Request for Permission to Proceed with the Formal
Regulatory Process to Adopt a Proposed Amendment to Regulation
Section 25110(d)(2)(F), Relating to Excluding Not Effectively Connected
Income from the Definition of United States Source Income

On August 22, 2006, the Organization For International Investment ("OFII™) filed a
petition with the Franchise Tax Board pursuant to Government Code section 11340.6 to
amend California Code of Regulations, title 18, section 25110, and specifically
subsection (d)(2)(F)(1), to exclude from the definition of "United States source income"
certain types of "not effectively connected income" ("NECI"). Existing subsection
(d)(2)(F)(1) defines United States income to mean the income of a foreign corporation
that is effectively connected, or treated as effectively connected under the provisions of
the Internal Revenue Code, with a United States trade or business and the United States
source income that is not NECI if such income is considered business income under
Revenue and Taxation Code section 25120 and the regulations thereunder.

After careful review, the Franchise Tax Board staff concluded that treating NECI as
United States source income for water's-edge purposes was inconsistent with the
legislative history of Revenue and Taxation Code section 25110. Accordingly, at the
Franchise Tax Board meeting on September 20, 2006, staff recommended that the Board
adopt proposed amendments to California Code of Regulations, title 18, section 25110,
consistent with those proposed in the petition filed by OFII, and that those amendments
should be noticed for public hearing pursuant to the Administrative Procedures Act. The
Franchise Tax Board directed staff to proceed in this manner.

Pursuant to requirements of the Administrative Procedure Act, a notice of hearing,
statement of reasons, and proposed regulation were promulagated. The hearing is
scheduled for December 1, 2006. The proposed regulation includes a technical
amendment to reference a Treasury Regulation that details how expenses related to
effectively connected income are to be determined. The proposed amendments to the
existing regulation will prescribe the extent to which the United States income of a
foreign corporation is to be included in a water's-edge combined report in a manner that
is consistent with the legislative intent of the underlying statute. The amendments to the
existing regulation are needed to clarify the original legislative intent and provide
guidance on the proper application of Revenue and Taxation Code section 25110,
subdivision (a)(4).

Because the proposed amendments are consistent with those proposed in the petition filed
by OFII, staff does not anticipate any significant public comments in opposition to the
proposed amendments at the hearing on December 1, 2006. Assuming no comments in
opposition, staff anticipates recommending that the Board approve the regulation and
authorize staff to complete the formal regulatory procedures under the Administrative
Procedures Act.

December 4, 2006



INITIAL STATEMENT OF REASONS
FOR THE ADOPTION OF AMENDMENTS TO
CALIFORNIA CODE OR REGULATIONS,
TITLE 18, SECTION 25110(d)(2)(F)

PUBLIC PROBLEM, ADMINISTRATIVE REQUIREMENTS, OR OTHER CONDITION
OR CIRCUMSTANCE THAT THE REGULATION IS INTENDED TO ADDRESS

On August 22, 2006, the Organization For International Investment ("OFII"), pursuant to
Government Code section 11340.6, filed a petition with the Franchise Tax Board to
amend title 18, section 25110, and specifically subsection (d)(2)(F)(1), to exclude from
the definition of "United States source income" certain types of "not effectively
connected income" ("NECI").

Existing California Code of Regulations, title 18, section 25110, subsection (d)(2)(F)(1)
defines United States income to mean the income of a foreign corporation that is
effectively connected, or treated as effectively connected under the provisions of the
Internal Revenue Code, with a United States trade or business (ECI) and the United
States source income which is NECI if such income is considered business income
under Revenue and Taxation Code section 25120 and the regulations thereunder. After
a review, the Franchise Tax Board concluded that treating NECI as United States
source income for water's-edge purposes was inconsistent with the legislative history of
Revenue and Taxation Code section 25110.

In addition, a technical amendment is proposed to reference an Internal Revenue code
regulation that details how expenses related to effectively connected income are to be
determined.

Accordingly, at the September 20, 2006 meeting of the Franchise Tax Board it was
determined that proposed amendments to title 18, section 25110, consistent with those
proposed in the petition filed by OFII, should be noticed for public hearing pursuant to
the administrative procedures act.

SPECIFIC PURPOSE OF THE REGULATION

The proposed amendments to the existing regulation, California Code of Regulations,
title 18, section 25110, subsection (d)(2)(F), will prescribe the extent to which the
United States income of a foreign corporation is to be included in a water's-edge
combined report in a manner that is consistent with the legislative intent of the
underlying statute.



NECESSITY

The proposed amendments to the regulations are needed to clarify the legislative intent
and provide guidance on the application of Revenue and Taxation Code, section 25110,
subdivision (a)(4),

TECHNICAL, THEORETICAL, AND/OR EMPIRICAL STUDIES, REPORTS, OR
DOCUMENTS

In drafting the proposed regulation, the Franchise Tax Board reviewed and considered

the legislative history of Revenue and Taxation code section 25110, and the comments
contained in the petition filed with the Franchise Tax Board on August 22, 2006 by the

Organization For International Investment (OFII).

Other than the items described in the preceding paragraph, the Franchise Tax Board
did not rely upon any technical, theoretical, or empirical studies, reports or documents in
proposing adoption of the proposed amendments to the regulation.

ALTERNATIVES TO THE PROPOSED REGULATORY ACTION THAT WOULD
LESSEN ANY ADVERSE IMPACT ON PRIVATE PERSONS OR SMALL BUSINESS

In accordance with Government Code section 11346.5, subsection (a)(13), the
Franchise Tax Board has determined that there were no alternatives considered which
would be more effective in carrying out the purpose of the proposed regulation or would
be as effective and less burdensome to affected private persons or small businesses
than the proposed regulation. In addition, the proposed regulation pertains to corporate
taxpayers with operations in multiple jurisdictions. As a result, it does not affect private
persons or most small businesses.

ADVERSE ECONOMIC IMPACT ON BUSINESS

The proposed regulatory action will not have a significant adverse economic impact on
business.



Section 25110 is amended to read:
§ 25110. Water's-Edge Election Group.

(@) General. Revenue and Taxation Code section 25110 allows qualified taxpayers to elect,
subject to the provisions of Revenue and Taxation Code section 25111, to account for and
determine their income derived from or attributable to California sources by considering only the
income and apportionment factors of those entities specified in Revenue and Taxation Code
section 25110, subdivision (a). The election may be made by a single corporation engaged in one
or several businesses or by a group of affiliated corporations.

(b) Definitions.

(1) Corporation. Unless otherwise specified, a “corporation” is defined by Revenue and
Taxation Code section 23038.

(2) Affiliated corporation. Effective for taxable years beginning on or after January 1,
1995, an “affiliated corporation” is a corporation that is a member of a commonly controlled
group as defined by Revenue and Taxation Code section 25105.

(3) Business income. “Business income” is defined by Revenue and Taxation Code
section 25120, subdivision (a), and the regulations adopted pursuant thereto. Business income is
subject to apportionment by formula among California and the other jurisdictions where the
taxpayer has a taxable presence.

(4) Nonbusiness income. “Nonbusiness income” is defined by Revenue and Taxation
Code section 25120, subdivision (d), and the regulations adopted pursuant thereto. Nonbusiness
income is allocated to a specific jurisdiction.

(5) Unitary business. A “unitary business” consists of those activities required to be
included in a combined report pursuant to Revenue and Taxation Code section 25101 and the
cases decided thereunder by the United States Supreme Court, the courts of this State, and the
California State Board of Equalization. Activities constitute a “unitary business” if unity of
ownership, unity of operation, and unity of use are present, or if the activities carried on within
the state contribute to or are dependent upon the activities carried on without the state, or if
there is a flow of value between the activities. California Code of Regulations, title 18, section
25120, subsection (b), sets forth certain indicia and standards for determining whether activities
constitute a single trade or business and are therefore unitary.

(6) Water's-Edge Group. “Water's-edge group” means all 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) Qualified taxpayer.



(1) Ingeneral. A taxpayer is qualified to make the election provided by Revenue and
Taxation Code section 25110 if it meets two conditions. First, it must consent to the taking of
depositions at the time and place most reasonably convenient to all parties from certain key
individuals and to the acceptance of subpoenas duces tecum requiring the reasonable production
of certain documents. Second, it must agree that dividends received by all members of the
water's-edge group from certain entities shall be deemed to be functionally related and presumed
to be business income. (See subsection (c)(3) of this regulation.)

(2) Depositions and subpoenas duces tecum.
(A) Consent.

1. Time of making consent. The consent to the taking of depositions and
acceptance of subpoenas duces tecum shall be made at the time of the filing of the tax return
upon which the water's-edge election is made.

2.  Period of consent. The consent shall continue in force with respect to any
individual year until the taxpayer's liability for that year is finally determined and cannot be
adjusted. The consent made with the water's-edge election shall be in force with respect to all
years covered by that election and for which the taxpayer is required to file pursuant to Revenue
and Taxation Code section 25110. The consent shall not apply with respect to taxable years for
which no election was in effect.

3. Effect of consent. The granting of the consent is intended to foreclose
issues of service or jurisdiction. It does not otherwise waive any defenses a taxpayer might have.

4. Information to which consent applies. The consent shall apply only to the
providing of information, whether by deposition or subpoena duces tecum, necessary to review
or to adjust income or deductions in a manner authorized under section 482 or Subchapter N of
Chapter 1 of Subtitle A, Internal Revenue Code, together with the regulations adopted pursuant
thereto, and for the conduct of an investigation with respect to any unitary business in which the
taxpayer may be involved.

(B) Use of depositions and subpoenas duces tecum. The consent to the taking of
depositions and acceptance of subpoenas duces tecum applies during an audit and an
administrative review, including both consideration by the Franchise Tax Board and the Board of
Equalization, of a taxpayer's liability under the Corporation Tax Law as well as judicial
proceedings. The consent provided pursuant to Revenue and Taxation Code section 25110 is in
addition to, and in no way shall expand or restrict, except as to service and jurisdiction, any
rights of the taxpayer or the Franchise Tax Board which arise under the Code of Civil Procedure.

(C) Individuals subject to being deposed.

1. Ingeneral. The consent to the taking of depositions shall apply to the key
employees or officers of a domestic corporation.



2.  Domestic corporation. A domestic corporation is a corporation either
incorporated within the United States or a corporation with an office in the United States. A
corporation which has only its United States source income and apportionment factors included
in a combined report pursuant to Revenue and Taxation Code section 25110, subdivisions (a)(4)
and (7), shall only be considered a domestic corporation to the extent of such activities.

3. Key employee or officer. A key employee or officer is one who would be
designated by the corporation at the time the request is made as among the three most
knowledgeable individuals in response to a discovery request in a court proceeding, e.g., a
manager, supervisor, vice president, director, etc., of a corporate or divisional department or
function. The individual does not have to be located within the United States. An individual who
maintains his or her office in the United States, whose activities are directed from the United
States or who directs the activities of an office in the United States, may be a key domestic
corporate individual. A former employee or officer may be designated; however, if such an
individual will not appear to be deposed, a current employee of the taxpayer or an affiliate must
subsequently be designated.

4.  Time and location of deposition. The time and location at which a
deposition is to be taken shall normally be subject to the agreement of the parties. If no
agreement can be reached, the time and place to be designated must be the time and place most
reasonably convenient to all parties including the individual to be deposed, the entities taxable in
California, the employees of the Franchise Tax Board and counsel for the Franchise Tax Board.
If the individual to be deposed is a resident of, or his or her headquarters is in, the United States,
his or her place of residence or headquarters shall normally be the most reasonably convenient
location. If the individual to be deposed is not a resident of, and his or her headquarters are not
located in, the United States, the North American headquarters of the water's-edge group shall
normally be a reasonably convenient location. A reasonably convenient time for such depositions
shall normally occur on or before the 60th day after the mailing of the notice of deposition.

5. Review of reasonableness. Whether the time and location for a deposition
is reasonable shall be subject to review at the time an action is brought to enforce or quash the
notice. The determination of reasonableness is to be made by the authority from whom the
request for enforcement is made.

(D) Production of documents.

1. Reasonable production. The consent to the acceptance of subpoena duces
tecum shall apply only with regard to the reasonable production of documents. Documents which
may reasonably be required to be produced include those under the direct or indirect control of
the person subject to the subpoena duces tecum and which are relevant or material to the
determination of the tax. Objections to production of documents may be made on the grounds of
privilege, unreasonable burden, or lack of specificity in the description of the documents sought.
The fact that documents are without the United States does not establish that their production is
unreasonable. In those circumstances where it can be established that the requested documents
have been moved without the United States and it appears that such documents have been
removed, retained or stored outside the United States with an intent to avoid production, or it can



be established that documents without the United States are normally maintained in the United
States for any period of time even though subsequently destroyed in the course of normal
document retention policies, it shall be presumed production is reasonable.

2.  Review of reasonableness. Whether a request to produce documents in
response to a subpoena duces tecum is reasonable shall be subject to review at the time an action
is brought to enforce or quash the request. The determination of reasonableness is to be made by
the authority from whom the request for enforcement is made.

3. Indirect control. Documents are under the indirect control of a person
when they are under the direct control of an individual who is beneath the person in a chain of
command.

(3) Dividends. The agreement that certain dividends are functionally related and are
presumed to be business income applies to all dividends received by any entity whose income
and apportionment factors are considered pursuant to Revenue and Taxation Code section 25110.
Dividends received from an entity whose income and apportionment factors would have been
considered but for an election made pursuant to Revenue and Taxation Code section 25110
would normally be the type of dividends which are subject to the agreement. Other dividends
might also be subject to the agreement. There is no negative inference to be drawn as to the
classification of dividends as business or nonbusiness income as a result of the fact that they are
not received from a payor described in of Revenue and Taxation Code section 25110,
subdivisions (b)(2)(B)(i) and (ii).

To be subject to the agreement the dividends must be received from either:

(A) acorporation, more than 50 percent of whose voting stock is owned directly or
indirectly by entities whose income and apportionment factors are considered pursuant to
Revenue and Taxation Code section 25110, which is engaged in the same general line of
business, or

(B) a corporation which

1. isasignificant source of supply to or a significant purchaser of the output
of the entities whose income and apportionment factors are considered pursuant to Revenue and
Taxation Code section 25110, or

2. sells a significant portion of its output or obtains a significant part of its
raw materials or input from an entity or entities whose income and apportionment factors are
considered pursuant to Revenue and Taxation Code section 25110.

3. There is no requirement that more than 50 percent of the voting stock of
the dividend payor be owned by entities whose income and apportionment factors are considered
pursuant to Revenue and Taxation Code section 25110.

(C) For purposes of this paragraph the following definitions shall apply:



1. “Significant” means an amount equal to fifteen percent (15%) or more.
The test of significance shall be applied to the purchases or sales of individual corporations and
not to the water's-edge group.

2. “Source of supply” and “input” refer to the purchase of raw materials or
semi-finished products for manufacturing or tangible property for resale. Amounts shall be
considered cumulatively and not by category.

3. “Output” refers to the tangible property produced or sold or the service
provided. Amounts shall be considered cumulatively and not by category.

4.  Same “general line of business” shall have the same meaning as that
provided in California Code of Regulations, title 18, section 25120, subsection (b)(1).

(d) Application.

(1) Affected entities. A taxpayer electing under Revenue and Taxation Code section
25110, subdivision (a), must include all entities enumerated in that subdivision and must exclude
all those not described in that subdivision in the combined report utilized to compute its income
derived from or attributable to sources within California. If an entity is described in any of the
paragraphs of Revenue and Taxation Code section 25110, subdivision (a), it must be included
even though it is not described in any other paragraph, or is described as excluded by any
paragraph.

(A) Unitary requirement. Entities described in Revenue and Taxation Code section
25110, subdivisions (a)(1) through (a)(6) are all subject to the requirements of Revenue and
Taxation Code section 25110, subdivision (a)(7)(A), that a unitary business relationship exists
which is sufficient to require inclusion in a combined report under Revenue and Taxation Code
section 25101 and the cases decided thereunder by the United States Supreme Court, the courts
of this state, and the State Board of Equalization.

(B) Unitary relationship. The existence of a unitary business relationship shall be
determined by reference to the relationship which exists among all affiliated corporations, not
just those entities whose income and apportionment factors are required to be considered
pursuant to Revenue and Taxation Code section 25110.

EXAMPLE 1. Taxpayer A is affiliated with and conducts a unitary business with B, C, D, E and
F. B, C and D are incorporated in the United States. E and F are incorporated outside the United
States, have no “Subpart F income,” and have no apportionment factors within the United States.
If A elects the provisions of Revenue and Taxation Code section 25110, the combined report
used to compute its income derived from or attributable to sources within California shall include
the income and factors of B, C and D, as well as its own, and shall exclude the income and
factors of E and F.



EXAMPLE 2. Taxpayer A is engaged in a unitary business with affiliate entities B, C, D, F and
P. B, C and D are incorporated in the United States. F is incorporated in a foreign country, has no
Subpart F income, and has no factors in the United States. P has made an election pursuant to
Internal Revenue Code sections 931 through 936. All of P's payroll is in Puerto Rico, 10% of its
property (inventory) is in the United States and 90% is in Puerto Rico. All of P's sales are
assigned to the United States and are made to third parties. The average of P's factor in the
United States is 36 2/3% (0%+ 10% + 100%/3). If A elects pursuant to Revenue and Taxation
Code section 25110, the combined report used to compute its income derived from or
attributable to sources within California shall include the income and factors of A, B, C, D and P.
F's income and factors shall be excluded.

P shall have its income and factors included in the combined report used to compute A's income
assigned to or attributable to sources within California under the requirement of Revenue and
Taxation Code section 25110, subdivision (a)(2), even though it would be otherwise excluded by
the provisions of Revenue and Taxation Code section 25110, subdivision (a)(3).

(2) Entities included. The following entities are includable in the water's-edge group:
(A) DISC and FSC.

1. A domestic international sales corporation (DISC) as specifically
described in Internal Revenue Code section 992. In general, a DISC is a corporation incorporated
under the laws of any state of the United States whose principal function is to facilitate federal
tax deferral of income from export sales.

2. Aforeign sales corporation (FSC) as specifically described in Internal
Revenue Code section 922. In general, a FSC is organized under the laws of qualified foreign
countries to make export sales. A corporation which has filed an election to be treated as a FSC
but does not qualify shall not be included.

(B) Twenty percent or more.

1. Ingeneral. Any corporation whether organized in the United States or a
foreign country, if the average of its property, payroll and sales factors within the United States
is 20 percent or more. For purposes of subsection (d)(2)(B) of this regulation, the term
corporation does not include a bank.

2. Absence of factor(s). For purposes of computing the average of its factors
within the United States, if an individual corporation does not on a worldwide basis have one or
more of the factors of property, payroll or sales, that factor shall be disregarded in computing the
average of its factors within the United States.

EXAMPLE: Taxpayer A is affiliated with and conducts a unitary business with F, an entity
incorporated outside the United States. F has no payroll either within or without the United
States. Therefore, for purposes of determining if F has 20% or more of its factors within the



United States, it looks only to the average of its property and sales factors and no weight is given
to a payroll factor.

3. U.S. factors. For purposes of computing its total property, payroll or sales
factors within the United States, an individual corporation shall sum the percentage calculated
for each factor under the rules of each of the individual states as set forth herein. Throwback
sales are to be included in calculating the sales factor to the extent required under the applicable
law subject to the provisions of subsections (d)(2)(B)3.d. and e. of this regulation.

a.  States with taxes. For those states which assess a tax on, according to
or measured by income and in which the corporation has a factor located in the state within the
meaning of the law and regulations of that state, the corporation shall compute the percentage for
each such factor under the rules of that state without regard to whether or not it files a return with
the state or is taxable under the laws of the state.

b.  States without taxes or factors. If a corporation has property, payroll
or sales assignable to a state which does not impose a tax on, according to or measured by
income or which assigns income on the basis of an apportionment formula which does not utilize
each of such factors, the amount assignable to a state of any factor not used by such state shall be
determined pursuant to the rules set forth in Article 2 of this Chapter 17, Revenue and Taxation
Code, and the regulations adopted pursuant thereto.

c.  Non-uniform states. In those circumstances where property, payroll
or sales are not defined in a substantially uniform manner by the individual states, the taxpayer
may elect to compute the property, payroll or sales assignable to any individual state pursuant to
the rules set forth in Article 2 of Chapter 17, Revenue and Taxation Code, and the regulations
adopted pursuant thereto.

d.  Sales to affiliates. In computing the sales factor, sales made by the
corporation to a member of the water's-edge group of which it is an affiliate shall not be taken
into account in computing either the numerator or denominator of the sales factor for such
corporation.

e.  No item of property, payroll or sales shall be assigned in total to
more than one state. The taxpayer shall determine to which of several states an item shall be
assigned.

(C) U.S.incorporated. Any corporation, regardless of the location of its property,
payroll and sales, more than 50 percent of whose stock is controlled, directly or indirectly, by the
same interests and which is incorporated in the United States, except for a corporation making an
election pursuant to Internal Revenue Code sections 931 to 936.

(D) Export trade. An export trade corporation as defined in Internal Revenue Code
section 971. In general, an export trade corporation is a corporation organized in a foreign
country, whose combined voting stock and total value of stock is more than 50 percent owned by



United States shareholders, and which derives 90 percent or more of its gross income from
without the United States of which 75 percent or more is from export trade.

(E) Subpart F. Any controlled foreign corporation as defined in Internal Revenue
Code section 957, which has Subpart F income. In general, a controlled foreign corporation is
one organized in a foreign country, whose stock is owned more than 50 percent by United States
shareholders.

1. Subpart F income. Subpart F income is defined in Internal Revenue Code
section 952. In general, Subpart F income consists of foreign base company income which is
income arising from the manufacture or the sales of goods and services outside the country in
which the corporation is organized. There are numerous other types of Subpart F income
described in Internal Revenue Code section 952 et seq. Each and every such item of income is
Subpart F income for purposes of this subsection. In determining Subpart F income for a given
year the limitation and recharacterization provisions of Internal Revenue Code section 952(c)
shall not apply. Subpart F income does not include income defined in Internal Revenue Code
section 956.

2. Amount included. The includable amount of the income and
apportionment factors of such entity shall be determined by multiplying the total income and
each numerator and each denominator of each apportionment factor of such entity by a fraction,
the numerator of which is the total Subpart F income of such entity for the year and the
denominator of which is the earnings and profits as defined in Internal Revenue Code section
964 for such year. If there are no earnings and profits for the current year, none of the income
and factors of the entity shall be included. The fraction so determined shall not exceed one and
shall not be less than zero.

3. Special rules. In determining whether a corporation has Subpart F income
for purposes of this section, the limitation and exclusions provided for in Internal Revenue Code
section 954(b) shall apply.

EXAMPLE: Corporation CFC, a controlled foreign corporation, has foreign base company
income of $5,000 and total gross income of $110,000. Corporation CFC does not have Subpart F
income because under Internal Revenue Code section 954(b) it is treated as having no Subpart F
income when such income is less than 5% of its total income.

4.  Calculation. For purposes of computing the fraction under subsection 2.,
above, Subpart F income and earnings and profits include both business and nonbusiness income
as defined under Revenue and Taxation Code section 25120. The fraction so computed shall
apply for purposes of determining the total income to be included in the combined report and all
of the components of total income. Thus, the fraction applies to determine the net business
income subject to apportionment by formula, the nonbusiness income subject to allocation, the
interest expense subject to the foreign investment interest offset under, Revenue and Taxation
Code section 24344, and all other items of income or expense which may be needed to be
included in computations in the combined report. Application of the fraction shall not result in



changing the character of any item of income or expense from business to nonbusiness or from
nonbusiness to business.

EXAMPLE: Corporation F has a ratio of Subpart F income to earnings and profits of one-fourth
“1/4”. Both Subpart F income and earnings and profits include business and nonbusiness income.
Corporation F has total income of $1,600, including net business income of $1,000 and
nonbusiness dividends of $600 allocable to its domicile in a foreign country. Net business
income includes a deduction for interest expense of $200. Corporation F has no interest income.
Amounts includable in the water's-edge combined report for Corporation F are computed as
follows:

Business income subject to apportionment, $1,000 x 1/4 = $250.
Nonbusiness dividends allocable outside California, $600 x 1/4 = $150.
Interest expense, $200 x 1/4 = $50.
(F) Other entities. Any foreign organized corporation not described in subsections

(d)(2)(A) through (D) _of this regulation, shall have its United States located apportionment
factors and income included in the combined report.

1. United States income for taxable years beginning on or after January 1,

1992.

a.  Effectively Connected. The United States income of such a
corporation includes (a) that income which is effectively connected, or treated as effectively
connected under the prowsmns of the Internal Revenue Code W|th a Unlted States trade or
business a A A
Un&ed%tetes—busmess if such income is con3|dered busmess income under Revenue and
Taxation Code section 25120 and the regulations thereunder. The source of such United States
income shall be determined in accordance with the sourcing rules of the Internal Revenue Code
such as those set forth in sections 861 through 865 and subsections (g) and (h) of section 897,
and the regulations adopted pursuant thereto. Foreign source income which is considered
effectively connected to a United States trade or business pursuant to Internal Revenue Code
section 864(c)(4)(B), and thereby subject to federal income tax, is deemed derived from or
attributable to sources within the United States and is included in the combined report.
Provisions of United States treaties to the extent they limit the application of effectively
connected provisions of the Internal Revenue Code shall not be followed. Income excluded from
United States federal income tax pursuant to the provisions of Internal Revenue Code section
883 shall be excluded from income in the combined report of an electing group for purposes of
Revenue and Taxation Code section 25110.

b.  Not effectively connected income. The United States income of such
or-a corporation does not include income which is not effectively connected or treated as not
effectively connected under the provisions of the Internal Revenue Code, with a United States




trade or business regardless or whether or not it is treated as United States source income
pursuant to the Internal Revenue Code, unless such income arises from a contract or agreement a
principal purpose of which was the avoidance of federal income tax or California franchise or
income tax. Nothing herein shall preclude the Franchise Tax Board, to the extent otherwise
authorized, from making adjustments in accordance with the provisions of Revenue and Taxation

c.  Nonbusiness Income. The United States income of such a

corporation does not include income which is considered nonbusiness income under Revenue
and Taxation Code section 25120 and the requlations thereunder regardless of whether or not it
is treated as United States source income pursuant to the Internal Revenue Code.

2. United States income for Fer—taxable years beginning before January 1,

1992.

a.  Effectively connected. The United States income of such a
corporation includes only that income which is effectively connected, or treated as effectively
connected, under the provisions of the Internal Revenue Code, with a United States trade or
business. The source of such United States income shall be determined in accordance with the
sourcing rules of the Internal Revenue Code such as those set forth in sections 861 through 865
and subsections (g) and (h) of section 897, and the regulations adopted pursuant thereto. Foreign
source income which is considered effectively connected to a United States trade or business
pursuant to Internal Revenue Code section 864(c)(4)(B), and thereby subject to federal income
tax, is deemed derived from or attributable to sources within the United States and is included in
the combined report. Provisions of United States treaties to the extent they limit the application
of effectively connected provisions of the Internal Revenue Code shall be followed. Income
excluded from United States federal income tax pursuant to the provisions of Internal Revenue
Code section 883 shall also be excluded from income in the combined report of an electing group
for purposes of Revenue and Taxation Code section 25110.

b.  Not effectively connected. The United States income of such era
corporation does not include income which is not effectively connected or treated as effectively
connected with a United States trade or business regardless of whether or not it is treated as
United States source income pursuant to the Internal Revenue Code.

3. Deductions. Deductions attributable to United States income that is
effectively connected, or treated as effectively connected with a United States trade or business
as described in subsections (F)(1)(a). and (F)(2)(a), shall be determined by the allocation and
apportionment rules set forth in Treasury Regulation sections 1.861-8, 1.861-8T (other than
interest expense), and 1.882-5 (interest expense).




4.  California taxable income. The net income included in the combined
report shall be determined pursuant to the Revenue and Taxation Code.

5. Taxable. For purposes of this subparagraph a United States trade or
business consists of activities sufficient to make the corporation taxable in a state as defined in
Revenue and Taxation Code section 25122 and the regulations adopted pursuant thereto. A
corporation may be taxable in a state regardless of whether or not it is considered to have a
permanent establishment in the United States pursuant to a treaty entered into between the
United States and the country in which the corporation is organized or has its principal place of
business.

EXAMPLE 1. Corporation F, an organized foreign corporation, has less than 20% of the average
of its property, payroll and sales factors within the United States. F has U.S. source income of
($100,000) including an ACRS depreciation deduction of $200,000. F's U.S. source income
determined under California rules is $25,000 because California does not follow the ACRS
depreciation system and allowable California depreciation is only $75,000. The amount of
$25,000 shall be included in the combined report required under Revenue and Taxation Code
section 25110.

EXAMPLE 2. Corporation F, a foreign corporation with a business office in the U.S., is engaged
in the business of licensing patents, some of which it has either purchased or developed in the
U.S. Licenses for the use of the U.S. developed patents outside the U.S. are negotiated by F's
U.S. office. The royalties received from such foreign licenses is foreign source income
considered effectively connected income attributable to F's business office in the U.S. and shall
be included in the combined report required under Revenue and Taxation Code section 25110.

EXAMPLE 3. Corporation F, a foreign corporation, has a branch office in California where it
sells to customers located in the United States various products which are manufactured by that
corporation in a foreign country. The corporation has U.S. gross sales of $1,000,000 and a cost
of goods sold to the U.S. branch of $700,000. (Determined pursuant to Internal Revenue Code
section 863, and the regulations adopted thereunder.) Excess funds generated by F's U.S.
business activities are invested in publicly traded securities issued by domestic corporations. F
plans to use these excess funds to expand its U.S. facilities within the next three years. In the
current year, the branch office derives from U.S. sources dividend income in the amount of
$200,000 on these securities, and incurs expenses of $50,000 in managing the investment
portfolio. For federal purposes, the dividends received from the investment in the securities is
considered effectively connected with the conduct of its U.S. trade or business. (Treasury
Regulations section 1.864-4(c)(2)(iii)(B).) The dividends are considered U.S. source income for
purposes of Revenue and Taxation Code section 25110, subdivision (a)(4).

For California purposes, $450,000 (gross receipts of $1,200,000 less expenses of $750,000) shall
be included in the combined report required under Revenue and Taxation Code section 25110.

EXAMPLE 4. Corporation S is a corporation, domiciled in and organized under the laws of a
foreign country, which is engaged in the operation of aircraft or a ship or ships and which has
less than twenty percent of the average of its factors within the United States. The income of S,



which is described in Internal Revenue Code section 883 and is therefore excluded from United
States taxation, and the apportionment factors attributable thereto shall not be included in the
combined report required under Revenue and Taxation Code section 25110.

6. U.S. apportionment factors. The United States located apportionment
factors of a corporation for purposes of this subparagraph and paragraph (3) of this subsection
shall be determined pursuant to Revenue and Taxation Code section 25120 et seq. and the
regulations adopted pursuant thereto except that the terms property owned or rented and used
during the taxable year, compensation paid during the taxable year, sales of the taxpayer during
the taxable year, and other terms defining the numerator and denominator of any factor shall be
construed on a basis consistent with the determination of its United States located income.

(G) Choice of E or F. The United States income and apportionment factors of a
foreign corporation which is not an electing taxpayer and which could be included in a combined
report pursuant to both subsections (d)(2)(E) and (F) of this regulation shall be determined under
subsection (d)(2)(F) and not under subsection (d)(2)(E).

(3) Non-described entities. Any corporation which is a taxpayer which has made a
water's-edge election and which is not described in subsections (d)(2)(A) through (d)(2)(D) of
this regulation shall determine its income derived from or attributable to sources within
California on the basis of its United States located apportionment factors and income and the
income and apportionment factors of the other entities included in the water's-edge group of
which it is a member. (For a definition of factors within the United States see clause (ii) of
subparagraph (G) of paragraph (2) of this subsection.)

(e) Intercompany accounts. California Code of Regulations, title 18, section 25106.5-1, shall
apply to intercompany transactions that occur in taxable years beginning on or after January 1,
2001. Prior versions of this regulation shall apply to intercompany transactions occurring in
taxable years beginning before January 1, 2001.

Note: Authority cited: Section 19503, Revenue and Taxation Code.
Reference: Section 25110, Revenue and Taxation Code.



ORGANIZATION FOR INTERNATIONAL INVESTMENT
INTERNATIONAL BUSINESS INVESTING IN AMERICA

Toop M. MALAN, PRESIDENT & CHIEF EXECUTIVE OFFICER

November 17, 2006

Ms. Colleen Berwick

Legal Department, California Franchise Tax Board
P.O. Box 1720

Rancho Cordova, CA 95741-1720

RE:  Adoption of Amendments to California Code of Regulations Title 18, Section
25110(d)(2)(F).

Dear Ms. Berwick:

On behalf of the Organization For International Investment (OFII), I write in support
of the Franchise Tax Board’s proposed amendments to Regulation 25110(d)(2)(F) as noticed

in the California Regulatory Notice Register October 13, 2006 (Notice Reg. 2006, No. 41-Z,
p. 1529))

The Organization for International Investment (“OFII”) is a business association
located in Washington, D.C. which represents the U.S. subsidiaries of international
companies. These companies support 5.4 million American jobs, more than 616,400 in
California and growing. In fact, California ranks 1st among all states in terms of “insourced”
jobs in this country.

Existing Regulation 25110(d)(2)(F)(1) defines U.S income to include not only the
income of a foreign corporation that is effectively connected, or treated as effectively
connected under the provisions of the Internal Revenue Code, with a U.S trade or business
(ECI) but also income which is not effectively connected but considered business income
under Revenue and Taxation Code section 25120 and the regulations there under (NECI).

The inclusion of NECI as U.S. source income for water’s edge purposes is not
consistent with Revenue and Taxation Code section 25110. Inclusion of NECI within the
water’s edge significantly impacts U.S. subsidiaries of foreign companies by making it more
expensive for them to borrow money or license technology from their corporate parent than
from unrelated third parties; discouraging foreign investment.

Inclusion of NECI within the water’s edge was not the intent of the Legislature in
cnacting the water’s edge provisions and specifically Rev. & Tax Code Section 25110. The
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Ms. Colleen Berwick

Legal Department, California Franchise Tax Board

RE:  Adoption of Amendments to California Code of Regulations Title 18, Section
25110(d)(2)(F).

Page 2

proposed amendments to Regulation 25110 are necessary to correct this inconsistency and
ensure taxpayers are provided the proper guidance on the appropriate application of the law.

Thank you for your consideration.
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November 28, 2006

Ms. Colleen Berwick

Legal Department, California Franchise Tax Board
P.O. Box 1720

Rancho Cordova, CA 95741-1720

RE: Adoption of Amendments to California Code of Regulations Title 18,
Section 25110(d)(2)(F).

Dear Ms. Berwick:

The California Taxpayers’ Association, the California Chamber of
Commerce and AeA write in support of the Franchise Tax Board’s proposed
amendments to Regulation Section 25110(d)(2)(F).

Existing Section 25110, defines “Unites States income” subject to tax
in California to mean the income of a foreign corporation that is effectively
connected, or treated as effectively connected under the provisions of the
Internal Revenue Code, with a United States trade or business (ECI). Since
1992, however, this regulation has also included as U.S. income that which is
not effectively connected with a U.S. trade or business (NECI) if such income
is considered business income under Revenue and Taxation Code Section
25120.

The inclusion of NECI as taxable U.S. source income, however, is
inconsistent with Revenue and Taxation Code Section 25110 and its
legislative history. Amending Regulation 25110 to remove NECI from the
definition of “United States income” is therefore necessary to avoid further
uncertainty and to ensure taxpayers are provided the proper guidance on the
appropriate application of the law.

We respectfully request the board to support the proposed
amendments.



Vec=Ui-c00b O1:35pm  From=PILLSBURY-WINTHROP SHAW PITTMAN LLP +4154774720 T-017

O

P.002/002 F-475

. §0 Framont Straat MAILING ADDRESS
Pillsbury San Francisco, CA 84105-2228 P. O, Box 7880
H Tol 415.833.1000 Sun Francisco,
Wmthrop ng 415.983,1200 CA 34120-7880
Shaw wwaw.pllieburylaw.com
Pittman...
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Phone: 415.983.1233
keme.matsubara@pillsburylaw.com

Colleen Berwick, Board Ljaison
Franchise Tax Board, Legal Department
P. 0. Box 1720

Rancho Cordova, CA 95741-1720

Re:  Proposed Amendments to Regulation Section 2511 o(d)(2)(F)

Dear Ms. Berwick:

This letter is submitted on behalf of Pillsbury Winthrop Shaw Pittman LLP in support of
the proposed amendment to Regulation 25110(d)(2)(F), as noticed for public hearing on
December 1, 2006, to exclude from United States source income, income that 1s not
effectively connected with a United States business (“NECI”).

In particular, we agree with the proposed amendment to Regulation 25110(d)(2)(F)1.a
which removes NECI as a category of United States income that is includible in a water’'s
edge combined report under Section 25110(a)(4) of the Revenue and Taxation Code
(“RTC”). The exclusion of NECI from the water’s edge combined report is consistent
with the statutory language of RTC Section 25110(a)(4) and the legislative intent and -
history of California’s water’s edge legislation.

Thank you for your consideration. If you have any questions, please do not hesitate to
contact me.

Sincerely,

‘Z/-éé-/«Wu—-
Kerne H. O. Matsubara

cc: Jeffrey M. Vesely
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Regulation Section 25110
1020232367706203

1.

STAFF SUMMARY OF COMMENTS, RESPONSES AND RECOMMENDATIONS

IN CONJUNCITON WITH HEARING OF DECEMBER 1, 2006

GENERAL

COMMENT: The inclusion of not effectively connected income (NECI) was
inconsistent with the legislative history of Revenue and Taxation Code section
25110. The proposed amendments to remove NECI from consideration in a
water's-edge combined reports is necessary to avoid further uncertainty and
provide proper guidance. We support the proposed amendments. (California
Chamber of Commerce, Cal-Tax and AEA (American Electronics Association,
Letter of November 28, 2006)

RESPONSE: Staff is in agreement and the proposed amendments reflect that
conclusion.

RECOMMENDATION: No changes are required.

COMMENT: The removal of not effectively connected income is consistent with
my recollection of what was contemplated by the Legislature when the water's-
edge election provisions were adopted in 1986. (David Doerr, Former Consultant
to the Assembly Committee on Revenue and Taxation 1986, now retired on
behalf of Cal-Tax. Oral Statement at December 1 hearing.)

RESPONSE: Staff is in agreement.

RECOMMENDATION: No change required.

COMMENT: Inclusion of not effectively connected income (NECI) as United
States source income for water's-edge purposes is not consistent with Revenue
and Taxation Code section 25110. Inclusion of NECI has a significant impact on
U.S. subsidiaries of foreign companies. Inclusion of NECI was not the intent of
the Legislature. The proposed amendments are necessary to correct this
inconsistency and ensure taxpayers are provided the proper guidance. OFII
supports the proposed amendments. (Organization For International Investment,
Letter of November 17, 2006.)

RESPONSE: Staff is in agreement as to the intent of the Legislature and that the
change is necessary.

RECOMMENDATION: No change required.

COMMENT: We support the proposed amendment which removes NECI as a
category of United States income that is includible in a water's-edge combined
report. This is consistent with the statutory language of section 25110(a)(4) and
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Regulation Section 25110
1020232367706203

the legislative intent. (Pillsbury Winthrop Shaw Pittman LLP. Kerne Matsubara,
Letter of November 30, 2006.

RESPONSE: Staff agrees that the legislative history indicates that NECI was not
intended to be included in the combined report for water's-edge electors.

RECOMMENDATION: No change required.

TYPOS, GRAMMATICAL, AND NON-SUBSTANTIVE CHANGES

(d)(2)F)1.a. The word "Connected" in the title should be in lower case.
The "(a)" in the second line is unnecessary as there is no longer a (b).

In the next line a comma should be inserted after "connected" and before
"under."

(d)(2)(F)1.b. The fourth line of the first sentence the first "or" should be "of."
In the last line the word "an" before "arm's length terms" should be struck.

(d)(2)(F)3. A comma should be inserted after the second "connected" in the first
sentence and before "with."
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