
DRAFT PROPOSED AMENDMENTS TO REGULATIONS 24411 AND 25106.5-1(f)  
 

STAFF REPORT REGARDING THE COURT’S DECISION IN  
Fujitsu IT Holdings, Inc. v. Franchise Tax Board (2004) 120 Cal.App.4th 459 

 
Pursuant to Board action at its meeting on February 9, 2005, staff held a symposium on 
proposed amendments to California Code of Regulations, title 18, sections 24411 and 
25106.5-1(f) to receive public comment.  The proposed amendments are in response to 
the Court of Appeal's decision in Fujitsu IT Holdings, Inc. v. Franchise Tax Board (2004) 
120 Cal.App.4th 459.  On June 15, 2005, the Board received a staff report regarding the 
symposium that was held on April 4, 2005.   
 
At the June 15, 2005, meeting of the Franchise Tax Board, based on comments 
received from the public during the meeting, staff was directed to provide a report to the 
Board addressing the extent of the statutory construction contained in the portion of the 
Fujitsu opinion that addresses the ordering of distributions issue.  Attached is the staff 
report.  In addition, the report addresses a statutory construction argument raised in an 
additional comment received by staff following the June 15, 2005, Board meeting.  
 
Staff is not asking for Board action at this time.  In view of the complexity of this issue 
and the differing views regarding the draft regulations, staff recommends no action on 
the draft regulations at this time in order to provide ample opportunity for consideration 
of the attached report by the Board and the public and for interested parties to provide 
comment with respect to the report.  Staff will provide to the Board at a subsequent 
meeting any comments received and will, at that time, seek direction from the Board 
regarding the draft proposed regulations.   
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STAFF REPORT REGARDING STATUTORY  
CONSTRUCTION IN THE "ORDERING OF DISTRIBUTIONS"  

PORTION OF FUJITSU IT HOLDINGS V. FRANCHISE TAX BOARD AND IN A 
WRITTEN COMMENT RECEIVED AFTER THE JUNE BOARD MEETING  

 
The  "Ordering of Distributions” Discussion, Fujitsu IT Holdings v. Franchise Tax Board 
(2004) 120 Cal.App. 4th 459, 479-480. 
 
The ordering of distributions issue in Fujitsu involves the treatment of dividends that are 
paid from one member of a combined reporting group to another member of the group. 
The ordering question arises where the dividend paying entity has earnings and profits 
derived from income that was included in the combined report of the unitary group, and 
earnings and profits that were derived from income that was not included in the 
combined report of the unitary group.  The appellate court held that dividends are paid 
first from earnings and profits derived from income included in the combined report or 
otherwise qualifying for a deduction, and that they are not paid pro rata from earnings 
and profits.  The court’s opinion does not address the question, except sub silentio, as 
to whether the source of dividends is determined in relation to the earnings and profits 
of any particular set of years.1  The current regulation under section 24411 and the draft 
proposed amendments address both questions: 1) whether dividends are paid first from 
income that would give rise to a deduction or elimination and 2) whether the source of 
dividends is determined first by reference to the current year and thereafter for each 
immediately preceding year until the earnings and profits for any particular year are 
exhausted.  
 
The court identifies three statutory provisions in the text associated with that portion of 
its opinion entitled “Ordering of Distributions,” sections 24411,2 25106, and 25110.  It 
also discusses section 24402 in a footnote.  It does not quote the language of any of 
these statutes.  Instead, it describes generally the operation of these statutes and how 
they are different from one another.  The appellate court also sets forth its 
understanding of the decision and rationale of the trial court.  Stating that statutes, 
regulations, or administrative pronouncements provide no clear guidance, the appellate 
court describes regulations adopted under sections 24411 and 25106.5, but appears to 
have limited the applicability of the regulation under section 24111.3 It also suggests a 
                                            
1 It appears that the appellate court assumed dividends are paid from the collective earnings and profits.  
This is because the opinion is silent with respect to the question of whether dividends are paid from total 
earnings and profits without regard to the year in which the earnings and profits arise and because the 
opinion describes an example in the regulations under section 25106.5 (Cal. Code Regs., tit. 18, § 
25106.5-1, subd. (f)(2)).  That example does not make this differentiation.   
2 All statutory references are to the California Revenue and Taxation Code.   
3 The court limits regulations under section 24411 (Cal. Code Regs., tit. 18, § 24411) to 1989 and later 
years.  This regulation actually related back to income years beginning on or after January 1, 1988, which 
is the period that the water's-edge legislation was originally operative.  Under section 19503, all 
regulations are applied retroactively unless the Franchise Tax Board provides otherwise.  There was no 
such limitation, and such a limitation would not have been appropriate since those regulations were 
adopted to provide direction as to the application of an innovative method of filing in California, i.e., 
water’s-edge. The regulations under section 25106.5-1 are applicable to intercompany transactions 
occurring on or after January 1, 2001. (Cal. Code Regs., tit. 18, § 25106.5-1, subd. (k)) 
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seeming inconsistency between those two regulations.  Relying on the reasons 
discussed and those relied on by the trial court, the appellate court states its conclusion 
regarding the ordering of distributions.  
 
Since the appellate court relied, in part, on the reasoning of the trial court, this report 
also examines the trial court’s use of statutory construction in its consideration of the 
ordering of distributions issue.  The trial court stated " . . . more significantly for this 
case, the 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.”4  The trial court then states Amdahl's position that "pro-ration is neither 
required nor suggested by the statutes, and that it unduly burdens foreign commerce, 
contrary to the Commerce Clause of the U.S. Constitution.”5  The trial court then 
resolves the issue by stating a principle that “ . . . statutes should be interpreted to the 
extent possible in a manner that harmonizes their terms and avoids unconstitutional 
infirmities.  In view of that principle, the Court holds that RTC § 25106 should be applied 
. . . 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.”6

 
However, in the portion of the trial court’s Statement of Decision immediately following 
its discussion regarding the ordering of distributions, the trial court concluded that 
section 24411's allowance of a partial deduction for foreign dividends is not 
unconstitutional. 
 
The question of whether the appellate court's conclusion with respect to the ordering of 
distributions is grounded in statutory construction may be open to question.  The 
discussion segment of the appellate court’s opinion is broken down into seven parts 
designated  A through G. In part C, entitled “Computation of the Inclusion Ratio,”7  it is 
clear that the court is engaging in statutory construction. In part D, entitled “Ordering of 
Distributions,” the appellate court sets forth maxims of statutory construction, but it does 
not engage in a protracted analysis of the operative statutes relating to the ordering of 
distributions issue or an analysis of the language of the statutes.  The appellate court 
does rely on the reasoning of the trial court with respect to this issue.  But the trial court 
also does not engage in any protracted analysis of the statutes at issue.  The trial court 
does appear to rest its decision on the need to harmonize statutes, in this case sections 
24411 and section 25106, in an effort to avoid the risk of an unconstitutional result.  The 
appellate court also cites a similar rule of statutory construction regarding constitutional 
concerns.  However, both courts put to rest the constitutional concerns raised with 
respect to section 24411.    
 
In staff's view the appellate court grounded its decision in its conclusion that there is an  
"absence of any clear and controlling guidance."  With respect to the regulation section 

                                            
4 Amdahl Corp. v. Franchise Tax Board (Super. Ct. S.F. City and County, 2002, No. 321296).   
5 Amdahl Corp. v. Franchise Tax Board, supra.   
6 Amdahl Corp. v. Franchise Tax Board, supra.   
7 Fujitsu IT Holdings v. Franchise Tax Board, supra, 120 Cal.App. 4th 459, 475-479. 
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24411 and subdivision (f)(2) of regulation section 25106.5-1,8 the appellate court 
suggested they were in conflict.  However, relying on an absence of clear guidance, the 
court indicated its “construction is to favor the taxpayer rather than the government.”9 
Therefore, staff concludes that the "Ordering of Distributions" portion of the appellate 
court’s opinion grounds its analysis primarily in regulatory construction, not statutory 
construction.  Staff believes that this regulatory construction arises from the court's 
misinterpretation of the example in regulation section 25106.5-1(f)(2).  The draft 
proposed amendments would clarify the regulations and eliminate any potential further 
conflict. 
 
Additional Public Comment on Statutory Construction 
 
At the June Board meeting a member of the public made an oral comment that the 
resolution of the ordering of distributions in Fujitsu involved statutory construction.  To 
ensure consideration of all relevant arguments regarding this issue, staff invited the 
person making the comment to submit a letter setting forth his views.  Following the 
June 15th meeting, staff received a letter from that person.  
 
In the letter, the author points out that section 24411 specifically allows for a 75% 
deduction "to the extent not otherwise allowed as a deduction or eliminated from 
income."  It is the author’s opinion that this language in section 24411 specifically 
provides that ”[d]ividends are to be eliminated first before applying the 75 percent 
deduction.”  The taxpayer in Fujitsu did not advance this argument, nor was it reflected 
in the decision of the trial court or the appellate court. 
 
The author’s construction of the language is one possible construction of that language 
but it is not the only construction possible.  Staff believes that an alternative construction 
-- that this language is a safeguard against a double deduction (a construction not 
inconsistent with proration) -- is a better construction and is supported by the history of 
the language.  
 
The language referred to in section 24411, that the 75% dividend deduction will only 
apply "to the extent not otherwise allowed as a deduction or eliminated from income," 
was added to section 24411 by Senate Bill 85, (Stat.1988, ch. 989).  This bill was 
"clean-up" legislation to the original "water's-edge" election bill enacted in 1986, 
effective for income years beginning on or after January 1, 1988.  
 
In staff's view, this language was added to prevent a double deduction from occurring.  
Staff believes that what that phrase provides is that if a dividend from a foreign affiliate 
to a member of the water's-edge group can be deducted pursuant to another statute, 
e.g., section 24402 or section 25106, then the same dividend cannot also be deducted 
once again under section 24411.  The language precludes a double deduction.  It does 
not prohibit the prorating of dividends between those that are paid from income that has 

                                            
8  All regulatory references are to the California Code of Regulations, title 18.  
9 Fujitsu IT Holdings v. Franchise Tax Board, supra, 120 Cal.App.4th 459, 480.   
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been previously subject to California taxation and those that are paid from income that 
has not been previously subject to California taxation. 
 
The requirement of proration is a long-established principle of California law.  The 
ordering of dividend distributions was a significant issue under section 24402.  That 
section, although unconstitutional because it discriminates against interstate commerce, 
allowed a dividends-received deduction to the extent dividends were paid from earnings 
and profits derived from income previously taxed by California.  In administering section 
24402 it was necessary to determine what portion of a dividend was paid from income 
previously taxed by California when a taxpayer had only a portion of its income taxed by 
California. The department has always treated dividends as being paid pro rata from all 
of the earnings of a year.  This treatment was acknowledged and accepted by the 
California Supreme Court in Safeway Stores, Inc. v. Franchise Tax Board, (1970) 3 Cal 
2nd 745.  There is no evidence that a different result was intended in the context of 
section 24411. 
 
Staff’s view as to the intent of the amendment is also consistent with contemporaneous 
legislative history regarding this revision, which states that the language in question was 
inserted to prevent any attempt to claim a concurrent deduction under section 24411 
and any other statute.10  
 
In addition, less than five months after SB 85 was signed into law, regulation section 
24411, which interprets section 24411, was adopted.  These regulations were first 
proposed and noticed for hearing during January 1988.  From the time the regulations 
under section 24411 were first noticed they contained the provision stating that the 
source of dividends is determined through the use of proration. Accordingly, the 
regulation under section 24411 is both a contemporaneous interpretation of the statute, 
and an interpretation of the statute that was in the public realm at the time the "clean-
up" legislation was adopted by the Legislature and signed by the Governor. 
 
This regulation has always provided for prorating dividends.  Specifically, Example 4 
under subdivision (e)(4) of regulation section 24411 provides for the prorating of 
dividends between those that are paid from income that has been previously subject to 
California taxation and those that are paid from income that has not been previously 
subject to California taxation.  This rule was included in regulation section 24411 that 
became effective on February 2, 1989, and applicable for income years beginning on or 
after January 1, 1988.  
 
 

                                            
10  Assembly Revenue & Taxation Committee Analysis of SB 85, dated May 18, 1987.  Department of 
Finance Analysis of SB 85, dated July 3, 1987.  FTB Legislative Change No. 88-23, Senate Bill no. 85, 
dated October 10, 1988.  FTB letter to Commerce Clearing House re: SB 85, dated October 25, 1988.  
(Attached). 
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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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(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 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. 

September 7, 2005 



 
(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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