
Request for Permission to Proceed with Formal Regulation Process 
For Proposed Amendments to  

Regulation Sections 24411 and 25106.5-1, 
Ordering of Dividend Payments 

 
On February 9, 2005, staff received authorization from the Franchise Tax Board to proceed with 
a symposium on the proposed amendments to Regulation sections 24411 and 25106.5-1.  A 
symposium to discuss the proposed amendments to the existing regulations was held on April 4, 
2005.  A report on the symposium is included in the Board's materials. (Attachment A.)  Written 
comments were received from the public prior to the symposium.  The written comments are also 
included in the Board's materials. (Attachment B.)  As a result of the symposium, no change was 
made to the language in staff's original discussion draft proposal.  A copy of the proposed 
amendment to the existing regulations is included in the Board's materials. (Attachment C.)   
 
Staff now requests permission to proceed to the formal public hearing process under the 
Administrative Procedure Act.   
 
The proposed amendments to the regulations are in response to an appellate decision, Fujitsu It 
Holdings, Inc. v. Franchise Tax Board (2004) 120 Cal.App. 4th 459. Staff is proposing 
amendments to Regulation sections 24411(e) and 25106.5-1(f)(2), not to change their substance, 
but to definitively set forth the rule for the ordering of dividends that are paid from income that 
has been included in a unitary combined report and from income that has not been included in a 
unitary combined report.     
 
Many of the commentators complained that the proposed amendments will over-rule the holding 
of the Court of Appeal in Fujitsu and that the Board does not have the power to do that or should 
not do that.  Staff believes that the Court of Appeal's decision was premised on a 
misinterpretation of the existing regulations and that clarifying the existing regulations, without 
changing them substantively, is an appropriate response to the court's decision.  It should be 
noted that one of statutes, Revenue and Taxation Code section 25106.5, which the regulations 
implement, contains a direct legislative delegation of authority to regulate.  Staff believes the 
Board has the power to clarifying its existing regulations to correct a misinterpretation of those 
regulations by the courts. 
 
A second issue raised by several commentators was whether the proposed amendments should be 
prospective only.  Staff believes that the proposed amendments should be applied retroactively, 
without limitation, as they are only clarifying in nature. Staff accepts that proposed regulations, 
or amendments to them, which result in a substantive change in the law should generally operate 
prospectively. Revenue and Taxation Code section 19503, the statute generally authorizing the 
Franchise Tax Board to adopt regulations, formerly provided the Board with the authority to 
determine the extent to which regulations would operate without retroactive effect.  That statute 
was amended in 1997 to provide that, with limited enumerated exceptions, regulations relating to 
statutory provisions enacted after January 1, 1998, would only apply to taxable years subsequent 
to Franchise Tax Board notice substantially describing the expected contents of any regulations 
having been given.  These 1997 amendments do not apply to the statutes involved in these 
regulations.   
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Staff Proposed Amendments to Regulation 24411 
Additions in Underline

Deletions in Strikethrough 
 
 
(a) Allowance of deduction. Revenue and Taxation Code section 24411 allows taxpayers that 
have elected to compute their income derived from or attributable to sources within California 
pursuant to Article 1.5 of Chapter 17 of the Corporation Tax Law a deduction with respect to 
qualifying dividends. In general, the deduction is an amount equal to 75 percent of such 
qualifying dividends. However, a deduction in an amount equal to 100 percent is allowed with 
respect to such qualifying dividends derived from specified construction projects. No deduction 
is allowable under section 24411 with respect to dividends for which a deduction is allowable or 
otherwise eliminated from net income under some other provision of the Revenue and Taxation 
Code. 

 
(b) Definitions. 
 

(1) Qualifying dividends. 
 
(A) "Qualifying dividends" are those dividends received by any member of the 

water's-edge group from a corporation, the average of whose property, payroll and sales factors 
within the United States is less than 20 percent and of which more than 50 percent of the total 
combined voting power of all classes of stock entitled to vote is owned directly or indirectly by 
the water's-edge group at the time the dividend is received. The dividend payor need not be in a 
unitary relationship with the recipient of the dividend or any other member of the water's-edge 
group, and the dividend can be a "qualifying dividend" even if it is paid from earnings and 
profits from a year before a year for which the water's-edge election was made. A dividend 
received from a member of the water's edge group may be a qualifying dividend when it is 
treated as being paid out of earnings which were not included in a combined report with those of 
the recipient. Qualifying dividends shall be classified as business or nonbusiness income 
pursuant to the rules established in regulations adopted pursuant to Part 11 of the Revenue and 
Taxation Code. (See Cal. Code Regs., tit. 18, § 25120, sub. (c), and applicable administrative and 
judicial decisions.) 

 
(B) For purposes of the definition of "qualifying dividends" in Revenue and 

Taxation Code section 24411, subdivision (a), the term "corporation" shall include banks for 
taxable years beginning on or after January 1, 1998. 

 
(C) Qualifying dividends do not include amounts deemed to be dividends pursuant 

to Internal Revenue Code sections 78, 951 et seq., and 1248, or otherwise, unless there is a 
distribution, actual or constructive, or a provision in the Revenue and Taxation Code requiring 
that a dividend be deemed to have been received. 

 
(2) United States. For purposes of this section the "United States" means the 50 states of 

the United States and the District of Columbia. 
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Staff Proposed Amendments to Regulation § 25106.5-1 
(Only those subsections proposed to be amended are set forth) 

Additions in Underline  
Deletions in Strikethrough 

 
 
(b) Definitions. For purposes of this regulation: 
 

(1) Intercompany transactions. 
 
(A) Except as provided in subsection (b)(1)(B), the term "intercompany transaction" 

means a transaction between corporations which are members of the same combined reporting 
group immediately after such transaction. "S" is the member transferring property or providing 
services, and "B" is the member receiving the property or services. Intercompany transactions 
include, but are not limited to -- 
 

 1. S's sale of property (or other transfer, such as an exchange or contribution) 
to B; 

 
2. S's performance of services for B, and B's payment or accrual of its 

expenditures for S's performance; 
 

3. S's licensing of technology, rental of property, or loan of money to B, and 
B's payment or accrual of its expenditures; and 
 

4. S's distribution to B with respect to S stock, to the extent that the 
distribution is eliminated from income under section 25106 or constitutes a distribution in excess 
of basis that results in a deferred intercompany stock account (DISA) as described in subsection 
(f) of this regulation. 
 

5. (B) The term intercompany transaction does not include transactions 
which produce nonbusiness income or loss to the selling member or income attributable to a 
separate business activity of the selling member. The term intercompany transaction also does 
not apply when the asset transferred in the transaction is acquired for the buyer's nonbusiness use 
or for the use of a separate business activity of the buyer. For purposes of this regulation, such 
transactions shall be considered as if between corporations that are not members of a combined 
reporting group. 
 
 

*** 
 
 
(f) Stock of Members. 
 

(1) Unless otherwise provided, this regulation applies the provisions of Treasury 
Regulation section 1.1502-13(f) relating to stock of members; however, the provisions of 
subsection (f)(6) of that section shall not apply. 
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(A) Exception for distributee member. Treasury Regulation section 1.1502-

13(f)(2)(ii) shall not apply to exclude intercompany distributions from the gross income of the 
distributee member. Intercompany dividend distributions described by section 301(c)(1) of the 
Internal Revenue Code are included in the income of the distributee member unless subject to 
elimination or deduction under other applicable law, including sections 25106 or 24402 of the 
Revenue and Taxation Code. The treatment of intercompany distributions described by section 
301(c)(3) of the Internal Revenue Code is provided by subsection (f)(1)(B) of this regulation. 

 
(B) Deferred intercompany stock account (DISA). That portion of an intercompany 

distribution which exceeds California earnings and profits and P's basis in S's stock (the portion 
of a distribution described by section 301(c)(3) of the Internal Revenue Code) will create a 
DISA. In this subsection, P is treated like the Buyer (B) for purposes of calculating 
corresponding and recomputed items. 

 
The DISA will be treated as deferred income. To the extent of a sale, liquidation or any other 
disposition of shares of the stock, the balance of the DISA with respect to such shares will be 
taken into account as income or gain to P even if S and P remain members of the same combined 
reporting group. The disposition shall be treated as a sale or exchange for purposes of 
determining the character of the DISA income or gain. The DISA is held by the distributee. 

 
1. A disposition of all the shares shall be deemed to have occurred if either S 

or P becomes a non-member of the combined reporting group or if the stock of S becomes 
worthless. 

 
2. Because P's DISA is deferred income and not negative basis, the DISA is 

taken into account upon liquidation, including complete liquidation into the parent. The deferred 
income restored as a result of the liquidation will be taken into account ratably over 60 months 
unless the taxpayer elects to take the income into account in full in the year of liquidation. For 
example, if S liquidates and the exchange of P's S stock is subject to section 332 of the Internal 
Revenue Code (section 24451 of the Revenue and Taxation Code), P's DISA income taken into 
account under subsection (f)(1)(B) of this regulation is recognized over 60 months, unless an 
election is made to recognize the deferred income in the year of liquidation. Nonrecognition or 
deferral shall not apply to DISA income or gain taken into account as a result of an event 
described in subsection (f)(1)(B)1. of this regulation. 

 
3. If P transfers the stock of S to another member of the combined reporting 

group, P's DISA income will be an intercompany item and deferred under the rules of this 
regulation. 

 
4. If, on the effective date of this regulation, a closing agreement has been 

executed with the Franchise Tax Board to defer income from distributions described under 
section 301(c)(3) of the Internal Revenue Code, then such income shall be included in the DISA 
of the distributee member to the extent that it has not already been taken into account in the 
income of the distributee member. Thereafter, the balance of the DISA account shall be taken 
into account under the rules of this regulation. 
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5. If P receives an intercompany distribution described by section 301(c)(3) 

of the Internal Revenue Code in an income year beginning prior to the effective date of this 
regulation, the taxpayer may request a closing agreement under section 19441 of the Revenue 
and Taxation Code that will allow the gain from the distribution to be deferred in a manner 
consistent with the provisions of subsection (f)(1)(B) of this regulation. The request shall be 
mailed within one year after the effective date of this regulation and within the applicable 
statutes of limitations on deficiency assessments or refund claims for the year of the distribution. 
The request shall describe the parties to the transaction, including federal identification numbers, 
the nature of the distribution, the timing and amounts of the income involved, and any other 
relevant facts. Requests shall be mailed to the following address: California Franchise Tax 
Board, Legal Branch, Attn: Chief Counsel, P.O. Box 1720, Rancho Cordova, CA 95741-1720. 

 
(2) Examples. The application of this section to intercompany transactions with respect to 

stock of members is illustrated by the following examples. 
 
Example 1: Dividend exclusion and property distribution. 

 
(Refer to Treas. Reg. § 1.1502-13(f)(7), example 1.) 

 
Facts. On December 31 of Year 1, S had accumulated earnings and profits of $480, and in Year 
2, S had an additional $20 in earnings and profits.  The earnings and profits from both years were 
attributable to business income included in the combined report that included S and its parent 
corporation P and eligible for elimination under section 25106 of the Revenue and Taxation 
Code.  In Year 3, S owns land that is used in the trade or business of the combined reporting 
group with a $ 70 basis and $ 100 value.  On January 1 of Year 1, P's basis in S's stock is $ 100 
and S has accumulated earnings and profits of $500 from prior year's combined reports of S and 
P. During Year 1 Year 3, S declares and makes a dividend distribution of the land to P. P also 
uses the land in the unitary business. S has no earnings and profits from its ordinary business 
operations in Year 3.  Under section 311(b) of the Internal Revenue Code, S has a $ 30 gain. 
Under section 301(d) of the Internal Revenue Code, P's basis in the land is $ 100. (California law 
generally conforms to Internal Revenue Code sections 301-385 under section 24451 of the 
Revenue and Taxation Code.) On July 1 of Year 3 4, P sells the land to Y for $ 110. 
 
Dividend treatment. S's distribution of the land is an intercompany distribution to P in the 
amount of $ 100. Under subsection (j)(4) of this section, the $30 of intercompany gain is not 
reflected in the earnings and profits of S in Year 3.  Instead, that amount is reflected in the 
earnings and profits of S in Year 4, the year of the sale of the land to Y.  Under section 316 of 
the Internal Revenue Code (applicable for purposes of Part 11 of the Revenue and Taxation Code 
pursuant to section 24451 of the Revenue and Taxation Code), earnings and profits are first paid 
from current earnings and profits, and then from earnings and profits of the most recent year of 
accumulation.  Because S had no earnings and profits in Year 3, the distribution in Year 3 is first 
paid out of Year 2 earnings and profits of S, (to the extent of the available $20) and then the 
remaining $80 (the $100 distribution less the $20 drawn from Year 2) is paid out of the available 
$480 of earnings and profits of Year 1.  Because the entire earnings and profits of both years 
which are attributable to income that has have been included in a combined report of S and P, the 
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entire $100 dividend it will be eliminated from P's income pursuant to section 25106 of the 
Revenue and Taxation Code. The payment of the dividend has no effect on P's $100 basis in the 
stock of S. 
 
Matching rule. Under the matching rule (treating P as the buying member and S as the selling 
member), S takes its $ 30 intercompany gain into account in Year 34 to reflect the $ 30 
difference between P's $ 10 corresponding gain ($ 110-$ 100 basis in the land) and the $ 40 
recomputed gain ($ 110 - $ 70 basis that the land would have had if S and P were divisions). 
 
Apportionment. TheBecause the entire amount is eliminated from income under section 25106,  
the intercompany distribution is not reflected in the sales factor in Year 13. In Year 3 4, unless 
otherwise excluded, the $ 110 gross receipts from P's sale of the land to Y will be included in P's 
sales factor. After the distribution in Year 13, the land will be included in P's property factor at 
S's $ 70 original cost basis. Both S's $ 30 gain and P's $ 10 gain relative to the distributed land 
will be treated as current apportionable business income in Year 34. 
 
Example 2: Dividends paid from pre-unitary earnings and profits not included in a combined 
report.
 
Facts. The facts are the same as in Example 1 except that only $300 of S's $480 earnings and 
profits from Year 1 were attributable to income included in a priorcombined report that included  
S and P, and thus eligible for elimination under section 25106 of the Revenue and Taxation 
Code. is only $10  S also has $490 of earnings and profits that arose in years before a unitary 
relationship existed between S and P.  
 
Dividend treatment. Because only $10 $20 of S's distribution was paid from earnings and profits 
attributable to Year 2 business income that was wholly included in a combined report of S and P, 
only the entire $10$20 amount is eliminated under section 25106 of the Revenue and Taxation 
Code. The remaining $ 90 80 of the dividend will be taken into account by P in Year 1 is treated 
as proportionately paid from the whole of the original earnings and profits of Year 1, the next 
most recent year of accumulation, including both earnings and profits that were attributable to S 
and P's combined report and those that were not.  Thus, $50 ($300 combined report earnings and 
profits multiplied by the ratio of $80 (the remaining amount of the dividend, drawn from Year 1) 
to $480 (the total originally available earnings and profits of Year 1) is treated as eliminated 
under section 25106 of the Revenue and Taxation Code.  The remaining $30 paid from earnings 
and profits of Year 1 ($180 earnings and profits not eligible for elimination under section 25106 
multiplied by the ratio of $80 (the remaining amount of the dividend, drawn from Year 1) to 
$480 (the total earnings and profits of Year 1)) is taxable, subject to any applicable deductions 
under Revenue and Taxation Code sections 24402, 24410, or 24411 or any other section of the 
Revenue and Taxation Code that provides that the dividend not included in net income of the 
Revenue and Taxation Code.  (See California Code of Regulations, title 18, section 24411, 
subsection (e) for rules relating to the treatment of distributions that include both earnings and 
profits eligible for elimination under section 25106 of the Revenue and Taxation Code, and those 
eligible for deduction under sections 24402, 24410, and 24411 or any other provision of the 
Revenue and Taxation Code.) 
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Matching rule. P's corresponding item is not its dividend income, but its income, gain, deduction 
or loss from the property acquired in the intercompany distribution. Therefore, none of S's 
intercompany gain will be taken into account in Year 13. As in Example 1, S will take its $ 30 
intercompany gain into account in Year 34 to reflect the $ 30 difference between P's $ 10 
corresponding gain and the $ 40 recomputed gain. 
 
Apportionment. The apportionment results are the same as in Example 1, except that to the 
extent that the Year 13 dividend is not eliminated under section 25106 or deducteddeductible 
under sections 24402, 24110, or 24411 or any other provision of the Revenue and Taxation 
Code, P's dividend income will be treated as current apportionable business income in Year 13. 
The intercompany distribution is not included in the sales factor in Year 13, to the extent 
attributable to dividends eliminated from income under section 25106. 
 
Example 3: Deferred intercompany stock accounts. 
 
(Refer to Treas. Reg. § 1.1502-13(f)(7), example 2.) 
 
Facts. S owns all of T's stock with a $ 10 basis and $ 100 value. S has substantial earnings and 
profits which are attributable to business income included in a combined report of S, T and P. T 
has $ 10 of accumulated earnings and profits, all of which are attributable to business income 
included in a combined report of S, T and P. On January 1 of Year 1, S declares and distributes a 
dividend of all of the T stock to P. Under section 311(b) of the Internal Revenue Code, S has a $ 
90 gain. Under section 301(d) of the Internal Revenue Code, P's basis in the T stock is $ 100. 
During Year 3, T borrows $ 90 from an unrelated party and declares and makes a $ 90 
distribution to P to which section 301 of the Internal Revenue Code applies. During Year 6, T 
has $ 5 of current earnings which is attributable to business income included in the combined 
report of S, T and P. On December 1 of Year 9, T issues additional stock to Y and, as a result, T 
becomes a nonmember. 
 
Dividend elimination. P's $ 100 of dividend income from S's distribution of the T stock, and its $ 
10 dividend income from T's $ 90 distribution, are eliminated from income under section 25106 
of the Revenue and Taxation Code. 
 
Matching and acceleration rules. P has no deferred intercompany stock account (DISA) with 
respect to T stock because T's $ 90 distribution did not exceed T's $ 10 of earnings and profits 
and $ 100 stock basis. Therefore, P's corresponding item in Year 9 when T becomes a 
nonmember is $ 0. Treating S and P as divisions of a single corporation, the T stock would 
continue to have a $ 10 basis after the distribution from S to P. T's $ 90 distribution in Year 3 
would first reduce T's $ 10 earnings and profits to zero, then reduce the $ 10 recomputed basis in 
T stock to zero and create a $ 70 recomputed DISA. T's $ 5 of earnings in Year 6 does not affect 
the amount of the DISA. Because the recomputed DISA would be taken into account upon T 
becoming a nonmember in Year 9, P will have a $ 70 recomputed corresponding item. Under the 
matching rule, S takes $ 70 of its intercompany gain into account in Year 9 to reflect the 
difference between P's $ 0 corresponding gain and the $ 70 recomputed gain. S's remaining $ 20 
of gain will be taken into account under the matching and acceleration rules based on subsequent 
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events (for example, under the matching rule if P subsequently sells its T stock, or under the 
acceleration rule if S becomes a nonmember or if the stock of T becomes a nonbusiness asset.) 
 
Apportionment. Neither the distributions in Years 1 and 3, nor T becoming a nonmember in Year 
9, have any effect on the sales factor. S's $ 70 intercompany gain will be treated as current 
apportionable business income in Year 9. 
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(3) Water's-edge group. "Water's-edge group," for purposes of the calculations required 
by Revenue and Taxation Code section 24411, means all banks, corporations or other entities 
whose income and apportionment factors are considered pursuant to Revenue and Taxation Code 
section 25110 in computing the income of the individual taxpayer for the current taxable year 
which is derived from or attributable to sources within this state. 
 
(c) Computation of amount allowable. 
 

(1) In general. The amount of the deduction allowable under Revenue and Taxation Code 
section 24411 is equal to 100 percent of the qualifying dividends described in Revenue and 
Taxation Code section 24411, subdivision (c), and 75 percent of other qualifying dividends, to 
the extent that either class of qualifying dividend is not otherwise allowed allowable as a 
deduction or eliminated from income. 

 
(2) Dividends deductible under other sections. In no event shall a deduction be allowed 

with respect to a dividend for which a deduction is allowable has otherwise been allowed (e.g., 
Revenue and Taxation Code sections 24402 or 24410) or which is has been eliminated from 
income (e.g., Revenue and Taxation Code section 25106). (See subsection (e) below.) 
 
(d) Dividends derived from construction projects. 

 
(1) General. A deduction in the amount of 100 percent shall be allowed for qualifying 

dividends derived from construction projects, the locations of which are not subject to the control 
of the taxpayer. If the payor of the dividend has earnings and profits derived from both 
construction projects and other activities, the dividend shall be treated as paid from construction 
projects as described in subsection (d)(5) of this regulation. 
 

(2) Construction project. "Construction project" for purposes of Revenue and Taxation 
Code section 24411, subdivision (c), means an activity undertaken for an entity, including a 
governmental entity, which is not affiliated with the water's-edge group, the majority of the cost 
of performance of which is attributable to an addition to real property or to an alteration of land 
or any improvement thereto as those terms are defined in the Revenue and Taxation Code and 
the regulations adopted pursuant thereto. 

 
(A) A "construction project" does not include the operation, rental, leasing or 

depletion of real property, land or any improvement thereto. 
 

Example: An oil company drills a successful oil well in a foreign country and produces oil. 
Dividends arising from the production of oil are not derived from a construction project. 
 

(B) For purposes of this subsection (2), an entity is affiliated if it is a member of a 
commonly controlled group of which a member of the water's-edge group is also a member. (See 
Cal. Code Regs., tit. 18, § 25110, sub. (b)(2).) 
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(3) Location not subject to taxpayer's control. A "location is not subject to the taxpayer's 
control" when the majority of the construction, measured by costs of performance, must be 
performed at the site in the foreign location because of the nature and character of the project, 
not because of the terms of the contract. 
 

(4) Examples: 
 
(A) A construction project is undertaken to build a dam. The location is not subject 

to the taxpayer's control because the dam must be built at a specific site. 
 
(B) A construction project is undertaken to build a skyscraper. The location is not 

subject to the taxpayer's control because the skyscraper must be built at a specific site. 
 
(C) A construction project is undertaken for the erection of pre-fabricated buildings. 

The majority of the cost involves pre-fabrication of the components, not their assembly and 
erection. The components can be pre-fabricated anywhere. The location of the project is under 
the control of the taxpayer. 

 
(D) An engineering firm designs an oil refinery. The project does not qualify for a 

deduction under Revenue and Taxation Code section 24411, subdivision (c), because (1) it does 
not involve construction, and (2) the activity can be conducted anywhere. 
 

(5) Determination of dividends attributable to construction projects the location of which 
is not subject to the taxpayer's control. For purposes of determining whether dividends are 
attributable to construction projects the location of which is not subject to the taxpayer's control, 
dividends shall be considered to be paid out of the current year's earnings and profits to the 
extent thereof and from the most recently accumulated earnings and profits, by year, thereafter. 
For any year in which the dividend payor has earnings and profits from activities other than 
construction projects the location of which is not subject to the taxpayer's control, the dividend 
shall be attributed to construction projects the location of which is not subject to the taxpayer's 
control in the ratio which the total earnings and profits from construction projects the location of 
which is not subject to the taxpayer's control bears to the total earnings and profits for the year. 
For purposes of applying such ratio, earnings and profits attributable to any particular 
construction project or other activity of the payor of the dividend shall include all costs and 
expenses directly attributable to such project or activity as well as an allocable portion of the 
total other costs and expenses of the payor which are not attributable to a particular project or 
activity. The total of such other costs and expenses will be allocated among all of the projects 
and activities of the payor on the basis of their relative gross receipts, or on any other reasonable 
basis which the payor uses to apportion or allocate such expenses. Following the allocation of all 
costs and expenses of the payor, any deficit in earnings and profits for any project or activity will 
be ignored in calculating the ratio referred to above. 
 
Example: Following the allocation of all costs and expenses, the payor has total earnings and 
profits of $ 150, comprised of earnings and profits of $ 100 each from projects A and B and a 
deficit of $ 50 for activity C. Of the total earnings and profits of $ 150, $ 75 will be attributable 
to A and $ 75 to B. No earnings and profits will be attributable to C. 
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(e) Classification of distributions. 

 
(1) Ordering. For purposes of determining the application of Revenue and Taxation Code 

sections 24402, 24410, 24411 and 25106 (or any other section of the Revenue and Taxation 
Code that provides that a dividend is not included in net income), dividends shall be considered 
to be paid out of the current year's earnings and profits to the extent thereof and from the most 
recently accumulated earnings and profits by year thereafter. (See section 316 of the Internal 
Revenue Code (applicable for purposes of Part 11 of the Revenue and Taxation Code pursuant to 
section 24451 of the Revenue and Taxation Code).)  If a dividend is paid out of the earnings and 
profits of a given year, and the dividend is not sufficient to exhaust the total earnings and profits 
of that year, the dividend shall be considered a dividend eligible for treatment under Revenue 
and Taxation Code sections 24402, 24410, 24411, or 25106 (or any other section of the Revenue 
and Taxation Code that would provide that the dividend is not included in net income), 
respectively, on a pro rata basis, based on the ratio of earnings and profits drawn from that year 
to the total earnings and profits originally available to be drawn from that year. 

 
(2) Partially included entities. In the case of an affiliated corporation, a portion of whose 

net income and apportionment factors are included in a combined report by reference to Revenue 
and Taxation Code section 25110, subdivision (a), paragraphs (4) or (6), which pays dividends to 
other members of the taxpayer's water's-edge group, the following rules shall apply: 
 

(A) Dividends shall be considered to be paid out of current earnings and profits to 
the extent thereof and from the most recently accumulated earnings and profits thereafter.  (See 
section 316 of the Internal Revenue Code (applicable for purposes of Part 11 of the Revenue and 
Taxation Code pursuant to section 24451 of the Revenue and Taxation Code).)
 

(B) Dividends which are considered paid out of earnings and profits of a year in 
which only a portion of the dividend-paying entity's income and factors were considered in 
determining the amount of income derived from or attributable to California sources of another 
entity shall be considered subject to the provisions of Revenue and Taxation Code section 25106, 
to the extent paid out of that portion of the earnings and profits attributable to income included in 
the combined report, under the rules provided in subsection (e)(1) of this section. 
 

(3) Subpart F income. For purposes of Revenue and Taxation Code section 25110, 
subdivision (a), paragraph (6), a portion of the income and apportionment factors of an entity 
with Subpart F income, as defined in the Internal Revenue Code, is included in the combined 
report used to determine the income of the water's-edge group derived from or attributable to 
sources within this state. For purposes of the Internal Revenue Code, Subpart F income is treated 
as a deemed dividend to the owner of the corporation. This is different from the treatment 
provided for in Revenue and Taxation Code section 25110. As a consequence, the rules 
established in the Internal Revenue Code and the regulations adopted pursuant thereto with 
regard to the classification of distributions from an entity with Subpart F income have no 
application for purposes of the Corporation Tax Law. The classification of a distribution for an 
entity that has Subpart F income shall follow the rules set forth in subsections (e)(1) and (2) of 
this regulation. 
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(4) Examples: 
 
Example 1:  Corporation A files a water's edge election which allows it to exclude Corporation 
C, a foreign incorporated unitary subsidiary with none of its property, payroll, and sales factors 
within the United States.  Corporation C has current earnings and profits of $100 and retained 
earnings and profits of $100 during years when C was included in the combined report filed by 
A. 
 
C declares a dividend of $100.  The entire payment is subject to the provisions of Revenue and 
Taxation Code section 24111. 
 
C declares a dividend of $150.  The dividend is deemed to be paid first our of the current year's 
earnings and profits of $100.  The remaining $50 is paid from accumulated earnings and profits 
earned in years when C was included in the combined report filed by A. 
 
A portion of the payment, $100, is subject to the provisions of Revenue and Taxation Code 
section 24411.  The remaining $50 is subject to the provisions of Revenue and Taxation Code 
section 25106 and is eliminated from A's income.  
 
Example 1: Corporation A owns more than 50% of the voting stock of Corporation B, a foreign 
corporation that had no property, payroll, or sales within the United States.  Corporation B was 
excluded from Corporation A's water's edge group pursuant to a water's-edge election made for 
the current year.  Corporation B had earnings and profits for the current year (Year 2) in the 
amount of $400, and had earnings and profits of $500 for the immediately preceding year (Year 
1).  None of the earnings and profits for either year was attributable to a construction project.  All 
dividends drawn from Corporation B's earnings and profits of Year 2 are eligible for the 75% 
deduction provided by section 24411 of the Revenue and Taxation Code.  In Year 1, the water's-
edge election was not in place.  In Year 1, Corporation B had earnings and profits of $300 
attributable to income included in the combined report of Corporations A and B, and dividends 
drawn from those earnings and profits are eligible for elimination under section 25106 of the 
Revenue and Taxation Code. The remaining $200 of earnings and profits was not attributable to 
income included in the combined report of Corporations A and B.  Because section 24411 
applies only to qualifying dividends not otherwise deductible or eliminated from income, only 
$200 of dividends paid from the earnings and profits for Year 1 is eligible for the 75% deduction 
provided by section 24411.  During Year 2, Corporation B issued a dividend to Corporation A of 
$800.   
 
The dividend is first considered drawn from the earnings and profits of the current year, Year 2.  
Because the current year's earnings and profits are exhausted, the pro rata rule of subsection 
(e)(1) of this section does not apply to dividends paid from that year.  Thus, the entire $400 of 
dividend paid from Year 2 earnings and profits is eligible for the 75% deduction provided by 
section 24411.  The remaining $400 portion of the dividend ($800 less the $400 drawn from the 
current year's earnings and profits) is then drawn from the earnings and profits of Year 1.  
Because the earnings and profits of Year 1 are not exhausted by the dividend paid, the dividend 
is treated as drawn proportionately from all earnings and profits of that year under subsection 
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(e)(1) of this section.  Thus, $240 of the dividend from that year is eliminated from income under 
section 25106 ($300 eligible for section 25106 treatment times the ratio of the amount drawn 
from Year 1 ($400) to the original amount available to be drawn from that year ($500)).  
Dividends of $160 are eligible for the 75% deduction under section 24411 ($200 eligible for 
section 24411 treatment times the ratio of the amount drawn from Year 1 ($400) to the amount 
originally available to be drawn from that year ($500)), because section 24411 applies regardless 
of the year of earnings and profits from which the dividend is paid.  The total amount of earnings 
and profits paid as a dividend that is eligible for the 75% deduction under section 24411 is $560 
($400 from Year 2 and $160 from Year 1).  The taxpayer's deduction under section 24411 is 
$420 ($560 x 75%). 
 
Example 2: Corporation A has filed a water's-edge election effective January 1 1988 of Year 1, 
which would allow it to exclude corporation Corporation F except for the fact Corporation F has 
Subpart F income that causes Corporation F to be a partially included controlled foreign 
corporation. The partial inclusion ratio equals Subpart F income of the controlled foreign 
corporation divided by current earnings and profits. Corporation F has a partial inclusion ratio of 
66.67%80% and total earnings and profits of $150 in 1988 Year 1.  Therefore, $100 $120 
represents earnings and profits attributable to income ($150 earnings and profits times the x 
66.7%80% inclusion ratio = $100$120) included in the combined report required pursuant to 
Revenue and Taxation Code section 25110, and dividends paid from those earnings and profits 
are eligible for elimination under section 25106.  In 1989Year 2, Corporation F has a partial 
inclusion ratio of 50%60% and total earnings and profits of $100. Therefore, $50$60 represents 
earnings and profits attributable to income ($100 earnings and profits x 50%60% inclusion ratio 
= $50$60) included in the combined report required pursuant to Revenue and Taxation Code 
section 25110, and dividends paid from those earnings and profits are eligible for elimination 
under section 25106.  None of the earnings and profits was attributable to construction projects. 
 
Corporation F declares a dividend of $75 in 1989Year 2.  The distribution is not sufficient to 
exhaust the $100 of earnings and profits for Year 2 and the pro rata rule of subsection (e)(1) of 
this section applies.  Thus, $45$37.50 of the dividend for 1989paid in Year 2 ($50$60 eligible 
for section 25106 treatment x $75/$100) is treated as having been paid from the available $50$60 
of earnings and profits attributable to income included in the combined report in 1989Year 2 and 
is eliminated from income.  The remaining $30 portion of the dividend ($40 x $75/$100) is not 
eligible for elimination under section 25106 but is eligible for the 75% deduction under section 
24411. 
 
In summary, Corporation A has dividend income of $37.50$45 which is subject to the provisions 
of Revenue and Taxation Code section 25106 and is therefore eliminated from income and 
$37.50$30 of dividends subject to the provisions of Revenue and Taxation Code section 24411.  
Corporation A's deduction under section 24411 is $22.50 ($30 x 75%).   
 
Example 3: Assume the same facts as in Example 2, except that Corporation F declares a 
dividend of $200 in 1989Year 2.  The distribution exceeds the $100 of earnings and profits for 
Year 2, and thus the pro rata rule of subsection (e)(1) of this section does not apply to the 
distributions of that year.  Thus, $50$60 of the dividend is treated as having been paid from the 
$50 ofentire $60 of earnings and profits attributable to income included in the combined report in 
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1989Year 2, and $50$40 of the dividend is treated as having been paid from the otherwhole of 
the remaining $40 of earnings and profits that were attributable to income that was not included 
in the combined report in 1989Year 2.  The remaining $100 ($200 less the $100 earnings and 
profits drawn from Year 2) is treated as having been paid from 1988Year 1 earnings and profits.  
Because the remaining $100 distribution does not exhaust the earnings and profits for Year 1, the 
pro rata rule of subsection (e)(1) of this section applies.  Thus, $66.67 $80 of the dividend ($120 
x $100/$150) is treated as being paid from earnings and profits attributable to income included in 
the combined report in 1988Year 1. and the The remaining $33.33$20 ($30 x $100/$150) is from 
earnings and profits attributable to income that was not included in the combined report in 
1988Year 1, and is eligible for the 75% deduction under section 24411. 
 
In summary, Corporation A has dividend income of $116.67 ($50 (1989) + $66.67 (1988))$140 
($60 from Year 2, and $80 from Year 1) which is subject to the provisions of Revenue and 
Taxation Code section 25106 and is therefore eliminated from income.  Corporation A's 
remaining $83.33 ($50 (1989) + $33.33 (1988))$60 ($40 from Year 1 and $20 from Year 2) of 
dividend income is subject to the provisions of Revenue and Taxation Code section 24411.  
Corporation A's deduction under section 24411 is $45 ($60 x 75%). 
 
Example 4: Corporation A files a water's-edge election which allows it to include Corporation P, 
a foreign incorporated unitary subsidiary with less than 20 percent of the average of its property, 
payroll and sales factors within the United States only to the extent of its United States income 
and factors. Corporation P has current earnings and profits of $100 of which $10 represents 
earnings and profits attributable to income included in the water's-edge combined report pursuant 
to Revenue and Taxation Code section 25110, subdivision (a)(4).  None of its earnings and 
profits is attributable to construction projects. 
 
P declares a dividend of $50., which is not sufficient to exhaust the earnings and profits of the 
current year.  Thus, the pro rata rule of subsection (e)(1) of this section applies to the current 
year's dividend paid . Of such amountthe dividend paid, $5 ($10 x $50/$100) is subject to 
elimination under Revenue and Taxation Code section 25106, and $45 ($90 x $50/$100) is 
subject to the provisions of Revenue and Taxation Code section 24411.  Corporation A's 
deduction under section 24411 is $33.75 ($45 x 75%). 
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STAFF REPORT ON 
SYMPOSIUM ON PROPOSED AMENDMENTS 

 TO REGULATION SECTIONS 24411 AND 25106.5-1 
(ORDERING OF DIVIDEND PAYMENTS) 

APRIL 4, 2005 
 

On March 4, 2005, staff issued a notice advising the public of the scheduling of the symposium 
for April 4, 2005.  Copies of the proposed amendments to the regulations were attached to the 
notice.  Furthermore, the notice and the proposed amendments to the regulations were posted on 
the department's website.  The symposium was held at 10:00 A.M. on April 4, 2005, at the 
Franchise Tax Board's central office in Sacramento, California.  The facilitators were Benjamin 
F. Miller, Counsel Multistate Tax Affairs, and Craig Swieso, Tax Counsel III. 
 
Prior to the symposium, staff received written comments from Michael Buczek, who is a senior 
tax manager with Hewlett-Packard Company.  On the day of the symposium, comments were 
received from Barry Weissman, who is a Tax Director with PriceWaterhouseCoopers and John 
Ryan and Kimberley Reeder, who are with McDermott, Will & Emery.  (Comments attached) 
 
There were 12 non-FTB attendees at the symposium, including Michael Buczek and Barry 
Weissman.  Many comments and suggestions were proffered, which will be discussed below. 
 
Additionally, Dave Doerr and Teresa Casazza from CalTax attended.  An article about the 
symposium appeared in the April 8, 2005, online version of the CalTaxLetter. (Copy attached.) 

 
On July 7, 2004, the First Appellate District Court of Appeal issued its opinion in Fujitsu It 
Holdings, Inc. v. Franchise Tax Board (2004) 120 Cal.App. 4th 459.   Among the issues 
addressed by the Court was the proper ordering of dividends between those that were paid from 
income that had been included in a unitary combined report and those paid from income that had 
not been included in a unitary combined report.  (See Fujitsu, pp. 479-480.) 
 
The proposed amendments are intended to address the Court of Appeals' misinterpretation of the 
regulations that are being amended.  The comments made at the symposium were directed to 
those amendments.  Staff does not believe any changes are required as a result of the comments.  
 
While these regulations are being amended, this also presents an opportunity to make additional 
technical amendments to Regulations sections 24411 and 25106.5.  No comments were provided 
with respect to the technical changes. 
 
II.   Written Comments 
 
A. Michael Buczek's Comments 
 
1.  The proposed amendments to the regulations would require taxpayers to keep track of 
California earnings and profits pools. There is no justification for imposing on taxpayers the 
burden of complex computations that are different than federal requirements and that might have 
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                                                       April 4, 2005 
  
Ms. Colleen Berwick 
Franchise Tax Board Legal Department 
P.O. Box 1720 
Rancho Codova, CA 95741-1720 
  
    RE: COMMENTS ON DISCUSSION DRAFT OF PROPOSED CHANGES TO 
    CALIFORNIA CODE OF REGULATIONS, TITLE 18, SECTIONS 24411 AND 
    25106.5 
 
Dear Ms. Berwick: 
 
Please accept the following comments to the Franchise Tax Board ("FTB") in response to its 
Request for Public Comment (FTB Notice 2005-1), issued on March 4, 2005. 
  
A. Background 
 
In FTB Notice 2005-1, the FTB proposes to amend certain regulations adopted under 
Revenue and Taxation Code ("RTC") sections 24411 and 25106. The amendments seek to 
add provisions that address the ordering of dividends paid from various classes of earnings 
and profits. Specifically, the proposed amendments would apply the ordering rules of 
Internal Revenue Code ("IRC") section 316 (i.e., "if a distribution from a given year's 
earnings and profits are not sufficient to exhaust the earnings and profits of that year, the 
distribution will be considered drawn from each class of potential dividend on a pro rata 
basis"). 
 
The justification for these amendments is explained by the FTB in "Request to Amend 
Regulations 24411 and 25106.5-1: Dividend Ordering Rules and the Fujitsu (Amdahl) 
Case"/1/ (the "FTB Explanation"). The FTB Explanation focuses on the fact that the Court of 
Appeal "misconstrued" an example provided in the Cal. Code Regs., tit. 18, section 
25106.5-1./2/ Later, the FTB Explanation more pointedly states: 
  
    Because the Fujitsu court's holding was based on a 
    misconstruction of a regulation, which by its terms was not 
    applicable to the year in question and by its example didn't 
    apply to the issue presented to the court, and because of the 
    court's open disregard of a regulation which it acknowledged 
    was on point, the court's holding appears to be in 
    error./3/ 
 
As will be explained in greater detail below, this description of the Court of Appeal decision 
in Fujitsu IT Holdings, Inc. v. Franchise Tax Board ("Fujitsu"),/4/ itself completely 
misconstrues the basis for that court's holding. 
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B. Fujitsu: Superior Court and Court of Appeal Decisions 
  
    1. Superior Court/5/ 
 
The reasoning underlying the Superior Court holding on the ordering of distributions is 
important because, as discussed in greater detail below, it is explicitly incorporated into the 
Court of Appeal decision./6/ 
 
The Superior Court describes the relevant issue as "how the source of a dividend should be 
apportioned between income of the unitary group and other income." The court identified 
that constitutional considerations were very important in resolving this issue: "[T]he burden 
on foreign commerce that Amdahl alleges is lesser or greater depending on whether 
dividends are treated as coming first or last from income of the unitary group." The court 
goes on to explain: 
  
    [T]he Court is cognizant of the principle that statutes should 
    be interpreted to the extent possible in a manner that 
    harmonizes their terms and avoids constitutional infirmities. 
    In view of this principle, the Court holds that RTC section 25106 
    should be applied to dividends from controlled foreign 
    corporations that are partially included in the Water's Edge 
    group under RTC section 25110(a)(6) in a manner that deems 
    dividends to be distributed first from income that has already 
    been included in the unitary group, to the extent thereof, and 
    then from non-unitary income. 
 
These statements make it clear that the ordering of distributions cannot be seen as a mere 
administrative computation. Instead, the treatment of distributions from foreign unitary 
income must, at a minimum, meet the standards imposed by the U.S. Constitution's Foreign 
Commerce Clause./7/ Perhaps most important for this commentary, woven into the court's 
holding and analysis is the implication that the "pro rata" rule advocated by the FTB in both 
Fujitsu and the currently proposed regulations, would not satisfy the standards imposed by 
the Foreign Commerce Clause. 
 
Critically, the Superior Court mentions neither Cal. Code Regs., tit. 18, sections 24411 nor 
25106.5-1 in its analysis. Its holding is based solely on constitutional considerations. 
  
    2. Court of Appeal 
 
The FTB Explanation focuses on the Court of Appeal's examination of an example in Cal. 
Code Regs., tit. 18, section 25106.5-1(f)(2) and whether the example was properly 
construed. The Court of Appeal does look to this example and, moreover, acknowledges that 
there is no "clear guidance" on the proper ordering of distributions. Perhaps, if the Court of 
Appeal decision ended by pointing only to the lack of administrative clarity, the FTB's 
proposed amendments in FTB Notice 2005-1 may have some basis. However, the Court of 
Appeal went on to note that "wherever possible, 'we will interpret a statute as consistent 
with applicable constitutional provisions, seeking to harmonize Constitution and statute.'"/8/ 
Moreover, the Court of Appeal explicitly adopts the reasoning set forth by the Superior 
Court on this issue, which, as described above, was based wholly on constitutional 
considerations./9/ 
  
C. Analysis 



  
    1. The Court of Appeal's holding on the ordering of 
    distributions was based almost wholly on constitutional 
    grounds. 
 
As amply demonstrated above, FTB Notice 2005-1 oversimplifies the Court of Appeal's 
holding in Fujitsu. This is not a situation in which a court misapplied or misunderstood a 
piece of administrative guidance. Constitutional concerns were the sole basis for the 
Superior Court's holding (adopted explicitly by the Court of Appeal) and a substantial factor 
in the Court of Appeal's holding. The key factor in this analysis is not, however, whether 
constitutional considerations were the only factor considered in the courts' holdings or one 
of many factors. Instead, it is the mere fact that constitutional considerations supported 
some portion of the Court of Appeal's reasoning that limits the FTB's ability to engage in 
rule-making that contradicts the Court of Appeal's decision. 
 
The FTB's reliance on the fact that IRC section 316 is explicitly incorporated into California 
law by RTC section 24451 does nothing to address the potential constitutional infirmities of 
the ordering rules set forth in IRC section 316 as applied in the state tax context. That is, 
while Congress may be permitted to discriminate against foreign commerce in the context of 
federal tax legislation, the dormant Commerce Clause prohibits states from taking similar 
action. 
  
    2. The FTB is not permitted to use its rule-making authority 
    to circumscribe a court's interpretation of the 
    Constitution. 
 
The FTB argues that, in proposing amendments to Cal. Code Regs., tit. 18, sections 24411 
and 25106.5-1, it is merely clarifying regulations that were misinterpreted by the Court of 
Appeal. The FTB is permitted to propose such amendments, the reasoning goes, because 
the basis for the Court of Appeal's decision in Fujitsu was regulations, the promulgation and 
amendment of which fall within the ambit of FTB powers. As discussed above, however, the 
holdings of the Superior Court and the Court of Appeal in Fujitsu were based squarely in 
constitutional principles. As such, to amend the regulations in a way that contradicted 
Fujitsu would be tantamount to allowing the FTB to ignore a court's interpretation of the 
mandates of the U.S. Constitution. Not only does this most certainly exceed the authority 
granted to the FTB by the California legislature, it conflicts with basic separation of power 
principles./10/ 
  
D. Conclusion 
 
For the foregoing reasons, we assert that the FTB does not have the authority to propose 
the regulations referenced in FTB Notice 2005-1 and, as such, they should be withdrawn. 
  
                                  Sincerely, 
  
                                  Kimberley M. Reeder 
                                  John G. Ryan 
 
FOOTNOTES 
 
/1/ Franchise Tax Board, February 9, 2005. 
 
/2/ See FTB Explanation, supra note 1, at 1. 
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/3/ See FTB Explanation, supra note 1, at 3. 
 
/4/ 120 Cal.App.4th 459 (2004). 
 
/5/ Amdahl Corporation v. Franchise Tax Board, California Superior Court for San Francisco, 
No. 321296, October 3, 2002. 
 
/6/ Fujitsu, 120 Cal.App.4th at 480 ("For the reasons indicated above, including those relied 
on by the trial court, we conclude that the dividends paid by first-tier subsidiaries from 
current year earnings should be treated as paid (1) first our of earnings eligible for 
elimination under section 25106, with (2) any excess paid out of earning eligible for partial 
deduction under section 24411.") (emphasis supplied). 
 
/7/ See e.g., Kraft Gen. Food, Inc. v. Iowa Dept. of Revenue and Finance, 505 U.S. 71 
(1992); Japan Line, Ltd. V. County of Los Angeles, 441 U.S. 434 (1979). We would be 
happy to supplement our comments with a discussion of how the ordering of distributions 
from unitary income included in the group's combined report versus income not included in 
the combined report raises Foreign Commerce Clause implications. However, as appropriate 
to the current discussion, the important issue is the mere fact that these arguments were 
the basis of the Superior Court holding and the Court of Appeal holding. 
 
/8/ Fujitsu, 120 Cal.App.4th at 480 (citations omitted). 
 
/9/ Id. at note 6. 
 
/10/ Mandel v. Myers, 29 Cal.3d. 531 (1981). Under basic separation of powers principles, 
"the powers of state government are legislative, executive and judicial. Persons charged 
with the exercise of one power may not exercise either of the others except as permitted by 
this Constitution." Cal. Const. art. III, section 3. 
 
END OF FOOTNOTES 
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to be tracked for decades. This would create an administrative burden, both for the FTB and 
taxpayers. 

 
Response – Both federal law and California law require taxpayers to keep track of earnings and 
profits in order to determine whether a distribution qualifies as a dividend. The federal law does 
not have a counterpart to section 25106. Taxpayers are required to keep track of California 
earnings and profits for purposes of determining the elimination under section 25106. This is a 
separate record-keeping requirement from that required for federal purposes. Neither the current 
regulations, nor the amendments which only clarify the current regulations, create any new 
administrative burdens.  Even if the Court of Appeal's interpretation of the current regulations 
were correct there would still be a requirement to track earnings and profits and determine the 
source of corporate distributions to ascertain if the distributions qualify as dividends and whether 
such distributions qualify for elimination under section 25106.  Moreover, the Court of Appeal's 
interpretation might exacerbate the problem because under a correct application of the law, 
dividends are treated as being paid from the current year's earnings and profits and, only if those 
earnings and profits are exhausted, from the next preceding year's earnings and profits.   
Therefore, the proposed amendments clarify the existing law and do not create any new or 
additional burdens apart from those that might currently exist. 
 
Recommendation – No change required. 
  
2.  Fujitsu cannot be disregarded by amending the regulations since the Court's opinion 
interpreted the statute, which has not been changed. 
 
Response - Staff does not believe this is a correct reading of the court's opinion.  The court's 
analysis is premised on its statement that "No statute, regulation or other administrative 
pronouncement provides clear guidance on this question."  It finds this lack of clarity by 
perceiving a conflict between two existing regulations.  Without this perceived conflict there 
would have been clear direction.  From the opinion it appears that the court's inquiry would have 
ended.  The opinion does discuss section 25106 but that statute is silent with respect to the 
ordering of dividend distributions.  The ordering of dividend distributions is controlled by IRC 
section 316 and California's conformity to that section.  The Court of Appeal does make 
reference to the reasoning of the trial court and states that reasoning also supports its conclusion.  
The trial court expressed concerns about a possible constitutional challenge to providing a 
preference for section 24411 dividends.  The Court of Appeal, however, in another part of its 
opinion (See Fujitsu at 480-484), disposed of that constitutional challenge, thereby contradicting 
its statement of reliance.  
 
Recommendation – No change required. 
 
3.  The proposed amendments do not provide for retroactive relief that must be available from 
the Fujitsu opinion. 
 
Response – The proposed amendments do not make a substantive change in the underlying 
regulations.  There is no basis or need for "retroactive relief."   
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Recommendation – No change required. 
 
4.  Under the proposed amendments, it is possible that some of the previous California earnings 
and profits pools that reflect income previously included in a unitary combined report might 
never be available to provide tax relief. This could cause a permanent loss to taxpayers, not just a 
timing loss. 
 
Response – The only reason that the California earnings and profits pools would not be "used 
up" is if the taxpayer did not distribute all of its earnings and profits.  If the taxpayer declares 
sufficient dividends, all earning and profit pools would be exhausted. This can occur regardless 
of how the ordering rules are applied.  The current regulations, along with the proposed 
clarifying amendments, do not cause this result.  
 
Recommendation – No change required. 
 
B.  Barry Weissman's Comments 
 
1. The staff's proposal to impose an ordering rule for distributions contradicts the clear 
holding by the Court of Appeal in Fujitsu IT Holdings, Inc. v. Franchise Tax Board.  Thus, it is 
invalid. 
 
Response – The proposed amendments provide clarity to the existing regulations; they do not 
cause a substantive change.  The current regulations, correctly interpreted, demonstrate that there 
was no conflict between the existing regulations, contrary to the holding of the Court of Appeal 
in Fujitsu. 
 

a. The proposed amendment references IRC section 316.  IRC section 316 is only 
concerned with whether a distribution will constitute a dividend.  It does not provide an 
ordering rule. 

 
Response – IRC section 316(a) defines a dividend as a "distribution of property made by 
a corporation to its shareholders – (1) out of its earnings and profits accumulated after 
February 28, 1913, or (2) out of its earnings and profits of the taxable year."   It continues 
"Except as otherwise provided in this subtitle, every distribution is made out of earnings 
and profits to the extent thereof, and from the most recently accumulated earnings and 
profits."  This last quoted sentence is an ordering rule. 
 
Treasury Regulation section 1.316-2(a) provides further guidance as to the source of 
dividends and applies the last in – first out (LIFO) methodology.   

 
Recommendation – No change required. 
 
b. The Court of Appeal set forth a different ordering rule from that suggested by staff.  
In doing so staff ignores the court's reliance upon and favorable discussion of   section 
25106.   
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Response –Mr. Weissman presents several citations from the Fujitsu opinion to support 
his argument.  The first cite that he presents for this proposition is from page 477 of the 
opinion, but that actually relates to the part of the opinion where the court is discussing 
the inclusion ratio issue. The court's discussion of the ordering question is specifically 
segregated by the court from its discussion of the inclusion ratio and does not begin until 
page 480.  Therefore, this cite does not support his argument since it does not relate to the 
ordering of dividends issue.     

 
The next two paragraphs cited merely reiterate how the trial court decided the issue. This 
portion of the opinion precedes the Court of Appeal's own analysis.  The Court of 
Appeal, after conducting its own analysis, reaches its conclusion for its own reasons.  It 
then adds as reasons for its decision, "and including those relied upon by the trial court." 
(See Fujitsu at 480.)  However, the holding of the Court of Appeal that section 24411 is 
constitutional is a rejection of one of the primary reasons given by the trial court for its 
holding on the ordering of dividends.   
 
The final cite presented is a string of cites of other cases dealing with statutory 
construction.  It reads as follows: 

 
In the absence of any clear and controlling guidance on this 
question, our "construction is to favor the taxpayer rather than the 
government".  Furthermore, we "must select the construction that 
comports most closely with the apparent intent of the Legislature, 
with a view to promoting rather than defeating the general purpose 
of the statute, and avoid an interpretation that would lead to absurd 
consequences."  And wherever possible, "we will interpret a statute 
as consistent with applicable constitutional provisions, seeking to 
harmonize Constitution and statute."  (Fujitisu at 480.)  (Internal 
citations omitted.)   

 
As pointed our in response to Mr. Buczek's second comment, the Court contradicts itself 
in finding that there is "an absence of clear and controlling guidance" and then, 
immediately follows this with a statement that regulation 24411(a) provides for proration.  
There is nothing in section 25106 that speaks to the ordering of dividend distributions.  
However, section 25106.5 is a legislative grant of authority to the Franchise Tax Board to 
establish rules for accounting for transactions occurring in a combined report group.  The 
payment of dividends between members of a combined reporting group out of income 
included in the combined report is such a transaction. The FTB's regulations regarding 
the ordering of dividends are accomplished under this legislative grant of authority.   

 
Recommendation – No change required. 

 
c.  The Court's observations about the regulations must be considered dicta and not a 
basis for its decision. 
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Response – The Court of Appeal's decision was premised on the lack of "any clear and 
controlling guidance." It found this absence of authority only because in misinterpreting 
Regulation section 25106.5-1(f)(2), the court found it inconsistent with regulation section 
24411(a), a subdivision that it stated required proration. The court indicated the 
uncertainty of its decision by stating that the later regulation "seemed to indicate that 
when a dividend is paid out of a mix of previously included and non-previously included 
income, any earnings previously included in the unitary group are deemed to be 
distributed first, dollar-for-dollar". (Emphasis added.)   Ibid.   Based on this comment it is 
clear that the court supported its opinion by reliance on Regulation section 25106.5-
1(f)(2) .  The court's comments about the regulation are more than mere dicta. 
 
Recommendation – No change required. 

 
2.  Staff's attempt to override the Court of Appeal decision is invalid. 
 
Response – The proposed amendments provide clarity with respect to the existing regulations; 
they do not make a substantive change.  As previously demonstrated, the Court of Appeal's 
decision was premised upon its erroneous conclusion that "[n]o statute, regulation or other 
administrative pronouncement provides clear guidance on this question".  To the extent the 
proposed amendments provide clarity with respect to the regulations upon which the Court of 
Appeal based its decision, it appears that they would lead the court to a different conclusion. 
 
Recommendation – No change required. 
 
3.  The staff's proposed ordering rule misapplies federal authorities it cites. The proposed 
amendment to Regulation section 24411(e) proposes a LIFO rule for the ordering of which 
earnings and profits pool a dividend is paid from.  Staff references IRC section 316 to support 
this treatment.  However, IRC section 316 does not provide for a LIFO rule. 
 
Response – The language in Regulation section 24411(e) that provides for a LIFO rule is 
preexisting.  It is not part of the proposed amendments.   IRC section 316(a) defines a dividend 
as a "distribution of property made by a corporation to its shareholders – (1) out of its earnings 
and profits accumulated after February 28, 1913, or (2) out of its earnings and profits of the 
taxable year" It continues "Except as otherwise provided in this subtitle, every distribution is 
made out of earnings and profits to the extent thereof, and from the most recently accumulated 
earnings and profits."  This last quoted sentence is an ordering rule, clearly requiring earnings 
and profits to be drawn in reverse order, backwards in time. 

 
Treasury Regulation section 1.316-2(a) provides further guidance as to the source of dividends 
and applies a LIFO rule.  Therefore, IRC section 316 supports a LIFO rule for the ordering of 
which earnings and profits pool a dividend is paid from. 
 
Recommendation – No change required. 
 
(On May 31, 2005, Mr. Weissman submitted additional comments that generally reiterated the 
comments he originally submitted.  A copy of the additional comments is attached.)
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C.  John Ryan's and Kimberley Reeder's Comments 
 
1.  The Court of Appeal's holding on ordering of distributions was based almost wholly on 
constitutional grounds.   
 
Response – The court's analysis is premised on its statement that "No statute, regulation or other 
administrative pronouncement provides clear guidance on this question."  The Court of Appeal 
does make reference to the reasoning of the trial court.  The trial court expressed concerns about 
a possible constitutional challenge to providing a preference for section 24411 dividends.  The 
Court of Appeal, in another part of its opinion, disposed of that constitutional challenge.  (See 
Fujitsu at 480-484.) 
 
The purported constitutional concern apparently relates to the fact that pursuant to section 24411, 
dividends paid from a foreign affiliate of a water's-edge group are only 75% deductible, while 
dividends paid from income that was previously included in a unitary combined report are 
completely eliminated.  However, the reason for this disparate treatment is not due to the fact 
that the section 24411 dividends are paid from a foreign entity.  By definition, in a water's-edge 
context, but for the inclusion ratio or effectively connected income, the income of a foreign 
entity is not included in a unitary combined report.  The reduced deduction relates to the fact that 
the foreign entity's earnings may not have been included in a unitary combined report.  This is 
why they are only 75% deductible rather than being 100% eliminated.   This means that the 
limited deduction is predicated on the fact that the foreign entity's income may not have been 
included in the unitary combined report, not because of the fact that it is a non-U.S. company.  
Therefore, no constitutional issue exists. 
 
Recommendation – No change required. 
 
2.  The FTB is not permitted to use its rule-making authority to circumscribe a court's 
interpretation of the Constitution. The Court of Appeal's decision was based squarely in 
constitutional principles.  
 
Response – The Court of Appeal's holding, to the extent it considered the constitutionality of the 
statutes, upheld them.  There is no part of the opinion dealing with the ordering question that 
relies on constitutional analysis, except for the reference to the concerns of the trial court in 
deciding that issue.  In a subsequent portion of the opinion the appellate court concludes there 
are no constitutional infirmities in section 24411, the section cited to by the trial court in its 
ordering discussion.  
 
Recommendation – No change required. 
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III.   Comments During the Symposium 
 
A. Comments by Barry Weissman representing PriceWaterhouseCoopers. 
 
1.  The proposed amendments cannot be applied retroactively because section 19503 specifically 
provides that regulations should be applied prospectively. 
 
Response – Section 19503(b) provides that "Except as otherwise provided in this subdivision, no 
regulation . . . shall apply to any taxable year ending before the date on which any notice 
substantially describing the expected contents of any regulation is issued to the public."  It then 
contains a list of seven exceptions to the general rule of non-retroactivity.  In the instant case the 
proposed amendments to the regulations are clarifying of the existing regulations and do not 
have substantive effect.  As such there is no apparent reason that they should not operate on a 
retroactive basis. There are, however, only seven exceptions to the general rule of non-
retroactivity in subdivision (b), but not one addresses the circumstance of clarification. 
 
Section 19503(c) provides that the amendments to section 19503 (generally requiring regulations 
to be made prospective, with exceptions) applies to statutory provisions enacted on or after 
January 1, 1998.  Sections 24411, 25106 and 25106.5 were all enacted prior to January 1, 1998.    
No statutory provisions have been added to sections 24411 or section 25106.5, and the only 
amendment to section 25106 that occurred after January 1, 1998, was related to removal of 
deadwood language regarding litigation that was pending at the time of the original enactment of 
section 25106.  Thus, no statutory provision has been enacted on or after January 1, 1998, that 
relates to the subject matter of these regulations.  Prior to amendment, section 19503 read:  
 

The Franchise Tax Board shall prescribe all rules and regulations necessary for the 
enforcement of Part 10 (commencing with section 17001), Part 10.7 (commencing with 
Section 21001), Part 11 (commencing with Section 23001), and this part and may 
prescribe the extent to which any ruling or regulation shall be applied without retroactive 
effect.    

 
Section 19503, prior to amendment, authorized retroactive amendment of regulations, unless the 
Franchise Tax Board exercised discretion to apply the regulations prospectively.  As the 
regulations here at issue are clarifying regulations, and are wholly consistent with the current 
provisions of section 24411, the amendments are appropriately applied on a retroactive basis.   
 
Recommendation – Staff recommends that the proposed amendments to the regulation be 
applied retroactively.  The proposed amendments are clarifying in nature only and do not make a 
substantive change.  Subdivision (b) of section 19503 does not apply.  Moreover, staff acted 
promptly following the publication of the Fujitsu opinion in noticing to the public that there were 
to be amendments to the relevant regulations.   Promptness is a key factor in supporting 
retroactivity.  (See United States v. Carlton (1994) 512 U.S. 28, 32.) 
 
B.  Comments by Teresa Casazza on behalf of Cal-Tax 
 
1.  Staff is seeking to override the clear holding of the Fujitsu opinion. 
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Response – Staff believes the decision in Fujitsu dealing with the dividend ordering rules was 
based upon a misinterpretation of the Franchise Tax Board's regulations, and the proposed 
amendments are intended to clarify the meaning of the current regulations.  Correct application 
of the current regulations lead to a different result than that reached in Fujitsu on the ordering 
issue.  See the response to Mr. Weissman's second comment. 
 
Recommendation – No change required. 
 
2.  Taxpayers might have already taken a position on their returns based on the Fujitsu opinion.   
If the proposed amendments are adopted, those taxpayers will be charged with a deficiency, 
which would subject them to the Amnesty-related interest penalty. 
 
Response – The Fujitsu opinion was final in October of 2004.  The amnesty related penalty 
applies to income years 2002 and earlier.  Timely returns for those years would have been filed 
on or before October 15, 2003, for calendar year taxpayers, which is well prior to the Fujitsu 
opinion.  No timely original returns could have been filed in reliance on that opinion.   
 
In March of 2005 the staff commenced the process of amending the regulations by announcing 
this symposium and making available the language of the proposed amendments.  All of this 
occurred prior to the date on which taxpayers had to make any payments to avoid the 50% 
penalty for amounts that were unpaid as of March 31, 2005, that were ultimately determined to 
be due.  Therefore, taxpayers were on notice that the staff of the Franchise Tax Board did not 
believe that the Fujitsu opinion would be applicable for taxpayers other than Fujitsu.   
Furthermore, the hypothetical situation presented is not unique to the proposed amendments.  
The tax law is constantly in a state of flux.  Taxpayers might take a position on other issues and 
find that the law has been subsequently changed.  The concerns expressed by Ms. Casazza relate 
to the Amnesty program and not to proposed amendments to regulations that are only of a 
clarifying nature.  
 
Recommendation – No change required. 
 
C.  Comments by Rick Richman representing Deloitte & Touche. 
 
1.  Staff is seeking to override the clear holding of the Fujitsu opinion. 
 
Response - Staff believes the decision in Fujitsu dealing with the dividend ordering rules was 
based upon a misinterpretation of the Franchise Tax Board's regulations and the proposed 
amendments are intended to clarify the meaning of the current regulations.  Correct application 
of the current regulations lead to a different result than that reached in Fujitsu on the ordering 
issue.  See the response to Mr. Weissman's second comment. 
 
Recommendation – No change required. 
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2.  The proposed amendments to the regulations would require taxpayers to keep track of 
California earnings and profits pools.  This would create an administrative burden, both for the 
FTB and taxpayers. 
 
Response – Both federal law and California law require taxpayers to keep track of earnings and 
profits in order to determine whether a distribution qualifies as a dividend. The federal law does 
not have a counterpart to section 25106. Taxpayers are required to keep track of California 
earnings and profits for purposes of determining the elimination under section 25106. This is a 
separate record-keeping requirement from that required for federal purposes. Neither the current 
regulations, nor the amendments which only clarify the current regulations, create any new 
administrative burdens.  Even if the Court of Appeal's interpretation of the current regulations 
were correct, there would still be a requirement to track earnings and profits and determine the 
source of corporate distributions to ascertain if the distributions qualify as dividends and whether 
such distributions qualify for elimination under section 25106.  The Court of Appeal's 
interpretation might exacerbate the problem because under a correct application of the law, 
dividends are treated as being paid from the current year's earnings and profits and, only if those 
earnings and profits are exhausted, from the next preceding year's earnings and profits.   
Therefore, the proposed amendments clarify the existing law and do not create any new or 
additional burdens apart from those that might currently exist. 
 
Recommendation – No change required. 
 
3.  The proposed amendments are not technical changes, but indicate a policy change by the FTB 
staff. 
 
Response – The proposed amendments clarify the existing regulation and are consistent with the 
policy expressed by the Franchise Tax Board in arguing the ordering question in the Fujitsu case, 
and are consistent with the existing regulations adopted under section 24411.  They do not 
represent a policy change or a substantive change by the Franchise Tax Board.  Staff believes 
that because the proposed changes are only clarifying in nature they could be viewed as 
"technical changes", but because they do require a different result than was reached in the Fujitsu 
opinion, they should proceed through the formal regulatory process.  
 
Recommendation – No change required. 
 
4.  The proposed amendments should be applied prospectively, but taxpayers should be able to 
elect to have them applied retroactively.  This would insure that no taxpayer would be adversely 
impacted by the proposed amendments. 
 
Response – Section 19503(b) provides that "Except as otherwise provided in this subdivision, no 
regulation . . . shall apply to any taxable year ending before the date on which any notice 
substantially describing the expected contents of any regulation is issued to the public."  It then 
contains a list of seven exceptions to the general rule of non-retroactivity.  In the instant case the 
proposed amendments to the regulations are clarifying of the existing regulations and do not 
have substantive effect.  As such there is no apparent reason that they should not operate on a 
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retroactive basis. There are, however, only seven exceptions to the general rule of non-
retroactivity in subdivision (b) but not one addresses the circumstance of clarification. 
 
Section 19503(c) provides that the amendments to section 19503 (generally requiring regulations 
to be made prospective, with exceptions) applies to statutory provisions enacted on or after 
January 1, 1998.  Sections 24411, 25106 and 25106.5 were all enacted prior to January 1, 1998.    
No statutory provisions have been added to sections 24411 or section 25106.5, and the only 
amendment to section 25106 that occurred after January 1, 1998 was related to removal of 
deadwood language regarding litigation that was pending at the time of the original enactment of 
section 25106.  Thus, no statutory provision has been enacted on or after January 1, 1998 that 
relates to the subject matter of these regulations.  Prior to amendment, section 19503 read:  
 

The Franchise Tax Board shall prescribe all rules and regulations necessary for the 
enforcement of Part 10 (commencing with section 17001), Part 10.7 (commencing with 
Section 21001), Part 11 (commencing with Section 23001), and this part and may 
prescribe the extent to which any ruling or regulation shall be applied without retroactive 
effect.    

 
Section 19503, prior to amendment, authorized retroactive amendment of regulations, unless the 
Franchise Tax Board exercised discretion to apply the regulations prospectively.  As the 
regulations here at issue are clarifying regulations, and are wholly consistent with the current 
provisions of section 24411, the amendments are appropriately applied on a retroactive basis.   
 
Recommendation – Staff recommends that the proposed amendments to the regulation be 
applied retroactively.  The proposed amendments are clarifying in nature only and do not make a 
substantive change.  Subdivision (b) of section 19503 does not apply.  Moreover, staff acted 
promptly following the publication of the Fujitsu opinion in noticing to the public that there were 
to be amendments to the relevant regulations.   Promptness is a key factor in supporting 
retroactivity.  (See United States v. Carlton (1994) 512 U.S. 28, 32.) 
 
5.  Staff should take the opportunity presented by the Fujitsu opinion to propose regulations 
conforming to the federal treatment of Subpart F income. 
 
Response – The treatment of entities with federal Subpart F income is provided for in section 
25110. Conformity to Subpart F of the Internal Revenue Code would require legislation.  It 
cannot be accomplished by regulation.   
 
Recommendation – No change required. 
 
D.  Comments by Kerne Matsubara representing Pillsbury Winthrop 
 
1.  The examples in the proposed amendments do not include fact patterns involving the 
inclusion ratio, or a dividend that is deductible pursuant to section 24402. 
 
Response – Including an example with a fact pattern involving the inclusion ratio might make it 
unduly complicated.  With respect to the fact pattern involving section 24402, for years after 
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January of 2000, a deduction is not available.  Therefore, there would be no continuing need for 
that type of fact pattern. 
 
Recommendation – No change required. 
 
E.  Comments by Terry Ryan representing Apple Computer. 
 
1.  According to new federal requirements, publicly-traded corporations must present effective 
tax rate information in their quarterly financial statements.  It is difficult to do this for California 
purposes because the denominator of the inclusion ratio is based on the foreign entity's earnings 
and profits, which are not known until the end of the year.  The earnings and profits are not 
known on a quarterly basis.   This problem would be rectified if California were to conform to 
the federal "Subpart F" rules 
 
Response - This comment relates to California's treatment of entities with federal Subpart F 
income.  This is a question that cannot be addressed by a regulation.  It is a legislative matter 
 
Recommendation – No change required. 
 
 F.  Comments by Michael Buczek representing Hewlett Packard 
 
1.  Will the FTB be issuing guidance as to how taxpayers should conform to the inclusion ratio 
portion of the Fujitsu opinion? 
 
Response – Portions of the Fujitsu opinion dealing with the calculation of the inclusion ratio for 
entities with Subpart F income, in particular the holding that an elimination should be made in 
calculating earnings and profits used as the denominator of the inclusion ratio, appear to be in 
error.  This error does not arise from a misinterpretation of the Franchise Tax Board's regulations 
and is not involved in the ordering of dividend payments that is the subject of the proposed 
amendments.  An internal Technical Advice Memorandum has been drafted about the subject.  It 
has been distributed to the FTB's Compliance Division.  Consideration will be given to issuing 
an FTB Notice or Legal Ruling.  
 
Recommendation – No change required. 
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