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SUMVARY
This bill would provide that every corporation that during the incone year has

been incorporated for less than five years shall be exenpt fromthe m ni num
franchi se tax.

EFFECTI VE DATE

This bill would apply to incone years beginning on or after January 1, 1999.

LEG SLATI VE H STORY

AB 10, AB 40, SB 42 (1999), AB 2798 (Stats. 1998, Ch. 323), AB 27 (1998), SB 842
(1997), SB 510 (1997), AB 8 (1997), AB 27 (1997), SB 38 (Stats. 1996, Ch. 954),
AB 546, AB 3298, AB 3010, AB 3394 (1996); AB 647, AB 744, AB 1098 (1995); AB 411
AB 977, AB 1721, AB 2886, AB 3807 (1993/94); AB 3506, SB 1453 (1992); AB 4275
(1989/90); SB 572 (Stats. 1987, Ch. 1139); AB 1 (Stats. 1971, Ch.1); AB 1175
(Stats. 1957, Ch. 1127).

PROGRAM HI STORY/ BACKGROUND

The m ni mum franchi se tax was established to ensure that all corporations pay at

| east a m ni num anmount of franchise tax for the privil ege of doing business in
this state, regardless of the corporation’s level of inconme (or loss). The

m ni mum franchi se tax has varied over the years. For incone years ending before
June 25, 1959, the mninmum franchise tax is $25. For inconme years ending after
June 25, 1959, and begi nning before January 1, 1972, the mnimum franchise tax is
$100. For incone years beginning after Decenber 31, 1971, and before January 1
1987, the mninmum franchise tax is $200. For inconme years beginning after
Decenber 31, 1986, and before January 1, 1989, the mninumfranchise tax is $300
(SB 572, Stats. 1987, Ch. 1139). This tax was increased to $600 for inconme years
begi nning on or after January 1, 1989, and before January 1, 1990, and to $800
for income years beginning on or after January 1, 1990. Beginning on January 1,
1999, a “qualified new corporation,” as defined, pays a $300 m ni mum franchi se
tax for its first and $500 for its second taxable years. The m nimum franchise
tax is $25 for certain gold and qui cksilver mning corporations. Credit unions,
certain nonprofit cooperative associations, and exenpt organi zati ons are not
subject to the m ninmumfranchi se tax.

Corporations prepay the mninmumfranchise tax to the Secretary of State (SOS) at
the tinme they incorporate (California corporation) or initially qualify (non-
California corporation) with that office to do business in this state. This
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initial payment constitutes the taxpayer's initial franchise tax return. For

i ncone years beginning on or after January 1, 1997, and before January 1, 1999,
the prepaynment to the SOS is reduced to $600 for a “qualified new corporation,”
as defined. For income years comencing on or after January 1, 1999, the
prepaynment to the SOS for a “qualified new corporation,” definition revised, is
reduced to $300. |If a non-California corporation conmences to do business in
this state without qualifying with the SOS, the FTB assesses the initial m ninmm
franchi se tax.

Under the rules for paynent of estimated taxes, four equal paynents are to be
made during the current year for the privilege of exercising a corporate
franchi se in the subsequent year, but the first paynent cannot be |ess than the
mninmumtax. At the end of the first year, even if it is not a full 12 nonths,
taxpayers are required to conpute their franchise tax for the privilege of
conducting business during the second taxabl e year based on a neasurenent of the
first year's net incone. The taxpayer nust file a corporate franchise tax return
within two nonths and 15 days after the end of the first year and include paynent
of the taxes due for the second taxable year. The franchise tax for each
subsequent taxable year is conmputed based on a neasurenent of the preceding
year's net incone.

SPECI FI C FI NDI NGS

Under existing state |aw, unless specifically excepted by statute, every
corporation that is organized or qualified to do business or is doing business in
this state (whether organized in-state or out-of-state) is subject to the m nimum
franchi se tax. Taxpayers nust pay the mininumfranchise tax only if it is nore
than their neasured franchise tax. For inconme years beginning on or after
January 1, 1997, only taxpayers whose net inconme is |ess than approximtely

$9, 040 pay the minimum franchi se tax because their neasured tax would be |ess

t han $800 ($9, 039 x 8.84% = $799).

Exi sting state | aw provides that real estate nortgage investnment conduits

(REM Cs) are subject to and required to pay the m ninumfranchi se tax. Regul ated
i nvest nent conpanies (RICs) and real estate investnent trusts (REITs) organi zed
as corporations also are subject to and required to pay the m ni mum franchi se

t ax.

Under existing state law, the tax on limted partnerships (LPs), limted
liability conpanies (LLCs), and limted liability partnerships (LLPs) is set at
$800 by reference to the anount provided in the mninmumfranchi se tax statute.

Exi sting state | aw requires nonprofit charitable organizations to file periodic
reports with the Attorney CGeneral. For any year that a nonprofit charitable
organi zation does not file with the Attorney General and the Attorney Cenera
notifies the departnment of this failure, the nonprofit charitable organization is
assessed and required to pay the m ninumfranchi se tax.

Exi sting state | aw provides for incone years commenci ng on or after January 1,
1997, and before January 1, 1999, a reduced prepaynment of tax to the SOS of $600
for a “qualified new corporation” with gross receipts, |less returns and

al | owances, reportable to this state of less than $1 million. The reduced tax
applies only to the prepaynent payable to the SOS in connection with

i ncorporation or registration with the SOCS.
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For incone years beginning on or after January 1, 1999, the prepaynent to the SOS
for the first incone year of a “qualified new corporation,” definition revised,
is $300, and the m nimum franchise tax for its second taxable year is $500. A
“qualified new corporation” for inconme years beginning on or after January 1
1999, does not include any corporation that began business operations as a single
proprietorship, a partnership, or any other form of business entity prior to its
i ncorporation. To be eligible for the reduced prepaynment and m ni mum franchi se
tax, the qualified new corporation nmust be incorporated on or after January 1
1999.

Al so, existing state | aw provides that the determ nati on of whether a corporation
meets the gross receipts criterion is based on the aggregate gross receipts of
the nmenbers of a commonly controlled group. The |aw defines “gross receipts |ess
returns and all owances reportable to this state” as including both business and
non- busi ness recei pts.

The reduced m ni mum franchi se tax does not apply to any corporation if 50% or
nmore of its stock is owned by another corporation. |In addition, it does not
apply to certain entities such as limted partnerships, limted liability
compani es, and charitabl e corporations required to pay the mnimum franchi se tax
as a result of failure to file with the Attorney General

For incone years beginning on or after January 1, 1997, and before January 1,
1999, a corporation that paid $600 to the SOS nust pay an additional tax of $200
on the due date of its first return, without regard to extension, if its gross
recei pts exceed $1 million or its tax liability exceeds $800. For incone years
begi nning on or after January 1, 1999, a corporation that paid $300 to the SOS
nmust pay an additional $500 if it does not neet the requirenments of a “qualified
new corporation,” in its first income year. If it paid $500 m ni mrum franchi se tax
for its second taxable year, the corporation nust pay an additional $300 if it
fails to neet the requirenents in its second taxable year.

This bill would provide that every corporation that during the inconme year has
been incorporated for less than five years shall be exenpt fromthe m ni num
franchi se tax.

Pol i cy Consi derati ons

Prior |egislation has focused on providing relief fromthe m nimum franchi se
tax for new small corporations, such as those with gross receipts of $1
mllion or less. However, this bill would not focus its benefit on the
basis of size, but would rather provide relief for every corporation on the
basis of age, regardless of its incone |evel.

This bill would extinguish the prepaynent to the SOS for all California
corporations and corporations organi zed under the | aws of another state, so
Il ong as the corporation had been incorporated | ess than five years. Qut-of-
state corporations that had been incorporated nore than five years prior to
qualification to do business with the SOS m ght argue that this change nakes
t he prepaynent to the SOS unconstitutionally discrimnatory agai nst out-of -
state corporations. However, because the exenption is based on date of

i ncorporation rather than place of incorporation, this change would likely
survive constitutional challenge.
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| npl emrent ati on Consi der ati ons

It is unclear if it is the author’s intent to have this benefit available to
only corporations that incorporate after the effective date of this bill or
for corporations that incorporated prior to, but have been incorporated for
|l ess than five years. As witten, the departnent would interpret this bil

to provide a benefit to all corporations that have been incorporated for

|l ess than five years fromthe effective date of this bill

The bill would not reduce the tax of other business entities (i.e., limted
partnerships, certain limted liability conpanies, etc.) that are liable for
a tax in an anmount equal to the m nimum franchi se tax.

Also, this bill would provide that a corporation “during the incone year
[be] incorporated for less than five years.” The term*“five years” could

| ead to confusion since cal endar years, taxable years, and incone years are
all ternms used in tax law. The franchise tax liability of a corporation is
measured by incone received during the preceding i ncome year and is paid for
the follow ng taxable year.

A California corporation pays the mininumfranchise tax for its first
taxabl e year at the same tine it files for incorporation wth the SCS.
Therefore, it could be inferred that that paynent woul d equate to one year,

| eaving the corporation with four additional years. |1t also could be
interpreted so that a corporation may receive as many exenptions as
available in five cal endar years. As a result, a corporation could receive
six exenptions fromthe mninumfranchise tax. This anmbiguity would make it
difficult for the departnent and a corporation to determ ne whether the
corporation was entitled to an exenption fromthe mninumfranchise tax in a
particul ar year. These issues need to be resol ved before the departnment
could effectively inplenment this bill.

As this bill is witten, it unclear whether the prepaynent upon
i ncorporation or qualification to do business in California would still be
required since the code section requiring the prepaynent is left intact.

In addition, legislation was enacted in 1998 that reduced the comenci ng
corporation prepaynent to the Secretary of State for the first taxable year
from $600 to $300 and the m nimum franchi se tax for the second taxable year
from $800 to $500 for qualified new corporations. |f the exenption extends
to all corporations, regardless of gross receipts, consideration should be
given to repealing the reduced m ni numfranchi se tax programto clarify the
I aw.

Because the m ni mum franchi se tax exenption would apply to incone years

begi nning on or after January 1, 1999, refunds would need to be nmade to any
eligible corporations that prepaid the m ninmumfranchise tax to the

SCS or paid the mninumfranchise tax to the FTB between January 1, 1999,
and the enactnent date of this bill. These refunds should not significantly
i npact the departmnent.
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FI SCAL | MPACT

Depart nental Costs

Approxi mately 89, 000 exi sting corporations would be eligible for this bill’s
exenption. Therefore, inplenentation of this bill would require noderate
changes for the annual updates for the 2000 process year.

Tax Revenue Esti mate

Revenue | osses under the Bank & Corporation Tax Law are as foll ows:

Ef fective for |Incone Years
Begi nni ng January 1, 1999
Enact ment Assumed After
June 30, 1999
(in mllions
1999-0 | 2000-1 2001-2
($157) ($105) ($108)

Tax Revenue Di scussion

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

Revenue | osses woul d depend on the nunmber of corporations that are new
corporations that have been incorporated | ess than five years.

It is projected that for inconme years beginning in 1999 approxi mately 89, 000
corporations less than five years old would benefit fromthe mnimumtax repeal
Esti mates above al so include the repeal of the Secretary of State fee at the tine
of incorporation for approximtely 55,000 corporations each year
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