
State Tax Treatment of 

Intercompany Transactions 


Between Members of a unitary Group 


Georgetown university Law Center 

1993 Institute on State and Local Taxation 


Michael E. Brownell 

senior Staff Counsel 


~alifornia Franchise Tax Board 


EXHIBIT: I-




from earnings  and p r o f i t s  d e f i c i t s  incurred by t h e  s u b s i d i a r y  
a f t e r  t h e  s t o c k  b a s i s  i s  reduced t o  zero. -- . 

b. Res tora t ion  of income from an ELA. Income from an excess  
l o s s  account is res to red  i n  accordance wi th  t h e  r u l e s  of 
Treas .  Reg. 51.1502-32, and Reg .  S1.1502-19. General ly ,  t h e  
ELA i s  r e s t o r e d  t o  income t o  t h e  ex teh t  t h e  holder  of t h e  
s t o c k  of t h e  subs id ia ry  is considered t o  have disposed of i t s  
s tock .  Dispos i t ion  occurs t o  t h e  ex ten t  t h a t  t h e  s h a r e s  are 
a c t u a l l y t r a n s f e r r e d  o r  redeemed. I n  addi t ion ,  d i s p o s i t i o n  i s  
deemed t o  have occurred a s  t o  a l l  sha res  when e i t h e r  d i s t r i b -  
u t o r  or  d i s t r i b u t e e  leaves t h e  group, or  t h e  group ceases  t o  
f i l e  a  consol ida ted  r e t u r n .  

CALIFORNIA PRACTICE REGARDING TREATMENT OF INTERCOMPANY 


A .  Historv  of Cal i forn ia  p r a c t i c e .  

1. The o r i g i n a l  general  p r a c t i c e  with r e s p e c t  t o  intercompa- 
ny t r a n s a c t i o n s  was t h e  same as t h e  o ld  f e d e r a l  p r a c t i c e ,  i .e .  
e l imina t ion  of g a i n  from t h e  t r a n s a c t i o n  and t r a n s f e r  of b a s i s  
t o  t h e  t r a n s f e r e e .  See A p ~ e a l  of P a c i f i c  T e l e ~ h o n e ,  Cal. S t .  
Bd. of Equal., May 4 ,  1978 ( involv ing  income y e a r s  1961 and 
1 9 6 3 ) .  

2 .  I n  Chase Brass  v. Franchise Tax Board (11) (1977) 70 
Cal.App. 3d 457, 472 (involving income years  1 9 5 4 ,  1955 ,  and 
1 9 5 6 )  t h e  taxpayer  a s s e r t e d t h a t  intercompany sales should be 
r e f l e c t e d  i n  t h e  s a l e s  f a c t o r .  The cour t  h e l d  t h a t  t h e  FTB 
d i d  no t  err by excluding such s a l e s ,  s t a t i n g ,  "These conten-
t i o n s  ignore  t h e  f a c t  t h a t  whi le  s r o s s  s a l e s  a r e  used t o  
compute t h e  s a l e s  f a c t o r ,  only n e t  income is s u b j e c t  t o  t h e  
f r a n c h i s e  t a x .  Since no n e t  income was produced by t h e  
i n t e r n a l  s a l e s ,  it was not r equ i red  t h a t  t h e y  be inc luded i n  
t h e  computation." The view t h a t  no income was produced by 
intercompany s a l e s  is  cons i s t en t  with e l imina t ion  and b a s i s  
transfer methodology. 

3 .  I n  1978, t h e  Franchise Tax Board s e n t  a  l e t t e r  t o  t h e  t a x  
s e r v i c e s  which, a f t e r  descr ib ing  t h e  f e d e r a l  r e g u l a t i o n s  and 
t h e  f e d e r a l  e l e c t i o n  t o  t r e a t  income from intercompany 
t r a n s a c t i o n s  a s  cu r ren t  income, s t a t e d  "In o r d e r  t o  minimize 
d i f f e r e n c e s  a s  t o  t h e  amounts of income s u b j e c t  t o  t a x  f o r  
s t a t e  and f e d e r a l  purposes, t h e  f e d e r a l  p rov i s ions  r ega rd ing  
t h e  per iod f o r  which income from intercompany t r a n s a c t i o n s  i s  
r e p o r t a b l e  w i l l  be accepted f o r  s t a t e  co rpora t ion  f r a n c h i s e  
and income t a x  purposes when a consol idated group determines 
income on t h e  b a s i s  of a combined r e p o r t  which i n c l u d e s  t h e  
same members un less  t h e  t r a n s a c t i o n s  appear t o  have been 
adopted f o r  t h e  purpose of avoiding s t a t e  f r a n c h i s e  o r  income 
t a x e s  (emphasis added) ." While t h e  scope of t h e  le t ter  may 
no t  have been as broad as this language would indicate, the 



p o r t i o n  quoted above arguably suggested a permissive use of 
consol ida ted  r e p o r t i n g  methodology. 

-- . 

4 .  I n  1 9 7 9 ,  i n  a  response t o  a  question from t h e  ~ a l i f o r n i a  
Soc ie ty  of CPAs, t h e  Franchise Tax Board s t a t e d  t h a t  "It has 
been t h e  genera l  r u l e  of t h i s  department t h a t  t h e  ga in  o r  l o s s  
on t h e  intercompany s a l e  of business  a s s e t s  between members of 
a  combined r e p o r t  s h a l l  be defer red ."  The response indica ted  
t h a t  de fe r red  g a i n  would be r e s t o r e d  when the a s s e t  was so ld  
t o  o u t s i d e r s ,  o r  when e i t h e r  t h e  purchaser o r  s e l l e r  l e f t  t h e  
combined group. 

B. Current C a l i f o r n i a  P rac t i ce .  I n  September 1981, t h e  FTB 
i s sued  i t s  Form 1 0 6 1 ,  Ins t ruc t ions  f o r  Corporat ions F i l i n g  a  
Combined Report. Now Publ ica t ion  1 0 6 1 ,  t h i s  form provides 
r u l e s  f o r  intercompany t r ansac t ions .  These r u l e s  apply only 
with r e s p e c t  t o  t r ansac t ions  between members of a  un i t a ry  
group. Thus, t r a n s a c t i o n s  which a r e  d e f e r r e d  under f e d e r a l  
consol ida ted  r e t u r n  treatment w i l l  not n e c e s s a r i l y  be elimi- 
na ted  o r  de fe r red  f o r  s t a t e  purposes. Transac t ions  deferred 
o r  e l iminated  f o r  s t a t e  purposes w i l l  n o t  n e c e s s a r i l y  be 
d e f e r r e d  f o r  f e d e r a l  purposes (e.g.  more t h a n  50% of t h e  vot- 
i n g  s t o c k  he ld ,  b u t  l e s s  than  80%).  

1. Inven to r i e s .  I n  computing c o s t  of gbods s o l d  intercompany 
p r o f i t s  a r e  e l iminated  from beginning and ending inven to r i e s .  
The va lue  of inventory  f o r  property factor purposes is ad-
j u s t e d  t o  e l i m i n a t e  intercompany gains.  

2 .  Fixed Assets and cap i t a l i zed  Items. Gain o r  l o s s  on in- 
tercompany s a l e s  of business f ixed  a s s e t s  o r  c a p i t a l i z e d  
charges or expenditures  is deferred.  Deferred ga in  i s  
r e s t o r e d  i f  e i t h e r  t h e  s e l l e r  o r  t h e  purchaser  leave  t h e  
u n i t a r y  group o r  t h e  a s s e t  i s  so ld  t o  o u t s i d e r s .  Generally 
t h e  g a i n  i s  t o  be  res tored  as i n  f e d e r a l  consol ida ted  prac- 
t ice.  I f  t h e  members of a  consolidated r e t u r n  group have an 
e l e c t i o n  t o  r e p o r t  income c u r r e n t l y  w i l l  be  allowed f o r  s t a t e  
purposes.  

3 .  E f f e c t s  on Apportionment f a c t o r s .  General ly ,  t h e  
proper ty  f a c t o r  f o r  t h e  property sold i n  an intercompany 
t r a n s a c t i o n  i s  n o t  general ly  a f fec ted  by t h e  s a l e ,  and t h e  
purchaser  must u s e  t h e  s e l l e r ' s  o r i g i n a l  c o s t  i n  i t s  property 
f a c t o r .  In  a d d i t i o n ,  intercompany s a l e s  a r e  n o t  r e f l e c t e d  i n  
the s a l e s  f a c t o r .  

C. I s s u e s  n o t  addressed i n  Publ icat ion 1 0 6 1 .  

1. I n t a n s i b l e s .  The Publ. 1 0 6 1  i s  s i l e n t  as t o  t h e  appro- 
p r i a t e  t r ea tmen t  of in tangib les .  It i s  u n c l e a r  whether 
e l imina t ion  and b a s i s  t r a n s f e r  p r i n c i p l e s  apply ,  a s  i n  t h e  
case of inventory ,  o r  whether deferred t rea tment  a p p l i e s ,  as  
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i n  t h e  case  of f ixed  asse t s ,  o r  whether cu r ren t  t a x a t i o n  is 
appropr ia te .  

- .  
2 .  Apportionment of deferred income. There a r e  no r u l e s  
regarding t h e  apportionment of previously defer red  g a i n  from 
t h e  s a l e  of f i x e d  a s s e t s  on r e s t o r a t i o n  events ( inc lud ing  ga in  
r e s t o r e d  from t h e  depreciat ion add-back). Should t h e  appor- 
tionment percentage a t  t h e  t ime of t h e  intercompany s a l e  
apply,  o r  should t h e  apportionment percentage a t  t h e  t i m e  of 
t h e  r e s t o r a t i o n  event govern? 

3 .  E f f e c t s  of chanaes in  t h e  sroup.  Publ. 1 0 6 1  provides  no 
guidance f o r  de f in ing  t h e  combined repor t  group, and t h e  
e f f e c t s  t h a t  occur where group during d e f e r r a l  is d i f f e r e n t  
than t h e  group a t  t h e  time of r e s t o r a t i o n .  

4 .  E f f e c t s  on o ther  members. The Publ. 1061 does n o t  
desc r ibe  t h e  e f f e c t s  of deferred treatment on members of t h e  
group o t h e r  than  purchaser and s e l l e r ,  and t h e  e f f e c t s  of 
those  members en te r ing  or  leaving  t h e  group. 

5 .  E f f e c t s  of l e a v i n s  t a x  i u r i s d i c t i o n .  There a r e  no r u l e s  
i n  t h e  Publ.  1 0 6 1  which deal  wi th  t h e  e f f e c t s  of members of 
t h e  group e n t e r i n g  and leaving t h e  t a x  j u r i s d i c t i o n  of t h e  
s t a t e .  

D. Water's edcre e lec t ions .  Under Section 25111, co rpora t ions  
doing bus iness  i n  Cal i fornia  a r e  permitted t o  f i l e  as i f  
c e r t a i n  a f f i l i a t e d  foreign corporat ions were n o t  members of 
t h e i r  u n i t a r y  group. I f  those fo re ign  corpora t ions  w e r e  f o r -
merly i n  a  u n i t a r y  r e l a t ionsh ip  wi th  t h e  e l e c t i n g  corpora t ion ,  
those  co rpora t ions  may have had intercompany t r a n s a c t i o n s  i n  
p r i o r  year .  The termination of t h e  uni ta ry  r e l a t i o n s h i p  by a 
water 's  edge e l e c t i o n  r a i s e s  t h e  question as t o  t h e  proper  
t rea tment  of those  t r ansac t ions  on deemed t e rmina t ion  of  t h e  
un i t a ry  r e l a t i o n s h i p  as  a r e s u l t  of t h e  e l e c t i o n .  

1. FTB Notice 89-601.  In  FTB Notice 89-601, t h e  Franchise  
Tax Board ind ica ted  t h a t  a water 's  edge e l e c t i o n  would cause 
defer red  intercompany gains o r  losses  t o  be t aken  i n t o  
account. Under t h a t  notice: 

a .  Deferred ga ins  or losses  a r e  t o  be s u b j e c t  t o  appor-
tionment us ing  t h e  apportionment f a c t o r  f o r  t h e  income year 
immediately preceding the  income year of t h e  e l e c t i o n .  

b. Taxpayer, a t  i ts  e lec t ion ,  is permitted t o  u s e  t h e  
f a c t o r s  of t h e  income year t h e  o r i g i n a l  defer red  intercompany 
t r a n s a c t i o n  took place.  

c.  FTB may r e q u i r e  use of f a c t o r s  of t h e  income y e a r  i n  
which t h e  de fe r red  intercompany t r ansac t ion  took p l a c e  o n l y  i f  
t h e  apportionment percentage of t h e  preceding y e a r  v a r i e d  by 
more than  1 0 %from t h e  apportionment percentage of t h e  year of 
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the transaction, and the total additional income apportioned 

to California exceeds $100,000. Apportioned gains or losses 

are to be included in income on a-prorata basis'for the first 

five income years to which the original election applies. 


2. Issues not addressed in the notice. The FTB Notice did 

not define the deferred transactions subject to the treatment 

prescribed for waterfs edge. Presumably, the Notice refers to 

the transactions described in the Publ. 1061. As noted above, 

that would imply elimination and basis transfer treatment with 

respect to inventory. Thus, a very significant issue is pre- 

sented by water's edge election where there were substantial 

outstanding inventory transactions between electing and ex- 

cluded entities. 


a. If elimination and basis transfer applies, prior to the 
waterIs edge election, after the sale by a foreign corporation 
to a domestic affiliate, the purchaser takes the seller's 
basis. After the election, income from the later sale of 
inventory is apportioned using the water's edge group's 
apportionment percentage (primarily U.S.) . 
b. On the other hand if, prior to the water's edge election, 

there is a sale of inventory by a domestic corporation to a 

foreign affiliate, the foreign affiliate takes the seller's 

basis. After the election, income fromthe later sale of the 

inventory by the purchaser is not subject to taxation if the 

purchaser is not in the water's edge group. 


CALIFORNIA REGULATION OF INTERCOMPANY TRANSACTIONS. The 
California Franchise Tax Board is currently being challenged 
in its use of combined reporting on a worldwide basis. While 
it has been successful in defending that practice in the 
~alifornia courts (Barclavrs Bank v. Franchise Tax Board 
(1992) 2 Cal.4th 708) examination of the use of a worldwide 
combined report may be soon undertaken by the U.S. Supreme 
Court. If the court were to invalidate the use of the unitary 
method on a prospective basis, there will be some point in 
time where the use of worldwide combined reporting will be 
acceptable and thereafter would not. If so, at the point in 
time where combination is no longer appropriate, there will be 
significant effects with respect to outstanding intercompany 
transactions will then become significant. Because the 
effects of prospective decombination, both in a constitutional 
challenge and with a waterts edge election, are substantial, 
and because of the uncertainty surrounding the appropriate 
treatment of such transactions under current law, the Fran- 
chise Tax Board was received statutory authority in Section 
25106.5, Cal. Rev. and Tax Code (AB 129 (Stats. 1987, Ch. 
918)) to promulgate regulations regarding the mechanics of 
the combined report: 

A. Section 25106.5,Rev. and Tax. Code; "The Franchise Tax 
Board may adopt regulations necessary to ensure that the tax 

-" 



liability or net income of any taxpayer whose income derived 

from or attributable to sources within this state which is 

required to determined by a combined report pursuant to 

Section 25101 or 25110 of this chapter, and of each entity 

included in the combined report, both during and after the 

period of inclusion in the combined report is properly 

reported, determined, computed. assessed, collected, or 

adjusted. 


B. Similaritv to consolidated resulatory authority. The 

authority in section 25106.5 is broad regulatory authority 

similar to Section 1502, IRC, which authorizes the Commission- 

er to regulate with respect to federal consolidated returns. 

Given the broad grant of authority in Section 25106.5, the 

Franchise Tax Board could expand the scope of its regulatory 

endeavors beyond the issue of intercompany transactions. 


C. Models Under Consideration. Regulations have not been 

issued under section 25106.5. Drafts have been prepared, but 

are being held for further review and/or revision. General 

public input has been sought and obtained. potential models 

for treatment of intercompany transactions between unitary 

corporations include: 1) Current taxation, 2) Elimination 

and basis transfer, 3) Deferred taxation, apportioning 

restored income using the apportionment percentage at the time 

of the original intercompany transaction; 4) Deferred 

taxation, apportioning restored income usingthe apportionment 

percentage at the time of the restoration event. 


1. Current taxation of intercom~anv transactions. There is 

some support in the California case law for treating income 

from intercompany'transactionsbetween members of a unitary 

group as currently taxable under the ~alifornia law. In 

Saf ewav Stores v. Franchise Tax Board (1970) 3 Cal.3d 745, the 

California Supreme Court held that an intercompany dividend 

paid between unitary taxpayers was currently taxable to the 

recipient, despite that both payor and payee of the dividend 

were members of a unitary group. (This holding has been 

reversed by statutory amendment, see Section 25106, Rev. and 
Tax Code.) While the case is somewhat qualified by the fact 
that dividends were generally characterized as nonbusiness 
income at the time, the case does provide some authority for 
current taxation. 

a. Rationale in favor of current taxation. Notwithstanding 

the use of the unitary method, the members of a unitary group 

are separate corporate entities, transactions between them 

are realized and recognized and should be reported currently. 

In addition, administrative problems of accounting for inter- 

company transactions, such as tracing and apportionment, are 

at a minimum, although financial accounting data, which may 

reflect elimination of such income, will require adjustment. 




b. ati ion ale aqainst current taxation. 


(1) Income from intercompany sales should not 'be taken into 

account until the income produces an economic benefit to the 

unitary group as a whole, a rationale supported by the holding 

in Chase Brass v. Franchise Tax Board, supra. Transfers 

between divisions of a single corporation are not taxed on a 

current basis. Current taxation would place a premium on a 

taxpayer's choice to operate in corporate form. 


( 2 )  If current taxation of such income is appropriate, would 
this call for inclusion of intercompany transactions in the 
sales factor? If so, wouldn't this allow unitary groups to 
manipulate their sales factors by controlling the destination 
of intercompany sales? 

( 3 )  The current reporting of such income is inconsistent with 
consolidated financial accounting principles which eliminate 
such income. 

(4) Current reporting of such income would result in a 

substantial variation between federal and state treatment, 

where the trend is toward such conformity. Under both current 

and historical treatment of such transactions in the federal 

consolidated return regulation, such income was not taken into 

account currently, except by election. 


(5) Members of a unitary group could control the timing of 

intercompany sales to absorb losses otherwise forced into net 

operating loss treatment. California law generally allows a 

carryforward of only 50% of a taxpayerfs net operating losses, 

and at the present time such losses are suspended and not 

available as a deduction. 


2. ~limination and basis transfer. This method would follow 
the historical treatment in the federal consolidated return 
regulations: Income from intercompany transactions is 
eliminated and the basis in the asset is transferred to the 
transf eror. 

Rationale in favor of use: 


(1) ~limination and basis transfer treatment is generally 

consistent with financial accounting treatment. For world- 

wide combined reporting, elimination and basis transfer would 

avoid having to conform international accounting practice to 

federal consolidated reporting methods. The method is 

consistent with treatment of transfers of assets between 

divisions of a single corporation. 


(2) Elimination and basis transfer treatment is consistent 

with Chase Brass treatment of intercompany sales. Income is 

not taken into account until the economic benefit of the 

transaction is realized outside of the group. 


~ ~ t i / / j j ~ ~F
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b. Rationale aqainst use: 

-- . 

(1) Raises the same problems with zero basis, "disappearing 

income,1vetc. that were present in the federal consolidated 

return regulations prior to 1966. There is no clear statutory 

means of preventing "lost incomev1 on distributions in excess 

of basis, if such income is eliminated. 


(2) The wrong entities pick up gain after disaffiliation. 

Purchaser (or purchaser's unitary group) must report gain on 

a transaction for which it paid full value. 


(3) Some administrative problems exist with assuring that 

basis is properly adjusted to the transferorf s basis. Finan-

cial accounting does not clearly reconcile year-to-year 

effects of such transactions, particularly world wide account- 

ing methods. 


(4) Elimination and basis transfer methodology produces a 

significant variation from the present federal rules for 

taxpayers filing consolidated returns. This could cause 

considerable federal-state tax accounting problems, particu- 

larly with respect to inventory (e.g. LIFO accounting) and 

depreciable assets. 


(5) Opportunities for taxpayer manipulation are substantial. 
For example, assume that one corporation sells intangibles or 
movables to related unitary entity with no independent 
california tax nexus in anticipation of sale of that entity to 
third party, or in anticipation of a water's edge election. 
As neither sale of the entity nor the water's edge election is 
traditionally a realization event to the seller with regard to 
the assets held by the purchaser, the state may lose any 
opportunity to tax the income. 

3. Deferred treatment. restoration usina historical awpor- 
tionment factors. Under this method, gain or loss on inter- 
company transactions - is deferred. Gain or loss is restored if-
the purchaser or seller leaves the group, if there is a 

termination of unitary relationship, or if the asset is sold 

to an outsider, as in federal consolidated reporting. Income 

from intercompany transactions is restored using.apportionment 

factors at the time of the original intercompany transaction. 


a. Rationale in favor of use. 


(1) This method is consistent with federal treatment, in- 

cluding retention of historical source and character. Appor-

tionment is a sourcing principle (see Section 25101, Cal. Rev. 

and Tax. Code) so using apportionment factors at the time of 

transaction is consistent with federal source theory. 




( 2 )  The use  of h i s t o r i c a l  apportionment percentages is 
c o n s i s t e n t  wi th  r e a l i z a t i o n  and recogn i t ion  p r i n c i p l e s .  
Because t h e  f e d e r a l  consolidated.  r e p o r t i n g  i s  based on 
r e a l i z a t i o n  and recogn i t ion ,  bu t  d e f e r r a l ,  h i s t o r i c a l  appor- 
tionment of l a t e r  r e s t o r e d  defer red  income is cons i s t en t  with 
f u l l  r ecogn i t ion  of income, treatingintercompanytransactions 
a s  closed t r a n s a c t i o n s .  Restorat ion of p r e v i o u ~ l y  de fe r red  
income is  merely r e v e r s a l  of a d e f e r r a l  p r i v i l e g e  on t h e  
happening of an even t  incons i s t en t  with u n i t a r y  r epor t ing .  

( 3 )  Deferred t r a n s a c t i o n  accounting cures  t h e  zero b a s i s  and 
"wrong e n t i t y u  problems, and prevents  manipulation. 

b. Rat ionale  a q a i n s t  u s e .  

(1) H i s t o r i c a l  apportionment of r e s to red  income from an 
intercompany t r a n s a c t i o n  i s  admin i s t r a t ive ly  q u i t e  d i f f i c u l t .  
I t  r e q u i r e s  i d e n t i f i c a t i o n  of t r a n s a c t i o n s ,  on a worldwide, 
year-by-year, en t i ty-by-ent i ty  b a s i s .  Because t h i s  method 
t r e a t s  t h e  intercompany s a l e  a s  a closed t r a n s a c t i o n ,  Ca l i fo r -  
n i a  u n i t a r y  t h e o r y  requ i res  t h a t  income r e a l i z e d  and recog- 
nized t o  t h e  group be apportioned t o  each e n t i t y  f o r  purposes 
of t h e  assessment of t a x ,  Legal Ruling 246 , O c t .  27 ,  1 9 5 9 ,  
Cal.CCH $201-418. Thus, each e n t i t y  must account  f o r  income 
from a l l  intercompany t r ansac t ions  which occur  throughout a 
worldwide u n i t a r y  group. This would r e q u i r e  annual examina- 
t i o n  of a s s e t s  p rev ious ly  sub jec t  t o  an intercompany s a l e ,  and 
an examination of t h e  e n t i t i e s ,  world-wide, which l eave  t h e  
group, f o r  p o s s i b l e  r e s t o r a t i o n  events.  

( 2 )  H i s t o r i c a l  apportionment of r e s t o r e d  income r a i s e s' 

se r ious  problems w i t h  respect  t o  d e f i n i t i o n  of t h e  group. Un-
l i k e  f e d e r a l  r e g u l a t i o n s ,  which de f ine  t h e  group with r e s p e c t  
t o  a common p a r e n t ,  t h e  un i t a ry  group is  d e f i n e d  by ownership 
and t h e  q u a l i t y  of corporate  business  r e l a t i o n s h i p s .  This  
r e l a t i o n s h i p  can change from year  t o  year ,  even though t h e  
e n t i t i e s  remain a f f i l i a t e d .  Is t h e  group de f ined  by re fe rence  
only t o  purchaser  and s e l l e r  and t h e  intercompany asse t?  Does 
t h i s  mean t h a t  t h e r e  a r e  severa l  subgroups i n  a given yea r ,  
with r e s p e c t  t o  each s e l l e r ,  purchaser,  and a s s e t ?  

Example. A ,  B,  C ,  and D a r e  members of a  un i t a ry  group. 
A s e l l s  a s s e t  X t o  B i n  year  1. I f ,  i n  y e a r  2 ,  C and D 
a r e  s o l d  t o  a  t h i r d  par ty ,  is  a  por t ion  of t h e  ga in  with 
r e s p e c t  t o  a s s e t  X r e s to red  with r e s p e c t  t o  C and D ,  
under Legal Ruling 2 3 4 ,  but  no t  A and B? 

( 3 )  H i s t o r i c a l  apportionment of r e s to red  income a l s o  r a i s e s  
a problem with t h e  income r e s t o r a t i o n  a s  a r e s u l t  of t h e  
deprec ia t ion  o f f s e t  r u l e .  Depreciation is a c u r r e n t  expense; 
r e s to red  income is a h i s t o r i c a l  income item. T h i s  r e s u l t s  i n  
an arguable mismatching of h i s t o r i c a l  income r e s t o r a t i o n  and 
current d e p r e c i a t i o n  expense. Would a r u l e  of deemed matching 
of source ,  s i m i l a r  t o  deemed matching of c h a r a c t e r  ( i . e . ,-

-13- EXI!:SiT. r. , t i 2 .  !. 

PAGE 7 OF lq  



r e s t o r a t i o n  of income a s  ordinary t o  match ord inary  expense of 
deprec ia t ion)  under t h e  f e d e r a l  regulat ions,  do v io lence  t o  
t h e  concept of h i s t o r i c a l  apportionment? 

( 4 )  The use of h i s t o r i c a l  apportionment a l s o  r a i s e s  a problem 
wi th  respect  t o  a  member of t h e  group which remains a  member 
b u t  which leaves t h e  j u r i s d i c t i o n  of t h e  s t a t e .  Should a 
s t a t e - s p e c i f i c  r e s t o r a t i o n  r u l e  apply? 

(5)  The u s e  of any de fe r red  t ransac t ion  system would be 
extremely d i f f i c u l t  t o  apply i n  a worldwide combined r e p o r t i n g  
environment, p a r t i c u l a r l y  f o r  predominantly f o r e i g n  groups. 
Deferred accounting i s  unnecessary f o r  any con tex t  o ther  than  
consol idated repor t ing ;  r equ i r ing  t h a t  method f o r  s t a t e  
purposes only f o r  corpora t ions  not  otherwise s u b j e c t  t o  
consol idated r e p o r t i n g  could be seen a s  burdensome and/or 
imprac t ica l .  

4 .  Deferred Treatment with Current Apportionment of Restored 
s a i n  o r  loss .  Under t h i s  method, gain o r  l o s s  from' i n t e r -  
company t r ansac t ions  is defer red ,  a s  i n  f e d e r a l  consol ida ted  
r e p o r t i n g .  Gain o r  l o s s  i s  rea l ized  and recognized, bu t  
d e f e r r e d  i n  t h e  s e p a r a t e  account of t h e  s e l l e r ,  and r e s t o r e d  
on purchaser o r  s e l l e r  leaving  t h e  group, t e rmina t ion  of 
u n i t a r y  r e l a t ionsh ip ,  o r  s a l e  of a s s e t  t o  o u t s i d e r .  Restored 
g a i n  o r  loss  is apportioned using cur ren t  apportionment 
f a c t o r s ,  and r e f l e c t i n g t h e  e n t i t i e s ,  i n  ex i s t ence  immediately 
p r i o r  t o  t r i g g e r i n g  event. 

a .  Rationale i n  favor  of use.  

(1) The use of de fe r red  intercompany t r ansac t ion  methodology, 
apport ioning r e s t o r e d  income on a  current  bas i s ,  is  genera l ly  
c o n s i s t e n t  with f e d e r a l  t rea tment ,  with t h e  n o t a b l e  except ion 
of h i s t o r i c a l  source and charac te r .  

( 2 )  Deferred methodology cures  t h e  zero b a s i s  problem and 
p a r t i a l l y  cures I1wrong e n t i t y f 1  problems (some "wrong e n t i t y  
problems remain, i f  t h e  group changes the  composition of i ts  
members) . 
( 3 )  Current f a c t o r  apportionment i s  admin i s t r a t ive ly  e a s i e r  
t h a n  h i s t o r i c a l  sourcing: There is  no requirement f o r  
spreading income t o  e n t i t i e s  on a  year-by-year basis. Appor-
tionment of r e s t o r e d  income is not  required u n t i l  t h e  r e s t o r a -  
t i o n  event. Depreciation r e s t o r a t i o n  off set matches on 
equiva lent  source bas i s .  Departure of e n t i t i e s  from t h e  
group, o r  the  j u r i s d i c t i o n  of t h e  s t a t e ,  does n o t  have e f f e c t  
except  a s  t o  t h e  s e l l i n g  and purchasing members, and t h e  
members i n  t h e  group a t  t h e  t i m e  of the  r e s t o r a t i o n  event .  

b. Rationale a a a i n s t  use. 



(1) P r a c t i c a l  problems. Current apportionment of r e s t o r e d  
income which w a s  previously de fe r red  s t i l l  p resen t s  some 
a d m i n i s t r a t i v e  d i f f i c u l t y .  It r e q u i r e s  accounting f o r  i n t e r -  
company t r a n s a c t i o n s  worldwide, and a  worldwide determinat ion 
of whether a  t r i g g e r  event has  occurred. For f o r e i g n  groups 
t h i s  r e q u i r e s  t h e  use  of consol idated repor t ing  methods f o r  no 
o t h e r  use  than s t a t e  t axa t ion .  

( 2 )  Theore t i ca l  problems. Or ig ina l  r e a l i z a t i o n  and recog- 
n i t i o n ,  and d e f e r r a l  of t h e  recognized income, is  t h e  j u s t i f  i-
c a t i o n  f o r  t h e  r e s t o r a t i o n  of income on a  l a t e r  event  which i s  
t r a d i t i o n a l l y  a  nonrea l i za t ion  event ,  such a s  depar tu re  from 
t h e  group, or  discont inuance of t h e  u n i t a r y  r e l a t i o n s h i p .  
Th i s  impl ie s  a  c losed t r a n s a c t i o n ,  and o r i g i n a l  sourcing,  a s  
is  done i n  ins ta l lmen t  s a l e s  r e p o r t i n g  i n  c a l i f o r n i a .  Is it 
t h e o r e t i c a l l y  i n c o n s i s t e n t  t o  use  c u r r e n t  apportionment 
f a c t o r s  t o  r e p o r t  income from a previously r e a l i z e d  and 
r e c o g n i z e d t r a n s a c t i o n ?  Is t h e r e  adequate t h e o r e t i c a l  support  
t o  t r e a t  t h e  s a l e  a s  r e a l i z e d  and recognized only  a s  t o  t h e  
s e l l e r  and not  a c losed t r a n s a c t i o n  a s  t o  t h e  group a s  a 
whole? 

( 3 )  Current  f a c t o r  apportionment i s  i n c o n s i s t e n t  with t r e a t -  
ment t h a t  would ob ta in  with r e s p e c t  t o  t h e  same income i f  
taxpayer  had e l e c t i o n  i n  p lace  t o  t a x  d e f e r r e d  t r a n s a c t i o n s  
c u r r e n t l y  i n  t h e  year  of t h e  o r i g i n a l  intercompany s a l e .  

( 4 )  How i s  t h e  group t o  be def ined? Is t h e  group def ined  
wi th  r e s p e c t  t o  t h e  purchaser,  s e l l e r  and a s s e t ?  Does t h i s  
imply subgroups i n  any given year? 

Example 1: Corporations A ,  B,  C ,  and D are members of a 
u n i t a r y  group. A sells a s s e t  X t o  B i n  y e a r  1, C sells 
a s s e t  Y t o  D i n  year  1. I f ,  i n  year 2 ,  C and D a r e  s o l d  
t o  a t h i r d  p a r t y ,  and i f  A and B ,  r e s p e c t i v e l y ,  and C and 
D, r e s p e c t i v e l y ,  remain u n i t a r y  e n t i t i e s  w i t h  r e s p e c t  t o  
each o the r ,  does gain wi th  r e spec t  t o  assets X and Y 
remain defer red  i n  t h e i r  r e spec t ive  s m a l l e r  groups? 

Example 2:  Assume t h e  same f a c t s  a s  t h e  example above, 
except  t h a t  e n t i t i e s  A and D a r e  sold and remain u n i t a r y  
wi th  one another .  Neither t h e  s e l l e r  C,  nor  t h e  a s s e t  X 
i s  i n  t h e  A-D group. Is ga in  r e s t o r e d  a s  t o  both a s s e t s ?  

( 5 )  Is it appropr ia te  t o  t a x  income from a  p rev ious  d e f e r r e d  
intercompany t r a n s a c t i o n ,  when a t  t h e  time of s a l e  no member 
of t h e  u n i t a r y  group was doing bus iness  i n  the  s t a t e ?  

Example: A sells an a s s e t  t o  un i t a ry  s u b s i d i a r y  B i n  an 
intercompany t r a n s a c t i o n  when A and B were n o t  doing 
bus iness  i n  t h i s  s t a t e ,  r e s u l t i n g  i n  $1m i l l i o n  gain .  A 
acqu i res  new e n t i t y  C,  which i s  doing bus iness  i n  
~alifornia. Because of r e l a t i v e  s i z e ,  C has 50% of t h e  
apportionment f a c t o r s  of t h e  l a r g e r  group. If A s e l l s  
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the stock of B to an outsider in a later year, can the $1 

million of deferred gain which is restored be apportioned 

50% to calif ornia, reflecting .current apportionment? 


(6) Manipulation problems. Does the use of current appor- 

tionment factors provide an opportunity for manipulation? 


Example. Assume that corporation A is doing business in 

California and is unitary with corporation B which is not 

doing business in the state. There is an outstanding 

deferred intercompany transaction resulting fromthe sale 

of an asset by A to B. Corporation A wishes to discon- 

tinue doing business in California. Can (or should) 

California cause restoration of an apportioned amount of 

the gain on such discontinuance? If so, can B delay 

ceasing to do business unti'l a later year, when its 

apportionment factor in california is de minimis, 

resulting in only minimal income to be apportioned to 

California on the restoration? 


D. Election of methods. Is there a partial solution to 

administrative and theoretical problems noted above? For 

example, should taxpayers be allowed to elect to apportion 

restored income on a current basis, as a method of accounting, 

reserving to the ~ranchise Tax Board the power to require 

historical methods for taxpayer relief or limitation of 

taxpayer manipulation? Should taxpayers, particularly foreign 

controlled, be allowed elect to use elimination and basis 

transfer methods, as a method of accounting, subject to Fran-

chise Tax Board anti-abuse powers? Should hybrid defer-

ral/elimination methods of accounting for mixed. foreign and 

domestic groups be allowed? Should taxpayers be allowed to 

treat income from intercompany transactions as taxable in the 

year of the original transaction, or should such treatment be 

limited to taxpayers who report income currently for federal 

purposes? Based on public input received to date, there is 

considerable support for such elective methods of accounting. 


E. Other issues. 


1. Retention of Character. If either an elimination and 

basis transfer method or a deferred method with current factor 

apportionment of restored income is used, should some effort 

be undertaken to preserve the character of deferred gain (e.g. 

capital, Section 1231, etc.) of the original transaction? 


2. Conversion to nonbusiness use. If corporation sells an 

asset which is a nonbusiness asset in the hands of the seller 

for business use of the unitary purchaser, should the seller's 

nonbusiness income be taxed currently? Should sale of a 

business asset for the nonbusiness use of a member of a 

unitary group be treated as if a sales to an outsider? 

Should deferred income from the sale of a business asset be 




restored if the asset is converted by the purchaser to 

nonbusiness use? 


- .  

3. Section 267. What effects does Section 267, IRC, have on 

apportionment of income in an intercompany transaction? 

Generally, transfers of assets between members of a controlled 

group (defined in Section 267, IRC) which result in a loss, 

are deferred in a manner similar to the rules prescribed under 

Treas. Reg. §I. 1502-13 (See Treas. Reg. 51.267 (f)-lT and 2T). 

A controlled group is a more broadly defined group under 

Section 267 than an affiliated group under Section 1504, IRC. 

The rules of Section 267 generally supersede the rules of 

Treas. Reg. §1.1502-13. Thus, loss may continued to be 

deferred under Section 267, notwithstanding the fact that the 

rules of §I. 1502-13 might otherwise call for a restoration of 

loss. 


If ~alifornia applies the elimination and basis transfer 

approach, either by rule or election, there will be difficul- 

ties integrating such rules with the provisions of Section 

267. Applying Section 267 on a worldwide basis raises the 

many of the same compliance problems as use of deferred 

intercompany transaction methodology on a worldwide basis. 

This may require ~alifornia-specific Section 267 regulations 

for elimination and basis transfer situations, or integration 

of the Section 267 rules directly into the rules for intercom- 

pany transactions under Section 25106.5, Rev. and Tax Code. 


4. Section 367. What effects does Section 367, IRC, have on 

apportionment of income in an intercompany transaction? 

Section 367 provides that a transfer of certain assets to a 

foreign corporation in a transaction otherwise governed by 

Sections332, 351, 354, 356, or361wil1, insomecircumstanc- 

es, be treated as a transfer to a noncorporate entity. Thus, 

to the extent stock is received for property, the transfer is 

treated as a taxable transaction. Section 367 (a) (6) allows 

the Secretary to waive the application of Section 367, as 

prescribed by regulation. In some cases, the Secretary may, 

by agreement, treat the transfer as a taxable event, but defer 

the taxability of the effects of the transfer so long as 

prescribed circumstances are present. 


~alifornia conforms to Section 367. Assume that a corporation 

transfers an asset to a 'foreign corporation which is also a 

member of a unitary group, and Section 367 applies. The use 

of an elimination and basis transfer method for intercompany 

transactions may have the effect of converting the taxable 

event of Section 367 to a stock basis reduction. This would 

provide substantially the same economic effect as the nonrec- 

ognition provisions described above. Even deferred intercom- 

pany transaction treatment could treat the transfer as real- 

ized and recognized income, but deferred. 




Thus, some integration of Section 367 provisions with the 
provisions in any intercompany transaction regulations under 
Section 25106.5 will be necessary-. . 
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