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EXECUTIVE SUMMARY

Prepared by the Staff of the
Franchise Tax Board (FTB)
State of California

During 2015, the Internal Revenue Code (IRC) or its application by California was

changed by:
PUBLIC LAW TITLE DATE
114-7 Slain Officer Family Support Act of April 1, 2015
2015
114-14 ggtntTax Our Fallen Public Heroes May 22, 2015
114-26 Defending Fubll_c Safety June 29, 2015
Employees’ Retirement Act
11427 Trade Preferences Extension Act of June 29, 2015
2015
Surface Transportation and
114-41 Veterans Health Care Choice July 31, 2015
Improvement Act of 2015
114-74 Bipartisan Budget Act of 2015 November 2, 2015
114-113
. Tax-Related Provisions December 18, 2015
Division P
114-113 Protecting Americans from Tax December 18, 2015
Division Q Hikes Act of 2015
112'10' 1123% Miscellaneous Acts Impacting the
-35,114-73, | |pc Not Requiring a California Various
114-87, 114-92, Response
114-94, 114-95
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This report explains the new 2015 federal laws along with the effective dates, the
corresponding California law, if any, including an explanation of any changes made in
response to the new federal law, and the impact on California revenue if California
were to conform to applicable federal changes.

This report also contains citations to the section numbers of federal Public Laws, the
IRC, and the California Revenue and Taxation Code (R&TC) impacted by the federal
changes.

This report contains the following exhibits:

Exhibit A 2015 Miscellaneous Federal Acts Impacting the IRC Not Requiring
a California Response - Short explanations of federal law changes
that are either not administered by the FTB or are not applicable to
California.

Exhibit B Expiring Tax Provisions - A complete listing of expiring provisions in
California tax law.

Exhibit C Revenue Tables - The impact on California revenue were California
to conform to the federal changes.



Slain Officer Family Support Act of 2015
Public Law 114-7, April 1, 2015

Section Section Title

2 Acceleration of Income Tax Benefits for Charitable Cash Contributions for Relief of
the Families of New York Police Department Detectives Wenjian Liu and Rafael
Ramos

Background

Under federal law, individual taxpayers who itemize deductions may generally deduct eligible
charitable contributions from their income only for the calendar year in which the contributions
are made. Corporations are also allowed to deduct eligible charitable contributions from income
for the calendar year in which the contributions are made.

New Federal Law (Uncodified Act section 2 Affecting IRC section 170)

This uncodified provision allows a taxpayer, whether an individual or a corporation, to accelerate
the charitable contribution deduction for cash contributions for relief of the families of slain New
York Police Department Detectives Wenjian Liu and Rafael Ramos.

Any cash contribution made between January 1, 2015, and April 15, 2015, may be treated as if
such contribution was made on December 31, 2014, and not in 2015. Taxpayers electing to
deduct such a contribution from 2014 federal taxable income will not be allowed to deduct that
same contribution in 2015.

Effective Date

This provision is effective April 1, 2015.

California Law (R&TC sections 17201 and 24357 - 24357.9)

Under the Personal Income Tax Law, California generally conforms to the federal charitable
contribution rules under IRC section 170 as of the “specified date” of January 1, 2015,1 and as a
result, does not conform to this accelerated contribution deduction.

Under the Corporation Tax Law, California does not conform to IRC section 170, but instead has
stand-alone law that is generally similar to federal law allowing corporations a deduction for
charitable contributions.2 There is no similar accelerated contribution deduction allowable under
the Corporation Tax Law.

1 R&TC section 17201 conforms to IRC section 170, relating to charitable, etc., contributions and gifts, as of the
“specified date” of January 1, 2015, with modifications in R&TC sections 17206, 17275.2, 17275.3, and 17275.5.

2 R&TC sections 24357 - 24359.1.



Slain Officer Family Support Act of 2015
Public Law 114-7, April 1, 2015

Impact on California Revenue

None (this provision expired for contributions made on or after April 15, 2015).




Don’t Tax Our Fallen Public Heroes Act
Public Law 114-14, May 22, 2015

Section Section Title
2 Exclusion of Certain Compensation Received by Public Safety Officers and Their
Dependents

Background

Amounts received under a workmen’s compensation act as compensation for personal injuries or
as compensation for sickness are excluded from gross income.3 This exclusion applies to
amounts received by an employee under a workmen’s compensation act, or under a statute in the
nature of a workmen’s compensation act that provides compensation to employees for personal
injuries or sickness incurred in the course of employment, as well as to compensation paid under
a workmen’s compensation act to the survivor or survivors of a deceased employee.*

Under the Omnibus Crime Control and Safe Streets Act of 1968, if the Bureau of Justice
Assistance (BJA), an agency of the U.S. Department of Justice, determines that a public safety
officer has died as the direct and proximate result of a personal injury sustained in the line of
duty, the BJA will pay a monetary benefit to surviving family members or other beneficiary (“public
safety officer survivor’s benefit”).5> In addition, if the BJA determines that a public safety officer
has become permanently and totally disabled as the direct and proximate result of a personal
injury sustained in the line of duty, the BJA will pay a monetary benefit to the public safety officer
(“public safety officer disability benefit”).6

With respect to payments made by the Law Enforcement Assistance Administration (a previous
agency of the U.S. Department of Justice) under the Public Safety Officers’ Benefits Act of 1976 to
a surviving dependent of a public safety officer who died as the direct and proximate result of a
personal injury sustained in the line of duty, the Internal Revenue Service has ruled that the
payments are made under a statute in the nature of a workmen’s compensation act and are thus
excluded from gross income.”

New Federal Law (IRC section 104)

The provision amends the IRC to provide a specific exclusion from gross income for amounts paid
(1) by the BJA as a public safety officer survivor’s benefit or public safety officer disability benefit,
or (2) under a state program that provides monetary compensation for surviving dependents of a
public safety officer who has died as the direct and proximate result of a personal injury sustained

3 |RC section 104(a)(1).

4 Treas. Reg. section 1.104-1(b).
542 U.S.C. section 3796(a).

6 42 U.S.C. section 3796(b).

7 Rev. Rul. 77-235, 1977-2 C.B. 45.



Don’t Tax Our Fallen Public Heroes Act
Public Law 114-14, May 22, 2015

in the line of duty, except that the exclusion does not apply to any amounts that would have been
payable if the death of the public safety officer had occurred other than as the direct and
proximate result of a personal injury sustained in the line of duty.

Effective Date

This provision is effective May 22, 2015.

California Law (R&TC section 17131)

Under the Personal Income Tax Law, California generally conforms to the exclusion from gross
income for amounts received for injuries or sickness under IRC section 104 as of the “specified
date” of January 1, 2015, and as a result does not conform to this provision’s amendment to IRC
section 104 to provide a specific exclusion of certain compensation received by public safety
officers and their dependents.

Impact on California Revenue

Estimated Conformity Revenue Impact of
Exclusion of Certain Compensation Received by Public Safety Officers and Their Dependents
For Taxable Years Beginning On or After January 1, 2016
Enactment Assumed After June 30, 2016

2015-16 2016-17 2017-18 2018-19

N/A $0 $0 $0




Defending Public Safety Employees’ Retirement Act
Public Law 114-26, June 29, 2015

Section Section Title

2 Early Retirement Distributions to Federal Law Enforcement Officers, Firefighters,
and Air Traffic Controllers in Governmental Plans

Background

An individual who receives a distribution from a qualified retirement plan before age 592, death,
or disability is subject to a 10-percent early-distribution tax on the amount includible in income
unless an exception to the tax applies.8 Among other exceptions, the early-distribution tax does
not apply to distributions made to an employee who separates from service after age 55 (the
separation-from-service exception), or to distributions that are part of a series of substantially
equal periodic payments made for the life, or life expectancy, of the employee or the joint lives, or
life expectancies, of the employee and his or her beneficiary (the equal-periodic-payments
exception).®

Under a special rule for qualified public safety employees, the separation-from-service exception
applies to distributions from a governmental defined benefit pension plan if the employee
separates from service after age 50 (rather than age 55). A qualified public safety employee is an
employee of a state or political subdivision of a state if the employee provides police protection,
firefighting services, or emergency medical services for any area within the jurisdiction of such
state or political subdivision.

New Federal Law (IRC section 72)

The provision revises the special rule for applying the separation-from-service exception to
gualified public safety employees.10 First, the definition of qualified public safety employee is
expanded to include federal law enforcement officers, federal customs and border protection
officers, federal firefighters, and air traffic controllers.11

Second, the special rule is extended to distributions from governmental defined contribution plans
(rather than just governmental defined benefit plans).12

8 |RC section 72(t).

9 |RC section 72(t)(2)(iv) and (v). IRC section 72(t)(4) provides a recapture rule under which, in general, if the series
of payments eligible for the equal periodic payments exception is modified within five years of the first payment or
before age 59%2, an additional tax applies equal to the early-distribution tax that would have applied in the absence of
the exception.

10 This provision also allows a qualified public safety employee to modify a series of payments to which the equal
periodic payments exception has applied without being subject to the recapture rule described above.

11 These positions are defined by reference to the provisions of the Civil Service Retirement System and the Federal
Employees Retirement System.

12 Ynder IRC section 7701()), the Federal Thrift Savings plan is treated as a qualified defined contribution plan.
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Effective Date
This provision is effective for distributions after December 31, 2015.

California Law (R&TC section 17085)

California automatically conforms to any federal changes made to the additional tax on early
distributions from qualified retirement plans, modified to provide that the California early-
distribution tax is 2% percent of the amount includible in income rather than the federal rate of
10 percent.13 Thus, for purposes of the early-distribution tax, California automatically conforms to
this provision’s changes to the definition of qualified public safety employees for purposes of
applying the special rule for the separation-from-service exception, and to the extension of the
special rule to distributions from governmental defined contribution plans (rather than just
governmental defined benefit plans).

Impact on California Revenue

Baseline.

13 california generally conforms to IRC section 72, relating to the additional tax on early distributions from qualified
retirement plans, as of the “specified date” of January 1, 2015, in R&TC section 17081, with modifications in R&TC
section 17085; specifically, R&TC section 17085(c) provides that the additional tax on early distributions from
qualified retirement plans under IRC section 72(t) is modified to provide that the early-distribution tax is 22 percent
of the amount includible in income rather than the federal rate of 10 percent, and such modified additional tax
applies as applicable for federal income tax purposes for the same taxable year.



Trade Preferences Extension Act of 2015
Public Law 114-27, June 29, 2015

Section Section Title
407 Extension and Modification of Health Coverage Tax Credit

Background
Health Coverage Tax Credit

Eligible Coverage Months

In the case of an eligible individual, a refundable tax credit is provided for 72.5 percent of the
individual’s premiums for qualified health insurance of the individual and qualifying family
members for each eligible coverage month beginning in the taxable year.14 The credit is
commonly referred to as the health coverage tax credit (HCTC). The credit is available only with
respect to amounts paid by the individual for the qualified health insurance.

Eligibility for the credit is determined on a monthly basis. In general, an eligible coverage month is
any month if (1) the month begins before January 1, 2014, and (2) as of the first day of the
month, the individual is an eligible individual, is covered by qualified health insurance, the
premium for which is paid by the individual, does not have other specified coverage, and is not
imprisoned under federal, state, or local authority. In the case of a joint return, the eligibility
requirements are met if at least one spouse satisfies the requirements.

Eligible Individuals

An eligible individual is an individual who is (1) an eligible Trade Adjustment Assistance (TAA)
recipient, (2) an eligible alternative TAA recipient or an eligible reemployment TAA recipient, or
(3) an eligible Pension Benefit Guaranty Corporation (PBGC) pension recipient. In general, an
individual is an eligible TAA recipient for a month if the individual (1) receives for any day of the
month a trade readjustment allowance under the Trade Act of 1974 or would be eligible to receive
such an allowance but for the requirement that the individual exhaust unemployment benefits
before being eligible to receive an allowance, and (2) with respect to such allowance, is covered
under a required certification. An individual is an eligible alternative TAA recipient or an eligible
reemployment TAA recipient for a month if the individual participates in a certain program under
the Trade Act of 1974 and receives a related benefit for the month. Generally, an individual is an
eligible PBGC pension recipient for any month if the individual (1) is age 55 or over as of the first
day of the month and (2) receives a benefit for the month, any portion of which is paid by the
PBGC. A person who may be claimed as a dependent on another person’s tax return is not an
eligible individual. In addition, an otherwise eligible individual is not eligible for the credit for a
month if, as of the first day of the month, the individual has certain specified coverage, such as
certain employer-provided coverage or coverage under certain governmental health programs.

14 Qualifying family members are the individual’s spouse and any dependent for which the individual is entitled to
claim a dependency exemption. Any individual who has certain specified coverage is not a qualifying family member.
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Qualified Health Insurance

Qualified health insurance eligible for the credit is: (1) coverage under a COBRA continuation
provision;15 (2) state-based continuation coverage provided by the state under a state law that
requires such coverage; (3) coverage offered through a qualified state high-risk pool; (4) coverage
under a health insurance program offered to state employees or a comparable program;

(5) coverage through an arrangement entered into by a state and a group health plan, an issuer of
health insurance coverage, an administrator, or an employer; (6) coverage offered through a state
arrangement with a private sector health care coverage purchasing pool; (7) coverage under a
state-operated health plan that does not receive any federal financial participation; (8) coverage
under a group health plan that is available through the employment of the eligible individual’s
spouse; (9) coverage under individual health insurancel6 if the eligible individual was covered
under individual health insurance during the entire 30-day period that ends on the date the
individual became separated from the employment which qualified the individual for the TAA
allowance, the benefit for an eligible alternative TAA recipient or an eligible reemployment TAA
recipient, or a pension benefit from the PBGC, whichever applies (“30-day requirement”); and

(10) coverage under an employee benefit plan funded by a voluntary employee beneficiary
association (VEBA)17 established pursuant to an order of a bankruptcy court (or by agreement with
an authorized representative).18

Qualified health insurance does not include any state-based coverage (i.e., coverage described in
(2)-(7) in the preceding paragraph) unless the state has elected to have such coverage treated as
qualified health insurance and such coverage meets certain consumer-protection requirements.19
Such state coverage must provide that each qualifying individual is guaranteed enrollment if the
individual pays the premium for enrollment or provides a qualified health insurance costs
eligibility certificate and pays the remainder of the premium. In addition, the state-based
coverage cannot impose any pre-existing condition limitation with respect to qualifying individuals.
State-based coverage cannot require a qualifying individual to pay a premium or contribution that
is greater than the premium or contribution for a similarly situated individual who is not a qualified
individual. Finally, benefits under the state-based coverage must be the same as (or substantially
similar to) benefits provided to similarly situated individuals who are not qualifying individuals.

15 COBRA continuation provision is defined by IRC section 9832(d)(1).

16 For this purpose, “individual health insurance” means any insurance that constitutes medical care offered to
individuals other than in connection with a group health plan. Such term does not include federal- or state-based
health insurance coverage.

17 gee IRC section 501(c)(9) for the definition of a VEBA.
18 gee 11 U.S.C. section 1114.

19 For guidance on how a state elects a health program to be qualified health insurance for purposes of the credit,
see Rev. Proc. 2004-12, 2004-1 C.B. 528.
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A qualifying individual for this purpose is an eligible individual who seeks to enroll in the state-
based coverage and who has aggregate periods of creditable coverage20 of three months or
longer, does not have other specified coverage, and is not imprisoned. However, state-based
coverage that satisfies any or all of the consumer protection requirements for state-based
coverage with respect to all eligible individuals is also qualified health insurance for purposes of
the HCTC.21

Qualified health insurance does not include coverage under a flexible spending or similar
arrangement or any insurance if substantially all of the coverage is for excepted benefits.

Advance Payment of the HCTC

The credit is available on an advance payment basis by means of payments by the Department of
the Treasury (Treasury) once a qualified health insurance costs credit eligibility certificate is in
effect.22 In some cases, Treasury may also make retroactive payments on behalf of a certified
individual for qualified health insurance coverage for eligible coverage months occurring before
the first month for which an advance payment is otherwise made on behalf of the individual. With
respect to any taxable year, the amount which is allowed as HCTC for an eligible individual for a
taxable year is reduced (but not below zero) by the aggregate amount of advance HCTC payments
on behalf of the eligible individual for months beginning in the taxable year.

Premium Assistance Credit

For taxable years ending after December 31, 2013, a refundable tax credit (the “premium
assistance credit”) is provided for eligible individuals and families who purchase health insurance
through an American Health Benefit Exchange.?3 The premium assistance credit, which is
refundable and payable in advance directly to the insurer, subsidizes the purchase of certain
health insurance plans through an American Health Benefit Exchange.

The premium assistance credit is available for individuals (single or joint filers) with household
incomes between 100 and 400 percent of the federal poverty level (FPL) for the family size
involved who are not eligible for certain other health insurance. The premium assistance credit
amount is generally the lower of (1) the premium for the qualified health plan in which the
individual or family enrolls, and (2) the premium for the second lowest cost silver plan24 in the
rating area where the individual resides, reduced by the individual’s or family’s share of
premiums.

20 Creditable coverage is determined under IRC section 9801(c).
21 See Q&A-10 of Notice 2005-50, 2005-2 C.B. 14.

22 |RC section 7527.

23 |RC section 36B.

24 A qualified health plan is categorized by level (bronze, silver, gold or platinum), depending on its actuarial value;
that is, the percentage of the plan’s share of the total costs of benefits under the plan. A silver level plan must have
an actuarial value of 70 percent.
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If the premium assistance credit received through advance payment exceeds the amount of
premium assistance credit to which the taxpayer is entitled for the taxable year, the liability for the
overpayment must be reflected on the taxpayer’s income tax return for the taxable year, subject to
a limitation on the amount of such liability. For taxpayers with household income below

400 percent of the FPL, the liability for the overpayment for a taxable year is limited to a specific
dollar amount which varies depending on the taxpayer’'s household income as a percentage of the
FPL.

New Federal Law (IRC sections 35, 6501, and 7527)

Extension of the HCTC

The provision amends the definition of eligible coverage month for HCTC purposes to include
months beginning before January 1, 2020, if the requirements for an eligible coverage month are
otherwise met.25

Election of the HCTC

In order to coordinate eligibility for the premium assistance credit with eligibility for the HCTC,
under the provision, to be eligible for the HCTC for any eligible coverage month during a taxable
year, the eligible individual must elect the HCTC. Further, except as the Secretary of Treasury may
provide, the election applies for that coverage month and all subsequent eligible coverage months
during the taxable year, must be made no later than the due date, with any extension, for filing his
or her income tax return for the year, and is irrevocable. Further, the period for assessing any
deficiency attributable to the election (or revocation of the election, if permitted) does not expire
before one year after the date on which the Secretary of Treasury is notified of the election (or
revocation). The taxpayer is not entitled to the premium assistance credit for any coverage month
for which the individual elects the HCTC.

Qualified Health Insurance

The provision eliminates the 30-day requirement as a requirement for individual health insurance
to be qualified health insurance for purposes of the HCTC, but the provision adds a requirement
that the individual health insurance not be purchased through an American Health Benefit
Exchange. The provision otherwise extends pre-2014 law for qualified health insurance, including
the rules for state-based coverage, and the treatment of COBRA continuation coverage and
coverage under certain VEBAs as qualified health insurance.

25 Title IV of the Act also provides for extension to June 30, 2021, of certain expired provisions of the Trade Act of
1974, Public Law 93-618, as amended, including provisions related to individuals eligible for trade adjustment
assistance.
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Advance Payment

In the case of an eligible individual on whose behalf advance HCTC payment or advance premium
assistance payment is made for months occurring during a taxable year and who subsequently
elects the HCTC for any eligible months,26 the individual’s income tax liability is increased by the
amount of the advance payment, but then offset by the amount of the HCTC allowed to the
individual.2”

If the individual on whose behalf the advance HCTC payment is made does not elect the HCTC but
instead claims the premium assistance credit for any coverage months, the increase in tax liability
equal to the advance payment is offset by the amount of the allowable premium assistance credit,
and any remaining tax liability attributable to the advance payment (and advance premium
assistance payment, if any) is limited in the same way as if the advance HCTC payment had
instead been advance premium assistance payment.

Under the provision, the Secretary of Treasury is directed to establish, no later than one year after
date of enactment of the provision, a new program for making advance HCTC payments to
providers of insurance on behalf of enrolled eligible individuals. The program shall only provide
retroactive payments for coverage months occurring after the end of such one-year period.

Agency Outreach

The Secretaries of the Treasury, Health and Human Services, and Labor and the Director of the
PBGC are directed to carry out programs of public outreach, including on the Internet, to inform
potential HCTC-eligible individuals of the extension of HCTC availability and the availability of the
election to claim such credit retroactively for coverage months beginning after

December 31, 2013.

Effective Date

The provision is generally effective for coverage months in taxable years beginning after
December 31, 2013. For any taxable year beginning after December 31, 2013, and before the
June 29, 2015, the election to claim the HCTC may be made any time on or after the date of
enactment and before the expiration of the three-year period of limitation with respect to such
taxable year28 and may be made on an amended income tax return. The requirement that, in
order to be qualified health insurance, individual health insurance not be purchased through an
American Health Benefit Exchange, is effective for coverage months in taxable years beginning
after December 31, 2015.

26 Receipt of advance HCTC payments during a year does not in itself constitute an election of the HCTC for the year.

27 |f a premium assistance credit is also allowed to the individual for months before the first month for which the
HCTC is elected, the amount of the individual’s allowed premium assistance credit is also taken into account in
applying the offset.

28 |RC section 6511(a).
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California Law

California does not conform to the HCTC.

Impact on California Revenue

Not applicable.

Section Section Title

803 Time for Payment of Corporate Estimated Taxes

Background

In general, corporations are required to make quarterly estimated tax payments of their income
tax liability.2° For a corporation whose taxable year is a calendar year, these estimated tax
payments must be made by April 15, June 15, September 15, and December 15. The amount of
any required estimated payment is 25 percent of the required annual payment.3° The required
annual payment is 100 percent of the tax liability for the taxable year or the preceding taxable
year. The option to use the preceding taxable year is not available if the preceding taxable year
was not a 12-month taxable year or the corporation did not file a return in the preceding taxable
year showing a liability for tax. Further, in the case of a corporation with taxable income of at least
$1 million in any of the three immediately preceding taxable years, the option to use the
preceding taxable year is only available for the first installment of such corporation's taxable
year.31 In addition, in the case of a corporation with assets of at least $1 billion (determined as of
the end of the preceding taxable year), payments due in July, August or September of 2017, are
increased to 100.25 percent of the payment otherwise due. For each of the periods affected, the
next required payment is reduced accordingly (i.e., payments due in October, November, or
December of 2017, are reduced by the amount that the prior payment was increased).

New Federal Law (IRC section 6655)

In the case of a corporation with assets of at least $1 billion (determined as of the end of the
preceding taxable year), the provision increases the amount of the required installment of
estimated tax otherwise due in July, August, or September of 2020, by 8 percent of that amount
(determined without regard to any increase in such amount not contained in the IRC) (i.e., the
installment due in July, August or September of 2020, is increased to 108 percent of the payment
otherwise due). The next required installment is reduced accordingly (i.e., the payment due in
October, November, or December of 2020, is reduced by the amount that the prior payment was
increased).

29 |RC section 6655.
30 |RC section 6651(d)(1).

31 |RC section 6655(d)(2) and (g)(2).
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Effective Date
The provision is effective on June 29, 2015.

California Law (R&TC section 19025)

California does not conform to IRC section 6655, but instead has its own stand-alone rules for
time for payment of corporation estimated tax payments.

In general, corporation estimated tax payments of tax liability are due in quarterly increments,
beginning 3 months and 15 days after the beginning of the taxable year, and the percentages of
the quarterly increments due are generally 30 percent for the first quarter, 40 percent for the
second quarter, zero percent for the third quarter, and 30 percent for the fourth quarter.

Impact on California Revenue

Not applicable.

Section Section Title
804 Payee Statement Required to Claim Certain Education Tax Benefits

Background

The IRC contains provisions providing for either a credit against tax or an above-the-line deduction
for certain amounts paid for qualified tuition and related expenses.32 Under IRC section 6050S,
eligible educational institutions that enroll individuals for any academic period are required to
furnish, both to the IRS and to the student, an information return known as Form 1098-T. Among
the information the educational institution is required to remit is (i) either the aggregate amount of
payments received, or the aggregate amount billed, for qualified tuition with respect to the
student to whom the Form 1098-T pertains; and (ii) the aggregate amount of grants received by
such individual for payment of costs of attendance that are administered and processed by the
institution during the calendar year.

New Federal Law (IRC sections 25A, 222, and 6050S)

Under the provision, except as provided by the Secretary, no taxpayer may claim the credits for
qualified tuition and related expenses, or the deduction for qualified tuition and fees, unless the
taxpayer receives a statement required under IRC section 6050S (the Form 1098-T), containing
both the identifying information of the taxpayer (including the taxpayer’s taxpayer identification

32 |RC sections 25A and 222. For a detailed description of these provisions, see description of the “Protecting
Americans from Tax Hikes Act of 2015,” Division Q of Public Law 114-113, sections 102 and 153, infra.
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number) as well information related to the calculation of the relevant credits and deduction.33 In
the case of a taxpayer who claims the credit or deduction with respect to an eligible student who
is a dependent, the eligible student’s receipt of the Form 1098-T will suffice for purposes of this
requirement.

Effective Date
The provision is effective for taxable years beginning after June 29, 2015.

California Law (R&TC section 17204.7)

California does not conform to the federal deduction for qualified tuition and fees, or to the credits
for qualified tuition and related expenses.

Impact on California Revenue

Not applicable.

Section Section Title

805 Special Rule for Educational Institutions Unable to Collect TINs of Individuals with
Respect to Higher Education Tuition and Related Expenses

Background

Eligible educational institutions that enroll individuals for any academic period are required to
furnish, both to the IRS and to the student, an information return known as Form 1098-T.34
Among the information the educational institution is required to remit is the taxpayer identification
number (TIN) of the student to whom the form relates.35

33 This information is required under IRC section 6050S(b)(2)(B). The requirement to report tuition amounts either
billed or paid under IRC section 6050S(b)(2)(B)(i) was subsequently modified as a result of changes made to the
tuition reporting requirements in the “‘Protecting Americans from Tax Hikes Act of 2015, Division Q of Public Law
114-113, described infra. That modification required that institutions report only amounts paid, rather than amounts
billed.

34 |RC section 60508S.
35 |RC section 6050S(b)(2)(A); Treas. Reg. section 1.6050S-1(b)(2)(ii)(A).
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A penalty under IRC section 6721 or 6722 may apply to a payee that fails to include the
information required on the Form 1098-T.36 The Treasury regulations provide for a waiver of the
IRC section 6721 and 6722 penalties in the case of institutions that fail to include a correct TIN of
the student. Such institutions will not be liable for these penalties if the failure to include the
correct TIN was due to reasonable cause.3” Reasonable cause may be established if the failure
arose from events beyond the institution’s control, such as failure of the student to furnish a TIN.
However, the regulations require that the institution establish that it acted in a “responsible
manner” both before and after the failure. The Treasury regulations set out detailed guidelines
regarding the solicitation of TINs by the institution for purposes of making this determination.

New Federal Law (IRC section 6724)

Under the provision, no penalty shall be imposed on an eligible educational institution under IRC
sections 6721 or 6722 solely by reason of failing to provide a correct TIN of an individual as
required under IRC section 6050S, if such institution makes, at the time of the filing of the Form
1098-T, a true and accurate certification under penalties of perjury that it has complied with
standards promulgated by the Secretary for obtaining such individual’s TIN.

Effective Date

This provision is effective for returns required to be made, and statements required to be
furnished, after December 31, 2015.

California Law (R&TC section 19183)

California conforms to IRC section 6724 as of the “specified date” of January 1, 2015, and
therefore does not conform to this new special rule; however, because California does not
conform to the American Opportunity Tax Credit or to the deduction for qualified tuition and
related expenses, this provision is not applicable under California law.

Impact on California Revenue

Not applicable.

36 Treas. Reg. section 1.6050S-3(f)(1), (2). The IRC section 6721 penalty is applicable to information returns (i.e.,
statements required to be remitted to the IRS under IRC section 6050S), while the IRC section 6722 penalty is
applicable to payee statements (i.e., statements required to be remitted to the taxpayer under IRC section 6050S).

37 Treas. Reg. section 1.6050S-3(f)(3).
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Section Section Title
806 Penalty for Failure to File Correct Information Returns and Provide Payee
Statements

Background

Failure to comply with the information reporting requirements of the IRC results in penalties,
which may include a penalty for failure to file the information return,38 failure to furnish payee
statements,39 or failure to comply with other various reporting requirements.#0 No penalty is
imposed if the failure is due to reasonable cause.*!

Any person who is required to file an information return, or furnish a payee statement, but who
fails to do so on or before the prescribed due date, is subject to a penalty that varies based on
when, if at all, the information return is filed. Both the failure-to-file and failure-to-furnish
penalties are adjusted annually to account for inflation.

If a person files an information return after the prescribed filing date but on or before the date
that is 30 days after the prescribed filing date, the amount of the penalty is $30 per return (“first-
tier penalty”), with a maximum penalty of $250,000 per calendar year. If a person files an
information return after the date that is 30 days after the prescribed filing date but on or before
August 1, the amount of the penalty is $60 per return (“second-tier penalty”), with a maximum
penalty of $500,000 per calendar year. If an information return is not filed on or before August 1
of any year, the amount of the penalty is $100 per return (“third-tier penalty”), with a maximum
penalty of $1,500,000 per calendar year. If a failure to file is due to intentional disregard of a
filing requirement, the minimum penalty for each failure is $250, with no calendar-year limit.

Lower maximum levels for this failure-to-file-correct-information-return penalty apply to small
businesses. Small businesses are defined as firms having average annual gross receipts for the
most recent three taxable years that do not exceed $5 million. The maximum penalties for small
businesses are: $75,000 (instead of $250,000) if the failures are corrected on or before 30 days
after the prescribed filing date; $200,000 (instead of $500,000) if the failures are corrected on or
before August 1; and $500,000 (instead of $1,500,000) if the failures are not corrected on or
before August 1.

Any person who is required to furnish a payee statement who fails to do so on or before the
prescribed filing date is subject to a penalty that varies based on when, if at all, the payee
statement is furnished, similar to the penalty for filing an information return discussed above. A
first-tier penalty is $30, subject to a maximum of $250,000, a second-tier penalty is $60 per
statement, up to $500,000, and a third-tier penalty is $100, up to a maximum of $1,500,000.

38 |RC section 6721.
39 |RC section 6722.

40 |RC section 6723. The penalty for failure to comply timely with a specified information reporting requirement is
$50 per failure, not to exceed $100,000 per calendar year.

41 |RC section 6724.
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Lower maximum levels for this failure-to-furnish-correct-payee-statement penalty apply to small
businesses. For purposes of the penalty, small businesses are firms having average annual gross
receipts for the most recent three taxable years that do not exceed $5 million. The maximum
penalties for small businesses are: $75,000 (instead of $250,000) if the failures are corrected on
or before 30 days after the prescribed filing date; $200,000 (instead of $500,000) if the failures
are corrected on or before August 1; and $500,000 (instead of $1,500,000) if the failures are not
corrected on or before August 1.

In cases in which the failure to file an information return or to furnish the correct payee statement
is due to intentional disregard, the minimum penalty for each failure is $250, with no calendar-
year limit. No distinction is made between small businesses and other persons required to report
in such cases.

New Federal Law (IRC sections 6721 and 6722)

The provision increases the penalties to the following amounts for information returns or payee
statements due after December 31, 2015. The first-tier penalty is $50 per return, with a
maximum penalty of $500,000 per calendar year. The second-tier penalty increases to $100 per
return, with a maximum penalty of $1,500,000 per calendar year. The third-tier penalty increases
to $250 per return, with a maximum penalty of $3,000,000 per calendar year.

The provision also increases the lower maximum levels applicable to small businesses, as follows.
The maximum penalties for small businesses are: $175,000 if the failures are corrected on or
before 30 days after the prescribed filing date; $500,000 if the failures are corrected on or before
August 1; and $1,000,000 if the failures are not corrected on or before August 1.

For failures or misstatements due to intentional disregard, the penalty per return or statement
increases to $500, with no calendar-year limit. As with present law, there is no distinction
between small businesses and other persons required to report in such cases.

Effective Date

This provision is effective with respect to returns and statements required to be filed after
December 31, 2015.

California Law (R&TC section 19183)

California generally conforms to IRC sections 6721 and 6722 penalties for failure to file correct
information returns and payee statements as of the “specified date” of January 1, 2015, and thus
does not conform to this provision’s penalty increases. (Unlike the federal penalties that are
adjusted annually for inflation, the California penalties for the failure to file information returns
and the failure to furnish payee statements penalties are adjusted to account for inflation every
five years.42)

42 R&TC section 19183(a)(3) and (b)(3).
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Impact on California Revenue

Estimated Conformity Revenue Impact of
Penalty for Failure to File Correct Information Returns and Provide Payee Statements
For Taxable Years Beginning On or After January 1, 2016
Enactment Assumed After June 30, 2016

2015-16 2016-17 2017-18 2018-19
N/A < $10,000 < $10,000 < $10,000
Section Section Title
807 Child Tax Credit not Refundable for Taxpayers Electing to Exclude Foreign Earned

Income from Tax

Background

Child Tax Credit

An individual may claim a tax credit for each qualifying child under the age of 17. The amount of
the credit per child is $1,000.43 A child who is not a citizen, national, or resident of the
United States cannot be a qualifying child.44

The aggregate amount of child credits that may be claimed is phased out for individuals with
income over certain threshold amounts. Specifically, the otherwise allowable child tax credit is
reduced by $50 for each $1,000 (or fraction thereof) of modified adjusted gross income over
$75,000 for single individuals or heads of households, $110,000 for married individuals filing
joint returns, and $55,000 for married individuals filing separate returns. For purposes of this
limitation, modified adjusted gross income includes certain otherwise excludable income earned
by U.S. citizens or residents living abroad or in certain U.S. territories, described below.4>

The credit is allowable against both the regular tax and against the alternative minimum tax
(AMT). In addition, a taxpayer is allowed an “additional child tax credit” that is refundable to the
extent the credit exceeds the taxpayer’s income tax (reduced by nonrefundable credits).#¢ The
additional child tax credit is equal to 15 percent of earned income in excess of a threshold dollar
amount (the “earned income” formula).4” The threshold dollar amount is $3,000 for taxable

43 |RC section 24(a).

44 |RC section 24(c).

45 |RC section 24(b).

46 |RC sections 24(d) and 6401(b).
47 |RC section 24(d)(1)(B)(i).
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years beginning before 2018 ($10,000 indexed for inflation since 2001 for taxable years
beginning after 2017). For purposes of determining the additional child credit, earned income
includes only earned income that is taken into account in determining taxable income. As a
result, a citizen living abroad who earns more than the maximum IRC section 911 exclusion
(discussed below) will have residual earnings taken into account in determining taxable income,
and thus will potentially be eligible for the additional child credit. For example, a married couple
with earnings of $113,800 in 2015 would have earnings that exceeded the maximum IRC section
911 exclusion by $13,000, or $10,000 in excess of the additional child credit refundability
threshold of $3,000. If they had two qualifying children, the family would be potentially eligible for
child credits of $1,800 ($200 of the otherwise allowed child credits is lost due to the income-
based phase out of the child credit). The couple faces no U.S. regular income tax liability on the
$13,000 against which to claim the credit. However, the couple is eligible for refundable child
credits of $1,500 (15 percent of $10,000). In contrast to this couple, a couple earning less than
the maximum IRC section 911 exclusion and who claimed the exclusion would have no earnings
taken into account in determining taxable income, and thus would not be eligible for the
additional child credit. Thus, certain higher-income citizens working abroad face lower U.S. tax
liabilities than lower-income citizens working abroad.

Families with three or more children may determine the additional child tax credit using the
“alternative formula,” if this results in a larger credit than determined under the earned income
formula. Under the alternative formula, the additional child tax credit equals the amount by which
the taxpayer’s social security taxes exceed the taxpayer’'s earned income tax credit.

Earned income is defined as the sum of wages, salaries, tips, and other taxable employee
compensation plus net self-employment earnings. Combat pay is treated as earned income taken
into account in determining taxable income, regardless of whether it is excluded from gross
income for other purposes.

Foreign Earned Income Exclusion

A U.S. citizen or resident living abroad may be eligible to elect to exclude from U.S. taxable income
certain foreign earned income and foreign housing costs.#8 This exclusion applies regardless of
whether any foreign tax is paid on the foreign earned income or housing costs. To qualify for
these exclusions, an individual (a “qualified individual”) must have his or her tax home in a foreign
country and must be either (1) a U.S. citizen4® who is a bona-fide resident of a foreign country or
countries for an uninterrupted period that includes an entire taxable year, or (2) a U.S. citizen or
resident present in a foreign country or countries for at least 330 full days in any 12-consecutive-
month period.

48 |RC section 911.

49 Generally, only U.S. citizens may qualify under the bona-fide residence test. A U.S. resident alien who is a citizen of
a country with which the United States has a tax treaty may, however, qualify for the IRC section 911 exclusions under
the bona-fide residence test by application of a nondiscrimination provision of the treaty.
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The maximum amount of foreign earned income that an individual may exclude in 2015 is
$100,800.5° The maximum amount of foreign housing costs that an individual may exclude in
2015 is, in the absence of Treasury adjustment for geographic differences in housing costs,
$16,128.51 The combined foreign earned income exclusion and housing cost exclusion may not
exceed the taxpayer’s total foreign earned income for the taxable year. The taxpayer’s foreign tax
credit is reduced by the amount of the credit that is attributable to excluded income.

New Federal Law (IRC section 24)

The provision provides that any taxpayer who elects to exclude from gross income for a taxable
year any amount of foreign earned income or foreign housing costs may not claim the refundable
portion of the child tax credit for the taxable year.

Effective Date

This provision is effective for taxable years beginning after December 31, 2014.

California Law (None)

California does not conform to the child tax credit.

Impact on California Revenue

Not applicable.

50 |RC section 911(b)(2)(D)(i). This amount is adjusted annually for inflation. The exclusion amount is taken against
the lowest marginal tax rates. See IRC section 911(f).

51 |RC section 911(c)(1), (2). The Treasury Secretary has authority to issue guidance making geographic cost-based
adjustments. See IRC section 911(c)(2)(B). The Secretary has exercised this authority annually. Notice 2015-33
(April 14, 2015), includes adjustments for many locations. Under these adjustments, the maximum housing cost
exclusion for any geographic area is $114,300 for expenses for housing in Hong Kong, China.
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Section Section Title
2001 Extension of Highway Trust Fund Expenditure Authority

Background

Under present law, the IRC section 9503 authorizes expenditures (subject to appropriations) to be
made from the Highway Trust Fund (and Sport Fish Restoration and Boating Trust Fund and
Leaking Underground Storage Tank Trust Fund) through July 31, 2015, for purposes provided in
specified authorizing legislation as in effect on the date of enactment.

New Federal Law (IRC sections 9503, 9504, and 9508)

This provision extends the authority to make expenditures (subject to appropriations) from the
Highway Trust Fund (and Sport Fish Restoration and Boating Trust Fund and Leaking Underground
Storage Tank Trust Fund) through October 29, 2015.

Effective Date

This provision is effective on July 31, 2015.

California Law

Not applicable.

Impact on California Revenue

Not applicable.

Section Section Title
2002 Funding of Highway Trust Fund

Background

The Highway Trust Fund has two accounts: a Mass Transit Account and a Highway Account.52
Both accounts are funding sources for specific transit- and highway-related programs. Both

52 Highway Trust Fund expenditures are subject to appropriations acts. However, certain of the programs are
classified as “contract spending,” a category of federal spending in which executive agencies are permitted to enter
into contracts for spending with appropriations being enacted subsequently to liquidate the contracted expenditures.
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accounts accrue interest on unexpended balances. The Mass Transit Account receives revenues
equivalent to 2.86 cents per gallon of highway motor fuels excise taxes generally, except

1.43 cents per gallon for any partially exempt methanol or ethanol, 1.86 cents per gallon for
liquefied natural gas, 2.13 cents per gallon for liquefied petroleum gas, and 9.71 cents per MCF
for compressed natural gas. The Highway Account receives the balance of the monies dedicated
to the Highway Trust Fund.

New Federal Law (IRC section 9503)

The provision provides that out of money in the Treasury not otherwise appropriated, the following
transfers are to be made from the General Fund to the Highway Trust Fund: $6.068 billion to the
Highway Account and $2 billion to the Mass Transit Account.

Effective Date

This provision is effective on July 31, 2015.

California Law

Not applicable.

Impact on California Revenue

Not applicable.

Section Section Title
2003 Modification of Mortgage Reporting Requirements

Background

Any person who, in the course of a trade or business during a calendar year, received from an
individual $600 or more of interest during a calendar year on an obligation secured by real
property (such as mortgage interest) must file an information return with the IRS and must furnish
a copy of that return to the payor.53 The information return generally must include the name,
address, and taxpayer identification number of the individual from whom the interest was
received, and the amount of the interest and points received for the calendar year.

Highway Trust Fund spending further has benefited from special federal budget “firewalls” designed to ensure that
the monies are spent as authorized rather than being subjected to obligations ceilings enacted as part of deficit
reduction measures.

53 |RC section 6050H.
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New Federal Law (IRC section 6050H)

Under the provision, the following additional information is required to be included in information
returns filed with the IRS and statements furnished to the payor with respect to a debt secured by
real property: the amount of outstanding principal on the mortgage as of the beginning of the
calendar year, the address of the property securing the mortgage, and the loan origination date.

Effective Date

The provision is effective for returns and statements due (determined without regard to
extensions) after December 31, 2016.

California Law (R&TC section 18631)

California law provides that the FTB may require a copy of any information return required to be
filed with the Secretary of the Treasury under IRC section 6050H, relating to returns relating to
mortgage interest received in a trade or business from individuals, at the time and in the form and
manner as the FTB may, by forms and instructions, require.

Impact on California Revenue

Baseline.
Section Section Title
2004 Consistent Basis Reporting Between Estate and Person Acquiring Property from

Decedent

Background

The value of an asset for purposes of the estate tax generally is the fair market value at the time
of death or at the alternate valuation date.54 The basis of property acquired from a decedent is
the fair market value of the property at the time of the decedent’s death or as of an alternate
valuation date, if elected by the executor.5> Under regulations, the fair market value of the
property at the date of the decedent’s death (or alternate valuation date) is deemed to be its
value as appraised for estate tax purposes.>6 However, the value of property as reported on the
decedent’s estate tax return provides only a rebuttable presumption of the property’s basis in the

54 |RC sections 2031 and 2032.

55 |RC section 1014. See IRC section 1022 for special basis rules that apply to property acquired from an electing
estate of a decedent who died during 2010.

56 Treas. Reg. section 1.1014-3(a).
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hands of the heir.57 Unless the heir is estopped by his or her previous actions or statements with
regard to the estate tax valuation, the heir may rebut the use of the estate’s valuation as his or
her basis by clear and convincing evidence. The heir is free to rebut the presumption in two
situations: (1) the heir has not used the estate tax value for tax purposes, the IRS has not relied
on the heir’s representations, and the statute of limitations on assessments has not barred
adjustments; and (2) the heir does not have a special relationship to the estate that imposes a
duty of consistency.

New Federal Law (IRC sections 1014, 6031, 6035, 6662, and 6724)

The provision amends IRC section 1014 generally to require consistency between the estate tax
value of property and basis of property acquired from a decedent. Under the provision, if the
value of property to which the provision applies has been finally determined for estate tax
purposes, the basis in the hands of the recipient can be no greater than the value of the property
as finally determined. If the value of such property has not been finally determined for estate tax
purposes, then the basis in the hands of the recipient can be no greater than the value reported in
a required statement. The provision applies to property the inclusion of which in the decedent’s
estate increased the liability for estate tax on such estate, but does not include any property of an
estate if the liability for such tax does not exceed the credits allowable against such tax. For
purposes of the provision, the value of property has been finally determined for estate tax
purposes if: (1) the value of the property is shown on an estate tax return, and the value is not
contested by the Secretary before the expiration of the time for assessing estate tax; (2) in a case
not described in (1), the value is specified by the Secretary and such value is not timely contested
by the executor of the estate; or (3) the value is determined by a court or pursuant to a settlement
agreement with the Secretary.

An executor of a decedent’s estate that is required to file an estate tax return under IRC section
6018(a) is required to report to both the recipient and the IRS the value of each interest in
property included in the gross estate. A person that is required to file an estate tax return under
IRC section 6018(b) (returns by beneficiaries) is required to report to each other person holding a
legal or beneficial interest in property to which the return relates and to the IRS the value of each
interest in property included in the gross estate. The required reports must be furnished by the
time prescribed by the Secretary, but in no case later than the earlier of 30 days after the return is
due under IRC section 6018 or 30 days after the return is filed. In any case where reported
information is adjusted after a statement has been filed, a supplemental statement must be filed
not later than 30 days after such adjustment is made.

The provision grants the Secretary authority to prescribe regulations necessary to carry out the
provision, including the application of the provision when no estate tax return is required to be
filed and when the surviving joint tenant or other recipient may have better information than the
executor regarding the basis or fair market value of the property.

57 See Rev. Rul. 54-97, 1954-1 C.B. 113, 1954.
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The provision applies the penalty for failure to file correct information returns under IRC section
6721, and the penalty failure to furnish correct payee statements under IRC section 6722, to the
failure to file the new information returns required under the provision. Additionally, the provision
applies the accuracy-related penalty under IRC section 6662 to any inconsistent estate basis. For
this purpose, there is an inconsistent estate basis if the basis of property claimed on a return
exceeds the basis as determined under the above-described new rules that generally require
consistency between the estate tax value of property and the basis of property acquired from a
decedent under IRC section 1014.

Effective Date

This provision applies to property with respect to which an estate tax return is filed after
July 31, 2015.

California Law (R&TC sections 18031, 18631, and 19164)

California conforms to IRC section 1014 for purposes of determining the basis of property
acquired from a decedent as of the “specified date” of January 1, 2015, and thus does not
conform to this provision’s amendments to that section.

California generally conforms to the accuracy-related penalty as of the “specified date” of
January 1, 2015, and thus does not conform to the inclusion of an “inconsistent estate basis” as
part of the underpayment to which the penalty applies.

With respect to the new reporting requirement that requires the executor of a decedent’s estate
and the donor of a lifetime gift to report to both the recipient and the IRS the information
necessary to determine the recipient’s basis, current California law provides that the FTB may
require a copy of such information be filed with the FTB at the time and manner as it may, by
forms and instructions, require.58

Impact on California Revenue

Baseline.

58 R&TC section 18631(c)(25) provides that the FTB may require a copy of any information return required to be filed
with the Secretary of the Treasury pursuant to a provision of Part Ill of Subchapter A of Chapter 61 of Subtitle F
(commencing with IRC section 6031) of the IRC that is added to the IRC by a public law enacted on or after

January 1, 2009.
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Section Section Title
2005 Clarification of 6-Year Statute of Limitations in Case of Overstatement of Basis

Background

Taxes are generally required to be assessed within three years after a taxpayer’s return is filed,
whether or not it was timely filed.5° There are several circumstances under which the general
three-year limitations period does not begin to run. If no return is filed,®0 if a false or fraudulent
return with the intent to evade tax is filed, if private foundation status is terminated, or a gift tax
for certain gifts is not properly disclosed, the tax may be assessed, or a proceeding in court for
collection of such tax may commence without assessment, at any time.61

Other exceptions to the general rule result in an extension of the limitations period otherwise
applicable. For example, the limitation period may be extended by taxpayer consent.62 Failure to
disclose or report certain information may also result in extensions of the statute of limitations.
For example, failure to disclose a listed transaction as required under IRC section 6011 on any
return or statement for a taxable year will result in an extension that ensures that the limitations
period remains open for at least one year from the date the requisite information is provided. The
limitation period with respect to such transaction will not expire before the date which is one year
after the earlier of (1) the date on which the Secretary is provided the information so required, or
(2) the date that a “material advisor” (as defined in IRC section 6111) makes its IRC section
6112(a) list available for inspection pursuant to a request by the Secretary under IRC section
6112(b)(1)(A).63 In addition to the exceptions described above, there are also circumstances
under which the three-year limitations period is suspended.64

A separate limitations period of six years from the date a return is filed is established for
substantial omissions of items from gross income. For a trade or business, the term “gross
income” means the total amount received or accrued from the sale of goods or services (if such
amounts are required to be shown on the return) prior to diminution by the cost of such sales or
services (generally, gross receipts).

An omission from gross income is substantial if the omission exceeds 25 percent of the gross
income reported on the return or the amount omitted is attributable to a foreign financial asset
within the meaning of IRC section 6038D (without regard to dollar thresholds and regulatory

59 |RC section 6501 (a
IRC section 6501 (b)(1

Returns that are filed before the date they are due are deemed filed on the due date. See
and (2).
60 |RC section 6501(c)(3

)-
)

©)(3).
61 |RC section 6501(c)(1) and (2).
62 |RC section 6501(c)(4).
63 |RC section 6501(c)(10).

64 For example, service of an administrative summons triggers the suspension either (1) beginning six months after
service (in the case of John Doe summonses), or (2) when a proceeding to quash a summons is initiated by a taxpayer
named in a summons to a third-party record keeper. Judicial proceedings initiated by the government to enforce a
summons generally do not suspend the limitation period.
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exceptions to reporting based on existence of duplicative disclosure requirements) and exceeds
$5,000.55 Amounts that are adequately disclosed on a return, even if not reflected in the amount
recorded as gross income, are generally not considered to have been omitted for purposes of
determining whether the 25-percent threshold was exceeded. An amount is considered to have
been adequately disclosed on a return if it is presented in a manner that is “adequate to apprise
the Secretary of the nature and amount of such item.”¢6

The six-year statute was enacted in 1954, patterned on an earlier five-year limitations period, with
several differences.5” The earlier statute was shortly thereafter the subject of an opinion of the
U.S. Supreme Court, in which the Court held that the statute was clear on its face in requiring an
omission of income to trigger the exception.68 Neither the present statute nor its predecessor
explicitly addresses the treatment of overstatements of basis.

A series of courts have considered the issue of whether a basis overstatement on a return may be
considered an omission from a taxpayer’s income for purposes of the limitations period. The
cases dealt with adjustments to “listed” transactions®® on partnership returns. The litigation
results varied, with the result often depending upon the view of the deciding court regarding the
vitality of the opinion in The Colony, Inc.7® In cases in which the taxpayer prevailed, the courts
generally followed the principle set forth in The Colony, Inc., that “the extended period of
limitations applies to situations where specific income receipts have been ‘left out’ in the
computation of gross income and not when an understatement of gross income resulted from an
overstatement of basis.”

65 |RC section 6501(e)(1). Similar six-year limitations periods are established for estate and gift taxes as well as
excise taxes, based on 25-percent omissions from items required to be reported on the relevant tax returns. See IRC
sections 6501(e)(2) and 6501(e)(3).

66 |RC section 6501(e)(1)(B).

67 Section 275(c) of the Internal Revenue Code of 1939 stated in its entirety “If the taxpayer omits from gross income
an amount properly includible therein which is in excess of 25 per centum of the amount of gross income stated in
the return, the tax may be assessed, or a proceeding in court for the collection of such tax may be begun without
assessment, at any time within 5 years after the return was filed.” 53 Stat. at Large 86 (1st Sess., 76th Cong. 1939).
It did not include language comparable to subparagraph 6501(e)(1)(B)(ii) of the current IRC, requiring adequacy of
disclosure, nor did it distinguish between gross receipts of a trade or business and other income.

68 The Colony, Inc., v. Commissioner, 357 U.S. 28 (1958).

69 “|isted transactions” refers to transactions that are the same or substantially similar to transactions that the IRS
has identified in a published notice as potentially abusive and therefore subject to the reporting requirements under
IRC section 6011, notwithstanding the fact that the transaction may not otherwise trigger the reporting requirements.

70 The Federal, Ninth and Fourth Circuit Courts of Appeals and the U.S. Tax Court held for the taxpayers. See Salman
Ranch Ltd. v. United States, 573 F.3d 1362 (Fed. Cir. 2009); Bakersfield Energy Partners v. Commissioner, 128 T.C.
207 (2007), aff’'d, 568 F.3d 767 (9th Cir. 2009); and Home Concrete & Supply, LLC. v. United States, 634 F.3d 249
(4th Cir. 2011), aff'd 132 S. Ct. 1836 (2012), for proceedings consistent with the holding in Home Concrete & Supply,
LLC.). The Tenth Circuit held for the government in Salman Ranch Ltd. v. Commissioner, (647 F.3d 929 (10th Cir.
2011), cert. granted, judgment vacated and remanded, (132 S. Ct. 2100 (2012) for proceedings consistent with the
holding in Home Concrete & Supply, LLC.).
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The Secretary promulgated regulations intended to resolve the issue going forward, making it
explicit that the portion of income understated by reason of an overstated basis is to be included
in determining whether an understatement constituted a 25-percent omission for purposes of the
statute of limitations.”?

In Home Concrete & Supply, LLC. v. United States, the U.S. Supreme Court held that an
overstatement of basis that contributes to an understatement of income due is not itself
considered to be an omission of income, without regard to whether the return reveals the
computation of basis.”2 In deciding in favor of the taxpayer, the Supreme Court followed its
interpretation of the word “omits” in the predecessor to IRC section 6501 in The Colony, Inc.
Having previously interpreted an unambiguous term in the statute, the Court held that the
contrary interpretation by the Secretary in Treasury regulations was invalid.

New Federal Law (IRC section 6501)

The provision provides that in determining whether an amount greater than 25 percent of gross
income was omitted from a return, an understatement of gross income by reason of an
overstatement of unrecovered cost or other basis is an omission of gross income, without regard
to whether or not the amount of unrecovered cost or basis claimed is disclosed on the return.

Effective Date
This provision is effective for returns filed after July 31, 2015, and returns filed on or before July
31, 2015, if the period specified in IRC section 6501 (determined without regard to this provision)

for assessment of taxes with respect to which such return relates has not expired as of that date.

California Law (R&TC section 19058)

California does not conform to IRC section 6501, but instead has stand-alone state law that
generally parallels federal law prior to this change; that is, California law extends its general four
year statute of limitations”3 for assessing deficiencies against taxpayers to six years if the
taxpayer omits from gross income an amount properly includible therein which is in excess of
25 percent of the amount of gross income stated in the return,”4 but similar to federal law just
prior to this change, California’s statute lacks language to specifically provide that an
understatement of gross income by reason of an overstatement of unrecovered cost or other
basis is an omission from a taxpayer’s income for purposes of the limitations period.

71 Treas. Reg. sections 301.6229(c)(2)-1 and 301.6501(e)-1. The Federal Circuit granted deference to the
regulations issued subsequent to its Salman Ranch opinion and held for the government. Grapevine Imports, Ltd. v.
United States, 636 F.3d 1368 (Fed. Cir. 2011) cert. granted, judgment vacated and remanded, 132 S. Ct. 2099
(2012).

72 132 S, Ct. 1836; 182 L. Ed. 2d 746 (2012).
73 R&TC section 19057.
74 R&TC section 19058(a).
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Impact on California Revenue

Estimated Conformity Revenue Impact of
Clarification of 6-Year Statute of Limitations in Case of Overstatement of Basis
For Taxable Years Beginning On or After January 1, 2016
Enactment Assumed After June 30, 2016

2015-16 2016-17 2017-18 2018-19
N/A $7,800,000 $7,100,000 $7,100,000
Section Section Title
2006 Tax Return Due Dates

Background

Persons required to file income tax returns”> must file such returns in the manner prescribed by
the Secretary, in compliance with due dates established in the IRC, if any, or by regulations. The
IRC includes a general rule that requires income tax returns to be filed on or before the 15t day of
the fourth month following the end of the taxable year, but certain exceptions are provided both in
the IRC and in regulations.

A partnership generally is required to file a federal income tax return on or before the 15t day of
the fourth month after the end of the partnership taxable year.”®¢ For a partnership with a taxable
year that is a calendar year, for example, the partnership return due date (and the date by which
Schedules K-1 must be furnished to partners) is April 15. However, a partnership is allowed an
automatic five-month extension of time to file the partnership return and the Schedules K-1 (to
September 15 in the foregoing example) by submitting an application on Form 7004 in
accordance with the rules prescribed by the Treasury regulations.’”

75 |RC section 6012 provides general rules identifying who must file an income tax return, while other IRC provisions
referenced herein specifically address filing requirements of partnerships, corporations, and other entities.

76 |RC sections 6031 and 6072.

77 IRC section 6081. Treas. Reg. section 1.6081-2. See Department of the Treasury, Internal Revenue Service, 2011
Instructions for Form 1065, U.S. Return of Partnership Income, p. 3. Unlike other partnerships, an electing large
partnership is required to furnish a Schedule K-1 to each partner by the first March 15 following the close of the
partnership’s taxable year (IRC section 6031(b)). For calendar-year 2012 partnerships, for example, the due date is
March 15, 2013, even though the partnership return due date is April 15, 2013. However, an electing large
partnership is allowed an automatic six-month extension of time to file the partnership return and the Schedules K-1
by submitting an application on Form 7004 in accordance with the rules prescribed by the Treasury Regulations.
Treas. Reg. section 1.6081-2(a)(2).
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A C corporation or an S corporation generally is required to file a federal income tax return on or
before the 15t day of the third month following the close of the corporation’s taxable year. For a
corporation with a taxable year that is a calendar year, for example, the corporate return due date
is March 15.78 However, a corporation is allowed an automatic six-month extension of time to file
the corporate return (to September 15 in the foregoing example) by submitting an application on
Form 7004 in accordance with the rules prescribed by the Treasury regulations.”®

To assist taxpayers in preparing their income tax returns and to help the IRS determine whether
such income tax returns are correct and complete, present law imposes a variety of information
reporting requirements on participants in certain transactions.80 The primary provision governing
information reporting by payors requires an information return by every person engaged in a trade
or business who makes payments aggregating $600 or more in any taxable year to a single payee
in the course of the payor’s trade or business.81 Payments subject to reporting include fixed or
determinable income or compensation, but do not include payments for goods or certain
enumerated types of payments that are subject to other specific reporting requirements.82
Detailed rules are provided for the reporting of various types of investment income, including
interest, dividends, and gross proceeds from brokered transactions (such as a sale of stock) paid
to U.S. persons.83

The payor of amounts described above is required to provide the recipient of the payment with an
annual statement showing the aggregate payments made and contact information for the payor.84
The statement must be supplied to taxpayers by the payors by January 31 of the year following the
calendar year for which the return must be filed. Payors generally must file the information return

78 |RC sections 6012, 6037, and 6072. IRC section 6012(a)(2) provides that every corporation subject to taxation
under subtitle A of the IRC shall be required to file an income tax return. IRC section 6037, which governs the returns
of S corporations, provides that any return filed pursuant to IRC section 6037 shall, for purposes of chapter 66
(relating to limitations) be treated as a return filed by the corporation under IRC section 6012. IRC section 6072,
which sets forth the due dates for filing various income tax returns, provides that returns of corporations with a
taxable year that is a calendar year under IRC section 6012 (and IRC section 6037 based on the language in that
section) are due March 15.

79 |RC section 6081(b) provides that a corporation is allowed an automatic extension of three months to file its
income tax return if the corporation files the form prescribed by the Secretary and pays on or before the due date
prescribed for payment, the amount properly estimated as its tax. However, IRC section 6081 (a) provides that the
Secretary may grant an automatic extension of up to six months to file and the Treasury regulations do so provide.
Treas. Reg. section 1.6081-3.

80 |RC sections 6031 through 6060.
81 |RC section 6041(a). The information return generally is submitted electronically as a Form-1099 or Form-10986,

although certain payments to beneficiaries or employees may require use of Forms W-3 or W-2, respectively. Treas.
Reg. section 1.6041-1(a)(2).

82 |RC section 6041(a) requires reporting as to fixed or determinable gains, profits, and income (other than payments
to which IRC section 6042(a)(1), 6044(a)(1), 6047(c), 6049(a), or 6050N(a) applies and other than payments with
respect to which a statement is required under authority of IRC section 6042(a), 6044(a)(2) or 6045). These
payments excepted from IRC section 6041 (a) include most interest, royalties, and dividends.

83 |RC sections 6042 (dividends), 6045 (broker reporting) and 6049 (interest) and the Treasury regulations
thereunder.

84 |RC section 6041(d).
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with the IRS on or before the last day of February of the year following the calendar year for which
the return must be filed,8 unless they file electronically, in which event the information returns
are due March 31.86

Payors also must report wage amounts paid to employees on information returns. For wages paid
to, and taxes withheld from, employees, the payors must file an information return with the Social
Security Administration (SSA) on or before the last day of February of the year following the
calendar year for which the return must be filed.8” However, the due date for information returns
that are filed electronically is March 31.

Under the combined annual wage reporting system, the SSA and the IRS have an agreement, in
the form of a Memorandum of Understanding, to share wage data and to resolve, or reconcile, the
differences in the wages reported to them. Employers submit Forms W-2, Wage and Tax
Statement (listing Social Security wages earned by individual employees), and W-3, Transmittal of
Wage and Tax Statements (providing an aggregate summary of wages paid and taxes withheld)
directly to the SSA.88 After it records the Forms W-2 and W-3 wage information in its individual
Social Security wage account records, the SSA forwards the Forms W-2 and W-3 information to the
IRS.89

U.S. persons who transfer assets to, and hold interests in, foreign bank accounts or foreign
entities may be subject to self-reporting requirements under both Title 26 (the IRC) and Title 31
(the Bank Secrecy Act) of the United States Code. With respect to account holders, a U.S. citizen,
resident, or person doing business in the United States is required to keep records and file
reports, as specified by the Secretary, when that person enters into a transaction or maintains an
account with a foreign financial agency.° Regulations promulgated pursuant to broad regulatory
authority granted to the Secretary in the Bank Secrecy Act91 provide additional guidance regarding
the disclosure obligation with respect to foreign accounts and require filing FInCEN Report 114,

85 Treas. Reg. section 31.6071(a)-1(a)(3)(i).

86 |RC sections 6011(e) and 6071(b) apply to “returns made under subparts B and C of part Il of this subchapter;”
Treas. Reg. section 301.6011-2(b) mandates use of magnetic media by persons filing information returns identified
in the regulation or subsequent or contemporaneous revenue procedures and permits use of magnetic media for all
others.

87 Treas. Reg. section 31.6051-2; IRS, “Filing Information Returns Electronically,” Pub. 3609 (Rev. 12-2011); Treas.
Reg. section 31.6071(a)-1(a)(3)(i).

88 pyblic Law 94-202, section 232, 89 Stat. 1135 (19786) (effective with respect to statements reporting income
received after 1977).

89 Employers submit quarterly reports to the IRS on Form 941 regarding aggregate quarterly totals of wages paid and
taxes due. The IRS then compares the W-3 wage totals to the Form 941 wage totals.

90 31 U.S.C. section 5314. The term “agency’’ in the Bank Secrecy Act includes financial institutions,

91 31 U.S.C. section 5314(a) provides: “Considering the need to avoid impeding or controlling the export or import of
monetary instruments and the need to avoid burdening unreasonably a person making a transaction with a foreign
financial agency, the Secretary of the Treasury shall require a resident or citizen of the United States or a person in,
and doing business in, the United States, to keep records, file reports, or keep records and file reports, when the
resident, citizen, or person makes a transaction or maintains a relation for any person with a foreign financial
agency.”
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Report of Foreign Bank and Financial Accounts (FBAR), by June 30 of the year following the year in
which the $10,000 filing threshold is met.92 The FBAR is required to be filed electronically with
the Treasury Department through the FInCEN BSA E-filing System. Failure to file the FBAR is
subject to both criminal®3 and civil penalties.?* The regulations do not provide for extensions of
time in which to file the FBAR.

New Federal Law (IRC sections 170, 563, 1354, 6072, 6167, 6425, and 6655)

The provision includes the following changes: the filing deadline for partnerships precede the due
dates of their individual and corporate investors, and the due date for filing returns by

C corporations to be determined under general rule, with effect that it is a later return than under
present law. It also includes statutory confirmation that six-month extension for time to file
corporate income tax return is automatic, and requires regulatory updates to the rules regarding
extension of time to file a return, including changes to conform the FBAR filing due date with
income tax filing dates for individuals.

Filing Deadlines for Business Income Tax Returns

The provision accelerates the due date for filing of federal income tax returns of partnerships by
one month, to the 15th day of the third month following the close of the taxable year. It also
removes C corporations from the scope of the exception to the general rule that requires income
tax returns to be filed by the 15th day of the fourth month after the end of a taxable year, with the
result that C corporation returns are generally due on or before the 15th day of the fourth month
following the close of a taxable year, with the exception of certain C corporations electing a fiscal
year ending on June 30. For those C corporations, the first return for which the due date as
amended applies is the return with respect to a fiscal year beginning in 2026.

Extensions of Time to File Tax Returns

The provision modifies the statute (consistent with current Treasury regulations) to grant an
automatic six-month extension of time to file a federal corporate income tax return, with two
exceptions. First, C corporations with a taxable year ending on June 30 are granted a seven-
month extension for returns with respect to taxable years beginning before January 1, 2026. For
C corporations with a taxable year ending on December 31, the extension available for taxable
years beginning before January 1, 2026, is five months. As with present law, the eligibility for the
automatic extension is contingent on the corporation filing the form prescribed by the Secretary
and paying all tax estimated to be due on or before the due date prescribed for payment.

92 31 C.F.R. section 103.27(c). The $10,000 threshold is the aggregate value of all foreign financial accounts in
which a U.S. person has a financial interest or over which the U.S. person has signature or other authority.

93 31 U.S.C. section 5322 (failure to file is punishable by a fine up to $250,000 and imprisonment for five years,
which may double if the violation occurs in conjunction with certain other violations).

94 31 U.S.C. section 5321(a)(5).
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The provision requires that the Treasury Department modify its regulations to conform the
extension periods prescribed to the following terms. The maximum extension for the returns of
partnerships using a calendar year is a six-month period ending on September 15. The maximum
extension for the returns of trusts using a calendar year is a 5% month period ending on
September 30. The maximum extension for the returns of employee benefit plans using a
calendar year is an automatic 3%2 month period ending on November 15.95 The maximum
extension for the returns of tax-exempt organizations using a calendar year is an automatic six-
month period ending on November 15. The due date for forms relating to the Annual Information
Return of Foreign Trust with a United States Owner for calendar year filers is April 15 with a
maximum extension for a six-month period ending on October 15.

FBAR Due Date Conformity With Income Tax Filing

In addition to requiring modification of the regulatory deadlines established for extensions of time
to file income tax returns, the provision also requires that regulations establishing the due date for
the form required under FBAR be amended. Under the provision, the FBAR due date is April 15
with regulatory authority to grant an extension of up to a six-month period ending on October 15.
The provision permits the Secretary to waive any penalties for failure to file a timely request for an
extension if the reporting period to which the penalty relates is the first period for which the
taxpayer was subject to the FBAR requirements.

Effective Date

Changes to the filing due dates for partnerships and C corporations are effective for returns for
taxable years beginning after December 31, 2015, with one exception. For returns for

C corporations with fiscal years ending on June 30, the amended due date does not apply until
taxable years beginning after December 31, 2025.

The requirements that the Secretary revise certain filing due dates and extensions for taxable
years beginning after December 31, 2016, are effective July 31, 2015.

Finally, the automatic six-month extension of time to file corporate income tax returns is effective
for taxable years beginning after December 31, 2015, of all corporations, with the exceptions of
C corporations with taxable years ending either June 30 or December 31. For years beginning
before January 1, 2026, C corporations with a taxable year ending June 30 are permitted a
seven- month extension of time to file rather than six months. For C corporations with a taxable
year ending December 31, the maximum extension of time to file for years beginning before
January 1, 2026, is five months rather than six months.

California Law (R&TC sections 18566, 18601, and 18604)

California law does not conform to the due date for filing of federal income tax returns of
partnerships, S corporations or C Corporations, and instead has stand-alone state law that is

95 The provision relating to returns of employee benefit plans was repealed by section 32104 of the Fixing America’s
Surface Transportation (“FAST”) Act, Public Law 114-94.
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generally similar to the federal return due dates that were in effect prior to this provision.
Partnership returns must be filed on or before the 15t day of the fourth month following the close
of the taxpayer’s taxable year, or April 15 in the case of a calendar year taxpayer, with a six-month
extension. S corporation and C corporation returns must be filed on or before the 15t day of the
third month following the close of the taxpayer’s taxable year, or March 15 in the case of a
calendar year taxpayer, with a seven-month extension.

California does not conform to the federal extended due dates for returns required to be filed by
exempt organizations and trusts, and instead allows a maximum extension of seven months for
exempt organizations filing Form 109, and a maximum extension of six months for trusts filing
Form 541.96

California does not conform to the FBAR reporting requirements.

Impact on California Revenue

Estimated Conformity Revenue Impact of
Tax Return Due Dates
For Taxable Years Beginning On or After January 1, 2016
Enactment Assumed After June 30, 2016

2015-16 2016-17 2017-18 2018-19
N/A $0 $0 $0
Section Section Title
2007 Transfers of Excess Pension Assets to Retiree Health Accounts

Background

Subject to various conditions, a qualified transfer of excess assets of a defined benefit plan may
be made to a retiree medical account or life insurance account within the plan to fund retiree
health benefits”’).97 For this purpose, excess assets generally means the excess, if any, of the
value of the plan’s assets over 125 percent of the sum of the plan’s funding target and target
normal cost for the plan year (as defined under the funding rules for single-employer plans). A
qualified transfer does not result in plan disqualification, is not a prohibited transaction, and is not
treated as a reversion. No deduction is allowed to the employer for (1) a qualified transfer, or (2)
the payment of applicable retiree benefits out of transferred funds (and any income thereon).

96 The periods of the California extended due dates for returns required to be filed by exempt organizations and trusts
of seven months and six months, respectively, are longer than the federal extension periods of six months and 5%
months that Secretary of the Treasury is directed to provide by regulations under this provision for federal Forms 990
and 1041, respectively.

97 |RC section 420. Qualified transfers of excess assets are generally made within single-employer defined benefit
plans, but are permitted also within multiemployer plans.
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In order for the transfer to be qualified, accrued retirement benefits under the plan generally must
be 100-percent vested as if the plan terminated immediately before the transfer (or in the case of
a participant who separated in the one-year period ending on the date of the transfer, immediately
before the separation). In addition, at least 60 days before the date of a qualified transfer, the
employer must notify the Secretary of Labor, the Secretary of the Treasury, employee
representatives, and the plan administrator of the transfer, and the plan administrator must notify
each plan participant and beneficiary of the transfer.98

No more than one qualified transfer may be made in any taxable year. For this purpose, a transfer
to a retiree medical account and a transfer to a retiree life insurance account in the same year are
treated as one transfer. No qualified transfer may be made after December 31, 2021.

New Federal Law (IRC section 420)

This provision amends the IRC and ERISA to allow qualified transfers, qualified future transfers,
and collectively bargained transfers to retiree medical accounts to be made through
December 31, 2025. No transfers are permitted after that date.

Effective Date
This provision applies to transfers made after July 31, 2015.

California Law (R&TC section 17501)

IRC Conformity
This provision’s changes to IRC section 420 automatically apply under California law.9°
ERISA Preemption

Additionally, this provision’s parallel ERISA modifications apply to all pension plans in California;
there are no California law provisions because federal law preempts state-level law relating to
such plans.

Impact on California Revenue

Baseline.

98 Section 101(e) of the Employee Retirement Income Security Act of 1974 (ERISA).

99 Under R&TC section 17501, California conforms by reference to Subchapter D of Chapter 1 of Subtitle A of the IRC,
relating to deferred compensation, including Part | (IRC sections 401 to 420, relating to pension, profit-sharing, stock
bonus plans, etc.), as of R&TC section 17024.5’s “specified date” of January 1, 2015. However, except for increases
in the maximum amount of elective deferrals that may be excluded from income under IRC section 402(g), R&TC
section 17501 (b) specifically provides that federal changes to Part | of Subchapter D of Chapter 1 of Subtitle A of the
IRC automatically apply without regard to taxable year to the same extent as applicable for federal income tax
purposes (and thus California adopts all changes made to those IRC sections without regard to the “specified date”
contained in R&TC section 17024.5).
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Section Section Title

2008 Equalization of Highway Trust Fund Excise Taxes on Liquefied Natural Gas,
Liquefied Petroleum Gas, and Compressed Natural Gas

Background

The IRC imposes an excise tax on gasoline, diesel fuel, kerosene, and certain alternative fuels at
the following rates:100

Gasoline 18.3 cents per gallon
Diesel Fuel and Kerosene 24.3 cents per gallon101
Alternative Fuels 24.3 and 18.3 cents per gallon102

The IRC imposes tax on gasoline, diesel fuel, and kerosene upon removal from a refinery or on
importation, unless the fuel is transferred in bulk by registered pipeline or barge to a registered
terminal facility.193 The imposition of tax on alternative fuels generally occurs at retail when the
fuel is sold to an owner, lessee or other operator of a motor vehicle or motorboat for use as a fuel
in such motor vehicle or motorboat.

Liquefied natural gas (LNG) and liquefied petroleum gas (also known as propane) are classified as
alternative fuels. LNG is taxed at the same per gallon rate as diesel, 24.3 cents per gallon.
According to the Oak Ridge National Laboratory, diesel fuel has an energy content of 128,700 Btu
per gallon (lower heating value) and liquefied natural gas has an energy content of 74,700 Btu
per gallon (lower heating value). Therefore, a gallon of liquefied natural gas produces
approximately 58 percent of the energy produced by a gallon of diesel fuel.

Liquefied petroleum gas is taxed at the same per gallon rate as gasoline, 18.3 cents per gallon.
According to the Oak Ridge National Laboratory, gasoline has an energy content of 115,400 Btu
per gallon (lower heating value), and liquefied petroleum gas has an energy content of 83,500 Btu
per gallon (lower heating value).104 Therefore, a gallon of liquefied petroleum gas produces
approximately 72 percent of the energy produced by a gallon of gasoline.

100 These fuels are subject to an additional 0.1-cent-per-gallon excise tax to fund the Leaking Underground Storage
Tank (LUST) Trust Fund (IRC sections 4041(d) and 4081 (a)(2)(B)). That tax is imposed as an “add-on” to other
existing taxes.

101 pjesel-water emulsions are taxed at 19.7 cents per gallon (IRC section 4081(a)(2)(D)).

102 The rate of tax is 24.3 cents per gallon in the case of liquefied natural gas, any liquid fuel (other than ethanol or
methanol) derived from coal, and liquid hydrocarbons derived from biomass. Other alternative fuels sold or used as
motor fuel are generally taxed at 18.3 cents per gallon. “Alternative fuel” also includes compressed natural gas. The
rate for compressed natural gas is 18.3 cents per energy equivalent of a gallon of gasoline. See IRC section
4041(a)(2) and (3).

103 |RC section 4081(a)(1).

104 Al Btu lower (or “net”) heating values are taken from Appendix B of the Oak Ridge National Laboratories Data
Transportation Energy Data Book (Edition 32), Table B.4, Heat Content for Various Fuels (2013)
http://cta.ornl.gov/data/tedb32/Edition32_Appendix_B.pdf.
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New Federal Law (IRC section 4041)

The provision changes the tax rate of LNG to a rate based on its energy equivalent of a gallon of
diesel and changes the tax rate of liquefied petroleum gas to a rate based on its energy
equivalent of a gallon of gasoline.

Specifically, the provision provides that liquefied petroleum gas is taxed at 18.3 cents per energy
equivalent of a gallon of gasoline. For this purpose, “energy equivalent of a gallon of gasoline”
means, with respect to liquefied petroleum gas, the amount of such fuel having a Btu content of
115,400 (lower heating value), which is 5.75 pounds of liquefied petroleum gas.

LNG is taxed at 24.3 cents per energy equivalent of a gallon of diesel fuel. For this purpose,
“energy equivalent of a gallon of diesel” means, with respect to a liquefied natural gas fuel, the
amount of such fuel having a Btu content of 128,700 (lower heating value), which is 6.06 pounds
of liquefied natural gas.

Compressed natural gas is taxed at 18.3 cents per energy equivalent of a gallon of gasoline,
which is 5.66 pounds of compressed natural gas.

Effective Date

This provision is effective for any sale or use of fuel after December 31, 2015.
California Law

Defer to the Board of Equalization (BOE).

Impact on California Revenue

Defer to the BOE.
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Section Section Title
4007 Amendments to Internal Revenue Code with Respect to Health Coverage of
Veterans

Background

In General

Under the Patient Protection and Affordable Care Act (PPACA),105 as amended by the Health Care
and Education Reconciliation Act of 2010106 (referred to collectively as the “Affordable Care Act”
or the “ACA”), an applicable large employer may be subject to a tax, called an “assessable
payment,” for a month if one or more of its full-time employees is certified to the employer as
receiving for the month a premium assistance credit for health insurance purchased on an
American Health Benefit Exchange or reduced cost-sharing for the employee’s share of expenses
covered by such health insurance.107 As discussed below, whether an applicable large employer
owes an assessable payment and the amount of any assessable payment depend on whether the
employer offers its full-time employees and their dependents the opportunity to enroll in minimum
essential coverage under a group health plan sponsored by the employer and, if it does, whether
the coverage offered is affordable and provides minimum value.108

Definitions of Full-Time Employee and Applicable Large Employer

For purposes of applying these rules, full-time employee means, with respect to any month, an
employee who is employed on average at least 30 hours of service per week. Hours of service are
to be determined under regulations, rules, and guidance prescribed by the Secretary of the
Treasury (Secretary), in consultation with the Secretary of Labor, including rules for employees
who are not compensated on an hourly basis.

105 pyplic Law 111-148.
106 pyplic Law 111-152.

107 |RC section 4980H. This is sometimes referred to as the employer shared responsibility requirement or employer
mandate. An applicable large employer is also subject to annual reporting requirements under IRC section 6056.
Premium assistance credits for health insurance purchased on an American Health Benefit Exchange are provided
under IRC section 36B. Reduced cost-sharing for an individual’'s share of expenses covered by such health insurance
is provided under section 1402 of the PPACA. For further information on these provisions, see Part Il, B-D of Joint
Committee on Taxation, Present Law and Background Relating to the Tax-Related Provisions in the Affordable Care
Act (JCX-6-13), March 4, 2013.

108 ynder the ACA, these rules are effective for months beginning after December 31, 2013. However, in Notice
2013-45, 2013-31 I.R.B. 116, Part lll, Q&A-2, the IRS announced that no assessable payments will be assessed for
2014. In addition, in 2014, the IRS announced that no assessable payments for 2015 will apply to applicable large
employers that have fewer than 100 full-time employees and full-time equivalent employees and meet certain other
requirements. Section XV.D.6 of the preamble to the final regulations, T.D. 9655, 79 Fed. Reg. 8544, 8574-8575,
February 12, 2014.

40



Surface Transportation and Veterans Health Care Choice Improvement Act of 2015
Public Law 114-41, July 31, 2015

An applicable large employer generally means, with respect to a calendar year, an employer who
employed an average of at least 50 full-time employees on business days during the preceding
calendar year.109 Solely for purposes of determining whether an employer is an applicable large
employer (that is, whether the employer has at least 50 full-time employees), besides the number
of full-time employees, the employer must include the number of its full-time equivalent
employees for a month, determined by dividing the aggregate number of hours of service for that
month (up to a maximum of 120 for any employee) of employees who are not full-time employees
for the month by 120. In addition, in determining whether an employer is an applicable large
employer, members of the same controlled group, group under common control, and affiliated
service group, are treated as a single employer.110

Assessable Payments

If an applicable large employer does not offer its full-time employees and their dependents
minimum essential coverage under an employer-sponsored plan for a month and at least one
full-time employee is certified as receiving for the month a premium assistance credit or reduced
cost-sharing, the employer may be subject to an assessable payment of $2,000111 (divided by 12
and applied on a monthly basis) multiplied by the number of its full-time employees minus 30,
regardless of the number of full-time employees so certified. For example, in 2016, Employer A
fails to offer minimum essential coverage and has 100 full-time employees, 10 of whom receive
premium assistance credits for the entire year. The employer’s assessable payment is $2,000 for
each full-time employee over the 30-employee threshold, for a total of $140,000 ($2,000
multiplied by 70 (100 - 30)).

Generally, an employee who is offered minimum essential coverage under an employer-sponsored
plan is not eligible for a premium assistance credit or reduced cost sharing unless the coverage is
unaffordable or fails to provide minimum value.112 However, if an employer offers its full-time

employees and their dependents minimum essential coverage under an employer-sponsored plan

109 pdditional rules apply, for example, in the case of an employer that was not in existence for the entire preceding
calendar year.

110 The rules for determining controlled group, group under common control, and affiliated service group under IRC
section 414(b), (c), (m) and (o) apply for this purpose. If the group is an applicable large employer under this test,
each member of the group is an applicable large employer and subject to the employer shared responsibility
requirement even if the member by itself would not be an applicable large employer. In addition, in determining
assessable payments (as discussed herein), only one 30-employee reduction in full-time employees applies to the
group and is allocated among the members ratably based on the number of full-time employees employed by each
member.

111 For calendar years after 2014, the $2,000 dollar amount, and the $3,000 dollar amount referenced herein, are
increased by the percentage (if any) by which the average per capita premium for health insurance coverage in the
United States for the preceding calendar year (as estimated by the Secretary of Health and Human Services (HHS) no
later than October 1 of the preceding calendar year) exceeds the average per capita premium for 2013 (as
determined by the Secretary of HHS), rounded down to the nearest $10.

112 ynder IRC section 36B(c)(2)(C), coverage under an employer-sponsored plan is unaffordable if the employee’s
share of the premium for self-only coverage exceeds 9.5 percent of household income, and the coverage fails to
provide minimum value if the plan’s share of total allowed cost of provided benefits is less than 60 percent of such
costs.
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and at least one full-time employee is certified as receiving a premium assistance credit or
reduced cost sharing (because the coverage is unaffordable or fails to provide minimum value),
the employer may be subject to an assessable payment of $3,000 (divided by 12 and applied on
a monthly basis) multiplied by the number of such full-time employees. However, the assessable
payment in this case is capped at the amount that would apply if the employer failed to offer its
full-time employees and their dependents minimum essential coverage. For example, in 2016,
Employer A offers minimum essential coverage and has 100 full-time employees, 20 of whom
receive premium assistance credits for the entire year. The employer’s assessable payment
before consideration of the cap is $3,000 for each full-time employee receiving a credit, for a total
of $60,000 ($3,000 multiplied by 20). The cap on the assessable payment is the amount that
would have applied if the employer failed to offer coverage, or $140,000 ($2,000 multiplied by 70
(100- 30)). In this example, the cap therefore does not affect the amount of the assessable
payment, which remains at $60,000.

TRICARE and Veterans Health Programs

The Military Health System provides active and retired members of the armed forces and their
families (including certain survivors and former spouses) with medical coverage, primarily through
the TRICARE program. The TRICARE program offers various health plans, including a managed-
care option and fee-for-service options.

The Veterans Health Administration (VHA), within the Department of Veterans Affairs (VA),
provides certain veterans and family members (including certain survivors) with medical coverage
through its health-care programs. Enrolled veterans are provided a medical benefits package that
covers a range of medical care, including inpatient, outpatient, and preventive services. Medical
coverage for eligible family members of veterans is provided through the Civilian Health and
Medical Program of the VA.

Health Savings Accounts (HSAs)

An individual with a high-deductible health plan and no other health plan (other than a plan that
provides certain permitted insurance or permitted coverage) is generally eligible to make
deductible contributions to an HSA, subject to certain limits (an “eligible individual”). HSA
contributions made on behalf of an eligible individual by an employer are excludible from income
and wages for employment tax purposes. Eligibility for HSA contributions is generally determined
monthly, based on the individual’s status and health-plan coverage as of the first day of the
month. Contributions to an HSA cannot be made once an individual is enrolled in Medicare.

An individual with other coverage in addition to a high-deductible health plan is still eligible to
make HSA contributions if such other coverage is permitted insurance or permitted coverage.
Permitted insurance is: (1) insurance if substantially all of the coverage provided under such
insurance relates to (a) liabilities incurred under worker’'s compensation law, (b) tort liabilities,

(c) liabilities relating to ownership or use of property (e.g., auto insurance), or (d) such other
similar liabilities as the Secretary of the Treasury may prescribe by regulations; (2) insurance for a
specified disease or illness; and (3) insurance that provides a fixed payment per day (or other
period) for hospitalization. Permitted coverage is coverage (whether provided through insurance
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or otherwise) for accidents, disability, dental care, vision care, or long-term care. Coverage under
certain health flexible spending arrangements or health reimbursement arrangements is also
permitted.

Under IRS guidance, an otherwise eligible individual who is eligible for medical benefits under a
program of the VA, but who has not actually received such benefits during the preceding three
months, is an eligible individual.113 However, an individual is not eligible to make HSA
contributions for any month if the individual has received VA medical benefits at any time during
the previous three months unless the benefits are for permissible coverage or preventive care.114

New Federal Law (IRC sections 223 and 4980H)

Under the provision, an individual does not fail to be treated as an eligible individual for any
period merely because the individual receives hospital care or medical services under any law
administered by the VA for a service-connected disability.115

The provision does not otherwise change the application of the present-law rule for individuals
eligible for VA medical benefits. Thus, an otherwise eligible individual who is eligible for VA
medical benefits, but who has not actually received such benefits during the preceding three
months, continues to be an eligible individual. However, an individual is not eligible to make HSA
contributions for any month if the individual has received VA medical benefits at any time during
the previous three months unless the benefits are for permissible coverage or preventive care or
for a service-connected disability.

Effective Date
This provision applies to months beginning after December 31, 2015.

California Law (R&TC section 17215.4)

Not applicable—California specially does not conform to health savings accounts, and does not
conform to or adopt the assessable payment imposed on large employers.

Impact on California Revenue

Not applicable.

113 Notice 2004-50, 2004-2 C.B. 196, Q&A-5.
114 Notice 2004-50, Q&A-5; Notice 2008-59, 2008-2 C.B. 123, Q&A-9.

115 For this purpose, the definition of service-connected disability under 38 U.S.C. section 101(16) applies.
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Sections Section Title

503 -504 Mortality Tables and Extension of Current Funding Stabilization Percentages to
2018, 2019, and 2020

Background

Minimum Funding Rules

A defined benefit plan maintained by a single employer is subject to minimum funding rules that
generally require the sponsoring employer to make a certain level of contribution for each plan
year to fund plan benefits.116 The minimum funding rules for single-employer defined benefit
plans were substantially revised by the Pension Protection Act of 2006 (PPA).117

Minimum Required Contributions
In General

The minimum required contribution for a plan year for a single-employer defined benefit plan
generally depends on a comparison of the value of the plan’s assets, reduced by any prefunding
balance or funding standard carryover balance (‘“‘net value of plan assets”),118 with the plan’s
funding target and target normal cost. The plan’s funding target for a plan year is the present
value of all benefits accrued or earned as of the beginning of the plan year. A plan’s target normal
cost for a plan year is generally the present value of benefits expected to accrue or to be earned
during the plan year.

116 |RC sections 412 and 430; ERISA sections 302-303. For purposes of whether a plan is maintained by a single
employer, certain related entities, such as the members of a controlled group, are treated as a single employer.
Different funding rules apply to multiemployer and certain multiple-employer defined benefit plans, which are types of
plans maintained by two or more unrelated employers. A number of exceptions to the minimum funding rules apply.
For example, governmental plans (within the meaning of IRC section 414(d)) and church plans (within the meaning of
IRC section 414(e)) are generally not subject to the minimum funding rules. Under IRC section 4971, an excise tax
generally applies if the minimum funding requirements are not satisfied.

117 public Law 109-280. The PPA minimum funding rules for single-employer plans are generally effective for plan
years beginning after December 31, 2007. Subsequent changes were made by the Worker, Retiree, and Employer
Recovery Act of 2008 (WRERA), Public Law 110-458; the Preservation of Access to Care for Medicare Beneficiaries
and Pension Relief Act of 2010 (PRA 2010), Public Law 111-192; and the Moving Ahead for Progress in the 21st
Century Act (MAP-21), Public Law 112-141, and the Highway and Transportation Funding Act of 2014, Public Law
113-159, discussed further herein.

118 The value of plan assets is generally reduced by any prefunding balance or funding standard carryover balance in
determining minimum required contributions. A prefunding balance results from plan contributions that exceed the
minimum required contributions. A funding standard carryover balance results from a positive balance in the funding
standard account that applied under the funding requirements in effect before the PPA. Subject to certain conditions,
a prefunding balance or funding standard carryover balance may be credited against the minimum required
contribution for a year, reducing the amount that must be contributed.
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If the net value of plan assets is less than the plan’s funding target, so that the plan has a funding
shortfall (discussed further below), the minimum required contribution is the sum of the plan’s
target normal cost and the shortfall amortization charge for the plan year (determined as
described below).119 If the net value of plan assets is equal to or exceeds the plan’s funding
target, the minimum required contribution is the plan’s target normal cost, reduced by the
amount, if any, by which the net value of plan assets exceeds the plan’s funding target.

Shortfall Amortization Charge

The shortfall amortization charge for a plan year is the sum of the annual shortfall amortization
installments attributable to the shortfall bases for that plan year and the six previous plan years.
Generally, if a plan has a funding shortfall for the plan year, a shortfall amortization base must be
established for the plan year.120 A plan’s funding shortfall is the amount by which the plan’s
funding target exceeds the net value of plan assets. The shortfall amortization base for a plan
year is: (1) the plan’s funding shortfall, minus (2) the present value, determined using the
segment interest rates (discussed below), of the aggregate total of the shortfall amortization
installments that have been determined for the plan year and any succeeding plan year with
respect to any shortfall amortization bases for the six previous plan years. The shortfall
amortization base is amortized in level annual installments (“‘shortfall amortization installments’)
over a seven-year period beginning with the current plan year and using the segment interest
rates (discussed below).121

The shortfall amortization base for a plan year may be positive or negative, depending on whether
the present value of remaining installments with respect to amortization bases for previous years
is more or less than the plan’s funding shortfall. If the shortfall amortization base is positive (that
is, the funding shortfall exceeds the present value of the remaining installments), the related
shortfall amortization installments are positive. If the shortfall amortization base is negative, the
related shortfall amortization installments are negative. The positive and negative shortfall
amortization installments for a particular plan year are netted when adding them up in
determining the shortfall amortization charge for the plan year, but the resulting shortfall
amortization charge cannot be less than zero (that is, negative amortization installments may not
offset normal cost).

119 |f the plan has obtained a waiver of the minimum required contribution (a funding waiver) within the past five
years, the minimum required contribution also includes the related waiver amortization charge, that is, the annual
installment needed to amortize the waived amount in level installments over the five years following the year of the
waiver.

120 |f the value of plan assets, reduced only by any prefunding balance if the employer elects to apply the prefunding
balance against the required contribution for the plan year, is at least equal to the plan’s funding target, no shortfall
amortization base is established for the year.

121 ynder PRA 2010, employers were permitted to elect to use one of two alternative extended amortization
schedules for up to two “eligible” plan years during the period 2008-2011. The use of an extended amortization
schedule has the effect of reducing the amount of the shortfall amortization installments attributable to the shortfall
amortization base for the eligible plan year. However, the shortfall amortization installments attributable to an
eligible plan year may be increased by an additional amount, an “installment acceleration amount,” in the case of
employee compensation exceeding $1 million, extraordinary dividends, or stock redemptions within a certain period
of the eligible plan year.
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If the net value of plan assets for a plan year is at least equal to the plan’s funding target for the
year, so the plan has no funding shortfall, any shortfall amortization bases and related shortfall
amortization installments are eliminated.122 As indicated above, if the net value of plan assets
exceeds the plan’s funding target, the excess is applied against target normal cost in determining
the minimum required contribution.

Mortality Tables
In General

In determining the present value of benefits for purposes of a plan’s target normal cost and
funding target, specific mortality tables prescribed by the IRS generally must be used.123 These
tables are to be based on the actual experience of pension plans and projected trends in such
experience. In prescribing tables, the IRS is required to take into account results of available
independent studies of mortality of individuals covered by pension plans. In addition, the IRS is
required (at least every 10 years) to revise any table in effect to reflect the actual experience of
pension plans and projected trends in such experience. The currently-applicable mortality tables
are specified in regulations, as updated in subsequent IRS guidance.124

Substitute Mortality Table

In some cases, a separate mortality table (a “‘substitute’ mortality table) may be used upon
request of the plan sponsor and approval by the IRS.125 Two requirements must be met in order
for a substitute mortality table to be used: (1) the table must reflect the actual experience of the
pension plans maintained by the plan sponsor and projected trends in general mortality
experience, and (2) there must be a sufficient number of plan participants, and the pension plans
must have been maintained for a sufficient period of time, to have credible information necessary
for purposes of requirement (1). In addition, a substitute mortality table generally may not be
used for any plan unless (1) a separate mortality table is established and used for each other plan
maintained by the plan sponsor and, if the plan sponsor is a member of a controlled group, each
member of the controlled group, and (2) the requirements for using a substitute mortality table
are met with respect to the mortality table established for each plan, taking into account only the
participants of that plan, the time that plan has been in existence, and the actual experience of
that plan.

122 Any amortization base relating to a funding waiver for a previous year is also eliminated.

123 |RC section 430(h)(3) and ERISA section 303(h)(3). Separate mortality tables are required to be used with
respect to disabled participants.

124 Treas. Reg. section 1.430(h)(3)-2, as updated by Notice 2008-85, 2008-42 |.R.B. 905, for valuation dates
occurring in 2009-2013, Notice 2013-49, 2013-32 I.R.B. 127, for valuation dates occurring in calendar years
2014 and 2015, and Notice 2015-53, 2015-33 I.R.B. 190, for valuation dates occurring in calendar year 2016.
These tables are based on the tables contained in a report issued by the Society of Actuaries in July 2000, the RP-
2000 Mortality Tables Report, after a study of mortality experience for retirement plan participants. Notices 2013-49
and 2015-53 discuss the Society of Actuaries’ recent studies and reports on mortality experience for retirement plan
participants and the expectation that the Treasury Department and IRS will issue proposed regulations providing
updated mortality tables.

125 |RC section 430(h)(3)(C) and ERISA section 303(h)(3)(C).
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In general, a substitute mortality table may be used during the period of consecutive year plan
years (not to exceed 10) specified in the plan sponsor’s request. However, a substitute mortality
table ceases to be in effect as of the earlier of (1) the date on which there is a significant change
in the participants in the plan by reason of a plan spinoff or merger or otherwise, or (2) the date
on which the plan actuary determines that the table does not meet the requirements for being
used, as described above.

Treasury regulations and IRS guidance provide details as to the requirements for a substitute
mortality table and the procedure for requesting approval to use a substitute mortality table.126

Interest Rate Used to Determine Target Normal Cost and Funding Target

The minimum funding rules for single-employer plans also specify the interest rates that must be
used in determining the present value of benefits for purposes of a plan’s target normal cost and
funding target. Present value is generally determined using three interest rates (‘‘segment”
rates), each of which applies to benefit payments expected to be made from the plan during a
certain period.127

The first segment rate applies to benefits reasonably determined to be payable during the
five-year period beginning on the plan’s annual valuation date;128 the second segment rate
applies to benefits reasonably determined to be payable during the 15-year period following the
initial five-year period; and the third segment rate applies to benefits reasonably determined to be
payable after the end of that 15-year period. Under the funding rules as enacted in the PPA
(“PPA” rules), each segment rate is a single interest rate determined monthly by the Secretary of
the Treasury, on the basis of a corporate bond yield curve, taking into account only the portion of
the yield curve based on corporate bonds maturing during the particular segment rate period. The
corporate bond yield curve used for this purpose reflects the average, for the 24-month period
ending with the preceding month, of yields on investment grade corporate bonds with varying
maturities and that are in the top three quality levels available.129 The IRS publishes the segment
rates each month.

Under the Moving Ahead for Progress in the 21st Century Act (“MAP-21") and the Highway and
Transportation Funding Act of 2014 (“2014 Highway Act”), for plan years beginning after
December 31, 2011, a segment rate determined under the PPA rules is adjusted if it falls outside
a specified percentage range of the average segment rates for a preceding period. In particular, if
a segment rate determined under the PPA rules is less than the applicable minimum percentage

126 Treas. Reg. section 1.430(h)(3)-2; Rev. Proc. 2008-62, 2008-2 C.B. 935, superseding Rev. Proc. 2007-37,
2007-1C.B. 1433.

127 |RC section 430(h)(2) and ERISA section 303(h)(2).

128 gybject to an exception for small plans with no more than 100 participants, the annual valuation date for a plan
must be the first day of the plan year.

129 gplely for purposes of determining minimum required contributions, in lieu of the segment rates, an employer may
elect to use interest rates on a yield curve based on the yields on investment grade corporate bonds for the month
preceding the month in which the plan year begins (that is, without regard to the 24-month averaging described
above) (“monthly yield curve”). If an election to use a monthly yield curve is made, it cannot be revoked without IRS
approval.
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in the specified range, the segment rate is adjusted upward to match the minimum percentage. If
a segment rate determined under the PPA rules is more than the applicable maximum percentage
in the specified range, the segment rate is adjusted downward to match the maximum
percentage. For this purpose, an average segment rate is the average of the segment rates
determined under the PPA rules for the 25-year period ending September 30 of the calendar year
preceding the calendar year in which the plan year begins. The Secretary is to determine average
segment rates on an annual basis and may prescribe equivalent rates for any years in the 25-year
period for which segment rates determined under the PPA rules are not available. The Secretary
is directed to publish the average segment rates each month.

The specified percentage range (that is, the range from the applicable minimum percentage to the
applicable maximum percentage) for a plan year is determined by reference to the calendar year
in which the plan year begins as follows:

90 percent to 110 percent for 2012 through 2017,
85 percent to 115 percent for 2018,

80 percent to 120 percent for 2019,

75 percent to 125 percent for 2020, and

70 percent to 130 percent for 2021 or later.

Annual Funding Notice

The plan administrator of a single-employer defined benefit plan must provide an annual funding
notice to each participant and beneficiary, each labor organization representing participants or
beneficiaries, and the Pension Benefit Guaranty Corporation (PBGC).130 In addition to the
information required to be provided in all funding notices, in the case of a single-employer defined
benefit plan, the notice must include (1) the plan’s funding target attainment percentage for the
plan year to which the notice relates and the two preceding plan years, (2) the value of the plan’s
assets and benefit liabilities (that is, the present value of benefits owed under the plan) for the
plan year and the two preceding years, determined in the same manner as under the funding
rules, and (3) the value of the plan’s assets and benefit liabilities as of the last day of the plan
year to which the notice relates, determined using the fair market value of plan assets (rather
than value determined under the funding rules) and, in computing benefit liabilities, the interest
rates used in computing variable-rate PBGC premiums.131

Additional information must be included in a single-employer plan’s annual funding notice in the
case of an applicable plan year. For this purpose, an applicable plan year is any plan year
beginning after December 31, 2011, and before January 1, 2020, for which (1) the plan’s funding
target, determined using segment rates as adjusted to reflect average segment rates (“adjusted”

130 ER|SA section 101(f). Annual funding notice requirements, with some differences, apply also to multiemployer
and multiple-employer plans.

131 |n applying the funding rules, the value of plan assets may be determined on the basis of average fair market
values over a period of up to 24 months. PBGC variable-rate premiums are based on a plan’s unfunded vested
benefit liabilities, computed using the first, second and third segment rates as determined under the PPA rules
(without the adjustments applicable for funding purposes), but based on a monthly corporate bond yield curve, rather
than ayield curve reflecting average yields for a 24-month period.
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segment rates), is less than 95 percent of the funding target determined without regard to
adjusted segment rates, (2) the plan has a funding shortfall, determined without regard to
adjusted segment rates, greater than $500,000, and (3) the plan had 50 or more participants on
any day during the preceding plan year. Specifically, the notice must include (1) a statement that
MAP-21 and the 2014 Highway Act modified the method for determining the interest rates used to
determine the actuarial value of benefits earned under the plan, providing for a 25-year average
of interest rates to be taken into account in addition to a two-year average, (2) a statement that,
as a result of MAP-21 and the 2014 Highway Act, the plan sponsor may contribute less money to
the plan when interest rates are at historical lows, and (3) a table showing, for the applicable plan
year and each of the two preceding plan years, the plan’s funding target attainment percentage,
funding shortfall, and the employer’'s minimum required contribution, each determined both using
adjusted segment rates and without regard to adjusted segment rates.

New Federal Law (IRC section 430)

Mortality Tables

The provision relates to the requirement that there must be a sufficient number of plan
participants, and the pension plans must have been maintained for a sufficient period of time, to
have credible information, in order for a substitute mortality table to be used. Under the
provision, the determination of whether plans have credible information is to be made in
accordance with established actuarial credibility theory. The provision specifies that this standard
permits the use of tables that reflect adjustments to the generally applicable mortality tables
prescribed by the IRS if the adjustments are based on the actual experience of the pension plans
maintained by the plan sponsor and projected trends in general mortality experience.132

Applicable Minimum and Maximum Percentages and Annual Funding Notice

The provision revises the specified percentage ranges (that is, the range from the applicable
minimum percentage to the applicable maximum percentage of average segment rates) for
determining whether a segment rate must be adjusted upward or downward. Under the provision,
the specified percentage range for a plan year is determined by reference to the calendar year in
which the plan year begins as follows:

90 percent to 110 percent for 2012 through 2020,
85 percent to 115 percent for 2021,

80 percent to 120 percent for 2022,

75 percent to 125 percent for 2023, and

70 percent to 130 percent for 2024 or later.

In addition, for purposes of the additional information that must be provided in a funding notice
for an applicable plan year, an applicable plan year includes any plan year that begins after
December 31, 2011, and before January 1, 2023, and that otherwise meets the definition of
applicable plan year.

132 The provision specifies also that this standard is materially different from rules relating to substitute mortality
tables in effect on the date of enactment of the provision, including Rev. Proc. 2007-37.
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Effective Date
This provision is effective for plan years beginning after December 31, 2015.

California Law (R&TC section 17501)

IRC Conformity

In general, California automatically conforms to the federal pension rules,133 including this
provision’s modifications to the mortality-tables and the applicable minimum and maximum
percentages and annual funding notice.

ERISA Preemption

Additionally, federal ERISA provisions specifically preempt state laws relating to certain employee
benefit plans in California.

Impact on California Revenue

Baseline.
Section Section Title
1101 Partnership Audits and Adjustments

Background

Reporting Requirements of Partnerships Generally

For federal income tax purposes, a partnership is not a taxable entity. Instead, a partnership is a
conduit and the items of partnership income, deduction, gain, loss, and credit are taken into
account on the partners’ income tax returns. A partnership is required to file an annual
information return setting forth items of partnership information necessary to carry out the income
tax (Form 1065).134 A partnership is also required to furnish to each partner a statement of such

133 R&TC section 17501 generally conforms to Subchapter D of Chapter 1 of Subtitle A of the IRC, relating to
deferred compensation, including Part Il (IRC sections 430 to 436, relating to rules relating to minimum funding
standards and benefit limitations, as of R&TC section 17024.5’s “specified date” of January 1, 2015. However,
except for increases in the maximum amount of elective deferrals that may be excluded from income under IRC
section 402(g), R&TC section 17501 (b) specifically provides that federal changes to Part Il (IRC sections 430 to 436)
of Subchapter D of Chapter 1 of Subtitle A of the IRC automatically apply without regard to taxable year to the same
extent as applicable for federal income tax purposes (and thus California adopts all changes made to the IRC sections
within that part without regard to the “specified date” contained in R&TC section 17024.5).

134 |RC section 6031(a).
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partnership information as is relevant to the partner’s income tax (Schedule K-1).135 For taxable
years beginning after December 31, 2015, partnership returns and partner statements are
generally due by the 15th day of the third month after the end of the partnership taxable year.136

Rules relating to Audit and Adjustment Procedures for Partnerships

There are three sets of rules for tax audits and adjustments for partners and partnerships. First,
for partnerships with more than 100 partners and that so elect, the electing large partnership
rules enacted in 1997 apply.137 Relatively few partnerships have made this election. Second, for
partnerships with more than 10 partners or with pass-through’s as partners (and that are not
electing large partnerships), the TEFRA rules enacted in 1982 apply.138 Under these two sets of
rules, partnership items generally are determined at the partnership level under unified
procedures. Third, for partnerships with 10 or fewer partners that have not elected the TEFRA
audit rules, audit and adjustment rules applicable generally to taxpayers subject to the federal
income tax apply.139

For a partnership with few partners that does not elect to be governed by the TEFRA rules, the tax
treatment of an adjustment to a partnership’s items of income, gain, loss, deduction, or credit is
determined for each partner in separate proceedings, both administrative and judicial. These are
known as deficiency proceedings.

Adjustments to items of income, gains, losses, deductions, or credits of the partnership generally
are made in separate actions for each partner. Particularly in the case of a partnership with
partners in different locations, this may result in separate judicial determinations in different
courts that are potentially subject to different appellate jurisdiction. Prior to the 1982 enactment
of TEFRA, these had been the rules for all adjustments with respect to partners, regardless of the
number of partners in the partnership.

TEFRA Rules
Unified Rules

TEFRA established unified rules. These rules require the tax treatment of all “partnership items”
to be determined at the partnership, rather than the partner, level. Partnership items are those
items that are more appropriately determined at the partnership level than at the partner level, as
provided by regulations.140 The IRS may challenge the reporting position of a partnership by
conducting a single administrative proceeding to resolve issues with respect to all partners.

135 |RC section 6031(b).

136 see IRC section 6072(b) as amended by Public Law 114-41, section 2006. For taxable years beginning after
December 31, 2015, a partnership can request a six-month extension of time to file.

137 |RC sections 6240-6255.

138 |RC sections 6221-6234. TEFRA refers to the Tax Equity and Fiscal Responsibility Act of 1982 (Public Law 97 -
248), in which these rules were enacted.

139 |RC sections 6231 and 6201 et seq.

140 |RC section 6231(a)(3). Any item that is affected by a partnership item (for example, on the partner’s return) is an
“affected item.” Affected items of a partner are subject to determination at the partner level. IRC section 6231(a)(5).
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The rationale stated in 1982 for adding new rules for partnerships was that “[d]etermination of
the tax liability of partners resulted in administrative problems under prior law due to the
fragmented nature of such determinations. These problems became excessively burdensome as
partnership syndications have developed and grown in recent years. Large partnerships with
partners in many audit jurisdictions result in the statute of limitations expiring with respect to
some partners while other partners are required to pay additional taxes. Where there are tiered
partnerships, identifying the taxpayer is difficult.”141

The TEFRA rules do not, however, change the process for collecting underpayments with respect
to deficiencies at the partner (not the partnership) level, though a settlement agreement with
respect to partnership items binds all parties to the settlement.142

Tax Matters Partner

The TEFRA rules establish the Tax Matters Partner as the primary representative of a partnership
in dealings with the IRS. The Tax Matters Partner is a general partner designated by the
partnership, or in the absence of designation, the general partner with the largest profits interest
at the close of the taxable year. If no Tax Matters Partner is designated, and it is impractical to
apply the largest profits interest rule, the IRS may select any partner as the Tax Matters Partner.

Notice Requirements: Notice Required to Partners Separately

The IRS generally is required to give notice of the beginning of partnership-level administrative
proceedings and any resulting administrative adjustment to all partners whose names and
addresses are furnished to the IRS. For partherships with more than 100 partners, however, the
IRS generally is not required to give notice to any partner whose profits interest is less than one
percent.

Partners Must Report Items Consistently with the Partnership

Partners are required to report partnership items consistently with the partnership’s reporting,
unless the partner notifies the IRS of inconsistent treatment. If a partner fails to notify the IRS of
inconsistent treatment, the IRS can assess that partner under its math-error authority. That is,
the IRS may make a computational adjustment and immediately assess any additional tax that
results.143 Additional tax attributable to an adjustment of a partnership item is assessed against
each of the taxpayers who were partners in the year in which the understatement of tax liability
arose.

141 see Joint Committee on Taxation, General Explanation of the Revenue Provisions of the Tax Equity and Fiscal
Responsibility Act of 1982 (JCS-38-82), December 31, 1982, p. 268. Additional reasons for the 1982 change
mentioned include the problems of duplication of administrative and judicial effort, inconsistent results, difficulty of
reaching settlement, and inadequacy of prior-law filing and recordkeeping requirements for foreign partnerships with
U.S. partners.

142 |RC section 6224(c). The IRS has set forth procedures for entering into such partnership audit settlement
agreements, which are summarized in Part F of Chief Counsel Notice 2009-27, “Frequently Asked Questions
Regarding The Unified Partnership Audit And Litigation Procedures Set Forth In Sections 6221-6234,” IRS CC Notice
2009-027, August 21, 2009.

143 |RC sections 6222 and 6230(b).
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Partners’ Limited Ability to Challenge Partnership Treatment

Partners have rights to participate in administrative proceedings at the partnership level, and can
request an administrative adjustment or a refund for the partner’'s own separate tax liability. To
the extent that a settlement is reached with respect to partnership items, all partners are entitled
to consistent treatment.144

Statute of Limitations

Absent an agreement to extend the statute of limitations, the IRS generally cannot adjust a
partnership item for a partnership taxable year if more than three years have elapsed since the
later of the filing of the partnership return, or the last day for the filing of the partnership return
(without extensions). The statute of limitations is extended in specified circumstances such as in
the case of a false return, a substantial omission of income, or no return.

One-Year Period

If the administrative adjustment is timely made within the limitations period described above, the
tax resulting from that adjustment, as well as the tax attributable to affected items, including
related penalties or additions to tax, must be timely assessed. The period in which the tax must
be assessed against the partners does not expire before one year following the date on which the
final partnership administrative adjustment may no longer be petitioned to the U.S. Tax Court or, if
a petition was filed, a decision of the court with respect to such petition is final.145

Adjudication of Disputes Concerning Partnership Items

After the IRS makes an administrative adjustment, the Tax Matters Partner (and, in limited
circumstances, certain other partners) may file a petition for readjustment of partnership items in
the Tax Court, the district court in which the partnership’s principal place of business is located, or
the Court of Federal Claims.

144 |RC sections 6222 and 6230(b).
145 |RC section 6229(d) and (g).
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Electing Large Partnership Audit Rules
Definition of Electing Large Partnership

In 1997, an additional audit system was enacted for electing large partnerships.146 The 1997
legislation also enacted specific simplified reporting rules for electing large partnerships.14? The
provisions define an electing large partnership as any partnership that elects to be subject to the
specified reporting and audit rules, if the number of partners in the partnership’s preceding
taxable year is 100 or more.148

The rationale stated in 1997 for adding new audit rules for large partnerships was that “[a]udit
procedures for large partnerships are inefficient and more complex than those for other large
entities. The IRS must assess any deficiency arising from a partnership audit against a large
number of partners, many of whom cannot easily be located and some of whom are no longer
partners. In addition, audit procedures are cumbersome and can be complicated further by the
intervention of partners acting individually.”149

Unified Rules

As under the TEFRA partnership rules, electing large partnerships and their partners are subject to
unified audit rules. Thus, the tax treatment of partnership items is determined at the partnership,
rather than the partner, level.

Partnership Representative

Each electing large partnership is required to designate a partner or other person to act on its
behalf. If an electing large partnership fails to designate such a person, the IRS is permitted to
designate any one of the partners as the person authorized to act on the partnership’s behalf.

Notice Requirements: Separate Partner Notices Not Required

Unlike the TEFRA partnership audit rules, the IRS is not required to give notice to individual
partners of the commencement of an administrative proceeding or of a final adjustment. Instead,
the IRS is authorized to send notice of a partnership adjustment to the partnership itself by
certified or registered mail. The IRS may give proper notice by mailing the notice to the last known
address of the partnership, even if the partnership had terminated its existence.

146 |RC sections 6240-6255, enacted by the Taxpayer Relief Act of 1997, Public Law 105-34.
147 |RC sections 771-777.
148 |RC section 775.

149 gee Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in 1997 (JCS-23-97),
December 17, 1997, p. 363.
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Partners Must Report Items Consistently with the Partnership

Under the electing large partnership audit rules, a partner is not permitted to report any
partnership items inconsistently with the partnership return, even if the partner notifies the IRS of
the inconsistency. The IRS may adjust a partnership item that was reported inconsistently by a
partner and immediately assess any additional tax without first auditing the partnership.150

Adjustments Flow-Through to Persons that are Partners in the Year in which the Adjustment Takes
Effect

Unlike the TEFRA partnership audit rules, however, partnership adjustments generally flow
through to the partners for the year in which the adjustment takes effect.151 Thus, the current-
year partners’ share of current-year partnership items of income, gains, losses, deductions, or
credits are adjusted to reflect partnership adjustments that take effect in that year. The
adjustments generally do not affect prior-year returns of any partners (except in the case of
changes to any partner’s distributive shares).

Partnership’s Payment of Imputed Underpayment Is Permitted

In lieu of passing through an adjustment to its partners, the partnership may elect to pay an
imputed underpayment. The imputed underpayment generally is calculated by netting the
adjustments to the income, gain, loss, or deductions of the partnership and multiplying that
amount by the highest federal income tax rate (whether individual or corporate). Adjustments to
credits are taken into account as increases or decreases in the amount of tax.

A partner may not file a claim for credit or refund of his allocable share of the payment. A
partnership may make this election only if it meets requirements set forth in Treasury regulations
designed to ensure payment (for example, in the case of a foreign partnership).

Regardless of whether a partnership adjustment passes through to the partners, an adjustment
must be offset if it requires another adjustment in a year that is after the adjusted year and before
the year the adjustment that was made takes effect. For example, assume that an electing large
partnership expenses a $1,000 item in year one. However, on audit in year four, it is determined
that the item should have been capitalized and amortized ratably over 10 years rather than
deducted in full in year one. The $900 adjustment for the improper deduction ($1,000 minus the
year one amortization of $100) is offset by $100 of adjustments for amortization deductions in
each of years two and three. The adjustment in year four is $700 (that is, $1,000 minus $300,
the sum of the first three years’ ratable amortization of $100 per year), apart from any interest or
penalty. The year four partners are required to include an additional $700 in income for that year.
The partnership ratably amortizes the $700 in years four through 10.

150 |RC section 6241(b).
151 |RC section 6242.
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Partnership, Not Partners Separately, Is Liable for any Penalties and Interest

The partnership, rather than the partners individually, generally is liable for any interest and
penalties that result from a partnership adjustment. Interest is computed for the period beginning
on the return due date for the adjusted year and ending on the earlier of the return due date for
the partnership taxable year in which the adjustment takes effect or the date the partnership pays
the imputed underpayment. Thus, in the above example, the partnership is liable for four years’
worth of interest (on a declining principal amount).

Penalties (such as the accuracy-related and fraud penalties) are determined on a year-by-year
basis (without offsets) based on an imputed underpayment. All accuracy-related penalty criteria
and waiver criteria (such as reasonable cause or substantial authority) are determined as if the
partnership were a taxable individual. Accuracy-related and fraud penalties are assessed and
accrue interest in the same manner as if asserted against a taxable individual.

Any payment (for federal income taxes, interest, or penalties) that an electing large partnership is
required to make is nondeductible.

If a partnership ceases to exist before a partnership adjustment takes effect, the former partners
are required to take the adjustment into account, as provided by regulations. Regulations are
also authorized to prevent abuse and to enforce efficiently the audit rules in circumstances that
present special enforcement considerations (such as partnership bankruptcy).

Partners Cannot Request Refunds Separately

The IRS may challenge the reporting position of a partnership by conducting a single
administrative proceeding to resolve the issue with respect to all partners. Unlike the TEFRA
partnership audit rules, however, partners have no right individually to participate in settlement
conferences or to request a refund.

Timing of Schedules K-1 to Partners

An electing large partnership is required to furnish copies of information returns (Schedule K-1,
Partner’s Share of Income, Deductions, Credits, etc.) to partners by March 15 following the close
of the partnership’s taxable year (often a calendar year).152

Statute of Limitations

Absent an agreement to extend the statute of limitations, the IRS generally cannot adjust a
partnership item for a partnership taxable year if more than three years have elapsed since the
later of the filing of the partnership return or the last day for the filing of the partnership return.
The statute of limitations is extended in specified circumstances such as in the case of a false
return, a substantial omission of income, or no return.

152 |RC section 6031(b).
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Adjudication of Disputes Concerning Partnership Items

As under the TEFRA rules, a partnership adjustment can be challenged in the Tax Court, the
district court in which the partnership’s principal place of business is located, or the Court of
Federal Claims. However, only the partnership—and not partners individually—can petition for a
readjustment of partnership items.

If a petition for readjustment of partnership items is filed by the partnership, the court with which
the petition is filed has jurisdiction to determine the tax treatment of all partnership items of the
partnership for the partnership taxable year to which the notice of partnership adjustment relates,
and the proper allocation of such items among the partners. Thus, the court’s jurisdiction is not
limited to the items adjusted in the notice.

New Federal Law (IRC sections 6031, 6221, 6222, 6223, 6225, 6226, 6227, 6231, 6232,
6233, 6234, 6235, 6241, 6330, 6422, 6501, 6503, 6504, 6511, 6512, 6515, 6601, 7421,
7422, 7459, 7482, and 7485)

Repeal of TEFRA and Electing Large Partnership Rules

Generally for returns filed for partnership taxable years beginning after 2017, the provision
repeals the tax reporting provisions and voluntary centralized audit procedures for electing large
partnerships, as well as the TEFRA partnership audit and adjustment rules. In place of the
repealed procedures, a centralized system for audit, adjustment, assessment, and collection of
tax applies to all partnerships, except those eligible partnerships that have filed a valid election
out. Electing out of the centralized system leaves applicable the present-law rules for deficiency
proceedings. The centralized system is located in subchapter C of chapter 63 of the IRC.

In General
Determination at Partnership Level

Under the centralized system, the audit of a partnership takes place at the partnership level. Any
adjustment to items of income, gain, loss, deduction, or credit of a partnership for a partnership
taxable year, and any partner’s distributive share thereof, generally are determined at the
partnership level.153 Any tax attributable to these items generally is assessed and collected at the
partnership level. The applicability of any penalty, addition to tax, or additional amount that
relates to an adjustment of any item of income, gain, loss, deduction, or credit of a partnership for
a partnership taxable year or to any partner’s distributive share thereof is determined at the
partnership level. Unlike prior law, distinctions between partnership items and affected items are
no longer made. An underpayment of tax determined as a result of an examination of a taxable
year is imputed to the year during which the adjustment is finally determined, and generally is
assessed against and collected from the partnership with respect to that year rather than the
reviewed year.

153 |RC section 6221(a).
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Under the centralized system, a partnership may seek modification of the imputed underpayment
amount by providing the Secretary with specified information about the tax status of partners and
about the nature and amount of items of income or gain, by means of reviewed-year partners
filing amended returns with payment, or on the basis of other factors in regulations or guidance. A
partnership may elect an alternative to partnership payment of the imputed underpayment in
which each reviewed-year partner is furnished a statement of the partner’s share of the
adjustments (similar to Schedule K-1) and each such reviewed-year partner increases its tax for
the year the statement is furnished. A partnership may file an administrative adjustment request.

Rules are provided relating to statutes of limitation and other applicable time periods, interest and
penalties, judicial review, and other aspects of the centralized system under the provision.

Election Out

The centralized system is applicable to any partnership unless it meets eligibility requirements
and has made a valid election out for a taxable year.154

100 or Fewer Statements

A partnership may elect out of the centralized system (and it and its partners are governed by the
present-law deficiency proceedings) for a partnership taxable year if it meets eligibility
requirements. One of the eligibility requirements is that for the taxable year, the partnership is
required to furnish 100 or fewer statements under IRC section 6031 (b) (Schedules K-1) with
respect to its partners.

A further eligibility requirement for a partnership to make the election is that each of its partners

is an individual, a deceased partner’s estate, a C corporation, a foreign entity that would be
required to be treated as a C corporation if it were a domestic entity, or an S corporation (provided
special rules are met). A partnership with a foreign entity as a partner can meet this eligibility
requirement if, under the rules of IRC section 7701, the foreign entity would be taxable as a

C corporation if it were domestic; that is, the foreign entity has elected to be, or is, treated as a per
se corporation under the check-the-box regulatory rules under IRC section 7701.155

A C corporation partner that is a regulated investment company (RIC) or a real estate investment
trust (REIT) does not prevent the partnership from being able to elect out, provided the applicable
requirements are met.

Example

For example, a partnership is formed to conduct a joint venture between two corporations, X and
Y. X’s domestic C corporation subsidiary, W, owns a 50-percent interest in the partnership, and
Y’s domestic C corporation subsidiary, Z, owns a 50-percent interest in the partnership. The
partnership is required to furnish two statements (Schedules K-1), one to W and one to Z. The

154 |RC section 6221(b).
155 gee Treas. Reg. section 301.7701-2 and -3.
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partnership is eligible to elect out of the centralized system for the taxable year, provided that the
partnership meets the requirements (described below) as to the time and manner of electing out,
including (among other requirements) disclosing to the Secretary the names and employer
identification numbers of W and Z.

Time and Manner of Election Out

The election is to be made with a timely-filed return of the partnership taxable year to which the
election relates; the election is valid only for that year. The election must include the name and
taxpayer identification number of each partner of the partnership in the manner prescribed by the
Secretary. The partnership must notify each of its partners of the election in the manner
prescribed by the Secretary.

S Corporation Partners

For a partnership with a partner that is an S corporation to elect out, the partnership is required to
include with its election (in the manner prescribed by the Secretary) a disclosure of the name and
taxpayer identification number of each person with respect to whom the S corporation must
furnish a statement under IRC section 6037(b) for the S corporation’s taxable year ending with or
within the partnership’s taxable year for which the election is made. This requirement is met if the
partnership discloses the name and taxpayer identification number of each S corporation
shareholder with respect to which a statement (Schedule K-1) is required to be furnished under
IRC section 6037(b). These statements required to be furnished by the S corporation are treated
as statements required to be furnished by the partnership for purposes of the 100-or-fewer
statements criterion for the partnership’s eligibility to elect out.

Example

For example, if a partnership has 50 partners, 49 of which are individuals and one of which is an
S corporation with 30 shareholders all of whom are individuals, the partnership is treated as being
required to furnish 80 statements. This is the sum of 49 statements for individual partners, one
statement for the S corporation partner, and 30 statements for individuals with respect to whom
the S corporation must furnish statements. The partnership meets the 100-or-fewer-statements
criterion for the partnership’s eligibility to elect out.

Foreign Partners

The Secretary may provide for an alternative form of identification of any foreign partners (for
example, if the foreign partners do not have U.S. taxpayer identification numbers) for purposes of
the requirement of disclosure of the name and taxpayer identification number of each partner by
the partnership.

Other Persons as Partners

The Secretary may by regulation or other guidance identify other types of partners to whom rules

similar to the special rules in the case of a partner that is an S corporation can apply. This
guidance shall take into account, for purposes of applying the 100-or-fewer-statements
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criterion,156 each direct and indirect interest in the partnership of any person to which a
statement (comparable to the partner statement under IRC section 6031(b)) is required to be
furnished by any person. Such guidance may also take into account any person with respect to
which a comparable statement is not required to be furnished but which has an interest (direct or
indirect) in the partnership. Further, such guidance shall require the partnership to disclose to the
Secretary the name and taxpayer identification number of each person with respect to which a
statement (comparable to the parther statement under IRC section 6031(b)) is required to be
furnished and of other persons with an interest (direct or indirect) in the partnership.

Examples

For example, assume that a partner of a partnership is a disregarded entity such as a state-law
limited liability company (LLC) with only one member, a domestic corporation. Such guidance may
provide that the partnership can make the election if the partnership includes (in the manner
prescribed by the Secretary) a disclosure of the name and taxpayer identification number of each
of the disregarded entity and the corporation that is its sole member, and each of them is taken
into account as if each were a statement recipient in determining whether the 100-or-fewer-
statements criterion is met.

As another example, such guidance may provide that a partnership with a trust as a partner may
make the election if the partnership includes (in the manner prescribed by the Secretary) a
disclosure of the name and taxpayer identification number of the trustee, each person who is or is
deemed to be an owner of the trust, and any other person that the Secretary determines to be
necessary and appropriate, and each one of such persons is taken into account as if each were a
statement recipient in determining whether the 100-or-fewer-statements criterion is met. Similar
guidance may be provided with respect to a partnership with a partner that is a grantor trust, a
former grantor trust that continues in existence for the two-year period following the death of the
deemed owner, or a trust receiving property from a decedent’s estate for a two-year period.

As a further example, to the extent that such rules are consistent with prompt and efficient
collection of tax attributable to the income of partnerships and partners, such guidance may
provide rules permitting election out in the case of a partnership (the first partnership) with one or
more direct or indirect partners which are themselves partnerships. Under any such guidance
with respect to tiered partnerships, the sum of all direct and indirect partners (including each
partnership and its partners) may not exceed 100 persons with respect to which an IRC section
6031(b) statement must be furnished, and each partner must be identified. That is, eligibility of
the first partnership to make the election requires the first partnership to include (in the manner
prescribed by the Secretary) a disclosure of the name and taxpayer identification number of each
direct partner of the first partnership and each indirect partner (including each partnership and its
partners) in every tier, and requires that each is taken into account in determining whether the
100-or-fewer-statements criterion is met.

156 |RC section 6221(b)(1)(B).
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Requirement of Consistency with Partnership Return
In General

The centralized system imposes a consistency requirement. A partner on its return must treat
each item of income, gain, loss, deduction or credit attributable to a partnership in a manner that
is consistent with the treatment of such income, gain, loss, deduction, or credit on the partnership
return. An underpayment that results from a failure of a partner to conform to the partnership
reporting of an item is treated as a math error on the partner’s return and cannot be abated under
IRC section 6213(b)(2). The underpayment may be subject to additions to tax.

Notice of Inconsistent Position

If the partnership has filed a return but the partner’s treatment on the partner’s return is (or may
be) inconsistent with the partnership’s return, or if the partnership has not filed a return, the
math-error treatment and non-abatement treatment do not apply if the partner files a statement
identifying the inconsistent position. Further, a partner is treated as having complied with the
obligation to file a statement identifying the inconsistent position in the circumstance in which the
partner demonstrates to the satisfaction of the Secretary that the treatment of the item on the
partner’s return is consistent with the treatment of the item on the statement furnished to the
partner by the partnership, and the partner elects the application of this rule.

A final decision in an administrative or judicial proceeding with respect to a partnership under the
centralized system is binding on the partnership and all partners of the partnership. In contrast, a
final determination in an administrative or judicial proceeding with respect to a partner’s
identified inconsistent position is not binding on the partnership if the partnership is not a party to
the proceeding. No inference is intended that the partnership is bound by any other proceeding to
which it is not a party, such as an administrative or judicial proceeding with respect to a partner’s
unidentified inconsistent position.

Partners Bound by Actions of Partnership; Desighation of Partnership Representative

For purposes of the centralized system, the partnership acts through its partnership
representative. The partnership representative has the sole authority to act on behalf of the
partnership under the centralized system.157 Under the centralized system, the partnership and
all partners of the partnership are bound by actions taken by the partnership.158 Thus, for
example, partners may not participate in or contest results of an examination of a partnership by
the Secretary. A partnership and all partners of the partnership are also bound by any final
decision in a proceeding with respect to the partnership brought under the centralized system of
subchapter C of the IRC. Thus, for example, a settlement agreement entered into by the
partnership, a notice of final partnership adjustment with respect to the partnership that is not
contested, or the final decision of the court with respect to the partnership if the notice of final
partnership adjustment is contested bind the partnership and all partners of the partnership.

157 |RC section 6223(a).
158 |RC section 6223(b).
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Each partnership is required to designate a partner (or other person) with a substantial presence
in the United States as the partnership representative. A substantial presence in the United
States enables the partnership representative to meet with the Secretary in the United States as
is necessary or appropriate, and facilitates communication during the audit process and during
any other proceedings in which the partnership is involved. In any case in which such a
designation by the partnership is not in effect, the Secretary may select any person as the
partnership representative.

Partnership Adjustments
Partnership Adjustments by the Secretary

The centralized system provides that any adjustment to items of income, gain, loss, deduction, or
credit of a partnership for a partnership taxable year and any partner’s distributive share thereof,
are determined at the partnership level. Any tax attributable to these items is assessed and
generally is collected at the partnership level as an imputed underpayment paid by the
partnership.

Reviewed Year and Adjustment Year

For purposes of the centralized system, the reviewed year means the partnership taxable year to
which the item being adjusted relates. For example, in an examination by the Secretary of a
partnership’s taxable year 2018, 2018 is the reviewed year.159

The adjustment year means: (1) in the case of an adjustment pursuant to the decision of a court
(under the centralized system'’s judicial review provisions), the partnership taxable year in which
the decision becomes final; (2) in the case of an administrative adjustment request, the
partnership taxable year in which the administrative adjustment request is made; or (3) in any
other case, the partnership taxable year in which the notice of final partnership adjustment is
mailed.160 For example, in the case of adjustments with respect to partnership taxable year 2018
resulting in an imputed underpayment assessed in 2020 that the partnership then litigates in Tax
Court, the decision of which is not appealed and becomes final in 2021, the adjustment year is
2021.

Payment of Imputed Underpayment by the Partnership

Any adjustment to items of income, gain, loss, deduction, or credit of a partnership for a
partnership taxable year—and any partner’s distributive share thereof—are determined at the
partnership level. In the event of any adjustment by the Secretary in the amount of any item of
income, gain, loss, deduction, or credit of a parthership, or any partner’s distributive share, that
results in an imputed underpayment, the partnership is required to pay the imputed
underpayment in the adjustment year.161

189 |RC section 6225(d)(1).
160 |RC section 6225(d)(2).
161 |RC section 6225(a)(1).
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Interest at Partnership Level

Interest due is determined at the partnership level and accrues at the rate applicable to
underpayments.162

Adjustment That Does Not Result in Imputed Underpayment

Any adjustment by the Secretary in the amount of any item of income, gain, loss, deduction, or
credit of a partnership, or any partner’s distributive share, that does not result in an imputed
underpayment is taken into account by the partnership in the adjustment year. The amount of the
adjustment is treated as a reduction in non-separately stated income or an increase in hon-
separately stated loss (whichever is appropriate). It may also be appropriate to treat the amount
of an adjustment as a reduction (or increase) in a separately-stated amount of income, gain, loss,
or deduction. The amount of an adjustment in a credit is taken into account as a separately-
stated item.163

Determination of Imputed Underpayment Amount

An imputed underpayment of tax with respect to a partnership adjustment for any reviewed year is
determined by netting all adjustments of items of income, gain, loss, or deduction and multiplying
the net amount by the highest rate of federal income tax applicable either to individuals or to
corporations that is in effect for the reviewed year.164 Any adjustments to items of credit are
taken into account as an increase or decrease, as the case may be, in the figure resulting from
this multiplication. Any net increase or decrease in loss is treated as a decrease or increase,
respectively, in income. Netting is done taking into account applicable limitations, restrictions,
and special rules under present law.

Examples

For example, assume that a partnership reports the following items on its return for taxable year
2018 (dollar amounts in thousands):

Rental income of $100

Depreciation deduction of <$70>

Interest expense deduction of <$20>
Deduction for compensation paid of <$50>

In an examination of the partnership’s taxable year 2018, the Secretary determines that
depreciation was <$80>, not <$70>, for the year. (Assume that this change does not affect
depreciation in other taxable years.) The Secretary also finds that $5 of rental income was
omitted, for total rental income of $105, not $100, for the year. The adjustment reflecting an

162 |RC section 6621(a)(2). Rules relating to interest, penalties, and additions to tax are further described below.
163 |RC section 6225(a)(2).

164 |RC section 6225(b)(1). The rule for determining the imputed underpayment applies except as provided in IRC
section 6225(c), which provides that the Secretary shall establish procedures under which the imputed
underpayment amount may be modified consistent with requirements imposed thereunder.
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increase of $5 of rental income is netted with the adjustment reflecting the <$10> change in the
depreciation (both ordinary in character and not subject to differing limitations or restrictions).
The resulting adjustment is a net increase in loss of <$5>. There is no imputed underpayment.
For the adjustment year (not 2018, the reviewed year), the partnership has an increase in non-
separately stated loss of <$5> (or a reduction in non-separately income of <$5>).

As another example, assume a partnership reports the following items on its return for taxable
year 2019 (dollar amounts in thousands):

e Ordinary income of $300

e Long-term capital gain (from asset sales) of $125, long-term capital loss (from asset sales)
of <$75>, for a net long-term capital gain of $50

e Depreciation deduction of <$100>

e Tax credit of $5

In an examination of the partnership’s taxable year 2019, the Secretary adjusts these items as
follows and finds:

e Ordinary income of $500 (a $200 adjustment)

e Long-term capital gain of $200 (a $75 adjustment) and long-term capital loss of <$25> (a
<$50> adjustment), for a net long-term capital gain of $175 (a $125 adjustment)

e Depreciation deduction of <$70> (a <$30> adjustment)

e Tax credit of $3 (a <$2> credit adjustment)

These are netted under the provision as follows: the adjustments to ordinary income and to the
ordinary depreciation de