title
6020 Al'l ow Deduction for Unused Enpl oyer Social Security Credit.
Backgr ound

The general business credit (GBC) consists of various individual tax credits
(i ncluding the enployer social security credit of Code section 45B) all owed
with respect to certain qualified expenditures and activities. In general, the
various individual tax credits contain provisions that prohibit *“double
benefits,"” either by denying deductions in the case of expenditure-rel ated
credits or by requiring inconme inclusions in the case of activity-related
credits. Unused credits may be carried back one year and carried forward 20
years. Section 196 allows a deduction to the extent that certain portions of
the GBC expire unused after the end of the carryforward period. Section 196
does not allow a deduction to the extent that the portion of the GBC that

expi res unused after the end of the carryforward period relates to the enpl oyer
social security credit.

New Federal Law (Sec. 196(c))

The provision allows a deduction to the extent that the portion of the GBC
relating to the enpl oyer social security credit expires unused after the end of
the carryforward peri od.

Current California Law

California does not have a conparable credit to the enployer social security
credit or the GBC

Ef fecti ve Date

The provision is effective as if included in the Omibus Budget Reconciliation
Act of 1993.

I npact on California Revenue

Not applicabl e.
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Section Section Title
6021 Earned I nconme Credit Qualification Rules.

Backgr ound

In order to claimthe earned incone credit (EIC), an individual nust be an
eligible individual. To be an eligible individual, an individual nmust include a
taxpayer identification nunber (TIN) for the taxpayer and the taxpayer's spouse
and must either have a qualifying child or neet other requirenents. In order to
claimthe EIC without a qualifying child, an individual nust not be a dependent
and must be over age 24 and under age 65.

A qualifying child nust neet a relationship test, an age test, an
identification test, and a residence test. Under the relationship and age
tests, an individual is eligible for the EIC with respect to another person
only if that other person: (1) is a son, daughter, or adopted child (or a
descendent of a son, daughter, or adopted child); a stepson or stepdaughter; or
a foster child of the taxpayer (a foster child is defined as a person whomthe
i ndividual cares for as the individual's child; it is not necessary to have a
pl acenment through a foster care agency); and (2) is under the age of 19 at the
cl ose of the taxable year (or is under the age of 24 at the end of the taxable
year and was a full-time student during the taxable year), or is pernmanently
and totally disabled. Also, if the qualifying child is married at the cl ose of
the year, the individual may claimthe EIC for that child only if the

i ndividual may also claimthat child as a dependent.

To satisfy the identification test, an individual mnmust include on
their tax return the nane, age, and TIN of each qualifying child.

The residence test requires that a qualifying child nmust have the sane

princi pal place of abode as the taxpayer for nore than one-half of the taxable
year (for the entire taxable year in the case of a foster child), and that this
princi pal place of abode nust be located in the United States. For purposes of
determ ni ng whether a qualifying child neets the residence test, the principa
pl ace of abode shall be treated as in the United States for any period during
whi ch a nmenber of the Armed Forces is stationed outside the United States while
serving on extended active duty.

New Federal Law (Sec. 32(c))

The provision clarifies that the identification requirenment is a requirenment
for claimng the EIC, rather than an elenent of the definitions of “eligible
i ndi vidual” and “qualifying child.”
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Current California Law

California does not have a conparable credit to the earned income credit.

Ef fecti ve Date

The provision is effective as if included in the originally enacted rel ated
| egi sl ati on.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
7001 Enpl oyer Deductions for Vacation and Severance Pay.
Backgr ound

For deduction purposes, any nethod or arrangenent that has the effect of a plan
deferring the recei pt of conpensation or other benefits for enployees is
treated as a deferred conpensation plan (sec 404(b)). In general, contributions
under a deferred conpensation plan (other than certain pension, profit-sharing
and simlar plans) are deductible in the taxable year in which an anpunt
attributable to the contribution is includible in incone of the enployee.
However, vacation pay which is treated as deferred conpensation is deductible
for the taxable year of the enployer in which the vacation pay is paid to the
enpl oyee (sec. 404(a)(5)).

Tenporary Treasury regul ations provide that a plan, method, or arrangenent
defers the recei pt of conpensation or benefits to the extent it is one under

whi ch an enpl oyee recei ves conpensation or benefits nore than a brief period of
time after the end of the enployer's taxable year in which the services
creating the right to such conpensation or benefits are perforned. A plan

met hod or arrangenment is presumed to defer the recei pt of conpensation for nore
than a brief period of tinme after the end of an enployer's taxable year to the
extent that conpensation is received after the 15th day of the 3rd cal endar
month after the end of the enployer's taxable year in which the related
services are rendered (the "2 1/2 nonth" period). A plan, nethod or arrangenent
is not considered to defer the receipt of conpensation or benefits for nore
than a brief period of tinme after the end of the enployer's taxable year to the
extent that conpensation or benefits are received by the enpl oyee on or before
the end of the applicable 2 1/2 nonth period. (Tenp. Treas. Reg. Sec. 1.404(b)-
1T, A-2).

The Tax Court recently addressed the issue of when vacation pay and severance
pay are consi dered deferred conmpensation in Schm dt Baking Co., Inc., 107 T.C
271 (1996). In Schm dt Baking, the taxpayer was an accrual basis taxpayer with
a fiscal year that ended Decenber 28, 1991. The taxpayer funded its accrued
vacation and severance pay liabilities for 1991 by purchasing an irrevocabl e
letter of credit on March 13, 1992. The parties stipulated that the letter of
credit represented a transfer of substantially vested interest in property to
enpl oyees for purposes of section 83, and that the fair nmarket val ue of such
interest was includible in the enpl oyees' gross incones for 1992 as a result of
the transfer. Wiile the rules of section 83 may govern the inconme inclusion
section 404 governs the deduction if the anmount involved is deferred
compensation. The Tax Court held that the purchase of the letter of credit, and
the resulting incone inclusion, constituted paynent of the vacation and
severance pay within the 2 1/2 nonth period. Thus, the vacation and severance
pay were treated as received by the enployees within the 2 1/2 nonth period and
were not treated as deferred conpensati on. The vacati on pay and severance pay
wer e deductible by the taxpayer for its 1991 fiscal year pursuant to its nornmal
accrual method of accounti ng.
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New Federal Law (Sec. 404(a))

For purposes of determ ning whether an item of conpensation is deferred
compensation (under Code sec. 404), the conpensation is not considered to be
paid or received until actually received by the enployee. In addition, an item
of deferred conpensation is not considered paid to an enpl oyee until actually
received by the enployee. The provision is intended to overrule the result in
Schm dt Baki ng. For example, with respect to the determ nation of whether
vacation pay is deferred conpensation, the fact that the value of the vacation
pay is includible in the income of enployees within the applicable 2 1/2 nonth
period is not relevant. Rather, the vacation pay nmust have been actually

recei ved by enpl oyees within the 2 1/2 nonth period in order for the
compensation not to be treated as deferred conpensation

It is intended that simlar arrangenents, in addition to the letter of credit
approach used in Schm dt Baking, do not constitute actual receipt by the

enpl oyee, even if there is an incone inclusion. Thus, for exanple, actual
recei pt does not include the furnishing of a note or letter or other evidence
of indebtedness of the taxpayer, regardl ess of whether the evidence is
guar ant eed by any other instrunment or by any third party. As a further exanple,
actual receipt does not include a prom se of the taxpayer to provide service,
or property in the future (regardl ess of whether the promi se is evidenced by a
contract or other witten agreenent). In addition, actual receipt does not

i nclude an anount transferred as a | oan, refundabl e deposit, or contingent
paynment. Anounts set aside in a trust for enployees generally are not
considered to be actually received by the enpl oyee.

The provision does not change the rul e under which deferred conpensation (other
t han vacation pay and sick pay and deferred conmpensati on under qualified plans)
is deductible in the year includible in the gross incone of enployees
participating in the plan if separate accounts are maintai ned for each

enpl oyee.

Wil e Schm dt Baki ng involved only vacati on pay and severance pay, there is
concern that this type of arrangenent may be tried to circunmvent other

provi sions of the Code where paynment is required in order for a deduction to
occur. Thus, it is intended that the Secretary will prevent the use of simlar
arrangenents. No inference is intended that the result in Schm dt Baking is
present | aw beyond its imediate facts or that the use of simlar arrangenents
is permtted under present |aw

Current California Law (R&TC Sec. 17563)

California lawis in full conformty with federal law as it read on January 1
1998, as it relates to enployer deductions for vacation and severance pay.
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Ef fecti ve Date

The provision is effective for taxable years ending after July 22, 1998. Any
change in nethod of accounting required by the provision will be treated as
initiated by the taxpayer with the consent of the Secretary of the Treasury.
Any adj ustrment required by section 481 as a result of the change will be taken
into account over a three-year period beginning with the first year for which
the provision is effective.

I npact on California Revenue

It is projected that the majority of taxpayers(90% w ll no | onger use letters
of credit for state tax purposes due to the federal |aw change.

Based on federal estimates with adjustnents made to reflect a January 1, 1999
state effective date, it is estimted that baseline revenue gains will be on
the order of $65 mllion for 1999-0 and $3 million annually thereafter.
Conformity revenue gains (for a 3 year 481 spread) are estinmated to be $2
mllion for 1999-0 and $3 million for fiscal years 2000-1 and 2001-2. The nuch
| arger 1999-0 baseline inpact reflects the discontinuance of accel erated
deductions prior to actual distributions to enpl oyees.
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Secti on Section Title
7002 Freeze Grandfather Status of Stapled REITs.
Backgr ound

In general. A real estate investnment trust (REIT) is an entity that receives
nmost of its incone from passive real estate related investnents and that
essentially receives pass-through treatnent for incone that is distributed to
sharehol ders. If an electing entity neets the qualifications for REI T status,
the portion of its incone that is distributed to the investors each year
generally is taxed to the investors w thout being subjected to a tax at the
REIT level. In general, a REIT nust derive its incone from passive sources and
not engage in any active trade or business.

Requirements for REIT status. A REIT nust satisfy a nunber of tests on a year-
by-year basis that relate to the entity's (1) organi zational structure, (2)
source of income, (3) nature of assets, and (4) distribution of incone. These
tests are intended to all ow pass-through treatment only if there is a pooling
of investnment arrangenment, if the entity's investnents are basically in real
estate assets, and its income is passive inconme fromreal estate investnent, as
contrasted with incone fromthe operation of a business involving real estate.
In addition, substantially all of the entity's incone nust be passed through to
its sharehol ders on a current basis.

Under the organizational structure tests, except for the first taxable year for
which an entity elects to be a REIT, the beneficial ownership of the entity
must be held by 100 or nore persons. Cenerally, no nmore than 50% of the val ue
of the REIT' s stock can be owned by five or fewer individuals during the | ast
hal f of the taxable year.

Under the source-of-income tests, at |least 95%of its gross inconme generally
must be derived fromrents, dividends, interest and certain other passive
sources (the "95%test”). In addition, at least 75%of its inconme generally
must be fromreal estate sources, including rents fromreal property and

i nterest on nortgages secured by real property (the "75%test").

For purposes of these tests, rents fromreal property generally include charges
for services customarily rendered in connection with the rental of real
property, regardl ess of whether such charges are separately stated. Were a
REI' T furnishes non-customary services to tenants, anounts received generally
are not treated as qualifying rents unless the services are furni shed through
an i ndependent contractor fromwhomthe REIT does not derive any incone. In
general, an independent contractor is a person who does not own nore than a 35%
interest in the REIT, and in which no nore than a 35% interest is held by
persons with a 35%or greater interest in the REIT.
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To satisfy the REIT asset requirements, at the close of each quarter of its
taxabl e year, an entity nust have at |east 75% of the value of its assets
invested in real estate assets, cash and cash itens, and governnent securities.
No nore than 25% of the value of the REIT s assets can be invested in
securities (other than government securities and other securities described in
the precedi ng sentence). The securities of any one issuer may not conprise nore
than five percent of the value of a REIT's assets. Mreover, the REIT may not
own nmore than 10% of the outstanding securities of any one issuer, determ ned
by voting power.

A REITis pernmitted to have a whol |l y-owned subsidiary subject to certain
restrictions. A REIT' s subsidiary is treated as one entity with the REIT
par ent .

The inconme distribution requirenment provides generally that at |east 95% of a
REIT's income (with certain mnor exceptions) nust be distributed to
shar ehol ders as di vi dends.

Stapled REITs. In a stapled REIT structure, both the shares of a REIT and a C
corporation may be traded, but are subject to a provision that they may not be
sol d separately. Thus, the REIT and the C corporation have identical ownership
at all tines.

In the Deficit Reduction Act of 1984 (the "1984 Act"), Congress required that,
in applying the tests for REIT status, all stapled entities are treated as one
entity (sec. 269B(a)(3)). The 1984 Act included grandfather rules, one of which
provided that certain then-existing stapled REITs were not subject to the new
provision (sec. 136(c)(3) of the 1984 Act). That grandfather rule provided that
the new provision did not apply to a REIT that was a part of a group of stapled
entities if the group of entities was stapled on June 30, 1983, and included a
REIT on that date.

New Federal Law

Overview. Under the provision, rules simlar to the rules of present |aw
treating a REIT and all stapled entities as a single entity for purposes of
determning REIT status (sec. 269B) apply to real property interests acquired
after March 26, 1998. The provision applies if the real property is acquired by
an existing stapled REIT, a stapled entity, or a subsidiary or partnership in
which a 10% or greater interest is owned by an existing stapled REIT or stapled
entity (together referred to as the "stapled REIT group”), unless the real
property interest is grandfathered as described bel ow. Special rules apply to
certain nortgages acquired by the stapled REIT group after March 26, 1998,
where a nenber of the stapled REIT group perforns services with respect to the
property secured by the nortgage.

Rul es for real property interests. The provision generally applies to real
property interests acquired by a nenber of the stapled REIT group after March
26, 1998. Real property interests acquired by a nenber of the REIT group after
such date, and which are not grandfathered under the rules described below, are
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referred to as "nonqualified real property interests.” The provision treats
activities and gross income of a stapled REIT group with respect to

nonqual ified real property interests held by any menmber of the stapled REIT
group as activities and inconme of the REIT for certain purposes in the sane
manner as if the stapled REIT group were a single entity. This treatnent
applies for purposes of the follow ng provisions that depend on a REIT s gross
income: (1) the 95%test (sec. 856(c)(2)); (2) the 75%test (sec. 856(c)(3));
(3) the "reasonabl e cause" exception for failure to neet either test (sec.
856(c)(6)); and (4) the special tax on excess gross incone for REITs with net

i ncone from prohibited transactions (sec. 857(b)(5)).

Thus, for exanple, where a stapled entity |eases nonqualified real property
fromthe REIT and earns gross incone fromoperating the property, such gross
incone will be subject to the provision. The REIT and the stapled entity w |
be treated as a single entity, with the result that the | ease paynents fromthe
stapled entity to the REIT would be ignored. The gross inconme earned by the
stapled entity fromoperating the property will be treated as gross incone of
the REIT, with the result that either the 75% or 95%test m ght not be nmet and
REIT status m ght be lost. Simlarly, where a stapled entity | eases property
froma third party after March 26, 1998, and uses that property in a business,
the gross income it derives will be treated as incone of the REIT because the
| ease woul d be a nonqualified real property interest.

G andfathered real property interests. Under the provision, all real property
interests acquired by a nenber of the stapled REIT group after March 26, 1998,
are treated as nonqualified real property interests subject to the genera

rul es described above, unless they qualify under one of the grandfather rules.
An option to acquire real property is generally treated as a real property
interest for purposes of the provision. However, a real property interest
acquired by exercise of an option after March 26, 1998, is treated as a
nonqual i fied real property interest, even though the option was acquired before
such date.

Under the provision, grandfathered real property interests include properties
acqui red by a nenber of the stapled REIT group after March 26, 1998, pursuant
to a witten agreenent which was binding on March 26, 1998, and all tines
thereafter. Grandfathered properties also include certain properties, the
acqui sition of which were described in a public announcenent or in a filing
with the Securities and Exchange Commi ssion on or before March 26, 1998.

A real property interest does not generally lose its status as a grandfat hered
interest by reason of a repair to, an inprovenent of, or a | ease of, the rea
property. Thus, if a REIT | eases a grandfathered real property to a stapled
entity, a renewal of the | ease does not cause the property to lose its
grandf at hered status, whether the renewal is pursuant to the terns of the |ease
or otherwise. Simlarly, if a REIT owns a grandfathered real property interest
that is leased to a third party and, at the expiration of that |lease, the REIT
| eases the property to a stapled entity, the interest would remain a
grandf at hered interest.
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Finally, if a stapled entity | eases a grandfathered property interest froma
third party and the property is repaired or inproved, the interest would remain
a grandfathered interest except as described bel ow.

An inprovenent of a grandfathered real property interest will cause | oss of
grandf at hered status and beconme a nonqualified real property interest in
certain circunstances. Any expansi on beyond the boundaries of the |land of the
ot herwi se grandfathered interest occurring after March 26, 1998, wll be
treated as a non-qualified real property interest to the extent of such
expansi on. Moreover, any inprovenent of an otherw se grandfathered real
property interest (within its |land boundaries) that is placed in service after
Decenber 31, 1999, is treated as a separate nonqualified real property interest
in certain circunstances. Such treatnment applies where (1) the inprovenent
changes the use of the property and (2) its cost is greater than (a) 200% of

t he undepreci ated cost of the property (prior to the inprovenent) or (b) in the
case of property acquired where there is a substituted basis, the fair nmarket
val ue of the property on the date that the property was acquired by the stapled
entity or the REIT. There is an exception for inprovenents placed in service
bef ore January 1, 2004, pursuant to a binding contract in effect on Decenber
31, 1999, and at all times thereafter. The rule treating inprovenents as
nonqual i fied real property interests could apply, for exanple, if a nmenber of
the stapled REIT group constructs a building after Decenber 31, 1999, on

previ ously undevel oped raw | and that had been acquired on or before March 26,
1998.

The provision clarifies that a real property interest acquired pursuant to the
exerci se of a put option, buy-sell agreement or an agreenent relating to a
third party default that was binding on March 26, 1998, and at all tines
thereafter, is generally treated as a grandfathered real property interest.
This rule is to apply only to substantive econom c arrangenents that are
outside of the control of the stapled REIT group. A renewal of a |ease of
property froma third party to a nenber of the stapled REIT group, |like a | ease
or renewal between group nenbers, does not generally term nate grandfather
status, whether the renewal is pursuant to the terns of the | ease or otherw se.
In the case of a lease froma third party, a renewal will not qualify if there
is asignificant time period between the two tenancies. The renewal of a | ease
can cause | oss of grandfather status if the property is inproved to the extent
that grandfather status would be | ost under the inprovenent rules described
above. Mbreover, the provision provides that, for |eases and renewals entered
into after March 26, 1998 (whether from nenbers of the stapled REIT group or
third parties), grandfather status is lost if the rent on the | ease or renewal
exceeds an arms length rate.

Ownership through entities. If a REIT or stapled entity owns, directly or
indirectly, a 10%or greater interest in a corporate subsidiary or partnership
(or other entity described below) that owns a real property interest, the above
rules apply with respect to a proportionate part of the entity's real property
interest, activities and gross incone. Thus, any real property interest

acqui red by such a subsidiary or partnership that is not grandfathered under
the rul es described above is treated as a nonqualified real property interest
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held by the REIT or stapled entity in the sane proportion as its ownership
interest in the entity. The same proportion of the subsidiary's or
partnership's gross inconme fromany nonqualified real property interest owned
by it or another nmenmber of the stapled REIT group will be treated as incone of
the REIT under the rul es described above. However, an interest in real property
acquired by a grandfathered 10% or greater partnership or subsidiary is treated
as grandfathered if such interest would be a grandfathered interest if held
directly by the REIT or stapled entity. Thus, for exanple, if a REIT
contributes a grandfathered real property interest to a partnership 10% or nore
of which is owned on March 26, 1998, the interest will not cease to be a
grandfat hered interest. Neverthel ess, under the rules below, if the REITs
partnership interest increases as a result of the contribution, a portion of
each of the partnership's real estate interests, reflecting the proportionate
increase in the partnership interest, will be treated as a nonqualified rea
property interest.

Simlar rules attributing the proportionate part of the subsidiary's or
partnership's real property interests and gross incone will apply when a REIT
or stapled entity acquires a 10% or greater interest (or in the case of a
previously-owned entity, acquires an additional interest) after March 26, 1998,
wi th exceptions for interests acquired pursuant to binding witten agreenents
or public announcenents described above. Transition relief can apply to both an
entity's assets and the interest in the entity under the above rules. Thus, if
on March 26, 1998, and at all tinmes thereafter, a stapled entity has a binding
witten contract to buy 10% or nore of the stock of a corporation and the
corporation also has a binding witten contract to buy real property, no
portion of the property will be treated as a nonqualified real property
interest as a result of the transaction.

Under the above rules, gross incone of a REIT or stapled entity with respect to
a nonqualified real property interest held by a 10% or-greater partnership or
subsidiary is subject to the rules for nonqualified real property interests
only in proportion to the interest held in the partnership or subsidiary. For
exanpl e, assune that a stapled entity has a contract to nanage a nonqualified
real property interest held by a partnership in which the stapled entity owns
an 85%interest. Under the above rules, for purposes of applying the gross
incone tests, 85%of the partnership's activities and gross inconme fromthe
property are attributed to the REIT. As a result, 85%of the stapled entity's

i ncone fromthe managenent contract is ignored under the single-entity analysis
descri bed above. The remai ni ng 15% of the managenent fee is not treated as
gross inconme of the REIT because it is not income froma nonqualified real
property interest held or deened held by the REIT or a stapled entity.

Under the provision, the percentage ownership interest in a partnership is to
be determi ned by the owner's share of capital or profits, whichever is |arger
The provision clarifies that an interest in real property acquired by a 10% or
greater partnership or subsidiary pursuant to a binding witten agreenent,
publ i c announcenent, SEC filing, put option, buy-sell agreenent or agreenent
relating to a third-party default (a "qualified transaction") is treated as
grandfathered if such interest would be a grandfathered interest if acquired
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directly by the REIT or stapled entity. The provision also provides that the
exception for 10%or-greater interests in partnerships or subsidiaries acquired
pursuant to a qualified transaction applies to interests acquired by any nenber
of the stapled REIT group. All real property interests, nortgages, activities
and gross incone of a qualified REIT subsidiary are to be treated as attributes
of the REIT for purposes of the provision.

G andfathered real property interests that are deenmed owned by a REIT or a
stapled entity under the rules for 10%or greater interests will not be treated
as acquired after March 26, 1998, if the REIT or a stapled entity subsequently
becones the actual owner. For exanple, assune a REIT has a 50%interest in a
partnership that distributes a grandfathered real property interest to the REIT
in conplete liquidation of its interest. The 50% i nterest that was previously
deened owned by the REIT will continue to be grandfathered; the remaining 50%
interest will be a nonqualified real property interest because it was acquired
by the REIT after March 26, 1998.

Mortgage rul es. Under the provision, special rules apply where a nenber of the
stapled REIT group holds a nortgage (that is not an existing obligation under
the rules described below) that is secured by an interest in real property, and
a menber of the stapled REIT group engages in certain activities with respect
to that property. The activities that have this effect under the provision are
activities that would result in inperm ssible tenant service inconme (as defined
in sec. 856(d)(7)) if performed by the REIT with respect to property it held.

In such a case, all interest on the nortgage that is allocable to that property
and all gross incone received by a nenber of the stapled REIT group fromthe
activity will be treated as inpernissible tenant service inconme of the REIT,

which is not qualifying inconme under either the 75% or 95%tests. For exanple,
assume that the REIT makes a nortgage | oan on a hotel owned by a third party
which is operated by a stapled entity under a managenent contract. Unless an
exception applies, both the managenent fees earned by the stapled entity and
the interest earned by the REIT will be treated as inpermni ssible tenant
services incone of the REIT.

An exception to the above rules is provided for nortgages the interest on which
does not exceed an arm s-length rate and which would be treated as interest for
purposes of the REIT rules. An exception also is available for nortgages that
are held by a nenber of the stapled REIT group on March 26, 1998, and at all
times thereafter, and which are secured by an interest in real property on that
date, and at all times thereafter (the "existing nortgage exception"). The

exi sting nortgage exception ceases to apply if the nortgage is refinanced and
the principal ampbunt is increased in such refinancing.

In the case of a partnership or subsidiary in which the REIT or a stapled
entity owns a 10% or greater interest, a proportionate part of the entity's
nort gages, interest and gross income fromactivities would be attributed to the
REIT or the stapled entity, subject to rules simlar to those for nonqualified
real property interests. Thus, if a REIT or a stapled entity acquires a 10% or
greater interest in a partnership or corporation after March 26, 1998, no
nortgage held by the partnership or subsidiary at such tine would qualify for
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t he existing nortgage exception. Simlarly, if a REIT or stapled entity ows a
10% or greater interest in a partnership or subsidiary on March 26, 1998, and
the REIT or the stapled entity subsequently acquires a greater interest, a
portion of each of the partnership's or subsidiary's nortgages that is the sane
as the proportionate increase in the owership interest would fail to qualify
for the existing nortgage exception

Under the provision's priority rules, the nortgage rules do not apply to any
part of a real property interest that is owned or deenmed owned by the REIT or a
stapled entity under the rules for real property interests described above.
Thus, for exanple, if the REIT makes a nortgage | oan on real property owned by
a stapled entity, the nortgage rules would not apply. If the property is a
nonqual i fied real property interest, the interest on the nortgage woul d be

i gnored under the single-entity analysis described above, and the gross income
of the stapled entity fromthe property would be treated as incone of the REIT.
Simlarly, assunme that a stapled entity owns 75% of the stock of a subsidiary
and has a managenent contract to operate a hotel owned by the subsidiary.
Assune al so that the REIT nakes a nortgage | oan for the hotel. Under the rea
property interest rules, 75%of the hotel is treated as owned by the stapled
entity. Thus, if the hotel is a nonqualified real property interest, 75% of the
subsidiary's gross incone fromthe hotel is treated as inconme of the REIT and
75% of the inconme on the managenent contract is ignored under the single-entity
anal ysis. Wth respect to the remaining 25% interest in the subsidiary, the
real property interest rules do not apply, but the nortgage rules would treat
25% of the nortgage interest and 25% of managenent contract incone as

i nperm ssi bl e tenant services income of the REIT.

O her rules. For purposes of both the real property interest and nortgage
rules, if a stapled REIT is not stapled as of March 26, 1998, and at all tines
thereafter, or if it fails to qualify as a REIT as of such date or any tine
thereafter, no assets of any nmenber of the stapled REIT group would qualify
under the grandfather rules. Thus, all of the real property interests held by
the group woul d be nonqualified real property interests and none of the

nmort gages held by the group would qualify for the existing nortgage exception

For a corporate subsidiary owned by a stapled entity, the 10% ownership test
would be nmet if a stapled entity owns, directly or indirectly, 10% or nore of
the corporation's stock, by either vote or value. The provision does not apply
to a stapled REIT' s ownership of a corporate subsidiary, although the REIT
woul d be subject to the normal restrictions on a REIT s ownership of stock in a
corporation. For this purpose, any change in proportionate ownership that is
attributable solely to fluctuations in the relative fair market val ues of
different classes of stock is not taken into account. For interests in
partnershi ps, the ownership test would be net if either the REIT or a stapled
entity owns, directly or indirectly, a 10% or greater interest in the
partnership's assets or net profits. Interests in other entities, such as
trusts, are treated in the same manner as 10%or-greater interests in
partnerships or corporations if the REIT or a stapled entity owns, directly or
indirectly, 10% or nore of the beneficial interests in the entity.
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The provision also adds a rule that provides that a transfer, direct or
indirect, of a grandfathered real property interest between nenbers of a
stapled REIT group does not result in a loss of grandfather status if the tota
direct and indirect interests of both the exenpt REIT and stapled entity in the
real property interest does not increase as a result of the transfer. If the
total direct and indirect interest of the exenpt REIT and stapled entity
increases, the transferred real property interest will be deened to | ose
grandfat her status only to the extent of such increase. The provision applies
to all types of transfers of real property interests anmong group nmenbers, such
as sales, contributions and distributions, whether taxable or tax-free.

Mor eover, the provision applies both to direct transfers of real property
interests and transfers of such interests indirectly through transfer of
interests in 10% or greater owned partnershi ps and subsidiaries.

The application of the new provision is illustrated by the foll owi ng exanpl es.
First, assume that an exenpt REIT sells a portion of a grandfathered real
property interest to a stapled entity. The real property interest remnains

gr andf at hered because there is no increase in the total interests of the REIT
and the stapled entity (100% both before and after the transfer). Second,
assume that a grandfathered real property interest is contributed by a stapled
entity to a partnership or subsidiary in which the stapled entity owns a 10%
or-greater interest (either prior to, or as a result of, the contribution). The
real property interest remains grandfathered because the previous total
interests of the exenpt REIT and stapled entity (the stapled entity's 100%
interest) are not increased by the transfer. Nevertheless, if the REIT s
interest in the partnership or subsidiary increases as a result of the
contribution, a portion of each of the entity's real property interests other
than the interest contributed, reflecting the proportionate increase in the
REIT s interest in the entity, will be treated as a non-grandfathered rea
property interest. Third, assune a REIT owns a 50%interest in a partnership
that distributes a grandfathered real property interest to the REIT in conplete
liquidation of its interest. The 50%interest that was previously deened owned
by the REIT will continue to be grandfathered; the remaining 50%interest wll
becone a non-grandfathered interest because it represents an increase in the
total direct and indirect interests of the REIT and stapled entity in the real
property interest. Fourth, assune that a partnership in which an exenpt REIT or
stapled entity owns a 10% or greater interest termnates as a result of a sale
of 50% or nore of the total partnership interests during a 12-nonth period that
does not involve the REIT or a stapled entity (sec. 708(b)(1)(B)). G andfather
status of real property interests owned by the partnership is not lost in the
transfer because, as a result of the term nation, the partnership's assets are
deened contributed to a new partnership and interests in that partnership are
deened distributed to the purchasing and other partners in proportion to their
interests (Treas. reg. sec. 1.708-1(b)(1)(iv)). Thus, there is no change in the
total interest of the REIT and stapled entity in the partnership's assets.

The provision adds a provision intended to deal with the special situation of
so-cal l ed "UPREIT" partnerships (see Treas. reg. 1.701-2(d)(exanple 4)), which
generally treats 100% of the real property interests, nortgages, activities and
gross incone of such partnerships as interests, activities and gross incone of
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the REIT or stapled entity that owmns a partnership interest. The provision
applies where (i) an exenpt REIT or stapled entity owned directly or
indirectly) at least a 60%interest in a partnership as of March 26, 1998, (ii)
90% or nore of the interests in the partnership (other than those held by the
exenpt REIT or stapled entity) are or will be redeemabl e or exchangeabl e for
consideration with a value determned with reference to the stock of the REIT
or stapled entity or both. The provision also applies to an interest in a
partnership formed after March 26, 1998, which neets the provision's other
requi rements, where the partnership was formed to mirror the stapling of an
exenpt REIT and a stapled entity in connection with an acquisition agreed to or
announced on or before March 26, 1998. If, as of January 1, 1999, nore than one
partnership owned (directly or indirectly) by either an exenpt REIT or stapled
entity neets the requirenents of the provision, only the | argest such
partnership (determ ned by aggregate asset bases) is treated as neeting such
requi renments.

The provision provides that, for purposes of the exception to the nortgage
rules for nortgages held on March 26, 1998, an increase in interest payable on
a nortgage (except pursuant to an interest arrangenment, such as variable
interest, under the nortgage's terns as of March 26, 1998), or an increase in
i nterest payable as a result of a refinancing, causes the nortgage to cease to
qualify for the exception unless the newinterest rate neets an arm s-length
st andard.

The provision also clarifies that in the event that a stapled REIT group ceases
to be stapled, the rules treating assets, activities and gross incone of
menbers or the stapled REIT group as attributes of the REIT apply only to the
portion of the year in which the group was a stapled REIT group. Simlarly,
where a REIT' s or stapled entity's interest in a partnership or subsidiary
changes during the year, the rules treating a proportionate part of the assets,
activities and gross income of the partnership or subsidiary as attributes of
the REIT or stapled entity also apply on a partial -year basis.

Under the provision, ternms used that are also used in the stapled stock rules
(sec. 269B) or the REIT rules (sec. 856) have the sane meani ngs as under those
rul es.

The Secretary of the Treasury is given authority to prescribe such guidance as
may be necessary or appropriate to carry out the purposes of the provision,

i ncl udi ng gui dance to prevent the double counting of inconme and to prevent
transactions that woul d avoid the purposes of the provision.
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Current California Law

California Bank and Corporation Tax Law does not conformto the federal stapled
REI'T provisions (I RC section 269B). For California purposes, each nenber of a
federal stapled group would be treated as a separate corporation or business
trust.

Ef fecti ve Date

The provision is effective for taxable years ending after March 26, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
7003 Certain Trade Receivables Ineligible for Mark-To-Mrket Treatnent.
Backgr ound

In general, dealers in securities are required to use a mark-to-market method
of accounting for securities (sec. 475). Exceptions to the mark-to-market rule
are provided for securities held for investnent, certain debt instrunments and
obligations to acquire debt instrunments and certain securities that hedge
securities. A dealer in securities is a taxpayer who regul arly purchases
securities fromor sells securities to custoners in the ordinary course of a
trade or business, or who regularly offers to enter into, assune, offset,
assign, or otherwise termnate positions in certain types of securities with
custoners in the ordinary course of a trade or business.

A security includes (1) a share of stock, (2) an interest in a widely held or
publicly traded partnership or trust, (3) an evidence of indebtedness, (4) an
interest rate, currency, or equity notional principal contract, (5) an evidence
of an interest in, or derivative financial instrunment in, any of the foregoing
securities, or any currency, including any option, forward contract, short
position, or simlar financial instrument in such a security or currency, or
(6) a position that is an identified hedge with respect to any of the foregoing
securities.

Treasury regul ations provide that if a taxpayer would be a dealer in securities
only because of its purchases and sal es of debt instrunents that, at the tine
of purchase or sale, are custonmer paper with respect to either the taxpayer or
a corporation that is a nenber of the same consolidated group, the taxpayer

will not normally be treated as a dealer in securities. However, the

regul ations allow such a taxpayer to elect out of this exception to deal er
status. For this purpose, a debt instrunent is custoner paper with respect to a
person if: (1) the person's principal activity is selling nonfinancial goods or
provi di ng nonfinancial services; (2) the debt instrunent was issued by the
purchaser of the goods or services at the tine of the purchase of those goods
and services in order to finance the purchase; and (3) at all tinmes since the
debt instrument was issued, it has been held either by the person selling those
goods or services or by a corporation that is a nmenber of the sane consolidated
group as that person

New Federal Law (Sec. 475)

The provision provides that certain trade receivables are not eligible for

mar k-t o-nmarket treatnment. A trade receivable is covered by the provision if it
is a note, bond or debenture arising out of the sale of goods by a person the
principal activity of which is selling or providing nonfinancial goods and
services and it is held by such person or a related person at all tines since
it was issued.

Under the provision, a receivable neeting the above definition is not treated
as a security for purposes of the mark-to-market rules (sec. 475). Thus, such
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recei vabl es are not marked-to-market, even if the taxpayer qualifies as a
dealer in other securities. A taxpayer will not be treated as a dealer in
securities based on sales to unrel ated persons of receivables subject to the
new provi sion unless the regul atory exception for receivables held for sale to
custoners appli es.

The new provision applies to trade receivables arising fromservices perforned
by i ndependent contractors, as well as enployees. Thus, for exanple, if a
taxpayer's principal activity is selling non-financial services and sone or all
of such services are performed by i ndependent contractors, no receivabl es that
t he taxpayer accepts for services can be marked-to-nmarket under the new
provi si on.

Pursuant to the authority granted by section 475(g)(1l), the Secretary of the
Treasury is authorized to issue regulations to prevent abuse of the new
exception, including through i ndependent contractor arrangenments. The provision
provides that, to the extent provided in Treasury regul ations, trade
receivables that are held for sale to custoners by the taxpayer or a rel ated
person may be treated as "securities" for purposes of the mark-to-market rules,
and transactions in such receivables could result in a taxpayer being treated
as a dealer in securities (sec. 475(c)(1)).

For trade receivables that are excepted fromthe statutory mark-to-market rules
(sec. 475) under the new provision, mark-to-market or |ower-of-cost-or-market
will not be treated as nethods of accounting that clearly reflect incone under
general tax principles (see sec. 446(b)).

Current California Law

California lawis in full conformty with federal law as it read on January 1
1998, as it relates to the "mark to market" nethod of accounti ng.

Ef fecti ve Date

The provision generally is effective for taxable years ending after the date of
enact ment. Adjustnents required under section 481 as a result of the change in
met hod of accounting generally are required to be taken into account ratably
over the four-year period beginning in the first taxable year for which the
provision is in effect. However, where the taxpayer term nates its exi stence or
ceases to engage in the trade or business that generated the receivabl es
(except as a result of a tax-free transfer), any remaining bal ance of the
section 481 adjustnment is taken into account entirely in the year of such
cessation or termnation (see sec. 5.04(c) of Rev. Proc. 97-37, 1997-33 |.R B
18).
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I npact on California Revenue

Consistent with other mark-to-market conformty issues analyzed in prior years,

it is assuned that of the total state revenue inpact, one-half will occur
automatically (i.e. baseline) as sone taxpayers report the sane way for state
purposes, and half will result fromactual conformty |egislation.

Based on federal estimates, conformity revenue gains will be $5 mllion, $9
mllion, and $6 million over the initial three years beginning with 1999-0.
Basel i ne revenue gains will be of the sane magnitude but beginning with 1998-9.
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Secti on Section Title
7004 Excl usi on of M ninmum Required Distributions fromAd for
Rot h I RA Conversi ons.

Backgr ound

Under present law, uniformmninmumdistribution rules generally apply to all
types of tax-favored retirenment vehicles, including qualified retirenent plans
and annuities, individual retirenment arrangenents (lIRAs) other than Roth | RAs,
and tax-sheltered annuities (sec 403(b)).

Under present law, distributions are required to begin no later than the

i ndi vidual's required beginning date (sec. 401(a)(9)). In the case of an IRA
the required beginning date, nmeans the April 1 of the cal endar year follow ng
the cal endar year in which the I RA owner attains age 70% The IRS has issued
extensive regul ati ons for purposes of calculating mninumdistributions. In
general, mnimumdistributions are includible in gross incone in the year of
di stribution. An excise tax equal to 50% of the required distribution applies
to the extent a required distribution is not nade.

Under present law, all or any part of amounts in a deductible or nondeductibl e
I RA may be converted into a Roth IRA. Only taxpayers with nodified adjusted
gross income (AG) of $100,000 or less are eligible to convert an IRAinto a
Roth IRA. In the case of a married taxpayer, AG is the conmbined AG of the
couple. Married taxpayers filing a separate return are not eligible to nake a
conver si on.

New Federal Law (Sec. 408A(c)(3)(Q)

The provision excludes mnimumrequired distributions fromIRAs fromthe
definition of nodified A solely for purposes of determning eligibility to
convert froman IRAto a Roth IRA. As under present |aw, the required m ni mrum
di stribution would not be eligible for conversion and would be includible in
gr oss i ncorme.

Current California Law (R&TC Sec. 17507.5)

California lawis in full conformty with federal law as it read on January 1
1998, as it relates to Roth IRAs. California has confornmed to changes nade by
the RS Reform Act.

Ef fecti ve Date

The provision is effective for taxable years beginning after Decenber 31, 2004.
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| npact on California Revenue

The estimated California baseline inpacts are gains of $84 nillion (2004-5),
$101 million (2005-6), and $99 mllion (2006-7). Conformty gains are
estimated to be $1 million annually beginning with the fiscal year 2004-5.

This estimate is based on informati on and data provided by the federal Joint
Committee on Taxation and the IRS. This estimate takes i nto account
California's share of national income, California’s tax rates relative to the
U S., and the baseline revenue inpacts that would result w thout conformty.

Note that federal analysts estimate that this provision would be revenue
neutral over the first ten years.
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Secti on Section Title
1001 Research Credit Extension
Backgr ound

Section 41 provides for a research tax credit equal to the sumof (1) 20% of
the anount that qualified research expenditures for a taxable year exceed the
t axpayer’ s base amount, and (2) the basic research credit which is 20% of the
excess of (a) 100% of corporate cash expenditures paid for basic research done
by universities and certain other qualified organizations over (b) the sum of
(A) the greater of two mninum basic research floors plus (B) an anount
reflecting any decrease in nonresearch contributions to universities conpared
to such contributions during a base period, as adjusted for inflation.

Taxpayers are allowed to elect an alternative increnental research credit
regine. If a taxpayer elects to be subject to this alternative regine, the
taxpayer is assigned a three-tiered fixed-base percentage (that is | ower than
the fixed-base percentage otherw se applicable under present |law) and the
credit rate |ikewise is reduced. Under the alternative credit regine, a credit
rate of 1.65% applies to the extent that a taxpayer's current-year research
expenses exceed a base anbunt, conputed by using a fixed-base percentage of 1%
(i.e., the base ambunt equals 1% of the taxpayer's average gross receipts for
the four preceding years), but do not exceed a base ampbunt conputed by using a
fi xed-base percentage of 1.5% A credit rate of 2.2% applies to the extent that
a taxpayer's current-year research expenses exceed a base anount conputed by
using a fixed-base percentage of 1.5% but do not exceed a base anount comnputed
by using a fixed-base percentage of 2% A credit rate of 2. 75% applies to the
extent that a taxpayer's current-year research expenses exceed a base anpunt
comput ed by using a fixed-base percentage of 2% An election to be subject to
this alternative incremental credit regime may be made for any taxable year
begi nning after June 30, 1996, and such an el ection applies to that taxable
year and all subsequent years unless revoked with the consent of the Secretary
of the Treasury.

The research tax credit expired and generally does not apply to anmounts paid or
i ncurred after June 30, 1998.

New Federal Law (Sec. 41)

The provision extends the research credit for 12 nonths, generally, for the
period July 1, 1998, through June 30, 1999.

In extending the credit, Congress expressed its intent to reaffirmthe scope of
the term*“qualified research.” Section 41 targets the credit to research
undertaken for the purpose of discovering information that is technological in
nature and the application of which is intended to be useful in the devel opnent
of a new or inproved business conponent of the taxpayer. However, eligibility
for the credit does not require that the research be successful, i.e., the
research need not achieve its desired result. Mreover, evolutionary research
activities intended to inprove functionality, performance, reliability, or
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quality are eligible for the credit, as are research activities intended to
achieve a result that has already been achi eved by other persons but is not yet
wi thin the conmon know edge (e.g., freely available to the general public) of
the field (provided that the research otherwi se neets the requirenments of
section 41, including not being excluded by subsection (d)(4)).

Activities constitute a process of experimentation, as required for credit
eligibility, if they involve evaluation of nore than one alternative to achieve
a result where the nmeans of achieving the result are uncertain at the outset,
even if the taxpayer knows at the outset that it may be technically possible to
achieve the result. Thus, even though a researcher may know of a particul ar

met hod of achi eving an outconme, the use of the process of experinentation to
effect a new or better nmethod of achieving that outcome may be eligible for the
credit (provided that the research otherw se neets the requirenents of section
41, including not being excluded by subsection (d)(4)).

Lastly, Congress noted the lack of clarity in the interpretation of the

di stinction between internal-use software, the costs of which may be eligible
for the credit if additional tests are net, and other software. Congress
enphasi zed that application of the definition of internal-use software should
fully reflect Congressional intent.

Current California Law

Exi sting state law conforns to the federal research credit with specific
nmodi fications to the federal research credit, as foll ows:

For corporate taxpayers engaged in specified bi opharmaceutical research
and bi otech research and devel opnent, the definition of “qualified
organi zation” includes hospitals run by public universities and certain
cancer centers.

“Basi c research” nust be conducted in California to qualify for the
California credit.

Research that has a specific comercial objective may qualify as “basic
research.”

The credit percentage is 11%for qualified research and 24% f or
corporations for “basic research.” To duplicate the federal provision
that allows the credit for “basic research” paynents only to corporate
t axpayers, the Bank and Corporation Tax Law (B&CTL) allows the credit
based on “qualified research” expenses and “basic research” paynents,
whil e the Personal Inconme Tax Law (PITL) allows the credit only for
“qualified research” expenses.

The state alternative increnental credit anount is 80% of the federa
alternative incremental credit formula anmount.

A taxpayer's federal election is not binding for state purposes.

The state definition of “gross receipts” for purposes of the credit
differs fromthat used in the federal credit.

The state credit specifies that “qualified research expense” woul d not
i nclude any amount paid or incurred for tangible personal property that

257



Tax and Trade Relief Extension Act of 1998
(P.L. 105-277)

is eligible for the sales tax exenption provided under Section 6378 of
t he Revenue and Taxation Code (relating to tel eproduction and

post production activities).

The term nati on dates provided under federal |aw do not apply for state
pur poses. The California research credit is allowed indefinitely for
taxabl e and i nconme years beginning on or after January 1, 1987.

Ef fecti ve Date

The extension of the research credit is effective for qualified research
expendi tures paid or incurred during the period July 1, 1998, through June 30,

1999.

I npact on California Revenue

Not applicabl e.
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Section Section Title
1002 Ext ensi on of the Wrk Cpportunity Tax Credit.

Backgr ound

The work opportunity tax credit (WOTC), which expired on June 30, 1998, was
avail abl e on an el ective basis for enployers hiring individuals fromone or
nmore of eight targeted groups. The credit equals 40% (25% for enploynment of 400
hours or less) of qualified wages. Qualified wages are wages attributable to
service rendered by a nenber of a targeted group during the one-year period
begi nning with the day the individual began work for the enployer. For a
vocational rehabilitation referral, however, the period begins on the day the

i ndi vi dual began work for the enployer on or after the beginning of the

i ndi vidual s vocational rehabilitation plan.

The maxi mum credit per enployee is $2,400 (40% of the first $6,000 of qualified
first-year wages). Wth respect to qualified sumrer youth enpl oyees, the
maxi mum credit is $1,200 (40% of the first $3,000 of qualified first-year
wages) .

The enpl oyer’s deduction for wages is reduced by the amount of the credit.

New Federal Law (Sec. 51)

The provision extends the WOTC for 12 nonths (through June 30, 1999).

Current California Law

California has no conparable credit.

Ef fecti ve Date

The provision is effective for wages paid or incurred to qualified individuals
who begin work for the enployer on or after July 1, 1998, and before July 1,
1999.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
1003 Ext ension of the Welfare-To-Wrk Tax Credit.

Backgr ound

The I RC provides enployers a tax credit on the first $20,000 of eligible wages
paid to qualified long-termfam |y assistance (AFDC or its successor program
recipients during the first two years of enploynment. The credit is equal to 35%
of the first $10,000 of eligible wages in the first year of enployment and 50%
of the first $10,000 of eligible wages in the second year of enployment. The
maxi mum credit is $8,500 per qualified enpl oyee.

Qualified long-termfam |y assistance recipients are: (1) nenbers of a famly
that has received fam |y assistance for at |east 18 consecutive nont hs endi ng
on the hiring date; (2) nenbers of a famly that has received famly assistance
for a total of at |east 18 nonths (whether or not consecutive) after the date
of enactnment of this credit if they are hired within two years after the date
that the 18-nmonth total is reached; and (3) nenbers of a famly who are no

I onger eligible for fam |y assistance because of either federal or state tine
limts, if they are hired within two years after the federal or state tine
limts made the famly ineligible for famly assistance.

El i gi bl e wages include cash wages paid to an enpl oyee plus anmounts paid by the
enpl oyer for the follow ng: (1) educational assistance excludable under a
section 127 program (or that woul d be excludable but for the expiration of sec.
127); (2) health plan coverage for the enpl oyee, but not nore than the
appl i cabl e prem um defi ned under section 4980B(f)(4); and (3) dependent care
assi stance excl udabl e under section 129.

The welfare to work credit is effective for wages paid or incurred to a
qual i fied individual who begins work for an enployer on or after January 1,
1998, and before May 1, 1999.

New Federal Law (Sec. 51A)

The provision extends the welfare-to-work tax credit for two nonths.

Current California Law

California has no conparable credit.

Ef fecti ve Date

The provision extends the welfare-to-work credit effective for wages paid or
incurred to a qualified individual who begins work for an enployer on or after
May 1, 1999, and before July 1, 1999.

I npact on California Revenue

Not applicabl e.
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Section Section Title
1004 Extend the Deduction for Contributions of Appreciated Stock to
Private Foundations; Public Inspection of Private Foundation Returns

Backgr ound
Contributions of appreciated stock to private foundations.

In computing taxable incone, a taxpayer who item zes deductions generally is
all oned to deduct the fair market value of property contributed to a charitable
organi zation. However, in the case of a charitable contribution of short-term
gain, inventory, or other ordinary incone property, the anmount of the deduction
generally is limted to the taxpayer’s basis in the property. In the case of a
charitable contribution of tangible personal property, the deduction is limted
to the taxpayer’s basis in such property if the use by the recipient charitable
organi zation is unrelated to the organi zati on’ s tax-exenpt purpose.

In cases involving contributions to a private foundation (other than certain
private operating foundations), the amount of the deduction is |imted to the
taxpayer’s basis in the property. However, under a special rule contained in
section 170(e)(5), taxpayers are allowed a deduction equal to the fair narket
val ue of “qualified appreciated stock” contributed to a private foundation
prior to July 1, 1998. Qualified appreciated stock is defined as publicly
traded stock which is capital gain property. The fair-market-val ue deduction
for qualified appreciated stock donations applies only to the extent that tota
donati ons nmade by the donor to private foundations of stock in a particul ar
corporation did not exceed 10% of the outstandi ng stock of that corporation.
For this purpose, an individual is treated as making all contributions that
were made by any nenber of the individual's famly.

Public inspection of private foundation returns.

Tax-exenpt organi zati ons (other than churches and certain small organizations)
are required to file an annual information return (Form990) with the IRS
setting forth the organization’s itens of gross inconme and expenses
attributable to such income, disbursenents for tax-exenpt purposes, plus
certain other information for the taxable year.

Private foundations are required to nake the current year’s annual information
return (Form 990- PF) available for public inspection at the foundation's
principal office during regular business hours (sec. 6104(d)). Such return nust
be made avail able for inspection by any citizen on request nade within 180 days
after the date of publication of notice of its availability. Notice nust be
publ i shed, not later than the day the return is required to be filed, in a
newspaper having general circulation in the county in which the principa
office of the foundation is |ocated. The notice nust state that the annual
return is available for public inspection by any citizen who requests it, and
must state the address and tel ephone nunber of the private foundation’s
principal office and the nane of its principal manager
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Tax-exenpt organi zations (other than private foundations) that are required to
file a Form 990, including public charities, are required to allow public

i nspection at the organization's principal office (and certain regional or
district offices) of their Fornms 990 for the three nost recent taxable years
(sec. 6104(e)).

The Taxpayer Bill of Rights 2 inposed additional public inspection requirenents
on tax-exenpt organizations. Al tax-exenpt organizations, except private
foundations, are required to comply with requests made in person or in witing
by individual s who seek a copy of the organization’s Form 990 for any of the
organi zation’s three nost recent taxable years. Upon such a request, the

organi zation is required to supply copies w thout charge other than a
reasonabl e fee for reproduction and mailing costs. If the request for copies is
made in person, then the organization nmust inmediately provide such copies. If
the request for copies is nade in witing, then copies nust be provided within
30 days. In addition, all tax-exenpt organizations, including private
foundations, will be required to conply in the sane manner with requests nade
in person or in witing by individuals who seek a copy of the organization’s
application for recognition of tax-exenpt status and certain rel ated docunents.
However, an organi zation may be relieved of its obligation to provide copies
if, in accordance with regul ations to be pronul gated by the Secretary of
Treasury, (1) the organization has nmade the requested docunents w dely

avail able or (2) the Secretary of the Treasury determn ned, upon application by
t he organi zation, that the organi zati on was subject to a harassnment canpaign
such that a waiver of the obligation to provide copies would be in the public
interest. These additional public inspection provisions apply to requests made
no earlier than 60 days after the date on which the Treasury Depart nent
publ i shes regul ati ons defini ng when requested docunents have been nmade wi dely
avail able or when a request is part of a harassnent canpaign. \Wile proposed
regul ati ons have been issued, final regulations have not been publi shed;
therefore, the provision is not yet in effect.

Upon witten request to the IRS, nmenbers of the general public also are
permtted to i nspect annual information returns of tax-exenpt organizations and
applications for recognition of tax-exenpt status (and rel ated docunents) at
the National Ofice of the IRS in Washington, D.C. A person naking such a
written request is notified by the RS when the material is available for

i nspection at the National Ofice, where notes may be taken of the materi al
open for inspection, photographs taken with the person’s own equi prent, or
copi es of such material obtained fromthe IRS for a fee (Treas. Reg. secs.
301.6104(a)-6 and 301.6104(b)-1).

New Federal Law (Sec. 170(e)(5), 6104)

Contributions of appreciated stock to private foundations.

The provision extends permanently the special rule contained in section
170(e) (5).
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Public inspection of private foundation returns.

Under the provision, private foundations are subject to the public inspection
requirements that currently apply to public charities and all other tax-exenpt
organi zations that file annual information returns. Accordingly, private
foundations will be required to conply with requests fromindividual s who seek
a copy of the foundation’ s annual information return for any of the
foundation’'s three nost recent taxable years. Private foundations are no | onger
subject to the publication requirenents of section 6104(d).

Current California Law

Contributions of appreciated stock to private foundations.

California, in general, is conforned to the federal “item zed deduction”
charitabl e contribution deduction. However, the special rule for contributions
of qualified appreciated stock nmade to private foundations expired on Decenber
31, 1994, and California has not conforned to its extension

In addition, California law did not conformto the repeal of the treatnent of
contributions of appreciated property (real, personal, and intangible) as a tax
preference for AMI purposes. Thus, for California purposes, the difference

bet ween the adjusted basis of the contributed appreciated property and its fair
mar ket value is an itemof tax preference.

Public inspection of private foundation returns (R&TC Sec. 19565).

California |law provides that an organi zation's application for exenption and
any underlying docunments that supported the application be open to public

i nspection. The Franchise Tax Board is to withhold information from public
inspection that relates to trade secrets, patents, work process or style of
wor k of the organization. Additionally, the Franchi se Tax Board shall w thhold
information frompublic inspection that woul d adversely affect national defense
if rel eased.

Ef fecti ve date

Contributions of appreciated stock to private foundations.

The provision is effective for contributions of qualified appreciated stock to
private foundations made on or after July 1, 1998.
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Public inspection of private foundation returns.

The additional public inspection provisions apply to requests nade after the
later of: (1) the date which is 60 days after the date on which the Treasury
Depart nent publishes regul ati ons defini ng when requested docunents have been
made wi dely avail able or when a request is part of a harassnent campai gn, or
(2) Decenber 31, 1998. The repeal of the present-law publication requirenent
shall apply only to those returns the due date for filing of which is on or
after the date the public inspection requirenments becone effective.

I npact on California Revenue

Based on the federal projection and consistent with previous estimtes for
conform ng, revenue | osses from all owi ng enhanced deductions for such
contributions would be on the order of $3 million annually.

The public inspection of private foundation returns provision is not
appl i cabl e.
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Section Section Title

1005 Exceptions Under Subpart F for Certain Active Financing |ncone.
Backgr ound

I n general

Under the subpart F rules, certain U S. shareholders of a controlled foreign
corporation (CFC) are subject to U S. tax currently on certain i nconme earned by
the CFC, regardl ess whether or not such incone is distributed to the

shar ehol ders. The incone subject to current inclusion under the subpart F rules
i ncl udes, anong other things, “foreign personal hol ding conpany inconme” and

i nsurance incone. The U. S. 10% sharehol ders of a CFC al so are subject to
current inclusion with respect to their shares of the CFC s foreign base
company services inconme (i.e., incone derived fromservices perfornmed for a

rel ated person outside the country in which the CFC is organized).

For ei gn personal hol di ng conpany i ncome generally consists of the follow ng:

(1) dividends, interest, royalties, rents and annuities; (2) net gains fromthe
sal e or exchange of (a) property that gives rise to the preceding types of

i ncone, (b) property that does not give rise to incone, and (c) interests in
trusts, partnerships, and REMCs; (3) net gains fromcomobdities transactions;
(4) net gains fromforeign currency transactions; (5) inconme that is equival ent
to interest; (6) inconme fromnotional principal contracts; and (7) paynents in
ieu of dividends.

I nsurance inconme subject to current inclusion under the subpart F rules

i ncludes any income of a CFC attributable to the issuing or reinsuring of any

i nsurance or annuity contract in connection with risks located in a country
other than the CFC s country of organi zation. Subpart F insurance incone also

i ncludes incone attributable to an insurance contract in connection with risks
| ocated within the CFC s country of organization, as the result of an
arrangenent under which anot her corporation receives a substantially equal
anount of consideration for insurance of other-country risks. |Investnment incone
of a CFC that is allocable to any insurance or annuity contract related to
risks located outside the CFC s country of organization is taxable as subpart F
i nsurance incone (Prop. Treas. Reg. sec. 1.953-1(a)).

Tenporary exceptions fromforeign personal hol ding conpany i ncome and foreign
base conpany services inconme apply for subpart F purposes for certain income

that is derived in the active conduct of a banking, financing, insurance, or

sim |l ar business. These exceptions (described below) are applicable only for

taxabl e years begi nning in 1998.

Incone fromthe active conduct of a banking, financing, or simlar business.
A tenporary exception fromforeign personal hol ding conpany incone applies to
incone that is derived in the active conduct of a banking, financing, or

simlar business by a CFC that is predom nantly engaged in the active conduct
of such business. For this purpose, income derived in the active conduct of a
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banki ng, financing, or simlar business generally is determ ned under the
principles applicable in determning financial services inconme for foreign tax
credit limtation purposes. However, in the case of a corporation engaged in
the active conduct of a banking or securities business, the incone that is
eligible for this exception is determ ned under the principles applicable in
determning the incone that is treated as nonpassive i ncome for purposes of the
passive foreign investnment conpany provisions. In this regard, the incone of a
corporation engaged in the active conduct of a banking or securities business
that is eligible for this exception is the incone treated as nonpassi ve under
the regul ati ons proposed under section 1296(b) (as in effect prior to the
enact ment of the Taxpayer Relief Act of 1997). See Prop. Treas. Reg. secs.
1.1296-4 and 1.1296-6. The Secretary of the Treasury is directed to prescribe
regul ati ons applyi ng | ook-through treatnment in characterizing for this purpose
di vidends, interest, income equivalent to interest, rents and royalties from
rel ated persons.

For purposes of the tenmporary exception, a corporation is considered to be
predom nantly engaged in the active conduct of a banking, financing, or simlar
business if it is engaged in the active conduct of a banking or securities
business or is a qualified bank affiliate or qualified securities affiliate. In
this regard, a corporation is considered to be engaged in the active conduct of
a banking or securities business if the corporation would be treated as so
engaged under the regul ati ons proposed under prior |aw section 1296(b) (as in
effect prior to the enactnment of the Taxpayer Relief Act of 1997); qualified
bank affiliates and qualified securities affiliates are as determ ned under
such proposed regul ations. See Prop. Treas. Reg. secs. 1.1296-4 and 1.1296-6.

Alternatively, a corporation is considered to be engaged in the active conduct
of a banking, financing, or simlar business if nmore than 70% of its gross

i ncone from such business is derived fromtransactions with unrel ated persons
| ocated within the country under the |laws of which the corporation is created
or organi zed. For this purpose, income derived by a qualified business unit
(@BU) of a corporation fromtransactions with unrel ated persons |located in the
country in which the QBU maintains its principal office and conducts
substantial business activity is treated as derived by the corporation from
transactions with unrel ated persons located within the country in which the
corporation is created or organized. A person other than a natural person is
considered to be located within the country in which it maintains an office

t hrough which it engages in a trade or business and by which the transaction is
effected. A natural person is treated as |located within the country in which
such person is physically |ocated when such person enters into the transaction

Income fromthe active conduct of an insurance business.
A tenporary exception fromforeign personal holding conpany incone applies for
certain investnent income of a qualifying insurance conpany with respect to

risks located within the CFC s country of creation or organi zation. These rul es
differ fromthe rules of section 953 of the Code, which determ nes the subpart
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F inclusions of a U S. shareholder relating to insurance inconme of a CFC. Such
i nsurance incone under section 953 generally is conputed in accordance with the
rul es of subchapter L of the Code.

A tenporary exception applies for incone (received froma person other than a
rel ated person) frominvestnents nade by a qualifying i nsurance conpany of its
reserves or 80% of its unearned prem uns. For this purpose, in the case of
contracts regulated in the country in which they are sold as property, casualty
or health insurance contracts, unearned prem uns and reserves are defined as
unearned prem uns and reserves for |osses incurred determ ned using the methods
and interest rates that would be used if the qualifying i nsurance conpany were
subject to tax under subchapter L of the Code. Thus, for this purpose, unearned
prem uns are determned in accordance with section 832(b)(4), and reserves for

| osses incurred are determ ned in accordance with section 832(b)(5) and 846 of
the Code (as well as any other rules applicable to a U S. property and casualty
i nsurance conpany with respect to such amounts).

In the case of a contract regulated in the country in which sold as alife
i nsurance or annuity contract, the following three alternative rules for
determ ning reserves apply. Any one of the three rules can be elected with
respect to a particular line of business.

First, reserves for such contracts can be determ ned generally under the rules
applicable to donestic |ife insurance conmpani es under subchapter L of the Code,
usi ng the nethods there specified, but substituting for the interest rates in
Code section 807(d)(2)(B) an interest rate determ ned for the country in which
the qualifying i nsurance conpany was created or organi zed, calculated in the
same manner as the md-termapplicable Federal interest rate (“AFR’) (within

t he nmeani ng of section 1274(d)).

Second, the reserves for such contracts can be determ ned using a prelimnary
termforeign reserve nethod, except that the interest rate to be used is the
interest rate determned for the country in which the qualifying insurance
company was created or organized, calculated in the sane manner as the md-term
AFR If a qualifying insurance conpany uses such a prelimnary termnethod with
respect to contracts insuring risks located in the country in which the conpany
is created or organi zed, then such nethod is the nmethod that applies for

pur poses of this election.

Third, reserves for such contracts can be determi ned to be equal to the net
surrender value of the contract (as defined in section 807(e)(1)(A)).

In no event can the reserve for any contract at any tinme exceed the foreign
statenent reserve for the contract, reduced by any catastrophe or deficiency
reserve. This rule applies whether the contract is regulated as a property,
casualty, health, life insurance, annuity or any other type of contract.

A tenporary exception fromforeign personal holding conmpany incone also applies

for income frominvestnent of assets equal to: (1) one-third of prem uns earned
during the taxable year on insurance contracts regulated in the country in
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whi ch they are sold as property, casualty, or health insurance contracts; and
(2) the greater of 10% of reserves, or, in the case of a qualifying insurance
conpany that is a startup conpany, $10 mllion. For this purpose, a startup
company i s a conpany (including any predecessor) that has not been engaged in
the active conduct of an insurance business for nore than five years. In
general, the five-year period commences when the foreign conpany first is
engaged in the active conduct of an insurance business. If the foreign conpany
was formed before being acquired by the U S. sharehol der, the five-year period
commences when the acquired conpany first was engaged in the active conduct of
an insurance business. In the event of the acquisition of a book of business
from anot her conpany through an assunption or indemity reinsurance
transaction, the five-year period comences when the acquiring conmpany first
engaged in the active conduct of an insurance business, except that if nore
than a substantial part (e.g., 80% of the business of the ceding conpany is
acquired, then the five-year period commences when the ceding conpany first
engaged in the active conduct of an insurance business. Reinsurance
transactions anong rel ated persons may not be used to multiply the nunber of
five-year periods.

Under rul es prescribed by the Secretary, income is allocated to contracts as
follows. In the case of contracts that are separate account-type contracts
(i ncluding variable contracts not neeting the requirenments of sec. 817), onl
the inconme specifically allocable to such contracts is taken into account. |
the case of other contracts, income not specifically allocable is allocated
ratably anong such contracts.

y
n

A qualifying insurance conpany is defined as any entity which: (1) is regul ated
as an insurance conpany under the laws of the country in which it is

i ncorporated; (2) derives at |east 50%of its net witten premiuns fromthe

i nsurance or reinsurance of risks situated within its country of incorporation
and (3) is engaged in the active conduct of an insurance business and woul d be
subject to tax under subchapter L if it were a donestic corporation

The tenporary exceptions do not apply to investnent incone (includable in the
income of a U S. sharehol der of a CFC pursuant to sec. 953) allocable to
contracts that insure related party risks or risks located in a country other
than the country in which the qualifying insurance conpany is created or

or gani zed.

Anti - abuse rul e.

An anti-abuse rule applies for purposes of these tenporary exceptions. For

pur poses of applying these exceptions, itens with respect to a transaction or
series of transactions are disregarded if one of the principal purposes of the
transaction or transactions is to qualify income or gain for these exceptions,
i ncludi ng any change in the method of conputing reserves or any other
transaction or transactions one of the principal purposes of which is the
acceleration or deferral of any itemin order to claimthe benefits of these
exceptions.
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For ei gn base conpany services incone.

A tenporary exception fromforeign base conpany services incone applies for

i ncone derived fromservices perforned in connection with the active conduct of
a banki ng, financing, insurance or simlar business by a CFC that is

predom nantly engaged in the active conduct of such business or is a qualifying
i nsurance conpany.

New Federal Law (Sec. 953, 954)

I n general

The provision extends and nodifies the present-|law tenporary exceptions from
subpart F for income that is derived in the active conduct of a banking,
financing, or simlar business or in the conduct of an insurance business.
These exceptions (as nodified) are applicable only for taxable years begi nning
in 1999.

Wth respect to incone derived in the active conduct of a banking, financing,
or simlar business, the provision differs fromthe present-law tenporary
exceptions in the following significant respects. First, the provision requires
a CFC to conduct substantial activity with respect to its business in order to
qualify for the exceptions. Second, the provision adds certain nexus

requi rements which require that income which is derived by a CFC or BU from
transactions with custonmers is eligible for the exceptions if, anbng ot her
things, substantially all of the activities in connection with such
transactions are conducted directly by the CFC or @BU in its home country, and
such incone is treated as earned by the CFC or QBU in its hone country for

pur poses of such country’s tax laws. Third, the provision nodifies the tests
for determ ning whether a CFC i s predom nantly engaged in the active conduct of
a banking, financing, or simlar business, including nodifications for incone
derived froma lending or finance business. Fourth, the provision extends the
exceptions to incone derived fromcertain cross border transactions, provided
that certain requirenents are net. Fifth, the determ nation of where a custoner
is treated as |ocated is made under rules prescribed by the Secretary of the
Treasury. Finally, the |ook-through rule that was included in the present-I|aw
provi sion for purposes of determ ning the incone eligible for the exceptions is
el i m nat ed.

In the case of insurance, the provision differs frompresent lawin the
following significant respects. In addition to the present exception for
certain inconme of a qualifying insurance conpany with respect to risks | ocated
within the CFC s country of creation or organization, the provision provides
addi ti onal exceptions. First, the provision provides tenporary exceptions from
i nsurance incone and from foreign personal holding conpany incone for certain
incone of a qualifying branch of a qualifying insurance conpany with respect to
risks located within the hone country of the branch, provided certain

requi renments are nmet under each of the exceptions. Further, the provision adds
addi ti onal tenporary exceptions frominsurance incone and from foreign persona
hol di ng conpany inconme for certain income of certain CFCs or branches with
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respect to risks located in any country other than the United States, provided
that the requirements for these exceptions are net.

Incone fromthe active conduct of a banking, financing, or simlar business.
Substantial activity requirenent.

The provision nodi fies the exceptions fromsubpart F for inconme derived in the
active conduct of a banking, financing, or simlar business by, anbng other
things, incorporating a substantial activity requirenment. Under the provision,
the subpart F exceptions apply to a CFC that is an eligible controlled foreign
corporation (an “eligible CFC’). An eligible CFCis defined as a CFC that is
predom nantly engaged in the active conduct of a banking, financing, or simlar
business, but only if it conducts substantial activity with respect to such
busi ness.

Whet her a CFC i s considered to conduct substantial activity with respect to a
banki ng, financing, or simlar business is determ ned under all the facts and
ci rcunstances. Congress intended that, as part of this facts and circunstances
anal ysis in determning whether the activities conducted by the CFC are
substantial, all relevant factors are taken into account, including the overall
size of the CFC, the ampbunt of its revenues and expenses, the nunber of its
enpl oyees, the ratio of its revenues per enpl oyee, the anopunt of property it
owns, and the nature, size, and relative significance of the applicable
activities conducted by the CFC. Under the provision, the Treasury Secretary is
granted the authority to prescribe regulations to carry out the purposes of

t hese exceptions. Congress further intended that such authority includes the
authority to prescribe rules relating to whether a CFC (or, as relevant, a QBU)
is considered to conduct substantial activity.

Congress also intended that as part of this facts and circunstances analysis, a
CFC is required to conduct substantially all of the activities necessary for
the generation of incone wth respect to the business, which generally include
the foll ow ng:

initial solicitation of custoners (including vendors);

advi sing custoners on financial needs, including funding and financi al
pr oducts;

providing financial and technical advice to custoners;

designing or tailoring financial products to custoners’ needs;
negotiating terms wi th custoners;

perform ng credit analysis on custoners and eval uati ng noncredit risks;
providing rel ated services to custoners;

maki ng | oans, entering into | eases, extending credit or entering into
other transactions with custoners that generate incone that woul d be

consi dered derived in the active conduct of a banking, financing, or

sim | ar busi ness;

col l ecting from customers;
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perform ng remarketing activities (including sales) following termnation
of transactions with customers;

responding to custonmers’ failure to satisfy their obligations under
transactions, including enforcement or renegotiation of terns,
liquidation of collateral, foreclosure, and/or institution of litigation;
and

hol ding collateral for transactions with custoners.

Congress intended that the performance of back-office functions (including
accounting for inconme or |oss, recordkeeping, and routine conmunicating with
custoners) not be taken into account in determ ning whether the substanti al
activity requirenent is satisfied. Congress also intended that the rel evant
activities of the business may be nodified by Treasury regulation to take into
account future changes in the operations of these businesses.

In general, the substantial activity requirenment is applied based on the
activities of the CFC as a whole, including the activities of any (BUs of the
CFC. In determ ning whether the substantial activity requirenent is satisfied,
activities perfornmed in the country in which the CFC is incorporated (or in the
country in which the QBU has its principal office) by enployees of a related
person of the CFC are taken into account, but only to the extent that the

rel ated person is conpensated on an arnis-length basis for the services of such
enpl oyees and such conpensation is includible in the related person’s inconme in
such country for purposes of such country’s income tax |laws. For this purpose,
a related person has the neaning provided in section 954(d)(3), substituting
“at least 80% for “nore than 50% " Congress intended that the activities of
such a rel ated person are not again taken into account in determ ning whether
another CFC or (BU (e.g., the related person) satisfies the substantial
activity requiremnent.

Predom nantly engaged requirenent.

The provision also nodifies the rules for determ ning whether a CFC i s
predom nantly engaged in the active conduct of a banking, financing, or simlar
busi ness. Alternative rules apply for this purpose.

Banki ng or securities business. The provision nodifies the present-I|aw
application of the banking or securities business tests for determ ning whet her
a CFC is predom nantly engaged in the active conduct of a banking, financing,
or simlar business. Under the provision, a CFC is considered to be

predom nantly engaged in the active conduct of a banking, financing, or simlar
business if it is engaged in the active conduct of a banking business and is an
institution licensed to do business as a bank in the United States (or is any
ot her corporation not so licensed which is specified in regulations). In
addition, a CFC is considered to be predom nantly engaged in the active conduct
of a banking, financing, or simlar business if it is engaged in the active
conduct of a securities business and is registered as a securities broker or
deal er under applicable U S securities laws (or is any other corporation not
so registered which is specified in regulations). Congress generally intended

271



Tax and Trade Relief Extension Act of 1998
(P.L. 105-277)

that these requirenents for the active conduct of a banking or securities

busi ness be interpreted in the manner provided in the regul ati ons proposed
under prior |aw section 1296(b) (as in effect prior to the enactnment of the
Taxpayer Relief Act of 1997). See Prop. Treas. Reg. secs. 1.1296-4 and 1.1296-
6. Specifically, Congress intended that these requirenents include the
requirenments for foreign banks under Prop. Treas. Reg. sec. 1.1296-4 as
currently drafted. However, Congress did not intend that these requirenents be
considered to be satisfied by a CFC nerely because it is a qualified bank
affiliate or a qualified securities affiliate within the meaning of the
proposed regul ati ons under former section 1296(Db).

Lendi ng or finance business. The provision nodifies the present-law 70% t est
for determ ning whether a CFC i s predom nantly engaged in the active conduct of
a banking, financing, or simlar business. Under the provision, a CFCis

consi dered to be predom nantly engaged in the active conduct of such business
if nmore than 70%of its gross inconme is derived directly fromthe active and
regul ar conduct of a lending or finance business fromtransactions with
custoners which are unrel ated persons. For this purpose, Congress intended that
transactions with custoners located in the United States not be taken into
account in determ ning whether the 70%test is satisfied.

For this purpose, a CFC is considered to be engaged in a | ending or finance
business if it is engaged in the business of:

1. maki ng | oans;

2. purchasing or discounting accounts receivable, notes (including |oans),
or installment obligations;

3. engaging in leasing (including entering into | eases and purchasi ng,
servi cing and di sposing of | eases and | eased assets);

4. issuing letters of credit and providi ng guarantees;

5. providing charge and credit card services; or

6. rendering services or nmaking facilities available in connection with the
foregoing activities carried on by the corporation rendering such
services or facilities, or by another corporation which is a nmenber of
the sanme affiliated group

For this purpose, whether two corporations are affiliated is determ ned by
reference to section 1504 with one nodification: the exclusion for foreign
corporations is disregarded.

Whet her any portion of a CFC s gross incone is derived directly fromthe active
and regul ar conduct of a lending or finance business is determ ned under all
the facts and circunstances. Under the provision, the Treasury Secretary is
granted the authority to prescribe regulations to carry out the purposes of

t hese exceptions. Congress intended that such authority includes the authority
to prescribe rules relating to this determ nation

Qual i fi ed banki ng or financing incone exenpt from subpart F.

In general. If a CFCis treated as an eligible CFC (i.e., it satisfies the
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substantial activity and predom nantly engaged requirenents), the subpart F
exceptions apply to qualified banking or financing income of such corporation
Qual i fi ed banking or financing incone is defined as incone which is derived in
the active conduct of a banking, financing, or simlar business by an eligible
CFC or a BU of such CFC if: (1) the incone is derived fromtransactions with
custoners not located in the United States, (2) substantially all of the
activities in connection with such transactions are conducted directly by the
corporation or unit in its hone country, and (3) the inconme is treated as
earned by such corporation or unit in its home country for purposes of such
country’s tax laws. For this purpose, inconme is considered to be earned by a
CFCor a @BU in its hone country if such incone is sourced and all ocable to
such CFC or @BU in its home country for purposes of such country’s tax laws. In
addition, for this purpose, activities are considered to be conducted by a CFC
or QBU if such activities are performed by enpl oyees of the CFC or (BU. Except
as provided by regulations, a CFC s home country is defined as its country of
creation or organization, and a BU s honme country is defined as the country in
which the unit maintains its principal office. Mreover, incone derived from
transactions with customers apply only to transactions with customers acting in
their capacity as such

For this purpose, Congress intended that inconme derived by an eligible CFC or
@BU of such CFC fromthe followi ng types of activities be considered to be

i ncone derived in the active conduct of a banking, financing, or simlar

busi ness (provided that the other requirenents for these exceptions are
satisfied):

1. regul arly making personal, nortgage, industrial, or other loans in the
ordinary course of the corporation’s trade or business;

2. factoring evidences of indebtedness for custoners;

3. purchasing, selling, discounting, or negotiating for custoners notes,
drafts, checks, bills of exchange, acceptances, or other evidences of
i ndebt edness;

4. issuing letters of credit and negotiating drafts drawn thereunder for
cust omer s;

5. performing trust services, including as a fiduciary, agent, or
custodi an, for custoners, provided such trust activities are not
performed in connection with services provided by a dealer in stock
securities or simlar financial instrunents;

6. arranging forei gn exchange transactions (including any section 988
transaction within the nmeaning of section 988(c)(1)) for, or engaging
in foreign exchange transactions with, customers;

7. arranging interest rate or currency futures, forwards, options or
notional principal contracts for, or entering into such transactions
wi th, custoners;

8. underwiting issues of stock, debt instrunents or other securities
under best efforts or firmconmtnent agreenents for custoners;

9. engaging in leasing (including entering into | eases and purchasi ng,
servi cing and di sposi ng of | eases and | eased assets);

10. providing charge and credit card services for customers or factoring
recei vabl es obtained in the course of providing such services;
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11. providing traveler’s check and noney order services for custoners;

12. provi di ng correspondent bank services for custoners;

13. provi di ng payi ng agency and col |l ecti on agency services for custoners;

14. maintaining restricted reserves (including noney or securities) in a
segregated account in order to satisfy a capital or reserve requirenent
i nposed by a | ocal banking or securities regulatory authority;

15. engaging in hedging activities directly related to another activity
descri bed herein;

16. repackagi ng nortgages and other financial assets into securities and
servicing activities with respect to such assets (including the accrual
of interest incidental to such activity);

17.engaging in financing activities typically provided in the ordinary
course by an investnment bank, such as project financing provided in
connection with construction projects, structured finance (including
the extension of a |loan and the sale of participations or interests in
the loan to other financial institutions or investors), and |easing
activities to the extent incidental to such financing activities;

18. providing financial or investnent advisory services, investnent
managenent services, fiduciary services, or custodial services;

19. purchasing or selling stock, debt instrunents, interest rate or
currency futures or other securities or derivative financial products
(i ncluding notional principal contracts) fromor to customers and
hol di ng stock, debt instruments and other securities as inventory for
sale to custoners, unless the relevant securities or derivative
financial products are not held in a deal er capacity;

20.effecting transactions in securities for custoners as a securities
br oker; and

21.any other activity that the Secretary of the Treasury determnes to be
a financing activity conducted by active corporations in the ordinary
course of their business.

Qual i fi ed banking or financing incone of an eligible CFC or QBU of such CFC is
determ ned separately for the CFC and each QBU, taking into account, in the
case of an eligible CFC, only itens of incone, gain, deduction, |oss or other
items, as well as activities, of such CFC that are not properly allocable to
any BUs. Simlarly, in the case of a QBU, qualified banking or financing
incone is determ ned by taking into account such applicable itens (e.g., incone
and activities) that are properly allocable to such QBU. Under the provision,
the Treasury Secretary is granted the authority to prescribe regulations to
carry out the purposes of these exceptions. Congress intended that such
authority includes the authority to prescribe rules for properly allocating
items and activities anmong branches or units of a CFC, and between the CFC and
its branches or units.

Incone fromlocal custoner transactions. If the requirenents above are
satisfied, the exceptions apply to incone that is derived fromtransactions
with custonmers located in the CFC s hone country. In addition, the exceptions
apply to inconme that is derived by a QBU of an eligible CFC fromtransactions
with custoners |ocated in the QBU s hone country.
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For exampl e, assune that a CFC is incorporated in the United Ki ngdom and has
operations in France that constitute a QBU. Al so assune that the activities of
the UK CFC s head office together with the activities of the French QBU
satisfy the substantial activity requirenment. Under the provision, income
derived by the U K CFC fromtransactions with custoners in the United Ki ngdom
is eligible for the exceptions if substantially all of the activities in
connection with the transaction are perfornmed in the United Kingdom by

enpl oyees of the U K. CFC, and the incone is treated as earned by the U K CFC
in the United Kingdomfor U K. incone tax purposes. In addition, incone derived
by the French QBU fromtransactions with custoners in France is eligible for
the exceptions if substantially all of the activities in connection with the
transactions are perfornmed in France by enpl oyees of the French BU, and the
incone is treated as earned by the French QBU in France for French incone tax
pur poses.

I ncone fromcross border transactions. If the requirenents above are sati sfi ed,
the exceptions also apply to income fromcertain cross border transactions, but
only if a higher standard with respect to the substantial activity requirenent
is satisfied. Under the provision, inconme derived by a CFC fromtransactions
with customers not located in the CFC s hone country or the United States is
eligible for the exceptions if the CFC conducts substantial activity with
respect to a banking, financing, or simlar business in its home country. In
addition, incone derived by a @BU of an eligible CFC fromtransactions with
custoners not |ocated in the QBU s hone country, or the United States, is
eligible for the exceptions, but only if the QBU conducts substantial activity
with respect to such a business in its home country. For this purpose, the
substantial activity requirenent is applied by |looking only at the activities
of the applicable CFC or (BU on a stand-al one basis. Thus, income derived by a
@BU fromtransactions with custonmers not located in its hone country (or in the
United States) is eligible for the exceptions if the activities of the QBU
itself constitute substantial activities (provided that the other requirenents
are satisfied).

Consi der again the U K. CFC and the French QBU. If the head office of the UK
CFC derives incone froma transaction with a custoner in Germany, the inconme is
eligible for the exceptions if the activities of the CFCitself (wthout regard
to those of the French BU) satisfy the substantial activity requirenent.
Alternatively, if the French BU derives income froma transaction with a
German custoner, the income is eligible for the exceptions if the activities of
the French QBU itself satisfy the substantial activity requirenent.

Honme country requirenment for income earned with respect to a | ending or finance
business. In the case of a |l ending or finance business, in addition to the

requi rements descri bed above, the provision includes an additional requirenent
to qualify for the exceptions in the case of incone earned by a CFC which
gqualifies as an eligible CFC by satisfying the predom nantly engaged

requi rement for an active lending or finance business. For such an eligible
CFC, incone derived by such CFC is eligible for the exceptions only if such CFC
derives nore than 30% of its gross incone directly fromthe active and regul ar
conduct of a lending or finance business fromtransactions with custoners that
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are unrel ated persons and that are |located within the CFC s honme country (the
“home country” requirenent). In addition, inconme derived by a QBU of such an
eligible CFCis eligible for the exceptions only if such BU derives nore than
30% of its gross income directly fromthe active and regul ar conduct of a

| endi ng or finance business fromtransactions with custoners that are unrel ated
persons and that are located within the QBU s hone country. For this purpose,
Congress intended that transactions with custonmers |ocated in the United States
not be taken into account.

The hone country requirenent is applied on a stand-al one basis to the
particular CFC or QBU. Thus, the 30% gross incone test takes into account only
the gross income of a particular CFC (without regard to the incone of its (BUs)
fromtransactions with its home-country unrelated custoners. Simlarly, in the
case of a QBU, there is taken into account the gross income of the particul ar
@BU (without regard to the incone of the CFC or other (BUs) fromtransactions
with its home-country unrel ated custonmers. Accordingly, if nore than 70% of the
CFC s gross incone is derived directly fromthe active and regul ar conduct of a
| endi ng or finance business fromtransactions with unrel ated custonmers, and one
of the CFC s (BUs satisfies the home country requirenent but another (QBU does
not satisfy such requirenent, income derived by the QBU that satisfies the hone
country requirenment is eligible for the exceptions from subpart F (provided
that the other requirenents are satisfied), but incone derived by the other (BU
is not eligible for the exceptions.

Coordination with other rules. The provision provides that the exceptions under
section 954(h) for inconme derived in the active conduct of a banking,
financing, or simlar business do not apply to incone described in the deal er
exception under section 954(c)(2)(C(ii) (described below) for a dealer in
securities which is an eligible CFC that satisfies the predom nantly engaged
requirenment for a securities business.

In addition, Congress expected that the Treasury Departnent and the Interna
Revenue Service will issue tinely guidance to make currently effective
conform ng changes to existing regulations in order to reflect the exceptions
under section 954(h), including conform ng changes to the regul ati ons under
section 954(c)(3).

Exception for securities dealers.

The provision provides an additional exception from foreign personal hol ding
company incone for certain inconme derived by a securities dealer within the
meani ng of section 475 (the so-called “deal er exception”). The deal er exception
applies to interest or dividends (or equival ent anounts described in sec.
954(c)(1)(E) or (@) fromany transaction (including a hedging transaction or a
transaction consisting of a deposit of collateral or margin described in sec.
956(c)(2)(J)) entered into in the ordinary course of the dealer’s trade or

busi ness as such a securities dealer, but only if the income is attributable to
activities of the dealer in the country in which the dealer is created or

organi zed (or, in the case of a (BU of the dealer, is attributable to
activities of the @QBU in the country in which the QBU both maintains its
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principal office and conducts substantial business activity). For this purpose,
income is considered to be attributable to activities of the dealer inits
country of incorporation (or to a @BU in the country in which the QBU both

mai ntains its principal office and conducts substantial business activity), if
such incone is attributable to activities performed in such country by

enpl oyees of the dealer (or QBU), and such incone is treated as earned in such
country by the dealer (or QBU) for purposes of such country’s tax |aws. For
this purpose, incone is considered to be earned in the country in which the
dealer is created or organized (or, in the case of a @BU, in the country in

whi ch the QBU both maintains its principal office and conducts substanti al

busi ness activity), if such inconme is sourced and allocable to such dealer (or
@BU) in such country for purposes of such country’ s tax |aws. Congress intended
that the deal er exception not apply to incone fromtransactions with persons
located in the United States with respect to U S. securities. This reflects the
under st andi ng that the exception fromcurrent inclusion under subpart F for

i ncone earned by dealers in securities does not apply to activities that would
ot herwi se be conducted in the United States. In addition, Congress intended
that the deal er exception will apply to interest paid by custoners to the
deal er on margin loans in connection with sales of securities (provided that
the other requirenents of the provision are satisfied).

| nsurance i ncone.
I n general

The provision provides a tenporary exception to insurance incone under section
953. For purposes of the exception to insurance incone, reserves for an exenpt
i nsurance or annuity contract are determned in the sane manner as under the
tenporary exception, described below, for foreign personal hol ding conpany
incone relating to certain insurance contracts (sec. 954(i), as added by the
provi sion). For purposes of these provisions, Congress intended that reserves
i ncl ude di scounted unpaid | osses or |osses incurred, as appropriate, for
property and casualty contracts.

Operation of the exception.

The provision provides an exception frominsurance incone for incone derived by
a qualifying insurance conmpany that is attributable to the issuing (or
reinsuring) of an exenpt contract by the qualifying insurance conpany or a
qgual i fyi ng i nsurance company branch of such a conpany, and that is treated as
earned by the conpany or branch in that conpany’s, or branch’s, hone country
for purposes of that country’s tax | aws. The exception frominsurance incone
does not apply to incone attributable to the issuing (or reinsuring) of an
exenpt contract as the result of any arrangenment whereby another corporation
receives a substantially equal amount of prem unms or other consideration in
respect of issuing (or reinsuring) a contract that is not an exenpt contract.
An exenpt contract is an insurance or annuity contract issued or reinsured by a
qgual i fying insurance conpany or qualified insurance conpany branch in
connection with property in, liability arising out of activity in, or the lives
or health of residents of, a country other than the United States.
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No contract is treated as an exenpt contract unless the qualifying insurance
company or branch derives nore than 30%of its net witten prem uns from exenpt
contracts (determ ned without regard to this sentence) covering applicable hone
country risks, and with respect to which no policyholder, insured, annuitant,

or beneficiary is a related person (wthin the neaning of sec. 954(d)(3)).
Applicabl e hone country risks are risks in connection with property in,
liability arising out of activity in, or the lives or health of residents of
the honme country of the qualifying insurance conpany or branch, as the case may
be. In all cases, the 30%test is applied on a unit-by-unit basis. Accordingly,
i ncone derived by a qualifying insurance conpany branch of a CFC qualifies only
if such branch alone satisfies the 30%test (without regard to the net witten
prem uns of any other branch). Incone derived by the CFC qualifies only if the
CFC al one satisfies the 30%test without regard to the net witten prem uns of
any other unit or branch of the CFC

When determ nati ons under the provision are nmade separately with respect to a
qgual i fying insurance conmpany and its qualifying insurance conpany branch or
branches, then in the case of the qualifying insurance conpany, only incone,
gain, or loss and activities of the conpany not properly all ocable or
attributable to any qualifying insurance conpany branch are taken into account.
In the case of a qualifying insurance conpany branch, only incone, gain, or

| oss and activities of the branch that are properly allocable or attributable
to it are taken into account. Under the provision, the Treasury Secretary is
granted the authority to carry out the purposes of these exceptions. Congress
i ntended that such authority includes the authority to prescribe rules for
properly allocating itens and activities anong branches or units of a CFC, and
anong the CFC and its branches or units.

The honme country of a CFCis the country in which the CFC is created or

organi zed. The home country of a qualified business unit that is a qualifying

i nsurance conpany branch of a qualifying i nsurance conpany neans the country in
which the principal office of such unit is located and in which such unit is

i censed, authorized, or regul ated by the applicable insurance regul atory body
to sell insurance, reinsurance or annuity contracts to persons other than

rel ated persons (within the neaning of sec. 954(d)(3)) in that country.

Qual i fyi ng i nsurance conpany.

A qualifying insurance conpany is a CFC that neets the foll owing requirenents,
which are intended to distinguish firnms that have a real business nexus with a
foreign country or countries fromfirnms that do not. The first requirenent is
that the CFC be subject to regulation as an insurance (or reinsurance) conpany
by its home country, and that the CFC be licensed, authorized, or regul ated by
the applicabl e insurance regulatory body for its hone country to sel

i nsurance, reinsurance, or annuity contracts to persons other than rel ated
persons (Wi thin the neaning of section 954(d)(3)) in its hone country.

The second requirenment is that the CFC derive nore than 50% of its aggregate
net witten premuns fromthe insurance or reinsurance by the CFC (on an
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aggregate basis, including qualifying insurance conpany branches) covering
appl i cabl e home country risks (as described above) of the CFC or branch, as the
case may be. For purposes of this rule, if a policyholder, insured, annuitant,
or beneficiary is a related person, then the contract is treated as not
covering home country risks. A related person has the neaning set forth in
section 954(d)(3). In the case of a qualifying insurance conpany branch

prem uns are taken into account under this second requirenent only to the
extent that the premuns are treated as earned by the branch in its hone
country for purposes of that country’ s tax | aws.

The 50% test applies on an aggregate basis. For exanple, assume that a German
CFC has a branch in France and a branch in Italy. Assune that $50 of net
witten premiuns are properly allocable to the Italian branch,. $100 of net
witten premuns are properly allocable to the French branch, and $100 of net
written premuns are properly allocable to the CFC in Germany. For the Italian
branch, assunme $20 of the $50, or 40% is fromhonme country risks. For the
French branch, assunme that $80 of the $100, or 80% is fromhome country risks.
For the CFC in Gernmany, assune that $60 of the $100, or 60% is from home
country risks. Taking into account the respective anounts and percentages, the
CFC has 64% of its net witten premuns from honme country risks on an aggregate
basi s.

The third requirenent is that the CFC be engaged in the insurance business and
that it would be subject to tax under subchapter L if it were a donestic
corporation. A CFC is considered to be engaged in the insurance business,
within the neaning of this provision, if it operates in a manner consi stent
with the operation of other bona fide comrercial insurance conpani es that sel

i nsurance products to unrelated parties in its home country, and conducts
managerial activities in that country with respect to the major functions of
the i nsurance business. A factor, anmpong others, that could be considered in
determ ning whether it conducts managerial activities in its home country with
respect to the mgjor functions of the insurance business may be whether in its
home country it exercises key decision making in determ ning business strategy
with respect to the major functions of the insurance business. For purposes of
the requirenent that the CFC be engaged in the insurance business, activities
perfornmed in the home country of the CFC by enpl oyees of the CFC and of a

rel ated person are taken into account to the extent that the related person is
conmpensated on an arnis-length basis for the services of such enpl oyees and
such conpensation is includible in the related person’s incone in such country
for purposes of that country’s tax laws. For this purpose, a related person has
t he nmeani ng provided in section 954(d)(3), substituting “at |east 80% for
“nmore than 50% " In determ ning whether a CFC i s engaged in the insurance

busi ness, for exanple, an entity that is not engaged in regular and conti nuous
transactions with persons that are not related persons (as described in the
anti-abuse rules) is not considered as engaged in the insurance busi ness.

Qual i fying i nsurance comnpany branch.

A qualifying insurance conpany branch is a qualified business unit of a CFC
that neets two requirenents. A qualified business unit nmeans any separate and
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clearly identified unit of a trade or business of a taxpayer which nmaintains
separate books and records (within the nmeaning of sec. 989(a)). The first
requirement is that the unit be licensed, authorized, or regul ated by the
appl i cabl e i nsurance regul atory body for its hone country to sell insurance,
reinsurance or annuity contracts to persons other than rel ated persons (wthin
t he nmeani ng of sec. 954(d)(3)) in that country. Congress intended that the
appl i cabl e i nsurance regul atory body be the regulatory body that has the
authority to license, authorize, or regulate with respect to the insurance
business in the country where the branch is located and a branch that is

regul ated by such a body be considered to be regulated in the country where the
branch is |ocated. The second requirenent is that the CFC (of which the branch
is aunit) be a qualifying insurance conpany, taking the unit into account for
pur poses of the applicable tests (above) as if it were a qualifying insurance
company branch.

Addi tional requirenents in the case of cross border risks.

The provision inposes additional requirenments with respect to any contract that
covers cross border risks (that is, risks other than applicable hone country
risks), due to the increased concern about nobility of incone in cross border
busi ness. A contract issued by a qualifying insurance conpany or qualifying

i nsurance conpany branch that covers risks other than applicable hone country
risks is not treated as an exenpt contract unless such conpany or branch, as
the case may be, (1) conducts substantial activity in its honme country with
respect to the insurance business, and (2) perfornms in its hone country
substantially all of the activities necessary to give rise to the incone
generated by the contract.

Whet her a CFC or unit thereof is considered to performin its hone country
substantial activities with respect to the insurance business is determ ned
under all the facts and circunstances. Congress intended that, as part of this
facts and circunstances analysis in determ ning whether the activities
conducted by the CFC or unit are substantial, all relevant factors are taken
into account, including the overall size of the CFC or unit, the amount of its
revenues and expenses, the nunber of its enployees, the ratio of its revenues
per enpl oyee, the ampunt of property it owns, and the nature, size and relative
significance of the applicable activities conducted by the CFC or unit. Under
the provision, the Treasury Secretary is granted the authority to carry out the
pur poses of these exceptions. Congress intended that such authority includes
the authority to prescribe regulations relating to whether a CFC or unit is
consi dered to conduct substantial activity.

Congress also intended that as part of this facts and circunstances analysis, a
CFC or unit is required to conduct substantially all of the activities
necessary for the generation of income with respect to the insurance busi ness.
Such activities of an insurance business generally depend on the |ine of

busi ness, and coul d i ncl ude:
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1. designing or tailoring insurance products to neet market or custoner
requi renents;

2. performng actuarial analysis with respect to insurance products;

3. determning investnent options for separate account-type products;

4. performng underwiting functions with respect to insurance products;

5. perform ng analysis for purposes of risk assessnent;

6. perform ng analysis for purposes of setting prem umrates;

7. perform ng analysis for purposes of calcul ating reserves;

8. perform ng clains managenent and adj ustnent functions;

9. devel oping marketing strategies, advertising and other public inage

activities;
10. making (or arranging for) sales to customners;
11. mai ntai ning reserves and surplus (other than excess surplus);
12. making (or arranging for) investnents; and
13.col l ecting from custoners.

Congress further intended that the performance of back-office functions

(i ncluding accounting for income or |oss, recordkeeping, and routine

comuni cating with custoners) not be taken into account in determ ning whether
the substantial activity requirenent is satisfied. Congress also intended that
the relevant activities of the business may be nodified by Treasury regul ation
to take into account the actual operation of |ines of insurance business and
future changes in the operation of lines of insurance business.

Congress further intended that activities perforned in the CFC s or unit’s hone
country by enpl oyees of a related person (within the nmeaning of sec. 954(d)(3),
substituting “at |east 80% for “nore than 50% ) be taken into account, to the
extent that the related person is conpensated on an arnis-length basis for the
servi ces of such enpl oyees and such conpensation is includible in the related
person’s income in that country for purposes of such country’ s tax | aws.
Congress also intended that the activities of such a related person are not
again taken into account in determ ning whether another CFC or unit (e.g., the
rel ated person) satisfies the substantial activity requirenent.

In addition, with respect to a contract issued by a qualifying insurance
company or qualifying insurance conpany branch that covers risks other than
appl i cabl e horme country risks, the qualifying insurance conpany or qualifying
i nsurance conpany branch is required to performin its home country
substantially all of the activities necessary to give rise to the incone
generated by the contract.

For ei gn personal hol di ng conpany i ncome with respect to insurance.

The provision provides a tenporary exception fromforeign personal holding
company incone for certain investnent inconme derived by a qualifying insurance
conmpany and by certain qualifying insurance conmpany branches.

The exception applies to income (received froma person other than a rel ated

person) frominvestnments nade by a qualifying i nsurance conpany or qualifying
i nsurance conpany branch of its reserves allocable to exenpt contracts or 80%
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of its unearned prem uns from exenpt contracts. For this purpose, an exenpt
contract has the nmeani ng provi ded under the provision.

In the case of exenpt contracts that are property, casualty, or health

i nsurance contracts, unearned prem uns and reserves nean unearned prem uns and
reserves for losses incurred determ ned using the nethods and interest rates
that would be used if the qualifying insurance conpany or qualifying insurance
company branch were subject to tax under subchapter L of the Code, with certain
nmodi fications. For this purpose, unearned prem uns and | osses incurred are
determ ned in accordance with section 832(b) and 846 of the Code (as well as
any other rules applicable to a U S. property and casualty insurance conpany
with respect to such amounts). However, in applying these rules, there is
substituted for the applicable federal interest rate the interest rate

determ ned for the functional currency of the conpany or branch and which
(except as provided by the Treasury Secretary) is calculated in the same manner
as the Federal md-termrate under section 1274(d). In addition, substituted
for the | oss paynment pattern under section 846 is the appropriate foreign | oss
paynment pattern determ ned by the Treasury Secretary for the |ine of business.
In the case of health insurance contracts, Congress intended that appropriate
foreign nortality and norbidity tables be used for this purpose. In the case of
disability contracts (other than credit disability), which are subject to
section 846(f)(6)(A), Congress intended that nortality and norbidity tables
reasonably refl ect appropriate experience and foreign nortality and norbidity
factors.

In the case of an exenpt contract that is a life insurance or annuity contract,
reserves for such contracts are determned as follows. The reserves equal the
greater of: (1) the net surrender value of the contract (as defined in section
807(e)(1)(A)), including in the case of pension plan contracts; or (2) the
anount determ ned by applying the tax reserve nethod that would apply if the
qual i fyi ng i nsurance conpany were subject to tax under Subchapter L of the
Code, with the followi ng nodifications: First, substituted for the applicable
federal interest rate is an interest rate determned for the functional
currency of the qualifying insurance conpany’s honme country, cal cul ated (except
as provided by the Treasury Secretary in order to address insufficient data and
simlar problens) in the same manner as the md-term applicabl e Federal
interest rate (AFR) (within the nmeaning of section 1274(d)). Second,
substituted for the prevailing state assuned rate is the highest assuned
interest rate permtted to be used for purposes of determ ning statement
reserves in the foreign country for the contract. Third, in lieu of US.
nortality and norbidity tables, applied nortality and norbidity tables
reasonably reflect the current nortality and norbidity risks in the foreign
country. Fourth, the Treasury Secretary may provide that the interest rate and
nortality and norbidity tables of a qualifying insurance conpany nay be used
for one or nore of its branches when appropriate.

In no event may the reserve for any contract at any tinme exceed the foreign
statenent reserve for the contract, reduced by any catastrophe, equalization

or deficiency reserve or any sinmlar reserve. In the case of a contract that is
a property, casualty, or health insurance contract, Congress intended that this
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limtation applies with respect to unpaid | osses by line of business (sinilar
to sec. 846(a)(3)). These rules apply whether the contract is regulated as a
property, casualty, health, life insurance, annuity, or any other type of
contract.

The provision al so provides an exception fromforeign personal hol di ng conpany
i ncone for income frominvestnent of assets equal to (1) one-third of prem uns
earned during the taxable year on exenpt contracts regulated in the country in
whi ch sold as property, casualty, or health insurance contracts, and (2) 10% of
reserves (determ ned for purposes of the provision) for contracts regulated in
the country in which sold as life insurance or annuity contracts. In no event
does the exception fromforeign personal hol ding conpany income apply to

i nvestnent income with respect to excess surplus.

To prevent the shifting of relatively high-yielding assets to generate

i nvestnent income that qualifies under this tenporary exception, the provision
provi des that, except as provided by the Treasury Secretary, incone is
allocated to contracts as follows. In the case of a separate account-type
contract (including a variable contract not neeting the requirements of section
817), the incone credited under the contract is allocable only to that

contract. Incone not so allocated generally is allocated ratably anong all
contracts that are not separate account-type contracts, subject to the anti-
abuse rul es (described bel ow).

O her definitions and anti-abuse rules relating to insurance.

The provision provides that the present-law statutory definition of a life

i nsurance contract (under secs. 7702 or 101(f)), as well as the distribution on
death requirenent of section 72(s) and the diversification requirenent of
section 817(h), do not apply for purposes of determning reserves for alife

i nsurance or annuity contract under sections 953 and 954 of the Code, provided
that neither the policyholders, the insureds or annuitants, nor the
beneficiaries with respect to the contract, are U S. persons.

The provision provides a rule coordinating the exception to insurance incone
with the present-|law special rule for certain captive insurance conpani es (sec.
953(c)). Under the coordination rule, the scope of the present-law rule that
related party insurance incone is treated as subpart F inconme is retained. The
exception under the provision fromthe definition of insurance incone does not
i nclude incone derived fromexenpt contracts that cover risks other than
appl i cabl e hone country risks for purposes of the rules of section 953(c).

The anti-abuse rul es applicable under the subpart F exceptions provided in
section 954(h) (other than sec. 954(h)(7)(B) as added by the provision) apply
to these exceptions for insurance. In addition, the provision provides anti-
abuse rul es applicabl e under the exceptions fromsubpart F incone relating to
i nsur ance.

The provision provides that there shall be disregarded any item of incone,
gain, loss, or deduction of, or derived from an entity which is not engaged in
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regul ar and continuous transactions with persons that are not rel ated persons.
Congress intended this rule, for exanple, address the use of fronting conpanies
or simlar entities (that are not engaged in regular and conti nuous
transactions with persons that are not related persons) to reinsure risks in a
manner to cause a CFC or branch to qualify as a qualifying insurance conpany or
qual i fying i nsurance company branch by neeting percentage requirenents wth
respect to home country risks that it would not otherw se neet.

The provision provides that there shall be di sregarded any change in the nethod
of conputing reserves or any other transaction or transactions one of the
princi pal purposes of which is the acceleration or deferral of any itemin
order to claimthe benefits of these exceptions.

The provision also provides that a contract is not treated as an exenpt
contract (as described above) if any policyhol der, insured, annuitant, or
beneficiary is a resident of the United States; the contract was marketed to
the U S resident; and it was witten to cover a risk outside the United

St at es.

The provision also provides that a contract is not treated as an exenpt
contract if the contract covers risks |located both within and outside the
United States, and the qualifying insurance conpany or branch does not maintain
such records and file such reports with respect to the contract as the Treasury
Secretary requires. Congress intended that docunentation that is

cont enpor aneous with the issuance of the contract be maintained by the
qual i fying i nsurance conpany or branch.

The provision also provides that the Treasury Secretary may prescribe rules for
the allocation of contracts (and i ncome fromcontracts) anong two or nore
qual i fying i nsurance conpany branches of a qualifying insurance conpany in
order to clearly reflect the income of such branches.

The provision also provides that premiuns froma contract are treated as not
covering home country risks (and are treated as covering risks other than home
country risks) for purposes of the tests for 30% and 50% respectively, of net
witten premuns if the contract reinsures a contract issued or reinsured by a
rel ated person (within the nmeaning of sec. 954(d)(3)).

The provision also provides that the Treasury Secretary may prescribe
regul ati ons as may be necessary or appropriate to carry out the purposes of the
exceptions frominsurance inconme and forei gn personal hol di ng conpany i ncome
provi ded under sections 953(e) and 954(i) (as added by the provision).

O her anti-abuse rul es.

The provision generally includes the anti-abuse rules of the present-I|aw
provision, with certain further refinements. Under the provision, the anti-
abuse rules provide that itenms with respect to a transaction or series of
transactions are disregarded if one of the principal purposes of the
transaction or transactions is to qualify income or gain for these exceptions,
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i ncluding any transaction or a series of transactions a principal purpose of
which is the acceleration or deferral of any itemin order to claimthe
benefits of these exceptions. In addition, the anti-abuse rules provide that
items of an entity which is not engaged in regular and continuous transactions
wi th customers which are not rel ated persons are disregarded. Mreover, itens
with respect to a transaction or series of transactions are disregarded if one
of the principal purposes of the transaction or transactions is to qualify
incone or gain for these exceptions, including utilizing or doing business
with: (1) one or nore entities in order to satisfy any hone country
requirement, or (2) a special purpose entity or arrangenent, including a
securitization or financing arrangenment or any simlar entity or arrangenent.
Finally, the anti-abuse rules provide that a related person, officer, director,
or enmployee with respect to any CFC (or BU) which otherwi se would be treated
as a custonmer of such corporation or unit with respect to any transaction is
not treated as a custoner, if a principal purpose of such transaction is to
satisfy any requirenent for these exceptions.

Sal e of assets of an active financing business.

The provision includes a nodification to address the treatment of sales of
assets of an active financing business. In general, foreign personal holding
company i ncone includes net gains fromthe sale or exchange of property that
gives rise to dividends, interest, royalties, rents, or annuities. The

provi sion provides an exception fromthis rule for inconme that qualifies for

t he exception from subpart F for income derived in the active conduct of a
banki ng, financing, or simlar business. Under the provision, foreign personal
hol di ng conpany i nconme does not include net gains fromthe sale or exchange of
property that gives rise to dividends, interest, royalties, rents, or annuities
if such property gives rise to incone not treated as foreign personal hol ding
company incone for the taxable year by reason of the exceptions under section
954(h) or (i) (as added by the provision) for income derived in the active
conduct of a banking, financing, or simlar business or in the conduct of an

i nsurance busi ness. Congress intended that this exception apply only to the
extent that, prior to its disposition, the property was held to generate or
generated i ncone which qualifies for the exceptions under section 954(h) or (i)
(and such property was not so held for a principal purpose of taking advantage
of such exception).

Exceptions fromforeign base conpany services incone.

The present-law provision includes a correspondi ng exception fromforeign base
company services income for incone derived by a CFC fromthe perfornmance of
services that are directly related to a transaction entered into by the CFC
that gives rise to inconme that is eligible for these exceptions from subpart F.
Under the provision, foreign base conpany services incone does not include
incone that is not treated as foreign personal hol ding conpany incone by reason
of the exceptions under section 954(h) or 954(i), or the securities dealer
exception under section 954(c)(2)(CQ(ii), or treated as exenpt insurance incone
by reason of section 953(e) (as added by the provision).
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G her matters.

Congress also stated that nothing in this provision was intended to alter the
Treasury Departnent’s agreenent, as reflected in Notice 98-35, not to finalize
regul ati ons regardi ng so-called hybrid entities prior to January 1, 2000, in
order to allow Congress the opportunity to fully consider the tax policy issues
i nvol ved.

Current California Law (R&TC Sec. 25110)

In general, California does not conformto the federal rules relating to
controll ed foreign corporations. However, for California water's-edge purposes,
a controlled foreign corporation (CFC) is required to be included in the

wat er' s- edge conbined report if the CFC has Subpart F income defined in Section
952 of the Internal Revenue Code.

The income of the CFC that will be subject to California apportionnent is the
CFC s net incone conputed under the Rev. & Tax Code, nmultiplied by the ratio of
subpart F incone defined by Section 952 of the Internal Revenue Code over
earnings and profits defined in Section 964 of the Internal Revenue Code.

The subpart F incone that is reported by the U S. sharehol der for federa
purposes is not included in the income subject to California apportionment.

Under California |aw, insurance conpanies are generally not subject to the

i ncome or franchise tax. Instead, insurers pay a tax based generally on

prem uns received during the year from business transacted in California. The
gross premuns tax rate is set each year and adm nistered by the State Board of
Equal i zation. Since 1990, the tax has been set at 2.35%

Ef fecti ve Date

The provision applies only to taxable years of foreign corporations beginning
in 1999, and to taxable years of U S. shareholders with or within which such
taxabl e years of foreign corporations end.

I npact on California Revenue

Based on a review of issues for state tax purposes by audit personnel, this
provi sion affecting certain financial service corporations filing on a water's-
edge basis with CFC s will produce m nor revenue | osses on the order of

$500, 000 for 1999-0 and 2000-1. Largely because of the above entity
requirements, California' s inpact is |less than the otherw se standard
proportional estimate of the federal inpact.

286



Tax and Trade Relief Extension Act of 1998
(P.L. 105-277)

Section Section Title
1006 Di scl osure of Return Information to Departnent of Education in
Connection with I ncone Contingent Loans.

Backgr ound

Under section 6103(1)(13) of the Code, the Secretary of Treasury was authorized
to disclose to the Departnent of Education certain return information wth
respect to any taxpayer who has received an “applicable student |oan.” An
“applicabl e student |oan” is any |oan nmade under (1) part D of title IV of the
H gher Education Act of 1965 or (2) parts B or E of title IV of the Hi gher
Educati on Act of 1965, which is in default and has been assigned to the
Departnent of Education, if the |oan repaynent anounts are based in whole or in
part on the taxpayer’'s incone. The Secretary is permtted to disclose only
taxpayer identification information and the adjusted gross inconme of the

t axpayer. The Departnent of Education rmay use the information only to establish
the appropriate incone contingent repaynent anount for an applicabl e student

| oan.

The disclosure authority under section 6103(1)(13) termnated with respect to
requests made after Septenber 30, 1998.

New Federal Law (Sec. 6103(1)(13)

The provision reinstates the disclosure authority under section 6103(1)(13)
with respect to requests made after the date of enactnent and before Cctober 1,
2003.

Current California Law

Not applicabl e.

Ef fecti ve Date

The discl osure authority under section 6103(1)(13) applies to requests nade
after the date of enactnment and before COctober 1, 2003.

I npact on California Revenue

Not applicabl e.
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Section Section Title
2001 Personal Credits Fully All owed Against Regular Tax Liability
During 1998.
Backgr ound

Present | aw provides for certain nonrefundabl e personal tax credits (i.e., the
dependent care credit, the credit for the elderly and di sabl ed, the adoption
credit, the child tax credit, the credit for interest on certain hone

nort gages, the HOPE Schol arship and Lifetine Learning credits, and the D.C
honebuyer’s credit). Generally, these credits are allowed only to the extent
that the individual’s regular incone tax liability exceeds the individual’s
tentative mnimumtax (determ ned without regard to the AMI foreign tax
credit).

The tentative mnimumtax is an anpbunt equal to (1) 26% of the first $175, 000
($87,500 in the case of a married individual filing a separate return) of
alternative mninmumtaxable income (AMIl) in excess of a phased-out exenption
anmount and (2) 28% of the remaining AMII. The maxi mumtax rates on net capita
gains used in conputing the tentative mnimumtax are the sane as under the
regular tax. AMIl is the individual’'s taxable incone adjusted to take account
of specified preferences and adjustnents. The exenption anmounts are: (1)
$45,000 in the case of married individuals filing a joint return and surviving
spouses; (2) $33,750 in the case of other unmarried individuals; and (3)
$22,500 in the case of married individuals filing a separate return, estates
and trusts. The exenption ambunts are phased out by an anount equal to 25% of
t he amount by which the individual’s AMIl exceeds (1) $150,000 in the case of
married individuals filing a joint return and surviving spouses, (2) $112,500
in the case of other unmarried individuals, and (3) $75,000 in the case of
married individuals filing separate returns, or an estate or trust. These
amounts are not indexed for inflation

For famlies with three or nore qualifying children, an additional child credit
is provided which may offset the liability for social security taxes to the
extent that tax liability exceeds the anpbunt of the earned incone credit. The
additional child credit is reduced by the anpunt of the individual’s mninum
tax liability (i.e., the anount by which the tentative mninmmtax exceeds the
regular tax liability).

New Federal Law (Sec. 26)

The provision allows the nonrefundabl e personal credits to offset the
individual's regular tax in full for taxable years beginning in 1998 (as
opposed to only the amount by which the regular tax exceeds the tentative
m ni mum t ax) .

In addition, the provision of present |aw that reduces the additional child

credit by the anmount of an individual’s AMI does not apply for taxable years
begi nning in 1998.
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Current California Law

California's "personal" exenption credits for 1998 are $70 for single, head of
househol d and married filing separate, $140 for married filing joint return
blind and age 65, and $253 for dependents. In addition, California |law allows
an adoption credit, joint custody head of household credit, care of dependent
credit, parent and renter's credit. California lawlimts the use of all the
above credits by not allowing themto reduce regular tax below tentative

m ni mum t ax.

Ef fecti ve Date

The provisions apply to taxabl e years beginning in 1998.

I npact on California Revenue

Based on nodel sinulations, elimnating the tentative mninmmtax interaction
with regard to all "personal credits” would result in estimated revenue | osses
of approximately $1.5 mllion annually.
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Secti on Section Title
2002 Accel eration of the Increased Deduction for Health | nsurance
Expenses of Sel f-Enpl oyed I ndividuals.

Backgr ound

Under present |aw, self-enployed individuals are entitled to deduct a portion
of the ampunt paid for health insurance for the self-enployed individual and
t he individual’s spouse and dependents.

The portion of health insurance expenses of self-enployed individuals that is
deductible is 45% for taxable years beginning in 1998 and 1999, 50%for taxable
years beginning in 2000 and 2001, 60% for taxable years beginning in 2002, 80%
for taxable years beginning in 2003, 2004, and 2005, 90% for taxable years

begi nning in 2006, and 100% for taxable years beginning in 2007 and thereafter.

Under present |aw, enpl oyees can exclude frominconme 100% of enpl oyer-provided
heal t h i nsurance.

New Federal Law (Sec. 162(1))

The provision increases the deduction for health insurance expenses of self-
enpl oyed individuals to 60% for taxable years beginning in 1999 through 2001,
to 70% for taxable years beginning in 2002, and to 100% for taxable years
begi nning in 2003 and thereafter.

Current California Law

California is in conformty with the definition of deductible health insurance
paynments for the self-enployed and ot her individuals. However, California only
all ows 40% of health insurance costs incurred by self-enployed individuals as a
"above the line" deduction in conmputing AG. The remaining 60%is may be
deductible as an item zed deduction in conputing AG .

Ef fecti ve Date

The provision is effective for taxable years beginning after Decenber 31, 1998.

290



Tax and Trade Relief Extension Act of 1998
(P.L. 105-277)

| npact on California Revenue

The revenue | osses fromconformng to this provision are estimated as fol |l ows:

Fi scal Year Cash Fl ow I npact

Ef fective 1/1/99
Enact ed Assuned After 6/30/99

$ MIlions
1999- 2000- 2001- 2002-03 | 2003-04
00 01 02
$ (21) |$ (19) |$ (25) |$ (49 |$ (83)

The above estimate was based on the current average sel f-enpl oyed insurance
deduction taken on tax returns (derived fromthe personal incone tax
m crosimul ati on nodel ), adjusted to reflect the proposed deducti on percentages.

291



Tax and Trade Relief Extension Act of 1998
(P.L. 105-277)

Secti on Section Title
2003 Modi fication of |Individual Estimted Tax Safe Harbors.
Backgr ound

An i ndi vidual taxpayer generally is subject to an addition to tax for any

under paynent of estimated tax. An individual generally does not have an

under paynent of estimated tax if he or she makes tinely estimted tax paynents
at |l east equal to: (1) 100% of the tax shown on the return of the individua
for the preceding year (the “100% of last year’'s liability safe harbor”) or (2)
90% of the tax shown on the return for the current year. The 100% of | ast
year’s liability safe harbor is generally nodified to be a 110% of |ast year’s
liability safe harbor for any individual with an Ad of nore than $150, 000 as
shown on the return for the precedi ng taxable year, except that it is 105% of
|ast year’'s liability for taxable years beginning in 1999, 2000, and 2001, and
112% of last year’s liability for taxable years beginning in 2002. If a married
individual files a separate return for the year for which an estinmated tax
instal |l mrent paynment was due, the $150, 000 anmount becones $75, 000.

New Federal Law (Sec. 6654)

For taxabl e years beginning in 2000 and 2001, the 105% of last year’s liability
safe harbor for any individual with an A of nore than $150, 000 as shown on
the return for the preceding taxable year is nodified to be a 106% of | ast
year’s liability safe harbor

Current California Law

California lawis in conformty with federal law as it relates to estimate
paynent safe harbors for individuals with AG of nore than $150,000 prior to
t he enactnment of the Tax and Trade Relief Extension Act of 1998. For taxable
years beginning in 2000 and 2001, 105% of the prior year tax nust be paid in
order for the individual to qualify for the exception to the underpaynent of
tax penalty.

Ef fecti ve Date

The provision is effective for taxable years beginning in 2000 and 2001.

I npact on California Revenue

Cash fl ow revenue accelerations that would result if California conforned to
this provision would be on the order of $1 million for 1999-0 and m nor
thereafter.
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Section Section Title
2011 Per manent Extension of Incone Averaging for Farmers.
Backgr ound

An indi vidual engaged in a farm ng business may elect to conpute his or her
current year tax liability by averaging, over the prior three-year period, al
or a portion of the taxable inconme that is attributable to the farmng

busi ness.

In general, an individual who makes the election (1) designates all or a
portion of his or her taxable income attributable to any farm ng business from
the current year as “elected farmincone;” (2) allocates one-third of the
elected farminconme to each of the three prior taxable years; and (3)

determ nes the current year section 1 tax liability by combining (a) his or her
current year section 1 tax liability excluding the elected farmincone
allocated to the three prior taxable years, plus (b) the increases in the
section 1 tax liability for each of the three prior taxable years caused by

i ncluding one-third of the elected farmincone in each such year. Any

all ocation of elected farmincone pursuant to the election applies for purposes
of any election in a subsequent taxable year.

The provision does not apply for enploynent tax purposes, or to an estate or a
trust. The provision also does not apply for purposes of the alternative

m nimumtax. The provision is effective for taxable years beginning after
Decenber 31, 1997, and before January 1, 2001

New Federal Law (Sec. 1301)

The provision permanently extends the inconme averagi ng provision for farners.

Current California Law

California | aw does not provide for incone averaging for farners.

Ef fecti ve Date

The provision is effective for taxable years beginning after Decenber 31, 2000.

I npact on California Revenue

Not applicabl e.
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Section Section Title
2012 Farm Production Flexibility Contract Paynents.
Backgr ound

A taxpayer generally is required to include an itemin incone no |later than the
time of its actual or constructive receipt, unless such anmount properly is
accounted for in a different period under the taxpayer’'s nmethod of accounting.
If a taxpayer has an unrestricted right to demand the paynent of an anount, the
taxpayer is in constructive recei pt of that anount regardl ess of whether the

t axpayer nmakes the demand and actually receives the paynent.

The Federal Agriculture Inprovenment and Reform Act of 1996 (the FAIR Act)
provides for production flexibility contracts between certain eligible owlers
and producers and the Secretary of Agriculture. These contracts generally cover
crop years from 1996 through 2002. Annual paynents are made under such
contracts at specific tinmes during the federal government’s fiscal year.
Section 112(d)(2) of the FAIR Act, provides that one-half of each annua
paynment is to be nmade on either Decenber 15th or January 15th of the fisca
year, at the option of the recipient. This option to receive the paynent on
Decenber 15'" potentially results in the constructive receipt (and thus
potential inclusion in incone) of one-half of the annual paynent at that tine,
even if the option to receive the anbunt on January 15th is el ected.

The remai ni ng one-half of the annual paynent nust be made no later than
Septenber 30th of the fiscal year. The Enmergency Farm Fi nancial Relief Act of
1998 added section 112(d)(3) to the FAIR Act which provides that all paynents
for fiscal year 1999 are to be paid at such tinme or times during fiscal year
1999 as the recipient may specify. Thus, the one-half of the annual anount that
woul d ot herw se be required to be paid no |ater than Septenber 30, 1999, can be
specified for paynent in cal endar year 1998. This potentially results in the
constructive receipt (and thus required inclusion in taxable incone) of such
anounts in cal endar year 1998, regardl ess of whether the amounts actually are
received or the right to their receipt is fixed.

New Federal Law

The tinme a production flexibility contract paynment under the FAIR Act properly
is includible in income would be determ ned without regard to the options
granted by section 112(d)(2) (allow ng recei pt of one-half of the annual
payrment on either Decenber 15th or January 15th of the fiscal year) or section
112(d)(3) (allowing the acceleration of all paynments for fiscal year 1999) of
t hat Act.
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Current California Law

California law follows federal lawin regards to the tax accounting concept of
“constructive receipt.”. Therefore, the tinme a production flexibility contract
payrment received under the FAIR Act properly is includible in income wuld be
determ ned by taking into account the options granted under the FAIR Act.

Ef fecti ve Date

The provision is effective for production flexibility contract paynents nade
under the FAIR Act in taxable years ending after Decenber 31, 1995.

I npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying nmeasures will be applied by IRS, and nost taxpayers will anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Section Section Title
2013 Extend the Net Operating Loss Carryback Period for Farners.
Backgr ound

A net operating loss (“NO.") is, generally, the amount by which business
deducti ons of a taxpayer exceed business gross income. An NOCL may be carried
back two years and carried forward 20 years to offset taxable inconme in such
years. A taxpayer may elect to forgo the carryback of an NOL. In the case of an
NCL (1) arising fromcasualty or theft |osses of individual taxpayers, or (2)
attributable to Presidentially declared disasters for taxpayers engaged in a
farm ng business or a snmall business, the NOL can be carried back three years.
A farm ng business includes the trade or business of farmng, as well as the
trade or business of operating a nursery or sod farm or the raising or
harvesting of certain trees. Special rules apply to real estate investnent
trusts (no carrybacks), specified liability |osses (10-year carryback), and
excess interest | osses (no carrybacks).

A carryback of an NOL will result in the refund of federal inconme tax for the
carryback year. A carry forward of an NOL will reduce federal incone tax for
the carryforward year

New Federal Law (Sec. 172)

The provision provides a special five-year carryback period for a farm ng | oss,
regardl ess of whether the loss was incurred in a Presidentially decl ared

di saster area. The carryforward period remains at 20 years. A “farming loss” is
defined as the anobunt of any net operating loss attributable to the incone and
deductions of a farm ng business (as defined in section 263A(e)(4)). A farmng
| oss cannot exceed the taxpayer’s NOL for the taxable year. In calculating the
anount of a taxpayer’s NOL carrybacks, the portion of the NOL that is
attributable to a farmng loss is treated as a separate NOL and is taken into
account after the remaining portion of the NOL for the taxable year.

A taxpayer can elect to forgo the five-year carryback period for a farm ng

| oss. The election to forgo the five-year carryback period is nmade in the
manner prescribed by the Secretary of the Treasury and nust be nmade by the due
date of the return (including extensions) for the year of the |loss. The
election is irrevocable. If a taxpayer elects to forgo the five-year carryback
period, then the farmng | osses are subject to the rules that otherw se would
have applied under section 172 absent the five-year rule. The three-year
carryback period continues to apply to an NOL incurred in a Presidentially
decl ared disaster area if such NOL is not eligible for the five-year carryback
peri od.
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Current California Law (R&TC Sec. 17276, 24416)

Exi sting state | aw generally conforns to the conputation of federal NCLs.
However, California does not allow NOL carrybacks. In addition, California | aw
contains a series of special NOL rules applicable to certain taxpayers and the
conduct of business activities in certain |ocations which determ ne the anount
of the NOL that is eligible to be carried forward and the nunber of years it
can be carried forward:

Type of NOL NCL % Al l owed to Carryover

be Carried Over Peri od

CGeneral NOL 50% 5 Years
New Busi ness Year 1 100% 8 Years
Year 2 100% 7 Years

Year 3 100% 6 Years

Eligi bl e Smal | Busi ness 100% 5 Years
Speci fied D saster Loss 100% 5 Years
50% 10 Years

LARZ, LAMBRA & EZ 100% 15 Years

Ef fecti ve Date

The provision is effective for NOLs arising in taxabl e years beginning after
Decenmber 31, 1997.

I npact on California Revenue

Not applicabl e.
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Section Section Title
2021 Increase State Volune Limts on Private Activity Tax- Exenpt Bonds.
Backgr ound

Interest on bonds issued by states and | ocal governnents is excluded from
incone if the proceeds of the bonds are used to finance activities conducted
and paid for by the governnmental units (Code sec. 103). Interest on bonds

i ssued by these governnmental units to finance activities carried out and paid
for by private persons (“private activity bonds”) is taxable unless the
activities are specified in the Internal Revenue Code. Private activity bonds
on which interest nmay be tax-exenpt include bonds for privately operated
transportation facilities (e.g., airports, docks and wharves, mass transit, and
hi gh speed rail facilities), privately owned and/ or provided mnunicipal services
(e.g., water, sewer, solid waste disposal, and certain electric and heating
facilities), econom c devel opnment (e.g., small manufacturing facilities and
redevel opnment in economcally depressed areas), and certain social prograns
(e.g., lowincome rental housing, qualified nortgage bonds, student | oan bonds,
and exenpt activities of charitable organi zati ons described in Code sec.
501(c)(3)).

The vol unme of tax-exenpt private activity bonds that states and | ocal
governnments may i ssue for nost of these purposes in each cal endar year is
limted by state-wide volunme limts. The current annual volunme limt for any
state is the greater of $50 per resident of the state or $150 million. The
volunme Iimts do not apply to private activity bonds to finance airports, docks
and wharves, certain governnmental ly owned, but privately operated, solid waste
di sposal facilities, certain high speed rail facilities, and to certain types
of private activity tax-exenpt bonds that are subject to other Iimts on their
volune (qualified veterans’ nortgage bonds and certain “new’ enpowernent zone
and enterprise comunity bonds).

New Federal Law (Sec. 146)

The provision increases the present-|aw annual state private activity bond
volune limts to $75 per resident of each state or $225 million (if greater)
begi nning in cal endar year 2007. The increase is phased-in as follows,

begi nning in cal endar year 2003:

Cal endar Year Volune Limt
2003 $55 per resident ($165 million if greater)
2004 $60 per resident ($180 million if greater)
2005 $65 per resident ($195 million if greater)
2006 $70 per resident ($210 mllion if greater)
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Current California Law (R&TC Sec. 17143, 24272)

The PITL specifically does not conformto federal |aw regarding private
activity bonds. The California Constitution provides an exenption fromincone
taxation for all interest frombonds issued by this state or a | ocal governnent
of this state. Federal law, other than the IRC, prohibits state taxation of
interest on federal bonds, if the interest on state obligations is exenpt from
tax. Taxpayers subject to the corporate franchise tax nmust include in the
measure of franchise tax all interest received, whether taxable or tax-exenpt.
Interest received fromfederal obligations and California obligations or its
political subdivisions is excluded fromincone subject to the corporation and
personal income tax.

Ef fecti ve Date

The provision is effective beginning in cal endar year 2003.

I npact on California Revenue

Not applicabl e.
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Section Section Title
2022 Conpr ehensi ve Study of Recovery Periods and Depreciation Methods
Under Section 168.

Backgr ound

A taxpayer is allowed to deduct a reasonable all owance for the exhaustion, wear
and tear, and obsol escence of property that is used in a trade or business or
is held for the production of income. For nost tangible personal and real
property placed in service after 1986, the amount of the deductible all owance
is determ ned under section 168 using the applicable recovery period, the
appl i cabl e depreciation nethod, and the applicable convention specified in
section 168.

For sone types of assets, the applicable recovery period is specified in
section 168. In other cases, the recovery period is determ ned by reference to
its class life. The class life of an asset may be provided by section 168, or
may be determined with regard to the list of class |lives provided by the
Treasury that was in effect on January 1, 1986. The Treasury Departnent is
required to nonitor and anal yze actual experience with respect to all
depreci abl e assets.

The applicabl e depreciation nethod determnes the rate at which the cost of the
property is recovered. In general, the applicable depreciation nethod specified
in section 168 varies with the recovery period of the property. For property
with a recovery period of 10 years or |less, the applicable nethod is the 200%
decl i ni ng bal ance nethod, switching to straight-line in the first year in which
that nethod yields a |arger allowance. The 150% decli ning bal ance (switching to
straight-line method) is the applicable nmethod for property with a recovery
period of 15 or 20 years, as well as for all property used in the trade or

busi ness of farmng. The straight-1ine nmethod nust be used for property with a
| onger recovery period, as well as for certain specified types of property.

The applicabl e convention determnes the point in time during the year that the
property is considered placed in service. Applicable conventions specified in
section 168 include the md-year, the md-quarter and the m d-nonth

conventi ons.

New Federal Law (Sec. 168)

The Secretary of the Treasury (or his delegate) is directed to conduct a
compr ehensi ve study of the recovery periods and depreciati on nmethods under
section 168 of the Code and to provide reconmendati ons for determ ning such
periods and nethods in a nore rational manner.
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Current California Law (R&TC Sec. 17250, 24349)

The Personal Incone Tax Law is generally conforned to federal law as it rel ates
to depreciation. In addition, S corporations are permtted to use depreciation
met hods accept abl e under the Personal |Income Tax Law. The Bank and Corporation
Tax Law has not conforned to the federal Modified Accel erated Cost Recovery
System (MACRS) as permtted by I RC section 168. Both the PITL and B&CTL contain
speci al provisions for econom c zones (enterprise zones, etc.)for favorable
depreci ation nethods (additional first year expensing, shorten recovery period,
etc.) for various types of property.

Ef fecti ve Date

The Secretary of the Treasury (or his delegate) is directed to submt the
results of the study and reconmmendati ons to the House Ways and Means and Senate
Fi nance Conm ttees by March 31, 2000.

I npact on California Revenue

Not applicabl e.
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Section Section Title
2023 State El ection to Exenpt Student Enpl oyees from Social Security.

Backgr ound

The Social Security Amendments of 1972 provided an opportunity for states to
obtai n exenptions fromsocial security coverage for student enpl oyees of public
school s, colleges, and universities. states choosing to opt out had to do so
prior to January 1, 1974. Most states did. Student enployees in these states do
not have to pay FICA taxes on their wages, allowng themto keep nore of their
ear ni ngs.

New Federal Law

The provision allows a limted wndow of tinme (January 1 through March 31
1999) for states to nodify existing state agreenments to exenpt students

(i ncludi ng graduate assistants) from social security coverage who are enpl oyed
by a public school, university, or college in a nonexenpted state.

Current California Law

Not applicabl e.

Ef fecti ve Date

The provision permtting states to nodify existing agreenent is effective with
respect to services performed after June 30, 2000.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3001 Treatnent of Certain Deductible Liquidating Distributions of
Regul at ed | nvest ment Conpani es and Real Estate |Investnent Trusts.

Backgr ound

Regul at ed i nvest ment conpanies (RICs) and real estate investnment trusts (REITS)
are all owed a deduction for dividends paid to their sharehol ders. The deduction
for dividends paid includes amounts distributed in |iquidation which are
properly chargeable to earnings and profits, as well as, in the case of a
conmplete liquidation occurring within 24 nonths after the adoption of a plan of
complete liquidation, any distribution nmade pursuant to such plan to the extent
of earnings and profits. Rules that govern the receipt of dividends fromRICs
and REITs generally provide for including the amount of the dividend in the

i ncone of the sharehol der receiving the dividend that was deducted by the RIC
or REIT. Cenerally, any sharehol der realizing gain froma |iquidating
distribution of a RIC or REIT includes the amount of gain in the sharehol der’s
i ncone. However, in the case of a liquidating distribution to a corporation
owni ng 80% of the stock of the distributing corporation, a separate rule
generally provides that the distribution is tax-free to the parent corporation
The parent corporation succeeds to the tax attributes, including the adjusted
basis of assets, of the distributing corporation. Under these rules, a
liquidating RIC or REIT m ght be allowed a deduction for anounts paid to its
parent corporation, w thout a corresponding inclusion in the incone of the
parent corporation, resulting in inconme being subject to no tax.

A RICor REIT may designate a portion of a dividend as a capital gain dividend
to the extent the RIC or REIT itself has a net capital gain, and a RI C may
designate a portion of the dividend paid to a corporate shareholder as eligible
for the 70% di vi dends-recei ved deduction to the extent the RIC itself received
di vidends from ot her corporations. If certain conditions are satisfied, a RIC
also is permtted to pass through to its sharehol ders the tax-exenpt character
of the RIC s net income fromtax-exenpt obligations through the paynment of
“exenpt interest dividends,” though no deduction is allowed for such dividends.

New Federal Law (Sec. 332, 334)

Any amount which a liquidating RIC or REIT may take as a deduction for

di vidends paid with respect to an otherwi se tax-free liquidating distribution
to an 80% corporate owner is includible in the incone of the recipient
corporation. The includible anbunt is treated as a dividend received fromthe
RIC or REIT. The liquidating corporation may designate the anpunt distributed
as a capital gain dividend or, in the case of a RIC, a dividend eligible for
the 70% di vi dends recei ved deduction or an exenpt interest dividend, to the
extent provided by the RIC or REIT provisions of the Code.
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The provision does not otherw se change the tax treatnent of the distribution
to the parent corporation or to the RIC or REIT. Thus, for exanple, the

| iquidating corporation will not recognize gain (if any) on the liquidating

di stribution and the recipient corporation will hold the assets at a carryover
basi s, even where the anpbunt received is treated as a divi dend.

Current California Law (R&TC Sec. 24870-3)

California law confornms to the federal treatnment of RICs and REITs with certain
nmodi fications. California is conforned to the federal treatnment of a
liquidating distribution froma RIC or a REIT prior to the enactnment of the Tax
and Trade Relief Extension Act of 1998. Additionally, California has not
confornmed to the nodification made by | RS Reform Act section 6012(g) relating
to "earnings and profits" ordinary distributions of REITSs.

Ef fecti ve Date

The provision is effective for distributions on or after May 22, 1998,
regardl ess of when the plan of l|iquidation was adopted. No inference is
i ntended regarding the treatnment of such transactions under present |aw

I npact on California Revenue

Thi s provision has both conformty and baseline inpacts. Under conformty,
California would be taxing liquidating distributions by certain pass-through
i nvestnent entities to 80% corporate owners. The baseline effect, which wll
occur automatically for state tax purposes, represents the substitution of
other investnents that will not in all cases be protected fromincone tax.

Conformng to this provision would result in revenue gains estimated to be on
the order of $40 million in 1999-00 and $5 mllion in 2000-01. Baseline revenue
gains are projected to be on the order of $15 million annually beginning in
1998-99. Conformty estimates assume the provision would be effective for
liquidating distributions occurring in income years beginning on or after
January 1, 1999. Revenue estimates were based on federal projections for this
provi si on.
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Section Section Title
3002 Add Vacci nes Against Rotavirus Gastroenteritis to the List of
Taxabl e Vacci nes.

Backgr ound

A manufacturer’s excise tax is inposed at the rate of 75 cents per dose on the
foll owi ng vaccines routinely recommended for adm nistration to children

di pht heria, pertussis, tetanus, neasles, nunps, rubella, polio, HB
(haenophi lus i nfluenza type B), hepatitis B, and varicella (chicken pox).
Amounts equal to net revenues fromthis excise tax are deposited in the Vaccine
I njury Compensation Trust Fund.

New Federal Law (Sec. 4132)

The provision adds any vacci ne against rotavirus gastroenteritis to the list of
t axabl e vacci nes.

Current California Law

Not applicabl e.

Ef fecti ve Date

The provision is effective for vaccines sold by a manufacturer or inporter
after the date of enactnent.

| npact on California Revenue

Not applicabl e.
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Section Section Title
3003 A arify and Expand Mat hemati cal Error Procedures.
Backgr ound

Taxpayer identification nunbers (TINs). The IRS may deny a personal exenption
for a taxpayer, the taxpayer’s spouse or the taxpayer’s dependents if the
taxpayer fails to provide a correct TIN for each person for whomthe taxpayer
clainms an exenption. This TIN requirenent also indirectly affects other tax
benefits currently conditioned on a taxpayer being able to claima persona
exenption for a dependent (e.g., head-of-household filing status and the
dependent care credit). OQher tax benefits, including the adoption credit, the
child tax credit, the Hope Scholarship credit, the Lifetinme Learning credit,
and the earned inconme credit also have TIN requirenments. For nost individuals,
their TINis their Social Security Nunber (SSN). The mat hermatical and clerica
error procedure currently applies to the om ssion of a correct TIN for purposes
of personal exenptions and all of the credits |isted above except for the
adoption credit.

Mat hematical or clerical errors. The RS may summarily assess additional tax
due as a result of a mathematical or clerical error wthout sending the

t axpayer a notice of deficiency and giving the taxpayer an opportunity to
petition the Tax Court. Wiere the IRS uses the sunmary assessnent procedure for
mat hermatical or clerical errors, the taxpayer nust be given an expl anation of
the asserted error and a period of 60 days to request that the IRS abate its
assessnment. The IRS may not proceed to collect the anmount of the assessnent
until the taxpayer has agreed to it or has allowed the 60-day objection period
to expire. If the taxpayer files a request for abatement of the assessnent
specified in the notice, the IRS nust abate the assessnent. Any reassessnent of
the abated amount is subject to the ordinary deficiency procedures. The request
for abatenent of the assessnment is the only procedure a taxpayer may use prior
to paying the assessed anount in order to contest an assessnent arising out of
a mathematical or clerical error. Once the assessnent is satisfied, however,
the taxpayer may file a claimfor refund if he or she believes the assessnent
was made in error.

New Federal Law (Sec. 6213)

The provision provides that in the application of the mathematical and clerica
error procedure, a correct TINis a TIN that was assigned by the Soci al
Security Administration (or in certain limted cases, the IRS) to the

i ndividual identified on the return. For this purpose, the IRS is authorized to
determ ne that the individual identified on the tax return corresponds in every
aspect (including nane, age, date of birth, and SSN) to the individual to whom
the TINis issued. The IRS also is authorized to use the mat hematical and
clerical error procedure to deny eligibility for the dependent care tax credit,
the child tax credit, and the earned incone credit even though a correct TIN
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has been supplied if the IRS determ nes that the statutory age restrictions for
eligibility for any of the respective credits is not satisfied (e.g., the TIN
issued for the child clained as the basis of the child tax credit identifies
the child as over the age of 17 at the end of the taxable year).

Current California Law

California | aw does not require a TIN for dependents, but does contain various
credits for dependents. Revenue and Taxation Code section 17054(e) states that
the credit shall not be denied if the identification nunber is not included on
the return claimng the credit

Ef fecti ve Date

The provision is effective for taxable years ending after October 21, 1998.

I npact on California Revenue

Not applicabl e.
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Section Section Title
3004 Restrict 10-Year Net Operating Loss Carryback Rules for Specified
Liability Losses.

Backgr ound

Under present law, that portion of a net operating loss that qualifies as a
“specified liability |1 oss” may be carried back 10 years rather than being
limted to the general two-year carryback period. A specified liability | oss

i ncl udes anounts all owable as a deduction with respect to product liability and
also certain liabilities that arise under federal or state |law or out of any
tort of the taxpayer. In the case of a liability arising out of a federal or
state law, the act (or failure to act) giving rise to the liability nust occur
at |l east three years before the beginning of the taxable year. In the case of a
liability arising out of a tort, the liability nust arise out of a series of
actions (or failures to act) over an extended period, a substantial portion of
whi ch occurred at |east three years before the beginning of the taxable year. A
specified liability | oss cannot exceed the amount of the net operating | oss and
is only available to taxpayers that used an accrual nethod of accounting

t hroughout the period that the acts (or failures to act) occurred.

New Federal Law (Sec. 172)

Under the provision, specified liability losses are limted to product
liability | osses and anmounts all owabl e as a deduction (other than a deduction
under sec. 468(a)(1l) or sec. 468A(a)) that are in satisfaction of a liability
under a federal or state law requiring the reclamation of |and, decomm ssioning
of a nuclear power plant (or any unit thereof), dismantlenment of a drilling
platform renediation of environnmental contam nation, or a paynent under any
wor kers conpensation act (within the nmeaning of sec. 461(h)(2)(Q(i)), if the
act (or failure to act) giving rise to such liability occurs at |east three
years before the beginning of the taxable year. As under present |law, the
specified liability loss (as redefined) cannot exceed the anount of the net
operating loss and is only available to taxpayers that used an accrual nethod
of accounting throughout the period that the act (or failure to act) giving
rise tothe liability occurred. No inference regarding the interpretation of
the specified liability |oss carryback rules under present |law is intended.

Current California Law (R&TC Sec. 17276, 24416)

California | aw does not permt "net operating” or "specified liability" |oss
carrybacks. Generally, only 50% of the |osses of this nature may be carried
forward for five years.
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Ef fecti ve Date

The provision is effective for net operating | osses arising in taxable years
endi ng after Cctober 21, 1998.

| npact on California Revenue

No appli cabl e.

309



Tax and Trade Relief Extension Act of 1998
(P.L. 105-277)

Secti on Section Title
4003( a) Treatnment of Interest on Qualified Education Loans

Backgr ound

Present |law, as nodified by the TRA of 1997, provides that certain individuals
who have paid interest on qualified education |oans may cl ai m an above-the-1ine
deduction for such interest expense, up to a maxi num dol |l ar anmount per year
($1,000 for taxable years beginning in 1998), subject to certain income limt
phaseouts (sec. 221). The maxi mum deduction is phased out ratably for

i ndi vi dual taxpayers with nodified AG between $40, 000 and $55, 000 ($60, 000 and
$75,000 for joint returns). Present |law al so provides that in the case of a

t axpayer other than a corporation, no deduction is allowed for persona

interest (sec. 163(h)). For this purpose, personal interest neans any interest
al | onabl e as a deduction, other than certain types of interest listed in the
statute. This provision does not specifically provide that otherw se deductible
qualified education loan interest is not treated as personal interest. Present

| aw provides that a qualified education | oan does not include any indebtedness
owed to a person who is related (within the nmeaning of sec. 267(b) or 707(b))
to the taxpayer (sec. 221(e)(1)).

New Federal Law (Sec. 221 & 163(h))

The provision clarifies that otherw se deductible qualified education |oan
interest is not treated as nondeducti bl e personal interest. The provision al so
clarifies that, for purposes of section 221, nodified A is determ ned after
application of section 135 (relating to inconme fromcertain U S. saving bonds)
and section 137 (relating to adoption assi stance prograns).

The provision also provides that a qualified education | oan does not i nclude
any i ndebt edness owed to any person by reason of a |oan under any qualified
enpl oyer plan (as defined in section 72(p)(4)) or under any contract purchased
under a qualified enployer plan (as described in sec. 72(p)(5)).

Current California Law (R&TC Sec. 17201)

California lawis in conformty with federal law as it read on January 1, 1998,
as it relates to student loan interest (AB 2797, Stat. 1998, Ch. 322).
California | aw has not confornmed to the changes nade by the I RS Reform Act and
the Tax and Trade Relief Act.
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Ef fecti ve Date

This provision is effective for interest paynents made after Decenber 31, 1998.

I npact on California Revenue

California has already confornmed to the basic underlying provisions. Mst
taxpayers will likely apply these clarifying neasures at the state | evel as
well. Any additional inmpact fromstate | egislation wuld be insignificant.
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Secti on Section Title
4003( b) Capital Gain Distributions of Charitable Renmainder Trusts.

Backgr ound

The inconme beneficiary of a charitable remainder trust (CRT) includes the
trust's capital gain in incone when the gains are distributed to the
beneficiary. I RS Notice 98-20 provi des gui dance with respect to classifying
long-termcapital gain distributions froma CRT under the capital gain rules
enacted by the TRA of 1997. Under the Notice, |ong-termcapital gains properly
taken into account by the trust before January 1, 1997, are treated as falling
in the 20%group of gain (i.e., gain not in the 28%rate gain or unrecaptured
sec. 1250 gain categories). Long-termcapital gains properly taken into account
by the trust after Decenber 31, 1996, and before May 7, 1997, are included in
28% rate gain. Long-termcapital gains properly taken into account by the trust
after May 6, 1997, are treated as falling into the category which would apply
if the trust itself were subject to tax.

New Federal Law (Sec. 1(h))

The provision provides that, in the case of a capital gain distribution by a
CRT after Decenmber 31, 1997, with respect to anmounts properly taken into
account by the trust during 1997, anobunts will not be included in the 28%rate
gain category solely by reason of being properly taken into account by the
trust before May 7, 1997, or by reason of the property being held not nore than
18 nonths. Thus, for exanple, gain on the sale of stock by a CRT on February 1,
1997, will not be taken into account in determ ning 28% rate gain where the
gain is distributed after 1997.

The Tax and Trade Relief Extension Act of 1998 contains a simlar anendnent to
section 1(h)(13), as anmended by section 5001 of the IRS Reform Act (discussion
included in the Act section 5001), to provide that, for purposes of taxing the
recipient of a distribution made after 1997 by a CRT, ampbunts will not be taken
into account in conputing 28% rate gain by reason of being properly taken into
account before May 7, 1997, or by reason of the property being held for not
nmore than 18 nonths. Thus, no anount distributed by a CRT after 1997 will be
treated as in the 28%category (other than by reason of the disposition of
collectibles or small business stock).

Current California Law

California lawis in full conformty with federal law as it read on January 1
1998, as it relates to CRTs. However, California | aw does not provide different
tax rates for capital gains, therefore, all income of a CRT, ordinary or
capital, is taxed at the sanme rate of 9.3%
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Ef fecti ve Date

The provision applies to taxable years begi nning after Decenber 31, 1997.

I npact on California Revenue

California has already confornmed to the basic underlying provisions. Mst
taxpayers will likely apply these clarifying neasures at the state | evel as
well. Any additional inmpact fromstate | egislation wuld be insignificant.
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Secti on Section Title
4003( c) G fts May Not Be Revalued for Estate Tax Purposes After Expiration
of Statute of Limtations.

Backgr ound

Basic structure of federal estate and gift taxes. The federal estate and gift
taxes are unified so that a single progressive rate schedule is applied to an
i ndividual's cunul ative gifts and bequests. The tax on gifts nade in a
particular year is conputed by determning the tax on the sum of the taxable
gifts made in that year and in all prior years and then subtracting the tax on
the prior years' taxable gifts and the unified credit. Simlarly, the estate
tax is conputed by determining the tax on the sumof the taxable estate and
prior taxable gifts and then subtracting the tax on taxable gifts, the unified
credit, and certain other credits.

This structure raises two different, but related, issues: (1) what is the
period beyond which additional gift taxes cannot be assessed or coll ected,
generically referred to as the "period of limtations", and (2) what is the
period beyond which the anbunt of prior transfers cannot be revalued for the
pur pose of determ ning the amount of tax on subsequent transfers.

G ft and estate tax period of limtations. Section 6501(a) provides the genera
rule that any tax (including gift and estate tax) nust be assessed, or a
proceedi ng begun in a court for the collection of such tax w thout assessnent,
within three years after the return is filed by the taxpayer. Under section
6501(e)(2), the period for assessnents of gift or estate tax is increased to
Ssix years where there is nore than a 25% om ssion in the anbunt of the tota
gifts or gross estate disclosed on the gift or estate tax return. Section
6501(c)(9) provides an exception to these rules under which gift tax may be
assessed, or a proceeding in a court for collection of gift tax may be begun,
at any tinme unless the gift is disclosed on a gift tax return or a statenent
attached to a gift tax return

Reval uation of gifts for estate tax purposes. The value of a gift is its value
as finally determ ned under the rules for purposes of determ ning the
applicable estate tax bracket and available unified credit. The value of a gift
is finally determined if (1) the value of the gift is shown on a gift tax
return for that gift and that value is not contested by the Treasury Secretary
before the expiration of the period of limtations on assessnment of gift tax
even where the value of the gift as shown on the return does not result in any
gift tax being owed (e.g., through use of the unified credit), (2) the value is
specified by the Treasury Secretary pursuant to a final notice of

redeterm nation of value (a final notice) within the period of limtations
applicable to the gift for gift tax purposes (generally, three years) and the

t axpayer does not tinely contest that value, or (3) the value is determ ned by
a court or pursuant to a settlenment agreenent between the taxpayer and the
Treasury Secretary under an adm nistrative appeals process whereby a taxpayer
can chal l enge a redeterm nation of value by the IRS prior to issuance of a
final notice. In the event the taxpayer and the I RS cannot agree on the val ue
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TRA of 1997 provided the U S. Tax Court with jurisdiction to
atory judgnent on the value of a gift (section 7477). A taxpayer
a final notice may chall enge the redeterm ned value of the gift
in the final notice) by filing a notion for a declaratory
the U S. Tax Court. The nmotion nust be filed on or before 90 days
that the final notice was nmailed. The statute of limtations is
t he pendency of the Tax Court proceeding. Simlarly, under a rule
the conputation of the gift tax (sec. 2504(c)), the val ue of
prior years is its value as finally determned if the period of
r assessnent of gift tax on the prior gifts has expired.
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clarifies the rules relating to revaluations of prior transfers
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Not applicable
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Secti on Section Title
4003( g) Treatnent of Affiliated G oup Including Fornerly Tax-Exenpt
Organi zat i ons.

Backgr ound

Present | aw provides that an organization described in sections 501(c)(3) or
(4) of the Code is exenpt fromtax only if no substantial part of its
activities consists of providing conmercial -type insurance. \Wen this rule was
enacted in 1986, certain treatnent applied to Blue Cross and Blue Shield
organi zations providing health insurance that were subject to this rule and
that net certain requirenents. Treasury regul ati ons were pronul gated providing
rules for filing consolidated returns for affiliated groups including such
organi zations (Treas. Reg. sec. 1.1502-75(d)(5)).

The TRA of 1997 repeal ed the grandfather rules provided in 1986 (permtting the
retention of tax-exenpt status) that were applicable to that portion of the
busi ness of the Teachers Insurance Annuity Association and Col | ege Retirenent
Equities Fund attributable to pension business and to the portion of the

busi ness of Miutual of Anmerica attributable to pension business. The TRA of 1997
did not specifically provide rules for filing consolidated returns for
affiliated groups including such organizations.

Present law with respect to consolidated returns provides for an election to
treat a life insurance conpany as an includible corporation, and al so provides
that a life insurance conpany may not be treated as an includible corporation
for the five taxable years imedi ately preceding the taxable year for which the
consolidated return is filed (sec. 1504(c)(2)). Present |aw al so provides that
a corporation that is exenpt fromtaxation under Code section 501 is not an

i ncludi bl e corporation (sec. 1504(b)(1)).

New Federal Law

The provision provides rules for filing consolidated returns for affiliated
groups including any organi zation with respect to which the grandfather rule
under Code section 501(n) was repeal ed by section 1042 of the TRA of 1997. The
provi sion provides that rules simlar to the rules of Treasury Regul ation
section 1.1502-75(d)(5) apply in the case of such an organization. Thus, an
affiliated group including such an organi zati on may nake the el ection descri bed
in section 1504(c)(2) (relating to a five-year period) without regard to

whet her the organi zati on was previously exenpt fromtax under Code section 501.
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Current California Law

Under California |aw, insurance conpanies are generally not subject to the

i ncone or franchise tax and thus are included in a conbined report. |nstead,
insurers pay a tax based generally on prem uns received during the year from
busi ness transacted in California. The gross premuns tax rate is set each year
by the State Board of Equalization. Since 1990, the tax has been set at 2.35%

Ef fecti ve Date

The provision is effective for taxable years beginning after Decenber 31, 1997.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title

4003( h) Treatment of Net Operating Losses Arising fromCertain Eligible
Losses.

Backgr ound

The TRA of 1997 changed t he general net operating | oss (NOL) carryback period
of a taxpayer fromthree years to two years. The three-year carryback period
was retained in the case of an NOL attributable to an eligible loss. An
eligible loss is defined as (1) a casualty or theft [oss of an individual
taxpayer, or (2) an NCOL attributable to a Presidentially declared disaster area
by a taxpayer engaged in a farm ng business or a small business. O her special
rules apply to real estate investnent trusts (REITs) (no carrybacks), specified
liability | osses (10-year carryback), and excess interest |osses (no
carrybacks).

New Federal Law (Sec. 172(b)(1)(F))

The provision coordinates the use of eligible losses with the genera

rule for NOLs in the sane manner as a loss arising froma specified liability

| oss. Thus, an eligible loss for any year is treated as a separate net
operating loss and is taken into account after the remaining portion of the net
operating |l oss for the taxable year

Current California Law

California does not allow NOL carrybacks. California | aw does generally conform
to the conputation of the federal NOL, however.

Ef fecti ve Date

The provision is effective for NOLs arising in taxabl e years beginning after
t he August 5, 1997.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
4003(i ) Determ nati on of Unborrowed Policy Cash Value Under COLI Pro Rata
Interest Disall owance Rul es.

Backgr ound

In the case of a taxpayer other than a natural person, no deduction is allowed
for the portion of the taxpayer's interest expense allocable to unborrowed
policy cash surrender values with respect to any life insurance policy or
annuity or endowrent contract issued after June 8, 1997. Interest expense is
al l ocabl e to unborrowed policy cash values based on the ratio of (1) the

t axpayer's average unborrowed policy cash values of life insurance policies and
annui ty and endowrent contracts issued after June 8, 1997, to (2) the sum of
(a) in the case of assets that are life insurance policies or annuity or
endownent contracts, the average unborrowed policy cash values, and (b) in the
case of other assets, the average adjusted bases for all such other assets of

t he taxpayer. The unborrowed policy cash val ues nmeans the cash surrender val ue
of the policy or contract determ ned wi thout regard to any surrender charge,
reduced by the anmpbunt of any loan with respect to the policy or contract. The
cash surrender value is to be determi ned wi thout regard to any ot her
contractual or noncontractual arrangenent that artificially depresses the
unborrowed policy cash value of a contract.

New Federal Law (Sec. 264(f)(3))

The provision clarifies the neaning of "unborrowed policy cash val ue" under
section 264(f)(3) with respect to any life insurance, annuity or endowrent
contract. The technical correction clarifies that under section 264(f)(3), if

t he cash surrender value (determ ned without regard to any surrender charges)
with respect to any policy or contract does not reasonably approximate its
actual value, then the anpunt taken into account for this purpose is the
greater of (1) the anpbunt of the insurance conpany's liability with respect to
the policy or contract, as determ ned for purposes of the annual statenent
approved by the National Association or |Insurance Conm ssioners, (2) the anount
of the insurance conmpany's reserve with respect to the policy or contract for
pur poses of such annual statenment; or (3) such other anmpunt as is determ ned by
the Treasury Secretary. No inference is intended that such anpbunts may not be
taken into account in determning the cash surrender value of a policy or
contract in such circunstances for purposes of any other provision of the Code.

Current California Law (R&TC Secs. 17201, 17279.5, 24424)

California lawis in full conformty with federal law as it read on January 1
1998, as it relates to interest expenses relating to insurance contracts.
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Ef fecti ve Date

The provision generally applies to contracts issued after June 8, 1997.

| npact on California Revenue

California has already confornmed to basic underlying provisions. These
clarifying neasures will be applied by IRS, and nost taxpayers wll anticipate
continued state conformty and report in the same manner. Any additional inpact
fromstate | egislation would be insignificant.
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Secti on Section Title
4003( k) Payment of Taxes By Commercially Acceptabl e Means.

Backgr ound

The Code generally pernmits the paynent of taxes by comercially acceptable
means (such as credit cards) (sec. 6311(d)). The Treasury Secretary may not pay
any fee or provide any other consideration in connection with this provision.
This fee prohibition may have an uni ntended i npact on Treasury contracts for
the provision of services unrelated to the paynment of incone taxes by

commerci ally accept abl e neans.

New Federal Law (Sec. 6311(d)(2))

The provision clarifies that the prohibition on paying any fees or providing
any other consideration applies to the use of credit, debit, or charge cards
for the paynent of incone taxes.

Current California Law (R&TC Sec. 19005(hb))

The FTB currently has the authority to accept credit cards for paynent of

taxes. However, credit card remttances are required to include an additional
anount, not to exceed 2% of the anbunt owed, to pay the discount fee inposed by
the credit card company.

Additionally, AB 1374 (Stats. 1995, Ch. 926) requires all state agencies to
accept credit card paynents effective January 1, 1997, unless the Departnent of
General Services (DGS) grants an exenption. In Novenber 1996, the DGS entered
into master service agreenents (MSAs) with Anmerican Heritage Bankcard, First
USA Paynmentech and Novus Services to process credit card transactions for the
State of California.

Due to the cost attributable to the absorption of the credit card di scount fee,
the FTB initially requested and received an exenption fromthe DGS not to

i mpl enent the requirements of AB 1374. In Septenber 1998, citing the
department's readiness to inmplenment a credit card program the FTB requested
fromthe DGS Director the withdrawal of the department’'s original exenption
request. Departnment staff has received verbal acknow edgnent that the FTB has
been renoved fromthe exenption list.

The FTB is currently negotiating with a vendor to accept credit card paynent of
taxes. If an agreenment is reached, a six-nonth pilot programis tentatively

pl anned, targeting approximately 1.1 mllion personal incone taxpayers. The
pil ot programwould include a tiered convenience fee. The conveni ence fee

i ncludes the discount rate (generally 1%to 4% inposed by the credit card
company for its authorization to accept paynent by credit card and rel ated

adm ni strative costs. After the pilot program credit card paynents for
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i nvoluntary notices, Notices of Proposed Assessnent, Return |Information
Notices, estimated tax paynents and remt tax returns would be phased in. The
program may ultimtely include bank and corporation taxpayers and non-tax debt
col |l ecti on paynents.

Ef fecti ve Date

The federal provision is effective after May 5, 1998.

I npact on California Revenue

Not applicabl e.
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Section Section Title
4004 Casual ty Loss Deducti ons.

The Tax Reform Act of 1984 (1984 Act) deleted casualty and theft | osses from
property connected with a nonbusi ness transaction entered into for profit from
the list of losses set forth in section 165(c)(3). This anmendnent was made in
order to provide that these | osses were deductible in full and not subject to
the $100 per casualty limtation or the 10% adj usted gross incone fl oor
applicable to personal casualty |osses. However, the anendnent inadvertently

el i mnated the deduction for these | osses fromthe conputation of the NOL.

Al so, the Tax Reform Act of 1986 provided that casualty | osses described in
section 165(c)(3) are not m scellaneous item zed deductions subject to the 2%
adj usted gross inconme floor, and the Revenue Reconciliation Act of 1990

provi ded that these | osses are not treated as item zed deductions in conputing
the overall limtation on item zed deductions. The | osses of nonresident aliens
are limted to deductions described in section 165(c)(3). Because of the change
made by the 1984 Act, the reference to section 165(c)(3) does not include
casualty and theft | osses from nonbusi ness transactions entered into for

profit.

New Federal Law (Sec. 172(d)(4), 67(b)(3), 68(c)(3), & 873(h))

The provision provides that all deductions for nonbusi ness casualty and theft

| osses are taken into account in conputing the NO.. Al so, these deductions are
not treated as m scellaneous item zed deducti ons subject to the 2% adj usted
gross inconme floor, or as item zed deductions subject to the overall limtation
on item zed deductions, and are allowed to nonresident aliens.

Current California Law

California lawis in full conformty with federal law as it read on January 1
1998, as it relates to the conputation of a casualty |oss deduction and an NOL.

Ef fecti ve Dates

The provision relating to the NOL and the deduction for nonresident aliens
applies to taxabl e years begi nning after Decenber 31, 1983.

The provision relating to miscell aneous item zed deductions applies to taxable
years begi nning after Decenber 31, 1986. The provision relating to the overal
limtation on item zed deductions applies to taxable years begi nning after
Decenmber 31, 1990.

I npact on California Revenue

California has already confornmed to the basic underlying provisions. Mst
taxpayers will apply these clarifying neasures at the state |level as well. Any
addi tional inpact fromstate |egislation would be insignificant.
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Secti on Section Title
4006( a) Di scl osure of Tax Return Information to the Departnment O
Agricul ture

Backgr ound

Tax return information generally may not be di scl osed, except as specifically
provided by statute. Disclosure is permitted to the Bureau of the Census for
speci fied purposes, which include the responsibility of structuring,
conducting, and preparing the census of agriculture (sec. 6103(j)(1)). The
Census of Agriculture Act of 1997 (P.L. 105 113) transferred this
responsibility fromthe Bureau of the Census to the Departnment of Agriculture.

New Federal Law (Sec. 6103(j))

The provision permts the continuation of disclosure of tax return information
for the purpose of structuring, conducting, and preparing the census of
agriculture by authorizing the Departnent of Agriculture to receive this

i nformation.

Current California Law

California | aw does not permt the FTB to disclose tax return information to
the U S. Departnent of Agriculture.

Ef fecti ve Date

The provision is effective COctober 21, 1998.

I npact on California Revenue

Not applicabl e.
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Secti on Section Title
5301 Tax Treatnment of Cash Options for Qualified Prizes.
Backgr ound

A taxpayer generally is required to include an itemin incone no |later than the
time of its actual or constructive receipt, unless the itemproperly is
accounted for in a different period under the taxpayer's nmethod of accounting.
If a taxpayer has an unrestricted right to demand the paynent of an anount, the
taxpayer is in constructive recei pt of that anount regardl ess of whether the

t axpayer nmakes the demand and actually receives the paynent. Under the
principle of constructive receipt, the winner of a contest who is given the
option of receiving either a lunp-sumdistribution or an annuity is required to
i nclude the value of the award in gross incone, even if the annuity option is
exer ci sed.

New Federal Law

The existence of a "qualified prize option" is disregarded in determ ning the
taxabl e year for which any portion of a qualified prize is to be included in
incone. A qualified prize option is an option that entitles a person to receive
a single cash paynment in lieu of a qualified prize (or portion thereof),

provi ded such option is exercisable not later than 60 days after the prize

wi nner becones entitled to the prize. Thus, a qualified prize winner who is
provided the option to choose either cash or an annuity not later than 60 days
after becomng entitled to the prize is not required to include anmounts in
gross incone immedi ately if the annuity option is exercised nerely by reason of
having the option. This provision applies with respect to any qualified prize
to which a person first becones entitled after Cctober 21, 1998.

In addition, the provision also applies to any qualified prize to which a
person became entitled on or before October 21, 1998, if the person has an
option to receive a | unp-sum cash paynent only during sone portion of the 18-
mont h period beginning on July 1, 1999. This is intended to give previous prize
W nners a one-tinme option to alter previous paynment arrangenents.

Qualified prizes are prizes or awards fromcontests, lotteries, jackpots, games
or simlar arrangenents that provide a series of paynents over a period of at

| east 10 years, provided that the prize or award does not relate to any past
services perforned by the recipient and does not require the recipient to
perform any substantial future service. Appearing in advertising relating to
the prize or award is not (in and of itself) substantial. The provision applies
to individuals on the cash recei pts and di sbursenments nmet hod of accounti ng.

I ncone and deductions resulting fromthis provision retain their character as
ordinary, not capital. In addition, the Secretary is to provide for the
application of this provision in the case of a partnership or other pass-

t hrough entity consisting entirely of individuals on the cash receipts and

di sbursenment s net hod of accounti ng.
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Any offer of a qualified prize option nust include disclosure of the

nmet hodol ogy used to conpute the single cash paynment, including the discount
rate that nakes equival ent the present values of the prize to which the prize
winner is entitled (or relevant portion thereof) and the single cash paynent
offered. Any offer of a qualified prize option nust also clearly indicate that
the prize winner is under no obligation to accept any offer of a single cash
paynment and nmay continue to receive the paynents to which he or she is entitled
under the ternms of the qualified prize.

Current California Law

California law is generally confornmed to federal |aw as of January 1, 1998, as
it relates to the taxation of awards and prizes. California |law specifically
exenpts California lottery winnings paid by the California Lottery Conm ssion
fromtaxable incone for state purposes.

Ef fecti ve Date

The provision applies with respect to any qualified prize to which a person
first becomes entitled after October 21, 1998. In addition, the provision also
applies to any qualified prize to which a person becanme entitled on or before
October 21, 1998, if the person has an option to receive a | unp-sum paynent
only during sone portion of the 18-nonth period beginning on July 1, 1999.

I npact on California Revenue

Thi s provision does not renobve the tax obligation on inconme fromvarious
prizes, contests, etc. only the timng of tax payments in certain cases. This
cash flow shift between years would be mnor (less than $500, 000 annual | y)

begi nning in 1999-0. This inpact is based on federal projections and takes into
account that California lottery winnings are not taxed by California.
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Secti on Section Title
9010 Excl usion from I ncone for Enployer-Provided Transportation
Benefits.
Backgr ound

Qualified transportation fringe benefits provided by an enpl oyer are excl uded
froman enpl oyee's gross inconme. Qualified transportation fringe benefits

i ncl ude parking, transit passes, and vanpool benefits. In addition, in the
case of enpl oyer-provided parking, no anount is includible in incone of an
enpl oyee nerely because the enpl oyer offers the enpl oyee a choi ce between
cash and enpl oyer-provi ded parking. Under prior law, transit passes and
vanpool benefits were excludable only if provided in addition to, and not in
lieu of, any conmpensation otherw se payable to an enployee. Up to $175 per
mont h of enpl oyer-provided parking is excludable frominconme. Under prior

law, up to $65 per nmonth of enployer-provided transit and vanpool benefits
wer e excl udable fromgross incone. Under prior |aw, these dollar anobunts were
i ndexed annual ly for inflation, rounded to the nearest multiple of $5.

Under present and prior law, qualified transportation fringe benefits include
a cash rei nbursenent by an enployer to an enpl oyee. However, in the case of
transit passes, a cash reinbursenent is considered a qualified transportation
fringe benefit only if a voucher or simlar itemwhich my be exchanged only
for a transit pass is not readily available for direct distribution by the
enpl oyer to the enpl oyee. The position of the Treasury Departnment is that a
voucher or simlar itemis "readily available" if an enployer can obtain it
on ternms no | ess favorable than those available to an individual enployee and
wi thout incurring a significant admnistrative cost (I.R S. Notice 94-3, 1994
C.B. 327.).

Present and prior law inpose limts on the anount of annual additions that
can be made to a tax-qualified pension plan. In the case of defined
contribution plans, the limt is the | esser of $30,000 or 25% of
compensation. For this purpose, under section 415(c)(3), conpensation is
general ly taxabl e conpensation, plus salary reduction contributions under a
qualified cash or deferred arrangenent (a "sec. 401(k) plan"), a tax-
sheltered annuity (a "section 403(b) annuity"), a SIMPLE plan, certain plans
of deferred conpensation for state and | ocal government enpl oyees and

enpl oyees of tax-exenpt organizations (a "sec. 457 plan"), and a cafeteria
pl an. Tax-qualified pension plans are al so subject to nondiscrimnation rules
designed to ensure that an enpl oyer's pension plans benefit a broad cross
section of enpl oyees. For purposes of applying these rules, conpensation is
general |y defined as under Code section 415(c)(3). However, an enpl oyer can
el ect not to include as conpensation salary reduction contributions under a
section 401(k) plan, 403(b) annuity, or cafeteria plan. In addition, as
provi ded by the Secretary, an enployer can use an alternative definition of
compensation for nondi scrimnation testing purposes. Any such alternative
definitions nmust not discrimnate in favor of highly conpensated enpl oyees.
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New Federal Law (Sec. 132(f))

The provision permts enployers to offer enployees a choice between cash
conmpensation or any qualified transportation benefit or a conbination of any
of such benefits. Thus, under the provision, no anount is includible in gross
i ncone or wages nerely because the enployee is offered the choice of cash in
lieu of one or nmore qualified transportation benefits (up to the applicable
dollar limt). Also, no amount is includible in incone or wages nerely
because the enpl oyee is offered a choice anong qualified transportation
benefits. The ampunt of cash offered is includible in income and wages only
to the extent the enployee el ects cash

It is intended that salary reduction anounts used to provide qualified
transportati on benefits under the provision be treated for pension plan

pur poses the same as other salary reduction contributions. Thus, it is

i ntended that such anmounts be included for purposes of applying the limts on
contributions and benefits, and that an enpl oyer may el ect whether to include
such anmounts in conpensation for nondiscrimnation testing. It is expected
that the Secretary, in prescribing rules regarding the alternative definition
of conpensation, will treat salary reduction anounts under this provision the
same as other salary reduction contributions.

The provision does not change the rul es regardi ng when a cash rei nbur senment
for transit passes is treated as a qualified transportation fringe benefit.

In addition, beginning in 2002, the Act increases the exclusion for transit
passes and vanpooling to $100 per nmonth. Beginning in 2003, the $100 anount
i s indexed as under prior |aw

Further, the provision provides that no indexing of any qualified
transportation benefit in 1999.

Current California Law (R&TC Sec. 17090, 17131, 17149)

California lawis in full conformty with federal law as it read on January
1, 1998, as it relates to qualified transportation fringe benefits and annual
additions to tax-qualified pension plans.

In addition, California | aw provides that gross inconme of an enpl oyee does
not include benefits received for participation in any ridesharing
arrangenent in California. A ridesharing arrangenent includes:

comuting in a carpool, vanpool, buspool, or taxipool.

monthly transit passes use by the enployee or the enpl oyee' s dependents,
ot her than dependents attending el enentary or secondary school

free or subsidized parking.
comuting by ferry or bicycling.
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travel to or froma teleconmuting facility.

the use of any transportation used to go to or fromthe place of enploynent
that reduces the use of a notor vehicle occupied by a single person.

Ef fecti ve Date

The provision permtting a cash option for any transportation benefit is
effective for taxable years beginning after Decenber 31, 1997; the increase
in the exclusion for transit passes and vanpooling to $100 per nonth is
effective for taxable years beginning after Decenber 31, 2001; and i ndexing
on the $100 anobunt for transit passes and vanpooling is effective for taxable
years beginning after Decenmber 31, 2002.

| npact on California Revenue

Based on projections for the federal law and allowing for California | aw
being nore liberal, conformng to this provision would have mni mal inpact.
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Backgr ound

Under present and prior |law, gross income does not include any danmages received
(whet her by suit or agreenent and whether as lunp suns or as periodic paynents)
on account of a personal physical injury or physical sickness (Code sec.
104(a)(2)). If an action has its origin in a physical injury or physical

si ckness, then all damages (other than punitive damages) that flow therefrom
are treated as paynents received on account of physical injury or physical

si ckness regardl ess of whether the recipient of the damages is the injured
party. The term "damages recei ved whether by suit or agreenment” is defined
under Treasury regulations to mean an anount received (other than worknen's
compensation) through prosecutions of a legal suit or action based upon tort or
tort type rights, or through a settlenment agreenent entered into in |lieu of
such prosecution. Under prior |aw, paynments not neeting the requirements of
section 104 were not excludable fromincone under that section.

New Federal Law

The Act provides that paynments pursuant to the provisions of the Act to certain
i ndividuals with blood-clotting disorders who contracted the human

i mmunodeficiency virus (HV) due to contam nated bl ood products are treated for
pur poses of the Internal Revenue Code as damages received on account of

personal physical injury or physical sickness described in section 104(a)(2).
Thus, such paynments made to individuals are excluded from gross incone.

Current California Law (R&TC Sec. 17131)

California lawis in full conformty with federal law as it read on January 1
1998, as it relates to the exclusion fromincone any damages received on
account of a personal physical injury or physical sickness.

Ef fecti ve Date

The provision is effective on Novenber 12, 1998, the date of enactnent.

I npact on California Revenue

Based on the low |l evels of the federal estimates for this Act, any revenue
| osses from excludi ng these paynents fromincone would be insignificant, |ess
t han $25, 000 annual |y beginning with the 1999 tax year.
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EXPIRING TAX PROVISIONS

Calif. Calif. Feder al Fed.
Sunset * Section Section* Sect. Description and Comments
12/ 31/ 98 18152.5 Per manent 1202 Exclusion: Capital Gain on Sale of Small
Busi ness St ock
01/ 01/ 99 19290.1 N A N A Collections for the Departnment of Industrial
Rel ati ons under Sect. 62.9 of the Labor Code
01/01/99 19432 N A N A Cancellation of Tax, Penalties & Interest
for Inactive Corporations
12/ 31/ 99 17053. 66 N A NA Credit: Restoration of Habitat for
23666 Sal non and St eel head Trout
12/ 31/ 99 17091 Per manent 865 Sourcing Rules: Unprocessed Ti nmber
24272. 3
12/ 31/ 99 25135 N A N A Apportionnent Formul a: Sal es of
Unpr ocessed Ti nmber
12/ 31/ 99 18724 N A N A Voluntary Contribution: California Fund
for Senior Citizens
12/ 31/ 99 18766 N A N A Voluntary Contribution: Al zheiner's D sease
and Rel ated Di sorders Research Fund
12/ 31/ 99 18844 N A N A Voluntary Contribution: California
Mlitary Miseum Fund
01/ 01/ 00 24357.9 12/31/99 170(e) Deduction: Augnented Corporate Conputer
Contri bution
12/ 31/ 00* 17053. 49 N A N A Credit: Manufacturer's |nvestnent
23649
12/ 31/ 00 17279. 4 12/ 31/ 00 198 Deduction: Expensing of Environnental
24369. 4 Renedi ati on Costs (Brownfi el ds)
12/ 31/ 00 18804 N A N A Voluntary Contribution: California
Firefighters' Menorial Fund
12/31/01 17053. 57 N A NA Cedit: Community Devel opnent Fi nanci al
23657 Institution Deposits
12/31/01 17131 12/31/01 137 Deduction: Adoption Assistance
12/31/01 17502 N A N A Exclusion: California Stock Options
24602
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Calif. Calif. Feder al Fed.
Sunset * Section Section* Sect. Description and Comments
12/31/01 18715 N A N A Voluntary Contribution: Children's Trust
Fund for the Prevention of Child Abuse
12/31/01 18744 N A N A Voluntary Contribution: Rare and Endangered
Speci es Preservation Program
12/31/01 19283 N A N A Collection of Arounts Due a Court
12/31/01 19568 N A N A Collection: Delinquent Student Loans
12/ 31/ 02 17053. 45 N A NA Credit: Sales and Use taxes Paid in the
23645 LA Revitalization Zone
12/ 31/ 022 17053. 46 N A NA Credit: Hring in the Local
23646 Agency Mlitary Base Recovery Area
12/ 31/ 022 17268 N A N A Deduction: Expensing Business Property in
24356. 8 Local Agency Mlitary Base Recovery Area
12/ 31/ 022 17276. 2 N A N A Deduction: Net Qperating Losses in the
24416. 2 Local Agency Mlitary Base Recovery Area
12/ 31/ 02 18796 N A N A Voluntary Contribution: California Breast
Cancer Research Fund
12/ 31/ 03 18785 N A N A Voluntary Contribution: DA RE California
(Drug Abuse Resi stance Education) Fund
12/ 31/ 03 18816 N A N A Voluntary Contribution: California Public
School Library Protection Fund
12/ 31/ 03 18855 N A N A Voluntary Contribution: Emergency Food
Assi stance Program
12/ 31/ 04 18824 N A N A Voluntary Contribution: Mexican Amrerican
Vet erans' Menorial Account
01/ 01/ 06 17053. 36 N A NA Cedit: Joint Strike Fighters Wage &
17053. 37 Property
23636
23637
12/ 31/ 07 17052. 10 N A NA Cedit: Rice Straw
23610
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Foot not es

* In general, this is the |ast taxable year to which the provision
applies. Fiscal years beginning within this taxable year are, in
general, also covered by the provision. In sone cases, the expiration
applies to transactions occurring after this date.

! The actual date this provision expires is unknown at this tinme. The | aw
provides that the credit will expire on January 1, 2001 or on January 1
of the earliest year thereafter, if the total enploynent in this state
on the preceding January 1, does not exceed by 100, 000 jobs the total
enpl oynment in this state on January 1, 1994. EDD is to nmake this
determ nati on.

2 The LAMBRA provisions expire eight years after the Trade & Conmerce
Agency (TCA) designate an area as a LAMBRA. The TCA is authorized to
desi gnate eight LAMBRAs within the state. As of Septenber 1998, two
areas have received designation and an additional three sites have
received a conditional designation. The expiration date listed for
LAMBRAs is the earliest date the tax preferences or incentives wll
expire.
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Di scl osure of Returns and Return |Information

Di scl osure of Tax Return Information to the Departnent of
Agricul ture

Di scl osure Requirenments for Apostolic O ganizations

Di scl osure to Taxpayers

District of Colunbia Zone, Carification of Incentives for
t he

Due Date for Certain Information Returns

Due Process in IRS Collection Actions

335

95
86
321
106
130
144

115
123

51
183
196
261

144
188
215

177

230
256
236
288

216

84

88
133

235

38
166
179
300

125
199
226

44
100

94
234
324

232
99
172



6010( h)
3436

6010( p)

6021
6005( c)

6004( d)
4003( a)
3712
6012( e)
6006( b)
3704
6009( c)
2001
2003
5001
3301
3705
3706
7001
9010
6009( d)
3106
3104
4003(c)

6007
2003
3503
9010
103(f)

3431
3101

3501
3461
6010( b)
2012
2013
2011
6012( a)

2003
3412

6005( c)
6010( k)

4011
6013( b)

Topical Index

Dyed Fuel O fered by Registered Fuel Termni nal

Early Wthdrawal Penalties for IRS Levies on Retirenent,
Wi ver of

Earned I ncome Credit Phaseout, Clarification to the
Definition of Modified AG for Purposes of the

Earned I ncome Credit Qualification Rules

Educati on Expenses and of First Hones, Penalty-Free

Di stributions for

Education IRA, Carification of

Education Loans, Treatnent of Interest on Qualified
Education Tax Credits, Reporting Requirenents for

El ecting Large Partnerships

El ection to Use AMI Depreciation for Regular Tax Purposes
El ections, Authority of Secretary Regarding

El ectric Vehicles, Depreciation Limtations for
Electronic Filing of Tax and Information Returns

El ectronic Filing, Paperless

Eli mnation of 18-Mnth Hol ding Period for Capital Gains
Elimnation of Interest Differential

Enpl oyee Contacts

Enpl oyees, Use of Pseudonyns by Internal Revenue Service
Enpl oyer Deductions for Vacation and Severance Pay

Enpl oyer Provi ded Transportation Benefits

Enpl oynent Tax Reporting Denonstration Project

Erroneous Liens, Cvil Action for Rel ease of

Estate El ects Install nent Method of Payment, Refunds Wen
Estate Tax Purposes After Expiration of Statute of
Limtations, Gfts May Not Be Reval ued for

Estates and Trusts

Esti mated Tax Safe Harbors, Mdification of I|ndividual
Exam nation Sel ection, D sclosure of Criteria for

Excl usi on of Enpl oyer Provided Transportation Benefits
Excl usi on of Amounts Recei ved under the Ricky Ray Henophilia
Act

Exenpti on Amounts, Levy

Expand Authority to Award Costs and Fees

Expiring California Code Provisions

Expl anati on of Joint and Several Liability

Extension of Statute of Limtations by Agreenent
Extraordi nary Divi dends

Farm Production Flexibility Contract Paynents

Farmers, Extend the Net Operating Loss Carryback Period for
Farmers, Permanent Extension of Inconme Averaging for
Federal Enpl oyees Participating in a Federal Crimnal

I nvestigation, Travel Expenses of

Filing. Paperless Electronic

Fi nanci al Status Audits

First Honmes, Clarification of the Penalty-Free D stributions
for Education Expenses and

Foreign Tax Credit Holding Period Rule to RICs, Application
of

Fundi ng for Century Date Change

Funeral Trusts Term nated During the Taxabl e Year

336

199
71

210

236
154

141
310
119
219
166
110
179

132

33
111
113
238
327
180

23

19
314

167
292

94
327
330

65
14
327
92
79
186
294
296
293
216

54

154

203

129
223



6005( e)

4001
6010( g)
6017

6013( a)
4003( c)

3467
6009( a)

2002

103(f)
6004( a)

3710
3707
2011
3435
3103

3302
6016( a)
2003

6011(f)

2002
3201
3303
3104
3467
3308
3301
3305
4003( a)
3309
3302
3801
1001
6010( d)

3502
3417
3444
3434
3501
4002
3421
3436

Topical Index

Gain fromthe Sale of a Principal Residence, Mdifications to
t he Excl usion of

GAO I nvestigations of the IRS, Review of Requests for
Gasol i ne Excise Tax, Aviation

Gasoline, Diesel Fuel and Kerosene, Sinplified Refund
Provi sions for Tax on

CGener ati on- Ski ppi ng Transfer Tax, Revocable Trusts for

Pur poses of the

G fts May Not Be Reval ued for Estate Tax Purposes After
Expiration of Statute of Limtations

Guaranteed Availability of Installnment Paynments

Hard Ciders, Carification of Qualification for Reduced Rate
of Excise Tax on Certain

Heal th I nsurance Expenses of Self-Enpl oyed Individuals,
Accel eration of the Increased Deduction for

Henophilia, Ricky Ray Relief Fund Act

HOPE and Lifetine Learning Credits, Carification of
Reporting Requirenents for the

Identification of Return Preparer

Il egal Tax Protester Designations

I ncone Averaging for Farmers, Permanent Extension of
Increase in Property Amount on which Lien is not Valid
Increase in Size of Cases Permtted on Tax Court Small Case
Cal endar

I ncrease Overpaynent Interest Rate

I ndi an Tribal Governnents

I ndi vi dual Estimated Tax Safe Harbors

Informati on Reporting with Respect to Certain Foreign

Cor porati ons and Partnershi ps

I nformati on Returns, Due Date

I nnocent Spouse

Install ment Agreenent, Penalty for Failure to Pay During
Install ment Method of Paynent, Refunds Wien Estate El ects
Install ment Paynents., Guaranteed Avail ability of

I nterest Charges, Notice of

Interest Differential, Elimnation of

Interest if IRS Fails to Notify Taxpayer, Suspension of
Interest on Qualified Education Loans, Treatnment of
Interest on Underpaynments in Disaster Areas, Abatenent of
Interest Rate, |ncrease Overpaynent

Interest, Admnistration of Adm nistration of Penalties and
I nternal Revenue Service Restructuring

International Transactions, Application of Section 304 to
Certain

Interviews with the IRS, Explanation of Taxpayer's Rights in
IRS Contact of Third Parties, Notice of

I RS Procedures for Seizure of Property
Jeopardy/ Term nati on Assessnents and Levies

Joint and Several Liability, Explanation of

Joi nt Congressional Hearings and Oversight Reports

Levi es and Sei zures, Approval Process for Liens

Levies on Retirenment, Waiver of Early Wthdrawal Penalties
for

337

159

126
198
229

222

314

89
175

290

330
137

117
114
293
70
18

35
228
292
215

25
36
19
89
43
33
39
310
44
35
122

192

93
62
76
69
92
127
64
71



3434
6010(f)
3431
3432
3433
3201
3435
6010( 0)
3001

3709
3601
6012( d)

6010( a)
7003

3003
5002

2013
3004

6009( e)

3803
5003
3463
3308
3417
3462
3711

3302
3464
4002
2003
6010(m

6012( e)
6009( b)

6012( d)
6011(f)
6011
3703
4003(k)
3801

3306
3304

Topical Index

Levi es, Approval of Jeopardy/ Term nation Assessnents

Levy and I nprove Debt Collection., Establish IRS Continuous
Levy Exenption Anmounts

Levy on Uncol l ectible Anpbunts, Rel ease of

Levy Prohibited during Pending Refund Proceedi ngs
Liability on Joint Return, Relief fromJoint and Several
Lien is not Valid, Increase in Property Amount on which
Life I nsurance, Endownent and Annuity Contracts

Li quidating Distributions of RICs and REM Cs, Treatnent of
Certain Deductible

Li sting of Local I RS Phone Nunbers and Addresses

Low I ncone Taxpayer dinics

Magnetic Media Returns for Partnerships Wth Mre Than 100
Part ners

Mar k-t o- Market Gains of Electing Traders

Mar k- To- Mar ket Treatnent, Certain Trade Recei vabl es
Ineligible for

Mat hematical Error Procedures, darify and Expand

Meal s Provided for the Conveni ence of the Enpl oyer,
Deductibility of

Net Operating Loss Carryback Period for Farners

Net Operating Loss Carryback Rules for Specified Liability
Losses, Restrict 10- Year

NCL of the Amrak, Mdification of Operation of Elective
Carryback of Existing

Nonconpl i ance by Taxpayers, Study of

Normal Trade Rel ations

Notice of Deficiency/Deadlines for Filing Tax Court Petition
Noti ce of Interest Charges

Notice of I RS Contact of Third Parties

O fers-in-Conproni se

O fset of Past Due Legally Enforceable State |Inconme Tax
bl i gations

Overpaynent Interest Rate, |ncrease

Overpaynents Before Final Determ nation, Refund/ Credit of
Oversi ght Reports and Joint Congressional Hearings

Paperl ess Electronic Filing

Part nership, Allocation of Basis of Properties Distributed to
a Partner by a

Part nership, Electing Large Partnerships

Part nershi ps (1987) Exception from Treatnent of Publicly
Traded Partnershi ps as Corporations.

Part nerships Wth Mre Than 100 Partners, Magnetic Media
Returns for

Part nerships, Informati on Reporting with Respect to Certain
For ei gn Corporations and

Passi ve Foreign I nvestnment Conpany, Carification of

Treat ment of

Payment of Taxes

Payment of Taxes By Commercially Acceptabl e Means
Penalties and Interest, Admnistration of

Penalties, Procedures for I|nmposing

Penalty for Failure to Deposit Payroll Taxes

338

69
196
65
66
67
25
70
208
303

116
105
218

185
251

306
133

296
308

181

124
134
84
43
62
81
118

35
85
127
205

219
177

218
215
211
109
321
122

41
38



3303
3307
6005( c)

3709
6010( e)
6010(i )
6005( e)

2021
1004
3411

5301
3306
3307
3445
3468
3435
3706
1004
6015( c)

6004( c)
3416

2022

6009( a)
3465

3202
3505
3433
3464
3104
7002
6012( g)
3106
3432
3201
3712
1001
3445
1001
4006( a)

3802
3710
2004
6019( c)

Topical Index

Penalty for Failure to Pay During Installnment Agreenent
Penal ty, Procedures for Section 6672

Penal ty-Free Distributions for Educati on Expenses and of
First Hones.

Phone Nunbers and Addresses, Listing of Local IRS
Preferred Stock Treated as "Boot"

Prepai d Tel ephone Cards

Princi pal Residence, Mdifications to the Exclusion of Gain
fromthe Sale of a

Private Activity Tax- Exenpt Bonds, |ncrease State Vol une
Limts on

Private Foundations, Deduct. for Contrib. of Apprec. Stock
to; Inspection of Private Found. Returns

Privileges Relating to Taxpayer Conmuni cati on,
Confidentiality

Prizes, Tax Treatnent of Cash Options for

Procedures for Inposing Penalties

Procedures for Section 6672 Penalty

Procedures for Seizure of Residences and Busi nesses

Prohi bition of Requests to Waive Rights to Bring Action
Property Amount on which Lien is not Valid, Increase in
Pseudonyns by Internal Revenue Service Enpl oyees, Use of
Public I nspection of Private Foundation Returns

Public Safety Enpl oyees, Treatnment of Certain Disability
Payments to

Qualified State Tuition Progranms, Carification of

Recor dkeepers Permtted by Mail, Services of Summonses to
Third-Party

Recovery Periods and Depreciati on Met hods Under Section 168,
Compr ehensi ve Study of

Reduced Rate of Excise Tax on Certain Hard Ciders
Referrals to Appeals and Col |l ecti ons Appeal s Process and
Al ternative Di spute Resol ution Process

Refund O ai ms, Suspension of Statute of Limtations on Filing

Ref und Di sal | owance

Ref und Proceedi ngs, Levy Prohibited during Pending
Refund/ Credit of Overpaynments Before Final Determnation
Ref unds When Estate El ects Install ment Method of Paynent
REI Ts, Grandfather Status of Stapled

REI Ts, Mbdification of Distribution Rules for

Rel ease of Erroneous Liens, Cvil Action

Rel ease of Levy on Uncol |l ectible Amounts

Relief fromJoint and Several Liability on Joint Return
Reporting Requirenents for Education Tax Credits
Research Credit Extension

Resi dences and Busi nesses, Procedures for Seizure of
Restructuring., Internal Revenue Service

Return Information to the Department O Agricul ture,

D scl osure of

Return Information, Confidentiality of

Return Preparer, ldentification of

Return-Free Tax System

Returns and Return Information, Disclosure of

339

36
42
154

116
194
200
159

298

261

51

325
41
42
77
91
70

113

261

226

139
61

300

175
86

31
96
67
85
19
241
220
23
66
25
119
256
77

324

123
117

234



2002
2001
4001
6013( a)

3001
6010( k)

6005( )
7004

6005( b)
3442
3441
6010(j )
3442
3441
3444
3445
2002

3416
6016( a)

6006( a)
6005( f )
3103

6020
3413
3004

7002
2023

3711

3506
3461
3202
4003(c)

2023

6004( b)
3804
1005

3415
3305
3202

Topical Index

Returns, Due Date for Certain Information

Returns, Electronic Filing

Revi ew of Requests for GAO Investigations of the IRS
Revocabl e Trusts for Purposes of the Generation-Skipping
Transfer Tax

RICs and REM Cs, Treatnent of Certain Deductible Liquidating
Di stributions of

Rl Cs, Application of Foreign Tax Credit Hol ding Period Rule
to

Rol | over of Gain from Sale of Qualified Stock

Rot h I RA Conversions, Exclusion of M ninmum Required
Distributions fromAQd for

Rot h | RAs

Sal es of Seized Property/Accounting

Sal es of Seized Property/ M ni mum Bi d

Second-Tier Subsidiaries, Mdify UBl Rules Applicable to

Sei zed Property/ Accounting, Sales of

Sei zed Property/ M ninmum Bid, Sales of

Sei zure of Property, |IRS Procedures for

Sei zure of Resi dences and Busi nesses, Procedures for

Sel f - Enpl oyed | ndividuals, Increased Deduction for Health

I nsurance Expenses of

Servi ces of Summonses to Third-Party Recordkeepers Permtted
by Mai |

SIMPLE IRAs in the Case of Mergers and Acquisitions,
Application of Requirenments for

Smal | Busi ness AMI Exenption

Smal | Business Stock, Rollover of Gain from Sal e of

Smal | Case Cal endar, Increase in Size of Cases Permtted in
Tax Court

Social Security Credit, Allow Deduction for Unused Enpl oyer
Sof tware Trade Secrets Protection

Specified Liability Losses, Restrict 10-Year Net Operating
Loss Carryback Rules for

Stapl ed REITs, Freeze G andfather Status of

State El ection to Exenpt Student Enpl oyees from Soci al
Security

State I ncone Tax Ooligations, Ofset of Past Due Legally

Enf or ceabl e

St at enment s Regardi ng Annual Install nment Agreenments

Statute of Limtations by Agreenent, Extension of

Statute of Limtations on Filing Refund C ai ns, Suspension of
Statute of Limtations, Gfts May Not Be Revalued for Estate
Tax Purposes After Expiration of

St udent Enpl oyees from Soci al Security, State Election to
Exenpt

Student Loan Interest, Clarification of the Deduction for
Study of Paynments Made for Detection of Underpaynents/ Fraud
Subpart F for Certain Active Financing |Inconme, Exceptions
Under

Sunmonses, Taxpayers Al lowed Mtion to Quash Al Third-Party
Suspension of Interest if IRS Fails to Notify Taxpayer
Suspensi on of Statute of Limtations on Filing Refund C ains

340

126
222

303

203

162
254

150
74
73

201
74
73
76
77

290

61

227

164
162
18

235
55
308

241
302

118

97
79
31
314

302

138
125
265

59
39
31



3463
3103

4022
3507
3707
3703
4003( g)

3105
3601
3415
3502
3803
6010(i )
3417
3416

3415
3414

9010
6012( a)

4003( h)
4003( h)

6010(j )
3443
7001
3002

3468
3436

1003
3708
6014

Topical Index

Tax Court Petition, Notice of Deficiency/Deadlines for
Filing

Tax Court Small Case Cal endar, I ncrease in Size of Cases
Permtted

Tax Law Conplexity Anal ysis

Tax Matters Partner

Tax Protester (Illegal) Designations

Taxes, Paynent of

Tax- Exenpt Organi zations, Treatnment of Affiliated G oup
I ncludi ng Fornerly

Tax- Exenpt Status, Bond Issue

Taxpayer Cinics, LowI|ncone

Taxpayers Al lowed Motion to Quash Al Third-Party Summonses

Taxpayer's Rights in Interviews with the IRS

Taxpayers, Study of Nonconpliance by

Tel ephone Cards, Prepaid

Third Parties, Notice of | RS Contact of

Third-Party Recordkeepers Permtted by Miil, Services of
Summonses to

Third-Party Summonses, Taxpayers Allowed Mdtion to Quash Al

Tip Reporting Alternative Conmtnent, Threat of Audit To
Coer ce

Transportation Fringe Benefits, Exclusion

Travel Expenses of Federal Enpl oyees Participating in a
Federal Crim nal Investigation

Treatnent of Net Operating Losses Arising fromCertain
El i gi bl e Losses

Treatnent of Net Operating Losses Arising fromCertain
El i gi bl e Losses.

UBI Rul es Applicable to Second-Tier Subsidiaries

Uni form Asset Di sposal Mechani sm

Vacati on and Severance Pay, Enployer Deductions for
Vacci nes Agai nst Rotavirus Gastroenteritis to the List of
Taxabl e Vacci nes

Waive Rights to Bring Action, Prohibition of Requests to
Wai ver of Early Wthdrawal Penalties for IRS Levies on
Reti r ement

Vel fare-To-Wrk Tax Credit

Whi st | ebl owers, Confidential Information to Congress by
W ne and Beer, Excise Tax Provisions Relating to

341

84

18

130

98
114
109
316

21
105
59
93
124
200
62
61

59
58

327
216

318

318

201

75
238
305

91
71

260
115
224



