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SUBJECT: Apportionnment of Business Incone/Extractive Business Activity

SUMVARY

This bill would amend the Bank and Corporation Tax Law (B&CTL) to require
t axpayers that are engaged in extractive business activities to apportion their
busi ness i ncone using the doubl e-wei ghted sal es factor formnul a.

EFFECTI VE DATE

As a tax levy, this bill wuld take effect imrediately and apply to i ncome years
begi nning on or after January 1, 2000.

LEG SLATI VE H STORY

SB 184 (1999), sponsored by the Franchi se Tax Board, would have anmended the Bank
and Corporation Tax Law to allow top tier corporations of a conmonly controlled
group, whose nenmbers are engaged in an extractive business activity, to el ect
whet her the nenbers of its group would apportion their business incone using the
si ngl e- or doubl e-wei ghted sal es factor.

PROGRAM HI STORY/ BACKGROUND

Prior to 1993, the B&CTL strictly conformed to the Uniform Division of Income for
Tax Purposes Act (UDI TPA), which provides for the use of an apportionnent fornula
when assigning business income to a state for tax purposes. This fornmula is the
sinpl e average of three factors: property, payroll and sales. Each factor is the
ratio of in-state activity to that sane activity everywhere. |In 1993, the B&CTL
was anended to require that the sales factor be doubl e-wei ghted, thus nmaking the
apportionnment fornula based on four factors. Sonme taxpayers, however, still are
required to use the three-factor formula —those taxpayers that derive nore than
50% of their gross business receipts froman extractive or agricultural business.
In 1994, the exception to the four-factor fornmul a was expanded to include

t axpayers that derive nore than 50% of their gross business receipts from savi ngs
and | oan, banking, or financial business activities.

The requirenment for double-weighting the sales factor reflects a determ nation
that sales represent a nore significant contribution to a taxpayer's net incone

than do the other two factors. Incidentally, double-weighting the sales factor
shifts sone tax burden to conpanies with large sales in California relative to
their investnent in property and payroll, thereby reducing the tax burden of
corporations that have nade substantial investnent in property and payroll in
California relative to sales
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The followi ng chart illustrates how doubl e weighting sales may affect taxpayers
with the sane total factors, but different anpunts of sales in California.

% of | ncone

Scenario A Cal cul ati on Taxabl e in CA
Fact or CA Tot al
Sal es 10 1, 000 i ) .01 + .10 + .10 _ 0
Payrol| 100 1,000 |3 Factor: 3 = 1%
Property 100 1, 000

4-Factor: =0 * 0L .20+ .10 = 5409

: : % of | ncone
Scenario B Cal cul ati on Taxabl e in CA
Fact or CA Tot al
Sal es 100 1, 000 i ) .10 + .10 + .10 _ 0
Payroll 100 1,000 |° Factor: 3 = 10%
Property 100 1, 000

4- Fact or - .10 + .1%_+ .10 + .10 _ 10%

: : % of | ncone
Scenario C Cal cul ati on Taxabl e in CA
Fact or CA Tot al
Sal es 1,000 1,000 i ) 1.00 + .10 + .10 _ 0
Payroll 100 1,000 |° Factor: 3 = 40%
Property 100 1, 000

4- Fact or - 1.00 + 1290 + .10 + .10 _ 5504

When the apportionment fornula was nodified to require a doubl e-wei ghted sal es
factor, a segment of taxpayers engaged in extractive and agricultural business
were adversely inmpacted and objected. To resolve this issue, the 1993 and 1994
amendnent s provi ded exceptions to the general rule so that certain taxpayers were
required to continue to single-weight sales.

SPECI FI C FI NDI NGS

Exi sting state | aw provides for the use of an apportionment fornula when

assi gni ng business incone of a nultistate or nultinational business to California
for tax purposes. The general rule, applicable to npst corporations, requires a
formula that is the average of property, payroll, and doubl e-weighted sales. The
factors then are divided by four. Each factor is the ratio of in-state activity
to that sanme activity everywhere

For corporations that derive nore than 50% of their gross business receipts from
agricultural, extractive, savings and | oan, and banki ng and financial business
activities, the apportionnment forrmula is the average of three factors —the sal es
factor is single-weighted.
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Property represents the capital investnment in the business by the participants,
payrol |l represents the contributions of |labor to the earning of incone, and sales
represents market contributions. Sales of tangi ble personal property generally
are assigned on a destination basis. Sales either to jurisdictions where the

t axpayer is not taxable or to the United States government are "thrown back" to
the place of origin. For financial institutions, such as banks and savi ngs and

| oans, the sales factor primarily consists of interest incone received froml oan
paynents.

California business inconme is nultiplied by the apportionnent percentage to
determ ne the amobunt of incone apportioned to this state for tax purposes.

This bill would remove fromthe exception to the four-factor formula those
taxpayers that are engaged in extractive business activities. This change would
thereby require extractive businesses to apportion their business incone using
the four-factor, doubl e-weighted sales formnul a.

Pol i cy Consi derations

The exception to the four-factor fornmula for extractive business activities
has resulted in the creation of detailed and conplex rules and regul ati ons
beyond that required for the general apportionment rules.

No other state besides California carves out extractive business activities
fromtheir generally applicable apportionnent fornula.

The rationale for enacting the doubl e-weighted sales fornmula was to create
an incentive to locate (or retain) businesses and jobs in California while
sel ling goods and services across the country. The effect of the exception
elimnates this incentive for extractive businesses, despite the fact that
many such busi nesses have major investnents in California and choose to
engage in significant business activities beyond actual extraction in the
state.

| npl enent ati on Consi derations

I npl enenting this bill would require sone changes to existing tax fornms and
i nstructions, which could be acconplished during the departnent's nor nal
annual update. In addition, this bill would elimnate the difficult task

for departnment audit personnel in determ ning whether a taxpayer is engaged
in an extractive business.

FI SCAL | MPACT

Departnmental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

The net revenue inpact for this bill is estimated to be a mnor |oss, |ess
t han $500, 000 annual |y beginning with the 2000/ 01 fiscal year.
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Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncome, or gross state product that could result fromthis neasure.

Tax Revenue Di scussi on

The revenue inpact of this bill would depend on the anmpunt of tax
liabilities cal culated by applying the proposed four-factor apportionnent
formula to corporations in the extractive industry as conpared wi th those
corporations based on the current three-factor fornula.

Two sanpl es of corporate tax returns for incone years ending in 1996 and
1997 were used for this analysis. For each corporation in the extractive
industry, tax liabilities under current and proposed apportioning formul as
were conputed. Revenue inpact was estimted as the difference between the
conputed tax liabilities. The inpact for each individual corporation was
then statistically weighted and aggregated to derive an estinmate of total
revenue inpact for the year. The final inpact is estimated as the average
of the 1996 and 1997 inpacts. The estimated i nmpact was extrapolated into
future years using the Departnent of Finance projection of corporate
revenues.

Based on 1996 and 1997 data, about 40 corporations within the extractive

i ndustries would pay nore tax under this bill. The amobunt of tax increase
is $10 mllion. About 20 corporations within the extractive industries
woul d pay | ess tax. The amobunt of tax decrease is just over $10 mllion.

BOARD POSI TI ON

Pendi ng.



