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INITIAL STATEMENT OF REASONS FOR THE 

ADOPTION OF REGULATIONS SECTIONS 17053.36-0 THROUGH 17053.36-9 

AND 23636-0 THROUGH 23636-9 

(JOINT STRIKE FIGHTER WAGE CREDIT) 

AND 

ADOPTION OF REGULATIONS SECTIONS 17053.37-0 THROUGH 17053.37-11 

AND 23637-0 THROUGH 23637-11 

(JOINT STRIKE FIGHTER PROPERTY CREDIT) 

 

 

 

PUBLIC PROBLEM, ADMINISTRATIVE REQUIREMENT, OR OTHER CONDITION 

OR CIRCUMSTANCES THAT THE REGULATIONS ARE INTENDED TO ADDRESS 

 

Revenue and Taxation Code sections 17053.36 and 23636 (collectively referred to herein as the 

"Joint Strike Fighter Wage Credit") and Revenue and Taxation Code sections 17053.37 and 

23637 (collectively referred to herein as the "Joint Strike Fighter Property Credit") were first 

enacted by AB 2797 (Stats. 1998, Ch. 322, applicable to taxable years beginning on or after 

January 1, 2001).  Revenue and Taxation Code sections 17053.36 and 23636 are virtually 

identical, except that Revenue and Taxation Code section 17053.36 relates to the Personal 

Income Tax Law, while Revenue and Taxation Code section 23636 relates to the Corporation 

Tax Law.  Revenue and Taxation Code sections 17053.37 and 23637 are also virtually identical, 

except that Revenue and Taxation Code section 17053.37 relates to the Personal Income Tax 

Law, while Revenue and Taxation Code section 23637 relates to the Corporation Tax Law. 

Currently, there are no comparable federal statutes or regulations; however, the Joint Strike 

Fighter Wage Credit and the Joint Strike Fighter Property Credit are companion credits.  In 

addition, the Joint Strike Fighter Property Credit is substantially similar to the California 

Manufacturers' Investment Credit, Revenue and Taxation Code sections 17053.49 and 23649.   

Revenue and Taxation Code sections 17053.36, 23636, 17053.37 and 23637 are complex income 

and franchise tax credit statutes that contain many terms of art and undefined words and phrases, 

including specific references to the Internal Revenue Code. 

 

The Franchise Tax Board has received numerous public requests for interpretation, clarification 

and guidance with respect to these new statutes.  Taxpayers claiming the Joint Strike Fighter 

Wage Credit and Joint Strike Fighter Property Credit are required to reduce their bid to construct 

all or a portion of the Joint Strike Fighter by the amount of the credit allowable.  The prime 

contractor for the next phase of the Joint Strike Fighter project has been selected and 

subcontractor bidding is now taking place. In order to provide guidance to taxpayers prior to 

submitting their bids, many issues surrounding the credit must be clarified.  For example, 

taxpayers have requested clarification and guidance regarding the determination of who is a 

qualified taxpayer for purposes of the Joint Strike Fighter Wage Credit and Joint Strike Fighter 

Property Credit.  Taxpayers have also requested guidance on the specific requirements of 

reducing a bid by the amount of the credit allowable in order to claim the credit.  There are 

numerous other questions which taxpayers have raised with respect to specific interpretive issues 

under Revenue and Taxation Code sections 17053.36, 23636, 17053.37 and 23637.  Because the 

Franchise Tax Board understands that many of these questions reflect areas of uncertainty or 
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confusion, the Franchise Tax Board is proposing adoption of these regulations as a means to 

clarify as many of these questions as possible. 

 

SPECIFIC PURPOSE OF THE REGULATIONS 

 

Revenue and Taxation Code section 19503 authorizes the Franchise Tax Board to prescribe 

regulations necessary for the enforcement of Part 10 (commencing with Section 17001), Part 

10.2 (commencing with Section 18401), Part 10.7 (commencing with Section 21001) and Part 11 

(commencing with Section 23001) of the Revenue and Taxation Code.  Moreover, Revenue and 

Taxation Code sections 17053.37, subdivision (c)(3), and 23637, subdivision (c)(3), specifically 

authorize the Franchise Tax Board to prescribe any regulations necessary to carry out the 

purposes of the Joint Strike Fighter Property Credit contained in those sections.  The proposed 

regulatory action provides guidance, gives illustrative examples, interprets, implements, and 

makes specific Revenue and Taxation Code sections 17053.36, 23636, 17053.37 and 23637. 

 

The proposed regulations clarify and interpret numerous provisions of the Joint Strike Fighter 

Wage Credit statutes, Revenue and Taxation Code sections 17053.36 and 23636, and Joint Strike 

Fighter Property Credit statutes, Revenue and Taxation Code sections 17053.37 and 23637, by 

providing definitions of statutory words and phrases and by providing numerous hypothetical 

examples designed to illustrate the statutory and regulatory rules.  This will aid taxpayers and the 

Franchise Tax Board to more efficiently determine eligibility for and the proper amounts to be 

claimed as credits under Revenue and Taxation Code sections 17053.36, 23636, 17053.37 and 

23637.  There is sufficient information in the proposed regulations to reduce taxpayer review of 

statutory references to other portions of the Revenue and Taxation Code, the Internal Revenue 

Code, or Treasury Regulations. 

 

Introduction and Background - - AB 2797 

 

AB 2797 (Stats. 1998, Ch. 322) added entirely new sections to both the Personal Income Tax 

Law, Revenue and Taxation Code sections 17053.36 and 17053.37, and the Corporation Tax 

Law, Revenue and Taxation Code sections 23636 and 23637.  The Joint Strike Fighter Wage 

Credit and the Joint Strike Fighter Property Credit are available to taxpayers under an initial 

contract or subcontract to manufacture a product designed for ultimate use in a Joint Strike 

Fighter aircraft.  The Joint Strike Fighter Wage Credit sections generally provide a credit equal 

to specified percentages of qualified wages, beginning with 50% of qualified wages in the 2001 

taxable year and decreasing each subsequent year to 10% of qualified wages in the 2005 taxable 

year.  The Joint Strike Fighter Property Credit sections generally provide a 10% income or 

franchise tax credit to qualified taxpayers for qualified property that is placed in service in 

California and used primarily to produce a product for ultimate use in a Joint Strike Fighter.  

 

Revenue and Taxation Code sections 17053.36, 23636, 17053.37 and 23637 are new California 

tax incentive provisions designed to encourage the creation of manufacturing jobs in California 

in connection with the development of the Joint Strike Fighter aircraft. There is no federal law 

directly comparable to the Joint Strike Fighter Wage Credit. The Joint Strike Fighter Wage 

Credit and Joint Strike Fighter Property Credit are companion credits and where similar, the 

words and phrases contained in those proposed regulations have been incorporated in these 
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proposed regulations.  In addition, the Joint Strike Fighter Property Credit is substantially similar 

to the California Manufacturers' Investment Credit, Revenue and Taxation Code sections 

17053.49 and 23649, and where similar, the relevant definitions contained in the Joint Strike 

Fighter Property Credit are the same as those contained in the Manufacturers' Investment Credit 

regulations. 

 

Proposed California Code of Regulations, title 18, sections 17053.36-0 through 17053.36-9, 

23636-0 through 23636-9, 17053.37-0 through 17053.37-11, and 23637-0 through 23637-11 are 

needed because of the relative complexity of Revenue and Taxation Code sections 17053.36, 

23636, 17053.37, and 23637, and the use of terms of art, many of which are not defined in the 

statutes.  Moreover, in order to claim the credit, taxpayers must reduce the amount of any bid to 

construct all or a portion of the Joint Strike Fighter by the amount of the Joint Strike Fighter 

Wage Credit and Joint Strike Fighter Property Credit allowable. By defining and explaining 

these terms of art, and providing examples to illustrate these definitions and explanations, these 

proposed regulations provide interpretations to assist taxpayers in determining eligibility for the 

amounts of the Joint Strike Fighter Wage Credit and Joint Strike Fighter Property Credit and the 

proper reduction to be applied to a Joint Strike Fighter bid.  

 

In drafting these proposed regulations, the Franchise Tax Board looked to Revenue and Taxation 

Code sections 17053.36, 17053.37, 23636 and 23637, the legislative history, the Manufacturers' 

Investment Credit and regulations, and existing federal and state tax provisions.  In addition, on 

May 14, 2001, the Franchise Tax Board posted to its website a copy of an informal draft of 

proposed California Code of Regulations, title 18, sections 17053.36-0 through 17053.36-9, 

23636-0 through 23636-9, 17053.37-0 through 17053.37-11, and 23637-0 through 23637-11, and 

issued FTB Notice 2001-4, directing the public to the website and inviting comments on the draft 

proposed regulations.  Pursuant to that notice, a symposium was held on July 13, 2001, where 

interested parties discussed the informal proposed draft language with Franchise Tax Board staff.  

Based on these comments, Franchise Tax Board staff revised the proposed regulations to address 

concerns raised by the public. 

 

JOINT STRIKE FIGHTER WAGE CREDIT 

 

Proposed California Code of Regulations, title 18, sections 17053.36-0 through 17053.36-9 

 

These proposed regulations are organized as a series of related regulations that are separated by 

subject matter area.  Where appropriate or required, specific cross-reference information has 

been provided in the text of the applicable proposed regulations.  Moreover, due to the 

complexity and length of both the statute and these proposed regulations, proposed California 

Code of Regulations, title 18, section 17053.36-0, contains a non-substantive, non-binding table 

of contents designed to assist readers in locating specific subject matter areas in proposed 

California Code of Regulations, title 18, sections 17053.36-1 through 17053.36-9. 

 

Proposed California Code of Regulations, title 18, section 17053.36-1, provides rules regarding 

the amount of the Joint Strike Fighter Wage Credit, the years in which the Joint Strike Fighter 

Wage Credit may be claimed, cross-reference information and general reference information 

regarding proposed California Code of Regulations, title 18, sections 17053.36-1 through 
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17053.36-9.  In addition, this proposed regulation provides a summary of the distinction between 

the Joint Strike Fighter Wage Credit and the Joint Strike Fighter Property Credit contained in 

Revenue and Taxation Code sections 17053.37 and 23637.  

 

Proposed California Code of Regulations, title 18, section 17053.36-2, provides general 

definitions for certain words and phrases used in Revenue and Taxation Code section 17053.36 

and proposed California Code of Regulations, title 18, sections 17053.36-1 through 17053.36-9.    

Specifically, definitions of "Joint Strike Fighter," "initial contract or subcontract," "Joint Strike 

Fighter Program," "manufactured," and "product for ultimate use in a Joint Strike Fighter" are 

provided.  Where appropriate or specifically required by the statutory language of Revenue and 

Taxation Code section 17053.36, some of these definitions are further clarified by reference to 

existing California or federal law.   

 

Proposed California Code of Regulations, title 18, section 17053.36-3, provides rules and 

examples for determining who is a qualified taxpayer for purposes of the Joint Strike Fighter 

Wage Credit. Since the definition of a qualified taxpayer for the Joint Strike Fighter Wage Credit 

in Revenue and Taxation Code section 17053.36 is identical with the definition of a qualified 

taxpayer for the Joint Strike Fighter Property Credit in Revenue and Taxation Code section 

17053.37, this proposed regulation applies and incorporates by reference proposed California 

Code of Regulations, title 18, section 17053.37-3, and the term "qualified taxpayer" in that 

proposed regulation shall have the same effect in this proposed regulation.     

 

Proposed California Code of Regulations, title 18, section 17053.36-4, provides rules and 

examples for determining qualified wages for purposes of the Joint Strike Fighter Wage Credit.  

Specifically provided are rules regarding the requirement that qualified wages are limited to that 

portion of wages that constitute direct labor costs as that term is used in Internal Revenue Code 

section 263A.  Also included are rules regarding the term employee and the fact that wages for 

engineering, design and testing activities specifically qualify for the Joint Strike Fighter Wage 

Credit.  Finally, the amount of qualified wages is provided in this proposed regulation.   

 

Proposed California Code of Regulations, title 18, section 17053.36-5, provides rules and 

examples for determining who is a qualified employee for purposes of the Joint Strike Fighter 

Wage Credit.  Specifically, this proposed regulation defines the term "employee" as an employee 

described in Unemployment Insurance Code sections 13004, 13004.1 and 13004.5.  This 

proposed regulation also explains that a qualified employee must perform services in this state 

and those services must be at least 90% directly related to the qualified taxpayer's contract or 

subcontract to manufacture property for ultimate use in a Joint Strike Fighter.  This proposed 

regulation provides guidance on computing the $10,000 per employee wage limitation.  Finally, 

this proposed regulation defines the term "directly related" for determining whether an 

employee's services qualify for the Joint Strike Fighter Wage Credit.   

 

Proposed California Code of Regulations, title 18, section 17053.36-6, provides rules applicable 

to Joint Strike Fighter contract bidding. This proposed regulation provides that no Joint Strike 

Fighter Wage Credit shall be allowed unless the credit is reflected within the bid that forms the 

basis for the taxpayer's contract or subcontract to manufacture property for ultimate use in a Joint 

Strike Fighter.  Specifically, this proposed regulation defines the term "bid," "reflected within the 
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bid," and "credit allowable."   This proposed regulation also contains examples of bids within 

which the credit is reflected.  Finally, this proposed regulation provides that for a pass-through 

entity, the amount of the credit reflected on the bid is the amount of the credit that the entity 

expects to pass-through to the partners or shareholders.  

 

Proposed California Code of Regulations, title 18, section 17053.36-7, provides rules for 

determining the length of the carryforward period for the Joint Strike Fighter Wage Credit.  In 

addition, this proposed regulation provides rules for carryforwards for pass-through entities and 

carryforwards permitted after the sunset date of Revenue and Taxation Code section 17053.36. 

 

Proposed California Code of Regulations, title 18, section 17053.36-8, provides rules illustrating 

which books and records should be maintained to substantiate any Joint Strike Fighter Wage 

Credit claimed.  Specifically, this proposed regulation discusses the general burden of proof and 

books and records that should be maintained.   

 

Proposed California Code of Regulations, title 18, section 17053.36-9, provides miscellaneous 

rules applicable to the Joint Strike Fighter Wage Credit.  Specifically provided are the effective 

dates of the Joint Strike Fighter Wage Credit, and the interaction of the Joint Strike Fighter Wage 

Credit with the Enterprise Zone Hiring Credit.  The rules and cross-references in this proposed 

regulation have been drawn from other places in the Revenue and Taxation Code that may not 

otherwise be readily apparent to taxpayers who wish to claim the Joint Strike Fighter Wage 

Credit. 

 

Proposed California Code of Regulations, title 18, sections 23636-0 through 23636-9 

 

These proposed regulations are organized as a series of related regulations that are separated by 

subject matter area.  Where appropriate or required, specific cross-reference information has 

been provided in the text of the applicable regulations.  Moreover, due to the complexity and 

length of both the statute and these proposed regulations, proposed California Code of 

Regulations, title 18, section 23636-0, contains a non-substantive, non-binding table of contents 

designed to assist readers in locating specific subject matter areas in proposed California Code of 

Regulations, title 18, sections 23636-1 through 23636-9. 

 

Proposed California Code of Regulations, title 18, section 23636-1, provides rules regarding the 

amount of the Joint Strike Fighter Wage Credit, the years in which the Joint Strike Fighter Wage 

Credit may be claimed, cross-reference information and general reference information regarding  

proposed California Code of Regulations, title 18, sections 23636-1 through 23636-9.  In 

addition, this proposed regulation provides a summary of the distinction between the Joint Strike 

Fighter Wage Credit and the Joint Strike Fighter Property Credit contained in Revenue and 

Taxation Code sections 17053.37 and 23637.  

 

Proposed California Code of Regulations, title 18, section 23636-2, provides general definitions 

for certain words and phrases used in Revenue and Taxation Code section 23636 and proposed 

California Code of Regulations, title 18, sections 23636-1 through 23636-9.    Specifically, 

definitions of "Joint Strike Fighter," "initial contract or subcontract," "Joint Strike Fighter 

Program," "manufactured," and "product for ultimate use in a Joint Strike Fighter" are provided.  
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Where appropriate or specifically required by the statutory language of Revenue and Taxation 

Code section 23636, some of these definitions are further clarified by reference to existing 

California or federal law.   

 

Proposed California Code of Regulations, title 18, section 23636-3, provides rules and examples 

for determining who is a qualified taxpayer for purposes of the Joint Strike Fighter Wage Credit.  

Since the definition of a qualified taxpayer for the Joint Strike Fighter Wage Credit in Revenue 

and Taxation Code section 23636 is identical with the definition of a qualified taxpayer for the 

Joint Strike Fighter Property Credit in Revenue and Taxation Code section 23637, this proposed 

regulation applies and incorporates by reference proposed California Code of Regulations, title 

18, section 23637-3, and the term "qualified taxpayer" in that proposed regulation shall have the 

same effect in this proposed regulation.     

 

Proposed California Code of Regulations, title 18, section 23636-4, provides rules and examples 

for determining qualified wages for purposes of the Joint Strike Fighter Wage Credit.  

Specifically provided are rules regarding the requirement that qualified wages are limited to that 

portion of wages that constitute direct labor costs as that term is used in Internal Revenue Code 

section 263A.  Also included are rules regarding the term employee and the fact that wages for 

engineering, design and testing activities specifically qualify for the Joint Strike Fighter Wage 

Credit.  Finally, the amount of qualified wages is provided in this proposed regulation.   

 

Proposed California Code of Regulations, title 18, section 23636-5, provides rules and examples 

for determining who is a qualified employee for purposes of the Joint Strike Fighter Wage 

Credit.  Specifically, this proposed regulation defines the term "employee" as an employee 

described in Unemployment Insurance Code sections 13004, 13004.1 and 13004.5.  This 

proposed regulation also explains that a qualified employee must perform services in this state 

and those services must be at least 90% directly related to the qualified taxpayer's contract or 

subcontract to manufacture property for ultimate use in a Joint Strike Fighter.  This proposed 

regulation provides guidance on computing the $10,000 per employee wage limitation.  Finally, 

this proposed regulation defines the term "directly related" for determining whether an 

employee's services qualify for the Joint Strike Fighter Wage Credit.   

 

Proposed California Code of Regulations, title 18, section 23636-6, provides rules applicable to 

Joint Strike Fighter contract bidding. This proposed regulation provides that no Joint Strike 

Fighter Wage Credit shall be allowed unless the credit is reflected within the bid that forms the 

basis for the taxpayer's contract or subcontract to manufacture property for ultimate use in a Joint 

Strike Fighter.  Specifically, this proposed regulation defines the term "bid," "reflected within the 

bid," and "credit allowable."  This proposed regulation also contains examples of bids within 

which the credit is reflected.  Finally, this proposed regulation provides that for a pass-through 

entity, the amount of the credit reflected on the bid is the amount of the credit that the entity 

expects to pass-through to the partners or shareholders.  

 

Proposed California Code of Regulations, title 18, section 23636-7, provides rules for 

determining the length of the carryforward period for the Joint Strike Fighter Wage Credit.  In 

addition, this proposed regulation provides rules for carryforwards for pass-through entities and 

carryforwards permitted after the sunset date of Revenue and Taxation Code section 23636. 



7 

 

Proposed California Code of Regulations, title 18, section 23636-8, provides rules illustrating 

which books and records should be maintained to substantiate any Joint Strike Fighter Wage 

Credit claimed.  Specifically, this proposed regulation discusses the general burden of proof and 

books and records that should be maintained.   

 

Proposed California Code of Regulations, title 18, section 23636-9, provides miscellaneous rules 

applicable to the Joint Strike Fighter Wage Credit.  Specifically provided are the effective dates 

of the Joint Strike Fighter Wage Credit, and the interaction of the Joint Strike Fighter Wage 

Credit with the Enterprise Zone Hiring Credit.  The rules and cross-references in this proposed 

regulation have been drawn from other places in the Revenue and Taxation Code that may not 

otherwise be readily apparent to taxpayers who wish to claim the Joint Strike Fighter Wage 

Credit. 

 

JOINT STRIKE FIGHTER PROPERTY CREDIT 

 

Proposed California Code of Regulations, title 18, sections 17053.37-0 through 17053.37-11 

 

These proposed regulations are organized as a series of related regulations that are separated by 

subject matter area.  Where appropriate or required, specific cross-reference information has 

been provided in the text of the applicable regulations.  Moreover, due to the complexity and 

length of both the statute and these proposed regulations, proposed California Code of 

Regulations, title 18, section 17053.37-0, contains a non-substantive, non-binding table of 

contents designed to assist readers in locating specific subject matter areas in proposed 

California Code of Regulations, title 18, sections 17053.37-1 through 17053.37-11. 

 

Proposed California Code of Regulations, title 18, section 17053.37-1, provides rules regarding 

the amount of the Joint Strike Fighter Property Credit, the years in which the Joint Strike Fighter 

Property Credit may be claimed, cross-reference information and general reference information 

regarding proposed California Code of Regulations, title 18, sections 17053.37-1 through 

17053.37-11. 

 

Proposed California Code of Regulations, title 18, section 17053.37-2, provides general 

definitions for certain words and phrases used in Revenue and Taxation Code section 17053.37 

and proposed California Code of Regulations, title 18, sections 17053.37-1 through 17053.37-11.    

Specifically, definitions of "capitalized labor," "fabricating," "Joint Strike Fighter," "initial 

contract or subcontract," "Joint Strike Fighter Program," "manufacturing," "packaging," "placed 

in service," "product for ultimate use in a Joint Strike Fighter," "primarily," "process," 

"processing," and "qualified activities" are provided.  Where appropriate or specifically required 

by the statutory language of Revenue and Taxation Code section 17053.37, some of these 

definitions are further clarified by reference to existing California or federal law.  For example, 

Revenue and Taxation Code section 17053.37 requires that in order for capitalized labor costs to 

be treated as qualified costs, they must be " . . . direct costs as defined in Internal Revenue Code 

section 263A allocable to the construction or modification . . . " of qualified property.  Thus, this 

proposed regulation incorporates the uniform capitalization rules set forth in Internal Revenue 

Code section 263A and Treasury Regulation section 1.263A-1.   
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Proposed California Code of Regulations, title 18, section 17053.37-3, provides rules and 

examples for determining who is a qualified taxpayer for purposes of the Joint Strike Fighter 

Property Credit.  Revenue and Taxation Code section 17053.37 requires that a qualified taxpayer 

be "under an initial contract or subcontract to manufacture property for ultimate use in a Joint 

Strike Fighter."  This proposed regulation defines the terms "initial contract" and "initial 

subcontract" and provides examples to illustrate the application of these definitions to 

contractual relationships.  This proposed regulation also provides that for pass-through entities, 

the determination of whether a taxpayer is a qualified taxpayer shall be made at the entity level.  

This proposed regulation applies well-established California income tax principles to clarify that 

the qualified taxpayer determination is to be made at the pass-through entity level (whether a 

partnership or S corporation), thereby allowing the Joint Strike Fighter Property Credit to be 

passed through to the partners or shareholders who might not directly satisfy the "qualified 

taxpayer" requirement.  Finally, this proposed regulation illustrates the current California law 

whereby an S corporation may claim one-third of the Joint Strike Fighter Property Credit for 

purposes of the entity-level tax imposed on S corporations by Chapter 4.5 of Part 11 of the 

Revenue and Taxation Code and pass-through 100% of the Joint Strike Fighter Property Credit, 

with reduction for any amount utilized at the entity-level, to its shareholders. 

   

Proposed California Code of Regulations, title 18, section 17053.37-4, provides rules and 

examples for determining what costs may be considered qualified costs for purposes of the Joint 

Strike Fighter Property Credit.  Specifically provided are rules regarding the requirements that 

California sales or use tax be paid and that costs be properly chargeable to the taxpayer's capital 

account.  Also included are rules regarding which capitalized labor costs are treated as direct 

costs and are thus eligible for the Joint Strike Fighter Property Credit (including labor costs 

under third-party contracts), and binding contract rules (including successor or replacement 

contracts, option contracts and conditional contracts) specifying how costs actually paid prior to 

January 1, 2001, are treated.  Moreover, since qualified costs include only costs paid or incurred 

for qualified property on or after January 1, 2001, the proposed regulation provides guidance for 

how costs actually paid before and after January 1, 2001, pursuant to a binding contract, 

successor or replacement contract, option contract and conditional contract, should be allocated 

for purposes of the Joint Strike Fighter Property Credit. 

 

Proposed California Code of Regulations, title 18, section 17053.37-5, provides rules and 

examples for determining what types of property may be treated as qualified property for 

purposes of the Joint Strike Fighter Property Credit.  Specifically, this proposed regulation 

describes and illustrates the general requirement that qualified property be tangible personal 

property defined in Internal Revenue Code section 1245(a)(3)(A).    This proposed regulation 

also explains that qualified property must be used in qualified activities to manufacture a product 

for ultimate use in a Joint Strike Fighter.  The proposed regulation provides that this requirement 

will be satisfied if the qualified property is primarily used to manufacture a product that is 

properly treated as inventory of the taxpayer and is designed to be physically installed in or 

attached to a Joint Strike Fighter.  Also included are rules regarding the types of property that are 

specifically excluded from being qualified property and the movement of used property from 

another state or country into California. 
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Proposed California Code of Regulations, title 18, section 17053.37-6, provides rules applicable 

to leases of qualified property.  Specifically, this proposed regulation describes and illustrates the 

statutory rules for distinguishing operating leases (leases not treated as sales for California sales 

and use tax purposes) from finance leases (leases treated as sales for California sales and use tax 

purposes), as well as the statutory requirements applicable to each type of lease.  This proposed 

regulation also contains rules regarding the amount of Joint Strike Fighter Property Credit a 

lessee may claim and certain lessor reporting requirements applicable to operating leases.  

Finally, this proposed regulation clarifies who must pay the California sales or use tax in order 

for the lessee in a leasing transaction to claim the Joint Strike Fighter Property Credit. 

 

Proposed California Code of Regulations, title 18, section 17053.37-7, provides rules applicable 

to Joint Strike Fighter contract bidding. This proposed regulation provides that no Joint Strike 

Fighter Property Credit shall be allowed unless the credit is reflected within the bid that forms 

the basis for the taxpayer's contract or subcontract to manufacture property for ultimate use in a 

Joint Strike Fighter.  Specifically, this proposed regulation defines the term "bid," "reflected 

within the bid," and "credit allowable."  This proposed regulation also contains examples of bids 

within which the credit is reflected.  Finally, this proposed regulation provides that for a pass-

through entity, the amount of the credit reflected on the bid is the amount of the credit that the 

entity expects to pass-through to the partners or shareholders.  

 

Proposed California Code of Regulations, title l8, section 17053.37-8, provides rules for 

recapturing a previously allowed Joint Strike Fighter Property Credit where a disposition has 

occurred within one year of the placed in service date.  This proposed regulation defines a 

disposition to include any removal of property from California, a sale or other disposition to an 

unrelated party (as defined in Internal Revenue Code sections 267, 318, or 707), a conversion to 

a primarily non-qualified use, or an acquisition by a lessee of qualified property that is being 

leased by such lessee.  This proposed regulation also provides rules regarding the applicable 

recapture periods, rules regarding the adjustment of carryforwards when a disposition occurs, 

recapture rules applicable to partners or shareholders of pass-through entities who were allowed 

the Joint Strike Fighter Property Credit. 

 

Proposed California Code of Regulations, title 18, section 17053.37-9, provides rules for 

determining the length of the carryforward period for the Joint Strike Fighter Property Credit.  In 

addition, this proposed regulation provides rules for carryforwards for pass-through entities and 

carryforwards permitted after the sunset date of Revenue and Taxation Code section 17053.37. 

 

Proposed California Code of Regulations, title 18, section 17053.37-10, provides rules 

illustrating which books and records should be maintained to substantiate any Joint Strike 

Fighter Property Credit claimed.  Specifically, this proposed regulation discusses the general 

burden of proof, books and records that should be maintained, and the lessor's reporting 

requirement in an operating lease transaction.  This proposed regulation also contains rules 

regarding when the taxpayer's substantiation requirement will be deemed satisfied with respect to 

the amount upon which California sales or use tax has been paid pursuant to "time and 

materials," "lump-sum," or "turnkey" contracts. 
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Proposed California Code of Regulations, title 18, section 17053.37-11, provides miscellaneous 

rules applicable to the Joint Strike Fighter Property Credit.  Specifically provided are the 

effective dates of the Joint Strike Fighter Property Credit, and the interaction of the Joint Strike 

Fighter Property Credit with the Manufacturers' Investment Credit and the Enterprise Zone Sales 

or Use Tax Credit.  The rules and cross-references in this proposed regulation have been drawn 

from other places in the Revenue and Taxation Code that may not otherwise be readily apparent 

to taxpayers who wish to claim the Joint Strike Fighter Property Credit. 

 

Proposed California Code of Regulations, title 18, sections 23637-0 through 23637-11 

 

These proposed regulations are organized as a series of related regulations that are separated by 

subject matter area.  Where appropriate or required, specific cross-reference information has 

been provided in the text of the applicable regulations.  Moreover, due to the complexity and 

length of both the statute and these proposed regulations, proposed California Code of 

Regulations, title 18, section 23637-0, contains a non-substantive, non-binding table of contents 

designed to assist readers in locating specific subject matter areas in proposed California Code of 

Regulations, title 18, sections 23637-1 through 23637-11. 

 

Proposed California Code of Regulations, title 18, section 23637-1, provides rules regarding the 

amount of the Joint Strike Fighter Property Credit, the years in which the Joint Strike Fighter 

Property Credit may be claimed, cross-reference information and general reference information 

regarding proposed California Code of Regulations, title 18, sections 23637-1 through 23637-11. 

 

Proposed California Code of Regulations, title 18, section 23637-2, provides general definitions 

for certain words and phrases used in Revenue and Taxation Code section 23637 and proposed 

California Code of Regulations, title 18, sections 23637-1 through 23637-11.  Specifically, 

definitions of "capitalized labor," "fabricating," "Joint Strike Fighter," "initial contract or 

subcontract," "Joint Strike Fighter Program," "manufacturing," "packaging," "placed in service," 

"product for ultimate use in a Joint Strike Fighter," "primarily," "process," "processing," and 

"qualified activities" are provided.  Where appropriate or specifically required by the statutory 

language of Revenue and Taxation Code section 23637, some of these definitions are further 

clarified by reference to existing California or federal law.  For example, Revenue and Taxation 

Code section 23637 requires that in order for capitalized labor costs to be treated as qualified 

costs, they must be " . . . direct costs as defined in Internal Revenue Code section 263A allocable 

to the construction or modification . . . " of qualified property.  Thus, this proposed regulation 

incorporates the uniform capitalization rules set forth in Internal Revenue Code section 263A 

and Treasury Regulation section 1.263A-1.   

 

Proposed California Code of Regulations, title 18, section 23637-3, provides rules and examples 

for determining who is a qualified taxpayer for purposes of the Joint Strike Fighter Property 

Credit.  Revenue and Taxation Code section 23637 requires that a qualified taxpayer be "under 

an initial contract or subcontract to manufacture property for ultimate use in a Joint Strike 

Fighter."  This proposed regulation defines the terms "initial contract" and "initial subcontract" 

and provides examples to illustrate the application of these definitions to contractual 

relationships.  This proposed regulation also provides that for pass-through entities, the 

determination of whether a taxpayer is a qualified taxpayer shall be made at the entity level.  
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This proposed regulation applies well-established California franchise tax principles to clarify 

that the qualified taxpayer determination is to be made at the pass-through entity level (whether a 

partnership or S corporation), thereby allowing the Joint Strike Fighter Property Credit to be 

passed through to the partners or shareholders who might not directly satisfy the "qualified 

taxpayer" requirement.  Finally, this proposed regulation illustrates the current California law 

whereby an S corporation may claim one-third of the Joint Strike Fighter Property Credit for 

purposes of the entity-level tax imposed on S corporations by Chapter 4.5 of Part 11 of the 

Revenue and Taxation Code and pass-through 100% of the Joint Strike Fighter Property Credit, 

with reduction for any amount utilized at the entity-level, to its shareholders. 

 

Proposed California Code of Regulations, title 18, section 23637-4, provides rules and examples 

for determining what costs may be considered qualified costs for purposes of the Joint Strike 

Fighter Property Credit.  Specifically provided are rules regarding the requirements that 

California sales or use tax be paid and that costs be properly chargeable to the taxpayer's capital 

account.  Also included are rules regarding which capitalized labor costs are treated as direct 

costs and are thus eligible for the Joint Strike Fighter Property Credit (including labor costs 

under third-party contracts), and binding contract rules (including successor or replacement 

contracts, option contracts and conditional contracts) specifying how costs actually paid prior to 

January 1, 2001, are treated.  Moreover, since qualified costs include only costs paid or incurred 

for qualified property on or after January 1, 2001, the proposed regulation provides guidance for 

how costs actually paid before and after January 1, 2001, pursuant to a binding contract, 

successor or replacement contract, option contract and conditional contract, should be allocated 

for purposes of the Joint Strike Fighter Property Credit. 

 

Proposed California Code of Regulations, title 18, section 23637-5, provides rules and examples 

for determining what types of property may be treated as qualified property for purposes of the 

Joint Strike Fighter Property Credit.  Specifically, this proposed regulation describes and 

illustrates the general requirement that qualified property be tangible personal property defined 

in Internal Revenue Code section 1245(a)(3)(A).    This proposed regulation also explains that 

qualified property must be used in qualified activities to manufacture a product for ultimate use 

in a Joint Strike Fighter.  The proposed regulation provides that this requirement will be satisfied 

if the qualified property is primarily used to manufacture a product that is properly treated as 

inventory of the taxpayer and is designed to be physically installed in or attached to a Joint Strike 

Fighter.  Also included are rules regarding the types of property that are specifically excluded 

from being qualified property and the movement of used property from another state or country 

into California. 

 

Proposed California Code of Regulations, title 18, section 23637-6, provides rules applicable to 

leases of qualified property.  Specifically, this proposed regulation describes and illustrates the 

statutory rules for distinguishing operating leases (leases not treated as sales for California sales 

and use tax purposes) from finance leases (leases treated as sales for California sales and use tax 

purposes), as well as the statutory requirements applicable to each type of lease.  This proposed 

regulation also contains rules regarding the amount of Joint Strike Fighter Property Credit a 

lessee may claim and certain lessor reporting requirements applicable to operating leases.  

Finally, this proposed regulation clarifies who must pay the California sales or use tax in order 

for the lessee in a leasing transaction to claim the Joint Strike Fighter Property Credit. 
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Proposed California Code of Regulations, title 18, section 23637-7, provides rules applicable to 

Joint Strike Fighter contract bidding. This proposed regulation provides that no Joint Strike 

Fighter Property Credit shall be allowed unless the credit is reflected within the bid that forms 

the basis for the taxpayer's contract or subcontract to manufacture property for ultimate use in a 

Joint Strike Fighter.  Specifically, this proposed regulation defines the term "bid," "reflected 

within the bid," and "credit allowable."   This proposed regulation also contains examples of bids 

within which the credit is reflected.  Finally, this proposed regulation provides that for a pass-

through entity, the amount of the credit reflected on the bid is the amount of the credit that the 

entity expects to pass-through to the partners or shareholders.  

  

Proposed California Code of Regulations, title 18, section 23637-8, provides rules for 

recapturing a previously allowed Joint Strike Fighter Property Credit where a disposition has 

occurred within one year of the placed in service date.  This proposed regulation defines a 

disposition to include any removal of property from California, a sale or other disposition to an 

unrelated party (as defined in Internal Revenue Code sections 267, 318, or 707), a conversion to 

a primarily non-qualified use, or an acquisition by a lessee of qualified property that is being 

leased by such lessee.  This proposed regulation also provides rules regarding the applicable 

recapture periods, rules regarding the adjustment of carryforwards when a disposition occurs, 

recapture rules applicable to partners or shareholders of pass-through entities who were allowed 

the Joint Strike Fighter Property Credit. 

 

Proposed California Code of Regulations, title 18, section 23637-9, provides rules for 

determining the length of the carryforward period for the Joint Strike Fighter Property Credit.  In 

addition, this proposed regulation provides rules for carryforwards for pass-through entities and 

carryforwards permitted after the sunset date of Revenue and Taxation Code section 23637. 

 

Proposed California Code of Regulations, title 18, section 23637-10, provides rules illustrating 

which books and records should be maintained to substantiate any Joint Strike Fighter Property 

Credit claimed.  Specifically, this proposed regulation discusses the general burden of proof, 

books and records that should be maintained, and the lessor's reporting requirement in an 

operating lease transaction.  This proposed regulation also contains rules regarding when the 

taxpayer's substantiation requirement will be deemed satisfied with respect to the amount upon 

which California sales or use tax has been paid pursuant to "time and materials," "lump-sum," or 

"turnkey" contracts. 

 

Proposed California Code of Regulations, title 18, section 23637-11, provides miscellaneous 

rules applicable to the Joint Strike Fighter Property Credit.  Specifically provided are the 

effective dates of the Joint Strike Fighter Property Credit, and the interaction of the Joint Strike 

Fighter Property Credit with the Manufacturers' Investment Credit and the Enterprise Zone Sales 

or Use Tax Credit.  The rules and cross-references in this proposed regulation have been drawn 

from other places in the Revenue and Taxation Code that may not otherwise be readily apparent 

to taxpayers who wish to claim the Joint Strike Fighter Property Credit. 
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NECESSITY 

 

The Legislature enacted Revenue and Taxation Code sections 17053.36, 17053.37, 23636 and 

23637 to provide income and franchise tax incentives to encourage the growth of manufacturing 

jobs and activities in California with respect to the Joint Strike Fighter Program.  In doing so, the 

Legislature drafted very complex statutes which use numerous terms of art and refer to concepts 

that are not otherwise defined.  Franchise Tax Board staff carefully reviewed these statutes and 

determined that there existed sufficient uncertainty and complexity to require supplemental 

information be provided to the public in the form of regulations interpreting and clarifying 

provisions of the Joint Strike Fighter Wage Credit and Joint Strike Fighter Property Credit.  

 

Following initial discussions, the Franchise Tax Board directed staff to conduct a public 

symposium on the proposed regulations.  On May 14, 2001, Franchise Tax Board posted to its 

website a copy of an informal draft of proposed California Code of Regulations, title 18, sections 

17053.36-0 through 17053.36-9, 23636-0 through 23636-9, 17053.37-0 through 17053.37-11, 

and 23637-0 through 23637-11, and issued FTB Notice 2001-4, directing the public to the 

website and inviting comments on the draft proposed regulations.  Pursuant to that notice, a 

symposium was held on July 13, 2001, where interested parties discussed the informal proposed 

draft language with Franchise Tax Board staff.  During the symposium, which was attended by 

approximately 22 members of the public, the public and staff identified several issues with the 

proposed draft language which should be modified. Based on these comments, Franchise Tax 

Board staff revised the language of the proposed regulations to address these concerns. The 

issues raised by the public further demonstrate the need for these proposed regulations. 

 

TECHNICAL, THEORETICAL, AND/OR EMPIRICAL STUDY, REPORTS, OR 

DOCUMENTS RELIED UPON 

 

In drafting the proposed regulations, the Franchise Tax Board relied upon the statutes which 

established the Joint Strike Fighter Wage Credit (Revenue and Taxation Code sections 17053.36 

and 23636) and Joint Strike Fighter Property Credit (Revenue and Taxation Code sections 

17053.37 and 23637), statutes which established the Manufacturers' Investment Tax Credit 

(Revenue and Taxation Code sections 17053.49 and 23649) and California Code of Regulations, 

title 18, sections 17053.49-1 through 17053.49-11 and 23649-1 through 23649-11, references to 

other portions of the Revenue and Taxation Code and the Internal Revenue Code contained in 

Revenue and Taxation Code sections 17053.36, 17053.37, 23636 and 23637, Unemployment 

Insurance Code sections 13004, 13004.1 and 13004.5, the Legislative Counsel's Digests for 

Assembly Bill 2797 (1998), Internal Revenue Code sections 174, 179, 263A, 267, 318, 704, 707, 

1033, 1245, 1250 and 1371, and regulations thereunder, written comments received pursuant to 

FTB Notice 2001-4 (these comments are available upon request), and oral comments received at 

the Franchise Tax Board's July 13, 2001, symposium held at the State Board of Equalization 

hearing room in Culver City, California.  

 

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 the 

adoption of these regulations. 
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ALTERNATIVES TO THE PROPOSED REGULATORY ACTION THAT WOULD 

LESSEN ANY ADVERSE IMPACT ON AFFECTED PRIVATE PERSONS OR SMALL 

BUSINESS: 

 

No alternatives were presented to nor considered by the Franchise Tax Board which would be 

more effective in carrying out the purpose of the proposed regulations or would be as effective 

and less burdensome to affected private persons or small businesses than the proposed 

regulations.  The statutes passed by the Legislature are broad in their terms and require further 

definition in order to ensure proper utilization of the Joint Strike Fighter Wage Credit and Joint 

Strike Fighter Property Credit, to reduce compliance burdens upon taxpayers, and to aid in the 

efficient administration of Revenue and Taxation Code sections 17053.36, 17053.37, 23636 and 

23637 by the Franchise Tax Board.   

 

 

 

  

 


