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SUBJECT: Insurance Dividend Deduction/ Renbve Commercial Domcile Limtation on
Dividend Receipts

SUMVARY

This bill would renpove from Revenue and Taxati on Code (R&TC) Section 24410 the
prohi bition on corporations that are commercially domciled outside of California
on deducting dividends received froman insurance conpany subsidiary operating in
California and subject to the gross premuns tax. All corporations would be
permtted to deduct dividends, regardl ess of where commercially domciled.

If the commercial domcile restriction in Section 24410 is not renpved from
California law, it is likely to be found unconstitutional. Thus, this bill would
resol ve a constitutional issue.

EFFECTI VE DATE

As a tax levy, this bill wuld be effective i medi ately upon enactnent and woul d
apply to all open income years in which the Franchi se Tax Board nay propose an
assessnent or allow a claimfor refund.

LEG SLATI VE H STORY

AB 1218 (1997/1998) would have (1) renoved the commercial domcile restriction
from R&TC Section 24410 and (2) would have all owed corporations to deduct

i nterest expense attributable to dividends that are received froman insurance
conpany subsidiary and are excluded frominconme. AB 1218 was held in Senate
Appropriations Conmttee.

SB 1229 (Stats. 1999, Ch. 987) woul d have renoved the conmercial domicile
restriction from R&TC Section 24410. However, SB 1229 was tied to SB 1125 (a
bill that woul d have all owed corporations to deduct interest expense attributable
to dividends that are received froman insurance conpany subsidiary and are
excluded fromincone), so that if only SB 1229 were enacted, only technica
changes woul d be made. SB 1125 was vetoed on Cctober 10, 1999; thus, SB 1129
made only technical changes to R&TC Section 24410.
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SPECI FI C FI NDI NGS

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

assi gni ng business incone of nultistate and multinational corporations to
California for tax purposes. For nost corporations, this formula is the average
of the factors of property, payroll and doubl e-wei ghted sal es appli ed agai nst
wor | dwi de i ncone.

Each factor is the ratio of in-state activity to worldw de activity. Nonbusiness
i ncome fromintangi ble property is generally allocated to the taxpayer’s
comrercial domcile. Nonbusiness incone fromtangible property is generally

al l ocated to the physical |ocation of the property.

California Regulation Section 25120(c)(4) applies transactional/functional tests
to determ ne the classification of dividend incone as business or nonbusiness

i ncome. Under these tests, dividends are business inconme when (1) the stock was
acquired in the regular course of the taxpayer's trade or business operations, or
(2) the purpose for acquiring and holding the stock is related to or incidental
to the trade or business operations.

Thus, dividends are business i ncone when the stock from which those dividends are
derived is held in the ordinary course of business, such as by a stockbroker.
Ceneral ly, dividends also will be business incone if they are derived from stock
hel d as current assets or excess working capital. More recently, dividends have
been considered to be busi ness incone when the stock is held for a purpose that
furthers the unitary business operations, such as when stock of a supplier is
held in order to ensure a steady source of raw materials. (Appeal of Standard Q|

Conpany of California, Cal. St. Bd. of Equal., March 2, 1983.)

Ceneral ly, dividends are nonbusiness income when the stock is held as an

i nvestnment unrelated to the taxpayer’'s trade or business activities. Existing
state law (Section 25126) provides that nonbusi ness dividend incone is allocated
to the taxpayer's comercial domicile.

Exi sting state | aw (Section 24402) excludes fromtaxable incone a portion of any
di vi dends received that are paid out of income that was subject to either the
franchise tax, the alternative mnimumtax or the corporation inconme tax in the
hands of the paying corporation. The intent of this lawis to avoid double
taxation of corporate incone at the corporate |evel.

Under existing state |law (Section 24410), corporations comercially domciled in
California are pernmitted to deduct dividends received froman insurance conpany
subsidiary operating in California that is subject to the gross prem uns tax,
provi ded at | east 80% of each class of stock of the insurance conpany is owned by
the parent corporation. The deduction is based on the portion of the dividend
attributable to California sources, determ ned by applying a special three-factor
formul a.

The rationale for Section 24410 is to provide simlar relief fromdouble taxation
as is provided to general corporations under the dividends received deduction of
Section 24402.



Senate Bill 2171 (Senate Revenue & Taxation Conmittee)
I ntroduced February 25, 2000
Page 3

When Section 24410 was enacted (Stats. 1968, Ch. 1379), essentially all dividends
wer e thought to be nonbusiness inconme unless receipt of dividends was the
taxpayer’s principal trade or business (i.e., dealers in stocks and securities).
This theory was based on pre-Uniform Division of Incone for Tax Purposes Act

(UDI TPA) case |law that held the source of the dividend i ncone was the shares of
stock and the situs of such stock was traditionally the comrercial domcile of

t he investing corporation. (Southern Pacific Co. v. MCol gan (1945) 68 Cal. App
2d 48.) Earlier versions of California Regulation Section 25120(c)(4) reflected
this traditional theory.

Subsequently, California case |law held that dividends could be business inconme if
the dividends net the transactional/functional tests inplicit in Section 25120,
and that the (former) Franchi se Tax Board regul ati ons were invalid because they
were contrary to those statutory tests. (Appeal of Standard G| Conpany of
California, supra.) The Franchise Tax Board then anended Regul ati on Secti on
25120(c)(4) to apply transactional/functional tests to determ ne the
classification of dividend inconme as either business or nonbusiness incone.

Because di vi dends can be treated as busi ness income, the commercial domcile
restriction in Section 24410 operates as a preferential treatment only for
California comercially domciled corporations. Recent court decisions have
found simlar laws to be facially discrimnatory against interstate comrerce,

wi thout legitimte |ocal purpose, and thus unconstitutional. (See, e.g., Canps
Newf ound/ Owat onna, Inc. v. Town of Harrison, Miine (1997) 520 U. S. 564,

137 L. Ed. 2d 852.) Thus, it is likely that Section 24410 woul d be found
unconstitutional, to the extent the deduction is allowed only to a California
dom cil ed corporation, as discrimnatory agai nst interstate conmerce.

Article 111, Section 3.5, of the California Constitution provides that an

adm ni strative agency does not have the power to declare a statute unenforceabl e,
or refuse to enforce a statute, on the basis that federal | aw or federa
regul ati ons prohibit the enforcenent of such statute, unless a State appellate
court has made a determi nation that the enforcenment of such statute is prohibited
by federal |aw or federal regulations.

This bill would renmove the conmrercial domicile restriction from Section 24410.
Thus, all corporations, regardl ess of where comrercially domciled, would be
permtted to deduct dividends received froman insurance conpany subsidiary
operating in California and subject to the gross prem uns tax.

Pol i cy Consi derations

There does not appear to be specific tax policy to support relief from
doubl e corporate taxation only for California domciled holders of insurance
conpany stock. Further, the objective of Section 24410 appears to be the
same as the objective of Section 24402 -- to provide relief from double
taxation. The comrercial domcile restriction of Section 24410 was probably
i ncl uded because, at the tinme of original enactnent, such dividends
general ly were thought to be nonbusi ness incone, allocated to conmerci al
domcile. By renoving the comercial domcile restriction from Section
24410, this bill would make the tax policy of Section 24410 consistent with
Section 24402.
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| npl enent ati on Consi derations

If the conmmercial domicile restriction in Section 24410 is not renoved from
California law, the departnent is required by the state’s Constitution to
enforce the restriction until a state appellate court declares California
law to be in violation of federal law. In fact, the departnent recently

| ost such a case at trial court and has filed an appeal with the appellate
court. Renoving the conmercial domicile restriction in Section 24410 woul d
prevent the departnment fromincurring litigation costs on the
constitutionality of existing Section 24410. Further, this bill would
relieve taxpayers from expendi ng corporate resources to defend agai nst the
adm ni strative application of a law that is |likely unconstitutional under
exi sting case | aw

| npl enentati on of the conmercial domicile provisions would occur during the
departnment’s normal annual system update.

FI SCAL | MPACT

BOARD

Departnmental Costs

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

Tax Revenue Esti mate

The revenue inpact of this bill would be determ ned by the anount of

i nsurance dividends (frominsurance subsidiaries operating in California)
deduct ed by recipient corporations donmiciled outside California, the average
apportionment factor of each recipient, and the franchise tax rate.

The commercial domicile provisions would result in annual revenue | osses

t hat cannot be quantified. Sufficient data do not exist to estimate the
magni t ude of | osses. Even without the provision, revenue | osses are likely
as the result of cases testing the constitutionality of the current statute
under which only commercially domciled corporations are all owed the
deducti on.

The commercial domicile provisions would be effective for all years for
which the statute of limtations remains open. For issues of this sort,
generally it is assuned the statute would be open for roughly six income
years.

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

POSI TI ON

Support.

The Franchi se Tax Board voted at its January 12, 1998, neeting to sponsor the
| anguage in this bill.



