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SUBJECT: Conbi ned Reporting/ Conmonly Controlled G oups/ Top Tier Corporations

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of bill as
introduced/amended

X FURTHER AMENDMENTS NECESSARY .
DEPARTMENT POSITION CHANGED TO

X REMAINDER OF PREVIOUS ANALYSISOF BILL ASINTRODUCED February 26, 1999, STILL APPLIES.
OTHER - See comments below.

SUMVARY OF BILL

This bill would allow “top tier” corporate taxpayers to elect to include all the
i ncone and apportionnment factors of the nenbers of a commonly controlled group in
a combi ned report, regardl ess of whether the group nenbers are unitary. This
bill also would define “unitary business” for non-el ectors as one whose busi ness
activities show operational interdependence (as defined), strong centra
managenent (as defined), or a qualified holding conpany rel ati onship (as

defi ned).

SUMVARY OF AMENDMENT

The April 29, 1999, anendnent added the definition of “unitary business” for non-
el ectors.

Except for the last Policy Consideration and the Fiscal |npact, the departnent’s
anal ysis of the bill as introduced February 26, 1999, still applies. A

di scussion of the definition of “unitary business” is added to Specific Findings
and new Policy Considerations and Fiscal |npact are provided. The Inplenentation
and Techni cal Considerations and Board Position fromthe prior analysis are
reiterated bel ow.

SPECI FI C FI NDI NGS

This bill would define “unitary business,” for corporations which do not nake a
combi ned reporting el ection, as one whose business activities show operati onal

i nt erdependence, strong central managenent, or a qualified hol ding conpany
relationship. Thus, this bill would establish a statutory definition of a
“unitary business” for commonly controlled groups for which an election to file a
singl e conbined report (non-el ectors) has not been nade.
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“Qperational interdependence” woul d be established by a substantial anpbunt of one
of the foll ow ng:

I nt erconmpany sal es of products or services.
Transfer of technical or marketing informtion.
Common di stribution systens.

Coor di nat ed purchases of products or services used in the production of
ot her products or services for sale.

Advertising and sale of products or services under a conmon tradenane.
Sal es to common custoners through coordinated sales activities.

The substantial anmpbunt condition would be satisfied if (A) the described
activities affect nore than 10% of the products or services, separately or in the
aggregate, which are purchased or sold by a nmenber, or (B) activities of
operational interdependency are essential to the business operations of either
party to the operational interdependency.

This bill would provide FTB authority to disregard operational interdependency
activities if the principal purpose of the activities is to create the appearance
of an unitary relationship to avoid tax.

“Strong central nmanagenent” would exi st when the major policy and day-to-day
deci si ons regardi ng the business operations of the corporations under

consi deration are nade by an individual or individuals who are common officers or
directors of those corporations. Policy decisions involving capital structure,
capital acquisitions, budget approvals or financing would not be sufficient alone
to establish strong central nanagenent.

A “qualified holding conpany rel ationshi p” woul d exi st when a hol ding conpany is
an intermedi ate hol di ng conpany, a hol di ng conpany parent to a unitary group, or
a unitary asset holding conpany. This bill would define “hol ding conpany,”
“intermedi ate hol di ng conpany,” “hol di ng conpany parent to a unitary group,” and
“unitary asset hol di ng conpany.”

In the event that a menber of a conmonly controlled group is unitary with anot her
menber, and that menber is unitary with still another nenber, this bill would
provide that all of those nmenbers constitute nmenbers of a single unitary group
even if some of the nenbers do not have a direct unitary relationship with one
anot her. However, if the activity of the nmenber with the common unitary
relationship would not be sufficient to conbine the other nmenbers (if that
activity had been conducted as a division of either of the other nenbers), the
menber exhibiting the common unitary relationship would instead be treated as
unitary only with that nenber to which it has the strongest unitary ties.

Pol i cy Consi derati ons

The first two policy considerations raised in the department’s anal ysis of
the bill as introduced still apply. The definition of “unitary business”
woul d rai se the follow ng additional policy considerations:

Opponents of efforts to statutorily define a unitary business assert
that the definition of unitary busi nesses has evol ved t hrough years of
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litigation and is commonly understood by taxpayers. This bill would
provide a definition of a unitary business that coul d cause new
confusion to taxpayers and could cause |litigation over new issues.

The objective standard of what constitutes a unitary business provided
by this bill would allow corporations to nmake informed deci sions on
their filing status and should provide for nore directed, |ess
intrusive audits.

While the definition of “unitary business” provided by this bill may
not be responsive to devel opi ng busi ness organi zati ons and the current
unitary law, it falls within the constraints articulated by the U S
Suprene Court under the United States Constitution

This bill would codify current FTB | egal rulings regardi ng conbi nation
of passive hol ding conmpanies with operating subsidiaries.

| npl ement ati on Consi derati ons

This bill specifies that the designated i ncone year shall not begin before
January 1, 1997. As drafted, the bill would allow taxpayers to nake an

el ection for income years beginning on or after the enactnment date of the
bill. However, the election nust be nmade before the first day of the

desi gnated inconme year. Taxpayers with income years begi nning before the
enactnment date of this bill would not be able to make the election until the
next inconme year, while taxpayers with incone years beginning after the date
of enactment could nmake the election for the 1999 incone year. |In addition,
the definition of “unitary business” would apply for inconme years begi nni ng
on or after January 1, 1999, making it inconsistent with the operative date
of the election. Further, the departnent would need tinme to provide
instructions for making elections to taxpayers. To provide consistency for
t axpayers and for ease of adm nistration, the bill should becone operative
for income years beginning on or after January 1, 2000. As requested by the
author’s staff, Amendments 4 and 7 woul d make this change.

Techni cal Consi der ati ons

Amendnents are provided to resolve the foll ow ng:

Amendnents 1 through 3 would clarify the penalty relating to attaching
t he schedul e of menber corporations. Anendnent 3 would al so define
“taxpayer nenber” and “principal nenber” as those terns are defined in
regulations. The bill uses these terns but does not define them

Amendnment 5 would clarify the 60-nmonth restriction from making an
el ection when the election is term nated or not renewed.

Amendnment 6 would allow FTB (at its discretion) to permt defective

el ections to be perfected rather than allowng FTB (at its discretion)
to treat a defective election as perfected or void. Defective

el ections are by their nature void; thus, the departnent does not need
di scretionary authority to treat a defective election as void.
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FI SCAL | MPACT

Depart nental Costs

To the extent that this provision prevents di sputes between taxpayers and

t he department over whether a group is unitary, cost savings for the
departnment’s audit and | egal staff may result. The extent of these possible
savi ngs cannot be quantifi ed.

Tax Revenue Esti mate

Based on Iimted data and assunptions di scussed below, this bill would
result in the foll ow ng revenue | osses.
Esti mat ed Revenue | npact of SB 1015
As Amended 4/ 29/ 99
[$ In MIlions]
Fi scal Year Cash Fl ow | npact
1999-00 | 2000-01 | 2001-02 | 2002-03 | 2003-04
El ectors -$2 -$2 -$3 -$25 -$41
Non- el ectors $1 $2 $3 $3 $3
Tot al -$%1 ni nor m nor -$22 - $38
M nor could be a gain or |loss of |ess than $500,000. The bill would be

effective with income years beginning on or after January 1, 1999. Fiscal -
year | osses beginning in 2002-03 reflect the three to four-year audit cycle
that would normally apply in cases where the departnent would reverse self-
assessed taxpayer reporting under current conbination standards. Fisca
year | osses also allow for taxpayers that conbi ne properly under current
standards and that, under this bill, would reduce tax liabilities beginning
inthe initial year by electing to include nonunitary, comonly controlled
menber s.

Thi s anal ysis does not consider the possible changes in enpl oynent,
i ncone, or gross state product that could result fromthis nmeasure.

per sonal

Tax Revenue Di scussion

The nunber of corporations that elect or do not elect to conmbine with
commonly controlled corporations and the resultant net tax effect woul d
determ ne the revenue inpact of this bill. This bill as anended

April 29, 1999, is identical to AB 601 as anmended July 7, 1997.
The April 29, 1999, anendnents added | anguage that defined “unitary
busi ness” for non-electors. |Inposing stricter statutory standards of

unitary conbination for non-electors would generate sone offsetting revenue
gains. Sone taxpayers that are conmbining under current unitary standards
woul d not neet the proposed bright line standard. O her taxpayers woul d
tenporarily act against their short-terminterests to have opportunity to
assess the effects of a long-term el ection.
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The following liability year inpacts were used to project the timng of cash
flow for the bill.

I ncone Year Liability |npact
1999 2000 2001 2002 2003
El ectors -$41 -$52 -$54 - $56 - $58
Non- el ectors $1 $2 $3 $3 $3
Tot al -$40 - $50 -$51 -$53 - $55

The income year loss in 1999 is sonmewhat | ess than subsequent years because
it reflects only cal endar year filers. The difference between fiscal year
and i ncome year losses is due primarily to audit tim ng.

BOARD POSI TI ON

Pendi ng.



Mari on Mann DedJong
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Pat ri ck Kusi ak

FRANCH SE TAX BOARD S
PROPCSED AMENDIMVENTS TO SB 1015
As Anmended April 29, 1999

AVENDMENT 1
Modi fy page 2, line 3 through page 3, line 22 as foll ows:

18650. (a) Faxpayer At | east one of the taxpayer nmenbers of a conmonly
controll ed group subject to an el ection under Section 25109 shall attach a schedul e
listing all corporations which were nenbers of the commonly controlled group at any tine
during the inconme year to their its annual inconme or franchise tax return that includes
(in whole or in part) the accounting period of the principal nmenber. The schedul e shal
di sclose all corporations in the comonly controlled group, as described in Section
25105, whether or not the incone and apportionnent factors of those corporations are
properly included in a conbined report under Section 25101, 25109, or 25110.

(b) I'f none of the taxpayer nenbers fail—te attach the schedule listing al
corporations of the commonly controlled group as required by subdivision (a), er—attach

subject—to a penalty of one thousand dollars ($1,000) shall be inposed for each
corporation not disclosed.

(c) If any none of the taxpayer nenbers merberfailstoattach-the secheduleand
faits—to provide the schedul e required by subdivision (a) upon notice fromthe Franchise
Tax Board, or if none of the taxpayer nenbers denonstrates substantial conpliance
nonconpliance fortwo—or noreincore—years Wth the schedule filing requirenments for two
or nore incone years, the penalty described in subdivision (b) shall be increased to five
t housand dol I ars ($5,000) for each corporation not disclosed.

(d) Fer—purposes—of The penalty i nposed under this section

(1) Fhepenalty—rmay May be assessed agai nst any one or nore taxpayer nrerber—er
menbers of the group. Each taxpayer menber shall be jointly and severally liable for the
penal ty.

(2) Fhe—penaltyprovidedbythis—sectionrmay May be waived, in whole or in part,
for reasonabl e cause.

(3) Shall be due and payabl e upon notice and demand fromthe Franchi se Tax Board
and Article 3 (comrencing with Section 19031) of this chapter (relating to deficiency
assessnments) shall not be applicable.

AVENDMENT 2
On page 6, line 30 after “section” insert:

and Section 18650



AVENDMENT 3
On page 7, nodify line 14 as foll ows:

(5) “Taxpayer nenber” neans a corporation that is required to file a
franchi se or incone tax return under the provisions of this part that is a nenber

of the comonly controll ed group subject to an el ection under this section.

(6) “Principal nmenber” neans the nenber of the commonly controlled group
subject to an election under this section whose accounting period is used as a
reference period for all nenbers of the commonly controlled group to aggregate
and apportion conbi ned report business incone of the group.

(7) Anewy created corporation shall be deenmed to be

AVENDVENT 4
On page 8, line 5, strikeout “1997" and insert:
2000
AVENDMENT 5
On page 8, nodify lines 28 and 29 as fol |l ows:
under this section for any incone year beginning which begins during a 60 renaths

nmonth period starting after the |last day of the period of the election period
t hat was

AMENDMENT 6

On page 8, nodify lines 34 and 35 as foll ows:

treat permt defective elections under this section as—veid-oer—permt—the
eleetion to be perfected during the period of

AVENDMENT 7
On page 15, nodify line 24 as foll ows:
SEC. 5. This act shall be operative for incone years beginning on or after

January 1, 2000.
SEC. 6. This act provides for a tax levy within the




