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SUBJECT: Biotechnol ogy O Technol ogy Conpany Research Expenses Credit/All ows
Transfer Or Refund of Unused Tax Benefits

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

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

AMENDMENTS DID NOT RESOLVE THE DEPARTMENT’'S CONCERNS stated in the previous anadysis of hill as
X amended _ January 3, 2000

X FURTHER AMENDMENTS NECESSARY .
DEPARTMENT POSITION CHANGED TO

X REMAINDER OF PREVIOUS ANALYSISOF BILL ASAMENDED _ January 3, 2000, STILL APPLIES.
OTHER - See comments below.

SUWARY OF BILL

Under the Bank and Corporation Tax Law (B&CTL), this bill would do both of the
fol | owi ng:

1. Partnership Allocation of Research Credit: nodify the research credit to all ow
a special allocation of a partnership’s credit anong certain defined partners.
That taxpayer-partner must be either a biotechnol ogy or technol ogy conmpany (as
defined) and be in a partnership with a biotechnol ogy or technol ogy conpany.
For such a taxpayer, its share of the partnership's qualified and basic
research expenses or share of the credit would equal the sumof (A) the
taxpayer’s share of either the qualified research expenses and basic research
paynents or the credit allocated or apportioned to that partner under current
| aw and (B) any portion of another partner’s share of expenses or paynents that
qualify for the credit, or another partner’s share of the credit transferred to
the taxpayer. The total qualified research expense and basic research paynent,
or total credit for the incone year, with respect to any partner may not exceed
125% of the anpunt that would be allocated to that partner under current |aw.

2. Transfer of Research Credit: allow a biotechnol ogy or technol ogy conmpany (as
defined) with unused research and devel opnent credit carryovers to transfer
those credit carryovers to another corporation taxpayer that is (A in the
State of California, (B) a biotechnology or technol ogy conpany, and (C) is not
affiliated with the transferor taxpayer. The taxpayer receiving the
transferred tax credit nust pay the transferor an amobunt equal to at |east 75%
of the value of the transferred tax benefit. The transferor and transferee are
affiliated if the same entity directly or indirectly owns or controls 10% or
more of the voting rights or 10% of the value of all classes of stock of both
taxpayers. The maximumlifetime value of transferred tax benefits that a

corporation could transfer would be $20 mllion.
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The bill would require “private financial assistance,” which is undefined, to be
used for expenses incurred in connection with the operation of a biotechnol ogy
conpany or technol ogy conpany in this state.

SUWWARY OF AMENDMENT

The January 13, 2000, anendnents renoved the provisions that would have al |l owed a
bi ot echnol ogy or technol ogy conpany with unused research and devel opnment credit
carryovers to surrender those credits for a refund of 50% of the credit’s val ue.
The January 13 anendnents al so renoved the provisions that woul d have al |l owed
transfer or surrender of the taxpayer’'s net operating | osses.

The January 13, 2000, amendnents further defined “biotechnol ogy conpany” as one
primarily engaged in research and devel opment activities as described in North
American Industry Cl assification System (NAICS) Manual Code 541710 and
“technol ogy conpany” as one primarily engaged in conmputer and el ectronic product
manuf acturing as described in NAICS Manual Sector 334.

In addition, the January 13, 2000, anmendnents added an operative date for the
partnership allocation of research credit provisions and included a requirenment
that, with respect to transferred unused tax benefits, the transferee taxpayer
al so be a biotechnol ogy or technol ogy conpany.

The January 13, 2000, anmendnents added a requirenent that the departnment report
to the Legislature on or before January 1, 2005, on the nunber and costs of the
credits transferred pursuant to the bill

These anendnents resol ved sone of the policy and inplenentation considerations
addressed in the departnent’s analysis of the bill as anmended January 3, 2000.
Except for the itens discussed in this analysis, the departnent’s analysis of the
bill as introduced still applies.

EFFECTI VE DATE

As a tax levy, this bill would becone effective i mediately upon enactnent. The
partnership allocation of research credit provisions specify they would apply to
i ncome years beginning on or after January 1, 2000, and before January 1, 2006.
The transfer of research credit provisions would apply to i ncome years begi nning
on or after January 1, 2000, and although it provides no ending incone year, the
bill specifies that the code section would sunset Decenber 1, 2006.

CONSTI TUTI ONAL CONSI DERATI ONS

The requirenent in this bill that a corporation nust have either its headquarters
or base of operations in California my violate the Cormerce Cl ause of the United
States Constitution. Eligibility for the credit allocation provisions and the
credit carryover transfer provisions would be limted to only those taxpayers
havi ng their corporate headquarters or base of operations in this state,
irrespective of the | evel of such taxpayer's taxable activity in this state,

t hereby di scrimnating agai nst taxpayers having their corporate headquarters or
base of operations outside of California. Alternatively, providing these tax
incentives to all taxpayers that engage in certain activities in this state
general ly woul d not be considered a comrerce clause viol ati on because the
activity itself (conducting research) is being rewarded.
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POLI CY CONSI DERATI ONS

This bill raises the follow ng policy considerations.

1. Generally, tax credits are allowed only to the taxpayer that actually incurs
the rel ated expense. Under current state law, only the |owincome housing
credit statute specifically permts the credit to be transferred to a taxpayer
ot her than the taxpayer that actually incurs the rel ated expenses.

The | owi nconme housing credit allows transfer of the credit to the purchaser of
the property or between affiliated corporations if the affiliation is 100%

ownership. Conversely, this bill would allow earned tax credits that coul d not
be i medi ately used by the taxpayer incurring the expenses to be transferred to
unaffiliated transferees. This bill thereby would create a state tax |aw

precedent by allowing tax credits to be transferred fromthe taxpayer who

i ncurred the expenses to any other taxpayer (irrespective of whether such
transferee is an affiliate). Thus, this bill would allow tax credits to be
realized by taxpayers that did not incur the actual out-of-pocket expense on
which the tax credits are based, thereby providing a benefit to one taxpayer
for the action of another taxpayer.

Further, this bill essentially 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 linmted to tax
credits and rel ated deductions for the purchase of certain property, and the
transfer was acconplished by a nom nal sal e-lease back of that property in
which the rights of the parties to the various tax benefits were clearly

defi ned. Mor eover, under the old federal safe harbor |easing rules, the
federal tax treatnent of the various forns of consideration flow ng between the
parties to the transaction were clearly defined, which differs fromthis bill.

The research tax credit is based on various expenses such as wages, supplies,
rental charges, etc. Since this credit is based on expenses, rather than
capitalized anobunts as was the case under the old federal safe harbor |easing
rules, it may be difficult to clearly apply that body of federal tax law in
anal yzi ng the proper tax treatnent of the tax benefit transfer paynents. Thus,
absent further legislative clarification, it is unclear how the paynents made
by the taxpayer purchasing the tax credits under this bill or receiving an
enhanced special allocation of the research tax credit under this bill would be
treated for California tax purposes by both the seller and purchaser of these
tax credits.

2. This bill would all ow special allocation of the research credit anong partners
and transfer of the credit to unaffiliated corporations. However, it would not
allow the credit to be transferred between affiliated corporations,
establishing differing treatnent for partners and unaffiliated corporations
than the treatnent allowed to affiliated corporations. Mor eover, this bil
woul d provide a tax benefit for taxpayers filing under the B&CTL (corporations)
that would not be provided to other simlarly situated taxpayers that file
under the Personal Inconme Tax Law (PITL) (individuals, sole proprietors,
partners, shareholders). Thus, this bill would provide differing treatnment
based solely on the type of entity, regardl ess of whether the entity is engaged
in the sanme type of activity.
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| MPLEMENTATI ON CONSI DERATI ONS

Departnent staff has identified the follow ng inplenentation considerations.
These i npl enmentation consi derations would make it very difficult, if not

i npossible, to properly inplement this bill. Additional concerns may be raised
as the departnent continues to analyze the bill. Departnent staff is willing to
assist the author with any necessary anmendnents to resol ve these concerns.

1. This bill is silent with regard to the proper tax treatnent by the
transferor and the transferee of the anpunt paid for the transfer of the tax
benefits. It appears that the transferor would include the anpbunt received
for the tax credit in incone, and the transferee arguably could receive a
busi ness expense deduction for the purchase of the tax credit. 1In the
absence of clarification, disputes nay arise between taxpayers and the
departnent about the proper tax treatnent of the anmpunt paid for the
transfer of a tax credit under this bill.

2. This bill |eaves unclear when the transferee taxpayer first could use the
transferred tax credit carryover. Specifically, it is unclear whether the
transferee taxpayer’s first opportunity to use the transferred tax credit
carryover would be in the sane incone year as the transferor earned the tax
credit or whether the transferee only could use the transferred tax credit
in the succeedi ng i ncone year (and subsequent incone years if limted).

3. The bill does not address whether only the entire unused tax credit my be
transferred or whether portions of the unused tax benefit would be all owed
to be transferred. |[If portions of the unused tax credit may be transferred,
the bill does not address whether or how one tax credit may be divi ded anong
mul tiple transferees.

4. If audit results nodify the research credit that has been transferred for
consideration, it is unclear which taxpayer woul d be responsible for the
additional tax fromthe audit adjustnment. The bill should clarify how

adjustnents to the amobunt of the credit would be handl ed by the departnent
after the credit is transferred. Mor eover, since the department's audit of
the transferor taxpayer’s return may occur after normal expiration of the
statute of limtations (i.e., under a waiver), it may be necessary for the
departnent to request a waiver of the transferee taxpayer’s statute of
limtations to allow the departnent to adjust the transferee’s tax liability
if the departnent determ nes that part or all of the clainmed tax benefit
shoul d be disal | oned.

Alternatively, if the clainmed tax benefit of the transferor is disall owed
only in part, it is unclear how this disallowance would be allocated between
the transferor and the transferee, especially if the statute of limtations
has expired for one, but not both, of the affected taxpayers.

5. The bill uses inconsistent ternms to describe limtations regarding the
amount of tax credits that could be transferred. The bill would allow a
bi ot echnol ogy or technol ogy taxpayer to transfer unused tax benefit so | ong
as the transferee taxpayer pays an anount equal to at |east 75% of the val ue
of the transferred tax benefit. The bill defines the value of the
transferred tax benefit for a tax credit carryover as the value of the
credit.
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This definition | eaves uncl ear whether the value of the transferred tax
credit carryover would be the actual value of the remaining carryover or the
credit amount, regardl ess of whether any portion had been used previously by
the transferor.

6. If the amount of tax credits transferred during a year does not exceed the
maxi mrum annual armount, it is unclear whether the remai ni ng maxi nrum anount
could be transferred to the succeeding year and thereby increase the next
year's maxi mum anmount .

7. This bill uses various terns that are not defined, such as “highly
educated,” “highly trained,” “corporation business taxpayer,” and “private
financial assistance.” Further, terns are used inconsistently and in

unusual context that add confusion to the provisions. Undefined ternms and
uncl ear definitions can |l ead to disputes between taxpayers and the
depart nent.

8. The reporting requirenent for the departnment uses unclear termnology. It
i s uncl ear whether the nunber of credits transferred means the numnber of
actual transfers that occur, or the dollar ambunt of such transfers.
Further, it is unclear what the term"costs" is intended to address in the
departnment reporting requirenent, since costs could be read to include
merely the total tax inpact of credits utilized or to include the sales
price of the credit together with the tax consequences of the sale.

9. The bill is unclear regardi ng whether a partner in a partnership with a
single partner that is a biotechnol ogy or technol ogy conpany woul d be
allowed to transfer that non-biotech partner's share of qualified research
expenses and basic research paynents or share of the research credit to the
partner that is a biotechnol ogy or technol ogy conpany. The bill appears to
limt the partnership allocation rules to those partnership with at | east
two partners that are biotechnol ogy or technol ogy conpanies.

TECHNI CAL CONSI DERATI ON

In defining “unused tax benefits,” this bill refers to provisions of Section
23609, which prescribe carryover rules, but erroneously references subdivision
(d) of Section 23609 rather than subdivision (f).

LEG SLATI VELY MANDATED REPORTS

This bill would require the departnment report to the Legislature on or before
January 1, 2005, on the nunber and costs of the credits transferred pursuant to
the bill.

FI SCAL | MPACT

Departnmental Costs

If the bill is amended to resolve the constitutional and inplenmentation
consi derations addressed in this analysis, the departnent’s costs are not
expected to be significant.
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Tax Revenue Esti mate

It is not possible to project in advance the response of biotechnol ogy and
technol ogy compani es that would transfer unused research credits at 75% of
their tax value for any given year. The inpact of the special allocation of
partnership credits between partners is specul ative since, under current
law, a partnership may allocate credits among its partners in whatever
manner i s specified in the partnership agreenent.

Revenue effects would include both cash-fl ow accel eration of tax credit
usage and absol ute revenue | osses. The fornmer would reflect nore i medi ate
use of tax credits by transferees rather than later by transferors, and the
latter would reflect the fact that sone transferors never would use all the
potential tax benefits.

The follow ng data conpiled from departnent records shows the current
research expenses credit activity.

It can be assunmed that taxpayers that qualify for the research expenses
credit likely would qualify under the provisions of this bill

In 1997, 1,696 corporations reported $675 nmillion of expenses subject to
the research credit.
s 1,482 corporations used $349 nillion in research credits to reduce
their tax;
a 958 corporations reported $326 million of unused credits;
° O this unused credit amount, $267 mllion was for California
dom cil ed corporations (the universe that |ikely would qualify under
this bill).

It is likely that sonme corporations with | osses do not file the research
credit formsince they could not use the credit. Thus, it is likely that
the stock of unused research expenses credits is substantially |arger
than reflected in the figures above.

POSI TI ON

Pendi ng.



