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SUBJECT: Research Expenses Credit May be Transferred

SUMVARY OF BILL

Under the Bank and Corporation Tax Law (B&CTL), this bill would allow a taxpayer
that clains the research expenses credit, to transfer the credit to another
taxpayer that has a tax liability under the B&CTL. The bill also woul d nake
certain non-substantive technical changes to the research expenses credit.

Under uncodified law, this bill would require the departnent to develop a system
for registering tax credits for the purposes of transfer anong taxpayers.

SUMVARY OF ANALYSI S

The April 12, 1999, anendnents renoved the provisions that would have nade a
techni cal change to the B&CTL definition of "Counsel for the Franchise Tax Board"
and added the provisions discussed in this analysis regarding transfer of the
research expenses credit.

EFFECTI VE DATE

As a tax levy, this bill would beconme effective inmedi ately upon enact nent and
woul d apply to incone years beginning on or after January 1, 1999.

LEG SLATI VE H STORY

AB 1315 (1999) would allow the transfer of the manufacturers’ investnent credit
between affiliated corporations that file a single conbined report. AB 482
(1999) would all ow taxpayers to assign to affiliated corporations the California
seed capital and early stage corporation fund credit.

SPECI FI C FI NDI NGS

Exi sting state and federal |aws provide various tax credits that are designed to
provide tax relief for taxpayers who nust incur certain expenses (e.g., child and
dependent care credits) or to influence behavior, including business practices
and decisions (e.g., research credits).

Under existing state and federal |aws, generally tax credits may be clained only

by the taxpayer that incurred the credit-related expense. 1In the case of the
| owi ncone housing credit, if a property is acquired during the credit period,
the credit may be transferred to the acquiring taxpayer. 1In addition, for state

pur poses, a specific statutory authorization permts the |owincone housing
credit to be transferred between wholly-owned affiliated corporations.
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This bill would allow a corporate taxpayer that earned the research expenses
credit to transfer the credit to another taxpayer that has a tax liability under
the B&CTL. Only credits that have been registered with the departnent for
transfer could be transferred. Once a credit is transferred, this bill would
all ow the transferee taxpayer to carry over to future years any anount of credit
that exceeds its tax liability.

This bill would require the departnent to devel op a systemfor registering tax
credits for the purposes of transfer anong taxpayers. The system nust permt
verification of a transferred credit that is clained on a tax return and permt
the department to determ ne whether the transferee taxpayer properly applied the
transferred credit.

This bill also woul d make nonsubstantive code mai ntenance techni cal changes to
the research expenses credit.

Pol i cy Consi derati ons

This bill would raise the follow ng policy considerations.

1. Generally, tax credits are allowed to the taxpayer that incurred the
rel ated expense. Under state law, only the | owincone housing credit
contains a provision to allow the credit to be assigned, which allows
transfer of the credit to the purchaser of the property or between
affiliated corporations as long as the affiliation is 100% owner shi p.
Conversely, this bill would allow the credit to be transferred on an
unrestricted basis since the bill and does not restrict the class of
eligible transferees, which would create a precedent by allow ng the
credit to be transferred fromthe taxpayer who incurred the research
expenses to any other taxpayer, regardl ess of corporate affiliation or
credit related expenditure. Thus, this bill would allow a credit to
taxpayers that did not incur the expense on which the credit is based,
thus providing a benefit to one taxpayer for the action of another
t axpayer.

Further, it would create a systemof "tax benefit transfers” simlar to
the old federal safe harbor |easing reginme. However, tax credits
transferabl e under federal safe harbor leasing rules were limted to tax
credits for the purchase of certain property and the transfer was
accompl i shed by a sal e-l1 ease back of that property. The research
expenses tax credit is based on various expenses such as wages, supplies,
rental charges, etc. |In the absence of clarification, disputes may arise
bet ween taxpayers and the departnment as to the proper tax treatnent of
consi deration paid in connection with the transfer of a credit under this

bill.

2. This bill would provide a tax benefit for taxpayers filing under the
B&CTL that would not be provided to other simlarly situated taxpayers
that file under the Personal |nconme Tax Law. Thus, this bill would

provide differing treatnment based solely on entity classification.
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| npl enent ati on Consi derati ons

This bill would raise the follow ng inplenmentati on concerns. Departnent
staff is available to assist the author with any necessary anendnents.

1. This bill does not specify any criteria for the departnent to use in
determ ning whether a credit should be registered for transfer, nor does
it specify the manner in which the credit registration schenme is to be
i mpl emrented (dul y-adopted regul ation, fornms and instructions, or
otherwise). |In addition, the bill is silent as to the scope of the
department’s authority for developing criteria, and what woul d be the
standard of judicial review of such departnentally devel oped criteria.
If regulations are the desired inplenentation vehicle, it would greatly
assi st the departnment to have a broad | egislative grant to devel op any
and all criteria for credit transfer under the bill in the absence of
statutory criteria.

In addition, this bill is silent with regards to whether a corporation
that wishes to transfer its credit would be allowed to charge a fee to
the transferee taxpayer, thereby effectively selling its credit. Because
of the bill’s lack of criteria and silence regarding the departnment’s
scope of authority, the bill |eaves unclear whether the departnent should
regi ster those credits that taxpayers wish to sell

2. This bill would go into effect upon enactnent and apply to incone years
begi nning on and after January 1, 1999, which would require that the
department create this new programi mmedi ately upon enactnment. Further
clarification is needed if the program nust be inplenented for incone
years begi nning January 1, 1999. Mreover, if the departnent woul d be
required to inmplement this programby regulation, it would take the
department at |east six to eight nonths to draft and adopt inplenenting
regul ati ons under the Admi nistrative Procedures Act.

3. This bill |eaves unclear whether the transferee taxpayer can use the
transferred credit in the sane inconme year as the transferor earned the
credit or whether the transferee only can use the transferred credit in
t he succeedi ng i nconme year (and subsequent incone years if limted).

4. The bill does not address whether the entire credit only or portions of
the credit may be transferred. |If portions of the credit may be
transferred, the bill does not address whether or how one credit may be
di vided anong nul tiple transferees.

5. It is unclear what woul d happen if a taxpayer transfers a credit, then is
audited and the credit is partially or conpletely disallowed. The bill
should clarify the departnment’s authority to readjust the tax liability
of the transferee and reclaimthe credit anount. Moreover, since there
may be occasion where the departnment's audit of the transferor taxpayer's
return may occur after normal expiration of the statute of limtations
(i.e., under a waiver), it mght becone necessary for the departnent to
request waiver of the transferee's statute of limtations to prevent the
department from being foreclosed fromadjusting the transferee's tax
liability when the departnent determ nes that part or all of the clained
credit shoul d never have been all owed.
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Alternatively, if the clainmed credit of the transferor is disallowed only
in part, it is unclear how this disallowance woul d be all ocated between
the transferor and the transferee, especially if the statute of
limtations has expired for one, but not both, of the affected taxpayers.

FI SCAL | MPACT

Depart nental Costs

If this bill is anended to resolve the inplenentation considerations,
inmplementing this bill would require some changes to existing tax fornms and
instructions and i nformation systens, which could be acconplished during the
departnment's normal annual update.

Tax Revenue Esti mate

No revenue estimates can be devel oped at this tine.

It is not possible to predict taxpayers’ response to the ability to transfer
credits. Several issues are unresolved at this tinme, such as the tax
treatnent of paynments nade and received for transfers between rel ated
(unitary) and unrel ated taxpayers, adm nistrative issues pertaining to
registration and verification, etc.

It is projected for incone years beginning in 1999 approxi mately $450
mllion in research and devel opnent credits will be generated but not
applied. These credits could qualify for transfer under this bill
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Pendi ng.



